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Abstract

This thesis examines the determinants and effectiveness of SEC reviews of IPO registration
statements (i.e. S-1 filings) for firms going public on U.S. capital markets between 2005 and
2017. This investigation is important because market participants rely on the information
conveyed by S-1 filings and SEC comment letters when making formative investment
decisions. High information asymmetry around an IPO motivates going-public firm to
opportunistically disclose misleading information, therefore assessing the effectiveness of SEC
reviews in monitoring the quality of IPO disclosures is of utmost importance. Specifically, this
thesis comprises three empirical studies examining: (1) how the extensiveness of SEC reviews
varies according to IPO firms’ characteristics; (2) the extent that SEC reviews have been
impacted by the de-burdening provisions of the 2012 JOBS Act, the most significant
development of the last decade in terms of the regulation of IPO firms; and (3) how effective
SEC reviews are at targeting IPO firms with poor earnings quality.

In terms of the relationship between the IPO firms’ characteristics and SEC S-1 review, the
first empirical chapter provides evidence that bigger, older firms, firms with more segments,
lower growth rates, engaging in M&A, using less external financing, reporting profits, having
greater probabilities of bankruptcy and not audited by high-quality auditors are likely to
experience more extensive SEC reviews. This study also identifies that the remediation costs
covered by IPO firms are higher if they receive comments on core accounting, non-core
accounting, business and disclosure issues, as compared with other issues (e.g., offering-related
issues or corporate governance issues), and they are highest for firms receiving comments on
core accounting issues. In addition, the increase in SEC review extensiveness for bigger firms,
firms using more external financing and having greater financial distress are identified to be

greater during the global financial crisis.

In terms of SEC reviews under the Jumpstart Our Business Startups (JOBS) Act, the second
empirical chapter documents substantial de-burdening of SEC reviews for emerging growth
companies (EGCs) going public under the Act. Moreover, this study also identifies that the
reduction in SEC review extensiveness after the JOBS Act enactment is less pronounced in
more concentrated markets, where proprietary costs of disclosure, and thus potential

information problems, are greater. It is also observed that the SEC focus proportionately more



on non-core accounting and offering issues, but less on general business and disclosure issues,
under the JOBS Act.

Concerning the effectiveness of SEC reviews in addressing poor earnings quality, the third
empirical chapter provides evidence that IPO firms with greater accruals-based earnings
management (AEM) and discretionary-expense-based real earnings management (REM) are
likely to experience more extensive SEC reviews, suggesting they are effective at addressing
poor earnings quality. SEC reviews continue to be effective at uncovering the aforementioned
forms of earnings management under the JOBS Act since the SEC tend to focus more on
accounting -related contents in EGC IPOs’ registration statements. However, this study finds
no evidence supporting the effectiveness of SEC reviews in detecting sales-based REM, either
before or after the enactment of the JOBS Act.
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1. Introduction
1.1.Background

Through conducting an initial public offering (IPO), firms become publicly listed on a stock
exchange for the first time, and in doing so are closely-watched and scrutinised. There is
therefore an imperative for IPO firms to rapidly reform many aspects of their operations,
including the quality of their reporting activities, since most of their reporting documents are
made available to potential investors. Conducting an IPO can attract considerable public
attention, which, on the one hand, helps to attract investors as well as new customers,
employees and other partners (Alhadab & Clacher, 2018; Ball & Shivakumar, 2008).! On the
other hand, IPO regulation is necessary due to the high degree of public attention, in order to
protect the public, and creates high regulatory costs for firms going public.? Specifically, IPO
firms must provide additional and frequent reports to investors and the national securities
regulators, in accordance with the listing rules and regulations. Faced with pressures from
public awareness, the reporting burden and regulatory scrutiny, and a desire to conduct the
offering on favourable terms, IPO firms might be incentivised to conduct some questionable
reporting practices, e.g. engage in earnings management, in order to meet their offering targets
(Alhadab & Clacher, 2018; Li & Liu, 2017).

Although the amount of time taken to complete an IPO varies, the process of conducting an
IPO in U.S. capital markets usually comprises four main phases. These include the pre-filing
phase, the SEC review process, the marketing/execution phase, and the post-effective phase.
The IPO registration statement (i.e. S-1 filing) is the very first document required by regulation
in the IPO process.® The registration statement typically offers the first detailed public account
of the IPO company, regarding their business, offering (e.g. price and the amount of shares to
be issued), corporate governance and financial status. Only after the registration statement has

received regulatory approval can the IPO be completed.

1 Consequently, the IPO firm can benefit from raising capital which may be used to fund their capital expenditure
and pay back their current debts, along with the expansion in their market shares.

2 For example, U.S. IPO firms are regulated by the Securities Act of 1933 and the Securities Exchange Act of
1934 and monitored by the Securities and Exchange Commission (SEC).

% S-1 is the general statement of IPO registration requested by the SEC for all firms initially selling securities to
the public. Form S-1 contains information about the intended usage of capital proceeds, the existing business
strategy and competitive strengths, a concise prospectus of the offering, the pricing structure and any dilution if
applicable.

p.1



Regulatory oversight of U.S. IPOs is performed by the U.S. Securities and Exchange
Commission (SEC). The SEC is an autonomous administrative body of the U.S. federal
government. It was founded by Congress in 1934 and considered as the first federal regulatory
body of U.S stock markets. The key responsibilities of the SEC are protecting investors,
ensuring the equal and orderly operation of stock markets and promoting the creation of capital
resources. SEC reviews, conducted by the SEC’s Division of Corporate Finance, are a
monitoring mechanism with the goal of identifying and addressing material deficiencies in the
information quality of IPO registration statements in order to make certain that “investors have
access to high-quality disclosure materials that are useful to investment decision making”
(SEC, 2019). A discussion by Bayless (2000), SEC Chief Accountant - Division of Corporation
Finance, emphasises the accomplishments of SEC reviews in detecting a wide variety of
informational issues in registration statements, resulting in several amendments to the files
before the IPO is considered effective. However, there are several questions and even criticisms
regarding the efficacy of SEC reviews. For instance, in July 2014, US Senator Robert P. Casey
wrote to SEC Chair Mary Jo White, requesting the Commission to devote more time and
resources to reviewing Chinese IPOs. Burton (2019), Senior Fellow in Economic Policy at The
Heritage Foundation, criticises the SEC for wasting money on non - essential administration,
service, and auxiliary operations instead of vital tasks (e.g. monitoring corporate disclosures).
Furthermore, Johnston and Petacchi (2017) argue that SEC reviews may be biased owing to
political connections with the filer that reduce the effectiveness of SEC reviews. Likewise,
Bozanic et al. (2017) concur that corporate managers may abuse their privileged status over
the SEC to justify their disclosures against SEC critical analysis. In response to the passage of
the JOBS Act in 2012, the New York Times (2012) excoriated the Act for limiting sufficient
regulatory authority by the SEC and thus undermining essential investor protections, reducing
regulatory compliance and disrupting the efficiency of the capital market. Therefore, there is

strong motivation to research the effectiveness of SEC reviews.

In this thesis, the term ‘SEC review’ relates to communications between SEC reviewers and
filing firms, comprising multiple rounds of comment letters by the SEC and responses from
the filing firms. Not until the SEC close their review, when they are satisfied that all of their
concerns have been addressed, can the IPO be declared effective and be completed. SEC
reviews have long been considered as a powerful and influential monitoring mechanism in U.S
stock markets since 1934 when it was created by Congress (SEC, 1936). The SEC’s oversight

of corporate disclosures is regularly seen as the basis of U.S. securities markets (Levitt, 1998).
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Understanding the SEC review process is important as it could assist investors in assessing the
value and reliability of information contained in IPO disclosures and SEC comment letters in
terms of informing their investment decisions. This understanding can also inform
policymakers and help improve the functioning of U.S securities markets and future SEC

reviews.

The reporting requirements of the SEC continue to change in length and scope with the
discharge of recent regulations and accounting standards. Recent developments such as the
enactment of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank
Act) in 2010, the decision by the SEC to publicly disclose SEC review correspondence letters
in 2005, and the enactment of the Jumpstart Our Business Startups Act (JOBS Act) in 2012
underline a call for the evaluation the SEC’s oversight duties. DealBook (2010) states that the
Dodd-Frank Act restricts the reach and capabilities of the SEC. According to Aguilar (2010),
the Dodd-Frank Act has significant influence on the SEC, specifically, in altering the SEC's

organisational structure as well as their enforcement and monitoring mechanisms.

As of May 2005, following a formal order in writing, all correspondence letters between the
SEC and IPO firms have been made publicly accessible via the SEC’s Electronic Data
Gathering, Analysis, and Retrieval (EDGAR) database. The objective of the SEC, through the
broader public dissemination of these documents, is to increase the transparency of their review
process and also to make conversations between them and registrants accessible to a wider
audience. These letters offer a valuable opportunity to examine the SEC's oversight in U.S.
stock markets. Moreover, in April 2012, the JOBS Act was signed into law to help revitalise
the IPO market, particularly for emerging growth companies (EGC).* Under the “de-
burdening” provisions of the Act, EGCs are exempted from a number of public disclosures,
accounting, auditing, and corporate governance requirements. In conjunction with the
enactment of the JOBS Act, the SEC has started to speed up the IPO approval process (Dambra
etal., 2015).

Many existing studies investigate how firm characteristics affect the extent to which SEC
reviews are conducted. However, these studies primarily focus on SEC reviews of annual
filings (e.g., 10-K, 20-F, 40-F), 8-K filings. These findings based on annual reports or other

filings may not generalise to S-1 filings as S-1 filings provide information that is more unique

4 EGC status is given to companies having total annual gross revenues less than $1 billion.
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to the securities offering. Thus far, the research on SEC S-1 reviews mainly examine the impact
of factors other than firms characteristics such as uncertainty and industry/market
characteristics (Colaco et al., 2018), SEC workload (Kochling et al., 2021), the JOBS Act
(Agarwal et al., 2017), underwriting, accounting and legal fee (Li and Liu, 2017). Firm
characteristics are found to be among the most material factors in studies on other filing types.
For example, Cassell et al. (2013) find that the receipt of a comment letter on 10-K filings, the
number of comment issues, and the cost of remediation are significantly impacted by firm
characteristics (e.g. profitability, complexity, strong governance and the engagement of Big 4
auditors), but not or weakly impacted by external factors such as the stock return volatility or
industry characteristics (e.g. the litigious industry). Duro et al. (2017) and Heese et al. (2017)
also identify that firm characteristics have significant effect on the probability of receiving
comment letters on 10-K filings. Therefore, it is deserving to examine the impact of firm
characteristics on SEC review of S-1 filings.

In addition, most studies evaluating themes in SEC comment letters use manual coding,
resulting in a limited sample size. Expanding the sample size may help increase the power of
empirical tests as well as the possibility to generalise the findings. This study, therefore,
employs the Naive Bayes machine learning algorithm, which is a combination of manual and
computer-aid coding, to classify issue types mentioned in 710 initial SEC comment letters
containing 21247 comments. This method is less costly and potentially less subjective than

solely manual coding and can also be conducted on a large sample size.
1.2. Objectives

The overarching focus of this thesis is to examine the determinants and effectiveness of SEC
reviews of IPO registration statements. In doing so, three key research questions are formed:
(1) How do the characteristics of IPO firms affect the extensiveness of SEC reviews?; (2) How
does the extensiveness of SEC reviews change under “de-burdening” provisions of the JOBS
Act; and (3) Do SEC reviews effectively address the quality of earnings reported in IPO

registration statements?°

The first research objective, addressed in the first empirical chapter, is to investigate how the

extensiveness of SEC reviews, as indicated by IPO duration, and the number and scope of

> The SEC review is more “extensive” which means that the SEC tend to spend more time reviewing IPO
registration statements, issue more comment letters, develop more comments in each letter and address more types
of informational issues with the IPO registration statement.
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comments mentioned in SEC comment letters, varies with IPO firm characteristics.
Specifically, six characteristics of IPO firms are examined, including; company size, company
age, business complexity, financial health, audit quality and corporate governance.
Multivariate analyses with negative binomial regressions are used to analyse the association
between the extensiveness of SEC S-1 reviews and the characteristics of IPO firms.
Furthermore, the chapter examines how the cost of remediation covered by a going-public firm
is influenced by the types of issues addressed in the SEC comments and whether the 2008-
2009 global financial crisis moderates the association between SEC reviews and IPO firm
characteristics.

The second research objective, addressed in the second empirical chapter, is to examine how
the “de-burdening” provisions of the JOBS Act have affected the extensiveness of the SEC
review process. In addition, the moderating effect of industry concentration on the impact of
the JOBS Act on SEC review extensiveness is also investigated in the chapter, in order to
explore how the SEC respond to information uncertainty resulting from the proprietary cost of
disclosure in highly-concentrated industries. Trends in the nature and themes of SEC comments

under the JOBS Act are also examined.

The third research objective, addressed in the third empirical chapter, is to analyse whether the
extensiveness of SEC reviews increases when financial information presented in the IPO
registration statement displays signs of earnings manipulation. In particular, the third empirical
chapter examines whether going-public firms with greater income-increasing accrual-based
earnings management (AEM) and real earnings management (REM) draw more SEC
regulatory attention. In addition, the chapter examines how the sensitivity of SEC reviews to
income-increasing earnings management by IPO firms has been changed since the passage of
the JOBS Act.

1.3.Motivations

While a broad variety of research identifies the features of companies that impact the level of
SEC scrutiny (Baugh et al., 2017; Cassell et al., 2013; Duro et al., 2017; Heese et al., 2017;
Wang, 2016), they typically focus on SEC reviews of annual reports (e.g. 10-K, 20-F, 40-F),
8-K reports, proxy statement filings and filings other than IPO registration statements (e.g. S-
1 filings). These findings may not directly apply to SEC oversight of S-1 filings as IPO

prospectuses are much more specific disclosures, providing details on the initial sale of
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securities and information on firms that have not reported publicly before. This thesis focuses
on analysing SEC reviews of IPO registration statements because, by concentrating on IPO
firms, the study can capture the firms’ first structured effort to reveal information publicly as
well as their first chance to reassure investors and the SEC on their compliance and disclosure
efficiency. There is high uncertainty around firms conducting IPOs, therefore, the SEC plays a
larger role in influencing the quality of information in IPO firms’ disclosures (e.g. they conduct
reviews of every IPO registration statement, rather than a sample as for annual reports).
Previous studies examining SEC reviews in the IPO context include Agarwal et al. (2017),
Colaco et al. (2018) and Ertimur & Nondorf (2006), which examine the determinants of SEC
reviews of IPO registration statements. However, these studies focus narrowly on the effect of
managerial expertise and corporate governance (Ertimur & Nondorf, 2006), uncertainty and
industry/market characteristics (Colaco et, 2018), and the ‘style’ of SEC comment letters, e.g.
tone, percentage of quantitative items (Agarwal et al, 2017). Motivated by the gap in the
literature, this thesis focuses on the extensiveness of the SEC review process and examines the

impact of a wider range of IPO firm characteristics on SEC reviews.

The second empirical chapter moreover examines the impact of the JOBS Act on SEC reviews.
Although the JOBS Act explicitly removes some limitations and conditions on pre-IPO
disclosures, Chaplinsky et al. (2017) claim that it can also limit the scope of regulators to
address informational problems. Moreover, in accordance with the objective of the Act to ease
the reporting burdens on IPO firms, the SEC may voluntarily reduce the breadth of their
reviews. On the other hand, as the JOBS Act increased ambiguousness and aggravated
information deficiencies (Barth et al., 2017; Chaplinsky et al., 2017; Gupta & Israelsen, 2015),
the SEC may increase their oversight levels so as to protect investors from potentially incorrect
or distorting disclosures. There is a gap in the literature systematically examining the de-
burdening of SEC reviews under the JOBS Act. Very few studies examine the impact of the
JOBS Act on SEC reviews, and those studies are narrowly based around changes in tone
(Agarwal et al., 2017) and focus (Agarwal et al., 2017; Lowry et al., 2020) of SEC comment
letters rather than the extensiveness of SEC reviews under the JOBS Act. It is important to
investigate the degree to which the JOBS Act (if at all) de-burdened the SEC review process
to better clarify the success of the Act. This should be of interest to market participants (e.g.
investors) in obtaining information from SEC comment letters for their assessment of 1IPO

firms’ disclosure quality.
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The SEC have long been concerned that deterioration in the standard of financial statements
due to aggressive earnings management may have a negative effect on investment decisions
(Levitt, 1998). Assessing the efficacy of SEC reviews of IPO registration statements in
addressing earnings quality, specifically, is essential as little other information about IPO firms
exists for investors to verify the information against. Investors are also generally dependent on
SEC comment letters to determine the quality of IPO firms’ earnings and the integrity of their
financial reporting (Johnston & Petacchi, 2017). Vigorous debates have ensued on the efficacy
of the SEC’s oversight of IPO registration statements. On the one hand, the literature reports
that SEC reviews can effectively address the informational deficiencies of IPO firms’ financial
reports (Bayless, 2020), uncover reporting issues around IPOs (Colaco et al., 2018; Ertimur &
Nondorf, 2006; Lowry, 2020; Schuldt & Vega, 2018) and enhance the quality of IPO
information environments (Ertimur & Nondorf, 2006; Gupta & Israelsen, 2015; Li & Liu,
2017; Lowry, 2020; Schuldt & Vega, 2018). On the other hand, the effectiveness of SEC
reviews has been a pressing policy concern and is believed to be hindered by some extrinsic
factors such as political connections with registrants (Johnston & Petacchi, 2017) and the
passing of the JOBS Act in 2012 (Chaplinsky et al., 2017; New York Times, 2012). Among
the aforementioned studies, only Schuldt & Vega (2018) directly investigate the effectiveness
of SEC reviews in evaluating earnings quality in IPO registration statements, using
discretionary revenues as a proxy of earnings management and focusing on the period 2004 to
2009. It is, therefore, necessary to examine if and to what degree the efficacy of SEC oversight
in the IPO approval process has been compromised by recent regulatory changes such as the
Dodd-Frank in 2010 and the JOBS Act in 2012. Furthermore, the utilization of a wider variety
of earnings management indicators, such as accruals-based and real earnings management, is
needed to provide a broader view of the degree to which SEC reviews are susceptible to distinct

forms of earnings management engaged by going-public firms.
1.4.Summary of main findings

This thesis empirically examines the determinants and the effectiveness of SEC reviews of U.S.
IPO registration statements during the period 12" May 2005 to 31% December 2017. First, this
thesis investigates the sensitivity of SEC reviews to IPO firm characteristics in the first
empirical chapter. The attributes of SEC reviews employed in this thesis consist of (1) the

duration of SEC review process, (2) the number of comment letters, (3) the number of
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comments, and (4) the number of issue types/themes mentioned in the SEC comment letters.5
A wide range of IPO firm characteristics are examined including (1) company size, (2)
company age, (3) business complexity as indicated by sales growth, the number of segments
and engagement in restructuring or M&A activities, (4) financial health as indicated by the
leverage ratio, the probabilities of bankruptcy, profitability, and the amount of capital raised
from outside sources, (5) auditor quality, and (6) CEO-chairperson separation. The results
reveal that larger firms attract longer SEC review periods, more comment letters, more
comments and comments on a wider range of themes. This study also observes that older IPO
firms experience longer SEC review duration and receive more comment letters. SEC review
extensiveness is also identified to be greater for IPO firms carrying on more complex business
operations. In particular, IPO firms having more business segments are likely to receive SEC
comments on a wider range of themes. Firms conducting M&A transactions not only attract
more comments but also a wider range of themes addressed in the SEC comment letters.
Although IPO firms with a lower growth rate of sales might have less complexity (Baugh et
al., 2017; Cassell et al., 2013 and Duro et al., 2017), the results identify longer SEC reviews
are experienced by these firms, perhaps due to the SEC’s concern about sales-decreasing
manipulation by firms in order to ensure eligibility for the EGC status under the JOBS Act.

IPO firms with fragile financial health, who have higher probabilities of bankruptcy, or firms
with potential misstatements in the reporting of financial health, who use less external
financing or report positive earnings, are also observed to experience more extensive SEC
reviews as indicated by longer SEC review processes. IPO firms having higher probabilities of
bankruptcy are also identified to receive more comment letters, more comments and more
themes addressed in SEC letters. High quality auditors (i.e. the ‘big 4°) appear to help reduce
the extensiveness of SEC reviews as indicated by shorter SEC reviews and fewer themes

addressed.

In general, this thesis provides evidence that greater SEC S-1 review extensiveness is likely to
be experienced by bigger and older firms, firms carrying out more business segments,
achieving lower growth rates, engaging in M&A transactions, having less external funds,

reporting profits, experiencing greater probabilities of bankruptcy and not audited by high-

& Employing a machine-learning coding technique to classify the text of SEC comment letters with the support of
Naive Bayes Algorithm, SEC comments in relation to S-1 filings are examined across seven dimensions: (1) core-
accounting issues; (2) non-core-accounting issues; (3) offering issues; (4) business issues; (5) corporate
governance issues; (6) disclosure issues; and (7) other issues.
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quality auditors (e.g. Big 4).” In addition, IPO firms are identified to cover higher the costs of
remediation if they receive comments on core accounting issues, non-core accounting issues,
business issues and disclosure issues in which the comments on core accounting issues cost the
IPO firms most. This thesis also observes the moderating effect of the 2008-2009 global
financial crisis in increasing the sensitivity of SEC review extensiveness to IPO firm size,

external financing and bankruptcy probability.

Second, this thesis examines the impact of the “de-burdening” provisions of the JOBS Act on
SEC reviews of IPO registrations statements, in the second empirical chapter. Focusing on a
sample of U.S. EGC IPOs between 2005 and 2017, main results indicate that the number of
comment letters issued by the SEC as well as the number of comments and the number of issues
mentioned in each SEC comment letter for S-1 filings prepared by ECG IPOs decrease after the
passing of the JOBS Actin 2012; by on average 62.60%, 120.77% and 71.72%,
respectively. This chapter also identifies a substantial decrease in the length of time that the
SEC spend reviewing EGC IPO S-1 filings under the JOBS Act by as much as 63.28%, albeit
this reduction is also experienced by non-EGC IPOs. On the whole, the findings shed light on
the substantial de-burdening of the SEC regulatory oversight of EGC IPOs’ approval processes.

It has been argued that industries with high concentration are most likely to benefit from the
JOBS Act’s de-risking provisions, by reducing the unnecessary reporting of proprietary
information (Dambra et al., 2015). Firms in high concentration industries are also more likely
to conduct earnings management activities (Cheng et al. (2013), suggesting higher information
uncertainty as well as lower quality of earnings information. As such, they may attract more
extensive SEC scrutiny (Chen & Johnston, 2010; Colaco et al., 2018; Ertimur &
Nondorf, 2006), especially under the JOBS Act. Supporting this argument, the reduction in the
number of SEC comment letters and the number of issue types mentioned in each SEC
comment letter afterthe JOBS Act are identified to be less pronounced when market
concentration is high. This implies the SEC seek to protect investors from the misleading

disclosures in cases where the proprietary costs of disclosure are high. Considering the other

7 This study considers the Big 4 as the representative of the group of high quality auditors. According to Alhadab
& Clacher (2018), when compared to other audit companies, a Big 4 auditor has superior technology and more
experience in detecting major informational flaws. Khurana & Raman (2004) suggest that concerns about
reputation may offer motivation for Big 4 auditors to conduct higher quality audits. Big 4 auditors have higher
reputational capital at stake in every customer scenario and, as a result, incur proportionally greater reputational
costs from audit loss than non-Big 4 auditors (DeFond et al., 2002). The theory “reputation/deep-pockets”
developed by (Klein & Leffler, 1981) supports that Big 4 auditors will thus provide greater audit quality in order
to minimise potential costs involved with audit loss.
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attributes of SEC review extensiveness, this study additionally highlights that after the JOBS
Act, the SEC is likely to proportionally pay more attention to non-core accounting issues and

offering issues, but less attention to business issues and disclosure issues.

Third, this thesis examines the effectiveness of SEC reviews in addressing deficiencies in the
earnings quality of IPO firms, within the third empirical chapter. Regarding the proxies of
earnings quality, this study employs two metrics extensively used in prior studies, namely,
measures of AEM and REM through sales-based and discretionary-expense-based
manipulation. Supporting the effectiveness of SEC reviews in monitoring the information
quality of IPO disclosures, the results provide evidence that the SEC are likely to spend more
review time, issue more comment letters, address more themes, and especially, more core-
accounting-related comments for IPO firms displaying greater income-increasing AEM.
Furthermore, the IPO firms engaging in greater income-increasing discretionary-expense-

based REM are identified to be subject to longer SEC reviews.

Nevertheless, SEC reviews appear only partially effective in uncovering IPO firms’ earnings
management as the results contrarily show that the SEC are likely to spend longer, rather than
a shorter time, and address more non-core-accounting-related issues, instead of core-
accounting-related issues in comment letters to IPO firms having lower income-increasing
earning management on the basis of sales manipulation. These findings support the arguments
of Cohen et al. (2008) and Graham et al. (2005) that auditors, investors and regulators tend to
have difficulty in detecting sales-based manipulation. The possible explanation would be that
IPO firms are usually characterised by high sales growth, thereby masking upward sales
distortions (Alhadab & Clacher, 2018 and Gounopoulos & Pham, 2017).

In addition, the chapter examines whether the enactment of the JOBS Act in 2012 influenced
the effectiveness of SEC reviews in monitoring the earnings quality of IPO firms. The findings
show that under the JOBS Act, EGC IPOs with greater income-increasing AEM and
discretionary-expense-based REM are likely to receive SEC comment letters that address a
broader range of issues. EGC IPOs engaging in more income-increasing earnings management
through discretionary-expenses manipulations are also observed to receive more core-
accounting-related comments after the passing of the JOBS Act. These findings imply that,
despite the more limited scope of SEC reviews under the JOBS Act, the effectiveness of SEC
reviews in addressing poor earning quality is maintained in the post-JOBS-Act period.

Following the enactment of the JOBS Act, the SEC appear to concentrate more on specific
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issues within IPO disclosures (including earnings management) in particular. This may be
because the SEC are circumspect to address potential informational problems created under the
JOBS Act (Agarwal et al., 2017; Barth et al., 2017; Chaplinsky et al., 2017; Gupta & Israelsen,
2015).

On the contrary, the SEC are identified to provide more comment letters and address more
themes in their letters for EGC IPOs having a lower degree of income-increasing earnings
management through sales-based manipulations after the passing of the JOBS Act. The
findings suggest that under the JOBS Act, the SEC are not likely to effectively detect sales-
based REM conducted by EGC IPOs when preparing their registration statements. This may
be due to the SEC’s concerns that IPO firms are incentivised to opportunistically reduce their
sales to satisfy the requirements of being an EGC IPO under the Act.

1.5.Contributions

This thesis makes several contributions to the literature, in both empirical and methodological
aspects. This thesis contributes specifically to the literature on SEC reviews, by identifying
various determinants of the extensiveness and scope of SEC reviews of IPO registration
statements. To date, previous studies on the IPO approval process focus on the effects of IPO
firms’ managerial expertise (Ertimur & Nondorf, 2006), the impact of the financial crisis,
information uncertainty and industry characteristics (Colaco et al., 2018) on SEC reviews.
Chapter three (the first empirical chapter) extends the extant literature by examining the impact
of a wider range of IPO firms’ characteristics including firm size, firm age, sales growth, the
number of segments, engagement in restructuring and M&A activities, financial leverage, the
level of financial distress and external financing, profitability, audit quality and separation of
CEO and chairperson. Novel evidence is provided about the effects of these firm-specific
factors on SEC reviews. The findings should be of interest to investors, auditors and other
stakeholders, given the importance of IPO firms’ reporting compliance and the informational
quality of S-1 filings to investment and business decisions. In addition, this study, to some
extent, provides IPO issuers with the knowledge of how to speed up SEC review processes.
For example, regarding the choice of auditors, the findings suggest that 1PO issuers should
choose high-quality auditors (e.g. Big 4) to perform audit procedures could shorten IPO
approval process. However, the issuer should bear in mind the audit fee premium associated

with appointing a Big 4 auditor.
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In addition, this is the first study to examine the sensitivities of SEC S-1 reviews to IPO firms’
characteristics in the recent period, following major regulatory changes under the Dodd-Frank
Act in 2010 and the JOBS Act in 2012, thus providing up-to-date insights about the ensuing
evolution of the IPO approval process. Closely related to this study, Ertimur & Nondorf (2006)
and Colaco et al. (2018) concentrate on the periods of 2005 — 2006 and 1986 — 2011,
respectively. The findings that each type of issue mentioned in SEC comment letters is subject
to the different levels of remediation cost should also be helpful to managers and other IPO
participants who raise concerns about remediation cost in connection to SEC reviews.
Moreover, by identifying an increase in SEC review extensiveness for firms potentially
experiencing reporting and funding problems during the financial crisis, this study also
contributes to understanding of the widespread impacts of the financial crisis.

Chapter four (the second empirical chapter) provides a deeper understanding of the quantitative
impact of the JOBS Act on SEC S-1 reviews, which has not yet been explored in the accounting
and finance literature. Specifically, addressing this void, this study is the first to quantify the
reduction in SEC review extensiveness as indicated by the volume and scope of comments
issued by the SEC under the “de-burdening” provisions of the JOBS Act. The findings imply
that SEC reviews, to some extent, satisfy the JOBS Act’s objectives in reducing the regulatory
burden on EGC IPO firms, in order to revitalise the U.S. IPO market. In addition, the findings
that reduction in SEC review extensiveness under the JOBS Act is less pronounced in more
highly concentrated industries would be useful to investors and other stakeholders concerning
about the effectiveness of SEC reviews in addressing potentially informational deficiencies in
highly-concentrated markets. Specifically, the findings imply that, despite de-burdening
provisions under the JOBS Act, the SEC maintain their proposed target of investor protection
by increasing their scrutiny of IPOs in highly concentrated industries (Ali et al., 2014; Dambra
et al., 2015; Robinson et al., 2011).

Chapter five (the third empirical chapter) contributes to the literature on the effectiveness of
the SEC’s oversight of the IPO registration statement, by examining the extent to which SEC
reviews address the earnings quality of IPO firms. On the one hand, the chapter provides new
evidence about the effectiveness of SEC reviews in uncovering potential deficiencies in the
earnings quality of IPO registration statements due to IPO firms’ engagement in income-
increasing earning management. More extensive SEC reviews are experienced by IPO firms

with higher accruals-based and discretionary-expenses-based manipulations. These findings
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imply that greater SEC review extensiveness may be a reliable indicator of deficiencies in
earnings quality within IPO registration statements, thereby addressing investors’ and other
stakeholders’ concerns about the reliability of SEC reviews as a source of information about

IPO firms’ information quality.

On the other hand, the findings of chapter five also contribute to the literature by providing the
evidence of pervasive manipulation through sales-based real earning management which
remains broadly unaddressed by SEC reviews. These findings can assist the SEC in developing
their review process, particularly in assessing the effectiveness of their detection of IPO’s
earnings management and designing a more adequate monitoring structure for earnings
management. In addition, this chapter extends the literature on the impacts of the JOBS Act on
IPO review processes by being the first to demonstrate that the effectiveness of SEC regulatory
oversight has evolved under the JOBS Act. Specifically, the results reveal that SEC reviews
are effective in uncovering the EGC IPO firms’ earnings management through accruals-based
and discretionary-expense-based manipulations under the JOBS Act, in spite of concerns that
the JOBS Act constrains the scope of SEC reviews. These findings should be of interest to
investors as they may ease concerns about the potential adverse effects of the JOBS Act in
increasing information asymmetry. The findings imply that, after the JOBS Act, SEC
comments are a good barometer of earnings quality in IPO registration statements, except for

sales-based manipulations.

In addition to the empirical contributions as discussed above, the thesis makes some notable
methodological contributions. Each of the empirical chapters employ SEC review measures
based on hand-collected data from SEC comment letters filed on EDGAR, rather than
following previous SEC review studies in using a third-party proprietary database, e.g. Audit
Analytics (Bozanic et al., 2017; Cunningham et al., 2019; Duro et al., 2017; Li & Liu, 2017).
The hand-collected dataset helps to overcome some data limitations from using proprietary
databases. For example, when an SEC letter simultaneously refers to S-1 and other filings (such
as S-1/A or 10K), Audit Analytics do not separate SEC comments by filing types, resulting in
errors in the measurement of comment-related variables and the classification of comment
topics (Cassell et al., 2013). Results based on this study’s hand-collected dataset can therefore

be considered as an external check of the validity of results based on a proprietary databases.

In addition, this thesis also develops a self-constructed coding scheme to purely reflect themes

mentioned in SEC comment letters on S-1 filings rather than use taxonomy codes in Audit
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Analytics which are developed from not only S-1 filings but also other filings (e.g. 10-K, 10-
Q, 8-K). The self-constructed coding scheme is developed by adapting rather than directly
employing the Ertimur and Nondorf (2006)’s coding scheme, as the authors focus on both S-1
and SB-2 filings whereas this thesis focuses on only S-1 filings. Furthermore, another
methodological contribution of this thesis is the effective use of the Naive Bayes algorithm to
code S-1 filings’ issues, demonstrating that the algorithm can be used successfully in the area
of SEC comment letters on S-1 filings. As compared with manual coding widely used in
previous relevant studies (Ertimur & Nondorf, 2006; Johnston & Petacchi, 2017), the Naive
Bayes algorithmic coding technique has advantages in lessening concerns about cost, time-
consumption as well as subjectivity associated with coding as conducted by human coders
(Core, 2001). The Naive Bayes algorithm also has advantages over Latent Dirichlet Allocation
(LDA) in terms of coding reliability, as LDA is based purely on computer-aided techniques to
conduct the coding whereas the coding assisted by the Naive Bayes algorithm is developed
from the combination of human and computer-aided coding.®

Table 1.1. A summary of contributions

Type of

N Chapter | Contributions
contributions

Providing new evidence about the effects of a wider range of IPO
firms’ characteristics including; firm size, firm age, sales growth, the
number of segments, engagement in restructuring and M&A
activities, financial leverage, the level of financial distress and
external financing, profitability, audit quality and separation of CEO
and chairperson, on the extensiveness of SEC S-1 reviews. Only
Ertimur & Nondorf (2006) have explicitly examined the impact of

Em_piric_al Chapter | |pO firm characteristics on the IPO approval process to date,
contributions three although their focus is mostly on the IPO firms' corporate
governance.

Providing up-to-date insights about IPO approval process over the
recent period, following major regulatory changes under the Dodd-
Frank Act in 2010 and the JOBS Act in 2012. Ertimur and Nondorf
(2006) and Colaco et al. (2018), both similarly connected to this
study, focus on the years 2005-2006 and 19862011, respectively.

8 LDA is used in in Lowry et al. (2020)’s study to classify the issue types of IPO registration statements
addressed in SEC comment letters.
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Contributing novel evidence about remediation costs related to
different issue types within S-1 filings. Thus far, no study has
examined this area.

Presenting broader evidence about the SEC's response to the global
financial crisis, in terms of the extensiveness of the IPO approval
process including; duration, the number of comment letters, the
number of comments and the number of themes. Colaco et al. (2018)
also identify the impact of the financial crisis on the SEC review, but
they only focus on the duration of the SEC review.

Chapter
four

Providing novel evidence about the reduction in SEC review
extensiveness under “de-burdening” provisions of the JOBS Act.
There has been no research into this topic so far.

Contributing new evidence showing the SEC’s compliance with the
JOBS Act’s requirements reduces when reviewing IPOs in highly
concentrated industries. Thus far, no study has examined this area.

Chapter
five

Providing new evidence about the effectiveness of SEC reviews in
uncovering potential deficiencies in earnings quality within IPO
registration statements, due to [IPO firms’ engagement in income-
increasing AEM and discretionary-expense-based REM. To date, no
research has been conducted in this field.

Contributing novel evidence on the ineffectiveness of SEC reviews
in detecting sales-based earnings management. There has been no
research into this topic up to this point.

Extending the JOBS Act literature by presenting new evidence about
the effectiveness of the SEC's detection of earnings management
within IPO registration statements under the JOBS Act. Thus far, no
study has examined this area.

Methodological contributions

Hand-collected dataset for the measurement of SEC review
attributes. Prior SEC review studies mainly employ a third-party
proprietary database, e.g., Audit Analytics (Bozanic et al., 2017;
Cunningham et al., 2019; Duro et al., 2017; Li & Liu, 2017).

A self-constructed coding scheme is developed to purely reflect
themes mentioned in SEC comment letters on S-1 filings. Ertimur
and Nondorf (2006) also construct a coding scheme capturing the
theme mentioned in SEC comment letters, however, the authors
focus on both S-1 and SB-2 filings.

Demonstrating the effective use of the Naive Bayes algorithm in
coding SEC comment letters on S-1 filings. Previous research
usually use Naive Bayes algorithm to conduct the textual analysis of
10-K and 10-Q filings (Li, 2010) or SEC comment letters on 10-K
filings (Ryans, 2021) rather than SEC comment letters on S-1 filings.
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1.6.Thesis structure

This thesis is structured as follows. Following this introduction, chapter two reviews the
relevant literature in the area of SEC reviews of IPO registration statements. Institutional
background is first discussed, which outlines: (1) the characteristics of the U.S. IPO market
including the features of stock marketplaces, key parties engaging in an IPO, and the IPO
process; (2) the structure of an IPO registration statement and regulations governing the
registration filing; (3) the regulators and regulatory control of the U.S. IPO market and the IPO
process; (4) the process and the characteristics of SEC reviews of IPO registration statements;
and (5) the structure and content of SEC comment letters. The next section develops the
theoretical framework. Specifically, public interest theory is applied to interpret how the SEC
carry out their mission of investor protections. Iron triangles theory, the Chicago theory of
regulation or capture theory and congressional dominance theory are used to discuss whether
the JOBS Act can redirect SEC reviews. Agency theory, signalling theory, positive accounting
theory, threshold management theory, and entrenchment theory are employed to explain why
firms engage in earnings management. The last section critically analyses previous empirical

findings relating to research questions.

Chapter three presents the first empirical study focusing on the first research question: How do
the characteristics of IPO firms affect the extensiveness of SEC reviews?. Applying the Naive
Bayes algorithm to code SEC comments, the chapter first classifies the issue types that are
commonly addressed in SEC comment letters responding to S-1 filings. The sensitivity of SEC
reviews to IPO firm characteristics, including company size, company age, business
complexity, financial health, auditor quality and corporate governance, are then examined.
Variation in IPO’s remediation costs related to different issue types in S-1 filings is also
examined, in order to assist with IPO firms” decisions on resource allocation. The moderating
effects of the global financial crisis of 2008-2009 on the sensitivity of SEC reviews to IPO firm

characteristics are also examined in this chapter.

Chapter four presents the second empirical study investigating how the “de-burdening”
provisions under the JOBS Act have affected SEC reviews of IPO registration statements. The
impacts of the JOBS Act on the extensiveness of SEC reviews are first quantified. Additionally,
this chapter then compares the changes in SEC review extensiveness between EGC IPOs and
a control sample of non-EGC IPOs, so as to build a robust link to the JOBS Act. The chapter
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also discusses the moderating effects of industry concentration on reductions in SEC review
extensiveness under the JOBS Act, in order to examine whether the SEC meet their stated
objectives of protecting investors, given potentially high information uncertainty in high-
concentrated industries. Finally, the effects of the JOBS Act on the proportion of comments
relating to each theme are explored in order to provide further understanding of changes in the
trends of SEC comments under the JOBS Act.

Chapter five examines the effectiveness of SEC reviews in addressing deficiencies in earnings
quality within IPO registration statements. Using Kothari et al. (2005)’s procedure and the
specifications of Dechow et al. (1998) as developed by Roychowdhury (2006), both AEM and
REM are measured, respectively. The chapter first investigates the sensitivities of SEC S-1
reviews to IPO firms’ earnings management, in order to evaluate the effectiveness of SEC
reviews in addressing S-1 filings’ earnings quality. Then, the relationships between SEC
review extensiveness and earnings management in pre- and post-JOBS Act periods are

compared, so as to examine the effects of the JOBS Act.

Overall conclusions are presented and discussed in chapter six. The main findings are first
summarised and the policy implications are then discussed. The chapter also discusses
limitations of the thesis and provides recommendations for future research. Figure 1.1

visualises the structure of the thesis.
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Figure 1.1. Structure of thesis

Chapter 1. Introduction
This chapter provides the background, motivations, the summary of main
results and contributions and the structure of this thesis

Chapter 2. Literature review
This chapter highlights institutional background, theoretical framework and
prior empirical findings in the research area of this thesis

A\ 4

A 4

Chapter 3. Research
question 1
This chapter examines
whether SEC reviews on
IPO registration
statements are sensitive
to IPO firms’

characteristics

Chapter 4. Research
question 2
This chapter examines
whether “de-burdening”
provisions under the
JOBS Act reduce the
extensiveness of SEC
reviews on IPO

registration statements.

Chapter 5. Research
guestion 3
This chapter examines
whether SEC reviews
effectively address
deficiencies in the
earnings quality of IPO

registration statements.

A 4

Chapter 6. Conclusions

This chapter summarises the main findings and discusses the limitations,

political implications of this thesis and unanswered areas for future

research.
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2. Literature review

2.1.Introduction

This chapter outlines the institutional background, theoretical framework and literature related
to research questions addressed in this thesis, which revolve around the determinants and the
effectiveness of SEC reviews of IPO registration statements.

Regarding the institutional background, the characteristics of the U.S. IPO market are first
discussed, highlighting the main stock markets in the U.S, the key parties assembling and
supporting an IPO in the U.S. context, and an outline of the IPO process. Second, the chapter
provides information about the IPO registration statement, including the typical structure, how
to submit the statement and which regulations apply to the filing. Third, regulatory architecture,
including the regulatory bodies and regulation of the U.S. IPO market are outlined. Fourth, the
chapter describes SEC review process, also including information about the organization of the
Division of Corporation Finance who are assigned by the SEC to conduct reviews of IPO
registration statements. Lastly, the description of SEC comment letters is presented.

The chapter also explores a wide range of theories. Specifically, how the SEC carry out their
mission of investor protections is discussed with the application of public interest theory.
Whether the JOBS Act can redirect SEC reviews is argued basing on the assumptions of Iron
triangles theory, the Chicago theory of regulation or capture theory and congressional
dominance theory. Agency theory, signalling theory, positive accounting theory, threshold
management theory, and entrenchment theory are also used to interpret why firms engage in

earnings management.

A review of the relevant literature is then provided in this chapter. The literature on the
determinants of SEC reviews is reviewed first, summarizing which proxies of SEC reviews,
which filing types and which determinants of SEC reviews are typically employed in previous
research. Second, two opposite strands of the JOB Act literature are outlined, including those
debating about the benefits and costs of the Act. Finally, this chapter presents a review of the

literature on incentives for firms to conduct earnings management in the IPO context.
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2.2.Institutional background
2.2.1. The U.S IPO market

When conducting an IPO in the U.S., firms must decide on which stock market to place their
securities. In the U.S., stock exchanges (e.g. New York Stock Exchange or NYSE, and
NASDAQ) and self-regulating groups or over-the-counter (OTC) markets (e.g. Pink Sheets)
are two main stock marketplaces on which IPOs are listed (Duff, 2017). The New York Stock
Exchange (NYSE) was the first stock exchange to be established in the U.S., and it is also the
world's largest stock exchange by market capitalization.® The exchange operates in an auction
format, using both open outcry and electronic systems.® To be listed on the NYSE, IPO firms
are required to have at least $40 million in their market capitalization and a minimum offering
price of $4 (NYSE, 2020). The NYSE completed acquisitions of many stock exchanges such
as the American Stock Exchange, the Pacific Stock Exchange and the Philadelphia Stock
Exchange. Differently to the NYSE, trading communications on the NASDAQ are solely
conducted through electronic systems such as computers and phones, where investors can
collect automated information about stock prices. The NASDAQ’s listing requirements are less
stringent as going-public firms are required to only have a minimum market capitalization of
$15 million to trade their IPOs, resulting in more firms and more shares being traded on the
exchange as compared with the NYSE (NASDAQ, 2020). Due to the technological advanced
trading systems, the NASDAQ also attracts more technology firms than the NYSE. IPOs listing
on the NASDAQ can alternatively trade on the Electronic Communications Network (ECN)
where brokers do not engage in the trading activities and, therefore, the transaction costs are
lower. Only non-bank institutional buyers trading a certain number of stocks can operate on
ENC.

Stocks delisted from the NASDAQ or the NYSE can trade on OTC where trading fees and
listing requirements are more accessible. For example, no listing requirements are imposed on
firms trading on the Over Counter Bulletin Board (OTCBB). Small firms, who have no more
than 300 investors, can participate in Pink Sheet groups where registration with the SEC is not

required. In the U.S., there are also regional stock exchanges, which are smaller trading

® NYSE recorded $22.92 trillion in their market capitalization as of June 30, 2019
10 Open outcty is an auction communication using verbal and hand signal to communicate trading orders.
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platforms for local firms, such as the Chicago Board Options Exchange (CBOE), Miami Stock
Exchange (MS4X) and Chicago Mercantile Exchange (CME).

Key parties or working groups assembling and supporting a U.S. IPO usually include the
internal staff of going-public firms, underwriters, counsels, external auditors, a transfer agent,
a financial printer and external advisors (Mujalovic et al., 2020). Underwriters (or
bookrunners), who are investment banks, are considered as bridges between IPO firms and
investors since they buy offering securities from IPOs and then resell them to investors. The
underwriters take a leading role in the IPO process as they engage in the preparation of
registration statements and prospectuses, support IPO roadshow, conduct IPO marketing
activities and also maintain their underwriting agreements with IPO firms even after the
offering. Legal counsels also play a key role in the IPO process, carrying out their primary
duties of producing drafts of the IPO registration statement. These attorneys are also
responsible for maintaining, on behalf of IPO firms, contact with the SEC during their process
of reviewing registration statements. External auditors also contribute by ensuring that the
financial statements included in IPO registration statements satisfy the SEC’s financial
reporting requirements. The auditors also help identify any accounting issues that may attract
the SEC’s scrutiny and support IPO firms in responding to the SEC’s accounting-related
comments (Deloitte, 2020).

The U.S. IPO process consists of various stages of planning and preparation. Despite a variety
of IPO timetables among going-public firms, the IPO process usually starts with an
organizational meeting followed by a three-to-four month period to complete the IPO (NYSE,
2013) proceeds. According to Lowry et al. (2020), the percentage of withdrawn IPOs
(unsuccessful ones) is approximately 11.11%. Specifically, examining the sample of IPO firms
going public from 2005 to 2016, Lowry et al. (2020) identify 952 completed IPOs and 119

withdrawn IPOs.
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Figure 2.1 presents an overview of IPO process which a going-public firm is required to
complete as well as IPO firms’ activities in the post-effective period. Regarding the IPO
process, firstly, in the pre-filing phase, an organizational meeting will be held, where IPO
strategies including IPO schedule and key parties’ main duties will be developed by IPO
working groups. The draft of IPO registration statement is also prepared by IPO firms with the
support of underwriters, counsels and external auditors. Legal and other documentation are
also prepared by IPO firms and their working groups, including underwriting agreements, lock-
up agreements, legal opinions, comfort letters and related press releases. In this phase, due
diligence is also carried out by underwriters and their counsel in order to examine the going-
public firm’s business, financial health and corporate governance. IPO firms, in conjunction
with their underwriters, also decide an appropriate stock exchange for their offering and then
hold discussions with the exchange and register a ticker code.

The second stage of the IPO schedule is SEC review process in which the SEC review
registration statements and issue comment letters to the IPO firm addressing any problematic
aspects within the registration statement. Following that, the IPO firm responds to the SEC’s
comments and (if applicable) make amendments to their filings. SEC review process is closed
when all SEC comments are satisfied. In marketing/execution phase — the final stage of IPO
process, the IPO firm’s underwriters arrange marketing meetings or a roadshow with potential
stakeholders including financial analysts, brokers and potential institutional shareholders. The
roadshow plays an important part in the success of the IPO, in being a sales pitch where the
going-public firm and their underwriters promote the IPO to interested institutional
shareholders. In this stage, the IPO firm and their underwriters determine the offering price
based on firm performance, market conditions, and the level of institutional shareholder interest
received during the roadshow. Finally, in the days following determination the of the offering
price, the IPO becomes effective and will start to trade on the selected stock exchange. Within
two to three business days of IPO completion, registered securities are delivered to investors
via underwriters, and the IPO firm receives offering proceeds. According to Lowry et al.
(2020), the percentage of withdrawn IPOs (unsuccessful ones) is approximately 11.11%.
Specifically, examining the sample of IPO firms going public from 2005 to 2016, Lowry et al.
(2020) identify 952 completed IPOs and 119 withdrawn IPOs.
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Figure 2.1. An IPO process
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2.2.2. 1PO registration statement

The IPO registration statement (i.e. S-1 filing) is the very first document required by the SEC
in the IPO process. It provides investors with information about the IPO firm in terms of their
business, their offering (e.g. the price and the number of offered securities), their corporate
governance arrangements, and a detailed account of their financial position for the first time.
Jensen & Meckling (1976) claim that the prospectus could be considered as a social construct
- an unofficial information contract between managers and investors. According to Lowry et
al. (2020), as available information about going-public firms is very limited, the IPO

registration statement is considered as a valuable informational sources about the IPO profile.
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In general, the S-1 filing consists of two parts. Part I, which is the main content of the S-1
filing, is legally required to provide information about the going-public firm, including on their
business, offering price, proceeds strategy, financial health, sharcholders’ ownership and
relationship with key parties in the IPO. Part 11 is an optional section in the registration
statement, which contains supplemental information about the offering such as the recent sales
of unregistered securities, exhibits and financial statement schedules. The detailed structure of

an S-1 filing is presented in Figure 2.2 as follows.
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Figure 2.2. The structure of S-1 filing

PART I—INFORMATION REQUIRED IN PROSPECTUS

Item 1. Forepart of the Registration Statement and Outside Front Cover Page of Prospectus.

Item 2. Inside Front and Outside Back Cover Pages of Prospectus.

Item 3. Summary Information, Risk Factors and Ratio of Earnings to Fixed Charges.

Item 4. Use of Proceeds.

Item 5. Determination of Offering Price.

Item 6. Dilution.

Item 7. Selling Security Holders.

Item 8. Plan of Distribution.

Item 9. Description of Securities to be Registered.

Item 10. Interests of Named Experts and Counsel.

Item 11. Information with Respect to the Registrant.

Item 11A. Material Changes.

Item 12. Incorporation of Certain Information by Reference.

Item 12A. Disclosure of Commission Position on Indemnification for Securities Act Liabilities.

PART II—INFORMATION NOT REQUIRED IN PROSPECTUS

Item 13. Other Expenses of Issuance and Distribution.

Item 14. Indemnification of Directors and Officers.

Item 15. Recent Sales of Unregistered Securities.

Item 16. Exhibits and Financial Statement Schedules.

Item 17. Undertakings.
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S-1 filings are usually submitted on the Electronic Data Gathering, Analysis, and Retrieval
(EDGAR) system developed and monitored by the SEC. Specifically, IPO firms first need to
complete Form ID to apply for EDGAR access and then obtain a Central Index Key (CIK)
which is a unique identifier for each IPO firm (SEC, 2020a). IPO firms can use their CIKs to
login to the EDGAR to submit their SEC filings. IPO firms also needs to create EDGAR access
codes including a password, password modification access code (PMAC) and CIK
confirmation code (CCC). Secondly, the IPO firm is required to convert the S-1 filing from
paper format to electronic format by following the EDGAR’s guidance. Finally, after
submitting the S-1, the IPO firm will be charged a filing fee by the Filing Fees Branch within
the SEC. Occasionally, S-1 filings are also required to be amended in order to reflect changes
in market condition or to correct potential deficiencies highlighted through the SEC’s review.

If this is the case, the IPO firm is required to prepare and file a Form S-1/A.

Form S-1 is filed pursuant to the Securities Exchange Act of 1933 (often referred to as the
Truth in Securities law) enacted to enhance the transparency of the IPO information
environment and constrain potential fraud in securities offering and trading activities. The

filing of Form S-1 complies with four primary regulations as follows.

e Regulation C, which provides specific rules for the preparation of Form S-1, consisting of
Regulation Care regulations and procedures about (a) actions towards confidential
information; (b) amendments to S-1 filings before the IPO effective date; (c) the process
to amend the S-1 after the IPO; and (d) “Plain English” principles;

e Regulation S-K, which provides detailed reporting requirements and guidance for all

sections of the S-1 filing;

e Regulation S-T, which specifies that an electronic filing format is obligated for all

submissions of S-1 filings and related documents on the EDGAR system; and

e Regulation S-X, which governs the form and content of financial reports registered with
the SEC. Regulation S-X consists of specific requirements for preparing and disclosing
financial reports and other requirements related to IPO firms’ specific industries and

businesses.
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2.2.3. The regulatory architecture of the U.S. IPO market

The most important regulatory body monitoring the U.S. IPO market is the Securities and
Exchange Commission (SEC), which is mandated by the United States federal government.
The SEC’s key responsibilities are ensuring market integrity, shareholder protection and
revitalising capital accumulation. According to the trading requirements of The Securities Act,
before an IPO is declared effective to trade on stock markets, the going-public firm must file
their registration statement with the SEC and satisfy all comments issued by the SEC about the

statement’s informational quality.

Inthe U.S., going-public firms’ underwriters are governed by the Financial Industry Regulatory
Authority (FINRA) which is a not-for-profit self-regulatory organization (SRO) composing of
brokerage firms and exchange markets. The FINRA can only apply its rules to members, while
the SEC is more focused on investors. According to the FINRA’s Corporate Financing Rules,
their members (i.e. underwriters) engaging in IPO activities must file underwriting and other
agreements with the FINRA for review. The objective of the FINRA’s review is to safeguard
that underwriters” documents are credible and that the fees charged by underwriters for selling
the IPOs’ shares are fair and appropriate. A FINRA “no objections” letter must be issued to

underwriters prior to the effective date of the IPO.

Going-public firms are also required to satisfy a range of listing requirements if they decide to
trade their offerings on a specific stock exchange. The NYSE and NASDAQ, which are the
two main U.S. stock exchanges, impose distinct listings requirements on IPO firms trading
securities on the exchanges. In general, when listing an IPO on a stock exchange, going-public
firms are required to meet listing criteria, such as (1) the offering price must be at or above a
required minimum threshold, (2) they must have at least a certain number of shareholders, (3)
they must have at least a certain volume and amount of sharcholder’s equity, and (4) they must
complete the process of registration with the SEC by providing credible financial and

operational reports.

The U.S. IPO process and stock market are governed by a considerable number of regulations.
The Securities Act of 1933 is the key regulation of the U.S IPO market, which monitor offering
activities including the filing of IPO registration statements with the SEC as mentioned in
Section 2.2.2. The going-public firm is also subject to the Dodd-Frank Wall Street Reform and

Consumer Protection Act, which was enacted on 21st July, 2010, with the goal of strengthening
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the oversight of particular organizations, offering severe criteria and management following
the financial crisis of 2007 in order to provide protection for the economy and American
consumers, investors and businesses. Specifically, the Dodd-Frank Act was enacted to help
eliminate any future government bailouts granted to big, complicated, interconnected firms
under the “Too-Big-Too-Fail” policy by reforming the market disciplines (e.g. accountability
and transparency) to ensure the financial stability of key financial companies (Balasubramnian
& Cyree, 2014).

The Dodd-Frank consists of 16 titles obliging regulatory bodies to establish, in sum, 243 rules,
undertake 67 researches, and produce 22 periodic reports (Finkle, 2017). The passing of the

Dodd-Frank Act causes a number of changes in the authorities of the SEC and other existing
regulatory agencies such as Federal Deposit Insurance Corporation (FDIC), Office of the
Comptroller of the Currency (OCC), Federal Reserve (Fed), the Securities Investor Protection
Corporation (SIPC), as well as the closing of the Office of Thrift Supervision. Specifically,
responding to the Dodd-Frank Act, the SEC adopted 67 mandatory rulemaking provisions of
the Act (e.g. Section 952(b)-Additional executive compensation disclosure, Section 972-
Chairperson/CEO structure disclosure in annual proxy) and established five new offices
including Office of the Whistleblower, Office of the Credit Rating, Office of the Investor
Advocate, Office of Minority and Women Inclusion and Office of Municipal Securities (SEC,
2019).

In addition, following the requirements of the Dodd-Frank Act, the SEC is also obligated to
annually provide Congress with a report on the effectiveness of control activities in each SEC
divisions (Bozanic et al., 2017). Furthermore, the Dodd-Frank Act transforms the regulatory
architecture as a variety of new agencies are formulated such as the Financial Stability
Oversight Council, the Office of Financial Research, and the Bureau of Consumer Financial
Protection. Direct authority or authority shifted from an existing agency over a specific strand
of financial regulation are conferred on the new agencies. Congress also obligate these new
agencies to provide them with annual or semi-annual reports displaying the outcomes of

existing strategies and proposing future plans.

On April 5, 2012, President Barrack Obama signed the Jumpstart Our Business Startups
(JOBS) Act which appeals to the SEC to establish rules and conduct research on capital

formation, disclosure, and registration requirements. After the dot-come bubble collapse in

p.28



2000, Sarbanes-Oxley Act and other regulations were introduced which led to prohibitive
compliance costs on emerging growth companies (EGCs) going public, in terms of wasted
money and time (Keating, 2012). This resulted in a decrease in the volume of IPOs below
historical levels. Title I of the JOBS Act, also known as the “IPO on-ramp”, aims to reverse
the decade-long decrease in the volume of IPOs, especially EGC IPOs, in the United States.
IPO firms are eligible for EGC status if they have total gross revenues of less than $1 billion
during its most recently completed fiscal year, did not offer more than $1 billion in
nonconvertible debt over the past three years, and is a non-accelerated filer under SEC
reporting requirements. Provided that going-public firms keep satisfying these criteria, its EGC
status can be preserved for five years following their IPOs. An IPO firm cannot claw back the
EGC status after it is lost.

Title | of the JOBS Act consists of two key groups of provisions for “de-risking” and “de-
burdening” the IPO process. Specifically, the “de-risking” provisions permit EGC IPOs to have
confidential SEC reviews on their draft registration statements before their filings are
published. Appendix 2.1 compares the difference between the public filings process and the
confidential review process. In addition, EGC IPOs are permitted to conduct written and oral
communications, under the testing-the-waters process, with institutional and individual
accredited shareholders even before publicly filing in order to obtain more information about
the attractiveness of their offerings to investors. The advantage of this process is that EGC IPOs
are permitted to share their business- and offering-related information with only shareholders,
rather than competitors, which therefore lowers proprietary costs and also the costs of IPO
withdrawal (Dambra et al., 2015). Otherwise, the “de-burdening” provisions under the JOBS
Act was enacted to lessen EGC IPOs’ mandatory reports and relax certain accounting,
disclosure requirements and compliance duties applied on EGC IPOs when they are going
public (Gao et al., 2013). It is also worth noting the adoption of disclosure exemptions under
the Act is voluntary, not mandatory, that is, IPO firms with emerging growth status have rights
to decide which disclosure exemptions under the Act they would adopt. Table 2.1 below
compares reporting requirements applicable to EGC IPOs before and after the enactment of the
JOBS Act.
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Table 2.1. Jumpstart Our Business Startups Act (JOBS Act) provisions under the “IPO on-ramp” for emerging growth companies (EGCs)

Provision

Pre-JOBS Act

Post-JOBS Act available to EGCs

Confidential filing

Testing-the-waters

Reduced financial statement

disclosure

De-risking provisions (affecting pre-IPO communications)

No confidential filing for US issuers.

Written and oral communications regarding the offering

prior to filing registration statement generally
prohibited. During offering, written communications

other than prospectus generally prohibited.

Three years of audited financial statements in IPO
registration statement.
Five years of selected financial data in IPO registration
statement, subsequent registration statements and

periodic reports.
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Emerging growth companies can submit draft IPO
registration statements to the SEC for confidential review (to
go public, registration statements and any amendments must
be publicly filed with SEC no later than 21 days before road

show).

EGCS, either before or after filing a registration statement,
could test-the-waters by engaging in oral or written
communications with qualified institutional buyers and
individual accredited investors to determine interest in an

offering.

De-burdening provisions (providing scaled disclosure and opt-outs of previous or future regulations)

Two years of audited financial statements in IPO registration
statement.

Two years of selected financial data in IPO registration.
Selected financial data in subsequent registration statements
limited to earlier audited period presented in IPO registration

statement.




Reduced

disclosure

compensation

Auditor attestation opt-out

Future accounting standards

opt-out

Public Company Accounting
Board (PCAOB)

rulings opt-out

Oversight

Executive compensation vote

opt-outs

Compensation, discussion, and analysis section and
compensation disclosure for five named executive
officers in IPO registration statement and subsequent

annual reports.

Management assessment and auditor attestation of
internal control over financial reporting beginning with
second 10-K following IPO.

Must comply with applicable new or revised financial

accounting standards.

PCAOB considering requiring mandatory audit firm

rotation and auditor discussion and analysis.

Must hold nonbinding advisory shareholder votes on

executive  compensation  (Say-on-Pay,  Say-on-
Frequency, or Say-on-Golden Parachute vote required
by the Dodd-Frank Wall Street Reform and Consumer

Protection Act and SEC rules).

No compensation, discussion, and analysis section.
Compensation disclosure for three named executive
officers in IPO registration statement and subsequent

annual reports.

Only management assessment of internal control over
financial reporting beginning with second 10-K following
IPO.

Not required to comply with any new or revised financial

accounting standards (cannot selectively comply).

Exempt from mandatory audit firm rotation and auditor
discussion and analysis. Future PCAOB rules apply only if
specifically determined by SEC.

Exempt from holding nonbinding advisory shareholder
votes on executive compensation (specifically, Say-on-
Pay, Say-on-Frequency, or Say-on-Golden Parachute

vote).

Source: Dambra et al. (2015)
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2.2.4. SEC review process

In the U.S. market, going-public firms are governed by disclosure guidelines enforced by the
SEC as mentioned in Section 2.3.3. A key responsibility of the SEC is conducting a careful
review of all IPO firms’ prospectuses in order to secure that going-public firms are reporting
“meaningful financial and other information to the public” (SEC, 2013). The SEC review and
approval process is an important step that all firms going public in the U.S. must complete. In
fact, when going public for the first time, U.S. firms are required by the SEC to file registration
statements (i.e.S-1 filings) in order to provide the SEC as well as investors with detailed
information about the firms’ business model, financial conditions and future growth prospects.
The Division of Corporation Finance, one of five divisions run by the SEC, is designated to
conduct the review of S-1 filings. The division is organised into 11 industry-focused offices
including Healthcare and Insurance; Consumer Products; Information Technologies and
Services; Natural Resources; Transportation and Leisure; Manufacturing and Construction;
Financial Services; Real Estate and Commodities; Beverages, Apparel, and Mining;
Electronics and Machinery; and Telecommunications (Baugh et al., 2017). The assignment of
S-1 reviews to the offices is based on the IPO firm’s industry as classified by the 4-digit SIC
Code. Each office has one assistant director, one senior assistant chief accountant, one legal
branch chief and two accounting branch chiefs and 25 to 35 professionals, primarily
accountants and lawyers. Figure 2.3 shows the hierarchy in the organizational structure of each

office in the Division of Corporation Finance.

Figure 2.3. Organizational hierarchy of an office in Division of Corporation Finance

Assistant Director

Senior Assistant
Chief Accountant

Legal Branch Chief

Accounting Accounting
Branch Chief Branch Chief

25-35 Staff Professionals

Source: adapted Baugh et al. (2017)
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The SEC reviews IPO registration statements to ensure that the statements satisfy the SEC’
reporting regulations regarding format, tone and content, and then issue comment letters
requesting clarification, justification, or amendments on certain matters where deemed
necessary. All IPO registration statements sent to the SEC by going-public firms will usually
be reviewed by 4 SEC staff members including two accountants and two attorneys. Full
reviews, including reviews on both accounting and legal information, will be conducted for all
IPO registration statements. Each legal and accounting information will be examined under
two-tier reviews. The first reviewers undertake the initial review of the IPO registration
statement and might issue comments to filing firms if they identify any deficiency in the
information quality of IPO registration statement. The second reviewers will then evaluate the
first reviewers’ reviewing reports and might approve, adjust, waive or/and provide further
comments to the reports. When coming to complete agreement, the reviewers will prepare and
send a comment letter to filing firms addressing the issues they found. Following the receipt of
an SEC comment letter, filing firms issue responses or look to amend their registration
statements accordingly. Only when all of the SEC’s concerns are addressed will they be willing
to close their review and declare the registration statement as ‘effective’, allowing the issuer to
complete the IPO. As of May 2005, all formal correspondence between the SEC and the filing
firm (i.e. comment and response letters) are made publicly available. Figure 2.4 describes the

SEC review process in more details.
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Figure 2.4. The process of SEC review on IPO registration statements
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The SEC usually proposes that they will provide the first comment letters on the initial S-1
within four weeks. However, in fact, the duration of SEC reviews on initial S-1 filings are
varied and affected by various determinants including the complexity of S-1 filings and the
conditions of the market at the filing date (Hamilton, 2018). WilmerHale (2015) state that in a
slow market, the SEC issue the first comment letters in less than 30 days. Contrarily, when the
volume of IPOs suddenly increases, the duration of the initial SEC review could sometimes
exceed the 30-day threshold by many days. WilmerHale (2015) also state that the review
duration of the firms’ initial responding letters and S-1 amendments are difficult to predict,
because of not only differences in comment types and filing quality, but also the workload and
the availability of SEC staffs. Baugh et al. (2017) also suggest that SEC scrutiny is determined
by various elements, consisting of the criteria required in Section 408 of Sarbanes-Oxley Act
(SOX) and other elements recognised through the SEC’s review criteria which is not revealed
to maintain the integrity of SEC reviews.

Figure 2.5 below describes the average timeline of SEC reviews of IPO registration statements
as of October 2019. The figure shows that, on average, the SEC meet their proposed target of
reviewing the initial IPO registration statement submission within 30 days, spending on
average about 19 days, as indicated by the length of “A” area. Generally, a conversation
between the SEC and IPO firms regarding the review of IPO registration statements will last
approximately 72 days from the initial filings date to the final comment letter date (area “A”,
“B”, “C” and “D”), and then it will take approximately 104 days for the publishing of the SEC
review conversation (area “E”), which exceeds the SEC’s minimum threshold of 20-day

publishing process as visualised in Figure 2.4 above.
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Figure 2.5. The average timeline of SEC reviews on IPO registration statements
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m A: Days from the filing date of the earliest filing receiving a comment to the date of the first SEC
comment letter to the company.

m B: Days from the date of the first SEC comment letter to the company to the date of the first material
company letter, which excludes letter(s) such as notifying the SEC that the company needs more than 10
days to form a response.

C: Days from the first material company letter to the date of the SEC’s follow-up response to the company
(if any).

D: Days from the second SEC comment letter to the date of the last letter in the conversation, which could
be from either the SEC or the company.

m E: Days from the last letter date to the earliest dissemination date.

Source: adapted Cunningham & Leidner (2019)

One of the key factors attracting the SEC’s scrutiny and impacting SEC review duration is
earning management activities engaged by IPO firms. The SEC have long expressed their
concerns about the low quality of financial reporting due to firms’ aggressive earnings
management activities which have negative effects on investors’ investing decisions, since
such activities obfuscate “the true consequences of management’s decisions” (Levitt, 1998).
The proclaimed goals of SEC reviews of corporate disclosures (e.g. S-1 filings) are to monitor
the firm’s compliance with regulatory disclosures and accounting policies as well as enhance
the quality of corporate disclosure by constraining firms from distorting firm-specific

information to bias their offering prices.

A speech by Bayless (2000), SEC Chief Accountant - Division of Corporation Finance,
highlights the achievements of SEC reviews in discovering “a surprising number of accounting
errors, disclosure deficiencies, and tortured interpretations of Generally Accepted Accounting
Principles (GAAP) in filings with the Commission” which leads to “frequent changes to
financial statements and related disclosure before the registration statement is declared

effective”. This suggests that frequent amendments to IPO registration statements in response
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to SEC comment letters somewhat imply that the SEC effectively identify deficiencies in IPO
disclosures. In addition, Bayless (2000) highlights positive results from the Earnings
Management Task Force in 2000, including amendments to financial statements or earnings
releases conducted by more than 50 IPO firms to lower an aggregate R&D expense by $5
billion as well as by more than 40 other IPO firms to adjust the timing of revenues or

restructuring cost recognition.

Despite the pronounced goals of SEC reviews and in contrast to Bayless (2000)’s reports, there
are a considerable number of concerns and criticism about the effectiveness of SEC reviews in
identifying deficiencies in IPO firms’ financial reporting. For example, in July 2014, Robert P.
Casey, United States Senator, wrote to SEC Chair Mary Jo White asking the Commission to
put in a greater deal of effort to review and improve disclosures in Chinese IPOs such as e-
commerce giant Alibaba. Burton (2019), Senior Fellow in Economic Policy at The Heritage
Foundation, censure that despite the increase in the SEC’s budgets by 82 percent over 10 years,
the SEC seem to spend their budgets on “unnecessary management, support, and ancillary
functions” rather than key activities (e.g. monitoring corporate disclosures), and therefore, the

reforms of the SEC are needed to improve the performance of its key activities.

In addition, according to Johnston & Petacchi (2017), SEC reviews maybe not objective due
to the political connections with reporting firms constraining the SEC from addressing critical
issues and as a result, SEC reviews may produce no positive effects to the economy. Similarly,
Bozanic et al. (2017) also argue that despite receiving SEC comment letters addressing issues
in the disclosures, managers may abuse their higher authority over the SEC to defend their
disclosures against SEC comments. Moreover, Johnston & Petacchi (2017) suggest that the
SEC may request for additional information which has low incremental value, which may lead
to an oversupply of IPO firms’ disclosures and hence may not yield considerable improvement

in information environment.

Regarding the passing of the JOBS Act in 2012, a New York Times article criticised the way
that the Act constrains “adequate oversight by the Securities and Exchange Commission” and
hence “undo essential investor protections, reduce market transparency and distort the efficient
allocation of capital” (New York Times, 2012, para. 1 and 7). Mary L. Schapiro, SEC
Chairperson, also expressed disapproval of the revenue threshold for EGC IPOs under the
JOBS Act as the threshold of $1 billion in annual revenue “is so broad which would eliminate

important protections for investors in even very large companies.” Chaplinsky et al. (2017)
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also argue that the reduction in information transparency and increase in indirect costs maybe
derived from the reduction in regulators’ ability to constrain the deficiency in EGC IPO firms’

disclosures under the Act.
2.2.5. SEC comment letter

Reviewers from the Divisions of Corporation Finance issue comment letters in relation to their
review of IPO registration statements. Comment letters are released publicly on the SEC’s
EDGAR system. Conversations between the SEC and IPO firms, which comprise of one or
more rounds of letters issued by reviewers and associated responses from the firms, can be
viewed and downloaded freely from the EDGAR database. On average, each IPO firm
received four SEC comment letters (Ryans, 2015). Each SEC comment letter, according to
Lowry et al. (2020), usually contains between 1,200 and 2,500 words, although the number of
words can vary from no more than 100 words to above 15,000 words. On EDGAR, SEC
comment letters are arranged in chronological order based on filing date, the date when the
letters are uploaded on EDGAR or the date when the letters are received by the IPO firms. The
standard structure of an SEC comment letter usually comprises six separate parts, as follows
(Lowry et al., 2020):

1. Part 1: Heading - the date that SEC comment letters are issued and IPO firm’s details

including name, address and leader.

2. Part 2: Subject line — detailing IPO firm’s name, the registration form (e.g. S-1, S-1/A),

filing date and filing number.

3. Part 3: Beginning - a statement confirming that the registration statement has been
reviewed, briefly describing comments, instructing how the firm can respond to the
comments and proposing further comments. The following statement is usually included

at the beginning of each comment letter:

“I have reviewed your registration statement and have the following comments. In
some of my comments, | may ask you to provide us with information so | may better

understand your disclosure.

Please respond to this letter by amending your registration statement and providing the

requested information. If you do not believe my comments apply to your facts and
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circumstances or do not believe an amendment is appropriate, please tell us why in your

response.

After reviewing any amendment to your registration statement and the information you

provide in response to these comments, | may have additional comments.”

4. Part 4: Itemised comments - the most important part of SEC comment letter, describing
the informational issues that the SEC have identified in the IPO registration statement.
Each comment also mentions the actions required of the IPO firm in order to satisfy the

SEC comment.

5. Part 5: Ending — this part mentions the SEC’s authority over IPO firms’ application for the
acceleration of their IPO’s effective date as well as provide the contact details of

reviewers.

6. Part 6: Signature — the name or signature of the head or the delegates of industry-specific
office within the Division of Corporate Finance.

For illustrative purposes, this thesis presents the initial SEC comment letter to Netlist, Inc.’s

IPO registration statement in Appendix 2.2.

The SEC’s comments correspond to IPO registration statements and are commonly subject to
the reporting regulation and the reviewers’ perception of IPO firms’ facts and circumstances
(Deloitte, 2017). Each SEC comment consists of 2 parts including an explanation of the nature

of the issue (theme) and the action required, as illustrated in the example below.

Example of an SEC comment
“The first sentence of this risk factor and your disclosure under “Customers” on page 74 suggest that you
have only one customer that is a consumer electronics manufacturer, but disclosure in the rest of this risk
factor and elsewhere in the filing suggest that you have more than one customer in this industry. Please advise
and)/or revise to clarify this matter.”
(Comment 8 - SEC comment letter to Synacor Inc. - SEC Accession No. 0000000000-11-072296 — date:
16/12/2011)
= Themes: “The first sentence of this risk factor and your disclosure under “Customers” on page 74
suggest that you have only one customer that is a consumer electronics manufacturer, but disclosure in
the rest of this risk factor and elsewhere in the filing suggest that you have more than one customer in

this industry.”
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The scope of SEC comments is broad and they typically focus on addressing reporting,
accounting and legal problems, for example complicated equity-based financial instruments,
share-based compensation and revenue recognition. Regarding accounting-themed comments,
McKeon (2016) provides a summary of the top 10 accounting issues that are commonly
addressed in the SEC comments, as detailed in Table 2.2 below.!

Table 2.2. Most common first letter IPO issues between 2013 and 2015

No. % of all
Issues letters letters
Deferred, stock-based and/or executive compensation issues 288 48.20%
Debt, quasi-debt, warrants & equity (BCF) security issues 231 38.70%
Revenue recognition (include deferred revenue) issues 205 34.30%
Tax expense/benefit/deferral/other (FAS 109) issues 103 17.30%
Earnings per share (EPS), ratio and classification of income statement
issues 102 17.10%
Acquisitions, mergers, and business combinations 95 15.90%
PPE issues - Intangible assets and goodwill 87 14.60%
Financial statement segment reporting ((FAS 131) subcategory) issues 75 12.60%
Research and development issues 74 12.40%
Liabilities, payables and accrual estimate issues 70 11.70%

Source: McKeon (2016)

11 McKeon (2016) obtain the data from Audit Analytics for the period of 2013-2015.
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SEC reviewers also commonly focus on registration-specific issues, as follows (Deloitte,
2017).

1. Issues on financial reports including:

a. The updates of financial reports.

Example of an SEC comment

“The financial statements should be updated, as necessary, to comply with Rule 3-12 of Regulation
S-X at the effective date of the registration statement.”

(Comment 56 - SEC comment letter to Greenway Medical Technologies Inc. - SEC Accession No.
0000000000-11-048928 — date: 11/08/2011)

b. The adequacy of reporting periods required

Example of an SEC comment

“Please revise to present average net revenues per gross square foot for each interim period presented here
and throughout your registration statement.”

(Comment 8 - SEC comment letter to Vera Bradley Inc. - SEC Accession No. 0000000000-10-042474 — date:
27/07/2010)

c. The additional financial reports required for some specific IPO firms (e.g. newly
formed firms, firms conducting acquisitions, firms having more than one subsidiaries

or business lines).*2

Example of an SEC comment

“I note that you do not present quarterly information for the predecessor periods as they are not comparable
or meaningful. Please tell us whether the presentation of net sales and cost of sales for the predecessor periods
would be comparable and meaningful, and if so, please present those items to promote an investor's

understanding of the impact seasonality has on your business.’

(Comment 27 - SEC comment letter to Gordmans Stores Inc. - SEC Accession No. 0000000000-10-029771
— date: 27/10/2010)

12 Newly formed firms are defined as entities will succeed to an operating business before the their IPOs become
effective (Deloitte, 2017). The firms are probably required to provide the balance sheet of their recent operations
(if applicable) besides the financial reports of the operating business. Firms conducting acquisition are required
to include the financial reports of their predecessors who are acquired by the IPO firms. Firms having more than
one subsidiaries or business lines are required to include the “carve-out” financial reports which are distinct
financial report that originated form the parent or bigger firms’ financial reports.
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2. Disclosures and financial reports required for public entities under U.S GAAP and
Regulation S-X, as well as transition provisions from non-public to public entities.

Example of an SEC comment

“I note your discussion of your pro forma adjusted EBITDA and pro forma adjusted free cash flow for
2013 on page 105. In order to provide a more balanced presentation, please revise your discussion of
each these measures on page 105 to also include a discussion of the most comparable GAAP measures
on both an actual and pro forma basis. Refer to the guidance outlined in Item 10(e) of Regulation S-K. ”
(Comment 35 - SEC comment letter to Metaldyne Performance Group Inc. - SEC Accession No.
0000000000-14-047132 — date: 27/10/2010)

Pro forma information about the planned distributions (e.g. proceeds) to shareholders as of,
or promptly prior to the IPO closing.

Example of an SEC comment

“Please revise your pro forma balance sheet presentation to reflect the distribution accrual without giving
effect to the offering proceeds alongside the most recently presented historical balance sheet in the filing.
Please remove all other adjustments in the pro forma presentation alongside the historical balance sheet.
Please refer to SAB Topic 1:B.3 for guidance”

(Comment 48 - SEC comment letter to Boise Cascade Co. - SEC Accession No. 0000000000-12-067030 —
date: 12/12/2012)

4. Pro forma information related to alterations in capitalization (e.g. stock split, stock

redemption, stock conversion)

Example of an SEC comment

“I note that all share and per share information for all periods presented has been adjusted to reflect the
effect of the reverse stock split effective June 12, 2013. In this regard, please revise the description of your
presentation of pro forma results, in the second bullet point in this section, to exclude the reference to the
stock split.”

(Comment 1 - SEC comment letter to RetailMeNot Inc. - SEC Accession No. 0000000000-13-035023 — date:
26/06/2013)
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5. Required information about net tangible book value per share prior to or following a

distribution when a dilution occurs.!®

Example of an SEC comment

“Please revise the table to show dilution in net tangible book value (deficit) per share as of December 31,
2012 as opposed to pro forma net tangible book value (deficit). Also, in the second paragraph on page 39 tell
us your basis for using weighted average shares outstanding versus number of shares outstanding as of the
end of the period.”

(Comment 9 - SEC comment letter to CDW Corp. - SEC Accession No. 0000000000-13-021304 — date:
26/06/2013)

In summary, the IPO market in the US is very dynamic and diverse, which includes many
stock exchanges (e.g. NYSE, NASDAQ) and a wide range of market participants (e.g. issuers,
underwriters, regulators). The market is regulated by the Securities and Exchange Commission
(SEC) whose main tasks are to maintain the integrity and transparency of the IPO
informational environment. The Securities Act of 1933, the Dodd-Frank Act and the JOBS
Act are important regulations that are enforced by the SEC in the U.S. IPO market. Regarding
the IPO approval process, an issuer is required to complete three main phases including the
pre-filing phase, SEC review process and marketing/execution phase. To register their first
offerings, IPO firms are mandated by the SEC to submit their registration statements (i.e., S-
1). Submitting an S-1 statement to the SEC also means IPO issuers disclose, for the first time,
information on their businesses, offerings, corporate governance structures, and financial
statements. All IPO registration statements are examined by the SEC who will issue comment
letters asking for an explanation, justification, or changes on specific issues as needed. SEC
comment letters typically have six sections: heading, subject line, beginning, itemised
comments, ending and signature. Eventually, the SEC will publish their comment letters and

issuers’ correspondence via the SEC’s EDGAR system.

The SEC review system as well as their effectiveness have been topics of interest to IPO
market participants and researchers. Although Bayless (2020), the SEC’s Chief Accountant in
the Division of Corporation Finance, and several academic studies (e.g., Li & Liu, 2017,
Lowry, 2020) suggest that SEC reviews are effective in monitoring and improving the quality

of corporate disclosures, Casey (2014), United States Senator, and several other academic

13 According to Regulation S-K, Item 506, dilution occurs when “common equity securities are being registered
and there is substantial disparity between the public offering price and the effective cash cost to officers, directors,
promoters and affiliated persons of common equity acquired by them.”
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studies (e.g., Chaplinsky et al., 2017; Johnston & Petacchi, 2017) disagree, concluding that
SEC reviews are not entirely effective in this respect. To address the research question
regarding the effectiveness of SEC reviews, this study starts by reviewing theories relevant to
regulatory mechanisms in order to provide a basis for the research hypotheses and
methodological design. These theories are discussed in the next section.

2.3.Theoretical framework
2.3.1. How the SEC carry out their mission of investor protections?
2.3.1.1.Public interest theory

Pigou (1932) establishes the theory of public interest which claims that regulations are designed
in the interest of the public when they are requested by the public to remedy ineffective
operations. Regulations are assumed to benefit society as a whole, rather than serving the
interests of any particular individual. Regulatory agency is therefore believed to fulfill the
needs of society as a whole rather than merely being of benefit to regulators. The objectives of
the SEC, as a regulatory agency, should therefore be to serve the interests of the whole society.
The SEC do report that “For more than 85 years since our founding at the height of the Great
Depression, we have stayed true to our mission of protecting investors, maintaining fair,
orderly, and efficient markets, and facilitating capital formation” (SEC, 2020b). The SEC also
express their goal of “continually [directing] its resources towards the most productive uses for
investors and the public” (SEC, 2012). Examining the SEC’s effort in maintaining the public
interest, Philips & Zecher (1981) also conclude that the SEC is a broker who equalises highly
opposing parties in the securities market. Heese et al. (2017) identify that the SEC do not
perfunctorily undertake reviews of firms with political connections, suggesting that the SEC
are not ‘captured’ by these firms. Gunny & Hermis (2020) identify no evidence indicating the

SEC deliberately overlook informational deficiencies during busy times.

The traditional public interest theory is centered on two assumptions. Firstly, unfettered
economies commonly collapse due to the prevalence of market failures. Secondly, regulators
are benevolent and likely to efficiently remedy these business deficiencies by legislation.
Consequently, regulation promotes public interest and social welfare. This regulatory theory
has been applied both as a prescription of what policymakers would do and as a review of what
they are currently doing (Shleifer, 2005). As assumed in this theory, policymakers monitor

prices in such a way that natural monopolies do not charge extra, enforce safety requirements
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to avoid incidents such as explosions or mass poisoning, monitor jobs to defeat employer's
monopsony influence over workers, govern security problems so that shareholders are not
deceived. Public interest theory is considered as the foundation of mainstream public

economics, as well as the ideology of communist and other left-wing legislators.

Public interest theory can be also defined as the best available utilization of scarce resources
for individual and social products and services in society. Market failure is a condition where
scarce resources are not brought into their most profitable use. According to Bator (1958), the
distribution of resources is not ideal from a theoretical standpoint and there is a requirement
for approaches to improve the distribution. Government intervention is one of the means of
improving efficiency in the distribution of resources where a market failure is detected (Arrow,
1970, 1985; Shubik, 1970). It could be believed that government intervention is a
comparatively more effective institution for coping with a variety of market failures (Whynes
& Bowles, 1981). Similarly, it could be suggested that, in some situations, regulatory oversight
would be a more efficient instrument to deal with market failures than private agreements
between market participants. Regulators would not be troubled by failures in the information
environment and could more effectively obtain information to evaluate where marginal
intervention costs equilibrate marginal social gains (Asch, 1988; Leland, 1979). Public interest
theory also suggests that lawmakers work for the public interest, the legislative mechanism is
effective and knowledge on the costs and advantages of legislation is generally circulated and

accessible (Noll, 1989). This fundamental principle is demonstrated in Figure 2.6 below.

Figure 2.6. Optimal level of welfare of control
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Economic theory assumes that, without regulation, resources would be distributed inefficiently.
Without regulatory control, these risks are at their maximum point where the EL-curve
intersects with the vertical axis (intersection not identifiable). Regulatory intervention leads to
a reduction in these welfare-related risks. The higher the level of regulatory oversight, the less
the depletion of welfare in the private sector. For example, the naive theory of public interest
in regulation would justify “fair rate of return” regulation through the existence of a natural
monopoly company. Prices might decrease and production might increase until the distribution

of social resources is effective.

A more complicated version of public interest theory is one which also considers the costs of
regulatory oversight. The more the regulator gets involved in the private activity of the
company, the greater the intervention costs (curve IC) would be. Regulatory costs are borne in
2 stages: the preparatory stage and the implementation stage. Preparatory costs are incurred by
required actions and practices, such as collecting appropriate and reliable information about
social concerns to be resolved and designing the legislation. In the next step, the government
faces implementation-related costs, including administrative costs, monitoring costs and
enforcement costs. Compliance costs will be borne by the company in terms of time,
commitment, and resources. It is anticipated that the company will operate strategically and
will hide all sensitive information from the regulator. Once put into effect, the cost of

controlling company actions and implementation of the legislation increases.

In addition, indirect costs are also to be predicted. The less profit the company achieves, the
less effort it makes to reduce the cost of manufacturing or to produce new products and
innovative technology. Regulatory oversight makes private investment less resilient: risk
premia increase, investment decreases and economic growth declines, etc. Public interest
theory assumes that the regulator understands that increasing degrees of intervention or
regulation setting can raise costs and have a range of regulatory plans to select from. No matter
what it chooses, all types of intervention have varying intervention and compliance costs and
different impacts on stagnant and dynamic effectiveness or other policy objectives. The optimal
norm or degree of intervention shown in Figure 2.6 is lopt. The optimal point of intervention
(lopt) entails trading off resources allocated to greater degrees of regulatory intervention and
lower degrees of ineffective company conduct. Thus, regulatory theories of public interest
generally conclude that a comparative study of regulatory plans required to accurately

distribute scarce resources to the market has taken place.
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2.3.1.2.Criticism of public interest theory

The arguments justifying legislation as an important solution to industry problems have been
debated from various perspectives. First, the assumption of market failure in the absence of
regulation under public interest theory has been subject to critique. The conclusion that
monopoly control, externalities or any other types of market failures result in an ineffective
distribution of resources can only be explained by assuming a paradigm under which any of
the associated transaction costs are not present. The distribution of resources tends to be
effective if transaction costs are included in the research design (Dahlman, 1979; Toumanoff,
1984). Monopoly control, for example, seems to have inefficient effects (Demsetz, 1969).
Once transaction costs, such as the failure of the monopoly to discriminate against prices or to
avoid arbitrage or the failure of customers to mobilise and bargain efficiently, are taken into
consideration, market outcomes would be efficient. Furthermore, in fact, the market system
itself is also capable of creating institutions to correct for any failures. In addition, a more
common critique of the assumption of market failure is its minimal explanatory capacity. In
general, economists need just 10 minutes to rationalise government oversight by structuring
some type of market failure (Peltzman et al., 1989). Taken together, it is argued that the market
failure assumption is a contradictory and needless component of the public interest regulatory

theory.

Second, the assumption that government intervention is always efficient or effective has been
disproven. The primary assumption suggests that government oversight is efficient and can be
enforced at no significant cost (Posner, 1974). Thus, in the case of government intervention,
the transaction costs and information costs, which influence market failure, are believed to be
missing. This assertion has been questioned in theoretical studies. Theoretical research has
shown that the partial goal of effective distribution of resources does not in general render the
market society more effective if inevitable inefficiencies exist elsewhere in the market (Ng,
1990). The inevitable inefficiencies could be, for example, the product of external effects,
taxes, imperfect competitiveness, and inaccurate information. Other theoretical research
focuses on inherent weaknesses in policy making. Precise predictions of how the regulations
will fit cannot be achieved if the regulations alter the behaviour of the legislation and the
systems under which they exist. Theoretical research into the efficacy and effectiveness of

political policy has increasingly evolved into non-market failure theories similar to market
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failure theories (Tullock et al., 2002; Wolf, 1978, 1993). These theories refer to non-market

failures, for example:

e The scarcity of information on the marginal benefits of government entity operation
and the corresponding scarcity of motives to balance marginal costs with marginal
benefits;

e The scarcity of output measures or metrics and the corresponding scarcity of motives
to lower costs or to prevent unnecessary regulatory action;

e The scarcity of a marketplace for regulatory oversight analogues to the marketplace
for corporate oversight, with its corresponding inability to regulate managers;

e Injustice in the allocation of rewards to the agencies as a consequence of capture or

compromise;

e The inevitability of unforeseen effects, undesirable side-effects and even detrimental

regulatory effects.
2.3.2. “De-burdening” the IPO process: Can the JOBS Act redirect the SEC review?
2.3.2.1.1ron Triangles theory

Since the SEC is a U.S. federal government regulatory agency, it is important to also consider
how political influence may affect their behaviour. The Iron Triangles of United States
political theory, developed by Adams (1981), can help to shed light on this dimension by
focusing on the sharing of support between congressional committees, bureaucracy and special
interest groups with authority over a particular range of contexts as visualised in Figure 2.7

below.
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Figure 2.7. Iron Triangle of United States politics

Congress
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Source: David (2020)

Interest groups are situated at one corner of the triangle. Interest groups are an important factor
in the iron triangle, because they can construct a political situation in which their lobbyists have
excessive control over the governments (i.e. Congress and bureaucracy) through their electoral

and congressional supports.

Members of Congress who tend to affiliate themselves with a constituency for political and
electoral benefits are positioned in another corner of the triangle. Congress swaps "friendly
legislation” with interest groups and political support with bureaucrats in order to secure their
electoral supports. Consequently, bureaucrats receive the benefits of less supervision and the
freedom to more openly the implement policies. The interest groups also enjoy special
privileges and diminished oversight. In addition, making budgetary allocations that
significantly influence the bureaucrats' funding received on an annual basis, the members of
Congress are likely to make use of this "power of the purse” to change the way the bureaucrats
execute their legislations. They will also, by their supervisory authority, prosecute and call in

bureaucrats who do not comply with Congress’s regulation.

Bureaucracy (e.g. the SEC) constitutes the third corner of the triangle. The bureaucracies serve
as the implementation mechanism of regulations approved by the Congress. Congress is a

major source of the bureaucracies' financial support. This synergistic influence can lead the
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bureaucracies to execute regulation in a way that is in line with the interests of Congress, but
against other parties’ interests. Otherwise, recognizing that Congress tends to align itself with
interest groups for their electoral support, bureaucrats are likely to enact legislation in ways
that benefit the interest groups so that they can also be favourable to Congress, who allocates

their budgets.

Interconnections between these three parties can result in self-sufficient (and often corrupt)
sub-government circumstance in which the best interests of other American market participants
(e.g. investors) are neglected in favor of adapting to regulatory changes under some specific

new legislation.
2.3.2.2.The Chicago theory of regulation — Capture theory

On March 27", 2012, the JOBS Act was passed by the U.S. House of Representatives, the
lower house of the U.S. Congress, and then signed into law by Barrack Obama on April 5",
2012 (Morphy, 2012). With the key target of revitalizing the U.S. IPO market, Title | of the
JOBS Act, entitled “Reopening American capital markets to emerging growth companies”,
reduces regulatory reporting burden on EGC IPOs by allowing firms to submit two, instead of
three, years of audited financial statements; lessen the number of designated officers reported
in the executive compensation disclosure from five to three; and also eliminate the section of
discussion and analysis of compensation. The literature provides evidence that such relaxation
of reporting requirements might spoil the investor protection as the degree of information

uncertainty increases under the Act (Barth et al., 2017; Chaplinsky et al., 2017).

Modern theories of political allocation assume that political decisions take the place of market
decisions. For instance, modelling the connection between two policy sectors of the iron
triangle, who are Congress and interest groups, the Chicago theory of regulation or ‘capture
theory’ developed by Stigler (1971) and then extended by Peltzman (1976) centres around the
proposition of support-maximizing politicians and supposes that policy allocation conducted
by legislatures usually demonstrates a fundamental bias in favour of interest groups’ policy
demands. As interest groups might exercise their political pressures and have a considerable
role in deciding the results of legislators’ election, a major political benefit is often received by

these groups at the expense of others (Olson, 1965).

Corresponding to the significant reduction in the volume of the U.S. IPOs during the period of
2011-2012, in March 2011, the U.S. Treasury Department held the Access to Capital

50



Conference to discuss strategies to rejuvenate U.S. IPO markets, especially in the case of EGC
IPOs.!* The conference resulted in the creation of the IPO Task Force which has the mandate,
as stated by Chair Kate Mitchell, of “quickly develop[ing] reasonable and actionable steps that
can restore access for emerging growth companies to the capital they need to create jobs and
expand their businesses globally”, specifically, alleviating the reporting burden for EGC IPOs
(Jensen et al., 2015). The IPO Task Force also suggest that these recommendations can be
implemented without compromising investor protection. The JOBS Act was accordingly
enacted to carry out the IPO Task Force’s mandate. The passage of the JOBS Act can be viewed
as the Congress’s response to the interest of reopening the American capital markets to EGC
IPOs among market participants (e.g. private firms, stock exchange officials and regulators) so
as to enhance Congress’s political support. Weingast & Moran (1983) design a model of
legislative choices regarding political support functions, as shown in Figure 2.8.

Figure 2.8. Legislator preferences
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Source: Weingast & Moran (1983)

The legislature is supposed to issue regulation over a single-dimensional subject space, X. The
regulation resulting in maximum political support for legislators 1, 2 and 3 are indicated by X,
X2 and X3, respectively. The policies’ degree of political support decrease by the distance

between the specific points to the maximum points X, X2 and X3. It should be noted that the

14 On average, the volume of U.S IPOs decrease from 310 IPOs on the annual basis during the period of 1980-
2000 to 99 IPOs during the period of 2011 — 2012, leading to a growing concern among the market participants
such as the private firms’ managers, stock exchange officials and regulators about the consequent reduction in the
gross domestic product (GDP) and employment growth.
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legislator preferences is derived from the degree of political supports. For instance, legislator
3 favours regulation y over regulation z as y can produce greater support. Needless to say,
regulation X3is favoured by legislator 3 most. In sum, when making a choice between any two
comparable regulations, legislator preference is given to regulations producing greater support.
The regulations, which produce the greatest political support (an equilibrium X), receive a

majority of preferences by the legislators’ committee board.

In this vein, the JOBS Act was passed by Congress perhaps because, compared with other
alternative initiatives, the Act directly carries out the recommendations of the IPO Force Task
and to some extent relaxes market participants’ concern about a decade-long decline in the

number of U.S. IPOs, which therefore potentially yields greater political support for Congress.
2.3.2.3.Congressional dominance theory

Under the Title | of the JOBS Act, the SEC is required by Congress to relax some reporting
obligations (e.g., the number of audited financial statements, disclosures of compensation)
applicable to EGCs going public so that Congress’s target of revitalizing the U.S. IPO markets
can be achieved. Furthermore, in the early stages of the JOBS Act enactment, Congress also
required the SEC to undertake a review of Regulation S-K to “determine how such
requirements can be updated to modernise and simplify the registration process and reduce the
costs and other burdens associated with these requirements for issuers who are emerging
growth companies” and then submit a report of this review to Congress not later than 180 after

the passing of the JOBS Act.

Established by Congress and considered as a regulatory agency of the U.S. federal government,
the SEC operates in alliance with the Congress, characterizing a legislature-agency
relationship. The existing literature retains two distinct assumptions about the legislature-
agency relationship including the bureaucratic (or traditional) approach and congressional

dominance approach (Weingast & Moran, 1983).

On the one hand, supporting the assumption of bureaucratic behaviours, the independence of
regulatory agencies from Congress is hypothesised, which is believed to result in Congress’s
failure in controlling the bureaucratic discretion in regulatory agencies’ operation. Weingast &
Moran (1983) suggest that various determinants constrain Congress’s control on regulatory
agencies. Firstly, regulatory agencies take control of political information in their operating

fields. Secondly, connections between regulatory agencies and their clientele hinder
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Congress’s oversight on the agencies. Finally, the costs associated with the passage of some

new regulation to alter agency policy might reduce congressional power.

Dodd & Schott (1979, p.2) argue that the federal bureaucracy is "a prodigal child. Although
born of congressional intent, it has taken on a life of its own and has matured to a point where
its muscle and brawn can be turned against its creator”. Likewise, Wilson (1980, p.388,391)
also expresses that "by and large, the policies of regulatory commissions are not under close
scrutiny or careful control of either the White House or of Congress.[...]. [Moreover,] whoever
first wished to see regulation carried on by quasi-independent agencies and commissions has
had his boldest dreams come true. The organizations studied for this book operate with

substantial autonomy, at least with respect to congressional or executive direction™.

On the other hand, the congressional dominance approach assumes that regulatory agencies are
under Congress’s control and are likely to be directed by legislations issued by the legislature.
The congressional dominance view centres on the relationship between the two other corner
points of the triangle, Congress and bureaucracy. Congress is assumed to govern regulatory
agencies’ decisions in a way that increases the probability of their re-election. The legislature
might have an influence on agency policy as they allocate the agencies’ budgetary resources,
offer and raise the agencies’ job positions as well as establish the agencies’ missions and
structure. In addition, Congress’s control over the regulatory agencies can be successfully
gained if an incentive system with appropriate rewards and sanctions is developed (Weingast
& Moran, 1983). The rewards will be paid to agencies who fulfil the requirements under some
regulation of the legislature. On the contrary, the sanctions will be imposed on the agencies

who fall short of Congress’ legislative requirements.

Weingast & Moran (1983) believe that an effective incentive system enhances the regulatory
agencies’ compliance with the congressional goals and targets. There are many aspects that
form the congressional incentive system. The first aspect is the competition among the
regulatory agencies for budgetary favours. Running for re-election, Congress usually gives
priority to regulatory agencies who outperform the clientele service when allocating budgetary
resources. Second, supervision keeps a key function in prosecuting the offending agency. This
involves new regulations, certain restrictions on operations, and other ways to distress agency
leaders, damage potential job prospects, and hamper pet projects. Finally, and possibly the

strongest form of power, Congress determines who is appointed and re-appointed.
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Supporting congressional dominance theory, Butler (1995), Hansen (1990), Hansen & Prusa
(1996, 1997), Rowley & Thorbecke (1995) identify that decisions made by International Trade
Commission (ITC) are affected by the interests of congressional committees. The authors also
identify that ITC decisions involving members of congressional supervisory committees are
more likely to have defence. Similarly, De Vault (2002) provides evidence in favour of
congressional dominance theory indicating that the congressional supervisory committee
controls the conduct of the ITC through regulations and the appointment of ITC officials. The
authors also identify that the interests of specific congressional supervisory committees affect
the judgments of the ITC. Weingast (1984) uses the congressional dominance theory to analyse
the SEC's empirical conduct and identify that the SEC's effectiveness in enforcing policy
reforms relies on their conformity with congressional interests. The author also observes that
Congress provides the SEC with higher budget allocations because it is more politically

worthy.

2.3.3. Why does earnings management occur?

Influencing the wealth of managers and other market players, earnings management is not
viewed as a straightforward accounting mechanism, but is rather a strategic function that affects
investment decisions and the distribution of resources by various stakeholders. There are five
theoretical approaches explaining the motives of firms generally, and IPO firms, specifically,
to engage in earnings management, including agency theory, signalling theory, positive

accounting theory, threshold management theory, and entrenchment theory.
2.3.3.1.Agency theory

A key theoretical approach to understand the reasons why earnings management occurs is
agency theory. An important principle of this theory is that it considers the company as a nexus
of contractual relationships including those between stakeholders and management members.
It is primarily related to conflicts of interest between the principal (e.g. shareholders) and the
agent (e.g. corporate managers) occurring in the existence of information asymmetry between
the entities (Jensen & Meckling, 1976). Information asymmetry is primarily concerned with
the problems of adverse selection and moral hazard. Adverse selection occurs when executives
have access to confidential materials which are important to decision-making. A moral hazard
issue occurs when executives make decisions that are not compatible with the demands of

investors who are unable to recognise such behaviour.
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Managers’ engagement in earnings management can be motivated by information asymmetry
(Dye, 1988; Trueman & Titman, 1988). When information asymmetries exist, accounting
choices can be used as a mechanism by which insiders might easily transmit details on the
extent, timing and risk of future cash flows to poorly-informed outsiders. Nevertheless,
compensation, prestige or other self-interested motivations might also cause executives to take
benefit of the information discrepancy to manipulate earnings in order to increase stock prices
(Fields et al., 2001).

High information asymmetries are present in the IPO context. When conducting an IPO, a
going-public firm reveals its financial reports for the first time on the registration statement,
which contains financial statements for the past three years. Public informational sources on
private companies are minimal. Consequently, a great deal of confidential and useful
information about a new issuer prior to the IPO is in the hands of its executives, prohibiting
external shareholders from truly understanding the company (Cheung and Krinsky, 1994;
Barzel et al., 2006; Balatbat, 2006). This divergence in information between investors and
issuers and the scarcity in credible, unbiased information sources make it difficult for investors
to analyse the appropriateness of the published accounting information representing the
potential growth of the organisation. As a result, self-interested executives have strong motives
to opportunistically distort published earnings around the IPO to boost share prices.
Furthermore, in the immediate post-IPO phase, lock-up constraints on managers' selling of
shares are claimed to encourage managers to attempt to control profits upwards in order to

retain high share prices until after the lock-up period (Teoh et al., 1998a).
2.3.3.2.Signalling theory

Signalling theory argues that the same information is not transmitted by all market participants.
Evidently, in the context of business environment, there is often insufficient information
exchange between different parties within the organization (Myers & Majluf, 1984). Managers
are also perceived to be the most knowledgeable group on the potential prospects of the
organization, and they typically have proprietary information that enables them to send out
messages to various customers and market participants. Initially developed by Spence (1973),
signalling theory was then popularised by Ross (1977), who investigated the association

between managers and shareholders in the presence of information asymmetry.
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Providing details about the company's goals and future opportunities, managers may manage
earnings to disclose the company's performance. Deprived of this information, the market
infers information from both the behaviour of managers and the reported results in order to
form their own conclusions (Aerts et al., 2013). As a result, managers will disclose and
exchange proprietary information about the potential growth of the firm through particular
accounting activities. This corresponds to the convergence of business perceptions with those
of management members (Sun et al., 2013). According to Xue (2004), only businesses with
good potential prospects can manage their performance to transmit messages to shareholders
and other stakeholders. Similarly, Altamuro et al. (2005) state that engagement in earnings
management activities is justified by the assumption that managers seek to disclose important
information on the potential growth of the firm.

Research on signalling theory identifies two kinds of signal: informational and opportunistic
signals. The first category establishes the notion that managers with proprietary information
want to disclose this information in order to ensure that share prices more accurately reflect
their firm’s intrinsic value, thereby reducing information asymmetry between various market
participants. Ahmed et al. (1999) identify that firms with a high expected growth utilise
earnings management to communicate these investment opportunities. The second form of
signal, opportunistic signals, occurs when managers attempt to disguise non-profitable projects
and deceive shareholders in order to obtain personal benefits such as job security or to increase
their wealth in terms of outcome-related compensation. This approach also applies to the theory
of management thresholds, which predicts that managers will disseminate misleading signals

to reach particular outcome thresholds.
2.3.3.3.Positive accounting theory

Positive accounting theory, also referred to legislative-contractual theory or political-
contractual theory, is one of the most widely-used theories in the literature.’® Positive
accounting theory, introduced by Watts & Zimmerman (1978 and 1986), suggests multiple
accounting methods employed to manipulate the company's reported results. According to the

theory, managers might exhibit two behaviour patterns: opportunistic behaviour, prioritizing

15 Some previous research refers to Positive accounting theory as legislative (political)-contractual theory or
politico-contractual theory (Mironiuc et al., 2015, Nezha, 2019, Charfeddine et al., 2013, Lakhal et al., 2014).
Nezha (2019) states that Positive accounting theory is built on a firm's political and contractual vision. Particularly,
the firm's political and contractual responsibilities, such as debt contracts, employee remuneration, and future
negative costs, might force executives to mislead the outcomes.
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their benefit at the detriment of other shareholders, and behaviour aimed at maintaining

accounting principles effectively to increase the firms’ performances.

Watts & Zimmerman (1986) proposed three potential causal causes motivating the need for
earnings management: compensation, debt and size. According to the compensation
requirements, managers tend to accelerate and boost profits in order to optimise their benefits,
particularly if there is a significant association between the compensation ratio and the firms'
performance. In terms of debt-related motivation of earnings management, Duke et al. (1995)
suggest three terms of debt contracts employed in the United States including: (1) demanding
a minimum amount of non-distributable earnings; (2) enforcing a minimum amount of working
capital; and (3) enforcing a maximum amount of debt. Below the thresholds of minimum
earnings and minimum working capital, no additional debt will be accumulated. Exceeding the
threshold of maximum debt will result in a requirement to renegotiate debt contract which can
increase costs or allow creditors to gain ownership of the company. Therefore, managers may
manage earnings to satisfy these thresholds. The third earnings-management incentive refers
to firms' size. Watts & Zimmerman (1978 and 1986) and Healy & Wahlen (1999) observe that,
as corporations become more influential and visible, they are more likely to be regulated and
will be more inclined to avoid breaching antitrust law and prevent state penalties.
Consequently, large companies are likely to manipulate or even decrease their net profit

through the use of earnings management in order to reduce such political costs.
2.3.3.4.Threshold management theory

Management threshold theory, developed by Burgstahler & Dichev (1997), suggests that firms'
managers are likely to employ earnings management to meet market expectations, that is,
earnings threshold. Burgstahler & Dichev (1997) were the first scholars to investigate such
anomalies in the reporting of accounting data. They mention the presence of two kinds of
thresholds: the zero-result threshold (to prevent losses) and the threshold of nil variation (to
prevent a reduction in income). In addition, Degeorge et al. (1999) suggest that there are

significant incentive for firms to meet the threshold set by analysts’ expectations.

Market participants often employ these thresholds as metrics to measure firms' performance.
Therefore, the existence of anomalies around the threshold was viewed as a distortion of the
accounting outcome. Vidal (2010) argues that managers are likely to conduct earnings

management to meet or even surpass these thresholds. In practice, executives resist disclosing
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losses and favour a null outcome or even a poor positive outcome. Other than optimizing their
compensation, managers have incentive to present positive performances since it demonstrates
their ability to meet or surpass their goals (Aerts et al., 2013) and thereby preserve their prestige

and improve their demand on the job market.

Degeorge et al. (1999) tried to rank the three thresholds employed in previous research by
addressing the psychological impact of negative outcomes on investors. The authors regard a
first preference for a minimally positive outcome, a second preference for growth in outcome
and, eventually, preference for meeting predictions. Considering the psychological theory that
human minds undergo an inherent aversion to negative figures, it is more encouraging for
managers to disclose good outcomes than negative, null or decreasing outcomes. This conduct
is also explained by the cognitive theory developed by Schelling (1960) who assumed that the
human psyche makes a significant distinction between positive and negative values. This
prohibits executives from disclosing unfavourable outcomes and motivates them to use

accounting techniques to avoid presenting such an outcome.
2.3.3.5.Entrenchment theory

Entrenchment is defined as the strengthening of managers’ positions within the organization
by making their replacement costly and challenging. Managers would attempt, through their
administration, to improve their discretionary role in order to increase their wellbeing and
receive substantial rewards. Therefore, the role of executives is irreplaceable under
entrenchment strategies. Earnings management is developed from the entrenchment principle.
Evidently, by owning certain amounts of shares, the interest of the executives aligns with that
of the stockholders, consequently the management is expected to be properly handled.
However, as assumed in entrenchment theory, the manager may behave in their own interests

by attempting to increase their shareholdings by managing the earnings numbers.

Klein (2002) identifies a positive association between earnings management and managerial
shareholdings, indicating that managers conduct earnings management to maximise their
shares of capital. This form of conduct has been observed, in fact, prior to financing activities
such as the issuance of new shares, the acquisition of shares or the distribution of stock options
(Aboody & Kaznik, 2000). As a result, executives opt for a drop in profits before capital
purchases in order to cut share prices on a temporary basis and take advantage of the lower-

cost process. Therefore, the engagement in earnings management could be explained by
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managers’ objectives to decrease the cost of financing, enabling executives to promote

themselves and become major owners in a company with minimum cost.
2.3.3.6.Revelation theory

In several strands of economic theory, it is often useful to be capable of characterising the
conditions under which the economic decision-making variable of interest is irrelevant.
Prominent instances of this are the Modigliani and Miller (M&M) theorems, in corporate
finance, and the Coase theorem, in welfare economics. Modigliani and Miller (1958) point out
the circumstances under which a company's financial structure is unrelated to its value. The
irrelevance theorems are helpful, not because the hypotheses on which they are centred are
somewhat representative of the real environment, but since they allow us to concentrate on how
the economic choice of interest would be influenced if one or more of the impractical

hypotheses are eased.

In the context of earnings management, the revelation principle specifies that managers would
not be able to reap the benefits from managing earnings provided that the following optimal

requ irements are met:

e Ideal and cost-free contracting and contract implementation, which include a binding
pre-commitment;

e Ideal Bayesian logic on behalf of corporate shareholders and managers;

e Common knowledge: everybody acknowledges the dynamics of the game and the
reliability of the system of revealing managers’ inside information is acknowledged by
market participants.

e Cost-free management information exchange: executives can disclose whatever they

wish to shareholders at zero cost.

Accounting researchers identify that earnings management persists as the aforementioned ideal
conditions are relaxed and/or violated. According to Walker (2013), the most important
systemic infringements of the ideal circumstances that exist in the real world, which can lead

to the occurrence of earnings management, include:

e High contracting costs resulting in the need for simpler general terms, such as financial
contracts relying on rolling GAAP, allowing managers to misuse the discretion afforded
within the GAAP.
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e Coordination and commitment between a wide range of investors is challenging to
attain; thus, contracts are likely to be frequently renegotiated;
e Many shareholders tend not to be completely rational: stock prices are influenced by

bubbles and panics, so executives may question shareholders' rationality;

e The existence of third parties (e.g. competitors, trade unions, tax officials, regulators)

can render communication with shareholders costly.

This thesis first examines, in chapter 3, the impact of IPO firm characteristics on the
extensiveness of the SEC review. From the perspective of public interest theory, the SEC, as a
regulatory agency, may tend to protect the benefits of the whole society, maintain the efficiency
of the capital market, and avoid capture by any party (e.g. IPO issuers). Therefore, if any
potential deficiency in the informational quality of their IPO registration statements as
indicated by IPO firm's characteristics is identified, the SEC review, in line with the assumption
of public interest theory, may become more intense.

Secondly, the impact of the JOBS Act on the extensiveness of the SEC review is then
investigated in chapter 4. Under the assumptions of iron triangles theory, capture theory and
congressional dominance theory, the SEC, a bureaucracy of the Congress, is expected to satisfy
the reporting exemptions required by the JOBS Act, which was passed by the U.S Congress,
in order to alleviate the reporting burden for EGC IPOs, which is considered as an interest
group. Specifically, capture theory assumes the Congress tends to align itself with interest
groups for their electoral support. Recognising that, the bureaucracy will execute regulations
approved by the Congress in ways that benefit the interest groups, in order to secure their
financial support from the Congress, as assumed in iron triangles theory and congressional

dominance theory.

Agency theory, signalling theory, positive accounting theory, threshold management theory,
and entrenchment theory all assume that firms generally, and IPO firms, specifically, tend to
engage in earnings management as motivated by information asymmetry, managers’ own
benefits (e.g., shareholdings), political costs, threshold, challenging commitment to investors.
These motivations always are particularly pronounced in the IPO context. The study presented
in Chapter 5 examines whether the SEC review effectively address earnings management in

IPO registration statement. In line with the assumption of public interest theory that by enacting
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regulations, the regulator can effectively address the business flaws, the SEC is expected to
perform their proposed duties successfully.

2.4.Prior empirical findings
2.4.1. Determinants of SEC review

Previous research has mainly focussed on SEC reviews of periodic filings (e.g. 10-K; 10-Q),
rather than reviews of IPO disclosures, specifically. In this broader context, studies have
investigated the likelihood of firms receiving a comment letter, the extensiveness of SEC
reviews, and the typical content of SEC comment letters. Studies in this area usually employ
proxies reflecting elements cited in SOX Section 408 paragraph (b), which includes the criteria
used by the SEC to select periodic filers for review. Cassell et al. (2013) observe that the
likelihood of receiving a comment letter conforms well to the SOX section 408 criteria as well
as other determinants reflecting possible informational issues. Specifically, firms restating
previously issued financial statements, having more volatile stock returns, older firms, firms
having more fragile financial health, more complicated operations, no separation of CEO and
chair positions, less external funding, or firms not engaging high-quality auditors are identified
to be more likely to receive the SEC comment letters. Cassell et al. (2013) also observe that
the likelihood of receiving the SEC comment letters is greater for bigger firms when not
controlling for corporate governance differences. Cunningham et al. (2019) and Gunny &
Denver (2020) also identify that bigger firms, and firms with weaker internal controls and more

volatile stock returns are more likely to receive an SEC comment letter.

Research investigating the likelihood of receiving SEC comment letters also focus other types
of filings required by the SEC or certain financial reporting standards, for example, 8-K filings
reporting a change in auditor (Ettredge et al., 2011), reports of executive compensation in proxy
statements (Robinson et al., 2011), registration statements (Agarwal et al., 2017; Johnson et
al., 2020; Schuldt & Vega, 2018), non-GAAP reporting (Donelson et al., 2020), IFRS
(Gietzmann & lIsidro, 2013; Linthicum et al., 2017) as well as other accounting choices or
filings (Bens et al., 2015; Boone et al., 2013; Hennes & Schenck, 2014; Kubick et al., 2016;
Pettinicchio, 2020; Rosati et al., 2017).

The literature also investigates how external factors affect the likelihood of receiving a
comment letter, for instance, foreign monitoring mechanisms (Naughton et al., 2018), political

connections (Heese et al., 2017), and the SEC's own budget constraints (Ege et al., 2020; Gunny
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& Hermis, 2020). By investigating the likelihood of receiving a comment letter, scholars have
also verified the qualitative metrics of document similarity (Brown et al., 2018) and have
discovered avenues for spillover effects and information transfer between market participants,
for example, from industry peers (Brown et al., 2018; Hennes & Schenck, 2014) or auditors
(Baugh & Schmardebeck, 2020; Bills et al., 2020). Furthermore, higher information
uncertainty is identified as another factor that increases the likelihood of receiving a comment
letter (Chen & Johnston, 2010).

In addition, the literature commonly focuses on the duration of SEC reviews, the number of
comment letters or the number of comments in the initial SEC comment letter as the proxies
of the extensiveness of SEC reviews (Cassell et al., 2013; Duro et al., 2017; Ertimur &
Nondorf, 2006; Heese et al., 2017). The determinants of SEC review extensiveness examined
in these studies, on the whole, have similar impacts in terms of predicting the likelihood of
receiving a comment letter. Other factors that have been observed to affect the extensiveness
of SEC review include information uncertainty (Ertimur & Nondorf, 2006), industry
characteristics (Colaco et al., 2018), the expertise and position of SEC staff conducting the
review (Baugh et al., 2017) and earnings quality (Schuldt & Vega, 2018).

Ertimur & Nondorf (2006) find that when reviewing registration statements prepared by IPO
firms, the SEC issue fewer comments when reviewing firms with more experienced Chief
Financial Officers, which implies higher reporting quality. They also observe that the SEC
issues more comment letters and comments for IPO firms having outside, independent
blockholders and with a higher percentage of shares held by the CEO, perhaps since these firms
face stronger incentives to engage in earnings management (Dechow et al., 1996). Colaco et
al. (2018) provide evidence that higher levels of ex-ante information uncertainty are associated
with longer IPO durations, implying a greater level of scrutiny exercised. Baugh et al. (2017)
demonstrate that individual SEC reviewers with a more senior job position tend to spend less
time reviewing disclosures and address more issues in their comment letters. They also find
that reviewers who are accountants comment on more issues than non-accountants (e.g. general
attorney reviewers). Examining SEC oversight of earnings management through revenue
manipulation, Schuldt & Vega (2018) observe that the SEC is likely to provide more comments
on revenue recognition issues on IPO prospectuses exhibiting greater earnings management

and hence, lower earnings quality.
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Analysing the content of SEC comment letters, previous studies have focused on the range of
specific issue types categorised by Audit Analytics (Cassell et al., 2013; Gunny & Hermis,
2020; Ryans, 2015). The number of words in the first SEC comment letter is also used as a
measure of review extensiveness (Johnson et al., 2020). Studies employing these measures, in
general, identify that the factors affecting them are comparable to those affecting the likelihood
of receiving a comment letter. Furthermore, these facets of SEC comment letters are also
identified to be determined by SEC reviewers' characteristics ( Baugh et al. , 2017; Do &
Zhang, 2018; Kubic, 2020; Robinson et al., 2011), the SEC's budget constraints (Ege et al.,
2020; Gunny & Hermis, 2020), and the enactment of the JOBS Act (Agarwal et al., 2017).

Scholars have also investigated remediation costs in relation to addressing SEC reviewers’
comments, as measured by the number of the SEC comment letters or ‘rounds’ during the
issuers' correspondence with the SEC, and the duration between the date of the initial SEC
comment letter and the effective or completion date of the IPO (Cassell et al., 2013; Cassell et
al., 2019; Do & Zhang, 2018). Similar determinants of the likelihood of receiving a comment
letter are also identified to affect the cost of remediation. Furthermore, previous research also
identifies that remediation costs are reduced for firms that copy-in the external auditor within
their initial response to the SEC (Ballestero & Schmidt, 2019), and those benefitting from the
involvement of external securities lawyers (Bozanic et al., 2018). However, remediation costs
are increased for firms making excessive use of complicated words in their communications
with the SEC (Cassell et al., 2019).

2.4.2. Benefits and costs of the JOBS Act

There are distinct strands to the literature on the impact of the JOBS Act on IPOs. On the one
hand, previous research documents the advantages of the Act to going-public firms (e.g.,
Dambra et al.,2015 and Dambra & Gustafson 2018). Especially, Dambra et al. (2015) identify
a considerable growth in U.S. IPO markets, specially EGC IPOs, following the enactment of
the JOBS Act. The authors observe that during the period April 2013 to March 2014, the
number of IPOs and the percentage of EGCs were at their highest levels since 2000. This
increase was partly due to high valuation within the biotechnology and pharmaceutical
industries. The authors also document an increase of 21 IPOs per year, on average, following
the passage of the JOBS Act — a 25% rise in the total number of IPOs over the 2001-2011

period.
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Dambra et al. (2015) suggest that the increase in IPO volume under the JOBS Act may also be
partly driven by market conditions, as bull markets dominated in the period following the JOBS
Act’s enactment. Participation by analysts in the securities issuance process increased under
the JOBS Act, and analysts became more optimistic following the JOBS Act. Investors, going-
public firms, analysts and underwriters evidently benefit from this post-JOBS increase in the
analyst' optimism. Specifically, investors selling their stocks following the disclosure of
excessively optimistic analyst research, usually institutional investors, take advantage of the

analysts' optimism in order to trade on more favourable terms.

Greater analyst involvement in the IPO process also increased the positive association between
optimistic research and post-1PO purchasing quantity, which may be advantageous to analysts
and underwriters as greater post-IPO purchasing quantity can increase analysts' compensation
and underwriters' revenues (Dambra et al., 2015). Greater underpricing resulting from
optimistic analyst reports can possibly enhance underwriters' reputation amongst their favoured
issuers (Betty and Ritter, 1986, Reuters, 2006). Dambra et al. (2015) additionally provide
evidence that optimistic opinions are more likely to result in increased offering prices following

the JOBS Act, implying that excessive optimism may reduce going-public firms' cost of capital.

On the other hand, prior research identifies the direct and indirect costs of the Act as a result
of increased information asymmetry (e.g., Chaplinsky et al. 2017 and Barth et al., 2017).
Chaplinsky et al. (2017) identify that the direct costs of issuance might not be lowered
following the JOBS Act. However, supporting the argument that fewer mandated disclosures
under the JOBS Act might reduce information transparency, the authors provide evidence that
undepricing, an indirect cost of issuance, is on average 11 percentage points higher for firms
that are newly qualified as EGCs. This additional cost results in a 3% loss of post-IPO market
value for newly-eligible EGCs. Interrogating possible benefits of the JOBS Act, the authors
draw a conclusion that it is unlikely that any examined benefits are significant enough to

counterbalance the increased costs through underpricing.

Providing additional evidence about the costs of the JOBS Act, Barth et al. (2017) identify that
underpricing and post-IPO volatility, two proxies of information uncertainty, vary according
to the range of provisions adopted by EGC IPOs. The authors observe that the provision for
confidential reviews and the de-burdening provisions of the JOBS Act result in increased
information uncertainty around IPOs. Furthermore, the authors identify that the number of

JOBS Act provisions adopted by EGC IPOs is positively associated with the degree of
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information uncertainty, as indicated by bid-ask spreads, suggesting an overall increase in
information uncertainty under the JOBS Act. The decrease in mandatory disclosure is also
found to be positively related with the number of dedicated institutional investors who prefer
using private information. The increase in information uncertainty is also identified to be

experienced to greater extent by EGC IPOs having higher proprietary costs of disclosure.
2.4.3. Earnings management incentives in the IPO context

Teoh et al. (1998b) suggest two plausible reasons why IPO firms are likely to manage earnings
when going public. First, the IPO market is one where market participants (e.g. investors,
regulators, auditors, analysts) carry out evaluations of IPO issuers with limited information
about prior firm performance. High information asymmetry is a typical characteristic of the
IPO market (Leland & Pyle, 1977). Rao (1993) shows that media coverage of IPOs is sparsely
available in the pre-1PO period. IPO prospectuses, which are drawn up by the issuer and their
underwriter, form a substantial part of the available information about the issuer (e.g. their
business, financial statements and future prospects). Therefore, when evaluating the issuer’s
performance and prospects, investors and other market participants must rely heavily on the

prospectus.

Aharon et al. (1993) state that if information about a specific firm is scarce in the market, there
would be external requirements for and dependence upon the firm’s IPO disclosures, which
typically contain only one to three years of annual and quarterly financial statements. Due to
the scarcity of other publicly available information to corroborate the accounting information
in prospectuses, investors have difficulties in appraising whether the accounting information
precisely reflects the issuers’ actual performance. If investors are not able to comprehend the
quality of accounting information provided in the prospectus, issuers may be incentivised to
window dress their performance by distorting the reported earning in order to attract investors.
According to Gibbins et al. (1990), if there is little public information about a specific firm, the
firm will have greater incentives to engage in opportunistic reporting activities by exercising

their discretion in reporting financial information.

Second, a successful IPO would generate valuable capital resources to fund issuers’ business
expansion as well as to potentially pay off current debts. Therefore, IPO issuers may have
considerable incentives to exploit discretion available in reporting and price formation to

ensure full subscription of their offerings. In the process of setting the offering price,
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underwriters often base the price on going-public firms’ earnings numbers and the price-
earnings ratio of peer public firms in the same industry as the going-public firms to recommend
the offering price in prospectuses. Consequently, the going-public firms may be incentivised
to report favourable earnings numbers in the prospectus (i.e. engage in income-increasing
earnings management), in order to maximise their offering value. Specifically, reporting
favourable earnings numbers may increase the offering value through not only achieving a
higher offering price but also increasing the probability of receiving full subscription and

completing the offering successfully.

Overall, when going public, IPO issuers have strong incentives to manage their earnings to
mislead potential investors due to the information asymmetry between the issuer and their
investors in the IPO market, as well as the issuer’s opportunistic motivations of building and
growing a successful offering. There are two strands of recent research providing evidence
about the IPO firms’ engagement in the earnings management activity. One documents more
conservative reporting of earnings around IPOs (e.g. Fields et al., 2001; Herbohn et al., 2010;
Kallunki & Martikainen, 2003; Louis & Robinson, 2005). The other documents the existence
of aggressive or opportunistic income-increasing earnings management in the 1IPO context (
e.g. Alhadab & Clacher, 2018; Alhadab et al., 2015, 2016; Gao et al., 2017; Gounopoulos &
Pham, 2017, 2018; Kouwenberg & Thontirawong, 2016). International evidence about
increased earnings management activity by IPO firms has been observed in many jurisdictions,
such as the United States (e.g. Chahine et al., 2012; Gounopoulos & Pham, 2017, 2018; Louis
& Robinson, 2005), the United Kingdom (e.g. Alhadab et al., 2015, 2016), Netherlands (e.g.
Roosenboom et al., 2003) and Asian countries (e.g. Ahmad-Zaluki et al., 2011; Kouwenberg
& Thontirawong, 2016).

2.5. Conclusion

SEC reviews perform a crucial role in the U.S. capital market as they serve a purpose of
protecting investors by monitoring IPO approval processes, as well as enhancing the
informational quality of the IPO environment. However, it is possible that SEC reviews fall
short of this ideal as there exists a wide range of internal and external factors potentially
affecting the effectiveness of SEC reviews. This literature review chapter elaborates the
institutional background, theoretical framework and prior empirical findings in regard to the
determinants and effectiveness of SEC reviews. Specifically, the chapter summarises and

critically analyses backgrounds, theories and literature relating to the determinants of SEC
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review extensiveness. The benefits and costs of the JOBS Act are then reviewed in terms of
potential impacts on SEC reviews. Finally, earnings management incentives in the IPO context
are discussed.

The chapter starts by discussing the institutional background of the U.S IPO market. There are
two major types of IPO marketplaces in the U.S. including stock exchanges (e.g. New York
Stock Exchange or NYSE, and NASDAQ) and OTC markets (e.g. Pink Sheets). In a U.S. IPO,
key parties usually consist of internal staffs of going-public firms, underwriters, counsels,
external auditors, a transfer agent, a financial printer and external advisors. Key regulator
overseeing the U.S. IPO market is the SEC. Another regulatory body in the U.S IPO market is
the FINRA who govern IPO firms” underwriters. The U.S. IPO process and stock markets are
governed by a considerable number of regulations including the Securities Act of 1933, the
Dodd Frank Act, the JOBS Act and a range of listing requirements of stock exchanges (e.g.,
NYSE, NASDAQ). An IPO process normally comprises three main phases including pre-filing
phase, SEC review process and marketing/execution phase.

Regarding the review process, the SEC require all going-public firms to file registration
statements (i.e., S-1 filings) in order to register their initial offerings. The S-1 filing is the very
first disclosure required and reviewed by the SEC. The registration statement contains
information related to IPO firms’ business, their offering, their corporate governance
arrangements and financial statements for the first time. The SEC, specifically the Division of
Corporation Finance, then review all IPO registration statements and issue comment letters
requesting clarification, justification, or amendments on certain matters where deemed
necessary. SEC comment letters, which are released publicly on the SEC’s EDGAR system,
usually consists of six sections including heading, subject line, beginning, itemised comments,

ending and signature.

According to public interest theory, the regulatory agency (e.g., the SEC) is believed to satisfy
the needs of society as a whole rather than merely serving private interests. According to this
perspective, the SEC retains neutrality when conducting their reviews (Gunny & Hermis,
2020; Heese et al., 2017; Philips & Zecher, 1981). However, there have been several extensive
debates on public interest theory. The assumption of market failure within public interest theory
is not practical as the market system itself is also capable of creating institutions to correct for
any failures. In addition, the assumption that government intervention is always efficient or

effective is questionable as there might be other inevitable inefficiencies (e.g., imperfect
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competitiveness, inaccurate information) existing elsewhere in the market. Therefore,
regulatory agency might not be neutral in some cases, especially when the assumptions of

market failures and effective government intervention are violated.®

Distinct strands of the literature discuss a potential determinant of SEC reviews, namely the
JOBS Act (Agarwal et al., 2017; Lowry et al., 2020). The Chicago theory of regulation or
‘capture theory’ states that interest groups exercise political pressure and as a result, they may
receive political benefits at the expense of others. The enactment of the JOBS Act can be
considered as the response of Congress to pressures from market participants to revitalise the
American capital markets. On the one hand, the SEC is believed to satisfy the “de-burdening”
provisions under the JOBS Act since these provisions offer several advantages to ECG IPOs,
as documented by Dambra et al. (2015) and Dambra & Gustafson (2018). In this vein,
according to Iron Triangle theory, bureaucracies (e.g. the SEC) serve as the implementation
mechanism of regulations approved by Congress (e.g. the JOBS Act) as Congress is a major
source of the bureaucracies' budgets. Similarly, the congressional dominance theory supposes
that regulatory agencies are under Congressional control and are likely to be directed by
legislations issued by the legislature. On the other hand, the SEC is argued to be more extensive
under the JOBS Act as there are a number of direct and indirect costs of the Act as a result of

increased information asymmetry (e.g., Chaplinsky et al. 2017 and Barth et al., 2017).

When conducting an IPO, an issuer has strong incentives to engage in earnings management in
order to deceive potential investors about their true financial performance. This is because
information asymmetry between the issuer and their investors in the IPO market is high. In
addition, the issuer also has opportunistic motivations of building and growing a successful
offering. Many theories support the existence of earnings managements in the IPO context.
Agency theory state that the existence of information asymmetry between the principal (e.g.
shareholders) and the agent (e.g. corporate managers) may lead to the conflicts of interest
between these entities, resulting in moral hazard issues. Signalling theory argues that there are

two types of signal, including informational signals, which aim to reduce information

16 The literature identifies SEC reviews to be impacted by a broad range of factors, including those cited in SOX
Section 408 paragraph (b), for example firm age, firm size, business complexity, corporate governance, financial
health and auditor quality (Cassell et al, 2013; Cunningham et al., 2019, Duro et al., 2017; Ertimur & Nondorf,
2006; Gunny & Denver, 2020), information uncertainty (Chen & Johnston, 2010; Ertimur & Nondorf, 2006),
foreign monitoring mechanisms (Naughton et al., 2018), political connections (Heese et al., 2017), the SEC's own
budget constraints (Ege et al., 2020; Gunny & Hermis, 2020), the expertise and position of SEC staff conducting
the review (Baugh et al., 2017), and earnings quality (Schuldt & Vega, 2018).
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asymmetry and more accurately reflect the firm’s intrinsic value, and opportunistic signals,

which aim to mislead shareholders about the firm’s poor performance.

In this vein, Positive accounting theory predicts two types of behaviour, including opportunistic
behaviour, prioritizing the managers’ interests at the expense of investors, and behaviour of
adhering to accounting principles in order to enhance firm performance. Management threshold
theory argues that corporate managers have incentives to conduct earnings management in
order to meet earnings thresholds. Entrenchment theory assumes that managers act in
opportunistic ways to increase their shareholdings by managing the earnings numbers.
Revelation theory specifies that earnings management might occur if the assumptions of ideal
conditions are relaxed (e.g. incomplete rationality of shareholders).

Literature about IPO firms’ engagement in the earnings management activity has developed
along two opposite strands. One supports conservative earnings management (e.g. Fields et al.,
2001; Herbohn et al., 2010; Kallunki & Martikainen, 2003; Louis & Robinson, 2005). The
other provides evidence on aggressive or opportunistic income-increasing earnings
management around IPOs (e.g. Alhadab & Clacher, 2018; Alhadab et al., 2015, 2016; Gao et
al., 2017; Gounopoulos & Pham, 2017, 2018; Kouwenberg & Thontirawong, 2016).

Overall, this chapter develops institutional settings by discussing the characteristics of the U.S
IPO market, the features of the IPO registration statement, the U.S IPO regulatory architecture,
SEC review process and the content of SEC comment letters, which all provide a
comprehensive understanding of the research topic and scope. In addition, many theories
including; public interest theory, iron triangles theory, capture theory, congressional
dominance theory, agency theory, signalling theory, positive accounting theory, threshold
management theory, and entrenchment theory, are covered in this chapter, which lays
foundations for hypotheses developed in this thesis. Finally, literature on the determinants of
SEC review, the benefits and costs of the JOBS Act and earnings management incentives in
the IPO contest are critically analysed in this chapter, which provides an overview of current
knowledge and gaps in the existing research. The next three chapters present three distinct
studies that are linked to three research questions developed in this thesis. Specifically, chapter
3 examines how the characteristics of IPO firms affect the extensiveness of SEC reviews? The
impact of the JOBS Act on the SEC review extensiveness is investigated in chapter 4. Chapter
4 aims to provide evidence about the effectiveness of the SEC review in addressing earnings

management within the IPO registration statement.

69



3. The effects of TPO firms’ characteristics on SEC reviews of IPO

registration statements
3.1. Introduction

This study aims to examine how the extensiveness of SEC reviews of S-1 filings, as indicated
by the duration of the SEC, the number of SEC comment letters, the number of comments and
the range of themes mentioned in the letters, relates to IPO firms’ characteristics. S-1 filings are
registration statements prepared by firms going public in the U.S., which provide information
about the initial-public-offering (IPO) firm’s financial health, business strategy, competitive
advantage in their industry and financial prospects. The U.S. Securities and Exchange
Commission (SEC) is an independent agency of the United States federal government, whose
key responsibility is conducting a careful review of IPO firms’ prospectuses in order to ensure
that IPO firms are reporting “meaningful financial and other information to the public” (SEC,
2013). In almost every comment letter, SEC reviewers express that .. .the purpose of our review
process is to assist you in your compliance with the applicable disclosure requirements and to

enhance the overall disclosure in your filing”.

Generally speaking, SEC reviews of IPO registration statement play an important role since they
aim to improve disclosure quality within U.S. IPO markets. The IPO environment is
characterised by high levels of information asymmetry which may induce IPO firms to make
insufficient or misleading disclosures to maximise the proceeds of the offering (Li & Liu, 2017).
Therefore, understanding SEC review process for S-1 filings, especially the determinants of the
review (e.g. IPO firms’ characteristics), is important since investors rely on the information
discloses through S-1 filings when making investment decisions. S-1 filings typically contain an
extensive amount of intangible information about the IPO firm’s future strategy and possible

problems which will likely affect investors’ evaluations (Loughran & McDonald, 2013).

Public interest theory, developed by Pigou (1932), suggests that regulatory bodies are neutral
and aim to protect the interests of society as a whole, rather than those of individuals in weak
and inefficient markets. There are a growing number of studies providing evidence that SEC
reviews are sensitive to firms’ characteristics as indicators of potential informational
deficiencies. For example, prior research identify that SEC reviews of corporate disclosure are
likely to more extensive for bigger firms (Cassell et al., 2013; Cassell et al., 2019; Cunningham
& Leidner, 2019; Eiler & Kutcher, 2016; Ertimur & Nondorf, 2006; Heese et al., 2017; Johnston
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& Petacchi, 2017; Li & Liu, 2017; Wang, 2016), perhaps because bigger firms are likely to be
more complicated (Boone et al., 2013; Chaplinsky et al., 2017) and more likely to display
reporting violations (Correia, 2014).

In terms of firm age, older firms, who might have greater weaknesses derived from their
diversified and complicated operations (Chaplinsky et al., 2017; Doyle et al., 2007), are
identified to experience more extensive SEC reviews (Baugh et al., 2017; Cassell et al., 2013;
Chen & Johnston, 2010; Colaco et al., 2018; Heese et al., 2017; Johnston & Petacchi, 2017).
Concerning business complexity, empirical findings demonstrate that firms with greater
complexity in their businesses, who have greater sales growth, more business segments, and who
conduct restructuring and M&A activities, attract greater SEC scrutiny (Baugh et al., 2017;
Cassell et al., 2013; Duro et al., 2017; Heese et al., 2017; Wang, 2016), perhaps because these
firms have a weaker informational environment and low reporting quality (Cassell et al., 2013;
Jiang et al., 2005).

With regard to financial health, prior research provides evidence that SEC reviews of corporate
disclosures are more extensive for firms with complex financial issues or potential issues related
to financial health as indicated by higher leverage (Duro et al., 2017; Ryans, 2015), greater
probability of bankruptcy (Cassell et al., 2013), firms with positive earnings (Baugh et al., 2017;
Wang, 2016) as they are more likely to be disclosing misleading earnings numbers in order to
attract investors (Teoh et al., 1998a), and firms with lower external financing (Baugh et al., 2017,
Cassel et al., 2013; Heese et al., 2013; Wang, 2016) who might have lower disclosure quality
and reporting compliance (Ettredge et al., 2011; Lang & Lundholm, 1993; Wang, 2016).

Regarding auditor quality, SEC reviews are observed to be less extensive for firms audited by
high-reputable auditors (Cassell et al., 2013; Cassell et al., 2019; Colaco et al., 2018) suggesting
they mitigate reporting problems (Ball & Shivakumar, 2008; Chang et al., 2008; Johnston &
Petacchi, 2017; Li & Liu, 2017 and Venkataraman et al., 2005). Finally, the strength of corporate
governance arrangements has also been found to play an important role. Prior empirical findings
suggest that firms with weak corporate governance, e.g. exhibiting CEO-chairperson duality,
tend to experience more extensive SEC reviews (Cassell et al., 2013; Ettredge et al., 2011; Heese
et al., 2017; Robinson et al., 2011) since they are likely to have more potential reporting
deficiencies (Dechow et al., 1996; Ettredge et al., 2011; Ertimur and Nondorf, 2006; Robinson
etal., 2011).
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While a number of existing studies explore how firm characteristics affect the extensiveness of
SEC reviews, as mentioned above, these research mostly examine SEC reviews of annual filings
(e.g. 10-K, 20-F, 40-F), 8-K filings, proxy statement filings and filings other than IPO
registration statements (i.e. S-1 filings). Findings from the above studies might not generalise to
SEC reviews of S-1 filings since S-1 filings contain the information that is more specific to the
securities offering. More closely related to this study, Ertimur & Nondorf (2006) examine effects
of IPO firms’ managerial expertise and their corporate governance on SEC reviews on S-1 and
SB-2 filings and identify that higher managerial expertise is likely to reduce the number of
themes mentioned in SEC comment letters. Another related study is that of Colaco et al. (2018),
who examine the determinants of IPO waiting periods, including the impact of information
uncertainty and industry or market characteristics. They identify that firms with greater ex-ante
information uncertainty, higher underpricing, and poorer post-IPO performance are likely to
have experienced longer waiting periods, which include the period of their SEC review.

This study differs from Ertimur & Nondorf (2006) and Colaco et al. (2018) in three aspects. First,
this study examines a broader range of IPO firm characteristics potentially impacting SEC
reviews of S-1 filings than merely IPO firms’ managerial expertise, corporate governance
(Ertimur & Nondorf, 2006) and industry or market characteristics (Colaco et al., 2018). Second,
this study employs a more recent sample period, which covers recent and important regulatory
changes which are likely to have substantially affected SEC reviews, e.g. the Dodd Frank Act in
2010 and the JOBS Act in 2012. Third, while Ertimur & Nondorf (2006) examine SEC reviews
of S-1 and SB-2 filings, this study focuses only on S-1 filings in order to maintain consistency
within the sample and the content analysis. SB-2 is a simplified version of S-1 filings which

provides less detailed information about the IPO firm.

A further related study is Agarwal et al. (2017), who examine SEC comment letters during a
more recent period 2010 to mid-2014. However, their study focuses on the style of SEC comment
letters (e.g. tone, percentage of quantitative items), but not the intensity of SEC reviews.
Differently to Agarwal et al. (2017), this study examines differences in the intensity of SEC
reviews, which more closely relates to the effectiveness of their review activities, rather than

merely the style of their reviews.

Motivated by (1) the importance of understanding SEC reviews of S-1 filings, (2) the paucity of
research on how the broad range of IPO firm characteristics affect the intensity of SEC S-1

reviews, specifically, (3) the lack of research on S-1 filings in general, and (4) the lack of research
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on the impact of recent regulatory changes on S-1 reviews, e.g. the Dodd Frank Act, this study
examines the key research question: ‘How do IPO firm characteristics affect SEC reviews of IPO
registration statements?’. To answer the key research question, six broad categories of IPO firm
characteristics are considered in this study, namely company size, company age, business
complexity, financial health, auditor quality and corporate governance.

A sample of 909 U.S. IPO firms filing S-1 registration statements during the period 12" May
2005 to 31°% December 2017 is employed. Four proxies are employed to measure the intensity of
SEC reviews, namely: the duration of the IPO process; the number of SEC comment letters; the
number of comments; and the range of themes covered within comment letters. Multivariate tests
with negative binomial regressions are used to examine relationship between SEC S-1 reviews
and IPO firm characteristics. In addition, this study also investigates how issue types mentioned
in SEC comment letters affect remediation costs faced by the IPO firm, and whether the global
financial crisis of 2008-2009 has any moderating effect on the sensitivity of SEC reviews to IPO

firm characteristics.

The results show that bigger IPO firms are likely to: experience longer SEC reviews; receive
more comment letters; more comments; and comments on a wider range of themes. Older IPO
firms are also identified to experience a longer SEC review duration and receive more comment
letters. This study also observes that SEC reviews are likely to be more extensive for firms having
greater business complexity. Specifically, a wider range of themes in SEC comment letters is
observed for IPO firms having more business segments. Firms conducting M&As are also likely
to receive more comments and comments on a wider range of themes. However, the duration of
SEC reviews is identified to be longer for IPO firms having lower sales growth who might have
less business complexity, perhaps expressing the SEC’s concern that these firms are incentivised

to manipulate downward their sales in order to qualify for EGC status under the JOBS Act.

The results also show that the extensiveness of SEC reviews is greater for firms with poor
financial health or with potential issues related to the reporting of financial health, as SEC
reviews appear to be shorter for IPO firms using more external financing and having positive
reported earnings. IPO firms with higher bankruptcy risk are also identified to experience longer
SEC review duration, receive more comment letters, more comments and more themes covered
in the SEC letters. IPO firms not audited by Big4 auditors are also observed to experience longer
SEC reviews and receive comments on a wider range of themes. Overall, the results highlight

that SEC reviews of S-1 filings are more extensive for bigger and older firms, firms having more
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business segments, lower sales growth, firms conducting M&A activity, with less external
financing, positive earnings, greater financial distress and are not audited by high-quality
auditors.

Moreover, as compared with other possible issues highlighted in SEC comment letters,
comments on core accounting issues, non-core accounting issues, business issues and disclosure
issues are observed to result in higher remediation costs, and the costs are highest for comments
on core accounting issues. Furthermore, this study identifies that, during the period of the global
financial crisis, bigger IPO firms, IPO firms having higher external financing, and IPO firms
having higher a probability of bankruptcy are more likely to experience greater SEC review

extensiveness.

This study contributes to the extant literature by providing new and broad evidence about how
IPO firms’ characteristics affect SEC reviews of S-1 filings. Prior research on the determinants
of SEC reviews of IPO registration statements only identify impacts from a narrow range of firm
characteristics. e.g. IPO firms’ managerial expertise (Ertimur & Nondorf, 2006), the financial
crisis (Colaco et al., 2018), and the impact of technology industries and hot markets on the
duration of the IPO process (Colaco et al., 2018). Therefore, findings in this study extend the
literature by providing evidence on a much broader range of factors. In particular, it is the first
to shed light on the impact of company size, firm age, sales growth, the number of segments,
financial distress, external financing activities, M&A activities, profits and dual CEO and chair
on the extensiveness of SEC S-1 reviews, specifically. These findings are important since they
provide a better understanding of SEC reviews of S-1 filings, which is useful to investors,
auditors and other stakeholders who rely on SEC reviews to ensure the high quality of S-1 filings,
to facilitate their decision-making. In addition, this study, to some extent, provides IPO issuers
with the knowledge of how to speed up SEC review processes. For example, regarding the choice
of auditors, the findings suggest that IPO issuers should choose high-quality auditors (e.g. Big
4) to perform audit procedures could shorten IPO approval process. However, the issuer should

bear in mind the audit fee premium associated with appointing a Big 4 auditor.

This study also contributes by providing evidence on the sensitivities of SEC S-1 reviews to IPO
firms’ characteristics during a more recent period. This is important given important regulatory
changes, e.g. the 2010 Dodd Frank Act and the 2012 JOBS Act. In addition, this study also
deepens the understanding of the widespread effects of the global financial crisis 2008 — 2009

by providing evidence that SEC reviews are more likely to be more extensive for firms having
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potential issues in their reporting and funding activities during the financial crisis. Furthermore,
this study provides managers and other IPO participants with more information about
remediation costs in connection to SEC reviews by identifying that each type of issue mentioned
in SEC comment letters is subject to the different levels of remediation cost. Finally, this study
also contributes by providing a new coding scheme, which is a useful tool for future research on
issues relating to SEC reviews of S-1 filings.

The remainder of this chapter is organised as follows. Section 3.2 reviews the relevant empirical
literature. Section 3.3 discusses the data collection and methodology. The empirical results are
presented and discussed in Section 3.4, while Section 3.5 concludes the chapter.

3.2.Literature review

Public interest theory, developed by Pigou (1932), suggests that regulatory bodies aim to protect
the interests of the public as a whole rather than those of any individuals. He argues that the
regulatory bodies aim to serve the public interest when they are required by the public to
intervene, monitor and reform inefficient practices. Two main assumptions of public interest
theory are that (1) markets are very weak and inefficient, and (2) regulatory bodies are neutral
arbiters. Applying public interest theory, Godfrey et al. (2010) express that regulatory bodies
will intervene in firms’ disclosure processes in order to correct wrongdoings in information
reporting, to protect investors, and to gain the confidence of all market participants. Nevertheless,
public interest theory might not hold in the real world, as regulatory bodies could be captured by
big firms (Stigler, 1971) or lobbied by interest groups (Watts & Zimmerman, 1978).

In support of public interest theory, the prior literature provide evidence that SEC reviews can
uncover existing or potential informational deficiencies, such as information uncertainty (Colaco
et al., 2018; Chen & Johnston, 2010), low disclosure quality (Lowry, 2020; Schuldt & Vega,
2018), weak corporate governance (Cassell et al., 2013; Ertimur and Nondorf,, 2006; Ettredge et
al., 2011), and can improve the quality of the information environment (Li & Liu, 2017; Lowry,
2020; Schuldt & Vega, 2018).

The literature investigating the determinants of SEC reviews of firm disclosure is diverse. For
the sake of brevity, this study outlines empirical findings in relation to the research questions:
How do the IPO firm’s characteristics affect SEC reviews of IPO registration statements?
Specifically, this section addresses how SEC reviews are influenced by company size, age,

business complexity, financial health, auditor quality and corporate governance quality.
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Company size

Company size has long been argued to influence regulatory oversight, as Skinner (1994) suggests
that bigger firms might attract greater regulatory scrutiny. Ettredge et al. (2011) suggest that
corporate compliance with accounting and disclosure regulation is associated with company size.
Boone et al. (2013) identify that bigger firms have greater complexity and diversity. Chaplinsky
et al. (2017) also find that bigger firms tend to disclose more information. The SEC (2006) state
that, in accordance with SOX Section 408 paragraph (b), the Division of Corporation Finance
shall take company size, based either on market capitalization (SOX section 408 criterion 3) or
the level of impact on a sector of the economy (SOX section 408 criterion 5), as a key criterion
for selecting companies for periodic review. Correia (2014) suggests that bigger firms are more
likely to violate federal securities laws, and consequently are identified to have greater

probability of SEC enforcements.

Regarding the impact of company size on the extensiveness of SEC reviews, Cassell et al. (2013)
identify that bigger firms are more likely to receive SEC comment letters on 10-K filings,
experience longer SEC reviews (duration from the first comment letter to the ‘‘no further
comment’’ letter) and receive more comment letters from the SEC. Similarly, Cassell et al.
(2019) find a positive relationship between company size and the number of days in SEC review
duration and the number of SEC letters on 10-K filings. Wang (2016) identify that the probability
of receiving an SEC comment letter on segment disclosures and amending current reports is
higher for bigger firms. Likewise, Eiler & Kutcher (2016) also find that bigger firms are more
likely to receive PRE-related comment letters.!’ Johnston & Petacchi (2017), Duro et al. (2017),
Heese et al. (2017) and Cunningham & Leidner (2019) also identify that bigger firms have a

higher probability of receiving comment letters on 10-K filings.8

Li & Liu (2017) provide evidence that IPOs receiving comment letters on S-1 and SB-2 filings
are bigger than those not receiving comment letters. Lowry et al. (2020) show that bigger firms
are likely to receive longer comments about revenue recognition, capitalization, liquidity and

risk factor issues (in terms of the number of words). Examining IPO registration statements,

17 PRE stands for permanently reinvested earnings. The SEC oversight has concentrated on filers with PRE as
PRE-related reports are one of the limited sources containing information about foreign businesses. Because PRE-
related reports provide limited information, the SEC can make use of their review, particularly the PRE-related
SEC letters, to inquire more details about foreign businesses.

18 The finding of Duro et al. (2017) is demonstrated in the period after May 12th, 2005 when SEC began publishing
their comment letters.
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Ertimur & Nondorf (2006), find a positive relationship between company size and the range of
themes in comment letters on S-1 and SB-2 filings. Overall, prior research supports the view that
SEC reviews of corporate disclosures are likely to be more extensive for bigger firms.

The first hypothesis, therefore, is stated in an alternative form, as follows.

H1aiernative: SEC reviews of IPO registration statements are likely to be more extensive for bigger

issuers.
Company age

Chaplinsky et al. (2017) identify that older IPO firms are likely to disclose more information.
Doyle et al. (2007) observe that the older firm tends to have weaknesses as they are more likely
to have weaknesses in their accounting transactions. In line with the expectation that greater
scrutiny in the review process might be experienced by older firms, Cassell et al. (2013) find that
older firms are more likely to receive comment letters on 10-K filings and also experience higher
cost of remediation as indicated by the number of comment letters received during the review
process. Similarly, Chen & Johnston (2010) and Johnston & Petacchi (2017) provide evidence

that the probability of receiving comment letters on 10-K filings is higher for older firms.

IPO firms receiving comment letters on 10-K filings are observed to be older than those not
receiving any comment letter (Cassell et al., 2013; Heese et al., 2017). Likewise, Baugh et al.
(2017) identify that the sample of firms receiving comment letters on their annual fillings are
more mature than the sample of all firms on the Compustat database. Focusing on the PO
process, Colaco et al. (2018) observe that longer IPO waiting periods, which includes SEC
review process, are likely to be experienced by older firms. Taken together, these findings

indicate that older firms are likely to receive more extensive SEC reviews.
Therefore, the second hypothesis, stated in an alternative form, is as follows.

H2aiternative: SEC reviews of IPO registration statements are likely to be more extensive for older

issuers.
Company complexity

According to Baugh et al. (2017), Cassell et al. (2013) and Duro et al. (2017), company

complexity is greater for firms with higher sales growth, more reporting segments, and for firms
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conducting restructuring and M&A activities. Cassell et al. (2013) also suggest that company
complexity may decrease the quality of financial disclosures. Jiang et al. (2005) identify that
firms with greater expected growth are likely to be operating under conditions of higher
information uncertainty, which might attract more SEC scrutiny (Chen & Johnston, 2010; Colaco
et al., 2018; Ertimur & Nondorf, 2006). Heese et al. (2017) also state that firms with high sales
growth rates, indicating high growth expectation (Jiang et al., 2005), are often targeted by the
SEC for review.

Cassell et al. (2013) find evidence that high complexity increases the extensiveness of SEC
reviews of 10-K filings. Specifically, the authors identify that, compared with firms not receiving
any comment letters, firms receiving letters have greater business complexity as they have more
business segments, and are more likely to conduct restructuring and M&A activities. They also
observe that the SEC provide more comment letters for firms conducting M&A activities and
wider ranges of themes in the comment letters for firms having more business segments.
Likewise, Baugh et al. (2017) also observe that the sample of firms receiving comment letters
on their annual fillings more frequently restructure their operations and conduct M&A than the

sample of all firms on the Compustat database.

Heese et al. (2017) identify that the probability of receiving an SEC comment letter on 10-K
filings is higher for firms conducting restructuring or M&A, who may have more complexity in
their business. Similarly, Duro et al. (2017) find evidence that after May 12th, 2005 when SEC
began publishing their comment letters and firms’ correspondence, the probability of receiving
an SEC comment letter on 10-K filings is higher for firms conducting M&A. Wang (2016)
observes that firms engaging in restructuring activities are more likely to have deficient
disclosures as they receive comment letters addressing deficiencies in segmental reports, and are
more likely to amend (or commit to amending) the reports. The authors also identify that firms
with deficiencies in segmental disclosures are more likely to conduct M&A activities. In general,
the empirical findings reveal that the SEC increase the extensiveness of their review for firms

with greater complexity in their businesses.
The third hypothesis, therefore, is stated in an alternative form, as follows.

H3aiternative: SEC reviews of IPO registration statements are likely to be more extensive for issuers

with greater complexity in their business.
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Financial health

Building on prior work, this study focuses on firm leverage, financial distress, profitability and
needs for external financing as indicators of firms’ financial health. Regarding firm leverage,
Healy & Palepu (2001) argue that firms with high leverage ratios are likely to employ accounting
methods to boost their profits. Filatotchev (2019) also suggest that leverage ratios are positively
associated with the degree of earnings management. In line with arguments about the negative
effects of firm leverage on disclosure quality, Ryans (2015) identify that the probability of
receiving comment letters on 10-K filings is greater for firm with higher leverage. Likewise,
Duro et al. (2017) present evidence that after the SEC began publishing their review
correspondences in 2005, firms with higher leverage (i.e. have higher debt levels) are more likely
to receive SEC comment letters on 10-K filings.

Concerning financial distress, Schwartz & Soo (1995) observe that more reporting deficiencies
are conducted by firms that are close to bankruptcy. The authors also identify that firms in
financial distress are less likely to ensure reporting compliance. Begley et al. (1996) also find
that as compared with firms who do not have financial distress, distressed firms are more likely
to commit fraud. Brazel et al. (2009) and Dechow et al. (1996) find that firms in financial distress
are more likely to be noncompliant with GAAP. Similarly, Ettredge et al. (2011) suggest that
firms in financial distress are less able to comply with reporting requirements as revitalizing
profitability catches their managerial attention and is also their priority when investing their
meagre financial resources. Supporting potential reporting problems driven by corporate
financial distress, Cassell et al. (2013) identify that firms with a higher probability of bankruptcy
have a higher probability of receiving SEC letters and also receive more comment letters on 10-
K filings perhaps because they use their financial resources more sparingly when responding to

comment letters (Ettredge et al., 2011).

With regard to profitability or the value of earnings, Teoh et al. (1998a) suggest that IPO firms
often manipulate accounting information to report more positive earnings, in order to attract
investors, during the IPO year. Burgstahler & Dichev (1997) and Degeorge et al. (1999) also
argue that exceeding positive earnings thresholds incentivises firms to manage their earnings
numbers. Bushman & Piotroski (2006) posit that the SEC is more susceptible to political issues
derived from financial reporting scandals associated with overstatement rather than
understatement of earnings numbers. Supporting the potential negative consequences of

incentives to report positive earnings, Wang (2016) identifies that firms receiving SEC comment
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letters addressing deficient segment reports have higher abnormal profit than those not having
the reporting deficiencies. Baugh et al. (2017) observe that the sample of firms receiving
comment letters on their annual fillings typically report higher profits than the full sample of

firms on the Compustat database.

In terms of external financing needs, Ettredge et al. (2011) and Lang & Lundholm (1993) identify
that disclosure quality and reporting compliance are higher when firms have previously issued
debt or equity securities. Wang (2016) suggests that firms with funding from external resources
(e.g. equity or bond offerings) are likely to develop a more transparent information environment
in order to reduce the cost of capital. In agreement with arguments about the positive information
effects of external financing, Cassel et al. (2013) find that, as compared with firms not receiving
comment letters, firms receiving letters on 10-K filings are less likely to require funding from
outside the firms by issuing debt or equity securities. Cassel et al. (2013) and Heese et al. (2013)
also identify that firms who have obtained external financing have lower probabilities of
receiving comment letters on 10-K filings. Similarly, Wang (2016) find that firms receiving
comment letters about segmental disclosure deficiencies are less likely to require external
financing than those not receiving comment letters. Baugh et al. (2017) also identify that firms
receiving comment letters on their annual fillings rely less on external financing than a sample

of all firms on the Compustat database.

Overall, prior research provides evidence that SEC reviews of IPO registration statements are
more extensive for firms with financial problems or deficiencies, as indicated by higher leverage,

greater probability of bankruptcy, positive earnings, and lower external financing.
This thesis therefore states the fourth hypothesis in an alternative form, as follows.

H4aiternative: SEC reviews of IPO registration statements are likely to be more extensive for issuers

having more fragile financial health.
Auditor quality

According to Healy & Palepu (2001), in the U.S., one of the key targets of auditing services is
ensuring firms’ compliance with accounting regulations when preparing financial reports.
Johnston & Petacchi (2017) and Li & Liu (2017) suggest that firms that are audited by Big 4
auditors tend to be of lower risk and have more standard reports. Ball & Shivakumar (2008)

suggest that earnings numbers reported prior to IPOs are likely to be more conservative,
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explaining that it is likely due to increased auditor monitoring. Similarly, Venkataraman et al.
(2005) suggest that aggressive income-increasing earnings management may be constrained by
high quality auditors. Filatotchev et al. (2019) provide evidence that firms tend to have lower
abnormal accruals when they are audited by high-quality auditors (i.e. Big 6, Big 5 or Big 4
auditors). Chang et al. (2008) also observe that higher quality auditors (i.e. Big 4 auditors) are
more likely to mitigate accounting problems.

Consistent with the argument that Big 4 auditors constrain informational deficiencies, Cassell et
al. (2013) find evidence that being audited by a Big 4 auditor reduces: the probability of receiving
an SEC comment letter; review durations; the number of comment letters; and the range of
themes mentioned in comment letters on 10-K filings. Cassell et al. (2019) also observe that
firms audited by Big 4 auditors experience lower remediating costs as indicated by the duration
of review process and the number of comment letters on 10-K filings. Johnston and Petacchi
(2017) report that firms audited by Big 4 auditors are less likely to receive comment letters on
10-K filings. Focusing on IPO firms, Colaco et al. (2018) provide evidence that high-quality
auditors decrease the duration of the IPO process. Taken together, these findings suggest that

SEC reviews are less extensive for firms audited by high quality auditors.
The fifth hypothesis, therefore, stated in an alternative form, is as follows.

H>5arternative: SEC reviews of IPO registration statements are likely to be less extensive for issuers

that are audited by a Big 4 auditor.
Corporate governance'®

Brazel et al. (2009) suggest that poor quality corporate governance is likely to result in impaired
monitoring of corporate disclosure quality and hence increases the chance of fraud. Desai et al.
(2006) identify that firms having a CEO who is simultaneously the chair are likely to have low
quality of corporate governance. According to Dechow et al. (1996), firms conducting earnings

management are more likely to have CEO-chair duality. Ettredge et al. (2011) also identify that

1% Following previous studies (Cassell et al., 2013; Ertimur and Nondorf, 2006; Robinson et al., 2011), in a
preliminary test, besides the duality of CEO and chairman, this study also includes other indicators of corporate
governance such as the number of directors on the boards, the proportion of board seats held by managers, the
proportion of shares held by CEO. However, these indicators did not appear to have a significant impact on SEC
reviews. Moreover, the inclusion of these additional indicators of corporate governance reduces the test power due
to the problems of data availability in the IPO context, hence this study decides to omit them from the main analyses.
Therefore, it should be noted that the findings in this study are limited to one aspect of corporate governance, which
is CEO duality.
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low quality corporate governance, due to CEO-chair duality, is likely to decrease disclosure
compliance. Robinson et al. (2011) identify that firms having a CEO who simultaneously serves
as the chair have greater disclosure deficiencies. Examining [PO firms’ corporate governance,
Ertimur and Nondorf (2006) suggest that the board’s ability to monitor is likely to be impaired

if a member of management serves as the chair.

Robinson et al. (2011) identify that firms with weak corporate governance, as indicated by CEO-
chair duality, receive more comments in the SEC letters. Ettredge et al. (2011) consistently
observe that the probability of receiving a comment letter is lower when firms have separation
between the CEO and chair position. Cassell et al. (2013) provide evidence that lower quality
corporate governance, proxied by CEO-chair duality increases: the probability of receiving an
SEC letter; the range of themes addressed in SEC letters; the review duration; and the number of
comment letters issued to firms on their 10-K filings. Heese et al. (2017) identify that firms
receiving SEC letters on 10-K filings are more likely to have CEO-chair duality. Taken together,
these findings indicate that firms with weak corporate governance, as indicated by CEO-chair

duality, are likely to experience a more extensive SEC review.
The sixth hypothesis is therefore specified, in an alternative form, as follows.

H6aiternative: SEC reviews of IPO registration statements are likely to be more extensive for issuers

with duality between the CEO and Chair positions.
3.3.Research design
3.3.1. Sample selection

Employing the Thomson Reuters Eikon database, the initial sample is formed from the
population of IPOs who filed their registration statements during the period 121" May 2005 to
31% December 2017 on NASDAQ, NYSE and American Stock Exchange (AMEX).?° Following
previous studies in the IPO context, this study includes only IPO firms offering common shares,
and eliminates IPOs with offering price less than $5 per share, American Depositary Receipts
(ADRs) and financial firms, unit issues and simultaneous offerings (Gounopoulos and Pham,
2017, 2018; Lee, 2011; Li and Liu, 2017; Sletten et al., 2018). Since the focus is on the S-1

20 The SEC started publishing the IPO firms’ filings and the SEC comment letters from 12" May, 2005.
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review process, IPO firms filing registration statements on forms other than S-1 are excluded to
ensure the consistency within the sample.

The final sample contains 909 IPO firms. Of these, 784 IPO firms receive SEC comment letters,
and 710 IPO firms receive SEC comment letters on their initial S-1 filings. Table 3.1 presents
the sample selection procedures in more detail. SEC comment letters are manually collected from
the EDGAR database.?* The date of initial S-1 filings and IPO effective dates are collected from
Thomson Reuters Eikon.?? Accounting data are obtained from the Compustat North America

while corporate governance data are collected from Thomson Reuters Eikon.

Table 3.1. Sample selection

Number of

IPOs
U.S. IPOs (on NASDAQ, NYSE, AMEX) filing registration statements from 3505
12/05/2005 to 31/12/2017 collected from Thomson Eikon
Less: IPOs with offering price less than 5% per share (data from Thomson Eikon) (1,202)
Less: Simultaneous and unit offerings (data from Thomson Eikon) (56)
Less: American Depository Receipts and other financial firms (data from (733)
Thomson Eikon)
Less: IPOs do not offer common shares (532)
(data from Thomson Eikon)
Less: IPOs do not file S-1 (data manually collected from EDGAR) (93)
Final sample 909

3.3.2. Coding of SEC comment letters

To examine the types of issues mentioned in the initial SEC comment letters, manual content
analysis of themes is performed on a training sample of comments from initial comment letters,

then Naive Bayes machine learning is employed to code the full sample of 710 SEC comment

21 Electronic Data Gathering, Analysis, and Retrieval (EDGAR) database is developed by the U.S SEC which
contains public firms’ filings required by the SEC, the SEC comment letters and the firms’ correspondence.

22 This study examines the integrity of the filing date of S-1 and the effective date of IPOs by also manually
collecting the data from EDGAR database for a sample of 300 IPO firms. This study identifies a similarity rate of
99.2% with the data collected from Thomson Reuters Eikon.
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letters.? Most research examining themes in SEC comment letters conduct manual coding and
therefore examine only a small sample. For instance, Ertimur & Nondorf (2006) carry out manual
coding on 95 SEC comment letters addressing issues in S-1 and SB-2 filings, and Johnston &
Petacchi (2017) manually code 157 SEC comment letters addressing issues in 10-K and 10-Q
filings. While coding conducted by human coders may have higher level of accuracy, it has two
main limitations including; small sample size due to concern about cost and time-consumption,
and problems with reliability due to the subjective nature of the coding (Core, 2001). Especially,
limited sample size may lessen the power of empirical tests as well as the possibility to generalise
the findings.

An alternative technique, which may transcend the limitations of human coders, is computer-
aided content analysis (Li, 2010). According to Li (2010), two standard techniques are widely
used in the literature to perform computer-aided content analysis, namely rule-based techniques
and statistical techniques. In the first technique, a text is read by a computer program and then
the coding units (e.g. words or phrases) in the text are categorised into pre-supposed
classifications developed in a specific dictionary (e.g. Harvard Psychosociological Dictionary),

without the need of manual coding.

In the statistical technique, statistical inference based on some specific machine learning
algorithm, which is developed from the labelled training data, is used to infer and categorise
coding units in a text (Manning & Schutze, 1999; Mitchell, 2006). The statistical technique is
used, for example, to estimate the correlation between the frequency of a keyword in a text and

a set of categories, in order to deduce which category the text most likely relates to.

Figure 3.1 visualises how the statistical technique applies machine learning algorithms to
perform statistical inference, or a supervised classifier, which is then used to predict or assign

the supervised classification to new objects.

23 This study restricts the focus to initial comment letters, i.e. the first comment letter issued by the SEC for each
IPO. This study does so to avoid duplication, as subsequent comment letters tend to involve ongoing discussion of
issues identified in the initial letter and/or merely acknowledge the company’s response.

84



Figure 3.1. Statistical coding technique with the application of machine learning algorithm

[ Training data ]
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In order to increase the power of empirical tests and obtain generalisable results from a large
sample of SEC comment letters, computer-aided content analysis is employed in this study to
code issue types mentioned in the initial SEC comment letters. This approach is less costly and
less subjective than manual coding. Unfortunately, there is no available dictionary for coding the
thematic contents of corporate disclosures (e.g. issues in S-1 filings). To date, predefined
dictionaries are mainly developed to capture tone of a text (e.g. Harvard Psychosociological
Dictionary, Linguistic Inquiry and Word Count) (Li, 2010). Therefore, this study employs the
statistical form of computer aided content analysis, i.e. applying machine learning algorithms
instead of using predefined dictionaries, to classify issue types of S-1 filings mentioned in SEC

comment letters. The detailed coding process is presented as follows.
Design of coding scheme

A self-constructed coding scheme for initial SEC comment letters is designed in order to capture
issues mentioned in SEC comment letters. This process begins by following the standard coding
procedure with 5 main stages as developed by Weber (1985) as well as adapting the coding
scheme developed by Ertimur & Nondorf (2006) to identify main themes cited in SEC comments
on S-1 filings. In the first stage, recoding units are defined as themes in each specific comment
in the initial SEC comment letters. In each comment, the theme provides information about a
certain issue relating to the information quality of initial S-1 filings, as evaluated by the SEC.
The comments are extracted from each initial SEC comment letter by following the procedure

presented in Appendix 3.2.

In the second stage, a random sample of 20 comment letters are chosen and themes are defined
for each specific comment in the 20 comment letters. The themes are determined by identifying

keywords in each paragraph of the comment. Keywords in each comment in the initial SEC
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comment letters are identified and subsequently, these keywords are sorted into groups which
represent distinct themes. A name is then given to each key-word group to define the theme.
These themes are then summarised to provide a mutually exclusive definition and code for each.

In total, 45 distinct thematic codes are developed.

The thematic codes representing issue types are then grouped into seven general categories
including; Core-accounting issues, Non-core-accounting issues, Offering Issues, Business
Issues, Corporate Governance Issues, Disclosure Issues and No issues, based on the general
context in which the thematic codes are used as well as the list of main chapters and sections
within S-1 filings, as required by the SEC. The coding scheme is then tested on another random
sample of 20 initial SEC comment letters in order to identify whether further refinement is
required (e.g. if there are themes which have been overlooked). The coding scheme developed
for SEC comment letters is presented in Table 3.2. Detailed definitions of the categories are
provided in Appendix 3.1. Based on the self-constructed coding scheme, a sub-sample of 4,807
comments from a random sample of 261 comment letters are manually coded to provide a

training dataset for the development of the Naive Bayes machine learning algorithm.

Manual coding is challenging due to ambiguities in the meanings of keywords. Some keywords
may have multiple meanings. For example, on the one hand, “compensation” could indicate the
money paid as awards to the board of directors and consequently, a comment containing the
keyword “compensation” could be classified as an issue relating to corporate governance. On
the other hand, “compensation” could relate to money paid as awards to underwriters, suggesting
a comment containing “compensation” could alternatively be classified as an issue relating to
the offering. Some comments mentioning the issues relating to ‘compensation’ do not clearly
identify to whom the compensation in question is paid. Therefore, without more specific context,
classifications of some comments are unavoidably subjective. The coding of a particular
comment could also be made difficult due to ambiguities in the main focus of the comment.
Some comments mention more than one issue and all of these issues are presented at the same
level of prominence. In such cases, the comments are classified into more than one category of

issues, and as a result the total percentage of comments across 45 thematic codes exceeds 100%.
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Table 3.2. Coding scheme of the SEC comment letters

Code Issue types Percentage of issue types
I. CORE-ACCOUNTING ISSUES 17.74%
Al Assets 2.08%
A2 Liabilities 0.67%
A3 Equity 1.79%
Ad Income 2.31%
A5 Expense 4.62%
Ab Earnings 0.69%
A7 Other financial items 1.19%
A8 Accounting-related transactions/events 4.41%
11. NON-CORE-ACCOUNTING ISSUES 4.26%
Bl Pro forma financial information 2.48%
B2 Non-GAAP measure 1.00%
B3 Internal controls 0.31%
B4 Claims, Commitments and Contingencies 0.48%
I111. OFFERING ISSUES 10.69%
Cl Characteristics of offering 2.02%
C2 Proceed 1.52%
C3 Parties of offering 2.77%
C4 Effect of offering 0.37%
C5 Risk factors (offering) 0.50%
C6 Offering-related document 3.52%
1VV. BUSINESS ISSUES 31.87%
D1 Products/Services 2.27%
D2 External stakeholders 3.95%
D3 Business activities 6.34%
D4 Competition 1.37%
D5 Material Agreements 3.25%
D6 Properties and Facilities 2.25%
D7 Risk factors (business) 5.08%
D8 Results of operation 5.70%
D9 External reports 1.27%
D10 Status 0.40%
V. CORPORATE GOVERNANCE ISSUES 6.89%
El Managers 1.31%
E2 Related parties' transactions 1.25%
E3 Organizational structure 0.89%
E4 Compensation 3.14%
E5 Employee 0.29%
VI. DISCLOSURE ISSUES 29.77%
F1 Technical information 1.06%
F2 Abstract word 1.35%
F3 Tone 0.56%
F4 Selective disclosure 1.08%
F5 Completeness 10.01%
F6 General information 6.84%
F7 Inaccurate/inappropriate disclosure 3.35%
F8 Disclosure too outdated, generic, or too detailed 2.29%
F9 Relevance 1.41%
F10 References 0.29%
F11 Format 1.52%
G1 VII. OTHER ISSUES 2.39%
TOTAL 103.62%

This table reports the coding scheme and percentage distributions of 4807 comments in training data set which are manually
coded into 7 groups of issue types containing 45 issue types of S-1 filings. The 4807 comments are extracted from random
sample of 261 initial SEC comment letters. Total percentage across 45 issue types exceed 100% since some comments are
classified into more than one types of issue.
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Application of Naive Bayes Algorithm

The specific type of machine learning algorithm employed in this study is the Naive Bayesian
machine learning algorithm. The Naive Bayesian algorithm, which is a probabilistic machine
learning model based on Bayes theorem, is commonly used in area of text classification (Ryans,
2014). Employing the Naive Bayesian algorithm, this study categorises each comment in SEC
comment letters into a particular type of issue or thematic code as developed in the self-
constructed coding scheme. The Naive Bayes algorithm classifies the issue type of a comment
in an SEC comment letter based on the frequencies of single words or phrases in the comment.

Using the aforementioned training dataset, the remaining 16,440 comments are coded using the
Naive Bayes algorithm, with the support of the WEKA machine learning software. The text of
each comments in the training dataset and remaining dataset are first cleaned following the
cleaning process outlined in Appendix 3.2. Each comment is then categorised as relating to one
of the 45 individual codes in the coding scheme. Specifically, under the Naive Bayes algorithm,
each comment is first converted into a set of words or word phrases (vector of words or phrases).
Following that, a model is trained by measuring, in each issue type as classified in training
dataset, the relative frequency of each single word or phrase. Bayes’ theorem is then applied to
determine the type of each comment as that with the highest conditional probability given the

words and/or phrases contained in the comment, as follows.

issue type. = argmax P (issue type. |Vect0r of words or phrases.)
, , i ]
issue type; € 45 issue types

P (Vector of words or phrasesj |issue typei) *P(issue type,)

= argmax
issue type, € 45 issue types P(vector of words or phrasesj)

(3.1)

where issue type, denoted issue type i developed from the training dataset (i€

{A1,A2,...,B1,B2,...,G1}), vector of words or phrasesj is a vector of words or phrase in
“unknown” comment j in the remaining dataset (j € {1,2, 3, ..., 16440}), issue type, denotes

the issue type categorised for comment j in the remaining dataset.

An important assumption in the Naive Bayes algorithm, where the adjective “Naive” comes
from, is that the probability of a feature does not affect the probability of other features in the
dataset. This assumption makes the calculation of the algorithm simpler and mitigates the

issue of the “curse of dimensionality” (Bellman, 1961). Therefore, this study assumes that
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the probability of the occurrence of each word or phrase is mutually independent.?* The
computation of the Naive Bayes algorithm with support of WEKA machine learning software
is presented in more detail in Appendix 3.3.

Validation of the Naive Bayes algorithm

To validate the effectiveness of the Naive Bayesian algorithm, N-fold cross-validation tests are
conducted, with N = 10. According to Li (2010), the N-fold cross-validation test is unbiased
toward the training data and can discover both underfitting and overfitting.

To evaluate the effectiveness of the Naive Bayesian learning algorithm applied to the training
dataset, the N-fold cross-validation method with N = 10 is applied to 4,807 comments within the
training dataset, by dividing the dataset into ten equal parts with approximately 481 comments
in each part. 10 experiments are implemented and in each experiment, a part is employed as test
data and 9 remaining parts are used as training data. Finally, average results of success rate over
10 experiments are calculated, indicating the accuracy level of the Naive Bayesian learning
model that is applied to predict the classification of comments in the training dataset.?®

Adjustments to the original manual coding of the training dataset are also implemented until the
acceptable values of the training classifier’s accuracy are achieved. Specifically, to conduct the
adjustment, this study firstly adjusts self-constructed coding scheme by narrowing the number
of issue types as previously developed in the scheme, particularly, grouping issue types, which
have precision value equal to 0, with the most relevant issues types, which have precision value
greater than 0, to create new and more general types of issue.?® Secondly, this study replaces the
old codes for issue types in the training dataset with the equivalent codes for issue types

according to the new coding scheme.

24 Even if it is not realistic, independence is assumed. In the context of a SEC comment letter, for instance, the term
"accounting policies™ is more likely to be seen in combination with the term “critical". Nevertheless, empirical
evidence from other disciplines suggests that although this assumption is unrealistic, it may have minimal influence
on the outcomes (Domingos & Pazzani, 1997; Li, 2010). Domingos & Pazzani (1997) identify that attribute
independence does not always affect the Bayesian classifier's performance. The mutual independence of
word/phrase is an important assumption of all computer-aid textual analysis techniques (e.g., Naive Bayes
algorithm) that most studies using this technique in the field of Accounting and Finance follow (Li, 2010). The
reason is that it is exceedingly difficult to create an algorithm that properly incorporates the context in which a
word/phrase is used (i.e., natural language).

5 The evaluation is conducted by using the “Cross-validation” test option in Weka which provides summary about
the training classifier’s accuracy using Naive Bayesian algorithm.

26 precision value is the percentage of instances (i.e. SEC comments) that are accurately classified into a class
divided by the total instances classified as that class.
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Since the coding scheme includes a wide range of themes (45 individual codes), there is a risk
of low coding accuracy (Eskin & Bogosian, 1998; Long et al., 2009). For instance, Long et al.
(2009) achieve error rates of 12.4%, 32.9% and 52.3% when employing their Naive Bayes
algorithm with 2, 5 and 10 categories, respectively. Similarly, Li (2010) reports that increasing
from 3 to 12 categories reduces the accuracy of his Naive Bayes algorithm from 82% to 63%.
The results, presented in Table 3.3, reveal accuracy higher than 52% for each of the 7 broad
themes, specifically: 53.9% for core accounting comments; 82.4% for non-core accounting;
73.0% for offering-related; 54.9% for business-related; 75.2% for corporate governance-related,
52.2% for disclosure-related; and 97.4% for other. The overall accuracy rate is approximately
65.2%, which is high given the number of categories in the coding scheme. The result indicates
that if the Naive Bayesian algorithm is applied to predict SEC comments in the training dataset,

it will accurately classify the comments 65.2% of the time.

In terms of the number of coded comments, the results also suggest that SEC comment mostly
relate to “Business issues”, which is primarily related to the IPO firms’ products or services,
external stakeholders (e.g. customers, partners, vendors and regulators), business activities (e.g.
operating, financing and investment activities), tangible and intangible properties and facilities,
competitive strengths, terms and conditions of material contracts/agreements, business-related
risk factors (changes in export/import policies), results of operations (e.g. liquidity, key business
metrics) as well as the firms’ status (e.g. limited liability company, Delaware corporation,
emerging growth company). “Disclosure issues” and “Core-accounting issues” and “offering

issues” also attract a high level of attention within SEC reviews.

Table 3.3. N-fold Cross-Validation Test (N=10)

Group of issue types Number of Number of Accuracy of
issue types coded classifiers
comments
1. Core accounting issues 8 853 53.93%
2. Non-core accounting issues 4 205 82.44%
3. Offering issues 6 514 72.96%
4. Business issues 10 1532 54.90%
5. Corporate governance issues 5 331 75.23%
6. Disclosure issues 11 1431 52.20%
7. Other issues 1 115 97.39%
Totals 45 4087 65.15%

This table reports N-fold cross-validation test results (N=10) for Naive Bayesian machine learning algorithm
applied on training dataset. In the training data set, comments are manually classified into 45 issues types
belonging to one of the seven themes shown in the table.
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3.3.3. Key variables
3.3.3.1.SEC review process

As stated by Li & Liu (2017), SEC review process is usually composed of numerous comment
letters issued by the SEC and amendments provided by IPO firms. Only when all of the issues
highlighted in the SEC comment letters are addressed will the review process be complete and
the SEC be willing to declare registration statement as ‘effective’. Based on this institutional
background, four attributes of SEC review process are considered in this study including;
duration of IPO process (Duration), the number of SEC comment letters (#Letters), the number
of comments (#Comments) and the range of themes (#¥Themes) in the initial SEC letters.

Particularly, this thesis measures Duration by calculating the number of days from the filing date
of the initial S-1 form to date when the IPO becomes effective. This measure represents the
length of SEC review process for each IPO firm. According to Ertimur & Nondorf (2006),
although this period covers not only SEC review period but also other periods (e.g. road shows,
execution of underwriting agreement) in the IPO process, it mainly relates to the extensiveness
of the SEC’s review. Colaco et al. (2018) also suggest that IPO duration indicates the multiple

layers of oversight from regulators.

Regarding #Letters, the thesis measures this variable by counting the number of comment letters
that the SEC issues on each S-1 filing (including initial S-1 and amended S-1 filing) as listed on
the EDGAR database for each IPO firms. This thesis considers an SEC filing as an SEC comment
letter when this filing meets all three criteria including, (1) having filing type as “UPLOAD?”, (2)
being published during period from the filing date of the initial S-1 to the IPO’s effective date
and (3) having a subject line such as “Re: [...] Registration Statement on Form S-1[..]” for an
initial SEC comment letter or “Amendment No.[...] to Registration Statement on Form S-1” for

comment letters relating to amended S-1 filings.?’

This study measures #Comments by counting the number of comments in the initial comment
letters that the SEC issues to each IPO firm. If the SEC do not issue comment letters for initial

S-1 filings, or they do not issue any comment letters during their review process, or they do not

2" The SEC designates form type as “UPLOAD” for SEC-originated letters
(See https://www.sec.gov/answers/edgarletters.htm )
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provide detailed comments in their letters due to matters relating to compliance with the SEC

regulations, #Comments is set equal zero.?8

#Themes is calculated by counting the number of issues types mentioned in the initial SEC
comments letters. If the SEC do not issue comment letters for the initial S-1 filings, or they do
not issue any comment letters during their review process, or they do not provide detailed
comments in their letters due to matters relating to compliance with the SEC regulations,
#Themes is set equal zero. The data of #Themes is obtained from the coding of the SEC’s

comment letters by applying the Naive Bayes algorithm as mentioned in Section 3.3.2.
3.3.3.2.1PO firms’ characteristics

Following Cassell et al. (2013), Duro et al. (2017), Heese et al. (2017) and Johnston & Petacchi
(2017), a number of proxies for IPO firm characteristics are employed, including; company size
(Size), company age (Age), business complexity (Sales growth, Segments, Restructuring, M&A),
financial health (Leverage, Zscore, External financing, Positive earnings), auditor quality (Big
4), CEO-chairperson duality (CEOchairperson),

Specifically, regarding company size, this study measures Size as total assets reported in the
fiscal year immediately prior to the filing year of the initial S-1 filing (year t-1) (Duro et al.,

2017). A positive relationship is expected between Size and each SEC review attribute.

As for Age, this study follows Heese et al. (2017) in calculating this proxy as the period between
year t-1 and the year when data for the IPO firm first appeared on the Compustat database. This

thesis also expects a positive relationship between Age and SEC review attributes.

In terms of company complexity, this study measures Sales growth as the percentage change in
annual sales from year t-2 to year t-1 (where year t=0 is the IPO filing year). Segments is
calculated as the number of non-empty and unique segment industry codes as reported on
Compustat. Restructuring is an indicator variable reflecting whether IPO firms engage in
restructuring activities or not. This variable equals 1 if the firm has non-zero restructuring costs
on a pre-tax basis in year t-1, and 0 otherwise (Cassell et al., 2013; Heese et al., 2017). Similarly,
M&A is an indicator variable reflecting whether IPO firms engage in merger and acquisition

activities or not. This variable equals 1 if the firm has non-zero M&A costs on a pre-tax basis in

28 In the sample, this thesis has one SEC comment letter not addressing detailed comments due to numerous material
relating to compliance with the SEC regulations.
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year t-1, and 0 otherwise (Cassell et al., 2013; Heese et al., 2017). It is expected that SEC review
attributes are positively related to Sales growth, Segments, Restructuring, and M&A.

Regarding financial health, this study calculates Leverage, which is an indicator of the IPO firm’s
debt level, as the ratio of total liabilities to total equity in year t-1 (Duro et al., 2017). Zscore,
which is an indicator of the firm’s financial distress, is measured by employing the modified Z-

score model for private companies developed by Altman (2013) as follows

i,t:1-LCT RE; | EBIT; ;. CEQ; .,

i,t-1)+3'56 +6.72—= + l.OSET— (3.2)

Tit-1 AT ATjq LTt

Zscore;=3.25 +6.56 (acT

where: ACT;,_, is current assets of firm i in year t-1 ; LCT; .4 is current liabilities of firm i in
year t-1; RE; .4 is retained earnings of firm i in year t-1; EBIT; ,_, is earning before interest and
tax of firm i in year t-1; CEQ; ., is book value of equity of firm i in year t-1; AT;,_, is total
assets of firm i in year t-1 and LT;,_, is total liabilities of firm i in year t-1. A Z-score of higher
than 5.85 indicates that the IPO firm has a low risk of bankruptcy. A score of lower than 4.35
indicates that the IPO firm is in financial distress and is likely to go into bankruptcy, while scores
in between 4.35 and 5.85 indicate a very first signal for possible bankruptcy (Altman, 2013).
Positive earnings, which is an indicator of IPO firms’ profitability, is measured as an indicator
variable which equals to 1 if the firm has net income in year t-1 equal to or higher than zero
(Hesse et al., 2017), and 0 otherwise. This thesis calculates External financing, which is an
indicator of IPO firm’s funding activities via new borrowing and stock issue, by using the

following equation:
External financing, , =(SSTK; ; - PRSTKC; . - DV; ;) + (DLTIS; (; - DLTR;,, - DLCCH;,)(3.3)

where: SSTK;.—, is sales of common and preferred stock of firm i in year t-1, PRSTKC;_; is
purchases of common and preferred stock of firm i in year t-1; DV;_, is dividend made by firm
i inyear t; DLTIS;;_, is long-term debt issued by firm i in year t-1, DLTR;_ is long-term debt
reduction of firm i in year t-1 and DLCCH;, ., is change in current debt of firm i in year t-1. It is
expected that SEC review attributes are positively related to Leverage, Positive earnings but

negatively associated with Zscore and External financing.

Regarding auditor quality, this study measures Big4 as an indicator variable which equals 1 if
the IPO firm is audited by Big 4 auditors, namely Ernst & Young, Deloitte & Touche, KPMG,
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and PricewaterhouseCoopers (Johnston & Petacchi, 2017), and O otherwise. Big 4 is expected to
be negatively associated with SEC review attributes.

Regarding corporate governance quality, CEOchairperson is measured as an indicator variable
which equals 1 if the IPO firm has a CEO who is also the chairperson of the board of directors
in year t-1, and O otherwise (Hesse et al., 2017). Because the data obtained from Thomson
Reuters Eikon is used to construct the variable CEOchairperson, there are a considerable number
of missing values. Therefore, this study follows Hanlon et al. (2003) and Cassell et al. (2013)
and set missing value of CEOchairperson to 0. This thesis expects that CEOchairperson is
positively correlated with SEC review attributes.

3.3.4. Empirical tests

Negative binomial regressions are employed to examine the impact of IPO firms’ characteristics
on SEC review attributes. As stated by Greene (2012), a variable is discrete if the set of its values
is finite or countable and these values are obtained by counting its occurrence. In this study, the
four dependent variables used, namely, Duration, #Letter, #Comments, #Themes are discrete
because they all have finite values obtained through the counts of days of the IPO process, the
number of comment letters, comments and range of themes in each SEC comment letters.
According to Rock et al. (2000), negative binomial regression outperforms other methods in
estimating cross-sectional regression on discrete-count dependent variables. Likewise, Colaco
etal. (2017); Li & Liu (2017) and Schuldt & Vega (2018), who use similar dependent variables
to this study (e.g. the duration of IPO process, the number of SEC revenue recognition

comments), employ negative binomial regressions.

Moreover, the distributions of SEC review attributes (Duration, #Letters, #Comments, #Themes)
are overdispersed since these variables have variances that are greater than their mean values
(Hinde & Demetrio, 1998).2° As a result, negative binomial regressions are preferable to Poisson
regressions, another approach for modelling relationships between discrete and countable

variables. The Poisson distribution is based on the assumption that the mean and variance values

29 As for Duration, the variance (62 = 15845.60) is approximately 132 times greater than the mean (u = 120.11).
Regarding #Letters, the variance (o? = 8.14) is approximately 3 times greater than the mean (u = 2.77).
Concerning #Comments, the variance (62 = 55.64) is approximately 2 times greater than the mean (u = 26.63)
As for #Themes, the variance (62 = 7.05) is approximately 2 times greater than the mean (u = 3.50).

94



are the same. (Hilbe, 2011). In terms of overdispersion, the alpha parameters from likelihood

tests show that negative binomial regressions are more suitable than Poisson regressions.*
This study employs negative binomial regression to estimate the following baseline model.

SEC review i,t(Durationi,t, #Letters; ;, #Comments, ;, #Themes)I oo + oy Size; + o, Firm age,  +
Business complexity (o, Sale growthi’tJroc‘;Segmentsi’t + 0c5Res‘u‘ucturingi’t +agM&A; ) +
Financial health (a7Leveragei’t + agExternal ﬁnancingi’t + agZscore; + a;oPositive earningsi’t) +

oy Bigd, +a;,CEOchairperson;+ FEyear + FEindustry + &;; (3.9)

where definitions of these variables are discussed in Section 4.2 and Appendix 1. Following
Cassell et al. (2013), industry fixed effects and year fixed effects are included to control for
systematic variations in SEC review attributes across different years and two-digits SIC
industries.®* In addition, following Colaco et al. (2018) and within-cluster correlation test,
standard errors are robust and clustered at the two-digits SIC industry level 3> The results reveal
that within each two-digit SIC industry cluster for all SEC review attributes including; Duration,
#Letters, #Comments and #Themes, there are significant correlations across the observations.
The test results favour clustering the standard errors at the industry level. Therefore, when
estimating Equation 3.4, standard errors are clustered at the industry level in order to mitigate
possible correlations across IPO firms within a given industry (Petersen, 2009; Rogers, 1994).%

The standard errors are also robust to potential heteroskedasticity.

30 The likelihood test of overdispersion is performed in this analysis by running both Poisson regression and negative
binomial regression for each pair of SEC review attribute and proxy of IPO firm characteristics, and then the
goodness-of-fit values and the overdispersion parameter alpha are obtained. The goodness-of-fit values for Poisson
regression are all high, while the overdispersion parameter alpha obtained from negative binomial regression is all
significantly different from zero, suggesting that negative binomial regression is more suitable than Poisson
regression for minimizing overdispersion. (https://stats.idre.ucla.edu/stata/fag/how-can-i-analyze-count-data-in-
stata/)

31 Chi-square test of joint null hypothesis reveals that the coefficients for all S-1 filings years and all two-digit SIC
industries are not jointly equal to zero, therefore, this study controls for the year fixed effects and the industry
fixed effects in the empirical models. The tests is conducted by applying Stata procedure testparm.

32 within-cluster correlation test is undertaken by applying Stata procedure loneway.

33 Although the within-correlation test also show that within each filing year of S-1, there are significant correlations
across the observation, this study does not cluster at the year level since there in no appreciable difference in
clustered standard errors as compared with default standard errors. Petersen (2009) suggests using cluster when the
clustered standard error is 2-4 time higher than white standard error.
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3.4.Sample descriptive statistics
3.4.1. Sample distribution

Panel A of Table 3.4 presents the sample distribution by year. The results show that the number
of IPOs dramatically increases in 2013 and reaches a peak in 2014 with values of 114 (12.54%)
and 123 (13.53%), respectively, in line with an expansion in IPO activity after the enactment of
the JOBS Act in 2012.3* The number of IPOs is lowest in 2008 with a value of 19 (2.09%), which
is at the height of the financial crisis in 2008. The number of IPOs receiving initial comment
letters is highest in 2006 with a value of 93 (13.10%), which could be because, after deciding to
publicly disclose comment letters and IPO firms’ response from 121" May, 2005, the SEC
strengthen their regulatory discipline to decrease information asymmetry, and to protect
investors as well as the SEC’s own reputation (Boone et al., 2013; Bozanic et al., 2017; Brown
et al., 2018; Johnston and Petacchi, 2017). The number of IPOs receiving initial comment letters
are also relatively high in 2013 with a value of 90 (12,68%), which is consistent with a dramatic
increase in the number of IPOs in 2013.

The number of IPOs receiving initial comment letters is lowest in 2017 with a value of 15
(2.11%), which could be due to less onerous disclosure regulation under the JOBS Act; they are
also relatively low in 2008, which is in line with the decline in the number of IPOs. The
proportion of IPOs receiving an initial comment letter is the largest in 2009 with a value of
97.56%, which could be due to widespread uncertainty as a result of the financial crisis 2008-
2009. The proportion of IPOs receiving an initial comment letter significantly decreases after
2013 and reaches a low in 2017 with a value of 31.91%, perhaps due to the relaxation of
disclosure regulation for ECG IPOs under the 2012 JOBS Act. Figure 3.2 visualises the

distribution of the sample by year.

Panel B in Table 3.4 presents the sample distribution by industry. The sample includes 15
industry groups, covering 55 industries as classified by two-digit SIC code.® 41 of the industries
covered represent at least 1% of the sample, implying broad coverage of industries. The number
of IPOs is particularly high in Computer equipment & service and is highest in Chemical
products with values of 216 (23.76%) and 258 (28.38%), respectively. The number of IPOs is

34 The JOBS Act was enacted in 5" April, 2013 which lessens the mandatory reports and compliance on Emerging
Growth Company (EGC) IPOs having total annual gross revenues less than $1 billion in the most recent fiscal
year

% The grouping of industries is conducted following Teoh et al. (1998).
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lowest in Food products with a value of 7 (0.77%). Similarly, the number of IPOs receiving
initial comment letters is high in Computer equipment & service and highest in Chemical
products with a value of 173 (24.37%) and 177 (24.65%), respectively.

The number of IPOs receiving initial comment letters is lowest in Food products with a value of
7 (1.13%). The proportion of IPOs receiving initial comment letters is largest in Food products,
Paper and Paper products, Engineering and Management Services; in each case, 100% of IPOs
receive SEC comment letters. The proportion of IPOs receiving initial comment letters is
smallest in Health services (66.67%). To some extent, the statistics suggest that if an industry
has a higher volume of IPOs, the proportion of IPOs receiving an initial comment letters is lower,
perhaps the SEC’s high workload may reduce the extensiveness of their reviews.
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Table 3.4. Sample distribution

Panel A. Time distribution

Proportion of

gt L Fe
letters (%)
N % N %
2005 57 6.27 48 6.76 84.21
2006 103 11.33 93 13.1 90.29
2007 94 10.34 83 11.69 88.3
2008 19 2.09 16 2.25 84.21
2009 41 451 40 5.63 97.56
2010 66 7.26 59 8.31 89.39
2011 68 7.48 66 9.3 97.06
2012 41 4,51 38 5.35 92.68
2013 114 12.54 90 12.68 78.95
2014 123 13.53 75 10.56 60.98
2015 78 8.58 49 6.9 62.82
2016 58 6.38 38 5.35 65.52
2017 47 5.17 15 211 31.91
Total 909 100 710 100 78.11

Panel B. Industry distribution

Proportion of

gt
letters (%)
N % N %

Oil and Gas 41 451 34 4.79 82.93
Food products 7 0.77 7 1.13 100
Paper and paper products 9 0.99 9 1.41 100
Chemical products 258 28.38 177 24.65 68.6
Manufacturing 26 2.86 19 2.68 73.08
Computer equipment & services 216 23.76 173 24.37 80.09
Electronic equipment 63 6.93 53 7.46 84.13
Transportation & public utilities 50 55 42 5.92 84
Scientific instruments 68 7.48 48 6.76 70.59
Wholesale trade 20 2.2 19 2.68 95
Retail trade 56 6.16 50 7.04 89.29
Entertainment services 16 1.76 12 1.69 75
Health services 27 2.97 18 2.54 66.67
Egg\jirliesring & Management 1 14 1 155 100

All others 38 4.18 38 5.35 100
Total 909 100 710 100 78.11

This table presents the distribution of the full sample of 909 IPOs between 2005 and 2017 in terms of number of IPOs, number
of IPOs receiving initial comment letters and proportion of IPOs receiving initial comment letters. Panel A present the sample
distribution by filing year of initial S-1 filing. Panel B present the sample distribution by industry as classified by two-digits
SIC code.
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Figure 3.2. Distribution of the sample over time
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3.4.2. Descriptive statistics of SEC review attributes

Table 3.5 provides descriptive statistics for SEC review proxies, including duration of IPO
process (Duration), the number of comment letters (#Letters), the number of comments in the
initial comment letter (#Comments) and the number of themes (#Themes). Panel A presents
summary descriptive statistics for the four SEC review attributes. Regarding Duration, the mean
(median) value of this measure is 120.11 (90). As for #Letter, the mean (median) IPO firm
receives 2.77 (3) comment letters. Regarding #Comments, the mean (median) IPO firm receives
26.63 (22) comments in initial comment letter. In terms of #Themes, the mean (median) SEC
comment letter addresses 3.50 (4) issue types or themes.

In general, the above results are all lower than comparable findings in the studies of Ertimur &
Nondorf (2006) and Li & Liu (2017), who also employ the same measures of SEC reviews of S-
1 filings. This may be because sample periods examined by Ertimur & Nondorf (2006) and Li &
Liu (2017) are 12" May 2005 to 30" September 2006 and 12" May 2005 to 31 December 2011,
respectively, while this study focuses a longer time period, from 12" May 2005 to 31% December
2017. In particular, the sample period employed in this study includes the period after the
enactment of the JOBS Act in 2012. The JOBS Act relieved disclosure regulations for EGC
IPOs, and hence is likely associated with decreases in the average values of SEC review
attributes. It is worth noting that Duration and #Comments are highly skewed while #Letters and
#Themes are moderately skewed. Furthermore, all four proxies are discrete and countable.
Therefore, this would be statistically problematic if these proxies are employed as independent

variables within conventional OLS regressions (Rock et al., 2000).

Table 3.5, Panel B presents descriptive statistics for SEC review attributes by year. Generally,
the mean (median) values of four of SEC review attributes decrease on average between 2005 to
2017, and especially after 2012. Regarding Duration, the mean (median) of this attribute
suddenly increase to a peak in 2008 (2008) with a value of 426 (427), which is at the height of
financial crisis in 2008. The mean (median) value of Duration also slightly increased after 2010
(2011), perhaps due to the higher intensity of SEC reviews to protect investors under the Dodd-
Frank Act in 2010. Importantly, the results also reveal a steady decrease in mean (median) value
of Duration from 2011 (2011) to a low of 36.79 (27) in 2017, which could be due to the relief of
disclosure regulation on EGC IPOs under the JOBS Act.
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Regarding #Letters, a gradual increase in the mean (median) value of this attribute is observed
between 2005 and 2008 and reaching a peak in 2008 (at the height of the financial crisis) (2008)
with a value of 4.89 (5). A slight increase in mean value of #Letters is shown in 2010, when the
Dodd-Frank Act was enacted. The results also reveal a steady decrease in the mean (median)
value of #Letters from 2012, reaching a low of 0.87 (0) in 2017, following the enactment of the
JOBS Act.

Concerning #Comments, a slight increase in mean (median) value of this attribute is shown in
2010, when the Dodd-Frank Act was enacted. However, a sudden decrease in the mean (median)
value of this proxy occurs from 2012 (2011) onwards, reaching a low in 2017 (2017) with a value
of 2.96 (0), likely also due to the relief of disclosure regulation on emerging growth companies
under the JOBS Act.

In term of #Themes, a gradual increase in the mean value of this attribute is observed from 2005
to 2009 (2005 to 2011) and the mean value reaches a peak in 2011 with a value of 5.59, shortly
after the enactment of the Dodd Frank Act in 2010. A steady decrease in the mean (median)
value of #Themes is observed from 2012, reaching a low in 2017 with a value of 0.94 (0), during
the post-JOBS Act era. Figure 3.3, Figure 3.4, Figure 3.5, Figure 3.6 display the mean and
median value of each SEC review attribute by year, namely, Duration, #Comments, #Letters and

#Themes, respectively.

Table 3.5, Panel C provides descriptive statistics for SEC review attributes by industry.
Regarding Duration, the mean (median) value is smallest for Food products (Chemical products)
with a value of 90.29 (53.50) and largest for Paper and paper products (Paper and paper products)
with a value of 239.88 (185.63). Regarding #Letters, the mean (median) value is smallest for
Chemical products (Chemical products, Scientific instruments) with a value of 2.09 (2) and
largest for Wholesale trade (Paper and paper products, Manufacturing) with a value of 4.38 (4).
Regarding #Comments, the mean (median) value is smallest for Chemical Products (Chemical
Products) with a value of 15.07 (3) and largest for Paper and paper products (Paper and paper
products) with a value of 59.33 (60). Concerning #Themes, the mean (median) value is smallest
for Chemical Products (Chemical Products) with a value of 2.42 (2) and largest for Paper and

paper products (Paper and paper products) with a value of 5.42 (5.75). In general, this study
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observes that SEC reviews are the most extensive in Paper and Paper Products and the least
extensive in the Chemical Products industry, perhaps due to the impact of the SEC’s workload.*

Table 3.5, Panel D provides descriptive statistics for SEC review attributes by stock exchanges.
According to Hegde et al. (2010) and Leuz & Wysocki (2016), small firms prefer listing on
NASDAQ due to higher cost efficiency as compared with other main stock exchanges in the U.S
(e.g. NYSE, AMEX). The JOBS Act aims to relieve some disclosure regulation on emerging
growth or small companies. Therefore, it is possible that SEC reviews of IPOs on NASDAQ,
which typically attracts smaller companies, might be less extensive. Consistent with this
expectation, the statistics reveal that the mean and median value of each SEC review attribute
except #Themes are higher for IPOs on NYSE and AMEX than those on NASDAQ.

Table 3.5, Panel E provides summary descriptive statistics for SEC review attributes by
reviewers. The table reveals that the number of IPOs receiving initial comment letter is 710 and
the number of reviewers is 56, which reflects that on average, each reviewer issues 12.68 of the
initial comment letters in the sample. Regarding Duration, the mean (median) value of this
measure is 149.23 (125.44), which indicates that on average, each reviewer spends 149.23 days
reviewing an S-1 filing. The mean (median) value of #Letters is 3.50 (3.32), which indicates that
on average, each reviewer issues 3.50 comment letters for a S-1 filing. Regarding #Comments,
the mean (median) of this measure is 36.18 (37), which indicates that on average, each reviewer
issues 36.18 comments in the initial comment letter. The mean (median) value of #Themes is
4.49 (5) indicating that on average, each reviewer raises issues relating to 4.49 different themes.
It can also be seen that the variation in Duration and #Comments is relatively large with a
standard deviation of 123.77 and 18.99, respectively. Appendix 3.4 provides the descriptive

statistics of SEC review attributes by reviewers in more details.

Table 3.5, Panel F provides descriptive statistics for SEC review attributes by offices of the
SEC’s Division of Corporation Finance. The sample includes 10 offices out of the 11 offices
currently operating in the Division of Corporation Finance, thus encompassing a broad selection
of the offices.®” Regarding Duration, the mean (median) value of this measure is lowest for the
Office of Healthcare and Insurance (Office of Healthcare and Insurance) with a value of 94.57

(49.50) and highest for the Office of Transportation and Leisure (Office of Telecommunications)

36 The Paper and Paper products industry has the lowest number of IPOs, the Chemical products has the highest
number of IPOs

37 The sample do not include Office of Financial Services since this study excludes IPO firms operating in financial
industries as classified by two-digit SIC codes.
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with a value of 166.49 (106). Regarding #Letters, the mean (median) value of this measure is
lowest for the Office of Healthcare and Insurance (the Office of Healthcare and Insurance) with
a value of 1.98 (2) and highest for the Office of Manufacturing and Construction (the Office of
Manufacturing and Construction) with a value of 3.88 (4). Regarding #Comments, the mean
(median) value of this measure is lowest for the Office of Healthcare and Insurance (the Office
of Healthcare and Insurance) with a value of 13.39 (2) and highest for the Office of
Manufacturing and Construction (the Office of Manufacturing and Construction) with a value of
42.28 (46.5). The mean (median) value of #Themes is lowest for the Office of Healthcare and
Insurance (the Office of Healthcare and Insurance) with a value of 2.31 (2) and highest for Office
of Manufacturing and Construction (the Office of Manufacturing and Construction) with a value
of 4.57 (6). In general, it can be seen that SEC reviews are the least extensive when conducted
by the Office of Healthcare and Insurance while the Office of Manufacturing and Construction

conduct the most intensive reviews.
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Table 3.5. Descriptive statistics for SEC review attributes

Panel A. Summary descriptive statistics of SEC review attributes

N Mean pl p50 p99 S.D.
Duration 909 120.11*** 25 90 689 136.14
#L etters 909 2.77%** 0 3 9 2.06
#Comments 909 26.63*** 0 22 88 26.25
#Themes 909 3.50%** 0 4 7 2.43
Panel B. Descriptive statistics of SEC review attributes by year
Year N Duration #L etters #Comments #Themes

Mean Median Totals Mean Median Totals Mean Median Mean Median

2005 57 129.04 108 152 2.67 3 2526  44.32 50 4.23 5
2006 103 130.09 107 353 3.43 3 5015  48.69 52 451 5
2007 94 149.9 100 325 3.46 3 3963 42.16 445 4.64 5
2008 19 426 427 93 4.89 5 846 4453 42 5 6
2009 41 144.85 105 165 4.02 4 1644 40.1 37 5.39 6
2010 66 217.08 124.5 284 4.3 4 2855  43.26 44 5.27 6
2011 68 188.47 144.5 305 4.49 4 2994  44.03 43 5.59 6
2012 41 131.41 108 141 3.44 3 1269  30.95 37 4.41 5
2013 114 63.58 445 240 2.11 2 1274 11.18 4 2.6 25
2014 123 73.46 42 203 1.65 1 990 8.05 2 1.98 1
2015 78 73.14 37 134 1.72 1 311 3.99 1 1.6 1
2016 58 69.9 36 82 141 1 379 6.53 2 1.88 1.5
2017 47 36.79 27 41 0.87 0 139 2.96 0 0.94 0
Totals 909 120.11 90 2518 2.77 3 24205  26.63 22 3.5 4
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Panel C. Descriptive statistics of SEC review attributes by industry

Industry N Duration #L etters
Mean Median Totals Mean Median

Oil and Gas 41 112.15 103 115 2.8 3
Food products 7 90.29 94 17 2.43 2
Paper and paper 9 239.88  185.63 37 404 4
products
Chemical products 258 97.05 53.5 539 2.09 2
Manufacturing 26 138.8 104.7 98 3.76 4
Computer equipment 216 100.92 88 567 2.6 3
& services
Electronic equipment 63 136.57 111 208 3.3 3
Transportation & 50 17816 132 173 322 3.21
public utilities
Scientific instruments 68 107.1 83.5 178 2.62 2
Wholesale trade 20 235.15 121 83 4.38 35
Retail trade 56 122.48 105.5 201 3.75 3.81
Entertainment 16 9525 835 49 319 3.17
services
Health services 27 107.48 75 84 3.11 3
Engineering & 14 142 92.5 44 314 3
Management Services
All others 38 139.75 125.09 125 3.3 3.29
Totals 909 120.11 90 2518 2.77 3

#Comments #Themes
Totals Mean Median Mean Median
1248 30.44 33 4.07 4
158 22.57 27 4.43 5
459 59.33 60 5.42 5.75
3888 15.07 3 2.42 2
1004 35.63 39.5 4.37 4.6
5673 26.7 275 3.47 4.6
2057 32.65 36 4.16 5
2022 39.27 41.43 4.22 457
1914 28.15 24 3.47 4
727 38.91 40.5 4.9 5
2099 37.43 41.56 4,78 5.5
547 35.25 335 4.03 4.33
758 28.07 10 3.85 4
507 36.21 40 4.43 5
1144 29.69 29.38 3.87 4.33
24205 26.63 22 3.5 4
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Panel D. Descriptive statistics of SEC review attributes by exchange listings

Stock exchange N Duration #L etters #Comments #Themes
Mean Median Totals Mean Median Totals Mean Median Mean Median

NYSE & AMEX 272 133.96 93 840 3.09 3 8250 30.33 30.5 3.18 3.75
NASDAQ 673 114.2 88 1678 2.63 2 15955 24.05 14 3.35 4
Totals 909 120.11 90 2518 2.77 3 24205 26.63 22 3.5 4
Panel E. Summary descriptive statistics of SEC review attributes by reviewers

No. IPOs No. reviewers Mean STD pl Median p99
Duration 710 56 149.23 123.8 27 125.44 699
#Letters 710 56 35 1.64 1 3.32 10
#Comments 710 56 36.18 18.9 1 37 81
#Themes 710 56 4.49 1.77 1 5 7
Panel F. Descriptive statistics of SEC review attributes by offices of Division of Corporation Finance
Office N Duration #L etters #Comments #Themes

Mean Median Totals Mean Median Totals Mean Median Mean Median

Office of Real Estate 9 103.22 94 29 3.22 3 366 40.67 35 422 5
and Commodities
Office of Healthcare 252 94.57 495 498 1.98 2 3375 13.39 2 231 2
and Insurance
Office of Information
Technologies and 189 113.11 92 490 2.59 3 4683 24.78 21 3.81 5
Services
Office of Beverages, 44 13348 96.5 162 3.68 3 1467 33.34 355 4.41 5
Apparel and Mining
Office of Natural 55 119.84 103 163 2.96 3 1679 30.53 29 418 5
Resources
Office of Electronics 122 11658 89.5 361 2.96 3 3589 29.42 30 368 4
and Machinery
Officeof 57 138.37 106 168 2.95 3 2007 35.21 37 419 5
Telecommunications
Office of
Manufacturing and 74 159.62 104 287 3.88 4 3129 42.28 46.5 457 5
Construction
Office of Consumer 40 13755 96.5 125 3.13 3 1400 35 38 435 5
Products
Office of
Transportation and 67 166.49 91 235 3.51 3 2510 37.46 39 4.19 5
Leisure
Totals 909 120.11 90 2518 2.77 3 24205 26.63 22 35 4

This table presents the descriptive statistics of three SEC review attributes including Duration, #Letters, #Comments and #Themes, for the full sample of 909 IPOs between 2005 and 2017. All variables are defined in Appendix 1. Panel A
present the summary descriptive statistics of three SEC review attributes. Panel B presents the descriptive statistics of SEC review attributes by filing year of S-1 filing. Panel C presents the descriptive statistics of SEC review attributes by
industry as classified by two-digits SIC code. Panel D presents the descriptive statistics of SEC review attributes by exchange listings, including AMEX, NYSE and NASDAQ. Panel E presents the summary descriptive statistics of SEC

review attributes by SEC reviewers. Reviewer is the person who signed on the SEC comment letters. Among 710 initial comment letters, 4 comment letters having no signature are not included in this descriptive statistics. Panel F presents

the descriptive statistics of SEC review attributes by offices of Division of Corporation Finance. Office by company is collected basing on the 4-digits SIC codes as presented on EDGAR database, SIC code & office list from SEC

(https://www.sec.gov/info/edgar/siccodes.htm?fbclid=IwARO5Y InQ45LdvKZX1AJRrg-RQUG8p91Jz4wpn7EEBF13Ak4U2NSW_CC8hPo) and name of the offices from SEC (https://www.sec.gov/divisions/corpfin/ad-lookup.shtm ).
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Figure 3.3. Duration of SEC reviews by year
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Figure 3.4. The number of comment letters by year
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Figure 3.5. The number of comments by year
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Figure 3.6. The number of themes by year

-

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 2017

Mean Median

p.108



3.4.3. Descriptive statistics for IPO firm characteristics

Table 3.6 provides descriptive statistics for IPO firm characteristics.*® Regarding company size,
the median value of Size, which is based on the firms’ total assets, is $64.89 million, which
indicates that on average, U.S. IPOs in the sample are large companies.®® Concerning company
age, the median value of Age is 1, which indicates that on average, U.S IPOs are young, having
been established for approximately 1 years.

In terms of business complexity, Sales growth is positive on average, with a median value of
30.89%, which indicates that U.S IPOs generally experience a relatively high growth in sales.
The median value of Segments is 1, which indicates that on average, U.S IPOs are not diversified
in their areas of operation, generally having only one business segment. The mean value of
Restructuring is 0.09, which indicates that on average, 9% of U.S. IPOs in the sample engage in
restructuring activities. The mean value of M&A is 0.12, which indicates that approximately 12%
of U.S IPOs in the sample conduct M&A activities.

Regarding financial health, Leverage is negative with a median value of -0.18, which is derived
from negative total equity or deficit of U.S IPOs in the sample. The result indicates that, on
average, U.S IPOs experience accumulated losses in several years and high borrowing cost to
cover their losses. The median value of Zscore is -0.01, which is lower than 4.35 and indicates
that in general, U.S IPOs have a high probability of bankruptcy. The negative value of Z-score
is also reflective of the negative total equity of U.S. IPOs in the sample as the book value of
equity is one of components in the Z-score measure. The mean value of Positive earnings is
0.44, which indicates that on average, 44% of U.S IPOs in the sample make a profit. The median
value of External financing is 0.06, which indicates that on average, U.S. IPOs’ funds acquired
from outside sources (debt financing and equity financing) equate to 6% of their total assets,
which is a low level of external financing. As for auditor quality, mean value of Big 4 is 0.81,
which indicates that approximately 81% or most of U.S IPOs in the sample are audited by Big 4

auditors. Concerning corporate governance quality, the mean value of CEOchairperson is 0.47,

38 As for continuous or discrete variables (including Size, Leverage, External financing, Age, Segments, Zscore,
IPOs by industry, Herfindahl index), this study uses median value rather than mean value to discuss the results in
order to eliminate statistical noise caused by outliers. As for binary variable (including Restructuring, M&A firms,
Positive earnings, CEOchairperson,), this study uses mean value to discuss the results.

39 This study follows classification used by Internal Revenue Service (IRS), which is a U.S. government agency
responsible for collecting taxes and administering tax laws. Particularly, following IRS, U.S businesses are classified
as small (or large) when they have the total assets less (or greater) than $10 million.
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which indicates that around 47% of U.S. IPOs in the sample have a CEO who is also the

chairperson of the board of directors.

Table 3.6. Descriptive statistics of IPO firms' characteristics

Company size
Size

Company age
Age

Business complexity
Sale growth
Segments
Restructuring
M&A

Financial health
Leverage
Z-score
Positive earnings
External financing

Auditor quality
Big 4

Corporate governance quality
CEOchairperson

N Mean STD pl Median p99
882 786.2%** 5113.65 0.289 64.89*** 10487.35
909 2.85%** 5.85 0 1x** 32
577 233.75*** 2413.92 -100 30.89*** 3006.25
869 1.44%** 1.09 1 1x** 6
909 0.09%** 0.29 0 0*** 1
909 0.12%** 0.33 0 Q*** 1
879 -25.47%** 733.69 -28.75 -0.18*** 42.46
826 -13.35%** 66.49 -263.23 -0.01*** 17.05
872 0.44*** 0.5 0 Q*** 1
769 0.32%** 1.24 -2.25 0.06*** 3.32
885 0.81%** 0.39 0 1x** 1
403 0.47%** 0.5 0 Q*** 1

This table presents the descriptive statistics of the IPO firms' characteristics for the full sample of 909 IPOs between
2005 and 2017. The IPO firm's characteristics include Size, Age, Sale growth, Segments, Restructuring, M&A,

Leverage, Z-score, Positive earnings, External financing, Big 4, CEOchairperson. All variables are defined in

Appendix 1.
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3.4.4. Correlation matrix of SEC review attributes and IPO firms’ characteristics.

A correlation matrix for key variables including SEC review attributes and IPO firms’
characteristics is presented in Table 3.7. Specifically, positive correlations are observed between
#Letters, #Comments, #Themes and Size, in line with the arguments of more complication and
violations in reports prepared by bigger firms, resulting in more extensive SEC reviews (Cassell
et al., 2013; Cassell et al., 2019; Cunningham & Leidner, 2019; Eiler & Kutcher, 2016; Ertimur
& Nondorf, 2006; Heese et al., 2017; Johnston & Petacchi, 2017; Li & Liu, 2017; Wang, 2016).

In addition, the results show positive correlations between all SEC review attributes and Age,
consistent with arguments that older firms experience more extensive SEC reviews (Baugh et
al., 2017; Cassell et al., 2013; Chen & Johnston, 2010; Colaco et al., 2018; Heese et al., 2017;
Johnston & Petacchi, 2017). Furthermore, it can be seen that Age is positively correlated with
Size, suggesting that older firms are also larger. Correlations between all SEC review attributes
and Segments are also positive, supporting the argument that reports prepared by firms having
more business segments tend to be more complex, therefore attracting more intensive SEC

reviews (Cassell et al., 2013).

Correlations between #Letters, #Comments, #Themes and Restructuring are also positive, in line
with the argument that reports prepared by firms conducting restructuring activities are more
complex, and therefore attract more extensive SEC reviews (Baugh et al., 2017; Cassell et al.,
2013; Wang, 2016). Restructuring is also found to be positively correlated with Size, suggesting
that restructuring activities are more likely to be conducted by larger firms. Furthermore,
negative correlations between Duration, #Comments and M&A are identified, suggesting that
IPO firms that are conducting M&A might gain easier access to capital markets, i.e. face less

intensive regulatory scrutiny (Hsu et al., 2012).

A negative correlation between Duration and Leverage is observed, which is inconsistent with
prior studies which document that firms with higher debt levels are likely to attract more SEC
scrutiny (Duro et al., 2017; Ryans, 2015). However, as stated in section 3.4.3, on average, U.S
IPOs in the sample experience negative leverage since they have negative total equity or deficit
probably due to accumulated losses in several years. Therefore, SEC scrutiny may be more
extensive on firms having lower or more negative leverage resulting from higher level of
negative total equity. Positive correlations are also observed between all SEC review attributes

and Positive earnings, consistent with the argument of greater income-increasing earning
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management by firms going public (Teoh et al., 1998b), resulting in more intensive SEC reviews
(Baugh et al., 2017; Wang, 2016).

A negative correlation is observed between #Themes and External financing, in agreement with
extant studies documenting that IPO firms conducting external financing might have higher
disclosure quality (Ettredge et al., 2011; Lang & Lundholm, 1993), suggesting less extensive
SEC scrutiny ( Baugh et al., 2017; Cassel et al., 2013; Heese et al., 2017; Wang, 2016).

Finally, a positive correlation between #Comments and CEOchairperson is identified, which is
in line with the argument that when the board is chaired by a member of executive management,
the board’s monitoring effectiveness is weaker, resulting in more extensive SEC scrutiny
(Cassell et al., 2013; Ettredge et al., 2011; Heese et al., 2017; Robinson et al., 2011).
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Table 3.7. Pearson correlation matrix of SEC review attributes and IPO firms’ characteristics

(€3] 2 (3) 4 (5) (6) () (8) 9 (10) (11) (12) (13) (14) (15 (16)
(1) Duration 1

0.5
(2) #Letters (0.00) 1

0.35%% (.66
(3) #Comments (0.00) (0.00) 1

031 % 066%*  0.80%%*
(4) #Themes 000)  (0.00)  (0.00) 1

. 001  006* 010%* 008

(5) Size 070)  (007)  (0.00)  (0.02) 1

0.15*** 0.17***  0.11*** 0.13*** (0.51***
(6) Age (000)  (000)  (0.00)  (0.00)  (0.00) 1

003 -003  -004 004 001  -003
(7) Sale growth 042)  (052)  (034)  (0.36) (0.73)  (0.52) !
(&) Segments 0AB** QL% Q10%*  QIE%K 020  0201%%% 0,04 .

9 000)  (000)  (000)  (0.00)  (0.00)  (0.00)  (0.40)
(6) Restructurin 001 007%  009%* 0114 0185 0120 003 0185 .
9 ©072) (004  (001)  (0.00)  (0.00)  (0.00)  (051)  (0.00)

(10) M&A 006* 004  -006* 002 005 008 003 01z 031ee

©006) (022  (007) (059  (014)  (0.02)  (0.44)  (0.00)  (0.00)
(1) Leverage 0185 005 003 005  -001 001 001 021%*% 001 001 )

9 000)  (017) (034 (0.16) (0.90) (073)  (0.93)  (000)  (072)  (0.69)

(12) Z-score 0.03 003 006 002 004  006% -011%*  009%* 008 008*** -0.01 )

035  (038) (047) (051)  (029) (008)  (001)  (001)  (0.03)  (0.01)  (0.79)
(13) Posiive camings | 06T 0235 02gTM 02744 00ge 0SS 001 03TM 020 0165 004 020% )

9 (000)  (000)  (000)  (0.00)  (0.01)  (000)  (084)  (0.00)  (0.00)  (0.00) (026)  (0.00)
(14) External 004  -004  -002  -006* 003  -0.05 007 008  006* 005 001 030%%  020%
financing 023) (025 (049)  (0.09) (0.39) (013)  (013)  (0.02)  (0.40)  (0.20) (0.74)  (0.00) (0.00)
(15) Big 4 0.01 003 001 002  006* 008 002 001  009**% 007 002 014"* 001  006%
Y (080)  (045)  (0.90) (057) (0.08) (002)  (070)  (072)  (0.01)  (0.03) (061)  (0.00) 082  (0.09)
(16) CEOchairperson 0.03 003  018%* 002  -006 001 0.05 0.06 002 -001 004  -0.09% 006 005 006
P (050)  (049)  (000) (053) (0.21)  (097)  (037)  (023)  (0.72)  (0.84) (049)  (0.08) 022)  (033) (0.25)

This table presents the Pearson correlation matrix of the key variables employed in this study on the full sample of 909 IPOs between 2005 and 2017.
tailed p-values are reported in parentheses below correlation coefficients. . *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively.

All variables are defined in Appendix 1. Two-
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3.5.Multivariate analysis

A series of multivariate analyses are conducted by estimating negative binomial regressions of
the form expressed in Equation 3.4, in which dependent variable is one of four SEC review
attributes including; Duration, #Letters, #Comments or #Themes, and independent variables are
the aforementioned IPO firm’s characteristics. The results are presented in Table 3.8, whereby
model (1), (2), (3), (4) employs Duration, #Letters, #Comments, #Themes as dependent variable,

respectively.

The results show positive effects of Size on all four SEC review attributes, indicating that the
SEC spend more time reviewing S-1 filings prepared by bigger IPO firms and also provide more
letters, more comments and comment on a wider range of themes. The findings are in line with
arguments that bigger firms attract more SEC scrutiny (Cassell et al., 2013; Cassell et al., 2019;
Cunningham & Leidner, 2019; Eiler & Kutcher, 2016; Ertimur & Nondorf, 2006; Heese et al.,
2017; Johnston & Petacchi, 2017; Li & Liu, 2017; Wang, 2016) as they are likely to be more
complicated (Boone et al., 2013; Chaplinsky et al., 2017) and have informational breaches
(Correia, 2014).

The results also reveal positive effects of Age on Duration and #Letters, indicating that the SEC
spend more time and provide more comment letters when reviewing older firms. The findings
are in agreement with the conjecture that older firms, who might be more complicated and
diversified (Chaplinsky et al., 2017; Doyle et al., 2007), experience more extensive SEC reviews
(Baugh et al., 2017; Cassell et al., 2013; Chen & Johnston, 2010; Colaco et al., 2018; Heese et
al., 2017; Johnston & Petacchi, 2017).

Regarding business complexity, this study identifies a negative relationship between Duration
and Sales growth, indicating that the SEC spend more time reviewing S-1 filings prepared by
firms with lower sales growth. Although inconsistent with prior expectations, these findings are
not surprising given that, under the JOBS Act, the SEC may raise more concerns about IPO
firms’ incentives to manage sales downwards in order to be eligible for EGC status under the
Act.*? Cassell et al. (2013) also identify that as compared with firms not receiving any comment

letter, firms receiving comment letters have lower sales growth.

40 Approximately 51% IPOs in the sample are going public in the post -JOBS Act period (2012-2017). Under the
Act, EGC status is given to company having total annual gross revenues less than $1 billion.
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A positive relationship between Segments and #Themes is also observed, suggesting that the SEC
tend to comment on a wider range of themes when reviewing IPO firms with more business
segments. The finding is consistent with the argument that firms with more segments have more
complexity in their business, and thus attract more SEC scrutiny (Cassell et al., 2013).
Additionally, it is identified that M&A is positively associated with #Comments and #Themes,
indicating that the SEC tend to issue more comments and comment on a wider of themes for IPO
firms conducting merger and acquisitions activity. The findings are in line with the conjecture
that company complexity is higher for firms conducting M&A activities who therefore attract
more SEC scrutiny (Baugh et al., 2017; Cassell et al., 2013; Duro et al., 2017; Heese et al., 2017).

In terms of financial health, negative relationships between Z-score and all four SEC review
attributes are also identified, indicating that the SEC are likely to spend more time, provide more
comment letters, more comments and comment on a wider range of themes when reviewing S-1
filings prepared by IPO firms having a higher probability of bankruptcy. The findings are in
agreement with the expectation that financially-distressed firms, who are more likely to be
noncompliant with reporting regulation (Begley et al., 1996; Brazel et al., 2009; Dechow et al.
1996; Ettredge et al., 2011; Schwartz & Soo, 1995), experience more extensive SEC reviews
(Cassell et al., 2013).

A positive coefficient on Positive earnings is observed in the Duration regression, suggesting
that the SEC spend more time reviewing profitable firms, in line with the argument that SEC
reviews are more extensive for firms reporting profits (Baugh et al., 2017; Wang, 2016) as they
might be indicative of misleading accounting information, since there are strong incentives for

IPO firms to report positive earnings to attract investors (Teoh et al., 1998a).

A negative relationship between Duration and External financing is also identified, suggesting
that the SEC spends less time reviewing S-1 filings prepared by firms with higher external
funding via new borrowings and stock issues. The finding supports the argument that IPO firms
that previously issued debt or equity experience less extensive SEC reviews (Baugh et al., 2017,
Cassel et al., 2013; Heese et al., 2017; Wang, 2016) as their disclosure quality and reporting
compliance might be higher (Ettredge et al., 2011; Lang & Lundholm, 1993).

Furthermore, the results reveal that Big4 has a negative impact on Duration and #Comments,
indicating that the SEC are likely to spend less time and provide fewer comments when

reviewing IPO firms audited by Big 4 auditors. The findings support the argument that firms
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audited by Big 4 auditors attract less SEC scrutiny (Cassell et al., 2013; Cassell et al., 2019;
Colaco et al., 2018) as they are less likely to have reporting deficiencies (Dechow et al., 1996;
Ettredge et al., 2011; Ertimur and Nondorf, 2006; Robinson et al., 2011).

Overall, novel results are obtained relating to the sensitivities of SEC reviews of S-1 filings to a
range of IPO firm characteristics including; company size, firm age, business complexity as
indicated by sales growth, the number of segments, M&A activities, financial health as indicated
by the probabilities of bankruptcy, earnings number, external financing activities, and auditor

quality.
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Table 3.8. Multivariate analysis -Negative binomial regression

Duration #L etters #Comments #Themes
S ¢ B @ ®) @4
Company size
Size 0.001*** 0.001** 0.001*** 0.001***
(4.01) (2.25) (3.94) (3.39)
Company age
Age 0.037*** 0.027%** 0.008 0.008
(7.60) (5.49) (0.80) (1.35)
Business complexity
Sale growth -0.001*** 0.001 0.001 0.001
(-6.01) (0.10) (0.92) (0.27)
Segments 0.01 0.016 0.056 0.034**
(0.41) (0.67) (1.44) (2.00)
Restructuring -0.014 0.180 0.400 0.181
(-0.10) (1.50) (1.56) (1.44)
-0.016 0.040 0.399** 0.152*
M&A (-0.21) (0.38) (2.24) (1.75)
Financial health
Leverage -0.002 -0.001 -0.004 -0.001
(-0.51) (-0.21) (-1.04) (-0.31)
7-score -0.003*** -0.002*** -0.003* -0.003***
(-7.50) (-6.01) (-1.80) (-3.99)
Positive eamings 0.123*** 0.029 0.128 -0.01
(2.66) (0.58) (1.15) (-0.19)
External financing -0.079*** -0.005 0.001 -0.035
(-4.23) (-0.18) (0.00) (-0.69)
Auditor quality
Big4 -0.218*** -0.006 -0.328** 0.016
(-2.56) (-0.08) (-2.05) (0.25)
Corporate governance quality
CEOchairperson 0.044 0.044 -0.044 -0.025
(0.71) (0.58) (-0.59) (-0.54)
FE year Included Included Included Included
FE industry Included Included Included Included
N 455 455 455 455
Pseudo R2 0.0990 0.1543 0.0752 0.1278

This table presents the results of the multivariate analysis on the determinants of SEC review attributes for the
sample of IPOs filing S-1 between 2005 and 2017. Negative binomial regression is employed in this analysis.
Dependent variables are SEC review attributes including Duration, #Letters, #Comments, #Themes. Independent
variables are IPO firm characteristics (Size, Age, Sales growth, Segments, Restructuring, M&A, Leverage, Z-
score, Positive earnings, External financing, Big4, CEOchairperson). All variables are defined in Appendix 1.
Results from Z-statistics are presented in parentheses below coefficient estimates, and are based on robust
standard errors clustered at the industry level. *, **, and *** denote significance at the 10%, 5%, and 1% levels,
respectively, based on a two-tailed test.
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3.6.Additional tests
3.6.1. Issue types and the costs of remediation

The length of time between the date when IPO firms make the initial S-1 filing to the date when
the IPO is declared effective (Duration) as well as the number of revisions, as measured by the
number of comment letters during the IPO process (#Letters) may reflect not only the
extensiveness of SEC reviews but also the cost of comment letter remediation (Cassell et al.,
2013). The intuition is that longer response durations and more revision rounds suggest higher
remediation costs with regard to IPO firms’ internal and external resources (e.g. IPO firm staffs’
working time, audit fees, lawyer fees). In this section, this study conducts the first additional
examination to investigate how the severity of issue types affects the remediation cost.
Specifically, this study examines 6 issue types including (1) core accounting (#Core accounting
issues); (2) non-core accounting (#¥Non-core accounting issues); (3) offering-related (#Offering
issues); (4) business-related (#Business issues); (5) corporate governance-related (#Corporate
governance issues) and (6) disclosure-related issues (#Disclosure issues). This thesis calculates
these variables by counting the number of comments highlighted in the initial SEC comment
letters about core-accounting, non-core accounting, offering, business, and corporate governance
disclosure issues in the initial S-1 filing of each IPO firms, respectively. If the SEC do not issue
comment letters for initial S-1 filings, or they do not issue any comment letters during their
review process, or they do not provide detailed comments in their letters due to matters relating
to compliance with the SEC regulations, #Core-accounting issues, #Non-core accounting issues,
#Offering issues, #Business issues, #Governance issues, #Disclosure issues, are set equal to zero.
Again, these variables are calculated by using the data obtained from the coding of comment
letters which is based on the Naive Bayes algorithm to identify specific issues highlighted in the

SEC’s comment letters (Section 3.3.2).

Using negative binomial regressions, this study employs the proxies of remediation (i.e.
Duration and #Letters) as dependent variables, the proxies of SEC comment themes as
independent variables and IPO firms characteristics as control variables. Table 3.9 reports the
results of the examination in which Duration is dependent variable in Model (1) and #Letters is
dependent variable in Model (2). The results reveal positive coefficients of #Core accounting
issues and #Business issues on Duration and positive coefficients of #Core accounting issues,
#Non-core accounting issues, #Business issues and #Disclosure issues on #Letters, indicating

that more comments on core accounting issues and business issues increase the cost of
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remediation in terms of the length of times and the number of rounds to close the review
conversation. More comments on non-core accounting issues and disclosure issues also increase
the remediation costs in terms of the number of rounds. Furthermore, in both Model (1) and (2),
the magnitude of coefficients on #Core Accounting Issues are higher than that of coefficients on
other independent variables, suggesting that comments on core accounting issues have the

highest cost of remediation.
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Table 3.9. Sensitivity of the cost of remediation to comment types

Duration #L etters
1) )

#Core-accounting issues 0.012%>* 0.016™**
(3.07) (2.99)

#Non-core-accounting issues 0.012 0.031**
° (0.46) @2)
ina i 0.011 0.01
#Offering issues ©0.62) 05)

#Business issues 0.011** 0.014%**
(2.5) (5.91)
#Governance issues -0.015 0.019
(-0.57) (1.53)

#Disclosure issues -0.001 0.011%**
(-0.13) (6.28)
Size 0.001*** 0.001
(2.8) (0.44)

Age 0.036*** 0.024***
’ (6.84) (6.31)
-0.001*** -0.001
Sale growth (5.79) s
Segments 0.007 -0.001
’ (0.25) (-0.05)
Restructuring -0.007 0.106
(-0.09) (1.32)
-0.047 0.046
MEA (-0.78) (0.51)
Leverage -0.002 -0.001
’ (-0.49) (-0.62)

Z-score -0.0027*** -0.002%**
(-7.99) (-5.44)
Positive earnings 0.099** -0.027
(2.43) (-0.57)
External financing -0.078*** -0.006
(-3.91) (-0.27)
i -0.189** 0.07
Pt (-2.11) (0.95)

. 0.043 0.008
CEOchairperson (0.83) 012
FE year Included Included
FE industry Included Included
N 455 455
Pseudo R2 0.1037 0.1934

This table presents the results of the analysis of association between the number of comment topics and remediation costs
for the sample of IPOs filing S-1 between 2005 and 2017. Negative binomial regression is employed in this analysis.
Dependent variables are the remediation costs including Duration and #Letters. Independent variables are the number of
comment topics including #Core-accounting issues, #Non-core-accounting issues, #Offering issues, #Business issues,
#Governance issues, #Disclosure issues). Control variables are IPO firm characteristics including Size, Age, Sale growth,
Segments, Restructuring, M&A, Leverage, Z-score, Positive earnings, External financing, Big4, CEOchairperson. All
variables are defined in Appendix 1. Results from Z-statistics are presented in parentheses coefficient estimates, and are
based on robust standard errors clustered at the industry level. *, **, and *** denote significance at the 10%, 5%, and 1%
levels, respectively, based on a two-tailed test.
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3.6.2. Impact of the financial crisis

In the second additional test, this study investigates whether the global financial crisis of 2008-
2009 has any impact on the extensiveness of SEC reviews of IPO registration statement and if
so, whether the crisis has any moderating effect on the sensitivity of SEC reviews to IPO firm
characteristics. The global financial crisis of 2008-2009, which is known as the worst crisis since
the Stock Market Crash of 1929, caused systemic risks, contagion, regulatory failures and
increasing risk-taking behaviours (Claessens & Kodres, 2014). The financial crisis resulted in
securities regulation reforms as well as additional reporting and disclosure requirements (Leuz
& Wysocki, 2008).

Watts & Zimmerman (1986) claim that crises can strengthen the scrutiny of politicians and
regulators for regulated firms. Blackburne (2014) also observes that the SEC increased the
estimated budget for the Division of Corporation Finance in 2008 in order to conduct more
thorough reviews of corporate disclosures during the financial crisis. Colaco et al. (2018) provide
evidence that the duration of IPO processes increased during the period of the financial crisis
2008-2009. In the descriptive statistics of SEC review attributes (Section 3.4.2), it was identified
that the value of Duration and #Letters reached a peak in 2008, during the height of the global
financial crisis. This study, therefore, conjectures that during the financial crisis, SEC reviews
of IPO registration statements became more extensive and that the SEC became more sensitive

to IPO firm characteristics that indicate potential deficiencies in IPO disclosures.

Table 3.10 presents the results on the impact of the global financial crisis 2008-2009 on SEC
reviews (column 1, 3, 5), as well as the moderating effect of the crisis on the association between
SEC review attributes and IPO firm characteristics (column 2, 4, 6). Negative binomial
regressions are employed in this analysis. Dependent variables are SEC review attributes,
including Duration, #Letters and #Themes.*! Independent variables of interest are Financial
crisis which is an indicator variable equals to 1 if the filing year of firm i’s S-1 is 2008 or 2009,
and 0 if the filing year is from 2005 to 2007 or from 2010 to 2011 (Colaco et al., 2018).4?

41 This study does not show the analysis in which #Comments is employed as dependent variable and do not employ
#Comments in the moderating analysis since there is no significant effects of Financial crisis on #Comments as
presented in Appendix 3.4.

42 The period of 2012-2017 is not included in the measure of Financial crisis in order to mitigate the impact of the
JOBS Act enacted from 2012.
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Interactions between Financial crisis and the proxies of IPO firm characteristics are also

included.

The results in columns 1, 3, and 5 of Table 3.10 reveal positive effects of Financial crisis on all
three SEC review attributes (Duration, #Letters and #Themes), indicating that during the global
financial crisis period, SEC reviews became more extensive as the SEC spent more time
reviewing IPO registration statements and also provided more comment letters and comment on

a wider range of themes, consistent with the expectation outlined above.

Regarding the moderating effects of the financial crisis on the sensitivity of SEC reviews to IPO
firm characteristics, it is observed in column 2 that the coefficients on Size*Financial crisis and
External financing*Financial crisis are significantly positive, indicating that, during the
financial crisis period, the SEC is more likely to spend more time reviewing IPO registration
statements prepared by bigger IPO firms, IPO firms having higher external funding. In column
4, positive coefficients on Size*Financial crisis and External financing*Financial crisis are
identified, indicating that, during the financial crisis period, the SEC were more likely to provide
more comment letters for bigger IPO firms and IPO firms having higher external funding. In
column 6, the results show a positive coefficient on Size*Financial crisis, and negative
coefficient on Z-score*Financial crisis, indicating that, during the financial crisis period, the
SEC were more likely to comment on a wider range of themes for bigger IPO firms and IPO

having higher probabilities of bankruptcy.

Overall, consistent with expectations, the findings suggest that, during the financial crisis period,
The increase in the extensiveness of SEC reviews for bigger IPO firms and IPO firms with higher
probabilities of bankruptcy, who might have potential deficiencies in reporting quality, is more
pronounced. The findings also reveal that IPO firms with higher external funding were more
likely to experience more extensive SEC reviews during the financial crisis, perhaps due to the
SEC’s concerns about the trustworthiness of bank lending practices, a channel of the firms’

external funding, during the crisis (Cox, 2018).
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Table 3.10. The sensitivity of SEC reviews to IPO firms' characteristics during financial crisis 2008-2009

Duration #Letters #Themes
(1) (2 (3) 4) (5) (6)

. . - 0.42*** 0.459 0.196*** 0.581 0.157** 0.228
Financial crisis (4.72) (0.81) (2.63) (1.45) (2.42) (0.97)
Company size

Size 0.001 -0.001** 0.001* -0.001 -0.001 -0.001
(0.56) (-2.29) (1.65) (-0.25) (-0.71) (-1.33)
Size*Financial crisis 0.0017x* 0.001*** 0.001*
(4.23) (5.4) (1.87)
Company age
Ade 0.032*** 0.028** 0.028***  0.027*** 0.004 0.002
g (5.36) (2.39) (5.4) (5.43) (0.75) 0.47)
- - -0.037 -0.021 0.006
Age*Financial crisis (-1.03) (-1.52) (0.54)
Business complexity
Sale growth -0.001 -0.001 -0.001 -0.001 0.001** 0.001***
g (-1.57) (-1.17) (-0.53) (-0.44) (2.21) (2.65)
e . -0.002 0.001 -0.001
Sale growth*Financial crisis (-0.49) (0.14) (-0.44)
Segments -0.006 -0.028 -0.001 0.007 0.023 0.038
9 (-0.24) (-1.14) (-0.01) (0.31) (0.96) (1.47)
Segments*Financial crisis 0.017 -0.195 -0.135
(0.15) (-1.01) (-1.08)
Restructurin -0.19 -0.065 0.023 0.018 0.036 0.067
9 (-1.02) (-0.42) (0.17) (0.12) (0.49) (0.6)
Restructuring*Financial crisis -1.064 -0.155 0.08
(-1.59) (-0.45) 0.3)
M&A -0.433*** -0.332%** -0.199 -0.243 0.028 -0.019
(-6.84) (-5.06) (-1.2) (-1.54) (0.16) (-0.08)
[ . . -0.474 0.823 0.612
M&A*Financial crisis (-1.34) (1.53) (1.11)
Financial health
Leverage -0.011*** -0.011*** -0.001 -0.001 0.002 0.001
g (-6.51) (-5.88) (-0.05) (-0.09) (1.38) (0.65)
Leverage*Financial crisis 0.002 -0.001 0.005
(0.09) (-0.03) (0.48)
Z-score -0.003*** -0.003** 0.002 0.003 -0.001 -0.001
(-3.54) (-2.41) (1.11) (0.97) (-0.53) (-0.35)
Z-score*Financial crisis 0.002 ~0.015 -0.036*
(0.04) (-0.62) (-1.87)
Positive earnings -0.012 0.028 -0.096 -0.067 -0.065 -0.067
9 (-0.11) (0.2) (-1.17) (-0.67) (-1.12) (-0.99)
Positive earnings*Financial crisis -0.387 0.008 0.485
(-0.49) (0.02) (1.39)
External financin -0.257*** -0.287*** -0.067 -0.08 0.079* 0.083*
9 (-5.19) (-5.21) (-1.06) (-1.08) (1.73) (1.81)
. . . R 1.929* 1.804** 1.22
External financing*Financial crisis w.72) (2.39) (1.3)
Auditor quality
Big 4 0.115 0.092 -0.126 -0.149 -0.002 -0.009
9 (0.89) (0.68) (-1.19) (-1.26) (-0.03) (-0.11)
. . I 0.061 -0.413 -0.399
Big 4*Financial crisis (0.19) (-1.28) (-1.34)
Corporate governance quality
CEOchairnerson 0.003 -0.065 0.1 0.096 0.009 -0.006
P (0.04) (-0.84) (1.11) (0.92) (0.13) (-0.08)
. . — -0.086 -0.113 0.091
CEOchairperson*Financial crisis (-0.26) (-062) (0.87)
FE industry Included Included Included Included Included Included
N 238 238 238 238 238 238
Pseudo R2 0.0615 0.0752 0.0652 0.081 0.0301 0.038

This tables presents results of the analysis of the impact of the financial crisis 2008-2009 on the sensitivity of SEC reviews to IPO firm characteristics on the sample
of 238 IPOs between 2005-2011. The period of 2012-2017 is not included in this analysis in order to mitigate the impact of the JOBS Act enacted in 2012. Negative
binomial regression is employed in this analysis. Dependent variables are SEC review attributes including Duration, #Letters and #Themes. Independent variables
are Financial crisis, IPO firm characteristics (Size, Age, Sale growth, Segments, Restructuring, M&A, Leverage, Z-score, Positive earnings, External financing, Big4,
CEOchairperson) and their interactions with Financial crisis. All variables are defined in Appendix 1. Results from Z-statistics are presented in parentheses below
coefficient estimates, and are based on robust standard errors clustered at the industry level. *, **, and *** denote significance at the 10%, 5%, and 1% levels,
respectively, based on a two-tailed test.
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3.7.Conclusion

This study investigates how a host of IPO firm characteristics affect the extensiveness of SEC
reviews of S-1 filings, as indicated by the duration of the IPO process, the number of comment
letters issued by the SEC on each S-1 filing, the number of comments within comment letters.
and the number of themes commented upon the initial S-1 filings issued by the SEC.

Contributing to previous literature, this study provides new and broad evidence about the
sensitivity of SEC S-1 reviews to IPO firm characteristics. Specifically, for a sample of 909
IPO firms over the period 12" May 2005 to 31% December 2017, this study identifies that the
SEC spend more time reviewing S-1 filings, issue more comment letters, more comments and
wider range of themes for initial S-1 filings prepared by bigger IPO firms. Older IPO firms
experience longer SEC review duration and receive more comment letters. Regarding the
impact of IPO firms’ business complexity, the results reveal that SEC reviews are likely to be
more extensive when reviewing IPO firms who have greater complexity in their business,
which may be related to lower reporting quality. Specifically, IPO firms having more business
segments are identified to receive wider range of themes in SEC comment letters. More
comments and wider range of themes in SEC comment letters are also received by IPO firms
conducting M&A activities. However, IPO firms with lower sales growth, who might have less
business complexity, are observed to experience longer SEC review duration, probably due the
SEC’s concerns that these firms might manage sales downward in order to be eligible for EGC
status under the JOBS Act.

In terms of financial health, IPO firms having a higher probability of bankruptcy are identified
to have longer SEC reviews, receive more comment letters, more comments and more themes
in the comment letters. More profitable IPO firms, who may be more likely to have disclosed
misleading accounting information, are also observed to experience longer SEC reviews. The
results also reveal that shorter review times are experienced by IPO firms using more external
financing who are believed to have higher disclosure quality. With regard to auditor quality,
this study observes shorter reviewing time and fewer comments are experienced by IPO firms
audited by Big4 auditors. Overall, the findings suggest that SEC reviews are likely to be more
extensive when IPO firms display characteristics that indicate potential deficiencies in

informational quality of their IPO registration statements.

p.124



In addition, the results suggest that IPO firms incur higher cost of remediation when receiving
comments on core accounting issues, non-core accounting issues, business issues, and
disclosure issues, as compared with other issues. Furthermore, comments on core accounting
issues are observed to have the highest cost of remediation. Furthermore, the results also
suggest that, during the period of the global financial crisis, SEC reviews became
disproportionately more extensive for bigger IPO firms, IPO firms having higher external
financing, and IPO firms with a higher probability of bankruptcy.

The findings should be of interest to practitioners in terms of providing a better understanding
of the SEC’s S-1 review process, specifically, which factors might attract SEC attention. In
addition, the findings are insightful to investors, auditors, regulators and other stakeholders,
who employ SEC S-1 comment letters to evaluate the quality of S-1 filings as well as IPO
firms’ reporting compliance. The sensitivity of SEC review extensiveness to firm
characteristics indicating potential informational deficiencies (e.g. high complexity, poor
financial health, low auditor quality), to some extent implies that SEC comment letters can be
considered as valuable and reliable source of information about going-public firms.
Specifically, the findings imply that SEC comment letters can be used to identify undisclosed

firm performance as well as obtain information about the quality of S-1 disclosures.

As for IPO issuers, the findings imply that choosing high-quality auditors (e.g. Big 4) to
perform audit procedures could shorten IPO approval process. Because high-quality auditors
can increase confidence in the IPO firm’s disclosures, which may reduce regulatory scrutiny
(Alhadab & Clacher, 2018). However, it is unclear whether this reduced scrutiny is associated
with sufficient regulatory cost reductions to justify the audit fee premium associated with
appointing a Big 4 auditor. In addition, findings relating to the relationship between
remediation costs and S1 filings’ issue types should be useful to issuers as remediation costs
might affect IPO firms' capability to enter capital markets (Deloitte, 2013; Johnson, 2010).
Specifically, core accounting issues are observed to result in the highest cost of remediation,
implying that IPO firms should pay more attention to potential issues in their financial

statements to reduce remediation costs and speed up the IPO process.

Furthermore, foreign issuers tend to face stricter reporting requirements when listing in the
U.S. (e.g., those enforced by the SEC), as well as relatively strong investor protections (Ghosh
& He, 2016). If the foreign issuer successfully completes an IPO in the U.S., it would be a good
signal about their credibility, hence attracting investors (Ghosh & He, 2016). Similarly, Doidge
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et al. (2001) also state it is widely regarded that foreign firms listing on the U.S. stock markets
benefit from enhanced prestige, cheaper cost of capital, larger shareholder base and higher
liquidity as compared with listing in other countries (e.g., Canada, Hongkong, France,
Germany). How to meet the SEC's reporting requirements is always a challenge for domestic
IPOs, so it will be even more difficult for foreign IPOs. Therefore, the results of this study on
which firms’ characteristics may attract the attention of the SEC will certainly be more useful

to foreign issuers.

In addition, underlying regulatory oversight of capital markets is likely to be comparable in
other nations. For example, according to Boskovic et al. (2010), securities regulations in the
EU (e.g., the Market in Financial Instruments Directive 2004/39/EC (MiFID)) and United
States (e.g., the 1933 Securities Act) have a similar focus on investor protection, fair and
orderly markets, and price transparency as well as similar approval procedures for issuing
firms.*® Silvia (2006) also states that supervisory authorities in the United Kingdom and the
United States maintain similar goals and missions in monitoring the capital market. The
Securities and Exchange Commission (SEC) of the US, the Financial Services Authority (FSA)
of the UK, the European Securities and Markets Authority (ESMA) are all members of the
International Organisation of Securities Commissions (IOSCO), who share similar 2003
IOSCO Core Principles of Securities Regulation (Boskovic et al., 2010). Therefore, findings
in this study about the focus of the SEC on firms’ characteristics in the U.S context may be
applicable to other countries. Furthermore, the findings may have implications for legislators
in other countries such as South Korea (Kim, 2019), Canada (Murphy et al., 2020) who are

seeking to replicate the filing review process of the US markets.

While providing evidence on the determinants of SEC reviews on S-1 filings, this study does
not explore whether SEC reviews are effective in addressing deficiencies in the information
quality of S-1 filings. There have been extensive arguments about the effectiveness of SEC
reviews of IPO registration statements. On the one hand, prior research support the
effectiveness of SEC reviews in detecting informational issues around IPOs (Ertimur &
Nondorf, 2006; Colaco et al., 2018, Schuldt & Vega, 2018 and Lowry, 2020) and improving
the IPO informational environment (Ertimur & Nondorf, 2006; Gupta & Israelsen, 2015; Li &
Liu, 2017; Schuldt & Vega, 2018 and Lowry, 2020). On the other hand, the effectiveness of

SEC reviews is observed to be constrained by some external factors, such as political

43 https://openknowledge.worldbank.org/bitstream/handle/10986/13528/52460.pdf?sequence=1&isAllowed=y
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connections and the JOBS Act (Johnston & Petacchi, 2017 and Chaplinsky et al., 2017). Future
research on the sensitivity of SEC reviews to information quality of S-1 filings would therefore
be informative. In addition, with the aim of filling the gap in the extant literature on firm-level
factors associated with the SEC review, this study solely focuses on IPO firms’ characteristics
and their impact on the SEC review extensiveness. Emphasis is placed on firm characteristics
in this study because firm characteristics are identified to be among the most important factors
on the SEC review of corporate disclosures (e.g., 10-K, 8-K) than S-1 filings, hence, it is
worthwhile to investigate the influence of firm characteristics on the SEC S-1 review.
Nevertheless, it is worth noting that factors other than firm-level factors may also have some
impact on the SEC review extensiveness as suggested by recent research, e.g. the SEC
workload (Kochling et al., 2021). Future research would be useful to investigate the
incremental impact of factors other than firm-level factors on the extensiveness of the IPO
approval process, e.g. the recent regulatory change, the allocation of the SEC’s budgetary
resources. Furthermore, attention should be given to whether Duration is an effective indicator
for the extensiveness of SEC reviews. This proxy could cover more than just the SEC review
period, especially, the time lag between the date when SEC complete their review and date of
publishing their comment letters. Consequently, there might be factors other than SEC reviews
affecting the length of IPO processes, such as market timing or litigation. Therefore, results on

the determinants of Duration should be considered with this limitation in mind.
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4. De-burdening the IPO approval process: SEC reviews under the JOBS Act
4.1. Introduction

Responding to a decade-long decrease in IPO activity, Title | of the Jumpstart Our Business
Startups (JOBS) Act, enacted on 5th April 2012, attempted to facilitate the IPO process for

emerging growth companies (EGCs).** In particular, the “de-burdening” provision sought to
reduce certain accounting and disclosure requirements in an attempt to make the 1PO approval
process cheaper and quicker. Before an IPO can be completed, the registration statements and
prospectus information must be reviewed and approved by the SEC, in order to ensure the
completeness and integrity of the information that investors receive. An excessively lengthy
and burdensome approval process, however, risks putting-off companies from conducting
IPOs altogether. This study seeks to quantify the impact of the JOBS Act on the duration of
the approval process, as well as the volume and scope of comments issued by the SEC.

Dramatic reductions in all measures under the JOBS Act are documented.

Prior studies have examined other impacts of the JOBS Act, in terms of the content of IPO
firms’ disclosures (Gupta & Israelsen, 2015), the volume of IPOs (Dambra et al., 2015), the
financial costs of going public (Chaplinsky et al., 2017), post-IPO performance (Lowry et al.,
2020), as well as its impact on the information environment (Barth et al., 2017; Gupta &
Israelsen, 2015 and Lowry et al., 2020). For example, Chaplinsky et al. (2017) identify no
measurable reduction in IPO direct costs (e.g. underwriter fees, legal fees, accountancy fees)
as a result of the JOBS Act, although indirect costs (i.e. underpricing) have increased
substantially. This is likely due to the deterioration of the information environment, namely
lower transparency and higher information uncertainty, leading to an increased cost of capital
(Chaplinsky et al., 2017). Furthermore, while IPO volumes increased during the first two years
of the post-JOBS era, they have largely fallen again since (Zeidel, 2016). Taken together, these

findings imply a moderate beneficial impact of the Act in facilitating the IPO process at best.

Currently, little is known of the extent to which the JOBS Act led to de-burdening of the IPO
approval process. Agarwal et al. (2017) and Lowry et al. (2020) are the only studies to analyse
variations in SEC comment letters in its aftermath. Agarwal et al. (2017) find that after the

enactment of the JOBS Act, SEC comment letters are generally more negative in tone, contain

4 EGC status is afforded to companies having total annual gross revenues less than $1 billion.
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more forceful suggestions, and focus more on hard information (e.g. about prices, dates and
accounts). Lowry et al. (2020) observe that in the post-JOBS Act era, the SEC appears to reduce
the focus on liquidity and executive compensation in their comment letters. However, the
literature currently lacks a systematic evaluation of the extent to which the regulatory process
has relaxed under the JOBS Act. Understanding the extent to which the JOBS Act (if at all) de-
burdened the IPO approval process (e.g. the extent of revisions required by the SEC) is
important to help evaluate the efficacy of the initiative. This is important not only to regulators
but also to investors, auditors and other stakeholders, who often use SEC comment letters as
one indicator of information quality (Li & Liu, 2017).

Using a sample of 722 U.S. EGC-scale IPOs (henceforth EGC IPOs) between 2005 and 2017,
this study finds the evidence of substantial decreases in the duration of the IPO approval
process, the number of comment letters issued by the SEC, as well as the volume and range of
themes covered by comments in initial SEC comment letters.*> Specifically, controlling for
other factors, this study observes that EGC IPOs on average attract 62.6% fewer comment
letters, and that the number of comments (themes) in initial comment letters reduces by 120.8%
(71.72%) following the JOBS Act. It is also observed that the average duration of the IPO
approval reduces by as much as 62.3% for EGC IPOs, although similar reductions are seen for
Non-EGC IPOs. Overall, the results document substantial de-burdening of the IPO approval
process, particularly for EGC IPOs.

In further tests, the extent of post-JOBS reductions in the number of comment letters and
themes are observed to be less pronounced in more highly concentrated industries, suggesting
the SEC are conscious to maintain scrutiny in areas where the proprietary costs of disclosure,
and therefore information uncertainty, are high. Finally, this study finds that under the JOBS
Act, SEC comments focus proportionately more on non-core accounting issues and issues
directly related to the offering, but proportionately less on general business issues and potential

disclosure deficiencies.

This study makes two incremental contributions to the extant literature on the IPO approval
process and the effects of the JOBS Act. First, this study provides evidence that the JOBS Act,

4 Since the JOBS Act mainly relaxes disclosure requirements for Emerging Growth Company IPOs, this study
examines a sample of companies that satisfy the criterion to be eligible for EGC status under the act. Throughout
this paper, this study therefore uses the EGC label in a broad sense to refer to IPOs of companies who would
satisfy the criterion to be eligible for EGC status under the act, but did not necessarily go public with formal EGC
status.
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despite not reducing IPO costs (Chaplinsky et al., 2017), led to substantial de-burdening of the
IPO approval process, particularly through reduced volume and scope of comments issued by
the SEC. The findings in this regard yield important policy implications, confirming the
materialization of the Act’s intended effects of easing the IPO on-ramp. Second, this study
demonstrates the degree of de-burdening to be moderated by the level of market concentration,
suggesting that the SEC retain discretionary scrutiny to ensure sufficient disclosure by firms
conducting IPOs in more highly concentrated industries. This is likely due to heightened need
for investor protection given high information uncertainty as a result of proprietary disclosure
costs (Robinson et al., 2011; Ali et al., 2014; Dambra et al., 2015 ).

The remainder of the paper is structured as follows. Section 4.2 presents the institutional
background, prior literature, and expectations development. Section 4.3 discusses the
methodology and data. Section 4.4 provides the summary statistics. The empirical analyses are
presented in Section 4.5, while Section 4.6 concludes the chapter.

4.2. Literature review
4.2.1. “De-burdening” provisions under the JOBS Act

On 5™ April 2012, the Jumpstart Our Business Startups (JOBS) Act was signed into law, among
other things, appealing to the SEC to establish rules on research, capital formation, disclosure,
and registration requirements. The primary motivation for the Act was to encourage more
companies to conduct IPOs by easing the associated costs and disclosure and compliance
requirements (Forbes, 2013; Gao et al., 2013). The preceding decade saw increased regulation,
e.g. via the Sarbanes-Oxley Act, arguably imposing prohibitive compliance costs on firms
pursuing IPOs, in terms of time and money (Keating, 2012), dampening the volume of IPOs.
Moreover, the global financial crisis of 2008/2009 drove a deep decline in IPO activity, which
through the JOBS Act the U.S. government sought to reverse. The JOBS Act particularly
focused on encouraging IPOs by Emerging Growth Companies (EGCSs), firms with total annual

gross revenues less than $1 billion in the most recent fiscal year.

The assumptions of iron triangle theory and congressional dominance theory both state that the
bureaucracy (e.g. the SEC) will strictly carry out regulations authorised by Congress as
Congress control the bureaucracy’s budgetary allocation. Dambra et al. (2015) empirically
analyse the effect of the JOBS Act on the number of IPOs and observe an increase in IPO

volume in the period immediately following its enactment, suggesting that the JOBS Act to
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some extent achieve Congress’ target of revitalizing IPO activity through the relaxation of IPO
registration requirements. They also document that the SEC satisfy “de-burdening” provisions
of the JOBS Act by expediting the IPO review process as indicated by shorter IPO registration
duration, on average, in the post-JOBS period than that in the pre-JOBS period. Examining the
range of topics within SEC comment letters, Lowry et al. (2020) document a reduction in the
number of words on liquidity and executive compensation under the JOBS Act. They also
observe a decrease in IPO registration period length after the passage of the JOBS Act. In
addition, they find that after the JOBS Act enactment, the first prospectuses (S-1 filings) are
less different to the final prospectuses (424 filings) in terms of the number of words, suggesting
that the SEC might issue fewer comments on IPO registration statements. Overall, the
assumptions of iron triangle theory and congressional dominance theory and prior research
supports the view that the SEC might satisfy the “de-burdening” provisions of the JOBS Act
by reducing the extensiveness of their reviews after the JOBS Act enactment.

The first hypothesis, therefore, is stated in an alternative form, as follows.

Hlarernative: SEC reviews of IPO registration statements are likely to be less extensive under
the JOBS Act.

4.2.2. The JOBS Act and informational problems

Prior research on impacts of the JOBS Act provide evidence about the reduction in the quality
of informational environment under the Act. Barth et al. (2017) examine the effects of the
JOBS Act on information uncertainty in the IPO market, while Lowry et al. (2020) investigate
its effects on information revelation, information asymmetry around IPOs as well as
uncertainty, liquidity, insider sales, and post-IPO performance. In general, these studies find
that, as feared, the Act exacerbated information problems. Examining the effects of the JOBS
Act on direct issuance costs, including accounting, legal, and underwriting fees for EGC IPOs,
Chaplinsky et al. (2017) document that while the JOBS Act directly eliminates certain
restrictions and requirements, it may also reduce the ability of regulators to address information
deficiencies. Moreover, as the spirit of the Act is to de-burden the IPO process, the SEC may
exert discretionary effort to lessen the extensiveness of their reviews. On the other hand, as the
JOBS Act resulted in reduced transparency and exacerbated information problems (Barth et
al., 2017, Chaplinsky et al., 2017; Gupta & Israelsen, 2015; Lowry et al., 2020), the SEC may
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decide to increase the extensiveness of their reviews in order to protect investors from

potentially inaccurate or misleading disclosures.

The assumptions of public interest theory state that the regulatory agencies strive to serve the
public interest regarding monitoring and modifying inefficient markets. The aforementioned
studies (Ertimur & Nondorf, 2006; Colaco et al., 2018 and Schuldt & Vega, 2018) provide
evidence that SEC scrutiny of registration statements is more extensive under conditions of
high information uncertainty and low reporting quality. Agarwal et al. (2017) evaluate the
impact of the JOBS Act on IPO firms’ disclosures and find that IPO firms reduce accounting
disclosures after the Act. While such reduction is allowed under the JOBS Act, SEC comment
letters are observed to concentrate more on the quantitative content of IPO registration
statements and become more negative in tone and more forceful in the recommendations they
make after the enactment of the JOBS Act in order to reduce potential problems of information
asymmetry. It is possible, however, that this is explained by the SEC narrowing their focus on
only the most pervasive disclosure issues. It is also worth noting that Agarwal et al. (2017)
examine changes in the contents and styles of SEC comment letters rather than changes in the
volume and breadth of SEC critiques in the aftermath of the JOBS Act. In this vein, the
expectation is that information problems occurring after the enactment of the JOBS Act might

increase the extensiveness of SEC reviews.

There are reasons, however, to expect the impact of the JOBS Act on SEC reviews to be
heterogeneous, varying according to the level of competition in each industry. Ali et al. (2014)
demonstrate that, due to high proprietary costs of disclosure, firms operating in highly-
concentrated markets disclose less information, which increases information uncertainty.
Similarly, Robinson et al. (2011) find that high competition levels lead managers to avoid the
proprietary costs of disclosure by releasing less important information, which increases
uncertainty. The removal of certain mandatory reporting requirements by the JOBS Act
allowed firms to avoid disclosing on issues where proprietary costs are high (Barth et al., 2017),
which led to a pronounced increase in IPO activity by firms in more concentrated industries
(Dambra et al., 2015). Issuers in more concentrated industries may also face increased
incentives to engage in opportunistic disclosure (e.g. earnings management), in order to protect

their competitive position (Cheng et al., 2013).

While the uptake of greater disclosure exemptions under the JOBS Act by IPO firms in more

concentrated industries may mechanically lead to fewer comments by SEC reviewers, the
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omission of business-critical information may on the other hand encourage a more extensive
SEC review. As previously discussed, SEC reviews are seen to be more extensive under
conditions of high information uncertainty (Ertimur & Nondorf, 2006; Chen & Johnston, 2010;
Colaco et al., 2018). While this study expects the SEC to conform with the spirit of the JOBS
Act in terms of reducing excessive burden in the IPO approval process, the business-critical
nature of information omissions by firms facing high proprietary disclosure costs is likely to
change this dynamic measurably. As the SEC are charged with ensuring IPO firms report
“meaningful financial and other information to the public” (SEC, 2013), this study, therefore,
posits the second hypothesis, in alternative form, as follows.

H2arernative: The reductions in the extensiveness of SEC reviews following the JOBS Act to be
less pronounced for IPOs in more highly concentrated industries.

4.3. Research design
4.3.1. Sample selection

The Thomson Reuters Eikon database is employed to obtain an initial sample of U.S. IPOs
filed on NYSE, NASDAQ and AMEX between 12" May 2005 and 31% December 2017,
including data on the date of initial S-1 filings and the date which the IPO becomes effective.
Following prior studies, this study focuses on IPO firms offering common shares and excludes
IPOs with an offering price less than $5 per share, American Depositary Receipts (ADRs) and
financial firms, unit issues and simultaneous offerings. Furthermore, for the sake of
standardisation, IPO firms who do not file S-1 filings are excluded. Accounting data are then
obtained from Compustat, and corporate governance data are obtained from Thomson Reuters
Eikon. The final sample consists of 799 IPOs with all necessary data available, of which 722
are classified as EGC IPOs due to having less than $1 billion in revenues in their most recent
fiscal year (including 351 in the pre-JOBS Act era, and 371 filed under the JOBS Act).*’ The
sample selection process is detailed in Table 4.1. For each IPO in the sample, all relevant SEC

comment letters are manually identified and collected from the SEC’s EDGAR database.*8

46 SEC comment letters were only released publicly as of 12th May 2005.

47 Though EGC status only began to be extended under the JOBS Act, this study also classifies pre-JOBS IPOs as
EGCs using the same criterion in order to evaluate the impact of the Act on the class of companies that are targeted
by many of the Act’s provisions.

48 https://www.sec.gov/edgar/searchedgar/companysearch.html

p.133



https://www.sec.gov/edgar/searchedgar/companysearch.html

Table 4.1. Sample selection

Number of
IPOs
U.S. IPOs (on NASDAQ, NYSE, AMEX) with first registration statements filed 3505
between 12/05/2005 and 31/12/2017 (collected from Thomson Eikon)
Less: IPOs with offering price less than $5 per share (1,202)
Less: Simultaneous offerings and unit offerings (56)
Less: American Depository Receipts and other financial firms (733)
Less: IPOs that do not offer common shares (532)
Less: IPO firms that do not file an S-1 (93)
Less: IPOs with missing accounting and/or corporate governance data (110)
Final sample
-All IPOs 799
-Of which: EGC IPOs 722
e In pre-JOBS Act period 351
e In post-JOBS Act period 371

4.3.2. Key variables

This study examines four main attributes of the IPO approval process, including; the duration
of the IPO process (Duration); the number of SEC comment letters (#Letters); the number of
individual comments in the initial comment letter (#Comments); and the number of themes

cited in the initial comment letter (#Themes).

Duration is measured by calculating the number of days from the filing date of initial S-1 form
to the date when the IPO becomes effective. This measure represents the length of the SEC
review process for each IPO firm. According to Ertimur & Nondorf (2006), although this
period covers not only the SEC review period but also other events (e.g. road shows, execution
of underwriting agreement) in the IPO process, it is commonly considered to be a positive
function of the extensiveness of the SEC’s review. Colaco et al. (2018) suggest that IPO

duration indicates multiple layers of oversight from regulators.

#Letters is calculated by counting the number of comment letters that the SEC issues to each

IPO firm during their IPO approval process, as listed on the EDGAR database.

#Comments is calculated by counting the number of comments in the initial SEC comment
letter issued to each IPO firm. If no comment letter is issued by the SEC, #Comments is set

equal to zero.
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#Themes is calculated by counting the number of different types of issues highlighted in initial
SEC comment letters, in accordance with the thematic coding of the data (described in section
3.3.2). If no comment letter is issued by the SEC, #Themes is set equal to zero.

JOBS Act is an indicator variable equals to 1 if filing year of firm i’s S-1 is from 2012, when
the JOBS Act was enacted, to 2017, and 0 otherwise.

EGC is an indicator variable equals to 1 if IPO firm has total annual gross revenues that are
less than $1 billion in the most recent fiscal year, and 0 otherwise.

4.3.3. Control variables

Following Cassell et al. (2013), Duro et al. (2017), Heese et al. (2017) and Johnston & Petacchi
(2017), who identify various firm characteristics that affect SEC reviews, this study includes
controls for company size (LnSize), company age (Age), business complexity (Segments,
Restructuring, M&A), audit quality (Big4), corporate governance characteristics
(CEOchairperson), and financial health, including; debt level (Leverage), financial distress

(Zscore) and profitability (Positive earnings).

This study estimates LnSize as the natural logarithm of total assets reported in the latest fiscal
year prior to the year that the initial S-1 is filed (year t-1) (Brown et al., 2018). Following Heese
et al. (2017), Age is calculated as the number of years since the firm first appeared on
Compustat to year t-1. Segments is calculated as the number of unique segment industry codes
in year t-1, as reported on Compustat. Restructuring is an indicator variable reflecting whether
IPO firms engage in restructuring activities or not, and is set equal to 1 if the firm has non-zero
restructuring costs on a pre-tax basis in year t-1, and 0 otherwise (Cassell et al., 2013; Heese et
al., 2017). M&A is an indicator variable reflecting whether IPO firms engage in merger and
acquisition activities or not, and is set equal to 1 if the firm has non-zero acquisition or merger
costs on a pre-tax basis in year t-1, and 0 otherwise (Cassell et al., 2013; Heese et al., 2017).
Leverage is calculated as the ratio of total liabilities to total equity in year t-1 (Duro et al.,
2017). Zscore is a measure of bankruptcy risk as at yeat t-1, calculated using the modified Z-

score model for private companies developed by Altman (2013).

Positive earnings is a measure of profitability, and is constructed as an indicator variable set
equal to 1 if the firm has net income in year t-1 equal or higher than zero, and 0 otherwise

(Hesse et al., 2017). Big 4 is an indicator variable equal to 1 if the firm is audited by one of the
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Big 4 accounting firms in year t-1, and O otherwise (Johnston & Petacchi, 2017).
CEOchairperson is an inverse measure of the strength of internal monitoring mechanisms, and
is calculated as an indicator variable which equals 1 if the CEO is also the chairperson of the

board of directors in year t-1, and 0 otherwise (Hesse et al., 2017).
More detailed definitions of these variables are presented in Appendix 1.1 .
4.3.4. Empirical tests

In order to examine the impact of the JOBS Act on each SEC S-1 review attribute, this study

estimates the following model using negative binomial regression:*°

SEC review ; = B+ B,JOBS Act;; + B,LnSize;; | + B, Leverage, | + B,Firm age, |+
BSSegmentsi’t_lJr BgZscore; . + [37Big4i’t_l + BgRestructuring; | + BoM&A,; | +

B,oPositive carnings; | + B, CEOchairperson, | + IndFE + &, 4.1)

where SEC review;, denotes each of the main SEC review attributes in turn, namely

Duration;,, Letters;,, Comments;,, and Issue types, ; and JOBS Act;, as an indicator variable

which is equal to 1 if the S-1 filing year is in the post-JOBS Act period (2012 to 2017), and 0

otherwise. All other variables are as defined previously and in Appendix 1.1.%°

The intention of the JOBS Act is to de-burden the IPO approval process with particular focus
on firms eligible for EGC status. Therefore, this study estimates the augmented version of main
model, as specified by Eq. (4.2) below, in order to benchmark the impact of the JOBS Act on
EGC IPOs against a control sample of non-EGC IPOs (i.e., firms that do not satisfy the
criterion for EGC eligibility):

4% This study employs negative binomial regression since the dependent variables are discrete, i.e. they are counts
of the number of days in the IPO process; comment letters; comments; and themes. According to Rock et al.
(2000), this would be statistically problematic if discrete and countable variables are employed as independent
variables within conventional OLS regressions. Negative binomial regression outperforms other methods in
estimating cross-sectional regression on discrete-count dependent variables. Moreover, the distributions of SEC
review attributes display signs of overdispersion since these variables have variances that are greater than their
mean values, which does not satisfy the assumption of Poisson regression. The alpha parameters from likelihood
tests of overdispersion also demonstrate that negative binomial regressions are more appropriate than Poisson
regressions in terms of overdispersion.

%0 The results remain consistent if Eq.(4.1) includes the variable sales growth, which equals the percentage change
in annual sales of firm i from year t-2 to year t -1. However, due to limited data availability, sales growth is omitted
from the model. Appendix 4.1 presents the results obtained from Model 4.1) including sales growth.
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SEC review i = B, + B,JOBS Act;; + B,EGC;j, + B,JOBS Act; *EGC;; + B4LnSizei,t_1 +
BSLeveragei’t_ , T B Firm age, |+ B, Segmentsi,t_1 + BgZscore; . + [39Big4i,t_1 +
BIORestructuringi’t_1 + B, M&A, . + B,,Positive earningsi?t_1 +

B 13CEOchairpersoni, oy TIndFE + ¢, (4.2)

In addition to the variables specified above, this study includes an additional explanatory
variable EGCit, equal to 1 for IPOs eligible for EGC status, O otherwise, as well as an
interaction between JOBS Acti: and EGCi;. The ex-ante expectation for 35 is to be significantly
negative in all cases, implying a greater reduction in the volume and breadth of SEC reviews
as a result of the JOBS Act for EGC IPOs.

4.4. Summary statistics

Figure 4.1 presents the distribution of the sample of 799 IPOs (including 722 EGC and 77 non-
EGC IPOs) by year, over the period 2005 to 2017, showing how the volume of IPO filings in
the sample varies over time. After a low of 17 IPO filings during the height of financial crisis
in 2008, the volume increases dramatically following enactment of the JOBS Act, starting in
2013 and reaching a peak of 110 IPO filings in 2014, suggesting the Act to be successful in
stimulating IPO activity, at least in the initial post-JOBS period (Dambra et al., 2015).

From 2015, however, an apparent reversal of this trend is observed, with the level in 2017 (46
filings) sitting below that of 2011 (56 filings), immediately prior to the enactment of the Act.
The proportion of IPOs qualifying as EGCs is consistently high (i.e. between 82-95%)
throughout the sample period. This is consistent with the observations of Chaplinsky et al.

(2017), who identify that firms qualifying as EGCs account for the vast majority of IPOs.
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Figure 4.1. Sample distribution by year.
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Table 4.2 provides the descriptive statistics of variables employed in main analyses. In Panel
A, focusing on EGC IPOs, it is reported that the mean (median): Duration of SEC reviews is
103.32 (84) days; #Letter is 2.56 (2); #Comments in the initial comment letter is 24.52 (11);
and #Themes addressed in comment letters is 3.27 (4). These statistics all appear to be lower
than comparable measures employed by studies examining SEC reviews of S-1 filings in the
pre-JOBS era (i.e. Ertimur & Nondorf, 2006; and Li & Liu, 2017), consistent with significant
de-burdening as a result of the JOBS Act. Significant differences between EGC and Non-EGC
IPOs are also observed, namely that reviews of EGC S-1 filings are on average shorter, and

involve fewer SEC comment letters, comments, and a narrower range of themes.
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Table 4.2. Descriptive statistics

Panel A. Summary descriptive statistics of variables in empirical tests

EGC IPOs (N = 722) Non-EGC IPOs (N = 77)

Difference
Mean STD pl Median  p99 Mean STD pl Median  p99 in mean
Duration 103.32 95.10 24 84 504 185.44 252.36 26 99 1659 -82.12%**
#L etters 2.56 1.95 0 2 8 3.71 251 0 3 17 -1.15%**
#Comments 24.52 25.87 0 11 88 39.77 24.62 0 36 104 -15.25%**
#Themes 3.27 2.45 0 4 7 4.99 1.95 0 6 7 -1.72%**
JOBS Act 0.51 0.50 0 1 1 0.57 0.50 0 1 1 -0.06
LnSize 3.95 1.60 -1.23 3.92 7.52 7.83 0.93 5.36 7.82 10.26 -3.88***
Leverage -1.71 41.14 -31.87 -0.22 26.89 -278.66 2475.52 -21718 3.16 107.40 276.95%**
Firm age 2.09 2.98 0 1 13 7.42 12.50 0 4 62 -5.33***
Segments 1.28 0.87 1 1 5 2.49 1.62 1 2 8 -1.21%**
Z-score -15.55 70.63 -299.41 -2.07 17.25 3.89 1.71 -4.48 4.01 7.52 -19.44**
Big 4 0.81 0.39 0 1 1 0.97 0.16 0 1 1 -0.16%**
Restructuring 0.06 0.24 0 0 1 0.39 0.49 0 0 1 -0.33***
M&A 0.10 0.30 0 0 1 0.38 0.49 0 0 1 -0.28***
Positive earnings 0.36 0.48 0 0 1 0.96 0.19 0 1 1 -0.60***
CEOchairperson 0.21 0.40 0 0 1 0.29 0.45 0 0 1 -0.08*
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Panel B. Descriptive statistics for SEC review attributes in pre- and post-JOBS Act period

Pre-JOBS Act

Post-JOBS Act

SEC review (N=351) (N=371) Difference Difference

attributes in mean in median
Mean Median Mean Median

Duration 147.84 111 61.20 37 -58.60%*** -66.67%***

#Letters 3.69 4 1.49 1 -59.62%*** -75.00%***

#Comments 44.05 46 6.03 1 -86.31%*** -97.83%***

#Themes 4.95 5 1.68 1 -66.06%*** -80.00%***

This table presents the descriptive statistics of the sample of 722 ECG IPOs and 77 Non-EGC IPOs going public
between 12" May 2005 and 31 December 2017. Panel A presents summary descriptive statistics for the
variables employed in empirical tests and compares differences in mean value of these variables between EGC
and Non-EGC IPOs. Key variables include SEC review attributes (Duration, #Letters, #Comments, #Themes),
which are dependent variables, and JOBS Act, which is the independent variable of interest. Control variables
include IPO firm characteristics (LnSize, Leverage, Firm age, Segments, Z-score, Big 4, Restructuring, M&A,
Positive earnings, CEOchairperson). All variables are defined in Appendix 1.1. T-tests and Wilcoxon sign rank
tests are employed to examine differences in means and medians from zero, respectively. Panel B presents the
analyses of differences in SEC review attributes between the pre- and post-JOBS Act period for a sample of
722 EGC IPOs between 2005 and 2017. The analyses of differences are performed using two-sample t-tests
and nonparametric Wilcoxon rank-sum tests for significant differences in mean and median values,
respectively. *, ** *** indicate statistical significance at the 10%, 5%, and 1% level, respectively.

It is also observed in Panel A of Table 4.2 that the characteristics of EGC firms differ to those
of Non-EGC firms in a number of important ways, namely: EGC firms tend to be smaller, more
highly levered, younger, operate in fewer segments, and have a high probability of bankruptcy
(Zscore).®* In addition, they are less likely to be audited by one of the Big 4 audit firms, engage
in restructuring and M&A activities, they are less likely to be profitable, but are more likely to

have CEOchairperson separation.

In Panel B of Table 4.2, the univariate tests of differences in SEC review attributes before and
after the enactment of the JOBS Act are presented for EGC firms. Overall, significant and
sizable reduction in all four measures following the JOBS are observed. Specifically, using
two-sample t-tests of differences in means, this study observes: a 58.6% reduction in average

Duration; a 59.6% reduction in average #Letters; an 86.3% reduction in average #Comments;

51 Mean value of Leverage is negative, which is derived from negative total equity or deficit of EGC IPOs in the
sample.
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and a 66.1% reduction in average #Themes following the enactment of the JOBS Act. Even
more pronounced reductions in median values, according to Wilcoxon signed-rank test
statistics, are observed in the final column. Together, these tests reveal very substantial de-

burdening of the IPO approval process in the era since the enactment of the JOBS Act.
4.5. Empirical results
4.5.1. Impact of the JOBS Act on SEC reviews

Multivariate analyses commence by examining the impact of the JOBS Act for EGC IPOs,
specifically. Table 4.3 presents results from estimation of Eq. (4.1) using each of the dependent
variables Duration, #Letters, #Comments and #Themes. Consistent with the univariate tests in
Table 4.2, and the notion that the JOBS Act led to de-burdening of the IPO approval process
for EGC firms, a significantly negative coefficient on JOBS Act is observed in each case.
Controlling for other factors, the results imply that post-JOBS EGC filers enjoy reduced
Duration, #Letters, #Comments and #Themes by on average 93.56 days (63.28%), 2.31 letters
(62.60%), 53.20 comments (120.77%) and 3.55 themes (71.72%), respectively, as compared
with pre-JOBS levels.5?

The above findings suggest the JOBS Act was successful in relieving the regulatory burden on
EGC issuers, a key intention of the Act in order to revitalise the IPO market (Forbes, 2013;
Gao et al. 2013). These findings are also in agreement with arguments that the SEC adjust their
style in reviewing IPO prospectuses prepared by ECGs after the enactment of the JOBS Act
(Agarwal et al., 2017). However, while Agarwal et al. (2017) document that individual
comments become more negatively worded, on average, the findings of this study show that

they also become less voluminous and narrower in scope.

52 The marginal effects of a negative binomial regression is calculated as described by Hilbe (2011). in negative
binomial regression, the coefficient on an independent variable reflects a unit change in the log of the expected
count of the dependent variable when the independent variable changes by one unit. Appendix 4.2 present the
results of marginal effects in more detailed.
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Table 4.3. Effects of JOBS Act on SEC review attributes

Duration #L etters #Comments #Themes
1) (2) 3) 4)
JOBS Act -0.902*** -0.903*** -2.047%** -1.087***
(-20.32) (-13.92) (-15.66) (-13.95)
LnSize -0.106*** -0.040 -0.106* -0.040***
(-2.89) (-1.51) (-1.91) (-2.82)
Leverage 0.001* 0.001 -0.001 0.001
.77) (1.63) (-0.05) (0.30)
Firm age 0.005 0.013 0.057 0.015
(0.32) (0.81) (1.43) (1.34)
Segments -0.018 -0.009 0.085* 0.008
(-0.43) (-0.36) (1.72) (0.44)
Z-score 0.001* -0.001** -0.001 -0.001***
(1.70) (-2.44) (-1.09) (-6.86)
Big 4 -0.033 -0.050 -0.086 0.022
(-0.49) (-0.91) (-0.61) (0.36)
Restructuring 0062 0078 '0233 '0055
(0.52) (0.92) (-1.14) (-0.72)
M&A 0.065 0.022 0.266*** 0.203***
(1.08) (0.38) (3.08) (3.25)
Positive 0.306%** 0.140* 0.334%** 0.079*
earnings (3.04) (1.78) (4.39) (1.89)
CEoChairperson ‘0039 0031 0123 0011
(-0.56) (0.56) (1.15) (0.22)
Industry FE Included Included Included Included
N 722 722 722 722
Pseudo R2 0.0507 0.1232 0.0648 0.1344

This table presents the results of the multivariate analysis of effect of JOBS Act 2012 on SEC review
attributes for the sample of 722 EGC-eligible IPOs between 2005 and 2017. Negative binomial
regression is employed in this analysis. Dependent variables are SEC review attributes including
Duration, #Letters, #Comments and #Themes. Independent variable of interest is JOBS Act. Control
variables are IPO firm characteristics, including LnSize, Leverage, Firm age, Segments, Z-score, Big4,
Restructuring, M&A, Positive earnings, CEOchairperson. All variables are defined in Appendix 1.1.
The regressions include industry fixed effects using two-digit SIC code. Results from Z-statistics are
presented in parentheses below coefficient estimates, and are based on robust standard errors clustered
at the two-digit SIC industry level. *, **, and *** denote significance at the 10%, 5%, and 1% levels,
respectively, based on a two-tailed test.
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While this study observes significant reductions in all four review attributes for EGCs in the
post-JOBS era, it is possible that they are explained by factors other than the enactment of the
JOBS Act, per se.*® In order to draw a more robust link to the JOBS Act, this study contrasts
changes in review attributes for EGC IPOs with a control sample of non-EGC IPOs by
augmenting Eqg. (4.2) to include the variable EGC, as well as the interaction term EGC*JOBS
Act, to distinguish the impact of the JOBS Act on the extensiveness of SEC reviews between
EGC IPOs and non-EGC IPOs. The JOBS Act focused specifically on de-burdening the IPO
approval process for EGCs, therefore this study expects differences to be more pronounced for
EGC IPOs.

Results from estimations of Eq. (4.2) are presented in Table 4.4. Overall, significantly negative
coefficients on JOBS Act x EGC are observed in the #Letters, #Comments, and #Themes
regressions (models 2-4), indicating the reduction observed in these attributes is experienced
mostly by EGC IPOs. Some evidence is obtained of a reduction in #Letters for Non-EGC IPOs
(negative coefficient on JOBS Act in model 2, significant at 10%), however to a much lesser
degree than EGC IPOs. There is also some evidence that #Themes may have actually increased

for Non-EGC IPOs, as indicated by a positive coefficient on JOBS Act in model 4.

On the other hand, the results in model 1 of Table 4.4 imply that changes in Duration following
the JOBS Act are not significantly different for EGC IPOs than for Non-EGC IPOs (the
coefficient on JOBS Act x EGC is insignificant in model 1). However, a significantly lower
average Duration is observed for EGC IPOs in the pre-JOBS era (significantly negative
coefficient on EGC in model 1). Therefore, the proportional change for EGC IPOs may still be
greater than for Non-EGC IPOs. It is worth noting that while Duration is often employed as a
measure of the extensiveness of the IPO approval process, IPO duration may also be driven by

other factors, e.g., market timing.

%3 In untabulated results of univariate tests, this study also observes significant decreases in Duration, #Letters,
and #Comments following the JOBS Act for EGC-ineligible IPOs (i.e. larger firms, not specifically focused upon
by the Act), suggesting that part of the change may be driven by factors other than the JOBS Act.
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Table 4.4. Differences in the effects of the JOBS Act on SEC review attributes between EGC IPOs and

non-EGC IPOs
Duration #L etters #Comments #Themes
(1) (2 (3) (4)
-0.810%*+ -0.273%* -0.119 0.201*
JOBS Act (-3.73) (-1.98) (-0.56) (1.69)
. -0.652%* -0.104 0.021 0.165
(-2.55) (-0.69) (0.09) (141)
-0.077 -0.615%* -1.913%* -1.25g%*
*
JOBS Act* EGC (-0.34) (-3.64) (-6.46) (-8.83)
| nSine -0.102%%+ -0.038 -0.094* -0.030%*
(-2.82) (-1.53) (-1.84) (-2.22)
Loverace -0.001 %+ 0.001** 0.001%** 0.001%**
9 (-6.27) (2.22) (4.82) (3.15)
I 0.018** 0.020%* 0.016* 0.006
9 (2.30) (2.13) (1.65) (1.30)
Seaments -0.005 0.002 0.057* 0.018
g (-0.18) (0.09) (1.69) (0.99)
S score 0.001 0,001 %%+ -0.001 -0.001%+*
(1.46) (-2.69) (-1.32) (-7.97)
Biaa -0.015 -0.045 -0.060 0.025
g (-0.23) (-0.80) (-0.45) (0.44)
Restructurin 0.083 0.096 -0.097 -0.002
g (0.69) (112) (-0.67) (-0.03)
0011 -0.033 0.195* 0.110
MEA (-0.16) (-0.55) (1.74) (1.46)
bositive carmings 0.271%%* 0.102 0.302%%* 0.059
g (2.65) (117) (3.27) (1.28)
_ -0.032 0.042 0.146 0.033
CEOchairperson (-0.51) (0.90) (1.45) (0.69)
Industry FE Included Included Included Included
N 799 799 799 799
Pseudo R2 0.0539 0.1224 0.0629 0.1361

This table presents the results of the examination of whether the effects of the JOBS Act 2012 on SEC review attributes
are unique to EGC-eligible IPOs on sample of 799 IPOs between 2005 and 2017. Negative binomial regression is employed
in this analysis. Dependent variables are SEC review including Duration, #Letters, #Comments and #Themes. Independent
variable of interest are JOBS Act, EGC and interaction term between JOBS Act and EGC. Control variables are IPO firm
characteristics, including LnSize, Leverage, Firm age, Segments, Z-score, Big4, Restructuring, M&A, Positive earnings,
CEOchairperson. All variables are defined in Appendix 1.1. The regressions include industry fixed effects using two-digit
SIC code. Results from Z-statistics are presented in parentheses below coefficient estimates and are based on robust
standard errors clustered at the two-digit SIC industry level. *, ** and *** denote significance at the 10%, 5%, and 1%
levels, respectively, based on a two-tailed test.
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4.5.2. The moderating role of industry concentration

As discussed in Section 4.2.2, heterogeneity is expected in the impact of the JOBS Act
depending on the level of industry concentration. Specifically, this study expects less
pronounced effects for IPOs in more concentrated industries where competition, and therefore
proprietary cost concerns and consequently information uncertainty, are higher. Therefore, Eq.
(4.1) is augmented to include an additional explanatory variable, the Herfindahl Index measure
of market concentration, as well as a Herfindahl Index x JOBS Act interaction, where

Herfindahl Index is calculated as follows:

n

] sales;_q jj 2
Herfindahl Index; = ) (=14 (4.3)
sales;_q

i=1

where sales, ; ; is firm i’s sales in industry j in year t-1, as defined by two-digit SIC codes,
sales, ; ; is the sum of sales for all firms in industry j in year t-1 (Wang, 2016). Results from
these additional analyses are presented in Table 4.5. In particular, a significantly positive
coefficient on Herfindahl Index*JOBS Act is observed in models 2 and 4, suggesting less
pronounced reductions in #Letters and #Themes for IPOs in more concentrated industries. At
the maximum Herfindahl Index value of 1, the post-JOBS reduction on the log of expected
counts for #Letters, and #Themes narrows to -0.29 units (-1.02 + 0.73), and -0.40 units (-1.24
+ 0.84), respectively.®® In other words, the marginal effects suggest that at the maximum
Herfindahl Index value of 1, the post-JOBS reduction on #Letters, and #Themes narrows on

average to - 0.75 comment letters, and - 1.30 themes, respectively.

On the other hand, changes in Duration and #Comments do not appear to vary with the level
of industry concentration (Herfindahl Index*JOBS Act are insignificant in model 1 and 3).
Overall, these results imply that decreases in the number of SEC comment letters and themes
under the JOBS Act are less pronounced in markets with higher concentration, where
information uncertainty might be higher and information quality are expected to be lower due
to higher proprietary costs of disclosure (Ali et al., 2014; Robinson et al., 2011). In these cases,
more intensive SEC reviews should be more beneficial in terms of investor protection (Chen
& Johnston, 2010; Colaco et al., 2018; Ertimur & Nondorf, 2006).

54 Appendix 4.3 present the results of marginal effects in more detailed.
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Table 4.5. Moderating effect of the Herfindahl index on impact of JOBS Act on SEC review

N
Pseudo R2

JOBS Act

Herfindahl index

JOBS Act*Herfindahl index
LnSize

Leverage

Firm age

Segments

Z-score

Big 4

Restructuring

M&A

Positive earnings

CEOchairperson

Duration #L etters #Comments #Themes
(1) (2 (3) (4)
-0.895*** -1.022*** -2.191*** -1.236***
(-17.38) (-11.48) (-9.8) (-11.34)
0.226 0.140 0.053 -0.062
(1.06) (0.94) (0.24) (-0.72)

0.122 0.728*** 1.088 0.837***
(0.46) (2.79) (1.55) (2.72)
-0.105*** -0.030 -0.058 -0.016
(-2.97) (-1.33) (-1.15) (-0.97)
0.001 0.001 -0.001 -0.001
(1.21) (1.25) (-1.58) (-0.23)
-0.008 0.001 0.019 0.005
(-1.2) (0.18) (0.66) (1.10)
0.019 0.007 0.100** 0.011
(0.54) (0.26) (2.10) (0.76)
0.001 -0.001*** -0.001 -0.001***
(1.00) (-3.24) (-0.97) (-5.45)
0.016 -0.033 -0.097 -0.002
(0.27) (-0.63) (-0.74) (-0.05)
0.035 0.061 -0.175 -0.060
(0.30) (0.90) (-0.83) (-0.84)
0.083 0.052 0.265** 0.19***
(1.36) (1.14) (2.26) (2.71)
0.247** 0.117 0.322%** 0.096*
(2.50) (1.48) (3.15) a.77)
-0.044 0.046 0.155 0.005
(-0.68) (0.85) (1.54) (0.08)
722 722 722 722
0.0436 0.1075 0.0563 0.1166

This table presents the results of the moderating effect of Herfindahl index on the impact of JOBS Act on the SEC
review attributes for the sample of 722 EGC-eligible IPOs between 2005 and 2017. Negative binomial regression is
employed in this analysis. Dependent variables are SEC review attributes including Duration, #Letters, #Comments and
#Themes. Independent variables of interest are JOBS Act and Herfindahl Index. Moderating effects is indicated by
interaction is Herfindahl Index*JOBS Act. All variables are defined in Appendix 1.1. Results from Z-statistics are
presented in parentheses below coefficient estimates, and are based on robust standard errors clustered at the two-digit
SIC industry level. *, ** and *** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tailed

test.
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4.6.Additional test

Further multivariate analyses using negative binomial regression are conducted in order to
examine the effects of the JOBS Act on the proportion of comments relating to each theme
(%Core accounting issues, %Non-core accounting issues, %Offering comments, %Business
issues, % Corporate governance issues, %Disclosure issues). The data used in this analysis are
derived from the coding of SEC initial comment letters issued to EGC IPOs using Naive Bayes
machine learning. The definition of these variables are provided in Appendix 1.1. Table 4.6

shows the effects of the JOBS Act on the proportion of comments in each theme.

The results reveal that the estimated coefficient on JOBS Act is significantly positive for %Non-
core accounting issues and %0Offering issues, but significantly negative for %Business issues
and %Disclosure issues. The results indicate that, after the passing of the JOBS Act, the SEC
focus more on non-core accounting issues and offering issues, but less on business issues and
disclosure issues. Particularly, in post-JOBS Act period, the percentage of non-core accounting
and offering-related comments marginally increase by on average 2.15% (76.79%) and 4.54%
(97.42%), respectively, but the proportion of business and disclosure-related comments
decrease by on average 5.58% (18.07%) and 8.75% (21.37%), respectively, as compared with
pre-JOBS Act period (as per the p1 coefficients in models 1, 2, 3, 5, respectively).>® No
significant differences in the proportion of core accounting and corporate governance-related

comments are observed.

%5 Appendix present the descriptive statistics and the marginal effects of the he percentage of each theme
(%Core accounting issues, %Non-core accounting issues, %Offering issues, %Business issues, %Corporate
governance issues, %Disclosure issues) in more details.

p.147



Table 4.6. Impact of JOBS Act 2012 on types of issues of initial S-1 filings mentioned in SEC comment letters

%Core accounting %Non-core accounting %0ffering %Business %Corporate %Disclosure
issues issues issues issues governance issues issues
0.052 0.587* 0.683** -0.180** -0.374 -0.247%**
JOBS Act (0.45) (1.88) (2.19) (-2.16) (-1.14) (-3.96)
-0.009 0.108 -0.076 -0.055 0.205** 0.041*
LnSize (-0.18) (0.53) (-1.23) (-1.14) (2.28) (1.95)
-0.001 -0.001** 0.001 0.001 0.003* 0.001**
Leverage (-0.83) (-2.28) (0.71) (0.52) (1.67) (2.25)
0.027 0.002 0.072%** -0.033 -0.076 -0.029**
Firm age (1.01) (0.04) (2.76) (-1.57) (-0.94) (-2.30)
0.035 0.051 0.123* -0.028 -0.115 0.003
Segments (0.68) (0.54) (1.72) (-0.97) (-1.08) (0.12)
0.001 0.001 -0.001 0.001 -0.002%** -0.001
Z-score (1.54) (0.21) (-1.37) (0.60) (-2.6) (-0.53)
-0.096 0.027 0.045 0.077 -0.789*** -0.018
Big 4 (-0.98) (0.12) (0.43) (0.99) (-4.33) (-0.28)
-0.443** -0.480 -0.237* -0.117 -0.332 0.342**
Restructuring (-2.37) (-1.15) (-1.76) (-0.46) (-0.74) (2.48)
0.066 -0.237 0.101 0.342%** -0.545 -0.236%**
M&A (0.60) (-0.50) (0.25) (4.55) (-1.00) (-3.48)
-0.155 0.156 -0.106 0.056 -0.677%** 0.118**
Positive earnings (-1.27) (0.63) (-1.18) (1.18) (-2.69) (2.12)
0.009 -0.868** 0.054 0.042 0.378 -0.013
CEOchairperson (0.08) (-2.51) (0.45) (0.53) (1.49) (-0.20)
Industry FE Included Included Included Included Included Included
N 546 546 546 546 546 546
Pseudo R2 0.0148 0.0236 0.0258 0.0087 0.0242 0.014

This table presents the results of the multivariate analysis of the effect of the JOBS Act in 2012 on the percentage of each theme (%Core accounting issues, %Non-core accounting issues, %Offering issues,
%Business issues, %Corporate governance issues, %Disclosure issues) mentioned in SEC comment letters issued to EGC-eligible IPOs. Negative binomial regression is employed in these analyses. Control
variables are IPO firm characteristics, including LnSize, Leverage, BM, Firm age, Segments, Z-score, Big4, Restructuring, M&A, Positive earnings, CEO-chairperson. All variables are defined in Appendix 1.1.
The regressions include industry fixed effects using two-digit SIC code. Results from Z-statistics are presented in parentheses below coefficient estimates, and are based on robust standard errors clustered at the
two-digit SIC industry level. *, ** and *** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tailed test.
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4.7. Conclusion

This study evaluates the efficacy of the JOBS Act in de-burdening the IPO approval process.
In particular, this study examines changes in the duration of the IPO approval process, as well
as the volume and nature of comments issued by the SEC following their review of S-1 filings.
This thesis is thereby able to provide rich evidence on the broad impact of the JOBS Act on
the regulatory approval process for firms going public in U.S. markets.

Using a sample of 722 EGC IPOs filing S-1 registration statements between 2005 and 2017, as
well as a control sample of 77 Non-EGC IPOs, substantial de-burdening of the IPO approval
process following enactment of the JOBS Act is observed. Specifically, this study finds that
the SEC issue fewer comment letters, and that initial comment letters include fewer comments,
and covering a narrower range of themes, in the post-JOBS era. Furthermore, a pronounced
reduction in the duration of the approval process is observed under the JOBS Act, though this
is not unique to EGC IPOs, and therefore may be driven by factors other than the JOBS Act.

Further tests reveal that the extent of de-burdening is less pronounced for IPOs in more
concentrated industries, where competition and the proprietary costs of disclosure, and
therefore information uncertainty, are higher. It is also found that post-JOBS comment letters
focus proportionally more on non-core accounting issues and matters directly related to the
offering, but proportionately less on general business matters and potential disclosure

deficiencies.

This study sheds important new light on the sizeable extent of de-burdening of the IPO approval
process in the aftermath of the JOBS Act, particularly in regards to EGC IPOs. While the Act
was intended to make IPOs easier and cheaper to conduct, thereby encouraging more firms to
go public, prior studies document that it exacerbated information problems (Barth et al., 2017),
thereby increasing underpricing, with no significant reduction in direct IPO costs (Chaplinsky
et al., 2017). This thesis provides complementary evidence that, while the JOBS Act may not
have reduced IPO costs, it introduced substantial de-burdening of regulatory compliance, in

terms of the extensiveness of SEC reviews.

This chapter also provides novel evidence on the heterogeneous effects of the JOBS Act on the
extent of de-burdening given the level of industry concentration and proprietary cost concerns.

These findings are consistent with SEC reviews serving to protect investors, particularly when
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information problems are expected ex-ante to be high. Findings presented in this chapter also
question the appropriateness of using IPO duration as a proxy for regulatory scrutiny, given
that the findings using this measure are inconsistent with prior expectations and empirical
findings using the other more direct measures of SEC scrutiny (e.g. the number of SEC

comments).

This study offers a number of policy implications. The decrease in SEC reviews extensiveness
under the JOBS Act identified in this study implies that investor protection might be also
reduced after the Act enactment. While the SEC’s proprietary cost concerns are also observed
in the post-JOBS period, this might not compensate for the limited scope of SEC reviews under
the Act. Chaplinsky et al. (2017) also argue that, despite several benefits to issuers offered by
the JOBS Act, the cost of capital still increases considerably under the Act. For that reason,
after the JOBS Act enactment, investors should pay attention to potential informational matters
resulting from the relaxed registration requirements when obtaining information from 1PO

registration statements as well as the SEC comment letters when making investing decision.

In addition, the findings that the IPO approval process is de-burdened and hence sped up under
the JOBS Act should be of interest to IPO firms who are considering whether they should adopt
EGC status when going public in the period of the Act enactment. Furthermore, foreign IPO
firms seeking to enter the US capital markets have a range of funding options. In particular, a
foreign issuer may decide whether to make a public offering in the United States, which would
expose the issuer to stricter securities reporting and disclosure obligations than other countries
having a lower degree of monitoring mechanisms, e.g., Japan, France, Germany, Korea, Italy
(Leuz et al., 2003). The JOBS Act is applied to both domestic and foreign issuers. Therefore,
the findings in this study about the reporting de-burdening of the U.S. IPO approval process
under the JOBS Act would be of interest to foreign issuers as they can not only take distinct
advantages of being listed in the U.S. stock exchanges but also enjoy a much warmer welcome
in the U.S in terms of the relaxing reporting requirements under the JOBS Act. However, IPO
issuers should also note that competition in the stock markets might be more severe as there
are more firms going public under the JOBS Act (Dambra et al., 2015). Therefore, IPO issuers
should keep their competitive strength as well as market competition in mind when deciding
to conduct IPOs under the JOBS Act.

While this study provides evidence on substantial changes in the nature of SEC S-1 reviews

following the JOBS Act, the findings do not, in themselves, speak to the quality of information
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within IPO registration statements under the Act. Ceteris paribus, more extensive revision
requirements by the SEC are likely to increase information quality to an extent, however if the
impact of the JOBS Act is to mitigate an excessive burden, the benefits in terms of facilitating
capital formation may still exceed the costs from reduced information quality. On the other
hand, many post-JOBS IPO firms provide offsetting voluntary disclosure to mitigate
information problems (Barth et al., 2017), thus the net effect on IPO disclosure quality is
ambiguous. This chapter therefore concludes with a call for further examination of how the de-
burdening provisions of the JOBS Act have affected the quality of S-1 disclosures, considering

this to be a fruitful and important topic for future research.

In addition, as EGC IPOs have the option of taking reporting exemptions under the JOBS Act,
such as providing two years rather than three years of financial statements as well as reduced
disclosure within the compensation discussion and analysis (CD&A), IPO registration
statements may be less informative as a result. It is estimated that 50% (95%) of EGC IPOs are
observed to take exemptions in relation to reduced financial statement (CD&A) disclosure
(Chaplinsky et al. , 2017). It is possible that reductions in SEC review extensiveness may be
due to reduction in the contents of IPO registration statements, rather than “de-burdening” of
the SEC review process, per se. Therefore, future research would be useful to clarify the
mechanical association between the reduction in the contents of IPO registration statements

and the decrease in the extensiveness of SEC reviews.
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5. Do SEC reviews effectively address earnings quality? Evidence from IPO

registration statements
5.1. Introduction

Earnings are one of the key operational factors on which investors base their evaluations of the
performance of firms that are going-public. Consequently, corporate managers are incentivised
to manage earnings to obtain a high offering price. Around an IPO, managers commonly have
strong incentives to undertake earnings management because (1) IPO markets are characterised
by high information asymmetry between the IPO firms and market participants (e.g. investors,
regulators), and (2) reporting favourable earnings numbers would increase the probability of
completing IPOs successfully, which is vital to the issuers since a successful IPO creates
valuable capital resources for business expansion as well as repayment of outstanding debt
(Alhadab et al., 2015; Ducharme et al., 2001; Gounopoulos and Pham, 2018; Teoh et al.,1998b,
Teoh and Wong, 2002). This study aims to investigate the association between the
extensiveness of SEC reviews and the degree of earnings management within IPO firms’
registration statements. As consistency is one of the main principles of regulatory effectiveness,
this association can somewhat reflect the effectiveness of SEC reviews in addressing

informational deficiencies in IPO registration statements.>®

The Securities and Exchange Commission (SEC) have long raised concern that erosion in the
quality of financial reporting as a result of aggressive earnings management practices may have
a harmful impact on investors’ decisions, such as obscuring “the true consequences of
management's decisions” (Levitt, 1998). For this reason, the Division of Risk, Strategy, and
Financial Innovation recently designed a set of quantitative analytics to reliably identify poor
accounting quality, consisting of direct indicators of earnings management and factors that

predict engagement in earnings management (Lewis, 2012).

The Division of Corporate Finance is responsible for conducting the SEC’s monitoring roles
in reviewing information quality of all IPO firms’ registration statements (i.e. S-1 filings) to
guarantee that investors are “...provided with material information and to prevent fraud and
misrepresentation in the public offering ...”(SEC, 2001, p.1). If any deficiency in an IPO firm’s

registration statements is identified (e.g. poor accounting quality), the Division issues a

% The Better Regulation Task Force, set up by the British government in 1997, emphasised five principles of
effective regulatory settings including proportionality, accountability, consistency, transparency and targeting.
(https://publications.parliament.uk/pa/ld200304/Idselect/Idconst/68/6810.htm)
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comment letter bringing the deficiency up with the IPO firm. Ascertaining the effectiveness of
SEC reviews of IPO registration statements is important since there is typically limited
information publicly available about IPO firms at the time of going-public. Investors therefore
commonly rely on SEC comment letters for an evaluation of the firm’s earnings quality and

the credibility of the firm’s preliminary financial reports (Johnston & Petacchi, 2017).

There have been extensive arguments about the effectiveness of SEC reviews of IPO
registration statements. On the one hand, Bayless (2020), SEC Chief Accountant - Division of
Corporation Finance, reported many considerable accomplishments of their reviews (e.g., the
detection of various deficiencies in [POs’ financial statements). Previous research also provides
evidence that SEC reviews can be effective in detecting informational problems around IPOs
and in improving the IPO information environment. Specifically, previous studies find that the
SEC increase the extensiveness of their reviews in response to potentially material deficiencies
in the information environment around IPOs, such as weak corporation governance (Ertimur
& Nondorf, 2006), ex-ante information uncertainty (Colaco et al., 2018) and engagement in
earnings management (Schuldt & Vega, 2018). The extensiveness of SEC reviews of IPO
registration statements is also observed to be a good predictor of ex-post uncertainty and

performance (Colaco et al., 2018, Lowry, 2020).

Furthermore, previous research also provides evidence that SEC reviews are effective in
improving the quality of the information environment around IPOs, in particular, resulting in
decreased post-IPO information asymmetry (Ertimur & Nondorf, 2006) and information
uncertainty (Gupta & Israelsen, 2015), more IPO disclosures (Li & Liu, 2017; Lowry, 2020),
reduced offer prices, amendments to IPOs’ registration statements, better long-run performance
(Li & Liu, 2017), fewer price revisions, fewer revisions in offering volume and amount (Lowry,

2020) and a lower degree of earnings management (Schuldt & Vega, 2018).

On the other hand, in July 2014, Robert P. Casey, United States Senator raised his concerns
about the effectiveness of SEC reviews of IPO disclosures by Chinese firms listing in the U.S.%’
Johnston & Petacchi (2017) also suggest that the effectiveness of SEC reviews is lower when

there exist political connections with reporting firms. Furthermore, the passing of the JOBS

57 https://www.casey.senate.gov/newsroom/releases/casey-to-sec-protect-us-investors-in-chinese-ipos-
transactions-could-leave-us-investors-with-few-safeguards-if-they-invest-in-shell-corporations
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Actin 2012 is also suggested to constrain and reduce regulators’ ability to mitigate deficiencies

in EGC firms’ IPO disclosures (Chaplinsky et al., 2017; New York Times, 2012).

Thus far, Schuldt & Vega (2018) is the only paper examining the effectiveness of SEC reviews
in addressing earnings quality of IPO registration statements. Employing a sample of 290 IPO
filings from 2004 to 2009 and using discretionary revenues as a proxy of earnings management,
the authors identify that more revenue recognition comments are received by IPO firms with a
higher level of earnings management in years prior to the IPO, and that this results in a lower
level of earnings management after the IPO. As Schuldt & Vega (2018) focus on the period
before the enactment of the Dodd-Frank in 2010 and the JOBS Act in 2012, it is important to
ascertain whether and to what extent the effectiveness of SEC reviews has been affected by
these substantive regulatory changes.

In addition, examination of a broader range of earnings management proxies is required to
establish a more comprehensive view of the extent to which SEC reviews are sensitive to
earnings management around IPOs. For example, it is still unclear whether SEC reviews are
effective in addressing accruals-based earnings management (AEM) and real earnings
management (REM), which have been shown to be pervasive among IPO firms (Ahmad-Zaluki
et al., 2011; Alhadab & Clacher, 2018; Alhadab et al., 2015, 2016; Chahine et al., 2012; Gao
et al., 2017; Gounopoulos & Pham, 2017, 2018; Kouwenberg & Thontirawong, 2016; Gemma
et al., 2009; Teoh et al., 199843, b).

Motivated by the arguments above and the current gap in the academic literature, the purpose
of this study is to examine whether the SEC review process is effective in detecting and
addressing earnings management within IPO firms’ registration statements. Specifically, this
study investigates whether IPO firms displaying higher levels of income-increasing AEM and
REM attract greater SEC regulatory scrutiny. In addition, it is explored whether the degree to
which the extensiveness of SEC reviews is sensitive to income-increasing earnings

management by IPO firms decreased after the passing of the 2012 JOBS Act.

Using a sample of 799 IPOs filing on U.S. exchanges between May 2005 and December 2017,
this study examines the sensitivity of SEC reviews to: (1) accruals-based earnings management,
which involves the exercise of discretionary accounting choices in recognizing accruals, and
(2) real earnings management, which involves the modification of the timing or nature of real

activities such as sales and discretionary expenses. The extensiveness of SEC regulatory
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scrutiny is measured as: (a) the duration of the IPO approval process; (b) the number of
comment letters issued by the SEC; (c) the range of themes addressed by SEC comments; (d)
the number of core-accounting-related comments; and (e) the number of non-core-accounting-

related comments in initial SEC comment letters.

Consistent with SEC reviews being effective in addressing the information quality of IPO
registration statements, the findings reveal that IPO firms with higher levels of AEM are likely
to: experience longer SEC reviews; receive more comment letters and on a wider range of
themes; and receive more core-accounting-related comments. Furthermore, the findings also
show that the SEC are likely to spend more time reviewing disclosures of IPO firms with higher

discretionary-expense-based real earnings management.

On the other hand, this study identifies that IPO firms exhibiting higher sales-based real earning
management typically have shorter, rather than longer, SEC reviews and receive less non-core-
accounting-related comments, suggesting that SEC reviews are not similarly sensitive to all
forms of earnings management. These findings are of a similar vein to those of Cohen et al.
(2008) and Graham et al. (2005) who suggest that auditors, investors and regulators are less
likely to uncover sale-based earnings management. Gounopoulos & Pham (2017) and Alhadab
& Clacher (2018) explain that high sales growth is a typical feature of IPO firms, which may

make the detection of increased sales through sales-based manipulation more difficult.

Regarding the effects of the JOBS Act on the sensitivity of SEC reviews to income-increasing
earnings management, this study shows that after the passing of the JOBS Act in 2012,
comments on a wider range of themes are provided by the SEC to EGC IPOs having higher
degree of AEM. EGC IPOs having lower degree of discretionary-expense-based earnings
management also receive wider range of themes and more core-accounting-related comments
in the post-JOBS Act era. The findings suggest that the SEC focus more on specific content
within EGC IPOs’ registration statements to constrain misstatement in IPO disclosures, in order
to ensure the investor protection, perhaps due to the SEC’s concern about a lower quality IPO
information environment under the Act (Gupta & Israelsen, 2015; Agarwal et al., 2017
Chaplinsky et al., 2017; Barth et al., 2017).

Ineffectiveness of SEC reviews in addressing EGC IPOs’ sales-based earnings management is
also observed in the post-JOBS Act period, as indicated by more comment letters and

comments on a wider range of themes being received by EGC IPOs having higher levels of

p.155



abnormal cash flows from operations. This suggests the SEC may concern about the IPO firms
managing sales downwards in order to be eligible for EGC status under the Act.>®

This study offers three main contributions to the literature examining the effectiveness of the
SEC’s oversight of information quality within corporate disclosures. First, to the author’s
knowledge, this study is the first to demonstrate that the SEC are effective in detecting income-
increasing earning management through accruals-based and discretionary-expenses-based
manipulations by IPO firms when preparing their registration statements. These findings are of
importance to investors and other market participants who rely on SEC comment letters to gain
more information for their evaluation of the IPO firms’ performance. Specifically, the results
suggest that greater SEC regulatory oversight may effectively signal lower quality of the
earnings numbers disclosed by IPO firms in their registration statements.

Second, this study is the first to identify that SEC reviews do not appear to effectively identify
sales manipulation by IPO firms. The finding should be of interest to investors and other
stakeholders as it implies that SEC reviews are not sufficient to address all forms of earnings
management within IPO registration statements. Specifically, the findings suggest that
investors and other stakeholders should pay more attention when collecting sales-related
information from SEC comment letters to make their own decision about the quality of earnings
reported in S-1 filings. The finding also implies that SEC reviews could do better to adequately

protect investors from manipulation in the form of sales-based REM.

Third, this study also contributes to the extant literature on the effects of the JOBS Act on SEC
regulatory oversight of IPO registration statements. Specifically, this study is the first to
provide evidence that despite concerns to the contrary, SEC reviews continue to be effective in
detecting the EGC IPO firms” AEM and REM after the passing of the JOBS Act in 2012. These
findings are informative to investors in that they suggest that although the JOBS Act may limit
the scope of SEC reviews in some respects, SEC comments letters remain a reliable source of
information regarding the quality of earnings information provided by IPO firms, with the

exception of sales-based REM.

The remainder of the chapter is organised as follows. Section 5.2 reviews the relevant literature

and develops the hypotheses for the study. The sampling procedure, description of variables

%8 EGC status is given to companies having total annual gross revenues less than $1 billion.
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and the design of empirical tests are discussed in Section 5.3. Section 5.4 presents the summary
statistics. The empirical results are presented and discussed in Section 5.5, while Section 5.6
concludes the chapter.

5.2.Literature review
5.2.1. Earnings management around IPOs

The extant literature presents competing arguments regarding earnings management around
IPOs. On the one hand, supporting the intuition that issuers may have incentives to increase
the transparency of the information environment around their IPOs in order to reduce their cost
of capital, some studies identify that, by use of accounting choices, IPO issuers tend to
communicate their actual and valuable private information to stakeholders in order to signal
their future performance (Fields et al., 2001; Guay et al., 1996; Herbohn et al., 2010; Kallunki
& Martikainen, 2003; Louis & Robinson, 2005; Palepu & Healy, 1993; Subramanyam, 1996;
Watts & Zimmerman, 1978).

On the other hand, a growing number of studies provide evidence of opportunistic earnings
management around IPOs. Aharony et al. (1993) and Friedlan (1994) observe that issuers have
compelling incentives to boost earnings numbers by engaging in accruals earnings management
before IPOs. Teoh et al. (1998a) identify income-increasing earnings management conducted
by self-interested managers in the IPO year, as indicated by systematically positive values of
abnormal accruals. The authors also identify a negative relationship between abnormal accruals
and post-IPO long-run stock performance, suggesting that earnings numbers are distorted to
delude shareholders. Various later studies also support the presence of aggressive earnings
management to exaggerate earnings numbers around IPOs (Ahmad-Zaluki et al., 2011;
Alhadab & Clacher, 2018; Alhadab et al., 2015, 2016; Chahine et al., 2012; Gao et al., 2017;
Gounopoulos & Pham, 2017, 2018; Kouwenberg & Thontirawong, 2016; Gemma et al., 2009).

However, the evidence on opportunistic earnings management around IPOs is not always
supportive. Ball & Shivakumar (2008) provide evidence of high disclosure quality around
IPOs, indicating that IPO issuers are more likely to engage in accounting conservatism rather
than accounting manipulation in their financial reporting, in response to stringent oversight
from capital market participants such as regulators, auditors and analysts. However, Lo (2008)
argues that Ball & Shivakumar (2008) possibly omit from their sample IPO firms that engage

in earning management, since they focus only on firms with high similarity between the initial
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prospectus and the finalised financial statements. In addition, Lo (2008) suggests that IPO
managers may still manage their earnings through REM, which Ball & Shivakumar (2008) do
not consider. Taking the literature together, the findings suggest that IPO firms are likely to

have strong incentives to engage in earnings management in order to inflate reported earnings.

Studies on earnings management in the IPO context mostly focus on the presence of accrual
manipulation around IPOs and show a tendency by IPO managers toward income-increasing
earnings management (Alhadab & Clacher, 2018; Aharony et al., 1993; DuCharme, 2001,
2004; Gounopoulos & Pham, 2017; Friedlan, 1994; Lee and Masulis, 2011; Marquardt and
Wiedman, 2004; Morsfield and Tan, 2006; Teoh et al., 1998b). Recently, a growing number of
studies on REM (Cohen, Dey, & Lys, 2008; Gunny, 2010; Roychowdhury, 2006; Zang, 2012)
have stimulated additional interest in investigating whether such activities are undertaken in
the IPO context.

Darrough & Rangan (2005) provide evidence that IPO firms tend to boost reported earnings in
the IPO year by lowering their research and development (R&D) expenses. Alhadab & Clacher
(2018), Alhadab et al. (2015), Gounopoulos & Pham (2017), and Wongsunwai (2013) report
that IPO firms engage in both AEM and REM during the IPO year in order to inflate reported
earnings. Alhadab et al. (2016) observe that as compared with IPO firms listing on the more
heavily regulated UK Main Market, IPO firms listing on the lightly regulated UK Alternative
Investment Market are more likely to conduct AEM and sales-based REM. Overall, these
studies provide evidence that IPO firms are likely to employ both real and accruals earnings

management to opportunistically manage the earning numbers.
5.2.2. SEC reviews and the IPO information environment

Public interest theory assumes that regulators would not be troubled by failures in the
information environment and could more effectively obtain information to evaluate and correct
the wrongdoing. Opportunistic earnings management is argued to be constrained by extensive
oversight of financial information provided in prospectuses, and as a result IPO firms would
tend toward accounting conservatism rather than accounting manipulation before their IPOs
(Ball & Shivakumar, 2008; Venkataraman et al., 2008). Filatotchev et al. (2019) also suggest
that regulatory pressures (e.g. investor protection and private litigation) are important factors

affecting the probability and degree of earnings management and provide evidence that greater

p.158



SEC enforcement and private litigation lead to reductions in the degree of earnings

management.

Similar evidence is provided by Bushman & Piotroski (2006), Bushman et al. (2005) and Leuz
et al. (2003), who identify that variations in the intensity of investor protection across countries
is associated with the degree of earnings management. Specifically, the degree of earnings
management is found to be greater in countries with less extensive investor protection.
Supporting the argument that market monitors such as regulators and intermediaries may
reduce incentives for firms to engage in earning management activities around IPO events,
Sletten et al. (2018) observe that abnormal accruals around lockup expiration are positive for

less-scrutinised firms.

Some prior literature also provide evidence about the sensitivity of SEC reviews of IPO
registration statements to potentially material deficiencies in the information environment
around IPOs. Ertimur & Nondorf (2006) observe more SEC comments are issued for IPO firms
with weaker corporate governance mechanisms, who have outside, independent blockholders,
as compared with other IPO firms.*® In addition, the authors identify a positive relationship
between CEO beneficial ownership, as measured by the percentage of shares held by the CEO
before the IPO, and the number of SEC comments.®® These findings may somewhat reflect the
effectiveness of SEC reviews in addressing weakness in IPO firms’ corporate governance,
resulting in poor accounting quality in the form of earnings management. According to Dechow
et al. (1996), firms with weaker corporate governance mechanisms may have stronger

incentives to conduct earnings management activities.

Examining the length of the IPO process, which reflects multiple layers of oversight by
underwriters, auditors, institutional investors, listing exchanges, venture capitalists, and
regulators, Colaco et al. (2018) document that longer IPOs are associated with more ex-ante
uncertainty about future cash flows, and that that this may be due to greater SEC scrutiny.® In

addition, Colaco et al. (2018) find a positive association between the length of the registration

According to Edmans (2014), the presence of external blockholders may create problems for corporate
governance mechanism since they may deprive private rights of control or acting in their self-interest rather
maximizing firm value.

0 CEO holding the large number of shares may have excessive control of IPO process and do not permit the
experts to enhance the process quality (Ertimur & Nondorf, 2006).

61 Colaco et al. (2018) define an IPO firms facing greater ex-ante information uncertainty as those being older,
having more intensive price revision, lower reputation of underwriter and auditor, smaller underwriter
compensation, more amendments and greater standard deviation of industry returns.
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process and the level of underpricing, and suggest that the number of days spent in registration,
which includes the period of regulatory scrutiny, can be a useful predictor of uncertainty in
IPO valuations. Furthermore, the authors show that the registration period is longer for IPO
firms having higher post-IPO volatility, higher standard deviation of post-IPO earnings per
share (EPS), higher standard deviation of long-term growth forecast and lower stock/operating
performance in the aftermarket, indicating that the length of the registration process is also a
reliable predictor of IPO firms’ ex-post uncertainty and performance. As a whole, Colaco et al.
(2018) argue that the length of the IPO process, which covers the process of regulatory

oversight, is a good indicator of [PO firms’ information quality.

Similarly, focusing on specific topics in SEC comment letters, Lowry (2020) claims that the
extensiveness of SEC reviews could be considered as a signal of deficiencies in the information
quality of IPO firms’ disclosures. Specifically, the author identifies that [PO firms receiving
more SEC comments about revenue recognition matters are likely to have a greater degree of
uncertainty as indicated by the level of post-IPO volatility, illiquidity, and the presence of
insider sales. Furthermore, the SEC’s attention to revenue recognition is also observed as a
reliable indicator of IPO firms’ stock performance, with evidence that SEC comments about
revenue recognition are associated with significantly lower post-IPO abnormal returns in the

first half-year and the first year.

In addition, Lowry (2020) provides evidence that IPO firms receiving more SEC letters and
greater SEC concerns about revenue recognition are more likely to withdraw their offer, again
supporting the argument that the degree of SEC oversight provides a negative signal regarding
the quality of the issue. Notably, among topics addressed in SEC comment letters, Lowry
(2020) demonstrates that SEC comments about revenue recognition in IPO disclosures are the
most useful indicator of the firm’s potential outlook. Taken together, Lowry's (2020) findings
imply that IPO firms experiencing more intensive SEC oversight, particularly more SEC
concerns on issues related to revenue recognition, are likely to have more obscure disclosures

and poorer future prospects.

Focusing on SEC intervention in IPO firms’ earnings management practices, Schuldt & Vega
(2018) report that 1POs firms displaying higher degrees of earnings management before their
IPOs, as indicated by income-decreasing discretionary revenues, are likely to receive more
SEC comments on revenue recognition issues, suggesting that the SEC effectively address

income-decreasing earnings management activity. Overall, there exists a general consensus in
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the prior literature that the extensiveness of SEC reviews of IPO registration statements is a
good indicator of IPO firms’ information quality (e.g., the quality of accounting information)
and may effectively address deficiencies in the information environment around the I1POs.

In addition, a broad body of literature shows that SEC reviews enhance the quality of the
information environment around IPOs. Ertimur & Nondorf (2006) identify that more SEC
comments and more issues addressed in SEC letters are likely to decrease the level of post-1PO
information asymmetry, as measured by dollar trading depth. Gupta & Israelsen (2015) observe
that when SEC comment letters issued to IPO firms contain more pages and more comments,
information uncertainty following IPOs is lower, as indicated by higher probability of informed
trading.

Li & Liu (2017) examine the effects of SEC reviews on price formation of IPO firms and
observe that IPO firms receiving more SEC comment letters are likely to revise their offer
prices downwards to a larger extent, disclose more on the commented topics, spend more time
in their IPO waiting periods, provide more amendments and have better long-run performance.
In this vein, the authors additionally identify that the sensitivity of IPO firms’ downward price
revision to SEC comment letters is more pronounced for IPO firms with stronger incentives to
aggressively hype their stocks. Furthermore, the authors find no significant relationship
between SEC comment letters and underpricing at the first trading date, suggesting that SEC
comment letters are likely to decrease the variation in pricing disclosure among similar IPO
firms. Taking the findings together, Li & Liu (2017) suggest that SEC letters may restrain
going-public firms from hyping their stock to entice investors into becoming overly optimistic

about the firm’s future prospects. They also urge IPO firms to enhance their reporting quality.

Similarly, Lowry (2020) provides evidence that IPO firms receiving more SEC comment letters
and letters with more wording on the topics of revenue recognition, capitalization, and liquidity
are likely to have fewer price revisions, and fewer revisions to offering volumes and amounts,
suggesting that SEC intervention constrains IPO firms from building up an upwardly distorted
picture. Furthermore, the author finds prospectuses to be longer when prepared by IPO firms
receiving more SEC comments letters as well as more words in IPO firms’ disclosure on the
themes commented upon, indicating that SEC intervention urges IPO firms to disclose more
information in their prospectuses, thereby increasing the transparency of the IPO information

environment.
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Examining changes in IPO firms’ earnings management under SEC scrutiny, Schuldt & Vega
(2018) provide evidence that IPO firms receiving more SEC comments on revenue recognition
issues are likely to have a lower degree of income-decreasing earnings management in the post-

IPO period, suggesting the SEC is effective in constraining earnings management practices.

Taken together, the findings in the aforementioned studies imply that SEC reviews of IPO
registrations provide beneficial information effects by improving the quality of the information
environment around IPOs. To some extent, this suggests that SEC reviews effectively address
deficiencies in the information environment around the IPOs. Based on the assumptions of
public interest theory, the findings in the literature, as well as the institution background
(discussed in section 2.2), this study posits the first hypothesis, in alternative form, as follows.

Hlarernative: 1PO firms engaging in greater income-increasing earnings management when

preparing S-1 filings are likely to experience more extensive SEC reviews.

However, it is also worth noting that only two of the above studies (i.e. Gupta & Israelsen,
2015; Lowry, 2020) have evaluated the effectiveness of SEC reviews under the JOBS Act. As
discussed in the next section, the findings of earlier studies may therefore not generalise to the
sample considered herein, due to the substantive relaxation of IPO disclosure regulation that
has occurred over the last decade. Though Gupta & Israelsen (2015) and Lowry (2020) examine
the post-JOBS Act period, they do not consider the interrelation between SEC reviews and

earnings managements, specifically.
5.2.3. SEC reviews under the JOBS Act

The Jumpstart Our Business Startups (JOBS) Act, enacted on 5th April 2012, aimed to
revitalise IPO activities by Emerging Growth Companies (EGCs) in the U.S. through reducing
certain accounting and disclosure requirements, e.g., within IPO registration statements. It is
discussed in Chapter 4 that SEC reviews have become much less extensive under the JOBS
Act, as indicated by a reduction in the number of comment letters, comments, and the range of
themes. On the other hand, the JOBS Act, in attempting to reduce the reporting burden on EGC
IPOs, resulted in decreased transparency in the IPO information environment (Agarwal et al.,
2017; Barth et al., 2017; Chaplinsky et al., 2017; Gupta & Israelsen, 2015).

Gupta & Israelsen (2015) provide evidence that after the enactment of the JOBS Act, EGC IPO

firms disclose less hard (tangible) information, suggesting a reduction in information
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transparency, and also higher information uncertainty, as measured by underpricing and the
probability of informed trading.5? Similarly, Agarwal et al. (2017) find that EGCs IPOs reduced
disclosure of accounting information and incurred greater underpricing after the passing of the
JOBS Act. Likewise, Chaplinsky et al. (2017) observe that EGC IPOs experience greater
underpricing during the first day of trading as compared with non-EGC IPOs. Barth et al.
(2017) also identify that EGC IPOs have greater underpricing and post-1PO volatility than non-
EGC IPOs, and that information uncertainty is positively related with the implementation of
exemptions under the JOBS Act provisions. This study also observes that after the JOBS Act
enactment, IPO firms are more likely to engage in earnings management (Appendix 5.1)

Under public interest theory, it is believed that regulatory bodies are not constrained by any
informational failures and are able to monitor and remedy misconduct. As discussed in Section
2.4.1, under circumstances of increased information uncertainty and reduced transparency the
SEC conduct more extensive reviews so as to provide more protection to investors.
Specifically, Colaco et al. (2017), Ertimur & Nondorf (2006) and Lowry (2020) observe that
SEC reviews of IPO registration statements are more extensive when there is more uncertainty
in the IPO information environment. Moreover, Agarwal et al. (2017) provide evidence that
under the passing of the JOBS Act, the tone of SEC comment letters is more negative and
forceful and that the SEC also concentrate more on accounting information in spite of
relaxation under the JOBS Act, suggesting the SEC became more vigilant due to potential
informational problems under the JOBS Act. In addition, it is discussed in Chapter 4 that the
decrease in the extensiveness of SEC reviews under the JOBS Act is less pronounced in
markets with higher concentration, where there is likely to be greater information uncertainty

due to greater proprietary costs of disclosure (Robinson et al., 2011; Ali et al., 2014).

Taking the above findings together, an expectation is formed that the passing of the JOBS Act
in 2012 resulted in less intensive SEC reviews. However, when information problems are
perceived to be high, the SEC are expected to be more vigilant in order to maintain their
objectives of protecting investors, despite the provisions to de-burden the IPO approval process
under the Act. Therefore, based on the assumptions of public interest theory, the findings in
literature and institutional background as discussed above, the second hypothesis, in alternative

form, is stated as follows.

62 Hard information, as defined by Liberti & Petersen (2019), is quantity information which is not difficult to
store and transfer.
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H2arernative: The increase in SEC review extensiveness for EGC IPOs having higher level of

income-increasing earnings management is more pronounced under the JOBS Act.
5.3.Research design
5.3.1. Sample selection

This study begins by obtaining a sample of U.S. IPO filings on NYSE, NASDAQ and AMEX
between 121" May 2005 and 31 December 2017 from the Thomson Reuters Eikon New Issues
database. IPOs with offering prices less than $5 per share, American Depositary Receipts
(ADRs), financial firms, unit issues, simultaneous offerings, withdrawn IPOs and IPOs who
do not use S-1 filings as their registration statements are removed, similar to prior studies
(Gounopoulos and Pham, 2017, 2018; Lee, 2011; Li and Liu, 2017; Sletten et al., 2018). This
sample is then matched with accounting data from the Compustat and Thomson Reuters Eikon

databases.

The final sample contains 799 IPOs with non-missing data, including 722 EGC IPOs. Data for
the SEC review attributes are hand collected from SEC comment letters issued for each IPO in
the sample. For each IPO firm, the initial SEC comment letter for each IPO is obtained from
the SEC’s EDGAR database. Specifically, initial SEC comment letters are identified as
“UPLOAD” documents filed within the period from the filing date of initial S-1 to the IPO
date, with the subject “Re: [...] Registration Statement on Form S-1 [...]”. Data on the date of
initial S-1 filings and the IPO effective date are collected from the Thomson Reuters Eikon

database.
5.3.2. Variables
5.3.2.1. SEC review attributes

Five proxies are employed to measure the extensiveness of the SEC review process, to be used
as dependent variables in this study: the duration of the SEC review process, or the number of
days from the filing date of the initial S-1 to the effective date of the IPO (Duration); the
number of comment letters (#Letters); the number of issue types (#Themes); the number of
core-accounting-related comments (#Core-accounting issues); and the number of non-core-

accounting-related comments (#Non-core-accounting issues). Determination of the theme of
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SEC comments is performed via the application of a Naive Bayes machine learning algorithm,
as described in Chapter 3.

5.3.2.2. Earnings management measures

Engagement in earnings management by IPO firms is measured by three metrics, including
abnormal accruals to capture accrual-based earnings management (Dechow et al., 1995;
DeFond and Subramanyam, 1998; Jones, 1991; Kothari et al., 2005; Teoh et al., 1998b), as
well as abnormal cash flow from operations and abnormal discretionary expenses to capture
REM (Roychowdhury, 2006). The higher the extent of earnings management by the IPO firms,
the more likely it is that S-1 filings prepared by issuers have low quality of earning numbers.

Accruals-based earnings management

Regarding abnormal accruals, this study concentrates on total accruals (TACC) in order to gain
a comprehensive picture of managers’ discretionary accounting behaviour (Cecchini et al.,
2012). This proxy is also employed in the majority of studies on accruals earnings management
within the IPO context (Ball & Shivakumar, 2008; Fan, 2007; Gounopoulos & Pham, 2017,
2018; Lee & Masulis, 2011; K. Lo et al., 2017; Teoh et al., 1998a). Following prior studies
(Gounopoulos & Pham, 2017, 2018; Lo et al., 2017), abnormal accruals are estimated using
the modified Jones (1991) model developed by Dechow et al. (1995).

Botsari and Meeks (2008) find that the modified Jones model outperforms alternative models
in overcoming several problems with measuring discretionary accruals. This study employs the
cross-sectional version of the modified Jones model, which is developed by DeFond &
Jiambalvo (1994), rather than the time-series version since the time-series version is
impracticable in the IPO context due to the lack of historical accounting data. In addition, the
cross-sessional approach, where the model is separately estimated for IPO firms in each
industry in each year, is more likely to filter out changes in accruals deriving from changes in

industry conditions in a specific year.

Specifically, as outlined in Jones (1991), total accruals consists of two components, namely
discretionary accruals (DACC) and non-discretionary accruals (NDACC) as shown in Equation

5.1. NDACC reflect company performance and is forecasted by measuring the change in sales
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and gross property, plant and equipment. DACC reflect managers’ discretionary accounting
choices and is estimated as the difference between TACC and NDACC.%3

TACC = DACC + NDACC (5.1)

Following Alhadab & Clacher (2018); Fan (2007); Gounopoulos & Pham (2017, 2018); Teoh
et al. (1998a), this study employs the statement-of-cash-flows method to calculate the total
accruals (TACCit.1) of firm i in year t -1 (tis filing year of S-1 form) as shown in Equation 5.2

below:%*
TACCj(_; = EBXlj_; — (CFO;_; — Xlj¢_4) (5.2)

where EBXI; ; denotes earnings before extraordinary items and discontinued operations of
firm i in year t-1; CFO, ., is total cash flow from operations of firm i in year t-1; and XI; ; is

discontinued operations and extraordinary items of firm i in year t-1.

NDACC is then estimated by running the cross-sectional version of modified Jones model for
all firms on Compustat in the same filing yeare and two-digit SIC code industry. The model is
run for each year and each two-digit SIC industry, where there are at least ten observations.®®
Jones (1991) suggests that the change in sales and gross Property, Plant and Equipment (PPE)
are two major factors explaining differences in accrual levels, and therefore, these two factors
are included into the model. Each variable is deflated by the lagged total assets of firm i in year
t-2 (TA;.—,) as a correction for heteroscedasticity. All variables are winsorised at the 1% and

99" percentiles to mitigate the effects of outliers. The model is presented in Equation 5.3 below:

TACC; (- 1 AREVj PPE;j -
—= = al( )+ a; (—"t 1) + a3( = 1) + gtoq (53
TAjt-2 TAjt-2 TAjt-2 TAj—2 ’

where AREV; is the change in total sales of firm i from year t-2 to year t-1; PPE; , is the gross

value of property, plant and equipment of firm i in year t-1.

8 Specifically, the discretionary accruals is calculated as the difference between total accruals and non-
discretionary accruals
64 There are two methods often employed in various prior literature, including statement-of-cash-flows method
(CFM) and balance-sheet method (BSM) (Ronen and Yaari, 2008). When comparing these two methods, Hribar
and Collins (2002) find that total accruals captured by the CFM are superior since it mitigates the non-articulation
problem of the BSM.

% Following Francis et al. (2012), this study also excludes from the estimations IPO firms issuing their IPOs
within 2 years of the issuers in the sample.

p.166



Non-discretionary accruals (NDACC; ;) of firm i in year t-1 are calculated by multiplying a;,
a, ,03 estimated in Equation 5.3 by the reciprocal of the total assets in the prior year, the scaled
change in cash sales (the change in revenues minus the change in account receivables), and the
gross value of PPE in the prior year, respectively, as shown in Equation 5.4.

NDACC. . = & 1 P AREV; - AAR; P PPE; 54
i1 = | Ao ) TA,., a3 | =7 Ars (5.4)

where: AAR;.; is the change in accounts receivable of firm i from year t-2 to year t-1. Dechow
et al (1995) argue that managers might easily exercise their discretion to manage earnings over
their choices of credit sales policies. Therefore, in order to avoid bias in the Jones model, the
change in accounts receivable should be deducted from the change in sales in order to filter out

any changes in sales which result from earnings management.

The discretionary accruals (DACC;, ) of firm i in year t-1 are then calculated as per Equation
5.5:

TACC;,.,

DACC;, = Tz
i,t-

-NDACC;,, (5.5)

Prior studies express concern about the misspecification of the modified Jones model due to
the correlation between abnormal accruals and firm performance, as identified by Dechow et
al. (1995). Therefore, to avoid this issue, this study also adjusts for the abnormal accruals of
performance-matched non-IPO firms by applying procedure developed by Kothari et al.
(2005). Specifically, this study matches the abnormal accruals of the issuers in the sample to
those of a non-1PO peer who is in the same two-digit SIC industry and year and has the closest
return on assets (ROA). The matched peer’s abnormal accruals is then deducted from the
issuer’s abnormal accruals to obtain the performance-matched abnormal accruals for the issuer
(denoted DACC in the analyses that follow).

Real earnings management

This study uses two proxies of REM, which are abnormal cash flow from operation and

abnormal discretionary expense using the specification of the Dechow et al. (1998) model, as
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developed by Roychowdhury (2006). Roychowdhury (2006) assumes that in order to reduce
reported losses, managers may manipulate real activities by; (1) boosting sales in the short-
term, by reducing selling prices or implementing loose credit policies; (2) reducing
discretionary expenditures such as general and administrative expense, R&D expense and
advertising expense; and/or (3) reducing abnormal production costs. Hence, REM activities
might be signalled by abnormally low cash flow from operations, discretionary expenses, or
abnormally high production costs.%

Normal cash flow from operations and discretionary expenses are estimated for all firms on
Compustat in the same filing yeare and two-digit SIC code industry, using linear models, as
shown in Equations 5.6 and 5.7, respectively. This study also employs the cross-sectional
approach to estimate these models with the restriction that there must be least ten observations
in each industry-year group. All variables are winsorised at the 1% and 99" percentiles to
mitigate the effects of outliers.

CFO 4 1 REVi.; _ AREV,,

TAi’t.z = Bl TAi’t_z + BZ TAi’t_z + 63 TAi’t_z + Ei,t-l (56)
DISEXP 1 1 4 REV; ., N ‘.
TAi2 —PFlp Aia B, TA, €it1 (5.7)

CFO;.q is cash flow from operations of firm i in year t-1; DISEXP, . ,is discretionary expenses,
being the sum of selling, general and administrative (SG&A) expense, R&D expense and
advertising expense; TA; , is lagged total assets of firm i in year t-2; REV;,  is total sales of

firm i in year t-1; and AREV; . is change in total sales of firm i from year t-2 to year t-1.°

The abnormal values of cash flow from operation (ACFO;.,) and discretionary expense
(ADISEXP,;.1) are calculated as the actual values of CFO and DISEXP minus the normal values

estimated using the coefficients estimated from Equation 5.6 and 5.7, as shown in Equations
5.8 and 5.9 below:

% As discussed, this study is unable to employ abnormal production costs as a measure of real earnings
management.

57 Due to the limited data availability of R&D and advertising expense, this study follows Ali & Zhang (2015) by
setting the values of these expenses to O if their data are missing but data for selling, general, and administrative
expense is available.

p.168



CFOjeq REVir1  ~ AREVi¢,

ACFO,; = 2V |
C Ol,t-l TAltz (ﬁl TAlt ) ,82 TAlt ) 3 TAi,t_z ) (5 8)
ADISEXP,, = DX o 1 REVic2 5.9

i,t-l - TAi’t_z - (ﬁl TAi‘t ) ,82 TAl‘t_z ) ( " )

Furthermore, this study also matches abnormal cash flow from operations and abnormal
discretionary expenses of issuers in the sample to those of a non-I1PO peer that is in the same
two-digit SIC industry and year and has the closest ROA, to calculate performance-matched
measures of abnormal cash flow from operations and abnormal discretionary expenses
(denoted ACFO and ADISEXP in the analyses that follow).

Abnormal production costs (Roychowdhury, 2006; Cohen et al., 2008) are not employed as a
proxy of REM within this study for three reasons. First, it is less probable that IPO firms tend
to manage earnings by manipulating production costs since they are in the early phases of their
life cycles (Wongsunwai, 2013). Second, Alhadab & Clacher (2018) show that manipulating
earnings via production costs is a tool that is mostly employed by managers of manufacturing
firms, and only 45 IPOs accounting for 5.63% of the sample operate in this industry. Third,
due to limitations in the availability of data for sales two years prior to IPO year (required to

calculate ASale; 1), this study is unable to estimate abnormal production costs.
5.3.2.3. Control variables

Following Cassell et al. (2013), Duro et al. (2017), Ertimur & Nondorf (2006), Ettredge et al.
(2011), Heese et al., (2017), Johnston & Petacchi (2017) and Robinson et al. (2011), firm
characteristics that have been shown to predict the extensiveness of SEC reviews are included
as control variables. Specifically, this study controls for firm size (LnSize), firm age (Age)
business complexity (Segments, Restructuring, M&A), expecting that larger, older firms, firm
having more operational segments and firms engaging in restructuring and M&A activities may
have more complexity in their business and therefore tend to attract greater SEC scrutiny
(Cassell et al., 2013; Heese et al., 2017).

Specifically, LnSize is measured as the natural logarithm of total assets of firmiin year t-
1 (Brown et al., 2018). Following Heese et al. (2017), Firm age is measured as the number of

years since the firm first appeared on Compustat up to year t-1. Segments is measured as the
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number of unique segment industry codes reported on Compustat for year t-1 (Cassell et al.,
2013). Restructuring is set equal to 1 if the firm has non-zero restructuring costs on a pre-tax
basis in year t-1(i.e.the IPO firm has engaged in restructuring activities)and O
otherwise (Cassell et al., 2013; Heese et al., 2017). M&A is set equal to 1 if firm i has non-
zero acquisition or merger costs on a pre-tax basis in year t-1 (i.e. the IPO firm has engaged in
merger and acquisition activities) and 0 otherwise (Cassell et al., 2013; Heese et al., 2017).

This study also includes a control variable for audit quality (Big 4) following Johnston &
Petacchi, (2017) who suggest that firms audited by Big 4 auditors are more likely to be
considered to be providing high-quality disclosures and therefore attract less SEC oversight.
Specifically, Big 4 is set equal to 1 if the firm’s auditor in year t-1 is one of the Big 4 accounting
firms, and O otherwise (Johnston & Petacchi, 2017).

In addition, corporate governance characteristics may affect the extent of SEC scrutiny. For
instance, when an IPO firm has duality between the CEO and chairperson positions, monitoring
by the board may be less effective, and consequently the firm may be subjected to more
extensive SEC oversight (Ertimur & Nondorf, 2006; Ettredge et al., 2011; Robinson et al.,
2011; Cassell et al., 2013). This study therefore includes CEOchairperson as a control variable
indicating the quality of the IPO firm’s internal monitoring mechanisms. This proxy is
measured as an indicator variable which equals 1 if the firm has a CEO that is also the chair of

the board in year t, and 0 otherwise (Hesse et al., 2017).

Furthermore, IPO firms’ financial health, including; debt levels (Leverage) and the likelihood
of financial distress (Zscore), are also added as control variables. SEC scrutiny is expected to
be more extensive for firms with higher debt levels (i.e. higher leverage) (Duro et al., 2017) or
are in financial distress (Heese et al., 2017), as they are less likely to be GAAP compliant
(Dechow et al., 1996; Brazel et al., 2009). Specifically, Leverage is calculated as the ratio of
total liabilities to total equity in year t-1 (Duro et al., 2017). Zscore is measured by applying
the modified Z-score model for private companies as described in Appendix 1.1 (Altman,
2013).

In addition, this study also includes a control for the impact of the 2012 JOBS Act (JOBS Act).
The JOBS Act was enacted to reduce the reporting burden on EGC IPOs by relaxing some
public reporting requirements, suggesting that there are likely to be significant changes in SEC

review attributes under the Act. The SEC are identified to have altered their tone and focus
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within comment letters (Agarwal et al., 2017), as well as the extensiveness of their reviews
under the Act, as evidenced in Chapter 4 of this thesis. Specifically, JOBS Act is set equal to 1
for IPOs filed between 2012 and 2017, and O otherwise.

5.3.3. Empirical tests

To examine the relationship between SEC S-1 reviews and earnings management, this study
employs a number of negative binomial regression models. In the main analyses, the dependent
variables are each of the SEC review attributes including; Duration, #Letters, #Themes, #Core-
accounting-issues, #Non-core-accounting issues which are all discrete and countable as
defined by Greene (2012). Hence, negative binomial regressions are more appropriate in
estimating cross-sectional regression on these variables as compared with other methods (e.g.
OLS), as demonstrated by Rock et al. (2000).%8 Similarly, Colaco et al. (2017); Li & Liu (2017)
and Schuldt & Vega (2018), who use dependent variables similar to those in this study (e.g.
the number of days during the IPO waiting period, the number of SEC revenue recognition

comments), employ negative binomial regressions.

Moreover, the distributions of SEC review attributes (Duration, #Letters, #Themes, #Core-
accounting issues, #Non-core-accounting issues) display signs of overdispersion since these
variables have variances that are greater than their mean values (Hinde & Demetrio, 1998).5°
Therefore, negative binomial regressions are more appropriate than Poisson regressions, an
alternative method to model relationships among discrete and countable variables. The Poisson
distribution assumes that the mean and variance values are the same (Hilbe, 2011). The alpha
parameters from likelihood tests of overdispersion also demonstrate that negative binomial

regressions are more appropriate than Poisson regressions in terms of overdispersion.”

8 A variable is discrete if the set of its values is finite or countable and these values are obtained through the
counts of occurrence Greene (2012).

8 As for Duration, the variance (¢ = 14825.50) is approximately 133 times greater than the mean (u =
111.24). Regarding #Letters, the variance (02 = 4.12) is approximately 2 times greater than the mean (u =
2.67). As for #Themes, the variance (6 = 6.05) is approximately 2 times greater than the mean (u = 3.43).
Regarding #Core-accounting issues, the variance (¢? = 23.43) is approximately 6 times greater than the mean
(u = 3.9). Concerning #Non-core-accounting issues, the variance (62 = 523.95) is approximately 23 times
greater than the mean (u = 22.22)

0 This study conducts the likelihood test of overdispersion by running both Poisson regression and negative
binomial regression for each pair of SEC review attribute and proxy of earnings management and then access the
goodness-of-fit values and the overdispersion parameter alpha.
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The specific regression model estimated is as follows:

SEC review; =y + o, EM proxies,  + a,Control; ; + YearFE + IndFE +g; (5.10)

The dependent variable SEC review;, reflects the extensiveness of SEC reviews, and is
represented by each of the following five measures: Duration, #Letters, #Themes, #Core-
accounting issues and #Non-core-accounting issues. The independent variable of interest in

each case is EM proxies ,, ,, representing the degree of earnings management engaged in by the

L1
IPO firm, as measured by: DACC, ACFO and ADISEXP. In each case, «; is the coefficient of
interest. Control; ,; is a vector containing each of the control variables discussed in Section
5.3.2.3. YearFE is a vector of year fixed effects based on the S-1 filing year, while
IndFE represents industry fixed effects according to the Fama-French 12 industry classification

scheme.”®

This study employs clustered standard errors following a within-cluster correlation test in
which this study follows Colaco et al. (2017) by clustering at the 12 Fama-French industry
level.” The results reveal that within each 12 Fama-French industry cluster for all SEC review
attributes including; Duration, #Letters, #Themes, #Core-accounting issues or #Non-core-
accounting issues, there are significant correlations across the observations. The test results
favour clustering the standard errors at the industry level. Therefore, when estimating Equation
5.10, standard errors are clustered at the industry level in order to mitigate possible correlations
across IPO firms within a given industry (Petersen, 2009; Rogers, 1994).” The standard errors

are also robust to potential heteroskedasticity.

In order to examine the impact of the 2012 JOBS Act, Equation 5.10 is also estimated
separately for the pre- and post-JOBS Act periods, including only IPOs where the issuer would

qualify for EGC status, i.e. have revenues below $1 billion. Wald chi-square tests for

L Chi-square test of joint null hypothesis reveals that the coefficients for all S-1 filings years and all 12 Fama-
French industries are not jointly equal to zero, therefore, this study controls for the year fixed effects and the
industry fixed effects in the empirical models. The tests is conducted by applying Stata procedure testparm.
Regarding industry fixed effects, this study does not use 2-digit SIC code industry due the lack of variations in
some industries.

2 Within-cluster correlation test is undertaken by applying Stata procedure loneway.

3 Although the within-correlation test also show that within each filing year of S-1, there are significant
correlations across the observation, this study does not cluster at the year level since there in no appreciable
difference in clustered standard errors as compared with default standard errors. Petersen (2009) suggests using
cluster when the clustered standard error is 2-4 time higher than white standard error.
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differences in the coefficients on the earnings management variables between the pre and post
JOBS periods are then conducted.” As the model is estimated for the pre- and post-JOBS
periods separately, the JOBS Act control variable is supressed, as well as the year fixed

effects.”
5.4.Descriptive statistics

Table 5.1, Panel A presents the distribution of IPOs between 2005 and 2017, showing that the
volume of IPOs dramatically increases in 2013 and reaches a peak in 2014 with values of 99
(12.39%) and 110 (13.77%). This is likely due to the impact of the JOBS Act enacted in 2012,
which reduces disclosure burdens to incentivise emerging growth companies, who account for
the majority of the IPO market in the U.S. A significant decline in IPO volume in 2008 is also
identified, which may be due to the impact of the 2007-2008 financial crisis. Table 5.1, Panel
B presents the distribution of IPO firms by the Fama-French 12 industry classification scheme.
The majority of IPOs are conducted by firms in the Business Equipment - Computers,
Software, and Electronic Equipment industry and Healthcare, Medical Equipment, and Drugs
sectors, constituting about 25.16% and 38.55% of the sample, respectively. The proportion of

IPOs in other industries varies from 0.5% to 10.64%.76

" Wald chi-square test is undertaken by using Stata suest and test command
(https://stats.idre.ucla.edu/stata/code/comparing-regression-coefficients-across-groups-using-suest/). This study
performs Wald test rather than Chow test since Model (5.10) is estimated with robust standard errors and hence,
the comparison of coefficients across the samples will use the estimated variance—covariance matrix of the
estimators  under the  Wald test  (https://wwwv.stata.com/support/fags/statistics/chow-and-wald-
tests/?fbclid=IwAROtReZVWJYUJIDO9RGeEECbwUruQ2exdh2G66HdNhF_M82Bn_2hvyU5DIg).

7 This study does not include year fixed effects in the model since this would lead to the inclusion of different
year dummies in the pre- and post-JOBS Act models, hence the factor variable base category would be different,
thus affecting the comparison between the coefficients of interest across the two subsamples.

76 This does not include IPOs of financial firms, as they are excluded from the sample.
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Table 5.1. Distribution of IPOs by time and industry

Panel A. Time distribution

Filing year Frequency %
2005 47 5.88%
2006 90 11.26%
2007 80 10.01%
2008 17 2.13%
2009 39 4.88%
2010 55 6.88%
2011 56 7.01%
2012 36 4.51%
2013 99 12.39%
2014 110 13.77%
2015 71 8.89%
2016 53 6.63%
2017 46 5.76%
Total 799 100%

Panel B. Industry distribution
Fama-French

0,
Industry 12 industry Frequency %
Consumer Nondurables-Cars, TV's, 0
Furniture, Household Appliances 1 7 2.13%
Consumer Durables-Machinery,
Trucks, Planes, Off Furn, Paper, Com 2 13 1.63%
Printing
Manufacturing - Machinery, Trucks, 0
Planes, Off Furn, Paper, Com Printing 3 45 5.63%
Energy Qil, Gas, and Coal Extraction 4 2 3250

and Products
Chemicals and Allied Products 5 19 2.38%
Business Equipment - Computers,

0,
Software, and Electronic Equipment 6 201 25.16%
TeIepho_ne_ and Television 7 13 1.63%
Transmission
Utilities 8 4 0.5%
Wholesale, Retail, and Some Services 0
(Laundries, Repair Shops) 9 68 8.51%
Healthcare, Medical Equipment, and 10 308 38.55%
Drugs
Finance 11 0 0%
Other -- Mines, Constr, BIdMt, Trans, 12 85 10.64%

Hotels, Bus Serv, Entertainment
Total 799 100%

This table presents the sample distribution for the full sample of IPOs conducted between May 2005 and
December 2017. This table reports the sample distribution by S-1 filing year in Panel A, and by Fama-French
12 industry classifications in Panel B.
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Table 5.2 presents descriptive statistics for the whole sample as well as an analysis of the
differences between IPOs receiving SEC comments about earnings-related issues and those not
receiving SEC comments about earnings-related issues. Panel A presents the descriptive
statistics for SEC review attributes. The mean (median) value of: Duration is 111.24 (88) days;
#Letters is 2.67 (3) letters; #Themes is 3.43 (4) issue types; #Core-accounting issues is 3.91
(2) comments; and #Non-core-accounting issues is 22.22 (17) comments.

As compared with statistics reported for similar proxies in other studies on the topic (i.e.
Ertimur & Nondorf, 2006; and Li & Liu, 2017), SEC review proxies appear to have low
averages. This is likely to be because this study includes the period after the passing of JOBS
Act which was enacted to reduce regulatory burdens on IPO firms. In addition, the statistics
for Duration reveal substantial variation in the time taken between the SEC on their reviews of
S-1 filings, ranging from 13 to 1659 days (not tabulated). Furthermore, the number of Non-
core-accounting-related comments is considerable for some IPO firms, as highlighted by the

75" percentile number of comments equal to 40 comments.

Panel B of Table 5.2 provides descriptive statistics for earnings management proxies, abnormal
accruals, abnormal cash flow from operations and abnormal discretionary expenses. The results
reveal significantly negative mean and median values of abnormal accruals (-0.29 and -0.06,
respectively) and abnormal cash flow from operations (-0.51 and -0.09, respectively) and
significantly positive mean and median values of abnormal discretionary expenses (0.79 and
0.26, respectively). This indicates that on average, when preparing S-1 filings, IPO firms’
managers are not likely to conduct income-increasing earnings management through accruals

and discretionary expenses manipulation, but employ sales manipulation instead.

Since this study examines the period from 2005 to 2017, these findings are in line with previous
studies (Cohen et al., 2008; Koh et al., 2008) which suggest that the level of accruals earnings
management declined after the passing of Sarbanes Oxley Act in 2002, and most of that decline
in AEM is due to the decrease in positive discretionary accruals. In addition, as suggested by
Gounopoulos & Pham (2017), IPO firms are more likely to manipulate sales to overstate the
earnings since (1) it is more difficult to uncover sales manipulation because high sales growth
is one of the key characteristics of new public firms; (2) simultaneously conducting both sales
manipulation and discretionary expenses reduction may be challenging and also increase
political costs (e.g. political scrutiny, administrative actions). Gounopoulos & Pham (2017)

and Gao et al. (2017) also observe that IPO firms tend to not engage in income-increasing

p.175



earnings management through reduction of discretionary expenses, as indicated by positive
average values for abnormal discretionary expenses.”” The finding is also in agreement with
Gounopoulos & Pham (2018) who employ a comparable accruals earnings management proxy
and find that IPO firms were unlikely to engage in accruals-based income-increasing earnings
management over the period 2003-2011.7

Furthermore, the descriptive statistics in Table 5.2 (Panel B) suggest that IPOs receiving SEC
comments that address core-accounting issues, which are relevant to earnings-related
deficiencies, have significantly higher abnormal accruals, abnormal cash flow from operations
and lower abnormal discretionary expenses compared to those not receiving any SEC
comments on core-accounting issues (-0.04 versus -0.10, -0.07 versus -0.16 and 0.16 versus
0.49, respectively). This suggests that IPOs receiving SEC comments on core-accounting
issues are more likely to be engaging in income-increasing earnings management through
accruals manipulation and discretionary expenses manipulation when preparing S-1, somewhat
implying that SEC reviews are effective in addressing these forms of earnings management.
However, SEC comments on core-accounting issues appear less sensitive to income-increasing
earnings management through sales manipulation, to some extent implying that SEC reviews
are less effective in detecting sales-based income-increasing earnings management by IPO

firms.

Table 5.2, Panel C presents descriptive statistics for the variables of IPO firm characteristics.
On average, IPOs in the sample are large companies, as indicated by the mean company size
of 4.33 (equivalent to total assets of $75.94 million).” On average, they have been in operation
for 2.6 years and have no more than 2 business segments in general, suggesting they typically
are not diversified in their business areas. The mean Altman’s Z-score is -13.68, indicating
that, on average, IPO firms are likely to be in financial distress. Moreover, 82% of IPO firms
are audited by Big 4 auditors, 9% of IPO firms conduct restructuring activities, 13% of IPO
firms conduct M&A activities and 21% of IPO firms have a CEO who is also the chair of the

7 Gounopoulos & Pham (2017) observe similar mean value and median value of theses proxies as compared with
the study. Specifically, the mean value of abnormal cash flow from operations and abnormal discretionary expense
are -0.10 and 0.65 respectively, and their median value are -0.03 and 0.25, respectively.

8 Gounopoulos & Pham (2018) identify similar mean value and median of the abnormal accruals to the study,
which are -0.21 and -0.07, respectively.

7 This study follows classification used by Internal Revenue Service (IRS), which is a U.S. government agency
responsible for collecting taxes and administering tax laws to classify IPO firms as small (or large) when they
have the total assets less (or greater) than $10 million.
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board of directors. On average, leverage ratios of IPO firms are not significantly different from

zero.80

Furthermore, this study observes that, compared to IPO firms not receiving SEC comments
about core-accounting issues, those receiving core-accounting-related comments tend to be
larger, older, have more complexity in their business, in particular, tending to have more
business segments and are more likely to be conducting restructuring activities. This to some
extent suggests SEC reviews to be effective, since IPO firms with high complexity in their

business may have lower reporting quality (Cassell et al., 2013; Heese et al., 2017).

Regarding the JOBS Act, on average, 51% of EGC IPO firms in the sample go public after the
passing of the JOBS Act in 2012. The results also show that, EGC IPOs receiving SEC
comments on core-accounting issues are less likely to go public in the post-JOBS Act era as
compared with those not receiving core-accounting-related comments. This is possibly due to

exemptions from some disclosure requirements under the Act.

A correlation matrix for the variables employed in this study is presented in Table 5.2, Panel
E. The results reveal that SEC review attributes (Duration, #Letters, #Themes, #Core-
accounting issues and #Non-core-accounting issues) are positively correlated with abnormal
accruals (0.08, 0.10, 0.13, 0.10, 0.09 respectively), and negatively correlated with abnormal
discretionary expenses (-0.09, -0.12, -0.14, -0.08, -0.15, respectively), suggesting that higher
degrees of income-increasing earnings management through accruals manipulation and
discretionary expenses manipulation attract more intensive SEC reviews. The findings could
be considered as a signal of the effectiveness of SEC reviews of S-1 filings in addressing

income-increasing accrual-based and discretionary-expense-based earnings management.

On the other hand, all SEC review attributes are positively correlated with abnormal cash flow
from operations (0.08, 0.12, 0.16, 0.13, 0.18, respectively), suggesting that higher degrees of
sales-based income-increasing earnings management may attract less intensive SEC reviews
This implies SEC reviews are ineffective in detecting income-increasing sales-based earnings
management by IPO firms. Furthermore, relatively strong correlations are observed among the
three proxies of earnings management, and therefore, in the empirical models, the effects of

these three proxies on the extent of SEC reviews are examined in separate models in order to

8 The zero leverage may be derived from negative total equity or accumulated deficit of U.S IPOs in the sample.
The result is in line with Bessler et al. (2013) identifying that the zero-leverage phenomenon is more pronounced
in samples of newly listed firms.
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avoid multicollinearity problems. Relatively strongly negative correlations between all five
SEC review attributes and JOBS Act are also identified, suggesting that the enactment of the
JOBS Act in 2012 is associated with less extensive SEC reviews.
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Table 5.2. Descriptive statistics

Panel A. SEC review attributes

All IPOs
N Mean p25 p50 p75 sd
Duration 799 111.24%** 37 88*** 124 121.76
#Letters 799 2.67%** 1 Kkl 4 2.03
#Themes 799 3.43%** 1 4 6 2.46
#Core-accounting issues 799 3.91%** 0 2%** 7 4.84
#Non-core-accounting issues 799 22.22%** 1 17*** 40 22.89
Panel B. Earnings management proxies
IPOs receiving SEC IPOs not receiving
comments about SEC comments
core-accounting about core-
All IPOs issues accounting issues Difference
N Mean p25 p50 p75 sd N Median N Median
DACC 567 -0.29*** -0.38 -0.06*** 0.18 1.69 327 -0.04 240 -0.10 0.06*
ACFO 579 -0.51*** -0.62 -0.09*** 0.14 1.84 333 -0.07 246 -0.16 0.09**
ADISEXP 479 0.79%** -0.11 0.26*** 1.07 2.55 284 0.16 195 0.49 -0.33**
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Panel C. Firm characteristics

IPOs receiving
SEC comments

IPOs not receiving
SEC comments

about core- about core-
All IPOs accounting issues accounting issues Difference
N Mean p25 p50 p75 sd N Mean N Mean
LnSize 799 4.33%** 3.21 4.1%** 5.46 1.92 494 4.51 305 4.02 0.49%**
Leverage 799 -28.4 -0.87 -0.2%** 0.81 769.32 494 -1.94 305 -71.25 69.31
Firm age 799 2.6%** 1 1xx* 3 5.04 494 3.09 305 1.81 1.28%**
Segments 799 1.4%** 1 x> 1 1.03 494 151 305 1.21 0.3*%**
Zscore 799 -13.68*** -10.75 -0.2%** 4.19 67.39 494 -13.37 305 -14.18 0.81
Big4 799 0.82%** 1 1x*=* 1 0.38 494 0.83 305 0.82 0.01
Restructuring 799 0.09*** 0 0*** 0 0.29 494 0.11 305 0.07 0.04**
M&A 799 0.13%** 0 0*** 0 0.34 494 0.14 305 0.11 0.03
CEOchairperson 799 0.21%** 0 Q*** 0 0.41 494 0.23 305 0.19 0.04
Panel D. Regulatory event
EGC IPOs EGC IPOs not
receiving SEC receiving SEC
comments about comments about
core-accounting core-accounting
All EGC IPOs issues issues Difference
N Mean p25 p50 p75 sd N Mean N Mean
JOBS Act 722 0.51*** 0 1xx* 1 0.50 428 0.28 294 0.85 -0.57***
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Panel E. Correlation matrix

#Core- #Non-core- . CEOchair JOBS
Duration #Letters #Themes accounting accounting DACC ACFO ADISEXP LnSize Leverage Firm age Segments Zscore Big 4 Restructuring M&A erson Act
issues issues pers
Duration 1
#Letters 0.58*** 1
(0.00)
#Themes 031F* 0BT L
(0.00) (0.00)
#Core-accounting issues 0.26*** 049 0.65** 1
(0.00) (0.00) (0.00)
#Non-core-accounting 0.35%* 0.67%%* 0.7g%* 0.61%%*
issues (0.00) (0.00) (0.00) (0.00) !
DACC 0.08* 0.10%%  013ee 010w 0,09 L
(0.06) (0.01) (0.00) (0.01) (0.04)
ACFO 0.08** 0425 016%e 013w 018" 045 L
(0.05) (0.00) (0.00) (0.00) (0.00) (0.00)
ADISEXP 0097 012Es 014w -0.08* 05T Q77 0 g4ree L
(0.04) (0.01) (0.00) (0.08) (0.00) (0.00) (0.00)
Lnsize 0.10%% 014w 01g% 0.08** 0.40%%  016W 032 -0.28%* L
(0.01) (0.00) (0.00) (0.02) (0.00) (0.00) (0.00) (0.00)
Leverage -0.18%% 0.05 0.05 0.03 0.03 0.03 0.03 -0.04 -0.06 L
(0.00) (0.19) (0.17) (0.45) (0.35) (0.54) (0.44) (0.38) (0.11)
Firm age 022%%%  020%%% 016 0.08** 0.12%% 0.05 0.08* 008%  0.30%* 0.01 L
(0.00) (0.00) (0.00) (0.03) (0.00) (0.27) (0.07) (0.09) (0.00) (0.74)
Segments 0.14%*%  014% 0ATHS 010% 0.20%% 0.09%*  0.43%%  0A5%%  035%r  023%x 021 L
(0.00) (0.00) (0.00) (0.01) (0.00) (0.03) (0.00) (0.00) (0.00) (0.00) (0.00)
Zscore 0.03 0.03 0.02 0.07* 0.06 0.45%** 0240 020" 0455 001 0.06* 0.0+ L
(0.38) (0.42) (052) (0.06) (0.11) (0.00) (0.00) (0.00) (0.00) (0.78) (0.09) (0.01)
Big4 0.02 -0.01 0.01 -0.03 -0.02 0.04 0.07* -0.04 024%% 002 0.08** 0.02 0.15%+ L
(0.67) (0.68) ©.77) (0.41) (051) (0.39) (0.07) (0.37) (0.00) (0.65) (0.03) (0.63) (0.00)
Restructuring 0.02 0.00%**  011%* 0.03 0.10%% 0.08* 0.10% 0117 0360 0.01 0.42%%%  01g% 007 008 1
(0.59) (0.01) (0.00) (0.46) (0.00) (0.07) (0.02) (0.02) (0.00) (0.75) (0.00) (0.00) ©004) (002
M&A 0,04 -0.02 0.04 001 -0.04 0.01 0.04 0.03 0,33 0.01 042 QA2ve 000 0,08 0.3 1
(0.22) (0.56) (0.26) (0.84) (0.29) (0.98) (0:31) (0.58) (0.00) (0.68) (0.00) (0.00) ©002)  (0.03) (0.00)
CEOchairperson -0.02 0.02 0.02 0.01 0.03 -0.04 0.01 0.06 016 0.02 -0.02 0.01 007%  0.08%* 0.08* 0.05 1
(0.54) (0.55) (053) (0.88) (0.45) (0.33) (0.89) (0.22) (0.00) (0.58) (0.64) ©.71) ©006)  (0.02) (0.02) ©02)
0BS Act 037 QB QBgees  04gwee  QE7Ree QDR 020% Q16U 0,08%* 0.04 006% 0420k 042e 001 0.05 0.17 001
(0.00) (0.00) (0.00) (0.00) (0.00) (0.01) (0.00) (0.00) (0.02) ©0:27) (0.08) (0.00) ©000)  (0.96) (0.14) (0.00) ©.71)

This tables reports descriptive statistics for the full sample of 799 IPOs between May 2005 and December 2017. Descriptive statistics for SEC review attributes, earnings management proxies, firm characteristics, regulatory events and a correlation matrix including all variables are reported in
Panels A, B, C, D and E, respectively. All variable definitions are provided in Appendix 1.1. T-tests and Wilcoxon sign rank tests are employed to examine differences in means and medians from zero, respectively. Tests of difference in means and medians between two samples of IPO firms

receiving and not receiving SEC comments about earnings-related issues are conducted by using t-tests and Wilcoxon rank sum tests. *, **, *** denote significance at the 10%, 5%, and 1% levels, respectively.
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5.5.Empirical results

This study first tests H1; that SEC reviews on S-1 filings is more extensive for IPO firms
engaging in higher levels of income-increasing earnings management. Specifically, the
extensiveness of SEC reviews (Duration, #Letters and #Themes, #Core-accounting issues,
non-core-accounting issues) is examined, given the degree of earnings management (DACC,
ACFO, ADISEXP).

Table 5.3 reports the results from estimating Eq (5.10) using the full sample. Columns (1), (4),
(7), (10) and (13) present the results for the impact of abnormal accruals (DACC) on SEC
review attributes. The effect of DACC on Duration, #Letters and #Themes is observed to be
positive and significant, indicating that the SEC are likely to spend more time, provide more
letters and wider range of themes when reviewing IPO firms having higher degrees of abnormal
accruals.8! In addition, this study also finds a significantly positive effect of DACC on #Core-
accounting issues, but no effect of DACC on #Non-core-accounting issues, indicating that,
when detecting IPO firms with higher degrees of abnormal accruals, on average, the SEC
provide more core-accounting-related comments but no more comments on other issues. In
general, the findings suggest that SEC reviews are effective in addressing accruals-based
income-increasing earning management within IPO firms’ S-1 filings, consistent with the first

hypothesis.

Regarding abnormal discretionary expenses, the results in Column (3) show that IPO firms
with lower abnormal discretionary expenses are likely to experience longer SEC reviews, as
indicated by the negative coefficients on ADISEXP for Duration. The findings suggest that
SEC reviews, to some extent, effectively address income-increasing REM through

discretionary expenses, also supporting the first hypothesis.

As for abnormal cash flow from operations, however, the results in Columns (2) and (14) reveal
significantly positive coefficients on ACFO for SEC review attributes including Duration and
#Non-core-accounting issues, which indicate that the SEC are likely to spend less time
reviewing, and focus more on topics other than core-accounting-related comments (greater
non-core-accounting-related comments) when IPO firms exhibit higher degrees of income-

increasing earning management through abnormal cash flow from operations. This suggests

81 Appendix 5.2. show the marginal effects of DACC, ADISEXP, ACFO on SEC review attributes in more
details.
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that the SEC may not effectively detect and address sales-based manipulation around IPOs, in
contrast to the first hypothesis. This could be because, in the IPO context, sales-based
manipulation is difficult to uncover because high sales growth is a typical feature of going-
public firms (Gounopoulos & Pham, 2017; Alhadab & Clacher, 2018). Cohen et al. (2008) and
Graham et al. (2005) also argue that earnings management through sales manipulation is
infrequently detected by auditors, investors, and regulators.

Overall, the findings show that IPO firms exhibiting higher levels of abnormal accruals, or
lower levels of abnormal discretionary expenses in the year prior to the S-1 filing year are likely
to experience longer SEC reviews. In addition, the findings also suggest that the SEC provide
more comment letters, comment on a wider range of themes and provide more core-accounting-
related comments for IPO firms with higher levels of abnormal accruals. These findings are
consistent with SEC reviews being effective in addressing AEM within IPO registration
statements. However, only partial evidence is obtained that is consistent with the SEC being
effective in detecting REM, as this study observes only weak evidence that the SEC effectively
address discretionary-expenses-based manipulations, and no evidence that they effectively
address sales-based manipulation. This is consistent with Graham et al. (2005)’s argument that
REM attracts insufficient scrutiny from auditors and regulators and hence is likely to be left

somewhat undetected.

The coefficients on the control variables are also generally as expected, with more extensive
SEC reviews for bigger firms (LnSize), older firms (Firm age), firms having more business
segments (Segments), firms engaging in restructuring activities (Restructuring) and M&A
activities (M&A), all of which indicate firms with more complexity in their business (Cassell
et al., 2013; Heese et al., 2017). Holding all else equal, firms with a higher probability of
financial distress (Zscore) attract more intensive SEC reviews, consistent with the findings of
Heese et al. (2017). This study observes a negative effect of having a Big 4 auditor (Big 4),
supporting the conjecture that 1PO firms audited by Big 4 auditors may have more standard
reports which attract less SEC scrutiny (Johnston & Petacchi, 2017). Negative coefficients on
JOBS Act for all SEC review attributes are also identified, in line with the findings in Chapter
4 that the SEC confirm with the relaxation of IPO regulation under the JOBS Act, and hence

their reviews of IPO registration statements tend to be less extensive under the Act.
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Table 5.3. SEC reviews on S-1 filings and IPO firms' earnings management

Duration #Letters #Themes #Core-accounting issues #Non-core-accounting issues
(3] @ (©) ) (5) (6) @] ®) (9) (10) (11 (12) (13) (14) (15)
DACC 0.025*** 0.023** 0.035* 0.040*** 0.051
(5.45) (1.96) (1.80) (4.02) (1.32)
ACFO 0.007* 0.007 0.020 0.015 0.078*
(1.85) 0.57) (1.00) 0.91) (1.69)
-0.014%** -0.005 -0.012 -0.013 -0.053
ADISEXP (-5.34) (-0.81) (-0.61) (-1.20) (-152)
Lnsize -0.023 -0.026 -0.023 -0.019 -0.021 -0.019 0.015 0.009 0.005 0.065* 0.058 0.027 0.082 0.067 0.055
(-0.72) (-0.79) (-0.81) (-0.45) (-0.48) (-0.43) (0.63) (0.35) 0.13) (1.76) (1.59) (0.56) (1.58) (1.21) (0.92)
Leverage -0.001 0.001 -0.002 0.001 0.001 0.001 0.001 0.001 0.001 -0.002 -0.001 0.001 -0.001 -0.001 -0.001
9 (-0.01) (0.06) (-0.95) (1.14) (1.07) 0.79) 0.17) 0.43) 0.17) (-0.39) (-0.16) (0.24) (-0.35) (-0.21) (-0.26)
Firm age 0.026*** 0.026*** 0.026%** 0.014** 0.015** 0.015** 0.005 0.005 0.005 0.011 0.011 0.012 0.007 0.008 0.007
9 (3.46) (3.40) (3.19) (2.25) (2.43) (2.39) (1.54) (1.45) (1.37) (1.39) (1.50) (1.64) (1.25) (1.38) (1.19)
Segments 0.054** 0.052** 0.050* 0.043 0.040 0.036 0.029 0.027 0.023 0.036 0.036 0.053 0.044 0.041 0.033
g (2.06) (2.03) (1.87) (1.60) (1.44) (1.24) (1.24) (1.19) 0.93) 0.57) (0.59) (0.82) (0.94) (0.85) (0.62)
Zscore -0.001 -0.001 -0.001* -0.001 -0.001 -0.001 -0.001%** -0.001***  -0.001*** -0.001** -0.001%** -0.001* -0.001** -0.001%** -0.001%**
(-1.18) (-1.06) (-1.65) (-1.22) (-1.37) (-1.61) (-4.28) (-4.35) (-3.40) (-2.45) (-2.71) (-1.82) (-2.18) (-2.86) (-2.67)
Big4 -0.126***  -0.129*** -0.062 -0.102 -0.092 -0.092 -0.057 -0.049 -0.041 -0.358*** -0.367***  -0.381*** -0.418***  -0.432%** -0.450**
Y (-2.94) (-3.07) (-1.17) (-0.91) (-0.81) (-0.74) (-0.53) (-0.45) (-0.33) (-2.96) (-3.04) (-2.62) (-2.91) (-2.84) (-2.36)
Restructurin 0.221%** 0.249%** 0.242%** 0.257*** 0.277%** 0.277** 0.325%** 0.363*** 0.421%** 0.660*** 0.723%** 0.835*** 0.717%** 0.759%*** 0.883***
Y (3.65) (4.24) (3.14) (2.81) (3.11) (2.41) (6.61) (7.01) (5.23) (3.44) (3.80) (3.36) (6.56) (6.98) (5.35)
M&A 0.093 0.095 0.062 0.079* 0.077* 0.062 0.191%** 0.188*** 0.153*** 0.231 0.219 0.142 0.323** 0.331* 0.277*
(1.32) (1.28) (1.11) (1.89) (1.89) (1.47) (3.44) (3.14) (3.35) (1.16) (1.04) (0.64) (1.97) (1.89) (1.67)
CEOchairberson -0.012 -0.018 -0.013 0.064 0.055 0.080 -0.038 -0.046 -0.048 -0.077 -0.077 -0.047 -0.025 -0.043 -0.071
P (-0.23) (-0.34) (-0.24) (0.92) (0.81) (1.09) (-0.74) (-0.88) (-0.87) (-0.71) (-0.71) (-0.45) (-0.21) (-0.35) (-0.51)
JOBS Act -1.18%** S1LA71Fx -1.189%%* -1.168*** -1.104*** -1.009*** -1.469*** -1.486%** -1.35%** -2.39%** -2.409%**  -2.379%** -3.263***  -3.231%** -3.089%**
(-18.66) (-19.51) (-14.32) (-3.33) (-3.11) (-2.86) (-4.18) (-4.51) (-4.15) (-4.04) (-4.13) (-3.65) (-8.18) (-9.12) (-7.46)
FE industry Included Included Included Included Included Included Included Included Included Included Included Included Included Included Included
FE year Included Included Included Included Included Included Included Included Included Included Included Included Included Included Included
N 567 579 479 567 579 479 567 579 479 567 579 479 567 579 479
Pseudo R2 0.0825 0.0822 0.0834 0.1364 0.1344 0.1355 0.1164 0.1034 0.1144 0.1040 0.1034 0.0944 0.0810 0.0816 0.0771

This table presents the results for tests of the sensitivity of SEC reviews to earnings management by I1PO firms using the full sample of IPOs between May 2005 and December 2017. Negative binomial regressions are employed in this analysis. The dependent variables reflect
the extensiveness of SEC reviews including; Duration (Model 1 - 3), #Letters (Models 4 - 6), #Themes (Model 7 - 9), #Core-accounting issues (Model 10 - 12) and #Non-core-accounting issues (Models 13 - 15). The independent variables of interest are proxies of earnings
management including; DACC (Models 1, 4, 7, 10, 13) , ACFO (Models 2, 5, 8, 11, 14) and ADISEXP (Models 3, 6, 9, 12, 15). All variables are defined in Appendix 1.1. The regressions include S-1 filings year fixed effects and industry fixed effects using Fama-French 12
industry. Z-statistics are presented in parentheses below coefficient estimates, and are based on standard errors which are robust and clustered at the industry level. *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tailed test.
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The results for tests of H2 are presented in Table 5.4. To analyse whether the enactment of the
JOBS Act in 2012 led to a change in the effectiveness of SEC reviews in addressing earnings
quality of IPO registration statements, this study partitions the sample of EGC IPOs into two
subsamples of EGC IPOs filing S-1 in pre-JOBS Act era (2005-2011) and post-JOBS Act era
(2012-2017).

The results in Table 5.4, Panel A, reveal that the coefficients on DACC are significantly
different between two subsamples in #Themes and #Non-Core-accounting issues regressions.
Specifically, for #Themes, the coefficient on DACC is positive and significant only in the
subsample of EGC IPOs filing S-1 in the post-JOBS Act era. The finding indicates that only
after the passing of the JOBS Act are the SEC likely to cover a wider range of themes in their
comment letters in response to higher abnormal accruals, supporting the second hypothesis.
For #Non-core-accounting issues, the coefficient on DACC is significantly negative for the
subsample of EGC IPOs filing S-1 in the pre-JOBS Act era, and is insignificant for the post-
JOBS Act subsample, suggesting that when detecting EGC TPO firms’ degree of abnormal
accruals, the SEC no longer increase their focus on non-core-accounting related topics in the
post-JOBS Act period.

In Table 5.4, Panel B significant differences in the coefficients on DISEXP are observed
between the two subsamples in the #Themes, #Core-accounting issues and #Non-core-
accounting issues regressions. In particular, for #Themes, the magnitude of the coefficient on
ADISEXP is significantly negative only in the subsample of EGC IPOs filing S-1 in the post-
JOBS Act era. Similarly, for #Core-accounting issues, the magnitude of the coefficient on
ADISEXP is significantly negative only in the subsample of EGC IPOs filing S-1 in the post-
JOBS Act era, but significantly positive in pre-JOBS Act era. These findings indicate that after
the enactment of the JOBS Act, the SEC tend to cover a wider range of themes and provide
more core-accounting-related comments for EGC IPOs having lower degree of abnormal
discretionary expenses, but they tend to provide less core-accounting-related comments for
such firms in the pre-JOBS era. This, to an extent, suggests that only in the post-JOBS era are
the SEC effective in addressing income-increasing discretionary-expenses-based earnings
management, supporting the second hypothesis. No significant effect of ADISEXP on #Non-
core-accounting issues is observed in either the pre- or post-JOBS Act periods, suggesting that
non-core-accounting-related topics are not the focus of SEC reviews when addressing EGC

IPO firms’ degree of abnormal discretionary expenses.
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In Table 5.4, Panel C, significant differences in the coefficients on ACFO are observed between
the two subsamples for #Letters and #Themes. Specifically, for #Letters, the coefficient on
ACEFO is significantly positive in the post-JOBS Act period, but significantly negative in the
pre-JOBS Act period. For #Themes, this study observes significantly positive coefficient on
ACFO only in the post-JOBS Act period. This suggests that SEC reviews have become less
effective or ineffective in addressing EGC IPOs’ income-increasing sales-based earnings
management since the passing of the JOBS Act, in contrast to the second hypothesis.

Overall, this study identifies that only after the passing of the JOBS Act in 2012 do the SEC
tend to provide a wider range of themes for EGC IPOs having higher degrees of abnormal
accruals, and also cover a wider range of themes and provide more core-accounting-related
comments for EGC IPOs with lower abnormal discretionary expenses. These results, in
general, indicate that the effectiveness of SEC reviews in detecting income-increasing earnings
management through accruals and discretionary expenses manipulation is seen more clearly in
the post-JOBS Act era. These findings suggest that the SEC tend to extensively focus on the
contents of EGC IPOs’ registration statements in order to address the informational
deficiencies under the Act to protect investors probably due to their concern about information
problems under the Act (Gupta & Israelsen, 2015; Agarwal et al., 2017; Chaplinsky et al.,
2017; Barth et al., 2017).82

Nevertheless, the findings of this study suggest that SEC reviews are ineffective in addressing
income-increasing earnings management though sales manipulation under that Act, as
indicated by more SEC comment letters and wider range of themes provided for the EGC IPOs
having higher degree of abnormal cash flow from operations. This supports Graham et
al.(2005)’s argument that scrutiny from auditors and regulators may not be effective in
detecting all forms of REM and hence are likely to leave some areas uncovered, and especially
sales-based earnings management which is difficult to detect in IPO firms (Gounopoulos &
Pham, 2017; Alhadab & Clacher, 2018).

Moreover, under the JOBS Act, to be eligible for EGC status, an IPO firm is required to have
total annual gross revenues less than $1 billion during the most recently completed fiscal year.

Due to this criterion and other criteria of EGC classification (as outlined in the Financial

82 Supporting the conjecture of reduction in information quality around IPOs in the post-JOBS Act era, this study
identifies that the level of earnings management through accruals, sales and discretionary expenses manipulation
all increase after the passing of the JOBS Act as indicated by the positive coefficients on JOBS Act for all three
earnings management proxies as shown in Appendix 5.1.
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Reporting Manual, 2019), the SEC’s Division of Corporation Finance, express their concerns
that IPO firms may conduct “a transaction for the purpose of converting a non-EGC into an
EGC” in order to take advantage of the de-burdening provisions extended to EGC issuers.®
Thus it is plausible that IPO firms engage in income-decreasing sales-based earnings
management in order to meet the gross revenues threshold, which may consequently lead the
SEC to place emphasis on sales-decreasing (rather than increasing) manipulation, which could
explain the results obtained.

83 https://www.sec.gov/corpfin/cf-manual/topic-10
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Table 5.4. SEC reviews on S-1 filings and IPO firms' earnings management in pre- and post-JOBS Act period

Panel A. Earnings management proxy: abnormal accruals

DACC

LnSize

Leverage

Firm age

Segments

Zscore

Big4

Restructuring

M&A

CEOchairperson

FE industry
FE year

N
Pseudo R2

Duration #Letters #Themes #Core-accounting issues #Non-core-accounting issues
Ho: Ho: Ho: Ho: Ho:
ﬁpfe- ﬁpre- ﬁpre- Bpre- Bpre-JOBS
Pre-  postJOBS ~ ESAd Pre-  Post-JOBS  0ESA% Pre-JOBS  Post-  loEsaw Pre-JOBS  Post-JOBS ~ 'OSAc Pre-JoBs oSt Aot =
JOBS Act = Bros: JOBS Act = Prost Act JOBS Act  ~ Pros Act Act = Pros- Act JOBS Bpos:-
Act JOBS Act Act JOBS Act JOBS Act JOBS Act Act JOBS Act
(p- (p- (p- (p- (p-
value) value) value) value) value)
0.067** 0.025*** -0.007 0.043*** -0.014 0.075* e 0.069** 0.101*** -0.083*** 0.106 "
(2.03) (3.19) 0.25 (-0.23) (2.56) 0.22 (-1.09) e 005 (2.14) (5.29) 0.44 (-4.09) aso 002
-0.058 -0.124%*** -0.045 -0.086*** -0.019 -0.079*** -0.063 -0.169*** -0.016 -0.086
(-1.41) (-3.95) (-0.78) (-3.37) (-0.82) (-4.63) (-1.53) (-5.45) (-0.43) (-1.24)
-0.001 0.010* 0.001 -0.006 -0.001 -0.004 0.001 -0.045** -0.001 -0.016**
(-0.38) (1.66) (0.49) (-0.65) (-0.59) (-0.49) (0.44) (-2.31) (-0.43) (-2.06)
-0.007 0.067 -0.002 0.108*** 0.002 0.167*** -0.019 0.214%*** -0.009 0.236***
(-0.51) (1.57) (-0.07) (3.73) (0.14) (6.94) (-0.80) (4.95) (-0.48) (4.53)
0.032 -0.019 0.005 0.099 -0.009 0.111 0.059 0.130 0.025 0.109
(1.27) (-0.44) (0.12) (1.18) (-0.29) (1.01) (1.23) (0.88) (0.33) (0.57)
0.001* 0.001 -0.001 -0.001*** -0.001*** -0.001*** 0.001 -0.001 -0.001*** -0.001
(1.73) (0.76) (-0.02) (-3.66) (-3.21) (-7.25) (0.08) (-1.61) (-3.96) (-0.32)
0.022 -0.118* -0.149 -0.020 0.012 -0.090 -0.169** 0.304* -0.172* -0.262
(0.23) (-1.75) (-1.45) (-0.16) (0.23) (-0.55) (-2.16) (1.91) (-1.79) (-1.09)
-0.053 0.064 0.103 0.085 0.087 -0.047 0.047 0.499* 0.272 -0.274
(-0.51) (0.65) (0.83) (0.45) (0.70) (-0.26) (0.15) (1.73) (1.26) (-0.9)
0.178 0.289* 0.041 0.314*** 0.123 0.431*** -0.086 0.501*** -0.020 0.807**
(0.48) (1.73) (0.39) (4.31) (1.28) (3.16) (-0.50) (3.01) (-0.29) (2.28)
-0.023 0.049 0.115 0.222%** -0.045 0.209*** -0.144 0.395 0.012 0.453
(-0.28) (0.42) (0.89) (4.16) (-0.61) (3.56) (-1.12) (1.64) (0.08) (1.25)
Included Included Included Included Included Included Included Included Included Included
No No No No No No No No No No
222 293 222 293 222 293 222 293 222 293
0.0093 0.0194 0.0183 0.0292 0.0181 0.0311 0.0208 0.0523 0.0045 0.0198
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Panel B. Earnings management proxy: abnormal discretionary expenses

ADISEXP

LnSize

Leverage

Firm age

Segments

Zscore

Big4

Restructuring

M&A

CEOchairperson

FE industry
FE year

N
Pseudo R2

Duration #Letters #Themes #Core-accounting issues #Non-core-accounting issues
Ho: Ho: Ho: Ho: Ho:
ﬁpre-JOBS ﬁpre- ﬁpre-JOBS Bpre- Bpre-JOBS
J';’;'S PostJoBS o - J'g;'s PostJoBs oM Pre-JOBS Post- o - Pre-JOBS  PostJOBS 7" Pre-JOBS  PostJOBS -
Act post: Act post: Act JOBS Act post Act Act post Act Act post
Act JOBS Act Act JOBS Act J0BS Act JOBS Act JOBS Act
(p- (p- (p- (p- (p-
value) value) value) value) value)
-0.037 -0.019*** -0.015 -0.002 0.030 -0.030* e 0.054* -0.032%** " 0.004 -0.049 "
(-1.49) (-4.92) 0.47 (-1.03) (-0.21) 0.26 (1.45) (174y 000 (1.65) (a5 008 (0.18) (-1.43) 0.08
-0.051 -0.106*** -0.046 -0.102*** -0.019 -0.128*** -0.063 -0.378*** -0.039 -0.182%**
(-1.57) (-3.64) (-0.84) (-2.97) (-0.62) (-4.65) (-1.38) (-2.93) (-0.82) (-2.78)
-0.002 -0.001 0.001 -0.006 -0.001 -0.008 0.001 -0.012 -0.001 -0.021*
(-0.49) (-0.10) (0.43) (-0.64) (-0.49) (-0.65) (0.60) (-0.88) (-0.20) (-1.79)
-0.002 0.071* -0.001 0.108** 0.001 0.156** -0.020 0.225 -0.013 0.261**
(-0.09) @77 (-0.03) (2.24) (0.10) (2.09) (-0.74) (1.44) (-0.66) (2.53)
0.017 -0.032 0.003 0.099 -0.004 0.079 0.066 0.104 0.025 0.057
(0.72) (-0.59) (0.05) (1.27) (-0.12) (0.71) (1.38) (0.73) (0.30) (0.28)
0.001 -0.001 -0.001 -0.001*** -0.001*** -0.001*** 0.001 0.001 -0.001*** 0.001
(1.48) (-0.44) (-0.30) (-2.68) (-2.86) (-3.28) (0.31) (0.14) (-2.62) (0.65)
0.031 0.026 -0.143 0.012 0.006 0.001 -0.165** 0.494** -0.181* -0.046
(0.34) (0.72) (-1.5) (0.06) (0.11) (0.00) (-2.04) (2.12) (-1.88) (-0.15)
-0.107 -0.016 0.100 -0.044 0.086 0.160 0.016 1.155** 0.295 0.270
(-0.78) (-0.12) (0.85) (-0.20) (0.65) (0.69) (0.05) (1.97) (1.16) (0.72)
0.154 0.283* 0.020 0.300*** 0.135 0.435%** -0.047 0.436** -0.012 0.778*
(0.40) (1.76) (0.19) (3.49) (1.35) (2.88) (-0.28) (2.55) (-0.21) (1.83)
-0.005 0.121 0.148 0.256*** -0.057 0.183** -0.172 0.384* 0.011 0.288
(-0.07) (1.00) (1.18) (3.01) (-0.67) (2.53) (-1.36) (1.68) (0.06) (0.53)
Included Included Included Included Included Included Included Included Included Included
No No No No No No No No No No
196 234 196 234 196 234 196 234 196 234
0.0105 0.0189 0.0230 0.0385 0.0219 0.0313 0.0226 0.0631 0.0046 0.0201

p.189



Panel C. Earnings management proxy: abnormal cash flow from operation

Duration #Letters #Themes #Core-accounting issues #Non-core-accounting issues
Ho: Ho: Ho: Ho: Ho:
ﬁpre- ﬁpre- Bpre-JOBS Bpre- Bpre-JOBS
J';’;'S Post-JOBS f?f Adt J';';'S Post-JOBS fES Adt Pre-JOBS  Post-JOBS g“ - Pre-JOBS  Post-JOBS fBBS Adt Pre-JOBS Post- EC‘ -
Act post: Act post: Act Act post Act Act post Act JOBS Act post
Act JOBS Act Act JOBS Act JOBS Act JOBS Act JOBS Act
(p- (p- (p- (p- (p-
value) value) value) value) value)
0.043 0.010 -0.074* 0.020** . -0.031 0.033*** . -0.035 -0.002 0.052 0.041**
ACFO (0.85) (1.23) 0.5 (-1.70) oy 004 (-1.20) a7 00t (-1.35) (-0.07) 0.38 (143) 2.01) 0.85
LnSize -0.055 -0.129*** -0.039 -0.107*** -0.017 -0.122%** -0.051 -0.244%** -0.035 -0.170***
(-1.34) (-4.51) (-0.69) (-4.38) (-0.70) (-5.26) (-1.20) (-5.32) (-0.86) (-3.32)
Leverage -0.001 0.009 0.001 -0.004 -0.001 -0.001 0.001 -0.035* -0.001 -0.012
g (-0.42) (1.51) (0.43) (-0.52) (-0.59) (-0.12) (0.60) (-1.79) (-0.33) (-1.2)
Firm age -0.007 0.073** -0.003 0.099*** 0.001 0.143%** -0.019 0.200** -0.006 0.249***
g (-0.42) (2.02) (-0.12) (3.03) (0.06) (3.15) (-0.82) (2.10) (-0.34) (3.84)
Segments 0.028 -0.022 0.006 0.080 -0.006 0.081 0.058 0.090 0.027 0.095
9 (1.17) (-0.49) (0.11) (1.02) (-0.17) (0.77) (1.25) (0.55) (0.36) (0.55)
Zscore 0.001 0.001 0.001 -0.001** -0.001** -0.001** 0.001 0.001 -0.001*** 0.001
(0.94) (1.06) (1.11) (-2.06) (-2.05) (-2.26) (0.23) (0.51) (-4.45) (1.52)
Big4 0.030 -0.142** -0.153 -0.034 0.008 -0.056 -0.197*** 0.332* -0.145 -0.251
9 (0.31) (-1.97) (-1.63) (-0.27) (0.15) (-0.37) (-2.62) (1.69) (-1.30) (-1.19)
Restructurin -0.058 0.076 0.114 0.147 0.092 0.088 0.051 0.752** 0.278 -0.057
Y (-0.50) (0.64) (1.06) (0.8) (0.75) (0.43) (0.16) (2.02) (1.20) (-0.18)
M&A 0.181 0.275* 0.041 0.306*** 0.120 0.442%** -0.083 0.485*** -0.030 0.840**
(0.48) (1.83) (0.39) (3.98) (1.25) (3.21) (-0.49) (2.60) (-0.46) (1.99)
CEOchairperson -0.017 0.052 0.109 0.193*** -0.049 0.143** -0.133 0.278 0.010 0.288
P (-0.23) 0.42) (0.82) (3.37) (-0.63) (2.16) (-1.11) (1.23) (0.06) 0.77)
FE industry Included Included Included Included Included Included Included Included Included Included
FE year No No No No No No No No No No
N 225 302 225 302 225 302 225 302 225 302
Pseudo R2 0.0085 0.0192 0.0229 0.0299 0.0179 0.0276 0.0203 0.0501 0.0037 0.0189

This table presents the results of tests of the sensitivity of SEC reviews to earnings management separately for IPOs in the pre-JOBS Act period (2005-2011) and the post-JOBS Act period (2012-2017). Panels A, B, and C present analyses in which proxy of earnings management
is abnormal accruals, abnormal cash flow from operations, and abnormal discretionary expenses, respectively. The dependent variables reflect the extensiveness of SEC reviews including; Duration, #Letters, #Themes, #Core-accounting issues and #Non-core-accounting issues.
All variables are defined in Appendix 1.1. Negative binomial regressions are employed which include industry fixed effects using the Fama-French 12 industry classification. Z-statistics are presented in parentheses below coefficient estimates, and are based on standard errors
which are robust and clustered at the industry level. P-values from hypothesis tests of equality between coefficients on earnings management proxies across the pre and post-JOBS subsamples of pre- and post-JOBs Act period are reported alongside the regression results. *, **, and
*** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tailed tests.
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5.6. Conclusion
SEC reviews of IPO registration statements play an important role in promoting investor
protection, however, only limited evidence exists on whether the SEC achieve their proposed
targets of monitoring and enhancing the quality of information available to investors. This
chapter aims to fill this gap by examining the effectiveness of SEC reviews in addressing
deficiencies in earnings quality within IPO registration statements. Specifically, this study
examines the relationship between the extensiveness of SEC reviews and the degree of earnings

management by IPO firms in the year prior to the filing year.

This study finds that the SEC is likely to spend more time, issue more letters, cover a wider
range of themes and provide more core-accounting-related comments in their comment letters
when IPO firms have higher degrees of AEM. This study also identifies that IPO firms with
lower levels of discretionary expenses or higher level of discretionary-expenses-based REM
are likely to experience a longer SEC review duration. On the other hand, the SEC are likely
to spend more time and focus on topics other rather than core-accounting topics when IPO

firms have lower levels of sales-based earning management.

In general, the above findings suggest that SEC reviews do not sufficiently detect all forms of
earnings management. Specifically, SEC reviews are effective in addressing income-increasing
earning management by IPO firms through accruals-based and discretionary-expenses-based
manipulations, but ineffective in detecting sales-based manipulations. While these findings can
only result in partial acceptance of the main hypotheses, the findings are in agreement with the
argument that sale-based earnings management is not likely to be uncovered by auditors,
investors and regulators (Cohen et al., 2008; Graham et al., 2005). Many IPO firms are
characterised by high sales growth which may exacerbate the difficulties in detecting earnings
management through sales-based manipulation (Gounopoulos & Pham, 2017; Alhadab &
Clacher, 2018).

To gain additional insight into the impact of the JOBS Act on SEC reviews, the sensitivities of
SEC reviews to earnings management for IPOs are compared between the pre- and post-JOBS
Act eras. It is observed that after the JOBS Act, the SEC is likely to increase the range of
themes for EGC IPOs having higher degree of abnormal accruals. For EGC IPOs having higher
degree of discretionary-expense-based earnings management, the SEC tends to cover a wider
range of themes and provide more core-accounting-related comments under the Act. These

findings indicate that the effectiveness of SEC reviews under the JOBS Act are equally if not
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more effective in addressing income-increasing earnings management through accruals and
discretionary expenses manipulation, perhaps since the JOBS Act’s de-burdening provisions
raises more concerns regarding information quality (Gupta & Israelsen, 2015; Agarwal et al.,
2017; Chaplinsky et al., 2017; Barth et al., 2017). Consequently, the SEC focus their attention
on specific issues within IPO disclosures (including earnings management) to address material
deficiencies in disclosure quality, in order to protect investors. Furthermore, the negative
relationship between review extensiveness and the degree of sales-based manipulation is found
to be manifest only in the post-JOBS period, suggesting the ineffectiveness of SEC reviews in
detecting sale-based REM. This maybe because the SEC tend to focus on sale-decreasing
manipulation as they are concerned that IPO firms may to opportunistically decrease their sales
meet the gross revenues threshold of EGC status.

The findings in this chapter offer policy implication for regulatory bodies and suggest that
monitoring mechanisms should be developed further in order to more effectively constrain IPO
firms’ incentives to manage earnings within their registration statements. Specifically, the
empirical findings imply that the SEC do not effectively uncover REM through sales-based
manipulations, though this form of earnings management commonly occurs in the IPO context
(Alhadab & Clacher, 2018; Alhadab et al., 2015; Gounopoulos & Pham, 2017 and
Wongsunwai, 2013). It could be because, in the IPO context, sales-based manipulation is
difficult to uncover as high sales growth is a typical feature of going-public firms
(Gounopoulos & Pham, 2017; Alhadab & Clacher, 2018). Cohen et al. (2008) and Graham et
al. (2005) also argue that earnings management through sales manipulation is infrequently
detected by auditors, investors, and regulators. In addition, the SEC may prioritise sales-
decreasing (rather than sales-increasing) manipulation as they may be concerned that IPO firms
are likely to manage earnings downward in order to achieve the gross revenue threshold of less
than $1 billion in the most recent fiscal year to be qualified for EGC status under the JOBS
Act. For that reason, the SEC should expand their review scope by concentrating on a broader

range of earnings management techniques to strengthen investor protection.

Furthermore, the findings should also be of interest to regulators in other countries currently
using, or considering the adoption of, a filing review process. For example, South Korea
conducts national accounting inspections that may be analogous to filing reviews conducted by
the SEC (Kim, 2019). The findings would be also instructive for other legislations beginning

to develop the capital market where the monitoring mechanisms of the market are in their
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infancy, e.g. Vietnam (World Bank, 2019). The countries having weaker established financial
reporting and auditing standards, e.g. Germany or Italy (Enriques, 2005), weaker investor
protection, e.g., Greece, Thailand, Indonesia (Leuz et al., 2003), than the U.S or even lacking
these monitoring mechanisms should also take the findings in this study into their
consideration. Specifically, as the SEC is identified to be effective in monitoring the
informational environment in the U.S stock markets, other countries can learn from the SEC's
monitoring mechanism to develop or improve their disclosure and reporting regulatory reviews

more effectively.

In addition, the empirical findings indicate that while registration requirements of financial
reports are relaxed under the JOBS Act, SEC reviews continue to protect investors from
accrual-based and discretionary-expense-based earnings management. Therefore, to some
extent, SEC comment letters can be still considered as a valuable source of information about

the quality of S-1 filings under the JOBS Act in some important respects.

It is also worth noting that this study has some limitations. This study focuses a sample of only
U.S. IPOs, hence the generalizability of the findings may be a concern. Examining the
regulatory oversight of IPO registration statements in other countries (e.g. UK, Canada, Japan,
South Korea) could be an important avenue for future research. For instance, South Korea
executes national accounting investigations which are similar to SEC filing reviews in the U.S.
(Kim, 2019). Furthermore, as this study only focuses on the effectiveness of SEC reviews in
addressing (i.e. highlighting) earning management by IPO firms, future research is needed to
examine whether they lead to improvements in information quality within the registration
statements. This would be useful to investors, regulators, and other stakeholders as they offer
a more complete picture of the effectiveness of the SEC reviews. Moreover, the difficulty in
detecting sales-based earnings management by IPO firms may also pose a limitation to the
study. Specifically, it might be that it is the proxy used in this study that does not effectively
detect sales-based REM, rather than a failing on the part of the SEC. Srivastava (2019) argues
that measures of sales-based REM can be misspecified, as the assumption that all firms in an
industry have the same cost and cash flow patterns in the absence of earnings management is
usually violated. Therefore, future research is required to thoroughly examine whether
detection of sales-based earnings management is a challenge for the SEC, and if so, what
approaches or techniques could help to improve their effectiveness at addressing this form of

manipulation.
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6. Summary and Conclusion
6.1.Introduction

This thesis investigates the determinants and effectiveness of SEC reviews on the quality of
IPO registration statements in the United States between May 12", 2005 and December 31%,
2017. Three main research questions are examined in this thesis: (i) how the extensiveness of
SEC reviews on S-1 filings relates to IPO firms’ characteristics; (ii) how the “de-burdening”
provisions under the JOBS Act affect the IPO approval process; and (iii) whether SEC reviews

effectively address earnings quality of IPO registration statements.

SEC reviews perform a more prominent role in addressing disclosure quality of IPO firms (e.g.
they review all IPO registration statements, instead of a subset as they do with annual reports)as
the IPO environment is characterised by particularly high uncertainty. Nevertheless, recent
studies have primarily examined SEC reviews of filings other than IPO registration statements
(e.g. annual reports, 8-K filings). Thus far, there has been limited prior work investigating SEC
reviews of IPO registration statements (Agarwal et al., 2017; Colaco et al., 2018; Ertimur &
Nondorf, 2006, Lowry et al., 2020), and they focus on a narrow range of factors affecting the

SEC review (e.g. managerial expertise, corporate governance, industry characteristics).

Understanding SEC reviews of IPO registration statements, in particular the key drivers of the
review (e.g. the characteristics of IPO firms), is vital because investors normally rely on details
revealed in the statements when forming their investments decisions. In addition, evidence
about how IPO characteristics affect SEC reviews can deepen issuers’ understanding of which
contents in their registration statements attract SEC scrutiny, which may improve the quality
of their future disclosures. In general, this thesis documents that SEC reviews of IPO
registration statements are more extensive for bigger and older firms, firms with more business
segments, lower growth rates, engaging in M&A transactions, having more external funds,
reporting profits, experiencing greater probabilities of bankruptcy and for firms not audited by

high-quality auditors.

“De-burdening” provisions under the JOBS Act aimed to relax [PO approval process (i.e. SEC
review) in order to revitalize IPO activity. Although the volume of IPOs rose over the first two
years of the post-JOBS period, they have significantly declined again since then (Zeidel, 2016),
raising doubts about the success of the Act. Until now, there is a lack of research in the literature

that systematically investigates how SEC review extensiveness has changed under the JOBS
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Act. Prior research concentrates primarily on adjustments in language (Agarwal et al., 2017)
and focused areas (Agarwal et al., 2017; Lowry et al., 2020) of SEC comment letters under the
JOBS Act. It is useful to examine the extent to which the JOBS Act decreased SEC review
extensiveness to further understand the impact of the Act in de-burdening IPO approval
process. This is critical to many stakeholders (e.g. investors) who have been using SEC
comment letters as a measure of IPO registration statements' information quality. Overall, this
thesis documents substantial decreases in SEC review extensiveness under the JOBS Act.

Moreover, the SEC has long paid attention to erosion in financial information quality due to
aggressive earnings management (Levitt, 1998). Evaluating the effectiveness of SEC reviews
in detecting earnings management by IPO firms, in particular, is important as hardly any
information about IPO companies is available outside of the registration statements — thus, they
have a significant influence on investors assessing the registration quality. Investors often
typically focus on SEC's comment letters to assess IPO firms’ earnings quality and the
reliability of their financial statements (Johnston & Petacchi, 2017).

Among the studies evaluating the efficacy of SEC examination, only Schuldt & Vega (2018)
specifically examine the effectiveness of SEC reviews in assessing the earnings quality of IPO
registration statements, employing discretionary revenue as a metric for earnings management
and concentrating on the period from 2004 to 2009. The gap in literature,
accordingly, accentuates the need to examine whether and to what extent the effectiveness of
SEC monitoring of IPOs has been affected by recent legislative reforms, such as the Dodd-
Frank Act in 2010 and the JOBS Act in 2012. On the whole, this study finds that SEC reviews
are effective in detecting income-increasing AEM and income-increasing discretionary-
expense-based REM. However, it is observed that the SEC do not overcome the challenges in
uncovering sales-based REM (Cohen et al., 2008 and Graham et al., 2005)

This chapter summarises three empirical studies contained in this thesis, contrasts the results
with those observed in previous related research, and sets them within the broader context,
drawing general conclusions. The three empirical studies provide important empirical findings
on: the sensitivities of SEC reviews of IPO registration statements to IPO firm characteristics;
the impact of “de-burdening” provisions of the JOBS Act on SEC reviews; and the
effectiveness of SEC reviews in addressing earnings quality within IPO registration statements.

Furthermore, this chapter also discusses implications for policymakers and other market
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participants. Limitations and possible avenues for further research are also outlined in this
chapter.

6.2. Summary of the main findings

How SEC reviews of IPO registration statements are influenced by IPO firm characteristics is
analysed in Chapter three. It is observed that larger firms typically experience a longer SEC
review period and receive more comment letters, more comments and comments on a broader
range of themes compared with smaller IPO firms. The range of themes addressed in SEC
comment letters is also found to be geater for IPO firms with more business segments or
carrying out M&A transactions, which are both indicators of more complicated operations.
Firms performing M&A transactions also receive more comments within SEC comment letters.
While firms with lower sales growth rates are likely to have less complicated operation, this
study finds that they typically experience more extensive SEC reviews, perhaps as a
consequence of the SEC’s concerns about the firms’ sales-decreasing distortions by firms in
order to qualify for EGC status under the JOBS Act.

IPO firms in a vulnerable financial condition, as indicated by greater likelihood of bankruptcy,
lower utilisation of external funding or report profits, are found to encounter longer SEC
reviews, consistent with incentives to distort reported financial condition. IPO firms having
greater likelihood of bankruptcy are also observed to receive more comment letters, more
comments and comments on a broader range of themes within SEC comment letters. High
quality auditors, i.e. Big 4 auditors, appear to help reduce the extensiveness of SEC reviews,
as indicated by shorter SEC reviews and a narrower range of themes cited. Generally speaking,
this thesis sheds light on increases in SEC S-1 review extensiveness experienced by bigger and
older firms, firms undertaking more business segments, attaining reduced growth rates, doing
M&A transactions, having more external funds, reporting positive earnings, suffering from

greater likelihoods of bankruptcy and not audited by top-quality auditors.

The findings above are in line with prior research providing evidence that SEC reviews are
more extensive for bigger firms (Cassell et al., 2013; Ertimur & Nondorf, 2006; Li & Liu,
2017; Lowry et al., 2020), older firms (Baugh et al., 2017; Cassell et al., 2013; Colaco et al.,
2018; Johnston & Petacchi, 2017), firms carrying out more complex business (Cassell et al.,
2013; Duro et al., 2017; Heese et al., 2017), having the less healthy financial condition (Baugh
etal., 2017; Cassell etal., 2013; Duro etal., 2017; Wang, 2016) and low auditor quality (Cassell
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et al., 2013; Colaco et al., 2018). Additionally, IPO firms are identified to bear higher
remediation costs when they receive comments on core accounting issues, non-core accounting
issues, business issues and disclosure issues. In aprticular, the remediation costs for comments
on core accounting issues are observed to be highest. The increase in SEC review extensiveness
for bigger IPO firms, IPO firms having greater external financing and IPO firms having greater
likelihood of bankruptcy is found to have been more pronounced during the global financial
crisis period of 2008-2009.

Chapter four investigates how the “de-burdening” provisions of the JOBS Act affect the
extensiveness of SEC reviews of IPO registrations statements. The main findings show the
decline in the number of comment letters, comments and issues mentioned in each SEC
comment letter for EGC IPOs' S-1 filings following the enactment of the JOBS Act in 2012. A
considerable reduction in the time frame that SEC spend examining EGC IPOs’ S-1 filing
following the Act is also observed, although non-EGC IPOs also experience such reduction.
These findings, generally, imply significant de-burdening of SEC scrutiny of EGC IPOs’
approval process under the JOBS Act, in agreement with the strand in the JOBS Act literature

documenting the benefits of the Act to small going-public firms (Dambra et al., 2015, 2018).

Heterogeneous impacts of the JOBS Act on the SEC approval process are also observed. In
particular, when market concentration is high, the SEC is less likely to reduce the number of
SEC comment letters, the number of comments and the number of issue types for EGC IPOs
after the JOBS Act. This suggests that the SEC are careful to maintain their pronounced goals
of safeguarding investors against in industries where information uncertainty and the
proprietary costs of disclosure are elevated (Chen & Johnston, 2010; Colaco et al., 2018;
Ertimur & Nondorf, 2006). In addition, it is found that, in the aftermath of the JOBS Act, the
SEC focus proportionally more on non-core accounting issues and offering issues, yet

concentrate less on business and disclosure issues.

Chapter five investigates the effectiveness of SEC reviews in monitoring the earnings quality
of IPO registration statements. This study employs the following three earnings management
proxies as independent variables: abnormal accruals to capture accrual-based earnings
management, as well as abnormal cash flow from operation and abnormal discretionary
expenses to capture REM. Pertaining to abnormal accruals, this study employs the cross-
sectional modified Jones (1991) model designed by Dechow et al. (1995) to estimate the

abnormal accruals. Abnormal cash flow from operation and abnormal discretionary expense
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are estimated by employing the specification of Dechow et al. (1998)’s model constructed by
Roychowdhury (2006). These earnings management metrics are also adjusted for abnormal
accruals of a performance-matched non-1PO firm by utilizing a technique designed by Kothari

et al. (2005) to conquer the problems of model misspecification.®*

Supporting the effectiveness of SEC reviews in addressing disclosure quality, the findings
show that the SEC typically spend more time reviewing IPO firms with higher estimated levels
of income-increasing discretionary-expense-based REM and greater income-increasing AEM.
Higher accruals earnings management is also found to be associated with more comment
letters, and more comment themes, especially more core-accounting-related themes. On the
other hand, the effectiveness of SEC reviews in detecting IPO firms’ earnings management
appears limited, since SEC is observed to take a longer time (rather than a shorter time), and
provide more non-core-accounting-related rather than core-accounting-related comments,
when IPO firms have lower income-increasing sales-based earning management. This is in line
with arguments that uncovering the sale-based manipulations is challenging (Cohen et al., 2008
and Graham et al., 2005) since upwards sales distortions are obfuscated by high-growth rates,
which is a common characteristic of IPO firms (Gounopoulos & Pham, 2017; Alhadab &
Clacher, 2018).

It is also found in Chapter five that, after the passing of the JOBS Act, a wider range of themes
are likely to be received by EGC IPOs with greater income-increasing earnings management
through accruals or discretionary-expense-based manipulations. Discretionary-expense-based
earnings management is also observed to be associated with more core-accounting-related
comments under the JOBS Act. These findings suggest that SEC reviews of S-1 filings’
continue to be effective in addressing earning quality under the JOBS Act. This may be because
the SEC remains vigilant to more pervasive informational issues (e.g. earnings management)
under the JOBS Act (Gupta & Israelsen, 2015; Agarwal et al., 2017; Chaplinsky et al., 2017;
Barth et al., 2017), despite the regulatory burden being relaxed on the whole. On the other
hand, the ineffectiveness of SEC reviews in addressing income-increasing sales-based earnings

management is observed even after the enactment of the JOBS Act. This may be due to

8 Abnormal production costs is not employed as an indicator of real earnings management due to data limitations,
the low probability of production costs manipulations in the IPO context (Wongsunwai, 2013) and the scarcity of
manufacturing firms in the sample, who are claimed to frequently use production cost manipulation to manage
the earnings number (Alhadab & Clacher, 2018).
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concerns that issuers opportunistically lower their sales so as to fulfill the requirements for the
EGC status under the Act.

Table 6.1. Summary of empirical findings

Research Hypotheses Findings Key articles
questions
How do the | Hlaternative: SEC reviews of IPO | The SEC spend more time reviewing | Cassell et al.
characteristics of | registration statements are likely | S-1 filings, issue more comment | (2013),
IPO firms affect | to be more intense for bigger | letters, more comments and a wider | Ertimur and
the extensiveness | issuers. range of themes for initial S-1 filings | Nondorf
of SEC reviews? prepared by bigger IPO firms - | (2006)
supporting HZlaiternative
H2aiternative: SEC reviews of IPO | Older IPO firms experience longer
registration statements are likely | SEC review duration and receive
to be more intense for older | more comment letters = supporting
issuers. H2aiternative
H3aiternative: SEC reviews of IPO | e IPO firms having more business
registration statements are likely segments are identified to
to be more intense for issuers receive a wider range of themes
with greater complexity in their in SEC comment letters. More
business. comments and a wider range of
themes in SEC comment letters
are also received by IPO firms
conducting M&A activities >
supporting H3aiternative
e IPO firms with lower sales
growth, who might have less
business complexity, are
observed to experience longer
SEC review duration -> not
supporting H3aiternative
H4aiternative: SEC reviews of IPO | IPO firms having a higher probability
registration statements are likely | of bankruptcy are identified to have
to be more intense for issuers | longer SEC reviews, receive more
having more fragile financial | comment letters, more comments and
health. more themes in the comment letters.
More profitable IPO firms are also
observed to experience longer SEC
reviews. The results also reveal that
shorter review times are experienced
by IPO firms using more external
financing = supporting H4arternative
H>5aiternative: SEC reviews of IPO | Shorter reviewing time and fewer
registration statements are likely | comments are experienced by IPO
to be less intense for issuers that | firms audited by Big4 auditors >
are audited by a Big 4 auditor. supporting Hbaiternative
H6Baiternative: SEC reviews of IPO | No impact of the duality between the
registration statements are likely | CEO and Chair positions is identified
to be more intense for issuers | = not supporting Hbaiternative
with the duality between the
CEO and Chair positions.
How does the | Hlaternative: SEC reviews of IPO | The SEC issue fewer comment | Barth et al.
extensiveness of | registration statements are likely | letters. The initial comment letter | (2017),

p.199




SEC reviews | to be less intense under the JOBS | includes fewer comments and covers | Chaplinsky et
change under “de- | Act. a narrower range of themes, in the | al. (2017),
burdening” post-JOBS era >  supporting
provisions of the Hlaiternative
JOBS Act? H2aternative: The reductions in | The extent of de-burdening is less
the extensiveness of SEC | pronounced for IPOs in more
reviews following the JOBS Act | concentrated industries = support
to be less pronounced for IPOs in | H2aiternative
more  highly  concentrated
industries.
Do SEC reviews | Hlaiternative: IPO firms engaging | ¢ The SEC is likely to spend more | Colaco et al.
effectively in greater income-increasing time, issue more letters, cover a | (2018),
address the quality | earnings management when wider range of themes and | Ertimur &
of earnings | preparing S-1 filings are likely to provide more core-accounting- | Nondorf,
reported in [PO | experience more extensive SEC related comments in their | (2006), Li &
registration reviews. comment letters when IPO firms | Liu  (2017)
statements? have higher degrees of AEM. IPO | Schuldt &
firms with lower levels of | Vega (2018),
discretionary expenses or higher | Lowry (2020)

levels of discretionary-expenses-

based REM are likely to
experience a longer SEC review
duration. > supporting
H1aiternative

e The SEC are likely to spend more

time and focus on topics other
rather than core-accounting topics
when IPO firms have lower levels
of sales-based earning
management > not supporting
Hlaiternative

H2aiternative: The increase in SEC
review extensiveness for EGC
IPOs having higher level of
income-increasing earnings
management is more
pronounced under the JOBS Act.

e After the JOBS Act, the SEC is

likely to increase the range of
themes for EGC IPOs having a
higher degree of abnormal
accruals. For EGC IPOs having a
higher degree of discretionary-
expense-based earnings
management, the SEC tends to
cover a wider range of themes
and provide more core-
accounting-related comments
under the Act - supporting
H2alternative

e The negative relationship between
review extensiveness and the
degree of sales-based
manipulation is found to be
manifest only in the post-JOBS
period > not supporting
H2alternative

p.200




6.3.Implications

This thesis offers several policy recommendations for regulatory bodies and other market
participants (e.g. investors and IPO issuers).

Regarding the implication for investors, the empirical findings in this study suggest that the
investors can use information obtained from the SEC comment letters to evaluate the earnings
quality of IPO registration statements, as the SEC is demonstrated to effectively detect the IPO
firms’ earnings management through accruals-based and discretionary-expense-based
manipulations. In addition, the empirical findings of less burdensome SEC reviews under the
JOBS Act suggests investor are less protected after the passage of the Act. Despite SEC reviews
being effective in detecting earnings management under the JOBS Act, they become more
limited in scope, on the whole, particularly when proprietary cost concerns are low. Chaplinsky
et al. (2017) argues that while the JOBS Act potentially offers considerable benefits to issuers,
none of them seem significantly adequate to counterbalance the general increase in the cost of
capital under the Act. When obtaining the materials from IPO registration statements as well
as the SEC comment letters for the investment decisions, investors should bear in mind the

potential informational issues resulting from relaxed reporting requirements under the Act.

In terms of the policy implication for regulatory bodies, the empirical findings imply that, to
further lower IPO firms’ incentives to conduct earnings management when preparing their IPO
disclosures, more effective monitoring mechanisms need to be developed. Specifically, this
study suggests that the SEC should pay more attention to forms of earnings management other
than accruals-based and discretionary-based manipulations. Empirical findings in this study
highlight the SEC’s seeming ineffectiveness in detecting REM through sales-based
manipulations, despite this type of earnings management being commonly employed by going-
public firms (Alhadab & Clacher, 2018; Alhadab et al., 2015; Gounopoulos & Pham, 2017 and
Wongsunwai, 2013). There are various other forms of earning management that often occur in
the IPO context such as small loss avoidance (Burgstahler & Dichev, 1997), and timely loss
recognition (Basu, 1997). Therefore, the SEC should expand their review scope by focusing on
a broader range of earnings management forms in order to constrain IPO firms’ discretionary

behaviours and enhance investor protection.

This study also provides contributions to non-US stakeholders (e.g. regulators) regarding the

IPO approval process. As there are many similarities in securities regulation between the U.S
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and other countries (e.g. the EU, UK), the findings about the focus of the SEC on firms’
characteristics may be applied beyond the U.S. capital markets. In addition, the findings of the
focus of the SEC on firms’ characteristics and the effectiveness of the SEC review in addressing
informational deficiencies in IPO registration statements would be useful to regulators in other
countries who are replicating the filing review process in the US markets as well as developing
or improving their monitoring mechanisms to be more effective. Concerning the implications
for IPO issuers, the empirical results in this thesis indicate that the involvement of high-quality
auditors (e.g. Big 4) in the preparation of IPO registration could decrease the extensiveness of
SEC reviews, and hence speed up the IPO approval process. According to Alhadab & Clacher
(2018), the existence of a Big 4 auditor from a regulatory viewpoint might be seen to restrict
manipulating behaviours, because a Big 4 auditor possesses better technology and has greater
experience in uncovering material informational deficiencies, as compared with smaller audit
firms. Furthermore, due to the higher litigation risk experienced by a Big 4 auditor, they are
more careful when examining audit documents. Consequently, being audited by a Big 4 auditor
can enhance confidence in the IPO firm’s disclosures, resulting in less regulatory scrutiny. This
implication should be viewed with caution as an audit fee premium is usually charged by Big

4 auditors which may exceed any benefits.

The findings on the remediation costs associated with the S1 filings’ issue types would also be
of interest to issuers. According to Deloitte (2013) and Johnson (2010), remediation costs
consist of deviations in duration and expended resources, compared with standard procedures,
which might influence firms' capability to enter the capital markets via an IPO. As core
accounting issues are identified to have the highest cost of remediation, this implies that issuers
should be aware of which potential issues in their financial statements are likely to attract SEC
scrutiny, in order to mitigate such issues and enhance the quality of their disclosures. By doing
so, issuers could reduce their remediation efforts when deficiencies are uncovered and hence

speed up their IPO process.

Although previous research demonstrates that the JOBS Act enactment resulted in
informational issues (Barth et al., 2017), with no substantial decline in the issuers’ direct costs
(Chaplinsky et al., 2017), this thesis documents the JOBS Act did have a significant impact in
term of de-burdening of the IPO approval process. From a corporate point of view, the
empirical findings in this thesis are useful to going-public firms who are considering the
potential benefits of the JOBS Act to decide whether they should adopt the EGC status when
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undertaking their IPOs. However, as the IPO approval process is de-burdened and hence sped
up under the JOBS Act, the number of firms going public, and the number of successful IPOs
might increase, resulting in more extensive competition in the capital markets. Dambra et al.
(2015) demonstrate that a significant expansion occurred in the U.S. IPO markets since the
enactment of the JOBS Act, with an increase of 21 IPOs per year. Therefore, going-public
firms should pay closer attention to their competitive strength as well as the competitive
environment when deciding to undertake IPOs under the JOBS Act.

Furthermore, as the understanding of the SEC review process is more difficult for foreign IPOs
who have less knowledge about the U.S capital market than domestics issuers, the results on
which corporate factors may attract the SEC's scrutiny will undoubtedly be more beneficial to
international issuers. In addition, the foreign issuers will be interested in the findings on the
reporting de-burdening of the U.S. IPO approval process under the JOBS Act in this study, as
it would help them to worry less about the pressure of the U.S. regulatory system when
considering whether to list their stocks in the U.S or other countries.

Table 6.2. Summary of policy implications

Investors could base on the information obtained from the SEC comment letters
to evaluate the earnings quality of IPO registration statement

Investors Investors should bear in mind the potential informational problems derived
from the limited scope of the SEC monitoring mechanisms under the JOBS Act
SEC The SEC should pay more attention to other forms of earnings management
rather than accruals-based and discretionary-based manipulations
Regulators in other countries, who have similar capital regulations as compared
with the U.S., may also focus on firms’ characteristics when reviewing
Non-US corporate disclosure. Similarly, regulators in other countries, who are
replicating the filing review process in the US markets or improving their
regulators

monitoring mechanisms to be more effective, can learn from the SEC who, the
findings in this study suggest, effectively addressing informational deficiencies
in IPO registration statements.

IPO issuers should involve a Big-4 auditor in their preparation of IPO
registration statements so as to enhance the confidence of the reporting
information which could help attracts less the regulatory scrutiny and speed up
IPO their IPO process

issuers IPO issuers should be aware of which potential issues in their financial
statements would attract the SEC scrutiny in order to prevent the occurrence of
these issues, which could reduce their remediation efforts and hence faster their
IPO process
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IPO issuers should consider adopting the EGC status when undertaking their
IPOs in order to receive the potential benefits of the JOBS Act in terms of the
de-burdening of IPO approval process

IPO issuers should pay closer attention to their competitive strength as well as
the competitive environment when undertaking IPOs under the JOBS Act
Foreign IPOs, who usually have difficulties in accessing information about the
U.S capital stock market, should gain more understanding about the SEC
review process.

Due to the de-burdening approval process under the JOBS Act, Foreign IPOs
should worry less about the pressure of the U.S. regulatory system when
considering whether to list their stocks in the U.S or other countries.

6.4. Limitations and suggestions for future research

The inferences drawn in this thesis are subject to some limitations which should be under
consideration or addressed in future research. First, a notice needs to be placed on IPO Duration
, Which is used as an attribute of SEC review extensiveness in this study. The length of the IPO
process may also be driven by factors other than SEC reviews extensiveness, such as the length
of the marketing or execution phases. In particular, the delay between the closing date of SEC
reviews and the publishing date of the SEC comment letters are also included in this attribute.
For that reason, the empirical findings associated with Duration need to be interpreted

carefully.

Second, whilst this thesis sheds light on considerable variations in SEC review extensiveness
under the JOBS Act, the empirical results do not, on their own, examine how the informational
quality of IPO registration statements directly are affected under the Act. In general, a more
thorough revision requested by the SEC might enhance the IPO disclosure quality to some
degree. Nevertheless, if the JOBS Act is seen to reduce the reporting burden on IPO firms, and
facilitate the IPO process, the advantages with respect to supporting capital creation could still
surpass the costs of increased informational problems. Conversely, firms going public under
the JOBS Act tend to voluntarily disclose more information to reduce information asymmetry
and increase information transparency (Barth et al., 2017). Consequently, the net impact of the
Act on the quality of IPO registration statements is unclear. Hence, there is an interesting
opportunity for future research to examine the effect of the JOBS Act "de-burdening”

provisions on the quality of IPO registration statements directly.

Third, as the JOBS Act provides EGC IPOs with the option to take reporting exemptions

including providing only two years rather than three years of financial statements and reduced
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disclosure of compensation discussion and analysis (CD&A), this may mechanically result in
S-1 filings containing less information. Chaplinsky et al. (2017) identify that 50% and 95% of
EGC IPOs adopt the exemptions for reduced financial statements and CD&A disclosure,
respectively. It is plausible that the reduction in SEC review extensiveness is driven by the
reduction in the amount of information contained in S-1 filings rather than a reduction in
regulatory scrutiny. Therefore, future research could distinguish between reduced disclosure or
reduced scrutiny as explanations for less extensive SEC critiques.

Fourth, this thesis solely focuses on the U.S. IPO market, thus the empirical findings might not
be generalisable to other jurisdictions. Investigating equivalent monitoring mechanisms in the
other nations' IPO markets (e.g. UK, Canada, Japan, South Korea) could be an interesting
approach for future analysis.

Fifth, while this thesis explores whether the SEC effectively detect earnings management
activity manifest in the initial S-1 filing, the effectiveness of the SEC regulatory oversight in
preventing attempts to manage earnings, and reducing the overall level of earnings
management (indicated by enhancements in information quality between successive drafts of
the IPO registration statements) would be fruitful area for further examination. This would be
useful to investors, regulators and other stakeholders as it would offer a more complete picture

of the effectiveness of SEC reviews.

Sixth, the challenges in uncovering sales-based earnings management in the IPO context may
also pose a limitation to this thesis. In particular, rather than SEC reviews being ineffective in
addressing income-increasing sales-based REM, it may be that the metric employed in Chapter
five might not accurately capture sales-based manipulation by S-1 filers. Accordingly, future
research would be worthwhile to comprehensively investigate whether SEC reviews are indeed
ineffective in uncovering sales-based manipulation, and if that is the case, what strategies or

methods the SEC could adopt to respond to such challenges.

Seventh, this study focuses only on IPO firm characteristics and their influence on the
extensiveness of SEC review. Factors other than firm characteristics may also affect SEC
reviews, such as SEC workload (Kéchling et al., 2021). Exploring the impact of broader factors

on SEC reviews may be a fruitful avenue for future research.

Eighth, it is not uncommon to omit financial firms in corporate finance research because they

have many differences in their business models and financial reporting compared with other

p.205



firms. For example, high leverage is likely to have a different connotation for these firms than
it does for non-financial enterprises, where high leverage more typically implies financial
distress (Fama & French, 1992). However, excluding financial firms may present an
incomplete picture of the effectiveness of SEC reviews. During the global financial crisis of
2008-2009, the SEC was criticised for its ineffective control of capital markets, potentially
enabling bad behavior in financial firms (Moyer, 2008). Accordingly, Chair Mary Jo White
(2017) claims that one of the SEC’s key efforts in the future is to improve the quality of the
public disclosure of financial institutions to enhance investor protection.®® Pettinicchio (2020)
identifies that banks overestimating loan loss provisions are more likely to receive SEC
comment letters. After receiving SEC comment letters, financial institutions are also observed
to reduce the level of discretion in their calculation of loan loss provisions. However,
Pettinicchio (2020) focuses on the SEC review on periodic financial statements rather than IPO
prospectuses. Therefore, a fruitful area for future research would be to address the effectiveness

of the SEC review of financial firms’ disclosures in the IPO context.

Finally, although both proxies of remediation cost, that is, the length of time from the date
when IPO firms receive the initial S-1 filing to the IPO effective date and the number of rounds,
could reflect the amount of internal and external resources used in the IPO firm’s
correspondence with the SEC (Cassell et al., 2013), the empirical findings associated these

proxies should be considered with caution as they are not direct indicators of remediation cost.

85 https://www.sec.gov/news/speech/the-sec-after-the-financial-crisis.html?fbclid=IwAR2zP3Y 2cAf1F-
62TzGdZOllu6C Vi60rcki3dfp00Q41ZvshguO5B2P74VVU
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Appendices

Appendix 1. Variable definition

Appendix 1.1. Definition of variables

Variable

Definition

Panel A. SEC review attributes

Duration

#L etters

#Comments

#Themes

#Core-accounting

issues

#Non-core

accounting issues

#Offering issues

The number of days from filing date of initial S-1 to effective date of
IPOs (Ertimur & Nondorf, 2006) (Source: Thomson Reuters Eikon)

The number of comment letters that SEC issues for firm i during the
SEC’s review process (Li & Liu, 2017) (Source: EDGAR and manual
data)

The number of comments in initial comment letters that SEC issues for
firm i during the SEC’s review process (Duro et al., 2017). If IPO
issuers do not receive initial SEC comment letter, #Comments equal to
0. (Source: EDGAR and manual data)

The number of issue types in initial comment letters that SEC issues
for firm i during SEC review process. If IPO issuers do not receive
initial SEC comment letter, #Themes equal to 0 (Ertimur & Nondorf,

2006) (Source: manual coding)

The number of comments mentioned in initial SEC comment letters
about core-accounting issues in initial S-1 filings prepared by firm i. If
IPO issuers do not receive initial SEC comment letter, #Core-

accounting issues equal to 0. (Source: self-conducted coding)

The number of comments mentioned in initial SEC comment letters
about non-core-accounting issues in initial S-1 filings prepared by firm
i. If IPO issuers do not receive initial SEC comment letter, Accounting

issues equal to 0. (Source: self-conducted coding)

The number of comments mentioned in initial SEC comment letters

about offering issues in initial S-1 filings prepared by firm i. If IPO
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#Business issues

#Corporate

governance issues

#Disclosure issues

%Core Accounting

issues

%Non-core

accounting issues

%0Offering issues

%Business issues

%Corporate

governance issues

issuers do not receive initial SEC comment letter, Offering issues equal
to 0. (Source: coding)

The number of comments mentioned in initial SEC comment letters
about business issues in initial S-1 filings prepared by firm i. If IPO
issuers do not receive initial SEC comment letter, Business issues equal

to 0 (Source: self-conducted coding)

The number of comments mentioned in initial SEC comment letters
about corporate governance issues in initial S-1 filings prepared by
firm i. If IPO issuers do not receive initial SEC comment letter,
Corporate governance equal to 0 (Cassell et al., 2013) (Source: self-
conducted coding)

The number of comments mentioned in initial SEC comment letters
about disclosure issues in initial S-1 filings prepared by firm i. If IPO
issuers do not receive initial SEC comment letter, Disclosure issues

equal to O (Source: self-constructed coding)

The percentage of comments mentioned in initial SEC comment letters
about core accounting issues in initial S-1 filings prepared by firm i.

(Source: self-conducted coding)

The percentage of comments mentioned in initial SEC comment letters
about non-core accounting issues in initial S-1 filings prepared by firm

i. (Source: self-conducted coding)

The percentage of comments mentioned in initial SEC comment letters
about offering issues in initial S-1 filings prepared by firm i. (Source:

coding)

The percentage of comments mentioned in initial SEC comment letters
about business issues in initial S-1 filings prepared by firm i. (Source:

self-conducted coding)

The percentage of comments mentioned in initial SEC comment letters
about corporate governance issues in initial S-1 filings prepared by

firm i. (Source: self-conducted coding)
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%Disclosure issues

The percentage of comments mentioned in initial SEC comment letters
about disclosure issues in initial S-1 filings prepared by firm i. (Source:
self-constructed coding)

Panel B. IPO firms’ characteristics

Company size

Size

LnSize

Company age

Age

Business complexity

Sales growth

Segments

Restructuring

M&A

Financial health

Leverage

Company size is total assets of firm i in year t -1 (Brazel et al., 2009)
(Source: Compustat)

The natural logarithm of total assets reported in the latest fiscal year
prior to the year that the initial S-1 is filed (year t-1) (Brown et al.,
2018) (Source: Compustat)

The number of years since year when firm i first appears in Compustat

to year t-1 (Hesse et al., 2017). (Source: Compustat).

Percentage change in annual sales of firm i from year t-2 to year t -1
(Hesse et al., 2017). (Source: Compustat)

The number of non-empty and unique segment industry codes of firm i

in year t (Duro et al., 2017). (Source: Compustat).

An indicator variable equals to 1 if firm i has non-zero restructuring
cost on a pre-tax basis in year t, and 0 otherwise (Cassell et al., 2013;
Hesse et al., 2017). (Source: Compustat)

An indicator variable equals to 1 if firm i has non-zero acquisitions or
mergers on a pre-tax basis in year t (Cassell et al., 2013; Hesse et al.,
2017). (Source: Compustat)

Ratio of total liabilities to total equity of firm i in year t -1 (Duro et al.,
2017). (Source: Compustat)
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Zscore of firm i is equal to 3.25 + 6.56 * [net working capital/total
assets] + 3.26 * [retained earnings/total assets] + 6.72 * [earnings
Zscore before interest and taxes/total assets] + 1.05 * [book value of

equity/book value of liabilities] in year t (Altman, 2013) (Source:

Compustat)

An indicator variable equals to 1 if firm i has earnings before interest
Positive-earnings and tax in year t equal or higher than zero (Hesse et al., 2017). (Source:

Compustat)

Sum of equity financing and debt financing scaled by total assets of
firm i in year t. Equity financing equals sales of common and preferred
) ) stock minus purchases of common and preferred stock minus
External financing o ) ) ) )
dividends. Debt financing equals long-term debt issued minus long-
term debt reduction minus change in current debt (Duro et al., 2017).

(Source: Compustat).

Auditor quality
An indicator variable equals to 1 if firm i is audited by Big 4 Auditors
Big 4 including Ernst & Young, Deloitte & Touche, KPMG,
PricewaterhouseCoopers (Johnston & Petacchi, 2017), and 0

otherwise. (Source: Compustat)

Corporate governance quality

An indicator variable equals to 1 if firm i has CEO also working as a
CEOchairperson chairperson of board member of in year t (Hesse et al., 2017). (Source:

Thomson Reuters Eikon).

Panel C. Financial crisis

An indicator variable equals to 1 if filing year of firm i’s S-1 is in 2008
Financial crisis or 2009, when financial crisis occurred, and 0 if the filing year is from
2005 to 2007 or from 2010 to 2011 (Colaco et al., 2018)

p.234



Panel D. Enactment of JOBS Act

An indicator variable equals to 1 if filing year of firm i’s S-1 is from
JOBS Act 2012, when the JOBS Act was enacted, to 2017, and 0 otherwise

(Source: Thomson Reuters Eikon)

An indicator variable equals to 1 if IPO firm has total annual gross
EGC revenues that are less than $1 billion in the most recent fiscal year, and

0 otherwise (Source: Compustat)

Panel E. Market concentration

sales;.; i 2 . . .
Herfindahl Index=J})_, ( —=L 1) where sales,. 5, i 18 firm 1’s sales In

salesy | ;

Herfindahl index year t-1 in industry j, as defined by two-digit SIC codes, sales, ; ; is

the sum of sales in year t-1 for all firms in industry j (Wang, 2016)

Panel F. Earnings management proxies

The level of abnormal accruals of firm i in year t-1, measured using the
DACC modified Jones (1991) model and adjusted for the abnormal accruals of

a performance- matched non-1PO firm, following Kothari et al. (2005)

The level of abnormal cash flow from operations of firm i in year t-1,
ACFO which is measured by using the model developed by Dechow et al.
(1998) and applied by Roychowdhury (2006)

The level of abnormal discretionary expenses of firm i in year t-1,
ADISEXP which is measured by using the model developed by Dechow et al.
(1998) and applied by Roychowdhury (2006)
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Appendix 2. Supplemental tables for Chapter 2

Appendix 2.1. Comparison of public filing and confidential submission

Subject

Public filing

Confidential submission

Origin of Process:

Eligibility:
Companies

Registrations

Contents of Filing/Submission:
Completeness of

filing/submission

Specification of proposed
maximum offering size on
cover

Financial statements

Accounting standards election
(EGCs only)

Signatures

Signed audit reports
Consents

Exhibits

SEC registration fee

FINRA filing fee

SEC and FINRA Review:
Timing and nature of SEC
review

Public release of SEC review
correspondence

Timing and nature of FINRA

review

Securities Act, since May 27,
1933

All companies

All type

Complete

Required

Required (subject to permitted
omissions)

Required

Required
Required
Required
Required
Required
Required

Unchanged
20 business days following

effective date

Unchanged
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JOBS Act, since April 5, 2012

EGCs only
IPOs on Form S-1 (US issuers) or
Form F-1 (foreign private issuers)

only

Substantially complete (except for
disclosures EGCs are permitted to
omit)

Not required until public filing

Required (subject to permitted
omissions)

Not required until public filing

Not required until public filing
Required
Not required until public filing
Required
Not required until public filing

Required

Unchanged

20 business days following
effective date

Unchanged




Public Filing Requirements:
IPO

Exchange Act registration
Follow-on offering
Confidentiality
Considerations:
Confidential treatment
requests

Confidentiality of

filing/submission

Public announcement of filing/
submission

Submission Mechanics:
Submission via EDGAR

Form type

Initial filing

Initial filing

Initial filing

Permitted

None, subject to confidential

treatment requests

Permitted

Required

Form S-1 (initial filing) and

Form S-1/A (amendments)

15 days before road show (or 15
days before effectiveness, if no
road show)

Not applicable

Not applicable

Permitted, but not necessary prior
to public filing

Exempt from disclosure in
response to FOIA requests, until
public filing

Permitted

Required
DRS (initial submission) and
DRS/A (amendments

Source: WilmerHale (2018)

p.237




Appendix 2.2. Example of an SEC comment letter on Netlist, Inc.’s IPO registration
statement

September 12, 2006
Mail Stop 6010
Chun K. Hong

President and Chief Executive Officer

Netlist, Inc.

475 Goddard

Irvine, CA 92618
Re:  Netlist, Inc.

Registration Statement on Form S-1 Filed
August 18, 2006

File No. 333-136735
Dear Mr. Hong:

I have reviewed your filing and have the following comments. Where indicated, |
think you should revise your document in response to these comments. If you disagree, |
will consider your explanation as to why my comment is inapplicable or a revision is
unnecessary. Please be as detailed as necessary in your explanation. In some of my
comments, | may ask you to provide us with information so | may better understand your

disclosure. After reviewing this information, I may raise additional comments.

Please understand that the purpose of my review process is to assist you in your
compliance with the applicable disclosure requirements and to enhance the overall
disclosure in your filing. We look forward to working with you in these respects. We
welcome any questions you may have about my comments or on any other aspect of my

review. Feel free to call us at the telephone numbers listed at the end of this letter.

General
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1. Please confirm that any preliminary prospectus you circulate will include all non-
Rule 430A information. This includes the price range and related information based
on a bona fide estimate of the public offering price within that range, and other
information that was left blank throughout the document. Also, note that Imay have

additional comments after you file this information
Fee Table

2. If you are calculating the fee based on rule 457(a), the fee table should include the

amount of shares to be registered and the proposed maximum offering price.
Prospectus
3. Please provide us a copy of the graphics you intend to use in your document.

4. Please tell us how the graphics do not lead investors to believe that you
manufacture integrated circuits or printed circuit boards. Also tell us how the
manner that you depict the products in the graphics accurately represents their

proportionate contribution to your business.

Table of Contents, page i

5. You may not disclaim responsibility for your disclosure. Please revise the last

paragraph on page i accordingly.

Prospectus Summary, page 1

6. Refer to the first paragraph of your disclosure here and on page 7. Please tell us
where you have incorporated documents by reference into this prospectus and
what authority permits you to incorporate such disclosure into a prospectus

included in registration statement on Form S-1 for an initial public offering.

7. Please tell us the criteria you used to determine which customers to name in your
summary and on page 52. Also tell us whether you named all customers who

satisfy those criteria.
8. Please clarify the phrases “form factor” and “planar design.”

9. Please highlight in the summary your reliance on the server market.
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Netlist, Inc., page 1

10. 1 note your objective on page 2 to develop non-volatile memory. If your current
products consist only of volatile memory, please say so in clear, direct
language that explains what volatile memory is in a prominent section of your

summary.

Special Note Regarding Forward Looking Statements, page 23

11. Please remove the reference to statutory provisions that do not apply to initial

public offerings.

Use of Proceeds, page 24

12. Please disclose the approximate amount of proceeds intended to be used for each

identified purpose.

Overview, page 30

13. Please clarify the nature of the issues you mention in the last sentence on page 30.

Capital Resources, page 41

14. Please discuss the reasons for the refinancing of the convertible debt of $950,000

and the trends in cost of capital from the refinancing.

15. Please discuss the loan covenants you had violated and the reasons for the

violations.

16. With a view toward disclosure, please tell us whether your obligation to issue $4

million in equity by March 31, 2007 expires upon your initial public offering.

Industry Background, page 45

17. Please provide us with copies of the industry reports you cite on pages 45 and 46.
Clearly mark the relevant sections that support the data you have included in your
prospectus and the page number of your prospects where such data has been used.

Also, tell us whether the sources of the cited data have consented to your use of
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their names and data and whether any of the reports were commissioned by you or
prepared specifically for your use.

18. Please provide us with independent support for your claim on page 49 that you
believe that you “have established a reputation as a technology leader in the design,

development, and manufacture of high performance memory subsystems.”

Manufacturing, page 53

19. Please describe how your manufacturing processes invoke the environmental laws

mentioned on page 18 and clarify whether you are in compliance with those laws.

Intellectual Property, page 55

20. Please discuss the duration of your material patents.

Facilities, page 56

21. With a view toward disclosure, please tell us the status of your China facility. Do

you know the size or location? Will you own or lease?

Management, page 57

22. It appears that your CFO also is a partner at another firm. If so, please add a risk
factor to describe the effect of a part-time CFO. Also indicate the amount of time

he devotes to your company.

Director Compensation, page 60

23. Please disclose how you will determine the exercise price of the option grants.

Employment Agreements, page 64

24. Please describe the connection of your employment agreement with your CFO to
your agreement with Tatum. Also disclose the option grant provision of the

employment agreement.

Related-Party Transactions, page 67

25. Please disclose the date of the loan to Mr. P. K. Hong.
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26.

27.

28.

Please tell us why Mr. P. K. Hong is not identified as an executive officer on page
57.

Please file the agreements mentioned in this section.

Please include disclosure in this section for each of the past three years. For
example, we note the full-year disclosure about Mr. P. K. Hong is limited to 2005.
We also note the transactions mentioned in Note 7 on page F-23. See instruction 2
to Regulation S-K Item 404

Other Transactions, page 68

29.

30.

Given your cash balance, please tell us how you will pay the bonuses to your
affiliates without the proceeds of this offering. If you will use the proceeds for
this purpose, please revise the “Use of Proceeds” disclosure on page 24

accordingly.

In the selling stockholders table, please clarify how you have reflected the options

mentioned in this section.

Principal and Selling Stockholders, page 69

31.

32.

33.

34.

35.

Please disclose the natural person who has voting or investment power for the

shares held by Serim Paper Manufacturing.

Please tell us whether the selling stockholders are broker-dealers or affiliates of a

broker-dealer.

With a view toward disclosure, please tell us when each of the selling shareholders
acquired the shares to be sold in this offering. Also please tell us the amount of

consideration paid.
Please include a row in the table for Mr. Skaggs.

Refer to footnote 2. Please clarify how you will allocate a partial exercise of the

option.

Voting Rights, page 71
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36. With a view toward disclosure, please confirm whether your disclosed majority

voting rights on “all actions” includes director elections.

Federal Estate Tax, page 78

37. You may not disclaim responsibility for your disclosure. Please revise the first

and second sentences of the second paragraph accordingly.

Penalty Bids, page 81

38. Please clarify what you mean by presales

Financial Statements

General

39. Please update the financial statements when required by Rule 3-12 of Regulation
S-X.

Balance Sheets, page F-4

40. Revise to include a pro forma balance sheet (excluding effects of offering
proceeds) presented along side of the historical balance sheet giving effect to the
conversion of the convertible preferred stock and convertible notes payable and
add a related footnote which describes the pro forma presentation. Also, to the
extent the conversion of the preferred stock and notes will result in a material
reduction of earnings applicable to common shareholders (excluding effects of
offering), pro forma EPS for the latest year and interim period, if applicable,

should be presented giving effect to the conversion (but not the offering).

Note 2 - Summary of Significant Accounting Policies, page F-10

Fiscal Year, page F-10

41. Please revise the financial statements and all related tables and disclosures to
identify the actual dates on which your fiscal periods end. Similarly, present audit
reports that opine on financial statements as of and for the periods ended on the

actual dates on which your fiscal periods end.
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Revenue Recognition, page F-12

42.

43.

44,

Please expand to further clarify why your revenue recognition practices for
product sales of high performance memory subsystems and sales of excess
inventories are appropriate under SAB Topic 13A. For instance, describe what
you consider to be pervasive evidence of an arrangement, clarify how you obtain
customer acceptance and describe any post-shipment obligations. Please also
clarify the nature and extent of any significant differences in sales terms between
sales of memory sub-systems and sales of excess inventory; and, explain how

those differences, if any, are considered in your revenue practices.

Please tell us about the terms and conditions of sales of products, including excess
inventories, to distributors. Show us that your revenue practices for transactions

with these entities are appropriate.

Please expand to describe how you are notified that inventory has been “pulled”
from a hub for use by a customer. Explain how you manage that inventory to ensure

that sales are recognised in the appropriate periods.

Stock-based Compensation, page F-13

45,

46.

47.

| see that accounting for stock-based compensation was significant to your results
of operations prior to the adoption of SFAS 123(R). Please tell us about and expand
to describe how you determined the fair value of your common shares for intrinsic
value purposes. Please address the valuations at the dates of any significant
transactions, such as the stock compensation charge in 2003. Explain why you

believe your estimates are appropriate.

Please tell us how you measured expected stock-price volatility in periods prior to
the adoption of SFAS 123(R). Explain the reasons for the significant decrease in
expected volatility between 2003 and 2005. Also, clarify the nature of and reasons

for any changes in your methods and assumptions upon adoption of SFAS 123(R).

| see the significant difference between fair and the intrinsic value charges for
stock-based compensation in 2003 where the intrinsic value charge significantly

exceeds the fair value charge. Please further explain to us how the underlying
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amounts were measured and describe the reasons for the unusual relationship.

48. Please tell us why the pro forma stock-based compensation amount for 2005 is a
reduction of the reported net loss totaling $354,000.

Note 7 — Convertible Notes Payable, page F-23

49. Please tell us and disclose how you estimated the fair value of the preferred shares

underlying the convertible notes at issuance and at each modification.

50. Please tell us why the accounting for the conversion options of the various notes

is appropriate under SFAS 133.

Item 16, Exhibits and Financial Statement Schedules

51. Please include updated accountants’ consents with any amendment to the filing.

52. Please file complete exhibits with all attachments completed. For example, we
note the blanks in the attachment to exhibit 10.10.

Item 17. Undertakings

53. Please note that due, in part, to the language of Securities Act Rule 430C(d), the
undertakings included in Regulation S-K Item 512(a)(5)(ii) and 512(a)(6) should
be included in filings for initial public offerings. Please revise your filing to

include those undertakings.

As appropriate, please amend your registration statement in response to these
comments. You may wish to provide us with marked copies of the amendment to
expedite my review. Please furnish a cover letter with your amendment that keys your
responses to my comments and provides any requested information. Detailed cover letters
greatly facilitate my review. Please understand that | may have additional comments after

reviewing your amendment and responses to my comments.

I urge all persons who are responsible for the accuracy and adequacy of the
disclosure in the filing to be certain that the filing includes all information required under
the Securities Act of 1933 and that they have provided all information investors require for

an informed investment decision. Since the company and its management are in possession
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of all facts relating to a company’s disclosure, they are responsible for the accuracy and

adequacy of the disclosures they have made.

Notwithstanding my comments, in the event the company requests acceleration of
the effective date of the pending registration statement, it should furnish a letter, at the time

of such request, acknowledging that:

e should the Commission or the staff, acting pursuant to delegated authority, declare
the filing effective, it does not foreclose the Commission from taking any action
with respect to the filing;

e the action of the Commission or the staff, acting pursuant to delegated authority,
in declaring the filing effective, does not relieve the company from its full

responsibility for the adequacy and accuracy of the disclosure in the filing; and

e the company may not assert staff comments and the declaration of effectiveness as
a defense in any proceeding initiated by the Commission or any person under the

federal securities laws of the United States.

In addition, please be advised that the Division of Enforcement has access to all
information you provide to the staff of the Division of Corporation Finance in connection

with my review of your filing or in response to my comments on your filing.

I will consider a written request for acceleration of the effective date of the
registration statement as a confirmation of the fact that those requesting acceleration are
aware of their respective responsibilities under the Securities Act of 1933 and the
Securities Exchange Act of 1934 as they relate to the proposed public offering of the
securities specified in the above registration statement. We will act on the request and,

pursuant to delegated authority, grant acceleration of the effective date.

| direct your attention to Rules 460 and 461 regarding requesting acceleration of a
registration statement. Please allow adequate time after the filing of any amendment for
further review before submitting a request for acceleration. Please provide this request at

least two business days in advance of the requested effective date.
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You may contact Praveen Kartholy at (202) 551-3778 or Gary Todd at (202) 551-
3605 if you have questions regarding comments on the financial statements and related
matters. Please contact Tom Jones at (202) 551-3602 or me at (202) 551-3617 with any

other questions.

Sincerely,

Russell Mancuso
Branch Chief

cc (via fax): James W. Loss
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Appendix 3. Supplemental tables for Chapter 3

Appendix 3.1. Coding scheme of the SEC comment letters

Code Issue types

Descriptions

I. CORE-ACCOUNTING
ISSUES

These items represent the SEC' comments earnings item and other financial items which are components of earnings
measurement; including the comments mentioning issues on choice of accounting method, application of accounting
method and issues on accounting-transactions/actions regarding the financial items. All comments on section ""Note
to Financial Statements' about a specific transaction/event should be categorised into this item or the item of "*Non-

earnings-related issues'".

Al Assets

Questions, critiques and requests regarding choice of accounting methods (accounting principles, accounting literature) as
well as application of accounting methods (estimates, assumptions, timing, classification, calculation, recording) of total
assets, current assets (e.g. receivables, inventories, cash or cash equivalents, marketable securities, trading securities), non-
current assets (e.g. property, plants and equipment, valuation allowance, deferred tax assets, plan assets, long-term

securities), including choice and application of accounting methods of contra account (e.g. depreciation and amortization)

A2 Liabilities

Questions, critiques and requests regarding choice of accounting methods (accounting standards, accounting principles,
accounting literature) as well as application of accounting methods (estimates, assumptions, timing, classification,
calculation, recording) of total liabilities, current liabilities (e.g. payables, tax payables, current portion of long-term debt,
accrued warranty) and non-current liabilities (e.g. long-term debt, deferred tax liabilities), including choice and application
of accounting methods of contra accounts

A3 | Equity

Questions, critiques and requests regarding choice of accounting methods (accounting principles, accounting literature) as

well as application of accounting methods (estimates, assumptions, timing, classification, calculation, recording) of
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(historical) equity (not including the valuation of stock in the offering), e.g. common stock, preferred stock, stock warranty

(including contra account, e.g. treasury stock)

A4

Income

Questions, critiques and requests regarding choice of accounting methods (accounting principles, accounting literature) as
well as application of accounting methods (estimates, assumptions, timing, classification, calculation, recording) of revenue

recognition and other income (e.g. interest income, deemed dividend, reimbursement)

A5

Expense

Questions, critiques and requests regarding choice of accounting methods (accounting principle, accounting literature) as
well as application of accounting methods (estimates, assumptions, timing, classification, calculation, recording) of cost of
good solds, R&D expense, advertising expense, compensation expense (e.g. valuation of stock option grant) and other
expenses (e.g. Selling, general and administration expense, Benefit expense, contribution margin, customer acquisition cost,
income tax, provision for income tax), including choice and application of accounting methods of contra-account (e.g. tax
benefit)

A6

Earnings

Questions, critiques and requests regarding choice of accounting methods (accounting principles, accounting literature) as
well as application of accounting methods (estimates, assumptions, timing, classification, calculation, recording) of earning
numbers (e.g. net income, other comprehensive income, EBIT, EBITDA) earning-related ratio (e.g. ROA, EPS), including

choice and application of accounting methods of Extraordinary items and discontinued operation

A7

Other financial items

Questions, critiques and requests regarding choice of accounting methods (accounting principles, accounting literature) as
well as application of accounting methods (estimates, assumptions, timing, classification, calculation, recording) of
aggregated financial items (e.g. working capital, capitalization, securities, cash flows, free cash flows, off-balance sheets
items), or more than one financial items coded from A1-A6 (e.g. whole financial statements), or other components of
financial statement (e.g. segment reporting, reporting currency, fiscal year end), including new accounting announcements

and auditors report about firms' financial statements.

A8

Accounting-related

transactions/events

Questions, critiques and requests regarding asset acquisitions and dispositions (e.g., when and how specific R&D activities
or maintenance activities or sales of PPE or shipment of merchandise are conducted as well as when and how specific
compensation expenses are paid) and firm’s other accounting-related transactions/actions which are often presented in

section of "Note to Financial Statements" in S-1 filings (e.g. related-party (board members, other insiders) transaction,
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M&A activities, investment activities, acquisitions, leasing activities, off-balance sheet arrangement) , including accounting

treatments for subsequent events.

1. NON-CORE-
ACCOUNTING ISSUES

These items represent the SEC' comments not relating earnings item and other financial items which are components
of earnings measurement. All comments on section *Note to Financial Statements™ about a specific transaction/event

should be categorised into this item or the item of ""Earnings-related issue"'.

Bl

Pro forma financial

information

Questions, critiques and requests regarding pro forma financial information derived from effects of changes in the firm’s
capital structure based on the offering or effects of a merger transaction. Pro forma financial item presents historical balance
sheet and income statement information adjusted as if a transaction had occurred in the latest fiscal year or subsequent

interim period

B2

Non-GAAP measure

Questions, critiques and requests regarding non-GAAP financial information. Non-GAAP financial measure is a numerical
measure of a registrant's historical or future financial performance, financial position, or cash flow that excludes (or
includes) amounts, or is subject to adjustments that have the effect of excluding amounts, that are included (or excluded) in

the most directly comparable GAAP measure.

B3

Internal controls

Questions about the firm’s internal control systems and the testing, if any, of controls as well as reportable conditions or

other irregularity that was identified by management related to the firm’s internal controls

B4

Claims, Commitments
and Contingencies

Issues or comments raised about the firm’s accounting for and disclosure of it obligations and long-term commitments,

including legal matters

111. OFFERING ISSUES

These items represent the SEC' comments relating to the issuers' initial public offering including offering attributes,
offering procedures, offering effect, regulations, offering documents and S-1 filing's sections
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Characteristics of

Requests for information about stock characteristics (e.g. type of stocks, number of stocks, stock price and stock value
relating to issuers' initial public offering), symbol used to list on stock exchange, timing of offering (e.g. a point of time or

duration of the issuer's initial public offering or other offering-related transactions), dividends to pay in the future, actions

C1 offering affecting stocks' value (e.g. conversion of stocks, split of stocks, redemption of stocks, offering fee (e.g. registration fee),
offering-related transactions/actions ( e.g. listing, sale, transfer, or other disposition of stocks by the original firm's member
to a third party or Exit event), offering-related regulation (e.g. JOBs Act), reasons why the firm is undergoing an initial
public offering as well as why they are filing S-1.

o> | Proceed Requests for information about amount of proceed from their initial public offering, how issuer raised the proceeds as well
as how they will use this proceed.

Questions and requests regarding principal and selling stockholders ( including their identifications, their control indicated
by the number/percentage of stocks held, their consents, tax status, rights as and communication with the issuer),

C3 | Parties of offering underwriters (including their identification, obligation, compensation, underwriting procedures and underwriters'
agreements) and other parties, e.g. sponsor, consultant, NASDAQ representative (including their identification, obligation
and transactions)

. Critiques and requests regarding effects of the issuer's initial public offering (e.g. dilution effect, costs of being a public

C4 | Effect of offering
company)

] . Questions and requests regarding characteristics and impact of risk factors on the issuers' initial public offering as well as

C5 | Risk factors (offering)
their risk management

6 Offering-related Questions, critiques and requests regarding the use, style and content of exhibits, undertakings, consent letters and other

document

offering-related document (e.g. written communication with potential investors, research reports)

1V. BUSINESS ISSUES

These items represent SEC's comments relating to issuer's manufacturing, operating, R&D, marketing & selling

activities

D1

Products/Services

Questions and requests regarding definition, volume, pricing of firms' products/services, including firms' operating segments

(including identification, aggregation or disaggregation of operating segments)
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D2

External stakeholders

Request for information about identifications, behaviours, related activities of customers (including current customers,
potential customers, website members and market, suppliers (including current and potential suppliers), holding company
and other external stockholders (e.g. regulators, supporters, partners, vendors), including business-related (e.g.
environmental law, tax rate, legal proceedings), and characteristics or trends of industry (e.g. Key Performance Indicators of

industry)

D3

Business activities

Question , critiques and requests regarding the issuers' operating activities (including manufacturing, R&D, distributing,
marketing, selling a product or service (e.g. terms of sale, backlog, reimbursement, warranty)), financing activities
(including activities of historical/current stockholders, historical/current dividends, credit facility, partnership distribution,
market capitalization, indebtedness), investment activities (e.g. investment in stocks and bonds, purchase/sale of fixed
assets, capital expenditure), M&A activities, restructuring activities, business plan, and firm’s ability and capacity to

continue as a going concern

D4

Competition

Questions, critiques and requests regarding firm's competitive strength

D5

Material Agreements

Question, critiques and requests regarding material contracts/agreements (e.g. lease agreements, debt/credit agreement, debt

covenants, contractual obligation) and their terms

D6

Properties and Facilities

Question , critiques and requests regarding firm's operating location, technology infrastructure, intellectual property

(including terms of and claims against intellectual property)

D7

Risk factors (business)

Questions and requests regarding characteristics and impact of risk factors on the issuers' business as well as risk

management, e.g. self-insurance program

D8

Results of operation

Questions, critiques and requests regarding issuer's results from operations (e.g. liquidity, probability, capital resource, gross
margin, key business metrics, segment reporting) which are often presented by the disclosure of amount of accounting item,
determinants/trends of the results as well as the firm's plans to achieve the results, including critiques regarding the issuer's

business strength

D9

External reports

Question, critiques and requests regarding information from reports prepared by external parties, data cited from these

reports as well as the identification of the parties who prepared these reports
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D10

Status

Questions, critiques and requests regarding firm's status e.g. limited liability company, Delaware corporation, emerging
growth company

V. CORPORATE
GOVERNANCE ISSUES

These items represent the SEC's comments relating to the issuers' corporate governance mechanism

Requests about information about identifications of the issuer's managers, their agreement, the time and resources they have

E1 | Managers been devoting to the firm as well as their right & obligation (e.g., issues on the firms' status as controlled company),
including key performance measure applied to the managers, leadership structure and managers' signatures
Eo Related parties' Questions and requests regarding transactions of related parties, including anti- takeover provisions that are included in
transactions firm’s by-laws
Questions and requests regarding the issuers' organizational structure and ownership structure (including identifications,
E3 | Organizational structure
control and interest of the owners)
Questions, critiques and requests regarding amount of non- or stock-based compensation which was paid as well as the
E4 | Compensation compensation plans for the firm’s executives and employees, metrics that the firm (typically through its board of directors)
uses to assess management performance, in order to determine annual bonuses
E5 | Employee Questions, critiques and requests regarding employee-related matters, including salary, labor issues, employment contracts,

pension and other employee benefit

VI. DISCLOSURE ISSUES

These items represent the SEC's comments relating to language used in the S-1 filings as well as the qualitative
characteristics of the information disclosed in the S-1 filings. These items also represent the SEC's request for
additional documents. In addition, these items represent the SEC's comments on the issuer's undertaking relating to
the filing and disclosure of S-1, amended S-1 and other related documents

F1 | Technical information Questions, critiques and requests regarding meaning and use of industry-specific terms, jargons, defined terms in S-1 filing
F2 | Abstract word Questions, critiques and requests regarding use of abstract words
T Critiques and requests regarding word tone in S-1 filings, e.g. over-positive tone (including hype or overstating

one

information), uncertain tone
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Critiques and requests selective disclosure S-1 filing, for example, the disclosure focus on upside or ‘good’ information with

F4 | Selective disclosure ) ) ) ) ] ) ) )

lack of discussion of the risk s and downside of their business and operating environment

Critiques and requests regarding lack of necessary or important information required by specific rules (e.g. Regulation S-K),
F5 | Completeness request of including information which is disclosed in other sections in S-1 filings or other document, requests for including

additional statement.

Questions, critiques and requests regarding general, unclear or unintelligible, unnoticeable information in S-1 filing which
F6 | General information are often required to clarify by a specific rule, requests for highlight unnoticeable information or including more clear

statement.

. . Questions, critiques and requests regarding (could-be) inaccurate or (could-be) inappropriate disclosures of information (e.g.
Inaccurate/inappropriate o ] ) . - } o o .
F7 discl disclaimer, incorrect grammar) as well as (could-be) inappropriate position of the information in S-1 filing, including
isclosure

images, graphics or artworks used in the S-1 filing

Fg Disclosure too outdated, | Critiques regarding the degree to which the information disclosed in S-1 filing are outdated, or not unique/specific to issuer,
generic, or too detailed or too much detail and lengthy

Questions regarding information in S-1 filings that conflict with other, unnecessarily repeated information and methods of
F9 | Relevance o ]

matching information
F10 | References Questions, critiques and requests regarding use, style of references as well as requests for adding references in S-1 filings
F1 | F ) Questions, critiques and requests regarding pictures, graphic and artworks used in S-1 filing as well as format (design or

orma

layout) of financial statements and other disclosure in S-1 filings which is inappropriate or difficult to follow

The SEC did not mention any issues of S-1 filings in their comment or they mention the issues that does not currently
G1 | VII. OTHER ISSUES

occur in S-1 filing
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Appendix 3.2. Coding data preparation
e Extraction of comments in SEC comment letters

Using the EDGAR database and IPO firms’ CIK numbers, this study collects the first SEC
comment letter of an IPO firm’s S-1 filing as the earliest letter in the same conservation relating
to the S-1 filing. The first SEC comment letter is recognised as the document having filing type
as “UPLOAD?”, filing date in period from date of initial S-1 filing to effective date of final

prospectus, and subject as follows
“Re: [Company Name]
Registration Statement on Form S-1 ....”

In total, this study obtains 710 initial SEC comment letters including 633 letters with .pdf
extensions and 77 letters with .txt extensions. As for the 633 letters with .pdf extensions, this
study convert the letters from pdf format into txt format by using the “pdftools” package in the
R software package. An issue that arises from the conversion is that sentences, which form
comments in the converted letters, contain line breaks in the middle of them. To resolve this
issue, the “gsub” command in R was used to replace all line breaks in the middle of sentences
or white-space characters with an ASCII non-breaking space character. Following that, this
study extracts comments and their section names from each SEC comment letter. Each
comment in a specific SEC comment letter is recognised as a sentence or a paragraph starting
with a number followed by a period and ending with a sequential number following by another
period. The section name of each comment is recognised as a word or word phrase presented

in a distinct line and followed by a specific comment or a specific group of comments.
e Process for cleaning the training data and the remaining data

The text of comments in the training dataset and remaining dataset are cleaned before applying
the Naive Bayes algorithm with support of WEKA machine learning software. Details of the

cleaning process are as follows.
a. All numeric characters are deleted without replacing with a space.
b. All apostrophes are deleted without replacing with a space.

c. All quotation marks are deleted without replacing with a space.
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d. All ampersands are replaced with the word “and”.

e. If a parenthesis is immediately preceded and followed by single non- breaking spaces,
the parenthesis is deleted without replacing with a space. If not, the parenthesis is
replaced with a single non-breaking space.

f. If a square bracket is immediately preceded and followed by a single non- breaking
space, the parenthesis is deleted without replacing with a space. If not, the square
bracket is replaced with a single non-breaking space.

g. All remaining non-alphanumeric characters (e.g. period, ellipses, hyphens, asterisk,
percent sign, number sign) are replaced with a single non-breaking space.

h. All single alphabetic characters are deleted without replacing with a space.

i. All multiple successive non-breaking spaces are replaced with a single non-breaking

space.

The remaining text of comments in the training dataset and remaining dataset consist only of

alphabetic characters and a single non-breaking space.
Appendix 3.3. Computation

A Naive Bayesian algorithm with the support of the WEKA machine learning software is
employed to perform the computation of Bayes theorem. Both the training dataset and the
remaining dataset are first converted from excel format into arff format and then the data is
structured following the Weka-readable structure.®® Secondly, a function in Weka called
“StringtoWordVector” is used to convert all comments in the dataset from text (string)
attributes into a set of numeric attributes indicating word occurrence in each comment. The
function “StringtoWordVector” also automatically implements the stemming and stop-wording
processes, which remove inflected words to their base or root form (stemming process) and
remove words which do not add meaning to a specific sentence, e.g. articles, case particles,
conjunctions (stop-wording process). Thirdly, the converted training dataset, formed from

manual coding of 4,807 comments in 261 first SEC comment letters, are imported into the

86 Readable format of arff file: https://www.cs.waikato.ac.nz/ml/weka/arff.html
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Naive Bayes Algorithm and the training process is run by applying the ‘“Naive Bayes

Multinomial” classifier in Weka.

After developing the training model, the “FilteredClassifer” function in Weka is used to apply
the Naive Bayes learning algorithm to predict the issue types of the 19,367 comments from 449

initial SEC comment letters in the remaining dataset.
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Appendix 3.4. Descriptive statistics of SEC review attributes by reviewers

Reviewer Duration #Letters #Comments #Themes
N mean  median mean  median mean  median mean median

Jennifer Hardy 8 178.00  105.00 3.63 4.00 4750  42.00 5.13 5.00
Justin Dobbie 9 11156  91.00 4.00 4.00 3589 35.00 4.78 5.00
Maryse Mills-Ape 12 10225  39.50 2.42 1.50 16.42 9.50 3.92 3.50
Susan Block 7 360.71  186.00 5.43 4.00 42,00 55.00 4.57 5.00
Loan Lauren P. N 12 127.17 97.50 3.75 3.00 37.00 27.00 4.33 5.00
Jay E. Ingram 14 176.50  149.50 4.00 4.00 3179  34.00 5.07 6.00
Russell Mancuso 36 146.42  104.00 4.39 4.00 46.39  46.50 5.08 5.00
Mark P. Shuman 36 154.89  110.00 331 3.00 3319 3450 4.92 6.00
Peggy A. Fisher 24 119.83  91.00 3.42 3.00 38.63 37.50 5.17 5.00
Karen J. Garnett 7 132.00 109.00 3.86 4.00 51.86  59.00 5.29 5.00
Anne Nguyen Park 13 93.08  100.00 3.15 3.00 20.08  29.00 4.31 5.00
H. Christopher O 31 181.00  98.00 3.90 4.00 46.97  48.00 5.32 5.00
Max A. Webb 14 122.36  108.50 371 4.00 46.07  47.50 4.64 5.00
Pamela A. Long 50 137.76  103.00 3.86 4.00 50.00 52.00 4.92 5.00
Amanda Ravitz 29 92.17 75.00 2.31 2.00 18.93  11.00 3.72 3.00
Larry Spirgel 44 14191  104.00 3.27 3.00 36.57  39.50 4.82 5.00
H. Roger Schwall 37 12557  104.00 3.43 3.00 3492  35.00 481 5.00
Barbara C. Jacob 58 109.28  101.50 3.10 3.00 32.74 3750 4.48 5.00
Jeffrey P. Riedl 141 12531  84.00 2.89 3.00 2539  19.00 3.89 4.00
Mara L. Ransom 18 12556  95.50 3.28 3.00 28.67  33.00 4.83 5.50
John Reynolds 34 100.71  83.50 3.91 4.00 29.38 2250 4.47 4.00
Suzanne Hayes 15 69.33 46.00 1.47 1.00 3.00 3.00 1.93 2.00
Rolaine S. Bancr 1 657.00 657.00 6.00 6.00 61.00 61 4.00 4.00
John Stickel 1 111.00 111.00 2.00 2.00 51.00 51 7.00 7.00
Julie F. Rizzo 1 699.00  699.00 10.00  10.00 67.00 67 6.00 6.00
Duc Dang 1 84.00 84.00 3.00 3.00 29.00 29 6.00 6.00
Mary Beth Bresli 1 137.00  137.00 5.00 5.00 34.00 34 5.00 5.00
Kevin Woody 1 82.00 82.00 2.00 2.00 29.00 29 4.00 4.00
Cicely LaMothe 1 90.00 90.00 3.00 3.00 4.00 4 2.00 2.00
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Joshua Ravit
William Friar
Mark S. Webb
Tim Buchmiller
Jeffrey Jaramill
Kyle Moffatt
Jennifer Gowetsk
David L. Orlic
Celeste Murphy
Stephen Krikoria
Jan Woo

Martin James
Dietrich A. King
Michael McTierna
Thomas A. Jones
Tangela Richter
Daniel Morris
Elaine Wolff
Tom Kluck

Sara D. Kalin
John Dana Brown
J. Nolan McWilli
Matthew Crispino
James Allegretto
Perry Hindin
Michele M. Ander

No signature

Total

710

93.00

140.00

97.00

226.00

226.00

394.00

57.00

243.00

113.00

44.00

27.00

68.00

62.00

140.50

137.50

137.00

234.00

85.50

62.50

85.33

46.67

138.00

64.00

231.67

135.80

134.00

41.00

149.23

93.00

140.00

97.00

226.00

226.00

394.00

57.00

243.00

113.00

44.00

27.00

68.00

62.00

140.50

137.50

137.00

234.00

85.50

62.50

95.00

31.00

111.00

64.00

243.00

86.00

104.00

25.00

131.99
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1.00

5.00

6.00

6.00

5.00

2.00

3.00

5.00

1.00

1.00
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3.00

3.00

3.00

8.00

3.50
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3.67

2.33
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3.33
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3.40

3.40
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5.00

1.00
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3.00

1.00

3.00

3.00

3.00

8.00

3.50

1.50

4.00

2.00

2.00

3.00

4.00

4.00

4.00

1.00

3.40

62.00

51.00

47.00

39.00

41.00

81.00

4.00

48.00

39.00

6.00

1.00

37.00

1.00

39.00

54.50

27.00

75.00

54.50

7.00

47.33

13.67

29.33

12.67

61.67

49.40

50.60

10.00

36.18

62

51

47

39

41
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48

39
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39

545
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75

54.5

57

20
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59

53

50
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5.00

5.00

6.00

5.00

6.00

7.00

1.00

5.00

5.00

4.00

1.00

6.00

1.00

4.00

5.00

5.00

5.00

6.00

3.50

3.67

2.67

4.00

4.33

5.67

5.80

4.80

2.25

4.52

5.00

5.00

6.00

5.00

6.00

7.00

1.00

5.00

5.00

4.00

1.00

6.00

1.00

4.00

5.00

5.00

5.00

6.00

3.50

4.00

2.00

4.00

4.00

6.00

6.00

5.00

1.50
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Appendix 3.5. Impact of financial crisis 2008 - 2009 on the number of SEC comments

#Comments
. L 0.007
Financial crisis (0.08)
Sire 0.001
(0.05)
0.007
Age (0.56)
Sales growth (()602091)
Segments (06093%
Restructuring (0018435)
-0.250
M&A (-1.14)
0.004
Leverage (1.24)
0.001
Z-score (0.02)
- . 0.094*
Positive earnings (1.70)
External financing (%056;3
_ -0.169
Big 4 (-1.18)
CEOchairperson (0606779)
Industry FE Included
N 238
Pseudo R2 0.0089

This table presents the analysis of the impact of financial crisis 2008 - 2009 on the humber of SEC comments in the
initial comment letters on the sample of 238 IPOs between 2005-2011. The period of 2012-2017 is not included in this
analysis in order to mitigate the impact of the JOBS Act enacted in 2012. Negative binomial regression is employed in
this analysis. The dependent variables are SEC review attributes including #Comments. The independent variables are
Financial crisis, IPO firm characteristics (Size, Age, Sale growth, Segments, Restructuring, M&A, Leverage, Z-score,
Positive earnings, External financing, Big4, CEOchairperson) . All variables are defined in Appendix 1. Results from Z-
statistics are presented in parentheses below coefficient estimates, and are based on robust standard errors clustered at the
industry level. *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tailed test.
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Appendix 4. Supplemental tables for Chapter 4

Appendix 4.1. Impact of the JOBS Act on SEC reviews (sales growth is included as a

control variable)

Duration #L etters #Comments #Themes
-1.051%** -0.97*** -2.27*** -1.102***
JOBS Act (-13.39) (-13.1) (-25.02) (-19.44)
LnSize -0.093*** -0.023 -0.118 -0.028
(-3.05) (-0.98) (-1.39) (-1.11)
Sales growth -0.001*** -0.001 -0.001 -0.001
(-5.79) (-0.17) (-0.39) (-0.18)
0.001 0.001 -0.005 -0.001
Leverage (0.14) (0.21) (-1.26) (-0.98)
Firm age -0.005 0.004 0.015 0.005
(-0.41) 0.2) (0.66) (0.37)
Segments -0.025 -0.006 0.05 0.008
(-1.02) (-0.26) (1.09) (0.44)
Z_score -0.001* -0.002*** -0.001 -0.002***
(-1.81) (-2.73) (-0.66) (-2.72)
Big 4 -0.096 -0.035 -0.051 0.042
(-1.31) (-0.41) (-0.32) (0.65)
Restructuring 0.006 0.093 -0.014 -0.034
(0.08) 1.1 (-0.06) (-0.38)
0.071 0.054 0.467** 0.195*
M&A (1.31) (0.57) (2.54) (1.85)
Positive eamings 0.144** 0.066 0.239** 0.024
(2.31) (1.12) (2.14) (0.4)
CEOchairperson 0.049 0.068 0.092 -0.031
(0.65) (0.81) (0.67) (-0.52)
Industry FE Included Included Included Included
N 464 464 464 464
Pseudo R2 0.0814 0.1344 0.0753 0.136

This table presents the results of the multivariate analysis of effect of JOBS Act 2012 on SEC review
attributes for the sample of 722 EGC-eligible IPOs between 2005 and 2017, in which Sales growth is
included as a control variable. All other variables are defined in Appendix 1.1. Negative biominal
regression is used to run this regression. The regressions include industry fixed effects using two-digit
SIC code. Results from Z-statistics are presented in parentheses below coefficient estimates, and are based
on robust standard errors clustered at the two-digit SIC industry level. *, **, and *** denote significance
at the 10%, 5%, and 1% levels, respectively, based on a two-tailed test.
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Appendix 4.2. Marginal effects of JOBS Act on SEC review attributes

Duration #L etters #Comments #Themes
-93.557%** -2.313%** -53.204*** -3.552% %
JOBS Act (-18.36) (-13.92) (-8.71) (-13.95)
LnSize -10.968*** -0.104 -2.766%* -0.13%x*
(-2.84) (-1.51) (-2.01) (-2.82)
0.033* 0.001 -0.001 0.001
Leverage (1.76) (1.63) (-0.05) (0.3)
. 0.473 0.033 1.482 0.049
Firm age (0.32) (0.81) (1.34) (1.34)
-1.88 -0.024 2.205* 0.026
Segments (-0.43) (-0.36) (1.72) (0.44)
2 score 0.04* -0.001** -0.014 -0.003***
(1.68) (-2.44) (-1.05) (-6.86)
Biq 4 -3.435 -0.128 -2.231 0.072
g (-0.49) (-0.91) (-0.61) (0.36)
Restructurin 6.385 0.199 -6.06 -0.181
g (0.52) (0.92) (-1.09) (-0.72)
M&A 6.691 0.056 6.913%*+ 0.665%**
(1.08) (0.38) (2.91) (3.25)
positive earmings | 31737 0.36* 8.685%** 0.257*
g (2.98) (1.78) (4.23) (1.89)
CEOchaiberson -4.079 0.078 3.201 0.037
P (-0.56) (0.56) (1.18) (0.22)
Industry FE Included Included Included Included
N 722 722 722 722

This table presents the results of the multivariate analysis of marginal effect of JOBS Act 2012 on
SEC review attributes for the sample of 722 EGC-eligible IPOs between 2005 and 2017. Dependent
variables are SEC review attributes including Duration, #Letters, #Comments and #Themes. Independent
variable of interest is JOBS Act. Control variables are IPO firm characteristics, including LnSize, Leverage,
Firm age, Segments, Z-score, Big4, Restructuring, M&A, Positive earnings, CEOchairperson. All variables
are defined in Appendix 1.1. The regressions include industry fixed effects using two-digit SIC code.
Results from Z-statistics are presented in parentheses below coefficient estimates, and are based on robust
standard errors clustered at the two-digit SIC industry level. *, **, and *** denote significance at the 10%,
5%, and 1% levels, respectively, based on a two-tailed test.
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Appendix 4.3. Marginally moderating effect of the Herfindahl index on impact of JOBS

Act on SEC review

N

JOBS Act

Herfindahl Index
JOBS Act * Herfindahl

index

LnSize
Leverage
Firm age
Segments
Z-score

Big 4

Restructuring

M&A

Positive earnings

CEOchairperson

Duration

-92.761%**
(-14.87)
23.401
(1.05)

12.637
(0.46)
-10.906%**
(-2.84)
0.022
(1.19)
-0.866
(-1.21)
1.946
(0.54)

0.029
(0.98)

1.692
(0.27)
3.678
(0.3)
8.641
(1.34)
25.581**
(2.4)
-4.529
(-0.68)
722

#L etters

-2.618%**
(-10.88)

0.357
(0.94)

1.866%**
(2.77)
-0.076
(-1.35)
0.001
(1.27)

0.003
(0.18)

0.019
(0.26)
-0.001%**
(-3.22)
-0.085
(-0.63)
0.156
(0.9)
0.132
(1.15)

0.299
(1.51)

0.118
(0.84)

722

#Comments
55, 575%**
(-8.44)
1.347
(0.24)
27.602
(1.53)
-1.463
(-1.16)
-0.006
(-1.59)
0.475
(0.66)
2.54%*
(2.06)
-0.014
(-0.96)
-2.455
(-0.74)
-4.448
(-0.82)
6.714%*
(2.25)

8.169%**
(3.17)

3.927
(1.55)

722

#Themes

-4.039%**
(-14.01)
-0.201
(-0.72)
2.735%**
(2.75)
-0.051
(-0.98)
-0.001
(-0.23)
0.016
(1.11)

0.037
(0.76)
-0.003***
(-5.7)
-0.008
(-0.05)
-0.197
(-0.84)
0.62%**
(2.74)

0.314*
(1.83)

0.015
(0.08)

722

This table presents the results of the marginally moderating effect of Herfindalh index on the impact of JOBS
Act on the SEC review attributes for the sample of 722 EGC-eligible IPOs between 2005 and 2017.The dependent
variables are SEC review attributes including Duration, #Letters, #Comments and #Themes. The independent
variables of interest are JOBS Act and Herfindahl Index. Moderating effects is indicated by interaction is Herfindahl
Index*JOBS Act. All variables are defined in Appendix 1.1. Results from Z-statistics are presented in parentheses
below coefficient estimates, and are based on robust standard errors clustered at the two-digit SIC industrylevel. *,
** and *** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tailed test.
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Appendix 4.4. Descriptive statistics for the percentage of each theme mentioned in SEC

comment letters in pre- and post-JOBS Act period

SEC review attributes

%Core accounting issues
%Non-core accounting issues

%Offering issues
%Business issues

%Corporate governance issues

%Disclosure issues

Pre-JOBS Act

Post-JOBS Act

(N=349)
Mean Median
15.51 13.46

2.8 1.85
4.66 3.51
30.88 29.63
3.23 1.82
40.95 41.86

(N=266)
Mean Median
19.02 11.72

5.2 0
9.71 0
30.32 30
3.73 0
29.46 25

This table presents the descriptive statistics of the percentage of each theme (%Core accounting issues,
%Non-core accounting issues, %Offering issues, %Business issues, %Corporate governance issues,
%Disclosure issues) mentioned in SEC comment letters between the pre- and post-JOBS Act period for
EGC IPOs going public between 2005 and 2017. All variables are defined in Appendix 1.1.
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Appendix 4.5. Marginal impact of the JOBS Act 2012 on the types of issues of initial S-1
filings mentioned in SEC comment letters

%Non- %Corpo
%Cor_e core %0Offering %Business rate %Disclos
accounting . ; - |
issues aCC_OUﬂtI Issues Issues gov_ernan ure 1ssues
ng Issues Ce I1Ssues
0.916 2.145% 4.54%* -5.584%* -1.293 8747
JOBS Act (0.45) (1.89) (2.07) (-2.15) (-1.15) (-3.87)
LnSize -0.153 0.394 -0.503 1711 0.709%* 1.47%
(-0.18) (0.52) (-1.23) (-1.14) (2.31) (1.96)
Leverade -0.004 -0.005** 0.001 0.003 0.01* 0.009**
9 (-0.83) (-2.52) (0.72) (0.52) (1.71) (2.24)
Firm age 0.481 0.006 0.482%+* -1.034 -0.264 -1.038%*
9 @) (0.04) @2.7) (-1.56) (-0.93) (-2.28)
Seaments 0.62 0.187 0.82% -0.864 -0.398 0.102
9 (0.68) (0.54) (1.66) (-0.97) (-1.09) (0.12)
2 score 0.01 0.001 -0.005 0.006 -0.006%** -0.004
(1.53) (0.21) (-1.39) (0.6) (-2.65) (-0.53)
Bia 4 -1.693 0.097 0.296 2.401 -2.729%k* -0.628
9 (-0.98) (0.12) (0.43) @ (-3.93) (-0.28)
Restructurin 7.773%* -1.755 -1578* -3.615 -1.149 12.106%*
9 (-2.34) (-1.11) (-1.81) (-0.46) (-0.75) (2.44)
MEA 1.154 -0.868 0.673 10.608%** -1.887 -8.369%**
(0.6) (-0.49) (0.25) (4.5) (-0.99) (-3.46)
Positive earmings 2,717 0.569 -0.707 1.727 -2.342%* 4.197%*
9 (-1.26) (0.63) (-1.19) (1.18) (-2.52) 2.1)
CEOchairberson 0.156 -3.176%* 0.358 1.307 1.308 -0.464
P (0.08) (-2.21) (0.45) (0.53) (1.5) (-0.2)
Industry FE Included Included Included Included Included Included
N 546 546 546 546 546 546

This table presents the results of the multivariate analysis of the marginal effect of the JOBS Act in 2012 on the percentage of each
theme (%Core accounting issues, %Non-core accounting issues, %Offering issues, %Business issues, %Corporate governance issues,
%Disclosure issues) mentioned in SEC comment letters issued to EGC-eligible IPOs. Negative binomial regression is employed in these
analyses. Control variables are IPO firm characteristics, including LnSize, Leverage, BM, Firm age, Segments, Z-score, Big4, Restructuring,
M&A, Positive earnings, CEOchairperson. All variables are defined in Appendix 1.1. The regressions include industry fixed effects using
two-digit SIC code. Results from Z-statistics are presented in parentheses below coefficient estimates, and are based on robust standard
errors clustered at the two-digit SIC industry level. *, ** and *** denote significance at the 10%, 5%, and 1% levels, respectively, based
on a two-tailed test.
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Appendix 5. Supplemental tables for Chapter 5

Appendix 5.1. Impact of the JOBS Act on IPO firms’ earnings management activities

DACC_abs ACFO_abs ADISEXP_abs
0.306** 0.514** 0.731**
JOBS Act (2.69) (2.31) (2.90)
-0.196*** -0.230*** -0.347***
LnSize (-5.61) (-4.27) (-5.19)
-0.001 -0.001 0.001
Leverage (-0.16) (-0.14) (0.27)
-0.029** -0.003 -0.022
Firm age (-2.23) (-0.25) (-1.03)
-0.031 -0.005 -0.121*
Segments (-0.75) (-0.15) (-2.10)
-0.001 -0.001 -0.001
Zscore (-0.17) (-0.99) (-0.03)
-0.428** -0.062 -0.199
Big4 (-2.88) (-0.76) (-1.13)
-0.036 -0.269 -0.250*
Restructuring (-0.27) (-0.95) (-1.89)
0.045 0.008 0.077
M&A (0.76) (0.07) (0.65)
0.302** 0.336*** 0.566***
CEOchairperson (2.81) (3.51) (9.66)
FE industry Included Included Included
N 515 527 430
Pseudo R2 0.1330 0.2104 0.215

This table presents results for the impact of the JOBS Act on the level of earnings management
engaged in by IPO firms, using the full sample of IPOs between May 2005 and December 2017.
OLS regressions are employed in this analysis. The dependent variables are the absolute values
of the earnings management proxies; DAC abs, ACFO _abs and ADISEXP_abs. The
independent variable of interest is JOBS Act. All variables are defined in Appendix 1. The
regressions include industry fixed effects using the Fama-French 12 industry classification.
Results from t-statistics are presented in parentheses below coefficient estimates, and are based
on standard errors which are robust and clustered at the industry level. *, ** and *** denote
significance at the 10%, 5%, and 1% levels, respectively, based on two-tailed tests.
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Appendix 5.2. The marginal effects of IPO firms’ earnings management on the extensiveness of SEC reviews

Duration #Letters #Themes #Core-accounting issues #Non-core-accounting issues
DACC 2.361%** 0.054** 0.111* 0.153*** 1.155
(5.18) (1.96) (1.79) (3.82) (1.29)
ACFO 0.698* 0.016 0.064 0.057 1.752*
(1.85) (0.57) @) (0.89) (1.64)
ADISEXP -1.322%** -0.012 -0.04 -0.053 -1.296
(-5.2) (-0.81) (-0.61) (-1.1) (-1.45)
LnSize -2.174 -2.428 -2.228 -0.045 -0.05 -0.048 0.047 0.028 0.015 0.25* 0.219 0.111 1.841 1.494 1.346
(-0.72) (-0.79) (-0.81) (-0.45) (-0.48) (-0.43) 0.63) (0.35) 0.13) (1.65) (1.53) (0.56) (1.62) (1.24) (0.94)
Leverage -0.002 0.015 -0.197 0.003 0.003 0.002 0.001 0.002 0.001 -0.006 -0.002 0.004 -0.027 -0.015 -0.022
(-0.01) (0.06) (-0.96) (1.14) (1.07) 0.79) 0.17) 0.43) 0.17) (-0.39) (-0.16) 0.23) (-0.35) (-0.22) (-0.26)
Firm age 2.446%** 2.4%%* 2.51%%* 0.034** 0.035** 0.036** 0.016 0.016 0.015 0.042 0.043 0.049 0.151 0.167 0.172
(3.31) (3.25) (3.06) (2.25) (2.43) (2.39) (1.53) (1.44) (1.36) (1.34) (1.43) (1.53) (1.18) (1.29) (1.12)
Segments 5.002** 4.83%* 4.855* 0.102 0.095 0.09 0.093 0.087 0.077 0.136 0.137 0.22 0.989 0.907 0.807
(2.06) (2.02) (1.87) (1.6) (1.44) (1.24) (1.24) (1.19) (0.93) (0.56) (0.58) 0.8) (0.92) (0.84) (0.61)
Zscore -0.038 -0.031 -0.041 -0.001 -0.001 -0.001 -0.003*** -0.003*** -0.003*** -0.005** -0.004** -0.004* -0.027** -0.03%** -0.028***
(-1.18) (-1.06) (-1.64) (-1.22) (-1.37) (-1.61) (-4.34) (-4.41) (-3.44) (-2.17) (-2.34) (-1.76) (-2.12) (-2.75) (-2.65)
Bigd -11.791*** -12.016*** -6.041 -0.244 -0.219 -0.228 -0.181 -0.155 -0.137 -1.365*** -1.386*** -1.566** -9.407*** -9.651*** -10.96**
(-2.9) (-3) (-1.16) (-0.91) (-0.81) (-0.74) (-0.53) (-0.44) (-0.33) (-3.12) (-3.2) (-2.55) (-3.14) (-2.97) (-2.34)
Restructuring 20.607*** 23.222%** 23.621** 0.614*** 0.659*** 0.684** 1.038*** 1.15%** 1.395%** 2.517*** 2.727*** 3.435%** 16.149*** 16.949%** 21.485***
(3.72) (4.32) * (2.81) (3.11) (2.41) (6.59) ) (5.07) (2.98) (3.2) (257) (4.73) (5.05) (3.67)
(3.21)
M&A 8.727 8.818 6.071 0.189* 0.183* 0.154 0.609*** 0.596*** 0.507*** 0.879 0.827 0.586 7.272%* 7.383* 6.751*
(1.3) (1.27) (1.11) (1.89) (1.89) (1.47) (3.38) (3.1) (3.32) (1.11) ) (0.63) (2.09) (1.95) (1.73)
CEOchairperson -1.12 -1.667 -1.285 0.152 0.131 0.198 -0.12 -0.147 -0.16 -0.295 -0.29 -0.194 -0.569 -0.969 -1.737
(-0.23) (-0.34) (-0.24) (0.92) (0.81) (1.09) (-0.74) (-0.88) (-0.86) (-0.71) (-0.71) (-0.45) (-0.21) (-0.36) (-0.51)
JOBS Act - - -115.882*** -2.79%** -2.63%** -2.493*** -4.687*** -4.714%** -4.469%** -9.11%** -0.092%** .9 784%** -73.49%** -72.14%* -
110.264*** 109.217*** (-12.2) (-3.33) (-3.11) (-2.86) (-4.08) (-4.39) (-4.07) (-3.09) (-3.16) (-2.81) (-5.45) (-6.01) 75.173***
(-15.4) (-16.11) (-5.01)
FE industry Included Included Included Included Included Included Included Included Included Included Included Included Included Included Included
FE year Included Included Included Included Included Included Included Included Included Included Included Included Included Included Included
N 567 579 479 567 579 479 567 579 479 567 579 479 567 579 479

This table presents the marginal effects of earnings management by IPO firms on the extensiveness of SEC reviews using the full sample of IPOs between May 2005 and December 2017. Negative binomial regressions are employed in this analysis. The dependent variables reflect the
extensiveness of SEC reviews including; Duration (Model 1 - 3), #Letters (Models 4 - 6), #Themes (Model 7 - 9), #Core-accounting issues (Model 10 - 12) and #Non-core-accounting issues (Models 13 - 15). The independent variables of interest are proxies of earnings management including;
DACC (Models 1, 4, 7, 10, 13) , ACFO (Models 2, 5, 8, 11, 14) and ADISEXP (Models 3, 6, 9, 12, 15). All variables are defined in Appendix 1.1. The regressions include S-1 filings year fixed effects and industry fixed effects using Fama-French 12 industry. Z-statistics are presented in
parentheses below coefficient estimates, and are based on standard errors which are robust and clustered at the industry level. *, **, and *** denote significance at the 10%, 5%, and 1% levels, respectively, based on a two-tailed test.
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