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1 Introduction

Reported earnings are the kind of fundamental information about a company that
is regarded as very important both for researchers as well as practitioners. Market
reaction to announcements connected with a firm’s profitability is usually strong
(e.g. Hotchkiss and Strickland 2003; Francis et al. 2002; Bernard and Thomas 1989).

Earnings are very closely related to company growth prospects and their predic-
tive power for future market equity prices is supposed to be quite strong (Chan et al.
2001). However, the quality of reported earnings differs significantly across com-
panies. Many studies for developed markets have concluded that companies often
report earnings in excess of cash flow as a consequence of accruals or real activities.

Along with various stringent accounting rules, managers are allowed to use their
judgement to some extent in reporting company activities. Regulators leave
considerable room for managerial discretion to make financial statements more
informative. But such discretion also enables managing for the moment and thus
misleading some groups of stakeholders. Window-dressing practices seem to be
especially significant around important corporate events when firms are strongly
motivated to boost their earnings. One such milestone in the corporate lifecycle is
going public. IPO companies usually have a short financial history and suffer from
scarcity of information about the issuer’s intrinsic value. Following this, key
accounting prospectus numbers such as earnings have a relatively strong influence
on IPO pricing. On the other hand, monitoring procedures for public companies
seem to be more efficient, making aggressive earnings management more difficult.

IPO firms commonly face closer scrutiny of reputation during the first period on
the aftermarket. Bearing this in mind, aggressive around-IPO earnings management
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resulting in earnings reversals could undermine post-IPO performance.What is more,
boosting earnings in one period, drains possible sources of earnings management
in the future and positive accruals must ultimately reverse, which usually lowers
reported profits thereafter. Hence, the consequences of earnings management around
initial public offerings of equity (IPOs) for the long-term market value of equity are
not obvious. The study discusses the ability of accruals to predict long-term stock
underperformance after IPO for Poland, as an example of an emerging market.

The study was financed by the National Science Centre, Poland as a research
project (2015/19/D/HS4/01950). The rest of the paper is structured as follows. In
the following section, previous literature is discussed. Then, the sample and research
methods are described with the emphasis on earnings management proxies and long-
term performance measures. Section 4 concentrates on the pervasiveness of earnings
management around IPO as discretionary accruals are tested. Section 5 discusses the
explanatory power of earnings management for the long-term underperformance of
IPO companies. The last section states the conclusions.

2 Literature Review

Previous studies for developed markets report that managers opportunistically
manage earnings to influence IPO pricing (Friedlan 1994; Teoh et al. 1998a, b).
On the other hand, Burgstahler et al. (2006) report that private firms exhibit higher
levels of earnings management. Armstrong et al. (2015) find that discretionary
accruals in the IPO year are not statistically different from zero. Ball and Shivakumar
(2005 and 2008) and Venkataraman et al. (2004) argue that companies are supposed
to report more conservatively around the IPO date because of better monitoring
which increases the possibility of penalties for misreporting.

The discussion about the predictive power of accruals for returns is more general,
not only connected with equity issuance. Sloan (1996) reported that companies with
high accruals, experienced lower returns and underperformed companies with more
conservative accruals. The discussion was then continued by Collins and Hribar
(2000 and 2002), Xie (2001), Desai et al. (2004), and Francis et al. (2005).

Alongwith the discussion on earnings quality, the IPO long-term underperformance
has been investigated. It appears to be an international phenomenon. It has been also
well explored for Poland (Mizerka and Lizińska 2017; Lizińska and Czapiewski 2016).
The explanation for the long-term underperformance is still discussed as started by
Ritter (1991). One of the possible reasons of IPO underperformance in the aftermarket
relates to earnings management by inflating accruals prior to the offer (Rangan 1998;
Shivakumar 2000; Teoh et al. 1998a, b).

The relation between earning management and post-IPO equity returns was
investigated for both initial (Teoh et al. 1998b) and seasoned equity offerings (Teoh
et al. 1998c). Teoh et al. (1998a–c) reported a negative correlation between earnings
management and post-issue equity performance. Fan (2007) reports that companies
with low discretionary accruals at IPO have higher stock returns than aggressively
managed earnings.
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Armstrong et al. (2015) find no evidence for the relation between discretionary
accruals (approximated by several measures) and post-IPO equity values, similarly
to Ball and Shivakumar (2008). This was examined for emerging markets as well,
e.g. Shen et al. (2014) examined the links between earnings management and
Chinese IPO anomalies and find that firms with larger managed accruals tended to
perform worse over a 3-year horizon.

Studies on earnings management by Polish companies without any connection
to equity offerings include Gajdka (2012), Wyrobek and Stańczyk (2013),
Wójtowicz (2010, 2015) and Piosik (2016). Only one piece of research for Poland
relates earnings quality and initial public offerings but it concentrates on information
risk (Truszkowski 2013).

The importance of country-specific factors emphasized by e.g. Burgstahler et al.
(2006) and the contradictory results of prior studies on the relation between earnings
quality around IPO and future stock returns makes empirical research for capital
market in Poland interesting and results in a research contribution.

3 Sample and Methodology

The research sample involves equities listed on the Warsaw Stock Exchange (WSE),
which is the main stock exchange in Poland. The data source was Ceduła, Notoria
Serwis, the official site of the WSE (http://www.gpw.pl) and www.gpwinfostrefa.pl.
The data allowed a comprehensive database with all the necessary data to be
constructed, as the existing solutions did not have the satisfactory quality and
comprehensiveness. The authors’ own database covers financial statements and
daily close prices with the necessary adjustments (dividends, splits and preemptive
rights) for all WSE companies, also including delisted firms.

The sample encompassed non-financial initial public issues (IPOs) offered in the
period 2000–2012 on the main Polish stock market. Only offerings completed by
companies without a prior trading history on alternative markets were included. As
some of the data were sometimes incomplete, IPOs with missing data were also
excluded to fulfil themodels’ requirements. IPOs completed before 2000were excluded
as no reliable financial statements could be retrieved from the database, likewise
equities offered after 2012 were omitted, as the aftermarket period was necessary to
observe long-term performance. Market prices and financial statement data covered a
longer period from 1998 to the middle of 2015 because of the models requirements.

Quality of earnings cannot usually be observed directly as firms do not boast about
inflating earnings artificially. Earnings management proxies have to be involved
instead. Companies use real activities manipulation and accrual-based techniques in
managing earnings. We follow the earnings management definition of Healy and
Wahlen (1999). Real activities manipulation is achieved by changing the execution of
a given transaction. Accrual based management concerns presenting a given trans-
action in financial statements in a particular way (for definitions see e.g. Zang 2011,
Cohen et al. 2008, Cohen and Zarowin 2010). Accruals are the difference between a
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firm’s accounting earnings and its cash flow. This paper presents the research results
for the accrual-based approach surrounding IPO issues with a set of existing models.
Following the literature, total accruals (TACC) were decomposed into discretionary
and non-discretionary accruals (as in Jones 1991):

TACCit ¼ NDACCit þ DACCit, ð1Þ
where: NDACC—non-discretionary (“normal”) accruals; DACC—discretionary
(abnormal) accruals.

The initial estimations of accruals proposed in the literature assumed that
non-discretionary accruals are firm-specific and that the fluctuating level of total
accruals is a result of the changing level of discretionary accruals (see DeAngelo
1986). Jones (1991) proposed a model that made it possible to check controlling for
the changes in economic circumstances. She argued that the level of non-discretionary
accruals can also vary over time. We apply the cross-sectional version of this model
(see DeFond and Jiambalvo 1994; Subramanyam 1996; DuCharme et al. 2001) and
non-discretionary accruals in the Jones model are as follows:

NDACCJ
it ¼ αi1

1
Ai, t

� �
þ αi2ΔREVi, t þ αi3PPEi, t þ εi, t, ð2Þ

where: A—total assets; ΔREV—change in revenues; PPE—gross property, plant
and equipment; t all components are scaled by lagged assets.

The traditional Jones model may underestimate discretionary accruals if compa-
nies manage earnings by the time location of revenues. Hence, a modified estimation
of accruals was proposed in an attempt to adjust for growth in credit sales and to
reduce Type II errors. Non-discretionary accruals according to the modified Jones
model are as in Dechow et al. (1995):

NDACCmJ
it ¼ αi1

1
Ai, t

� �
þ αi2 ΔREVi, t � ΔRECi, tð Þ þ αi3PPEi, t þ εi, t, ð3Þ

where:ΔREC—change in receivables; all components are scaled by lagged assets. The
cross-sectional version of the modified Jones model was applied by i.a. Subramanyam
(1996) or Guidry et al. (1999).

Another approach was proposed by Dechow and Dichev (2002) and modified
by McNichols (2002). She argued that adding operating cash flow variables to the
cross-sectional Dechow-Dichev regression significantly reduced measurement error.
McNichols combines the determinants from both the Jones and the Dechow-Dichev
models:

NDACCMcN
it ¼ αi1

1
Ai, t

� �
þ αi2CFOi, t�1 þ αi3CFOi, t þ αi4CFOi, tþ1

þ αi5ΔREVi, t þ αi6PPEi, t þ εi, t

ð4Þ
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where: CFO—cash flow from operating activities; all components are scaled by
lagged assets.

Some other studies also controlled for cash from operations in a different way to
the McNichols model (see e.g. Rees et al. 1996; Hansen and Sarin 1996). As a result,
we also incorporate operating cash flows in the variant proposed by Ball and
Shivakumar (2005, 2006, and 2008) and estimate normal accruals as:

NDACCBS
it ¼ αi1

1
Ai, t

� �
þ αi2ΔREVi, t þ αi3FAsseti, t þ αi4CFOi, t

þ αi5DCFOi, t þ αi6CFOi, t � DCFOi, t þ εi, t

, ð5Þ

where: FAssets—book value of fixed assets; DCFO takes the value 1 if CFO< 0; all
components are scaled by lagged assets.

We run cross-sectional regressions for the four mentioned models for each of the
industry groups on the Warsaw Stock Exchange. In all of the models, αi1, αi2. . . are
firm-specific parameters estimated according to the ordinary least square regression.
We get ai1, ai2. . . as the estimates of αi1, αi2. . . according to each of the models.
A minimum of five companies was required to run the industry regression for IPO
i in year t and get estimates based on the cross-sectional version. Besides, each IPO
company was excluded from the industry group in regressions for other companies
in that sector during the 2-year period after going public.

Abnormal (discretionary) accruals (DACCi,t) for IPO firm i in year t were calcu-
lated as the difference between the real (actual) accruals and the estimated accruals
(NDACCi,t). Total real accruals were measured as the change in non-cash net
working capital less the depreciation for company i in year t (as in Jones 1991 and
Sloan 1996):

TACCit ¼ ΔCAit � ΔCashitð Þ � ΔCLit � Deprit , ð6Þ
where: TACC—total accruals for company; ΔCA—change in current assets,
ΔCash—change in cash; ΔCL—change in current liabilities; Depr—depreciation;
the change (Δ) is computed between time t and t � 1. Lagged assets are used as the
deflator to reduce heteroscedasticity in residuals for accruals and their components
(Ronen and Yaari 2008).

Earnings management was approximated with discretionary accruals around the
time of initial public offering, mainly for the year of going public (Y0), for the two
preceding years (Y � 2 and Y � 1) and for the consecutive years (Y + 1 and Y + 2).

Next, buy-and-hold abnormal returns (BHARs) were calculated to observe
long-term IPO price behavior up to the fifth year after the offering and to simulate
a real investing situation with buying a security at IPO date, holding it for a specified
period of time and selling it afterwards.

The buy-and-hold return for IPO i for selected event windows (BHRi,T) was
defined as:

BHRi,T ¼
YT

t¼1
1þ Ri, tð Þ � 1 ð7Þ
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where R was the daily return in trading day t, and T was the trading session number
with 1 assigned to the first day after going public. A year was assumed to have
252 trading days. The benchmark buy-and-hold return for IPO i (BHRB

i,T) was defined
as:

BHRWIG
i,T ¼

YT

t¼1
1þ RB

i, t

� �� 1 ð8Þ

where RB
i, t was the daily return on the benchmark portfolio in trading day t for IPO i.

The benchmark was the main market index for the Warsaw Stock Exchange, mainly
the WIG index.

The buy-and-hold abnormal return for each IPO i and the selected event window
(BHARi,T) was given by:

BHARi,T ¼ BHRi,T � BHRWIG
i,T ð9Þ

The outliers of BHARs and DACCs were eliminated to minimize the potentially
detrimental effect of extreme values. Outliers were found with the interquartile
range (IQR). The lower bound was set as Q1 � 1.5 � IQR and the upper bound as
Q3 + 1.5 � IQR. The Cramér von Mises test was used to test the distribution normality
of discretionary accruals and abnormal returns. Both a parametric and non-parametric
tests were employed (Student t-test and Wilcoxon signed-rank test).

We then checked whether discretionary accruals were good predictors of subse-
quent equity performance in the aftermarket. IPO firms were divided into two groups
based on IPO-year discretionary accruals. The subsample with DACCs below or
equal to the median value of discretionary accruals was called “conservative” in
comparison to the subsample with DACCs above the median value that was supposed
to manage earnings “aggressively”. Then, buy-and-hold abnormal returns were
compared for both groups.

4 Earnings Management

Our findings suggest that accruals around initial public offerings in Poland were
systematically opportunistic. As managers inflated earnings above cash flow around
IPO, accruals rose. We find across multiple models that discretionary accruals in the
IPO year were statistically different from zero.

The estimates of discretionary accruals are detailed in Table 1. The median values
are presented on Chart 1. Positive and relatively high issue-year discretionary
accruals indicate that earnings were much higher than cash flows. The level of
abnormal accruals in the year before IPO was also relatively less negative in com-
parison to those reported 2 years before first public equity offering. It could suggest
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that some companies inflated earnings much earlier. Positive accruals were followed
by negative abnormal accruals in subsequent years.

The results are coherent with those of Friedlan (1994), Teoh et al. (1998a, b) that
managers use accruals to inflate earnings around equity offerings. They are not in
line with Armstrong et al. (2015) who find that abnormal accruals in the IPO year are
not statistically different from zero and Ball and Shivakumar (2008) nor with
Venkataraman et al. (2004) who argue that IPO firms report more conservatively.

5 Long-Term Market Performance

IPO companies were divided according to median value of abnormal accruals in the
IPO year. Those with relatively low discretionary accruals are supposed to represent
companies that didn’t manage earnings or at least managed earnings more conser-
vatively. Companies with high discretionary accruals are perceived as those that
managed earnings more aggressively and boosted their accounting profits. Abnormal
long-term market performance of IPO firms was observed for both groups.

Detailed results are given in Table 2. Chart 2 plots median values of discretionary
accruals for both subsamples. Firms with higher IPO-year discretionary accruals
earned more negative abnormal long-term returns. However, the difference between
both subsamples was not immense. The research results for Poland may be
interpreted as supporting the thesis about the predictive power of discretionary
accruals around IPO for stock returns in the aftermarket.
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6 Conclusion

The research focused on earnings that attract very intense attention among capital
market participants. Quality of earnings has also been one of the most hotly
discussed problems in the contemporary research on finance and accounting. IPO
firms have a strong motivation to inflate earnings when they go public. They usually
have short financial history and suffer from scarcity of information about financial
fundamentals. In consequence, key accounting prospectus numbers such as earnings
seem to have a strong influence on the IPO market pricing. On the other hand, public
firms have to meet higher reporting standards and they face better monitoring and
closer scrutiny pf reputation during the first period in the aftermarket. These are the
arguments against boosting earnings artificially and attempting to mislead investors
around the time of going public.

The research results reported for the Polish capital market suggest that firms
engaged in more aggressive income-increasing earnings management in the IPO
year and some companies inflated earnings with accruals even for the year prior to
going public. IPO companies that managed earnings more aggressively reported
more negative abnormal long-term returns according to the buy-and-hold strategy.
However, the difference between abnormal returns between firms with lower and
higher discretionary accruals was not immense in many investment periods.

The research results for Poland may be interpreted as supporting the thesis about
the predictive power of discretionary accruals around IPO for stock returns in the
aftermarket. However, the results on the market consequences of earnings manage-
ment for the Polish capital market are of a preliminary nature and need to be
continued. One of the future research directions may be checking if the differences
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between long-term abnormal accruals are IPO-specific in Poland or whether it is an
expression of a broader market anomaly and a more general question about the
predictive power of earnings quality and cash flow for future equity prices.
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