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Abstract

Research background: A company’s earnings are one of the main determinants of investment
decisions on the stock market. Thus, the reliability of disclosed financial information is crucial for
the efficient allocation of capital. Unfortunately, reported earnings are an economic category
susceptible to manipulation. This problem grows especially in the case of an initial public offering
(IPO), as there is significant information asymmetry.

Purpose of the article: The main aim of the paper is to assess the persistence of earnings report-
ed by companies in the IPO process and to empirically identify financial characteristics associated
with persistence of earnings. The usefulness of financial information is directly related to the
issue of earnings quality. Therefore, this paper contributes to the stream of study on the quality of
financial reporting of new stock companies.

Methods: 1 employ a simple single-factor regression model to recognize the earnings persistence
in new stock companies. Pre-IPO earnings are the explanatory variable. Then, I use multiple
regression analysis to identify factors that influence this metric of reported earnings quality.
Findings & value added: Using a sample of companies from stock exchange markets in Central
and Eastern Europe (i.e., the Warsaw Stock Exchange, the Bulgarian Stock Exchange, the Bucha-
rest Stock Exchange, the Belgrade Stock Exchange, the Prague Stock Exchange) that went public
between 2010 and 2018, I find that, generally, pre-IPO earnings hold higher persistence compared
to earnings reported in the year of the IPO. Profitability seems to be a factor that significantly
influences this feature. Thus, the results contribute to corporate theory and practice facing insuffi-
cient empirical evidence on the issue of sustaining pre-IPO profitability in the long term, addi-
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tionally putting these concerns in the context of the economic environment of European emerging
stock markets.

Introduction

Stock market investors act under information asymmetry, and in making
allocation decisions, they are forced to rely heavily on information provid-
ed by issuers. In this context, the quality of information disclosed to the
public, especially financial information, is one of the key drivers of ex-
pected returns (Agarwal et al., 2019). Because of informational capacity
and wide comprehensibility, corporate earnings are in the spotlight (Steva-
novi¢ et al., 2021). Thus, high-quality earnings are expected to provide
more information about the features of a company’s financial performance,
which is relevant to certain users (Dechow et al., 2010, p. 344). Among the
many characteristics that are pointed out as features of high-quality earn-
ings is persistence (Francis et al., 2005, p. 301), which is how current earn-
ings are likely to persist into future periods.

In this study, I address the predictive value of earnings reported by
companies that go public. Thus, the main aim of the study is to investigate
the persistence of earnings disclosed by new stock companies in the finan-
cial statement published before their initial public offering (IPO). The main
question is whether these unique and fast-growing companies can sustain
earnings over time rather than just this particular corporate event. Addi-
tionally, I examine the role of pre-IPO profitability for earnings persistence.
The lively scientific debate on the reliability of the amount of reported
earnings disclosed in pre-IPO prospectuses motivated me to undertake such
empirical research.

This paper contributes to the existing literature on earnings quality by
investigating the persistence of pre-IPO earnings in the context of Central
and Eastern European (CEE) capital markets. Focusing on those markets
provides new insight into the international literature as the analysis of IPOs
needs to take into account regional specifics. National culture is, directly
and indirectly, relevant in explaining the IPO phenomena (Jamaani & Ah-
med, 2022), and CEE countries vary in economic development, business
climate, overall governance, institutional strength, and quality of regulation
(Albu et al., 2020). Thus, the results of the study can benefit analysts,
stock investors, policymakers, and researchers.

Analyzing the earnings persistence and its possible determinants by us-
ing multiple regression, I focus on companies that went public on CEE
stock exchanges during the period 2009-2018. Thus, this study fits into the
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literature on the quality of earnings published by companies in CEE coun-
tries. Previous research focused mainly on earnings management (Callao et
al., 2017). Companies operating in Poland have already attracted the atten-
tion of researchers (Brzeszczynski et al., 2012; Piosik & Strojek-Filus,
2013), and such managerial activity was also addressed by IPO studies
(Lizinska & Czapiewski, 2018; Sosnowski, 2018). Although there is evi-
dence that companies operating in the Czech Republic, Slovakia, Hungary
(Siekelova et al., 2020; Valaskova et al., 2021; Durana et al., 2022), and
Bulgaria (Krastev ef al., 2021) undertake earnings management initiatives,
and empirical studies have confirmed the use of upward earnings manipula-
tion (Kliestik et al., 2021), knowledge on earnings quality is still relatively
scarce.

The remainder of the article is organized as follows. Section 2 briefly
discusses the related literature and develops hypotheses. Section 3 de-
scribes the sample and addresses the methodological issues. Section 4 pre-
sents the results, which are then discussed in the next section. The last sec-
tion offers summary conclusions.

Literature review

Although the European financial system relies heavily on the banking sec-
tor, institutional investors and capital markets are becoming key elements
in the process of raising capital for companies (Meluzin et al., 2021). An
IPO allows private companies to sell shares to stock investors for the first
time and join an elite group of public companies, including the various
benefits that come with it (Jamaani et al., 2022). The increasing number of
newly listed companies is generally interpreted as a positive feature of the
market development, promoting investments and economic growth in the
national economy (Setiawan et al., 2021). The focus on the development of
stock markets is generally motivated by the globalization and liberalization
of capital flows (Meluzin et al., 2018b), the growth of connections in the
capital market, increasing competition in the real economy, and the need to
create an economic environment that promotes entrepreneurship (Meluzin
et al., 2018a). A well-developed financial system with an efficient stock
market enables the mobilization of savings, accelerates the flow of capital,
and optimizes its allocation. As a result, European emerging markets have
seen a significant increase in the number of IPOs over the past decades, and
stock exchanges in CEE countries have become a vital element of a busi-
ness-friendly environment (Kisel'dkova et al., 2019).
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The high quality of financial reporting has been the focus of many stud-
ies because it results in efficient capital investment decision-making (Cho
& Kang, 2019, p. 6; Dechow et al., 2010, p. 352). To be considered high
quality, this information must be characterized by its valuation usefulness
and contract validity (Zavodny, 2021; Zhai & Wang, 2016). In this context,
particular attention is focused on earnings quality, and among its various
attributes, earnings persistence seems to be crucial. Earnings persistence
denotes the likelihood a company’s reported earnings levels will recur in
subsequent periods (Ebaid, 2011, p. 175). Hence, it broadly comprises sta-
bility, prediction, diversity, and earnings trends (Fatma & Hidayat, 2019, p.
4).

Concerns about the credibility of financial disclosures made in the [PO
have always been present. It is quite common knowledge that the managers
of such companies have many incentives to boost their financial numbers
and influence the valuation of shares (Sletten et al., 2018). For example,
and DuCharme et al. (2004) document the use of earnings management by
companies that go public. The focus tends to be on discretionary accruals
(Miloud, 2013). These concerns are particularly justified in the context of
the ample evidence regarding the use of window dressing (Lizinska &
Czapiewski, 2019).

Nevertheless, there is no shortage of voices in the debate that point to
the rather limited ability of [PO companies to implement earnings man-
agement. The most common argument is that their financial statements are
thoroughly audited in the process of going public, and the extensive scruti-
ny of reported numbers provides a considerable barrier to inflate earnings
(Alhadab & Clacher, 2018). Moreover, discretionary accruals as a proxy of
managerial activity are questioned because they can only be the conse-
quence of an increase in the company’s capital after issuing new shares,
and the conclusions about the earnings management actions are simply the
effect of methodological inadequacies (Armstrong et al., 2016). This rea-
soning leads me to the following hypothesis about the persistence of earn-
ings around the IPO event:

H1: Pre-IPO earnings are more persistent compared to the IPO year earn-
ings.

One issue is usually highlighted in the discussion on changes in the fi-
nancial standing of new stock companies, i.e., profitability. The timing of
going public is generally not random. The original stakeholders are con-
cerned about the high valuation of shares and aim for favorable conditions
(Boucher & Kooli, 2022). Managers choose the timing of the IPO to be
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associated with periods of high earnings and remarkably good performance
levels (Benninga et al., 2005). Because companies with great potential and
growth dynamics go public, it may be relatively challenging to repeat their
spectacular previous achievements. Thus, that pre-IPO profitability may be
a factor that significantly affects the persistence of reported earnings, and I
posit:

H2: The persistence of earnings performance in IPO companies is attribut-
ed to pre-1PO profitability.

In summary, the quality of financial reporting is an important issue for
companies in the capital market, especially from the point of view of the
original and future owners because, among other things, it builds trust
among stakeholders. Providing a fair and true view of the economic reality
of a company reduces the information asymmetry between managers,
shareholders, and other market actors. The IPO creates a framework for
evaluating financial reporting of companies that undergo significant organ-
izational, ownership, and capital structure changes, as well as the transfor-
mation of their institutional environment (Sosnowski, 2021). This area,
although extremely important for business practice and still an important
research problem for academics, has not received due attention so far. Fur-
thermore, such studies using widely accepted methodology conducted for
CEE stock markets will expand the knowledge about the financial reporting
behavior of IPO companies in emerging primary stock markets, character-
ized by different institutional conditions in comparison to US or Western
European markets.

Research method

The study sample consists of CEE companies whose IPOs took place on
one of the five EU-regulated stock exchanges located in CEE, i.e., the War-
saw Stock Exchange, the Bulgarian Stock Exchange, the Bucharest Stock
Exchange, the Belgrade Stock Exchange, and the Prague Stock Exchange.
When the majority of research focuses on well-developed markets and
common-law countries, it is important to provide evidence from other mar-
kets as the equity market development, cultural and social aspects (Kliestik
et al., 2021; Cherkasova & Rasadi, 2017, p. 443) are systematically related
to the reliability of financial information.

All TPO events are from 2010-2018, as such a time frame allows me to
avoid the possible influence of economic crises on the results. The bottom
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cut relates to the end of the 2008+ financial crisis. The upper cut-off results
from the COVID-19 pandemic and its possible impact on the financial re-
sults in 2020.

To be included in the sample, the company’s headquarters must be lo-
cated in a CEE country that belongs to the EU. Each company must have
all the required information for at least one year before and after the IPO.
Thus, the financial data covers the years 2009-2019. Furthermore, due to
the nature of financial reporting, companies from the financial sector are
excluded. Consequently, the selection requirements lead to a final sample
of 83 IPO companies.

Table 1 provides insights into the composition of the study sample.
Analyzing the sectoral cross-section, one can generally see that the sample
is quite diverse, with a slight predominance of companies from the con-
sumer goods sector. The sample also shows no significant concentration
over time, although there are small waves of IPO activity. Geographically,
Polish companies outnumber the others significantly. Among the compa-
nies, a clear increase in the size of assets and equity can be observed after
the PO, which is related to the possibility of issuing new shares. With
a relatively constant debt level, the marked increase in the total revenue is
also a positive sign. In the year of the IPO, a sharp increase of mean earn-
ings is apparent. However, the noticeable decline in profitability indicates
that maintaining the dynamic pace of development prior to the IPO may be
challenging.

The study focuses on evaluating earnings persistence around an IPO,
which is related to the informativeness of past earnings on future perfor-
mance. Following previous studies (Stevanovi¢ et al., 2021; Li, 2019),
earnings persistence is measured by the coefficient a; from the equation, in
which current earnings (EAT;) are explained by past earnings (EAT:.1):

EATt = Uy + alEATt_l + Et (1)

Coefficient o is the main interest of the study, as a higher value gener-
ally indicates an increase in earnings quality (Dechow ef al., 2010), and the
closer coefficient a; is to one, the greater the persistence of earnings
(Ebaid, 2011). I use two different measures of earnings, i.e., net income
before extraordinary items (NIBEI) and net income after taxes (NVIAT), be-
cause they offer some different information content for stakeholders.

To address the issue of the influence of the pre-IPO profitability on
earnings persistence, I include in the above model ROA variable, which is
the return on assets ratio, and the interaction term, EATXROA.
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[£ar | = Bo + BEAT, ., + BROA,  +
INDUSTRY 2
+B3EAT,_; X ROA,_, +v | COUNTRY | + &,
YEAR

Coefficient 3 captures whether the pre-IPO profitability influence the
persistence of pre-IPO earnings. To control for industry effect, country
effect, and time-series correlations, I also include industry, country, and
year dummies to the model. The subscript 0 denotes the IPO year, +~1 and
t+1 identify the previous and the next year, respectively.

In his influential study, Sloan (1996) noticed that various components of
earnings are characterized by unequal persistence, and earnings perfor-
mance attributable to the accrual component is less persistent than earnings
performance attributable to the cash flow component. Thus, I next employ
a widely accepted and often-used approach and decompose EAT into two
main components, namely cash flow and accrual:

EAT, = CFO, + ACC, 3)

represented by cash flow from operations (CFO) and current accruals
(ACC) (Dechow & Ge, 20006, p. 260). Therefore, to investigate if the persis-
tence of earnings around an IPO is due to CFO, or rather ACC, I estimate
the model written as follow:

EATt = ao + 0(1CF0t_1 + azACCt_l + Et (4)

where the slope coefficients a; and a2 indicate the associations between the
future earnings and earnings components CFO and ACC, respectively.

Then, I employ the above partition into earnings components to examine
the role of pre-IPO profitability for the persistence of cash flow and accru-
als, and specify the following regression model:

[EEj]Tw ] = o + P1CFO;_1 + ACC;_1 + BROA;_4
t+1
+L,CF0;_1 X ROA;_1 + f5ACC,_1 X ROA;_1 + 5)
INDUSTRY
+y | COUNTRY | + &
YEAR
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The data necessary for the research were retrieved from the Refinitiv da-
tabase. All coefficients are estimated using ordinary least squares regres-
sion.

Results

The outcomes of the empirical analyses consist of two main parts: the
measurement of earnings persistence and the study of the pre-IPO profita-
bility impact on it. First, the changes of the earnings persistence in the peri-
od around the PO are assessed, and the results are presented in Table 2.

By analyzing the a; coefficients from the model where future year earn-
ings are regressed on past earnings, it can be seen that the earnings reported
before the IPO have information content, as all estimated coefficients are
positive and statistically significant. However, earnings achieved in the IPO
year are somehow distorted. Generally, in line with the prior literature,
current earnings are most persistent for the following year’s earnings, and
their predictive value diminishes over time. These findings for both NIBEI
and NIAT are shown in Panel A in Table 2. The a; coefficients decrease as
the forecast horizon increases, and the AdjR® value declines noticeably.
Nevertheless, the a; coefficients for the earnings presented in the IPO year
vary significantly from this pattern. In the model where 7+1 earnings are
explained by past earnings, the coefficient of a; is higher for -1 earnings
than for 70. Thus, earnings in the IPO year are less persistent, and the H1
hypothesis holds.

Panel B of Table 2 provides results where post-IPO earnings are re-
gressed on the accrual and cash flow components. First, for the IPO year in
the NIBEI and NIAT models, both coefficients, a; for ACC and o, for CFO,
are positive and highly significant, but a: is greater than ;. Consistent with
the prior literature, it suggests that the cash flow component is more persis-
tent than accruals. Interestingly, NIBEI. is no longer attributed to accrual
components, as a; lacks statistical significance for both #~1 and 10 ACC. In
the NIAT:.1 model, ACC..; is statistically significant only at the 0.1 level,
and a; is 0.2427. Then, ACCy is not statistically significant in predicting
NIAT 1. Thus, CFO has higher predictive power for earnings reported in
the one year following IPO.

A thought-provoking byproduct of my analysis is the results that show
how these two components, ACC and CFO, are persistent for earnings dis-
closed two years after going public. When CFO seems to be insignificant in
predicting future earnings in the long run, pre-IPO and IPO accruals be-
come negative and highly statistically significant for NIBEI., and NIAT ..
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As accruals are susceptible to managerial activity, this may suggest some
earnings management behavior around the IPO.

The second strand of the analysis is focused on looking for relationships
between earnings persistence and pre-IPO profitability and Table 3 reports
the results. In all NIBEI and NIAT models, the coefficients for the pre-IPO
earnings proxies are positive and statistically significant, suggesting that
earnings reported before the company goes public remain informative of
future earnings when controlling for profitability. However, the main con-
cern in the study is the coefficient on the interaction term EATxROA. For
earnings disclosed in the IPO year, only the coefficient on NIATXROA is
significant at the 0.05 level. The positive sign indicates that profitability
achieved prior to going public can support the persistence of earnings in the
IPO year. However, this finding does not hold later. In the models for the
following year, the coefficients on interaction terms NIBEIXROA (f3=—
3.1392) and NIATXROA (3=—2.6527) are negative and highly significant.
These results provide strong support for H2 as well, and they show that
higher profitability before an IPO negatively affects earnings persistence.

An interesting fact emerged after the decomposition of reported earn-
ings into cash and accrual components. Pre-IPO profitability enhances the
persistence of the cash and accrual component for predicting earnings re-
ported in the IPO year. For both the NIBEI and NIAT models, the coeffi-
cients f4 on interaction terms are positive and statistically significant. How-
ever, when considering the earnings reported one year after the IPO, the
interaction between the accrual component and profitability loses statistical
significance, and the coefficients on the interaction terms CFOXROA are
negative and significant. This means that the negative impact of higher pre-
IPO profitability on the persistence of previously reported earnings is chan-
neled mostly through its negative impact on CFO rather than on accruals.

Discussion

Corporate lifecycle is an important explanatory variable in research on the
quality of financial reporting in developing CEE countries (Michalkova,
2021). Earnings persistence has been considered by quite a few studies that
take into account different markets, groups of companies, or research peri-
ods (Calegari & Maretno, 2005; Dechow & Ge, 2006; Ebaid, 2011; Li,
2019).

The general conclusion is that past earnings have predictive value, and
the reported persistence parameter is generally in the range of 0.6 to 0.9
(Pincus et al., 2007). Although my research relates to a unique sample of
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IPOs from the CEE market, the obtained results are consistent with the
prior literature. Moreover, like Nikbakht et al. (2021), my results suggest
that fast-growing companies with high pre-IPO profitability are more likely
to have financial reporting quality issues. Thus, contrary to how Lestari and
Khafid (2021) show, profitability may be worth special attention in the
study of determinants of earnings quality.

Moreover, my findings are in line with previous research and prove the
differential persistence of the cash and accrual components. As Calegari
and Maretno (2005), Ebaid (2011), and Li (2019) documented, the cash
flow component contributes to the persistence of earnings more. In other
words, the persistence of earnings disclosed to the public before an IPO is
not significantly different from that reported by other public companies.
This conclusion supports the study of Lizifiska and Czapiewski (2018),
which showed a conservative picture of the use of discretionary accruals
around IPO event.

Thus, this paper supports the studies of Venkataraman et al. (2008) and
Ball and Shivakumar (2008), which showed higher financial reporting qual-
ity at the time of an IPO.

In contrast to other studies, my research provides additional insights into
the persistence of pre-IPO earnings beyond the next year. For example,
Hutagaol-Martowidjojo and Widyanto (2018) concluded that earnings per-
sistence changes along with the alteration of the company’s status from
private to public, and earnings persistence increases after the IPO. Howev-
er, that study evaluated only the potential of pre-IPO earnings for the IPO
year earnings forecast. As I show, the year of going public is, to some ex-
tent, unusual. Thus, my results cast doubt on the claim that earnings report-
ed after the IPO are more persistent than earnings before going public
(Hutagaol-Martowidjojo & Widyanto, 2018).

Conclusions

In this paper, I focused on whether data on a company’s performance pre-
sented to the public prior to an IPO maintains its informational utility
thereafter. I empirically examine the persistence of pre-IPO earnings (i.e.,
NIBEI and NIAT) in the CEE context. This study contributes to a wide
stream of discussions on the credibility of the content of companies’ pro-
spectuses and the potential possibilities of intentionally influencing manag-
ers on financial disclosures. Relatively small capital markets with less [PO
activity are severely under-researched in this field.
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The empirical findings generate several interesting insights. Financial
information from the period before the company goes public can be consid-
ered quite a reliable source of information about future performance. How-
ever, the extraordinary occurrences taking place around an IPO cause
a disruption in the persistence of earnings reported at that particular time. In
this regard, the pre-IPO data prevail over the information disclosed in the
financial statement for the IPO year. Moreover, my research indicates that
higher profitability reported before an IPO positively affects the ability to
use pre-IPO earnings to predict IPO year earnings, and it significantly re-
duces this ability for the following year’s earnings. This remark may be
particularly relevant to investors and practitioners in the stock market. It
also contributes to the debate on the role of regulators in discouraging man-
agers from inflating earnings and can help policymakers set better financial
reporting standards, particularly in the scope of pre-IPO real earnings man-
agement.

This study is not free from limitations and caveats. [PO events on the
CEE stock exchanges are relatively few, and markets other than Poland are
very poorly represented. Furthermore, the search for other factors that may
affect the persistence of earnings around the IPO is very challenging. Cor-
porate governance issues are particularly interesting, as the IPO period is
rife with changes in this area. In addition, the methodology adopted in the
study is heavily influenced by data availability limited to one year before
the IPO. Breaking this barrier would make it possible to investigate asso-
ciations between the quality of financial information and earnings man-
agement. In light of the results presented in this paper about the role of the
cash and accrual component, studies on real earnings management can pro-
vide especially valuable insights.
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