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ABSTRACT 

 
The current literature presents conflicting evidence as to whether IPO firms manage earnings. 
Two major shortcomings of prior studies are their assumptions that: 1) investors primarily care 
about bottom-line earnings; and 2) all firms, regardless of their operating models, only manage 
earnings. We relax those assumptions by examining the application of discretion over various 
accounting items across different sectors. We find cross-sectional variation in the application of 
discretion over sales, R&D (R&D overinvestment), and other earnings items, with discretion 
being significantly associated with the relative importance of the items for IPO valuation. We 
further show that sales growth possesses the greatest value relevance, and the majority of IPO 
firms correspondingly manage sales. Lastly, we show that managed sales, and to a lesser degree 
managed other earnings items, are negatively associated with future stock returns. Overall, we 
provide robust evidence of use of discretion by IPO firms over various accounting items, 
depending on the firm’s operating model.   
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Extant literature in accounting provides ample evidence of situations in which earnings 
management occurs. Much of this literature focuses on managerial actions that affect bottom line 
reported earnings (in particular discretionary accruals) and on cross-sectional tests to determine 
whether those actions are present in situations where incentives to manage earnings are the 
strongest.1 While the focus on earnings management is intuitive given that profit is a focal point 
for investors (e.g., Graham et al. 2005), this approach has two major shortcomings. First, a focus 
on earnings management assumes that reported income is the sole focus of accounting 
information users, and thus that users do not examine other items. Yet, there is evidence that for 
some types of firms, investors may shift their attention from reported income to other value-
relevant accounting items. For example, investors’ primary focus may shift to sales growth for 
high-growth firms (e.g., Demers and Lev 2001; Bowen et al. 2002; Ertimur et al. 2003; Hand 
2003; Callen et al. 2008), and to research and development (R&D) expenditure for biotech firms 
(e.g., Darrough and Rangan 2005; Guo et al. 2005; Joos and Zhdanov 2008). Second, the 
literature tends to assume that all firms in the sample are homogenous with respect to their 
financial reporting objectives. In reality, this homogeneity of objectives is not descriptive. The 
most intuitive example of differences in the relevance of accounting information, and hence, in 
financial reporting objectives, is the role of earnings for profit vs. loss firms (Hayn 1995). 
Similarly, various industries and operating models will likely have differences in which 
accounting information is most useful (e.g., the use of funds from operations by Real Estate 
Investment Trusts). Therefore, a more realistic and comprehensive approach involves relaxing 
both of these assumptions and examining the use of discretion in multiple areas of financial 
reporting by firm with distinct operating models. This is the primary contribution of this paper.  
 
A natural setting for our examination of whether managers make opportunistic accounting 
choices over various items is around initial public offerings (IPOs). This particular setting is 
ideally suited to our study for three main reasons. First, IPO firms are quite heterogeneous in 
terms of their operating models, ranging from young, rapidly growing and often still unprofitable 
firms, such as biotech and Internet firms, to well-established and profitable private firms that 
went public after many years (United Parcel Service Inc.), some as a result of spinoffs (Yum 
Brands, Inc. a spin-out of PepsiCo Inc.). Given that IPO firms represent a heterogeneous set of 
firms from different industries and at different stages of their life-cycle, they are likely to be 
valued on different aspects of their operating models. For example, income is likely to be less 
informative for young, fast growing, unprofitable firms, than for well-established ones. 
Accordingly, investors in these IPO firms will likely pay more attention to other value-relevant 
accounting items. Second, while IPO firms are likely to be valued on different aspects of their 
operating models, they share a similar objective: to maximize equity valuation. In order to 
accomplish this objective, managers at firms with different operating models may apply 
discretion over financial reporting consistent with the valuation weights assigned by investors. 
Therefore, simply looking only at earnings management (using abnormal accruals as a proxy) for 
all IPO firms does not allow researchers to fully understand which “levers” managers are pulling 
for various firm types.2 A more complete picture of managerial behavior during an IPO involves 
                                                 
1 Examples include initial public offerings, seasoned equity offerings, mergers and acquisitions, leveraged buyouts, 
stock repurchases, and stock splits (DeAngelo 1986; Perry and Williams 1994; Teoh et al. 1998b; Rangan 1998; 
Erickson and Wang 1999; Haw et al. 2005).    
2 McVay (2006) shows that managers opportunistically shift expenses from core expenses to special items. This 
vertical movement of expenses does not change bottom-line earnings, but does overstate ‘‘core’’ earnings. 
According to Lee (2012), items that may not change bottom-line earnings can still alter the expectations of investors, 
suggesting that managers do not perceive all categories of financial statements as equally important.  



 

an investigation of the multiple levers available to managers, with managers choosing the ones 
that maximize IPO valuation. Third, the IPO earnings management literature to-date has 
produced conflicting results. While some papers find that IPO firms do engage in earnings 
management behavior to inflate income (e.g., Aharony et al. 1993; Friedlan 1994; Teoh et al. 
1998b; Morsfield and Tan 2006), other studies reach a different conclusion. Ball and Shivakumar 
(2008), Venkataraman et al. (2008), Armstrong et al. (2009), and Cecchini et al. (2012) find that 
IPO firms tend to report conservatively rather than aggressively. Overall, IPO studies show 
inconsistencies that ultimately support the case for revisiting the existing findings. Looking at a 
portfolio of financial statement management choices across different firm types, as opposed to 
merely looking at the manipulation of income of pooled IPO firms, is likely to provide additional 
insight into the behavior of IPO firms.3  
 
The following quote from Dechow et al.’s (2011) review article (p. 344) motivates our study: 
“When making choices that affect reported earnings, a manager’s objective function can include 
multiple, and perhaps competing, objectives. […]Two interesting paths for future research are 
(i) to examine how managers choose between competing objectives and (ii) to examine choices 
about the portfolio of accounting choices, specifically within the context of meeting multiple 
objectives.” Our paper aims to advance the second path suggested by Dechow et al. (2011), 
namely to examine a portfolio of accounting choices made by the manager. Specifically, we 
decompose discretionary earnings into three components: discretionary sales, discretionary R&D 
and discretionary other earnings.4 Next, we partition our heterogeneous IPO sample into four 
distinct groups of firms, each with a unique operating model: science-based, Internet, 
technology-based and traditional assets-in-place firms.5 Finally, we present results for a more 
primitive partitioning of IPO firms: profit and loss firms.  
 
Although not exhaustive, our choice of these three specific accounting items is mainly driven by 
findings from the value-relevance literature. Our focus on discretionary sales is motivated by 
findings that sales are value-relevant for growth firms, and the majority of IPO firms are at the 
growth stage. Similarly, our choice of R&D expenses is driven by evidence that R&D 
expenditures are priced by investors in high-growth and R&D-intensive firms.6 By using three 
components of earnings shown in the literature to be value-relevant for firms with different 
operating models, and by acknowledging that these three items are determined simultaneously, 

                                                 
3 An additional difference in these literatures is the measurement of earnings management in the IPO or the pre-IPO 
year. In this study, we examine both time periods to test our hypotheses and find broadly consistent results across 
both empirical choices.  
4 Earnings are a function of sales and R&D. As a result, taking discretionary levels of total earnings, sales, and R&D 
may result in measuring the same effect twice. Another contribution of our paper is the creation of a new measure of 
discretionary earnings that is orthogonal to discretionary sales and R&D, allowing us to focus on the remainder of 
total earnings after controlling for the effect of other management “tools.” This measure attempts to capture 
discretionary earnings not related to either sales or R&D. We describe the construction of this measure in detail in 
Section “Performance-Adjusted Discretionary Other Earnings (DOTHEAR_P)”.   
5 We discuss the IPO firms partitioning into four distinct groups in detail in Section “Grouping of IPO Firms”.  
6 There are other means of financial statement management, such as inflation/deflation of marketing and advertising 
costs (Hand 2003) and overinvestment/underinvestment in capital (Trueman 1986). However, our goal is not 
necessarily to document all possible types of financial statement management, but rather to examine items that are 
most likely to be subject to discretion during the IPO and to show that firms with different operating models apply 
discretion over different accounting items. In untabulated tests, we find no evidence that capital expenditures are 
priced by investors in IPO firms. Advertising costs are available for only one-third of our IPO firms; therefore, we 
do not examine their use as a tool for financial statement management.  



 

we relax the implied assumption of prior IPO studies that earnings is the only focal point for 
investors, and that managerial discretion is only applied to earnings in the IPO setting. 
 
We start our analysis by replicating prior studies in the IPO literature, and generate qualitatively 
similar results. Consistent with prior studies (e.g., Teoh et al 1998a), we find positive 
discretionary earnings when using Year 0 (i.e., the IPO year) financial statements, lending 
support to the argument of earnings management. In contrast, when following the approach in 
Ball and Shivakumar (2008), we find negative discretionary accruals using Year -1 (i.e., the last 
year before the IPO) financial statements, leading to the argument of conservative accounting.  
Accordingly, in our empirical tests, we use both Year 0 and Year -1 to calculate discretionary 
sales, discretionary R&D, and discretionary other earnings.  
 
Our primary analysis empirically examines investors’ financial statement focal points (sales 
growth, R&D expense and earnings) in valuation during an IPO across our four sectors (science-
based, Internet, technology and assets-in-place), as well as across profit and loss firms. This 
allows us to understand what drives market value for a variety of operating models, and where, 
presumably, managers will focus their efforts for any discretion. Second, we separately estimate 
discretionary sales, R&D, and other earnings around the time of the IPO for the four sectors. 
Third, we examine one-year ahead future returns. We summarize our findings related to these 
three sets of tests in the table below:7  
Valuation Item/ 
Discretion 

Science-
Based 

Internet Technology Assets in 
Place 

Profit Loss All IPOs 

Sales Growth I/I S/S S/S* S/S S/S S/S* S/S* 
R&D S/S S/S S/S I/I I/I S/S S/S 
Other Earnings S/I  I/I S/I S/I S/S* I/I S/I 
 
The results demonstrate that in most cases (17 of the 21 scenarios), there is an alignment 
between the managers’ use and the relevance of the accounting item in the firm’s valuation. We 
find that IPO firms, in general, do not manage earnings upward (consistent with Ball and 
Shivakumar 2008). However, we find that profitable firms do manage earnings, whereas loss 
firms do not, which is consistent with the valuation preferences of investors. The sectorial use of 
discretion might explain some of the discrepancy in the literature. We also show that 
discretionary earnings are best understood when they are broken down into their components and 
along sectors and profitability. Along sector lines, we find that assets-in-place firms manage 
sales, but not R&D, whereas science-based firms manage R&D (R&D overinvestment) but not 
sales. We also find that profitable firms inflate earnings (through other earnings) and sales, 
whereas loss firms tend to inflate R&D. Internet and technology-based firms inflate sales and 
R&D expenses. Overall, we find significant cross-sectional variation in the application of 
discretion in financial reporting. Furthermore, we find that Year -1 financial management results 
are broadly in line with Year 0 findings once we consider these sources of cross-sectional 
variation. 

                                                 
7 In each cell, the first letter indicates the significance of the valuation coefficient in Table 3 (S for significant, and I 
for insignificant). Similarly, the second letter indicates the significance of the use of discretion by managers over 
that item in Table 5. We highlight the cell in gray when there is an alignment between the two. The asterisk indicates 
where future returns are significantly associated with the discretionary item from Table 6. As seen in Panel B of 
Table 5, when Year -1 financial statements are used, as advocated by Ball and Shivakumar (2008), the results are 
stronger, and 20 of the 21 boxes would be highlighted. In the context of this illustration, we do not mark results that 
are only significant at the 10 percent level with an “S.”  



 

Finally, we examine whether there is an eventual unwinding as investors become aware of the 
discretion applied by IPO firms (Teoh et al. 1998a, 1998b; Fan 2007; Armstrong et al. 2009). We 
examine one-year ahead stock returns using the above breakdown between financial statement 
items and various sectors. Consistent with our results on managerial discretion, we find that 
discretionary other earnings for the pooled sample of IPO firms do not predict future returns, but 
that discretionary other earnings for profitable firms are negatively associated with one-year 
ahead size-adjusted returns. We also find that sales management is associated with negative 
future abnormal returns for technology and loss firms, as well as for the pooled IPO sample. 
These results are consistent with our valuation findings, as well as with our discretionary sales 
results.8 
 
Our paper makes several contributions to the literature. First, we inform the ongoing debate on 
earnings management around the time of an IPO by taking a more rigorous and complete 
approach to analyzing the issue. We show that IPO firms selectively manage accounting items 
that are valued by investors, and those items are not always bottom-line accounting earnings. Our 
paper also extends the discretionary reporting and earnings management literature. Our study is 
unique in that it identifies a setting where different firm types have the incentives to apply 
discretion over different accounting items, and finds results consistent with the incentives.9     
 
The remainder of this paper is organized as follows. Section 2 discusses the related literature and 
develops the hypotheses. Section 3 describes our methodology. Section 4 presents the sample 
data. Section 5 reports the results, and Section 6 concludes the paper. 
 

                                                 
8 We do not find significant future return results for discretionary R&D expenses. We discuss possible explanation 
for this result towards the end of Section “Future Stock Returns – A Test of Hypothesis 3”.  
9 In a related concept paper, Marquardt and Wiedman (2004) study the specific accounts that are used to manage 
earnings in different corporate events, such as equity offerings, management buyouts and meeting earnings 
benchmarks. The focus in Marquardt and Wiedman (2004) is on management of income and on the different ways to 
achieve it. We differ from Marquardt and Wiedman (2004) by showing a more tractable analysis for a single event 
and modeling the analysis more richly with the knowledge that different firm types might have incentives to manage 
different accounting items, and not only earnings. 


