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Highlights
« Earnings quality significantly mitigates IPO underpricing by reducing information asymmetry
between firms and investors. ) S ) o
. Earnlggs persistence and accruals quality exhibit a significant negative relationship with IPO
underpricing. . Ce S .
* Audit quality, particularly audit firm size and audit opinion type, serves as an effective
_informational mechanism in the IPO process. ) _
. ngh_qll(Jal ity auditors enhance the credibility of financial information and reduce conservative
_market behavior in IPO pricing. ) _ o o
« Simultaneous improvements in earnings quality and audit quality significantly reduce pricing
inefficiencies in the Iranian IPO market.

Abstract
Theaim of this study is to investigate the effect of Eamings quality and audit quality on avoid
of Initial Public OfferlnPs (1POs) Underpricing of stocks. The study period is from 2001 to 2020
and the statistical sample consists of 253 companies listed on the Tehran Stock Exchange (TSE)
and Fara Bourse. For this purpose, first, accarding to the first study model, the relationship
between eamnings quality and IPOs Underpricing was examined and earnings quality was
measured thrOLtlgh two_components: earnings sustainability and accruals quality. Then,’in the
secgnd model, the relationship between audit quality and IPOs U_ndelancmg was ad#'sted. The
audit quality in the present study includes the size of the audit firm, the tenure and the %e of
auditor's opinions. The results showed that on avera%e 28%, of the initial public offering
underpricing of stocks occurs in the Iranian capital market. in addition, the eamings sustainability
and the accruals qual%y are negatively and significantly related to IPOs Underpricing. Alsg, the
size of the auditing firm and the type of auditor's gpinions have a negative and significant
relationship with [POs Underpricing of shares, hut the tenure of the auditor Intefmediate
insignificance has nothing to do with TPOs Underpricing of shares. The findings show that there
IS a negative and signifiCant relationship between earnings quality and audit quality with the
initial public offering underPncm of stocks. In_other words, the €arnings quality and the high
uality of auditing prevent IPOs Underpricing Therefore, the e_amlnlgs Sustainability increases
e quality of eamings compared to fluctyating eamings and being closer to cash and reducing
the use of accruals in'Jt, and Is more of an interést to investors. Therefore, investors are willing to
pay more.money to invest in the compan%{, and the phenomenon of the initial public offering
unde]gpncmg of Stocks.occurs less frequently. In general, it was found that quality auditors have
an informative role in initial public offerings and provide mare accurate information to users of
financial statements, resulting in a reduction in future uncertainty for unsuspecting investors and
this is followed by the initial public offering underpricing .
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Introduction

With the expanding role of capital markets in financing economic
enterprises and the growing share of initial public offerings (IPOs) in
resource mobilization, the pricing of these offerings has become a
fundamental and challenging issue for investors, firms, and regulatory
bodies. In many capital markets—particularly in emerging markets—IPOs
are often associated with the phenomenon of underpricing, which
generates short-term abnormal returns while imposing costs on original
shareholders and reducing the efficiency of resource allocation. One of the
primary sources of this phenomenon is information asymmetry between
managers of issuing firms and investors, leading newly issued shares to be
priced below their intrinsic value. Under such conditions, the quality of
disclosed financial information and supervisory mechanisms play a crucial
role in reducing investor uncertainty. Earnings quality, as a reflection of
performance sustainability and the reliability of accounting information,
and audit quality, as an independent assurance mechanism, can enhance
IPO pricing by reducing information asymmetry and increasing
transparency. Accordingly, a simultaneous examination of the roles of
earnings quality and audit quality in mitigating IPO underpricing can
provide valuable insights into capital market efficiency and improvements
in corporate financing processes.

Methodology

This study is applied in purpose and descriptive—correlational in nature,
utilizing actual data from the Iranian capital market. The study period
spans from 2001 to 2020, and the statistical population includes all firms
that conducted IPOs on the Tehran Stock Exchange and Iran Fara Bourse
during this period. After applying screening criteria to obtain a
homogeneous sample, the final sample consists of 253 newly listed firms.
A purposive, multi-stage sampling approach was employed, excluding
firms in financial industries such as banks, insurance companies, leasing
firms, and holdings due to differences in financial structures and disclosure
requirements. Data were collected from published financial statements, the
CODAL system, capital market databases, and financial software, and
were processed and analyzed using Excel. Hypotheses were tested using
cross-sectional regression analysis. IPO underpricing, the dependent
variable, was measured using abnormal stock returns adjusted for market
returns during the first trading month after listing. This measure is
considered more appropriate than first-day returns in Iran due to price
fluctuation limits and trading halts. The first model examines the effect of
earnings quality—captured through earnings persistence and accruals
quality—while controlling for profitability, offer size, return on assets,
financial leverage, firm size, and firm age. The second model assesses
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audit quality using observable indicators such as audit firm size, auditor
tenure, and audit opinion type, alongside the same control variables.

Findings

The findings are presented at both descriptive and inferential levels.
Descriptive statistics indicate that, on average, approximately 28% of
IPOs in the Iranian capital market experience underpricing, reflecting a
significant positive difference between the returns of newly listed firms
and the market index during the first trading month. Analysis of
earnings quality measures suggests generally acceptable accruals
quality, although extreme values indicate significant earnings
management in some firms. Inferential results show that earnings
quality has a significant mitigating effect on IPO underpricing: both
earnings persistence and accruals quality are negatively and
significantly related to underpricing. Furthermore, audit quality
partially reduces underpricing, as audit firm size and audit opinion type
exhibit significant negative relationships with underpricing, while
auditor tenure is not significant. Overall, the results underscore the
importance of earnings quality and certain dimensions of audit quality
in reducing pricing inefficiencies in the Iranian IPO market.

Discussion and Conclusions

The quality of financial information and supervisory mechanisms
plays a critical role in enhancing the efficiency of IPO pricing in the
Iranian capital market. The findings demonstrate that higher earnings
quality and audit quality are associated with lower IPO underpricing, as
improved earnings persistence and accruals quality enhance
transparency and reduce information asymmetry. Consequently,
investors perceive lower risk and are willing to pay higher prices for
newly listed firms, reducing the extent of underpricing. Moreover, audit
quality, particularly through audit firm size and audit opinion type,
serves a signaling and informational role in IPOs by increasing the
credibility of financial reports and reducing investor uncertainty.
Overall, the study highlights that improving earnings quality and audit
quality can serve as effective strategies for reducing the mandatory
costs of underpricing and enhancing corporate financing processes in
IPOs, offering important implications for managers, regulators, and
capital market policymakers.
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