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a7 AR - ZEMEM L - ¥ FESBALEEIAERE - BIYH
BT FEFAMERAESM TFEZAS > FEEESAAREETRFERERZHE
MIXEH - TREH  2EEHULSHESHAEEMAEEFEEHE  BYUHRN
WHIFERIERTHIEFETEENT »  ELEEHANEREZIEFEERFE -
BOETEFERBREERMNESN - H—FSNIEERE > 2TBRGBIETS
FETELINEAEXMEE  ARTHRNASLRRNBEFES - FE2TRER
FREERUESVHEFEELR B85 TS EBRANREEMNEMRE -

A4 NEMRXE - SWER  2EEFASME - BHYENI - FRIHE
B it

DAXEERM (FESTEMEUIR) AEMALESFRAURRITREMF
IEFFREHOBREL > HFBEMENREEEZR "MES21HFARRE" £
INERBAR - HBEERIR - FICCERM PR EREW - AR BT ESEE
BAXHSHMZEAMAERETAE2UHRKERAFL - LBEMERF2T
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— > FENREH

Hxiesk - k@l - BEH - BEkal - BeMELq - B EE—H
HF2AE > HAERTXEARRENEZREEZ - 2FRERTMHES
HHREEXUTEER - 2—EREL  HYHEMNELRSBEWIRE - XL
ATRREFERRZNEFWA - FIE"FEN - AMIAEEREEREA - E
BANEAAE RIS YA - FES mAAERYE - SEFMEF R EMELER
SAESHEREHEANE NN E " NEEFE TERBRRHIE - B#E
EEREENTRE—TAAMNERER > MARHE - EAZREE  REATDNREN
EHNAREKEES > MEAFRKRE (BH) AERENAEMNEE -
s AT FIEEEN AN EIFENEE > B8 "2@EHISRE” -
“HHUMLRE" EnERLAE-

MERETLATZEDERE > 2HHEEAEZIHFREIR I KER
BHXRE - —FH > LIEHARER > REFAATUEF  FAZF A2 TF
TR RE B —EEREA TR BERSITHFEAREERE
F—HWE > RRUEFKESAFTNERNKRENUSERFERAIAR > RKN
EMERATANELTEAFNEESE - UEKRRE - RESL®E - Rt
B AEFHERET  ERENETFN T EFETRE R TN ZESEE
MEHEXENEFA G RIEE - UERLFEEREAA RS E -
FH > BAEIERRER - AR RN SFEEFAXERRE/DN > M54
MERMAAE R EMREE (FRE®E - 2002)

EEE 20 tHE 70 ERMSFIBAMMR ERNS LB > AT
Ri#let#HFRASREFFERENRE > FRLASBTUESITENL
55 955 (SFACNO.95) (SR ER) BIUf - AREREXRRBTUS
RAEFE - MHEREX—FREHBSHBIARN LM LTS5 FESH
X HERENEE - RFAM > ERATR IS+ ATERSHH
o R FEESLAT DRSS > TR ITFREMTF R T — A8
B NITRFRMES TN EREATEFHANZLOAET - RESTHEEN
(LB S MBMIZRERRMEREFNE AREE » X SFACNO.1 H
gk ) BEMRETMEMEERAANE KEE » BIESESH+Fr—
THEARAASANITN FEERHESRENITA T EES - KW - FEM
EZoIHENZE R4 (FASB) AN » S WHRESZ N F MM RIS ET
X— “H BN—5XTFRRIULHRENEERF BN LEEST
(Beaver, 1998) = FASB (1978) &5th » AR iHHl AEMPF VB KNE

>l #E BT A FRBARERHE > AR TER~WEE (ROE) B~
it &5 64w -
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EEEERBA I Y ATAFESENSREBNE N TELTXRTHEBAMN
MEFEOMEELE > MEERNETEEMEXATEAREREHRNES -

MitHESHRETAFAEBRFEAESHEN —FFR » ERBAIEERIE
SPAFIFTHZAMER - Flin > ERASTNHMETOFER » TURBRFTF
HAMABENNEE  c NE—BEEX LR NHFAERE T ARERYFRE
NERENHEAMU TSI ENRNENHN LR EFREBEESEAUENEER
88 o gtAb - BRI HET LS B A EEHERA T HEANES « £
FASBFFIZAY » BIitHIS AT B &M ERB N L SIEEFRIM AR
KRR BMBRFAATEANEE « AFEME X ERIE » BLitHl& i+l LE K
RE—NTRERMEHES —MEAFXSEANGEZ BN —FHEENRES
SHEBAIE (Beaver, 1998)

20002 A 11 B> ZEEMELHHNERSRATE 7 SUEH2 I
BA%E (SEACNO.) (ELWHETHFEAAESREFEEMIE) - XHhAE
REMRRIARF I RRIAREARRREREEN M2 T ITEEM D R
AR BERM T —MELE - BHTHESHAFERN—REN - LESTHHEN

R4 (ASB) thF 19974 A AH T —MELUMEZE “ME2 it F g™ -
E RS ITENZE R4 (858 IASC » X AR 1ASB) ER[THAL T —NF
KIELSUHNENZ RS > FHENERAHITRIINA - REMBEATE 1998
E£3H 18 HEMT (ULt HEN—INEMER) - FE2001F1 A 18 H
HITTET - XGEEMINEHFENETULHOAERERFE » YUTEX
RNEHSTH—MHESKFNREZEE -

H1998EER  REMCUYNYRFHNLSTER - HEWETRMES L —
FHEARESMALENYRAFRENES > LETRERERAE TEMITMN
A EBEIEMMESENYRIGES > HFBEUTNS L RRAETE » BLAER
R o Dechow (1994) I » HHEMEML ST BKRE— I FHFNLEH
HEH#E BEREHEBRTASTIHEEMMRLSRENKFE (Timing) FIEIRIT
Bt (Mismartching) [FIRR o #RT0 > MATSITENARFA L E—FERNREE - A
T R & TR AR ZER Y RERA AN E T RZ W - EEEDN
HIWEM T RAAMEESE  BEAFEERAGE s 7—HE » EIERME
MBI > TRESRELIER B2 TN AR RIE M - JlaE iR F
> FmEMT HREEFE (Subramanyam, 1996) - BN EHER - BF
EAMEEZSMEBRTIEE R ? EFH A & FIE M A IR B XE e E M
B P IXLEFBEFRE AXETHEESFTY - XX ERBHETEN -

=~ XEFHR

FEMATR T HI SRS S > RFFIE (it A ZHIERES HEF
ERLERS o IRFBIH (Jones, 1991) MIEX » H#FENAEWESFIHE
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B2 - REMAARNRARE ZHATLIERE . ERFAL TGRS
HHESARBAFEESTHTFHENNRE » RRRIEXERN - —&30ME
B T RAT G ERI T E AR BEDR - 30 > Dechow (1994) HIF
KRR > BT A7 B MG FE R E R R R E R - DU T SR E
MEETHNERNIFETR - R TEHHEETRELEENNEREFTER
THEGFEMES T2 WRAKMNEMXE - U RH &8 Y RN
(Discretionary accruals) fIFIRHYPER i+ (Nondiscretionary accruals) Y TE M
FREE—H - —EHRERAM T ENZEEINEREMNLEFHEER
B #EEMH ENEN HRNAFR (Bowen % » 1987 5 Wilson > 1986 >
1987 ; Dechow > 1994 ; Cheng % » 1997) © T Bernard #l Stober (1989)
MBFR RS > BEAESBRAEEDSASREMAIFIE > FEEFIEZIMNZ
HFHERE -

Sloan (1996) it TR ITEMMTHEM - WA - THRBETTST T
Bt B P HEE L EEATE » BEX I ESEEMEN T o Collins
Hribar (2000) FIAZEEM&SHIE - LRATHX IR FLIHMEN T - B
SRR T HNEE AN R THRIEN T E TR b TR RN
it3I#AY © Subramanyam (1996) AR KEL » XS LA Jones A (1991) H
EREAG ARG R B BN T o T BRI B i 5 AR SR A9 B A BE A A AR
AR (L ERIE M AE 5% o fhidf— A RIIEYE R » 12 Fi# (Income smoothing) T
WA > MERXMIE R TBRE T2 BKNREEM T HtE > tAEE
ERHAKRE TS EARBEFINEMAS 5 Subramanyam (1996) A
TR ER > BYMER TS ARRBF RN EmiER » ROHERETHNXMIE
EAFEEENT o TeohZF (1998a,b) M Rangan (1998) MR K > 7 IPO
HEBREHRZA - ZEEFEMBRIEN T B2 ESCGHENS AR
FATHNXLBRIERTTEALSHENT - B I TEE—BRNER
T LE2HERULEEZAS T BRI E XS » THREHERBE
MM R TTE ? Xie (2001) I TUEETHRNZER > 0K > TH
MR T HE S EHEN T > TIx FARBHUER T H 2 GO &z N
T R AIESE « fiFEH > Sloan (1996) BTk RLit B Z L2 FF 4
EEENFELATHRBRIERT  F EBRYER TR B & E N TE— R
ERTHSRE  MAURT IPO HELFEHK -

UFERATHRE RO LAAFREET TEBMFRE > BERRWD
4%  Haw % (2001) 3B 1995-1998 FHIiH 1,561 K A AT / FERAE
UM AR MREFRRERNEEE - DEAEREARTT 0K ERNE
e HREALTEAKMNTEEED N REEFEENNHEMTNE > M
ZEEHHAEHEBAXNTSUBANAEFHENNERRE > 2TTARILE
BENNESREERF R RFEEM T T E » T EARIER A R R0 B
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HEETHEN T - XE (2001) WHIR NN > KEN2HAEAKNELEEH
cHEREAENEMXE  HEMEEFEENNEMRXME - BHH%E
(2002) IBFFR R - KESWEENNEMRIEEIERAERXWHERLE - M
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AWEARRARBE LR - FH > AN1998FRNMIE - FEN2I
WERETERWEL > HHEAERERENNTA - BUASHER > £
BEFERZIRETHERFE 2 EFTHX (F) BHYERITEN TS » F
B > MUASTEBRREESFTHLESIFEEN TR 2FHTH
B (IF) BB A9 A BT LA ARG M2 TH R BRI E T ETHL -

= -MRFE
(—) BEREEFNBERR

FADER2000F 22003 FHHE PR IA LT A GERTEFESR -
HEE > AXTFERAINFEAN EHATT LS 2E B U TR R I - T
EiElienmi EHARTT3EE5IH 8 2000 FELETAF - BZE 2000
FR - 2001 R - 2002 FRF 2003 FK - PEMTALHE LTHAF 1,088
F o~ 1,160 K ~ 1,224 M 1,287 3 » WATHE — 25 Xbax Lo/ G AT 40 T 77 £ F2
7

1 SIBRYERE RS B RE H AT ETHA A o 3X 860 & w55 A 43X
EREENRARREREE  SEMETATARR » R TEPRPTFAXFEHRN
FE > URTEAFAEEREFENTE > BIRXLEAT -

2 - SIRYEEHF LT (EEEREH LHREARE 1 F) o8 - BEE
o AXTERI LEMEFERUITE A RN ER T - Mz EHAd L&
FHBERZHMEZEDTR - M F LM > AFAEREAEHEERK
ik M5 BBMNEMITHITENIRE -

3 FIBRESRMARIT L ETHAF - B T2 ERIT LA R M FEME
AT AL A8 H B F T > ATHIERIX LA E] -

4 FIBRBNBIFEHRRWETAR - AXHEAFAREETFFREE
MREAR LT ARBRENBEE - BFSAaEERL > FHILSIERIX &N
] o

5 FBRMEHBESRENETAR - AXFTERIAAEFE - LA
- 2EEHGAENE - TELFEA - BER=REEMFEEE > BHSA
AHUR B > B HBIBRIX AT -

Zat FRRF > A &GEIRE 3,666 MEARLTMEEWNME > HF
2000 - 2001 ~ 2002 1 2003 FRIFEARSFIDT 792 4~ > 910 4~ 983 4VF0
981 » R1FI B THEAMELRE - AXFFERAMATAMEIEF - BRENH
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Tk 432 - Lﬁiﬁl‘ﬂ%ﬁﬁi@ﬂ%@?CSMAR“I“E]HQ%E%HJ_%H%&TEE o B
AbFE{FE FH Stara 8.0 T E TG FEAT -

®1 HAEHAELE

2000 & 2000 £ 2001 F 2002 F 2003 &
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FERETAR B 4,759 1,088 1,160 1,224 1,287
B & B REEl H BRATAFR 547 133 135 139 140
VMEEH ETHATE 335 133 69 68 65
MR ITI 894 T % 28 6 7 7 8

REAN BB B R 89 A4 B3 176 24 37 26 89

W &R IR A R 3L 7 0 2 1 4
BAFEANRR 3,666 792 910 983 981

(Z) RBEEAENMTERE

T AR FE R AR AR E N AERER > RATEREMT
Bowen % (1987) -~ Subramanyam (1996) FrE AR R E EE ¥ o AT
HABIYMT—RIKRBERRE EE - £2EFHASHEL Le AR
fta 2 AER 43 B AR X AR E A (EAR S -

R 1: CAR =B, + B,* NI+ ¢,

& 2 : CAR = B,+ B,*CFO,+ e,

WA 3 CAR = B, + B,*NI,+ B,*CFO, + ¢,

A 4 : CAR, = B, + B*NDNI, +

R 5 CAR = f,+ B,*CFO,+ B,*TA,+ e,

R G : CAR = f,+ B*CFO,+ B,*NDA, +

WE 7 : CAR, = B, + B,*DA,+ B,* NDNI, + ¢,

fEE 8 : CAR = B,+ B*CFO,+ B,* DA, + B,*NDA, + e,

Hep BABIE B, 0 B, > B, NEHRE >  NikE - BEFEER
EME T

1~ BEExE

CAR NAF i MBRREREWSFWSEER - NTHEEHEONRERITR
ElaE  FEREFHFEONRDEERZEZ TR FRERNITE - ®I1E
BEEZEHED - HUTINEE : (1) 5S2tEREMYU > HEZHAER
EURATREENFERENTHSSANE ; ) XTRINEHFED
(LA -~ AgEA) ZERIAEXNASREM () BYEMTEERER
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2~ BEE

OIL AAMEWHMES EEIEIREHE=RItE » CFO, WAL EFESI
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AN 04,= O~ CFO, » BATFI B Jones BN E b B RT3t F3E 40 1F
REWVHEFRARHTFINE (ONDA) FMEWHRANMITFIE (0D4) > HF
ONDA, NEVHFRIEN ARG EHAPREEF~MILE » HELX
TF
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Hef  ARFV. BAHE i HFEVSWAM EHEE L SIARNES »

PPE,R/AT i SHAHRT 4 - BAESERASRE - 4 BAF i ERHRM
B a0 o, 0 o RITUEESHE - XETUEEER o > o > o HfE

HERFEUTEE > FEREE AR RT3 48 K HEE 21T E HRE
OA,= a,+ a,* (AREV,] A) + a,* (PPE,| A) + €,

Hei g > 2,0 a, B a,> o OLS fEIE > ¢ HEAKM - F
2 RV B TR ARG R AR AR 2 > B OND4, - iR &
B R E SRR -

TEX 04, AT E 25 - BATHE NDOL E X N RAEE W FE - HE
I H NDOI = CFO,+ ONDA, » & NI, AAFEFES L AR E R >
RYEL(E > AR 2 NILS OL Z B Z A BN B HFIEIE NoL, > HEBI NOI,
= NI,- Ol - REREZIEREFN B/ L2 7 F 8 3 & 7R 5 E ok
BHFE BT E - BR2MRE A 2 AR B 23 RS i F
T > MR Am BR = dn {4 30 72l VA TR I B 20 9 R A JE 4R GUME A HR 20
KRR > BT HE LM X T RETITH - BRATE T - M FER
o AARE A FR I B 838 0 AR RIAT b A BE A9 JE 4R Y FE B L AT
WE NNOI » B5 3Bt FE 2 8 A ZHE N R & A iE 3 H
DNOI, » LBl DNOI,= NOI,- NNOI, - Bl 2 > 234 AMEREFH LA
R R I B M FTE I E 1R R — AT LA R — 4F AT RE R R ALAY

¢ gesh s RAER TS FEMNNENETED (IFEERESFMN1IAE L2
H) FREEELIT > BIRINREEREEAES -



LSUBLREART SN ERXE—REP - BRTHERIER 81

NDNIAAFEEF AT RPERS S LHRARERFMLE . HHA
KN : NDNI = NI - DA,= CFO,+ NDA, » &% > DA NERY MR HHES
FHAERBE RIS > WEARN : DA, = TA, - NDA, - BF > TA, 7R
BRI R85 FEABAR K S A L > B ARN ¢ T4, = NI,— CFO,; NDAR
YR > HEARN + NDA, = ONDA,+ NNOI, - 52 > DA, Kt
BARN : DA = ODA,+ DNOI, » B I K Ry FIE AT R IR 5 2 fa i A
A 4AAL - WEl TA = NDA,+ DA,= ONDA,+ NNOI + ODA,+ DNOI, °

B 57 % (2003) ZEXT B LA R A FIE R NI & R E R AT 0020
b XS BAEE T EHE R REERAE F ERESF TSR A REGRT T
b - BFRZH > ZEFEIESFTH L > AN EARBERE > 7L E i - KA
ol BRI E MR Y B AS B RAE AT AR AE S 4L > FF B R E L ERETRE
SN AR R A FAIEE Jones MEBRH BIFHIE R ATNARE
B o &X kit ODA, © ONDA, ~ DA, ~ NDA Mt EEREAR L 2 HHEX—
RERGHATAY - BRALE— 24 3 E AR TE 4 8 0 R A P ER A
#har

(Z) REEHEBLER

FABATF T ERR FR AMER BTEEHTEERmENE - ARFU
BT MR AR B SLIR B4R (Pooled)  BMERIEEMETHAEREL G RA
(%R » EERATEN CARMMBRRE - MEm L EERB & RE
RS A EAE R ERAM MER A ERENER - N TESITERR
BEANERIGGRTERE S > Bowen % (1986) #1 Murdoch # Krause (1989) £
P B ES %A (Friedman’s Test of Ranks) ° BE > AMARAMEZEE
ERWAER > MEBRNATNREBFFEE . FUABESREEEAS
=10

AXENRMEMEESER Y AAFRESN > MARERERSEZS
Vuong (1989) AT —MUALKRE - FERFREENMHEAFEZAT K
SEMBEFE AR c AEREE > Vuong RE RS S IFRITENERER
MY EIFRERER S > FE > U ANER Y R REREFEE SFREE
B > Vuong % LM SRR R ERAE T AU5RSS - B > ABFTFRFEMR Vuong
I 7 o XAE > MR | SR 2 AEE (ER 1 vs 8 2) - IR Vuong
REFTHEN ZZHEEENT - BLER 1 WEREIER ; MR Z 51
BREERA WLEE 2 WERENER FURTERAER 1 52 9F
RERE ST 9RES o

7 XT Vuong B H—SHERMITERF > H2 M Dechow (1994) FisF 2 -
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(Z) RERBRLR
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(1994) LW R T HI SN ERXEREASHAANULSHEEREN T
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B Hl S EREE T NS T EEHT 4R E 00 m B 4L R IT A A 5 > i
mTHREEFEONEMARE > B4 > M CFORI NDNI (P EIXEZE NDA) >
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E#I3ZHF o Ohlson #1 Shroff (1992) BHMEILR > 2 AKKTFEASHT
AYFRRRFERRENES  WEBRZERZBEMS B LK FEEHAT TN
MAFA2 U BAKFELRSHERIWEKXAIBLE RS Kothari (1992) ik
THERRTHAEFNER > SFEKTFELEFENSEEEZNFTFOSME
Easton # Harris (1991) WA ZRBETKIEZFE > WIS A SR K FEME
TCERESENPHRETER  HFEEBBREZNZZN 2B LBKTE
EALLHERT#EE -



83

EE

i

4

HALER AT RO EARSSE—R B P - RIRWAIZR

SUHEKEE

o (BHHEK) FWAN L 00

e T0°0 SOENELS o e+ ¢ WEYE DEEN UOSTUIT JH chy BETOR S DB O ki 2 o GHAL-HL LL TR BCske sy 999°€ BRIV #ENE Ol o 3« B
«991°0 690 I1°0 $0°0 40! €T I~ (UNAN) = 35 it a% ! f w_:;%jﬁ._.* gl
«SLT°0 (WA 11’0 £0°0 yI'1 YT I- (JOAN) = W5 W MfT / AN 2
«L20°0 920 90°0 70°0~ 19°0 ¢6'1— ({ONT) H Mr .”_:_zéﬂ.‘ A F G
«£90°0— 18°0 10°0 10°0 60°0 ¢ 0- (ONN) | Mix Ield ik 54 7R Y5 %k e
«890°0 9¢'0 90°0 10°0- 650 88'1— (ION) = 35 KMfIAFT /7 E ek
070°0 87°0 $$°0 100~ £8°0 ¢L0- (VAN) =l 355 G 7 1T T gkl
«901°0 9%'0 €10 70°0~ €91 86 1— (VA) = YR/ ARG
+601°0 9¢°0 €1°0 €0°0- 79'1 09'1~ (VL) =l 355 KM /R T
+*L€0'0 17°0 $0'0 70°0- 18°0 9L'0~ (VANO ) = 3 BN IEIAE T 7 1 780OY 3 ol e AR 2t
£920°0 80 110 00°0 6L1 70 1— :\QS u@ma; F AT/ LT YE
«¥80°0 LE0 o 70°0— 961 601~ (VO ) =l 36 % [ 34\%}:3.5
«TST°0 LL°0 I1°0 <00 AR S AL (04D ) = WX ﬁﬁa-
«L0€E°0 08°0 600 €0°0 68°1 8L'0~ (I0) =¥ u,u_%gznl\ q_\ Z
«0TE0 L8°0 01°0 700 £$°0 19'1- (UN) = 3 WFmET / __Tt
— 50 700 00°0 (AN 10°0— (AVD) okz T8 Xl sl &5 1L 28 356 00
W XMLl dv0 & s B FI Y B & EINg 4

HGHPMTE ¢



84 REE ENXE FHRE

%ﬁﬁﬂ@ﬁﬁgﬁﬁﬁéﬁgﬂﬁﬁ ; RnfE— G R A+ (40 Revsine »
1991) FTEIKAY > HHELSHEE (DA AWMEEFESIATES > XK -
M NDNIE| NI (FWEAXMZE DA) » REEFBERENASNERT S - &

MNE3FE—HAN=ZTERRE - HER 1 - 2M4WERSHAERYE
%> ZAGRTE - 2FEFUEHE - FRIEEFEHEEFEEEE - 5
B HE 1 WRBENBRREAHER T EEYH » &3 FZHER
“1vs2” XRIAY ZEEZE RIE (13.7) > T N[5 CFOXMER T EH (TA) -
XUFERA BN EHRENT » TH LA BEFESFEN “Thiggie”
IE > X5 Dechow (1994) ~ Haw F A (2001) MIGICH—Z « XERHARN
HHltBRUCRETEETEAR - SER 2 Mtk HR 4 PHRELEETR
BRENGEIHHNH > R3FEZHBE “4vs2” WA ZEEFELEE (1.85) >
M NDNI5 CFOAX#8% NDA > X =W : FBRAERITHISIAF LR E
IERIR RERERE T - SR 4 AR A | WEARENBRENNEIESE
it - R3EZHER “1vs4” XM Z HEEFRNIE (12.10) > W NDNIS
NI{XAZ DA - FTLGERTZE RS - FFAEAN EMER ST EREIHE
FEREB N EAERE > TMEREIEEFENNEEAERNES TEEEDNE
ME > BAMNITAEFEIATEANGE  BE T U AW EMEX
,lt_t °

HER > ATHRIEEFBSEEESINEREZAEEHEERFEEEE
BB THER 3 - X3 FHOEIERYA > #8 3 P EMESLEEHN
SMEMRAPHNELRE ; £ 3 E=HER “3vs1” XMW 2 BEAEE
(1.98) » ULBAME P F M E1E NI FI CFO EREREE N1 H I8 A thXadE NIt
BEEEUGE - At FFEMEEEINEREMNEIZEAHAERFEEEE
ERENZEEHUESREENNBRENHEREBI LS -

&G 0 B CARSSFES AR ENEEEEERBER . #—F
SEFENEIES FRIERINEEREE  ERURIFNE_HEE
iR - B s> BEFIEMBREEEFIRNEREMSHES - AERE
10.9% > HAEE 1 1 2 &3F 3 CFOM TAR R EEEFENIE > XFEH CFOM
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TAE R (10.8%) SRE 409 (2.7%) HERK > £ 3 HZHER “7ved” 3t
MR Z{E (13.70) RFENIE ; XLEREH » BIPEMIHERYEEFEZ
EHEAREEEE - HERESAESBRLEEHNLSRE - FBRYMHN
THRHPMERN T > CFO ~ NDAM DAMABRFHM AN EMERE - A% R?
(10.9%) 5HEE 6 #Y (2.7%) MEFLERS » £ 3 FZHER “gvs¢” X
Rif Z (B (14.10) EFRNIE - WtER 6 ~ 7 « s AT HERER > FRYH
RLTHFIRNER T ERIE ST EN T > BIHENITHISIARKES THERY
fERERe N1 - (ERIFRY MR A5 AFF R iE B R 59 RS

Bz UEZEREH > HEE Jones A (ATHMELHERE) fiTlk
BE (BT REEE W HFRRE) el BT 5 40 1L 1 #2 i% B IE 2400 B Fn i
PRI > MR SRR IR R TR IE ST ZEN T - FEYPHER T
MBAENITELEESHUNEREZ LAFWERE » T &M EBERRE
E4RAVEEST - MBZ > WEFTHER RN > FIA TIRIMHST%E > BF
AT IR E2THERE - 1o BRATWIEEEER > &FiE - 2EEZHERE
2 FRIESFENESFEESE MASAESLEETHULHEZ HME
FREREEHE  REFEFNLRESN AT ZAMEAAEEEE ; B
HENIHEEFEIATERNGEE B T2 EANNEMR<ME > gL
BETETE “FIHIEESIE” (Income fixarion) FLE (Sloan > 1996 ; MEEME

FE > 1999)

(Z) ITEFEELERETE SRS

il BAERNSEEFE NN TRBEMEELEFETE - Bl
WIHH EZ BRI T MEAGRAN > FELEAERECRER LS &
ASMEA - B S ST ANA A S - FET TR SCE S 0 EH T A E A
o WERE > B FELEFERE#TAMRERETELE DN - WE
BRBELE R W EET c MEELEWARPRBRENEHREE > I
BEUHMERE SN ETARRREENERIERE RALE > 2002) - RIE
RIENENEEBMFE - NI~ TA - DATI NDASMBHEEELHEFETAE -
MARXS RIAYIE N2 8 O ~ OA ~ ODATN ONDARNAEIEEE L HEFEMA -
TR B 2 WX E L ERE A BB - AT EERDL - 3
456 7F8  BIAWT 7 MER :

R 9 CAR = B, + B,"OL + ¢,

A 10 © CAR,= B, + B, OL+ B,*CFO.+ ¢,

A 11 CAR = f,+ B,*NDOL + e,

A 12 1 CAR = B, + B,*CFO, + B,*0A. + e,

A 13 1 CAR = B, + B, CFO,+ B,*ONDA. + ¢,

BR 14 CAR = f, + B,*ODA,+ B,*NDOL + e,

A 15 CAR,= B, + B,*CFO,+ B,*ODA, + B,*ONDA, + e,
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XIEREWHFRYRITAISIATSEA - SHER 1148t - HE 9B REE
MBREANBINEEYHE - F4E=HER “ovs11” WRA ZELERE
(8.80) : 1M OI5 NDOIMXHBZE ODA - XEIEHEER - BN FEHBY N EAHRK
HAKRE T FEHEE L FBE N EH M » TR RHEE L FE 0 EHER
HBRETREENNLEE > ELHRINITELEFEIATHEARAGSRE &
BT 2T AN EERE -

HRK > ATRIEBELVARASZEEHNLHREZAEGHEARFEEE
B RATESLTHERE 10 - 4 F -HRIFESRYH > #8 10 PBELRESZ
EEHULHENRATHNEMBEEE ;s F4FE-HER “10vs9” WA Z
EABEE (1.85) > HHEEEBFRMNEE O/ M CFO KRN FEEE
FEEYHE - Bt > BELFESLREEDUEREZAMAELAEFEREE |
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HIEHR - B 2G> BELFESFERLEFHAEREMELHENITHE
W HE R 2 9.8% o LLIEE 9 F1 2 HIF 5 CFOM OAMREMEZENTE >
XER CFOM OAMEZ B EFHERE s T4 B =AM Vuong BRI HIE
B TX—8 o« HE 13 RN EELFESBREEEH NS MENE L
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HEITS2EFHNSFEEZ AMEAAFEENE ; MEEI 2 FIER 13 > 1
BRI 0.6% » MNAY Z EABEE > FEREB L EIFERNERITHE
IEHENPRETER » AT E LRI ER TR 5 A I A RE L Z s
BIMRTEAE S - AEE 14 278 W FIE A RS BRI L E R EME L RN N
it : ODAMI NDOIWREEEERIE > WER? (9.8%) S 118 (2.9%)
MERK > F 4 EZHER “14vs11” IR Z H (9.70) EFENIE - XLk
8 > BRI N MERIEELREZ AREEFFEEEE  MAE
AR R RIS AR KRS THEEAERERE S - A A 15878 R TE 4 fif 5
ZEFHNEHRE - B IEBRNERN T E W HERY RN It - CFO -~ ONDA
M ODAMIAEHMAEMEALEZE > AZ R2 (9.9%) MR 1347 (2.8%) A
BERST > R4 EFHER “15vs13” MR Z E (10.80) BFERNIE -
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BANARHTHMEZFEMER  ZAENT > BRASHEKREEE AR
M&ZE& - CFO5 04 ~ TAZRIMMEXZESFIRZ -0.71 ~ ~0.70 » XFEH
ZEBEEHNERESNITHE REFAHER » X5HIA (10 Dechow > 1994 ;
Subramanyam : 1996 ; Haw % A > 2001) BYIEER—EM > XM HAAERA
BErEAETNTHRSH WA TWsE g CFO5 0DA ~ D4 -

ONDA - NDA Z R MMRxEZE T2 -0.65 ~ -0.61 ~ ~0.30 * —~0.28 >
XERLEFDNERES B BRI ERIENTHEZFAMR - FAE
ERBYHNIUTSHTELEEINESRESNITME RHAAEX 5 NDNI 5
DA ~ NDOIS ODA Z BIWIFX RS A R -0.65 ~ -0.67 » FFTELFHAAH
FREF BYHNITSERIER Tz 6 Bt S Y R E L Y

RV Z AR E E AR - REEREEAFERETERE -

2 - BHXERXRXEXDH

RGCIRTERNE  LEEHUNERENFRIEFFEEEZRNE
MRXEXNMARE > GHEXEMEE > BEREHEFESEN - 5k MNAHEX
RECRE > GFENFESER > 2EEIINLSRERZ - FRIEEFER
55 - Bt - NI~ CFOM NDNIZEWFE—EHBEMXRESHNEZ 0.48 -
0.13  0.104 - REHEEHEREMAEK > BMAXRHETHESES > B2
WHEZ - ZHEMXRB T AR ELULER - HiR - NXXHEXRRECRE >
FEYAHEFESHEERERRTLLEEDINERENHERE » F—FHE
BEEDNERESHEERIEEFEMG £ FENAER > flin > Fi
AEFESHERE —HEMAMEEESNSRMEOMERRZEHEZ 0.12 (£
0.017KFTRE) > MEEFEHNERESH FE— LRI EEF BTG FE
IR RS AR 0.08 ~ 0.05 (KT EARERE) > MiEFZ - ZHMEXE
HHEFHSHAR - thoh > 4149 5H Of ~ ONDA - ODA -~ NDOIRE
NI ~ NDA ~ DA -~ NDNI > EIGIBREEWHFIERE 920 - B30
BER - B2 2UBRKOFESREE > FRAGEAE CBELRR) 548%
EHRNERENFELHEERI -

£6 N - CFO5 NDNIBM<E5XXMRxELEE

T WE—# (N=747) e ZH (N=747) WEZH (N=747)
NI, CFO_, NDNI, NI, CFO_, NDNI, NI, CFO_ NDNI,
NI, 0.48* 0.29*  0.28% 0.25% 0.24*  0.25% 0.11*  0.14*  0.17*
CFO,  0.05 0.13* 0.08* 0.05 0.18*  0.12* 0.02  0.10*  0.07*
NDNI, 0.12* 0.12*  0.104  0.04 0.12*  0.14* 0.00  0.04 0.08*

I EBEFHEERUFECTURENAEERNEMBETITEN > "NETRERE - FFNMER
B HFETE Pearson X ERE > " B 0.01 UTARFEE (REKRE) -
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3~ RUAMNITERRENEED

DIRTR B R RS » 2EF AL N IRNEF R H W @ &R AE
B XE B RS RSV ZFNE - BYENITPOERTHEN » KRR
EREFANE BRI LR » BERUMWFESXNEFRMEYE - N TRE (F) BH
PRI REEE TR TFRRBARANEGES > RNEEETZTEHAER > L
RA— =  ZHZEEYDUERE - FRYIESHEMENENEEE > /£
ARKBEFRNMITERR > ARBAFRLEENAERE - FRY R I
BRYMERT - R 7 IR THIAMEIHER - X7 £ —4AiRE T SEIT—HEA

F7 HBAEARHSESARIE CFO ~ NDNI -~ NIWEHERGITE

FEE BAE WER EZBR DARBH
(=% CFO NDA DA A% R2 &L
E—A  BAT—HEFEEHTUNEE (N =2241)
C'FOM 0.032 0.240 -0.102 —-0.001 0.039 0.014
(11.800) (6.800) (~1.400) (—3.900) [2.380]
NDN]M 0.020 0.300 0.045 0.135 0.037 0.011
(3.700) (8.900) (0.950) (4.300) [2:200]
N]m -0.003 0.630 0.460 0.417 0.220 0.075
(=2.000) (25.900)  (11.400) (21.400) [12.300]
FEA BRI HRFE A TINAER (N = 1494)
CFo,, 0.042 0.220 0.011 -0.010  0.032 0.011
(11.300)  (5.200) (0.230)  (~2.200) [2.300]
NDNI, 0.021 0.139 0.126 -0.013  0.023 0.010
(5.800) (2.900) (1.750) (~2.900) [2.100]
NI, -0.012 - 0.670 0.270 0.208  0.074 0.023
(-2.300)  (12.800) (4.200) (5.400) [3.200]
EZA  BAIZHAFEDTMER (N =474)
CFO,, 0.029 0.103 0.010 -0.010  0.006 0.002
(4.700) (1.500) (0.120)  (~0.300) [0.630]
NDNI, 0.017 0.050 0.180 ~0.490  0.0048 0.001
(2.800) (0.600) (1.300) (~1.410) [0.350]
NI, -0.002 0.200 0.236 0.035  0.030 0.007
(~0.650) (3.400) (2.700) (3.700) [0.930]

E o RFORERURATURGOFANEMBETHEN  NERFEEALL - BES
FTEREWTE - “WERXENEZZETNHEENS R "ARRHEE" R
ZRETNERYUS REAN ZRETUEE ((XAHZE DAC) HIEE > THESHE
Vuong EXINAT Z i E > EFMHKTR 0.01 (RERE)
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ZEFEHNNESHE - FRIEGEFIERMEFEN 3.9% ~ 3.7% M 22% ;5 CFO
M DATE=SATNMAEE R E > M NDARE—PMHINEE S EE - &5 >
HINEEABFENTNEE G DATEER ) MEMAE R2EERE
Vuong B Z A HEFIREE —HNRE—F s RIWERERH > R DAE
ELEEAHERMNTINEE S » A RmEK -

F7E- - ZHAMNFR TR - ZEEF &S T AR A [E Q4
B oo SN MERMPERK > HENBRERENBEEEK; CFO M
DATERES B HEE » T NDA REANFIEER F 83 o thot > 4157
Fl OI ~ ONDA ~ ODA ~ NDOI{\E NI ~ NDA - DA - NDNI > tLEI5]
BEENHFERE M E > BTERMNEREM -

x 7 MERKY > 2EEIDNE T EMIRY MR THA F T TR K
BFgeSH > MEMEEAREBBE > IR ITFUNARKBEFGENER
B35 X GRTExT BRI A5 AT B E iR S pY R a8 1 248
—EA0 - EHZE A AR R B RSB R R R T ARKRA G M
MAER -

RZ o #—H0EREER > BYAERITHIEETHENZEE NS RRN
BYESMEET EAANMERTRNER » AR TRIARRKHIATEES
ZE A RBERHEBEKRRETE > FESITEKRFRYE KAV AEFER
o BE T2 TAEKNFEEMNEERE -

E-HARERLERT

RELSUBANNERENERIMESTFRINESE > BN —LHRIE
SHEHEEEFNEMARYE (thin > BFEX > 2004) » BRXTLITERF
B9 BL T B R o A P R TR R T - BEF R FITIESFEN ? F T
B AR 4E - — T > FASBE 2 ITENR EMMIAN » ERR TS E &
BEFTBEBRN—TEAN LG EER  ARSTEARKLEAEREEZTY
BERE ; A—HE > BITETMENRFSVE —FEWRIEE - ATTERITH 2
ERAZEEYFENAKAEZN > TRSRELENS F BRI HE -
EMEMTHRESAE - BENLSFEER > EFEMNBARZIRETEESRS
B P iEFm N M ES - () BRYAERITEMN TG ? 48 30X X Lk A AT
THIT -

ACLL 2000 E 2003 EEAHARED » FABBEREEVTHETE A
AT - 3,666 NAT/EE - RNBEL TEZNMEMERHER - UKREZR T
SERBRNATE > AFEEESEME 2FFE - LEEHNESRE - Rt
B~ YR - YR - FRIEEMEKFENETAS - K
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HATRERE R Y » HAUFERAET Jones AV 1T L AZE B K7 1 B H
TR H53 fF A AE ARG R T AN AR RL T TR B A0 JE 3R\ o B 14T
HFWHENT » BRI FIRIER U ELEFTINEHEZ R EE
R BUETHFIRBREZERAEES - T2 > iEETHIER BN
MATHRNES RS > WA TERIMESIHES - RIOVE—SNILEE
B> U ERMBRIMERSIEE TESAANEETXNER > HHTHRMAFR
REVEFMEE S > EELHIEESRE TR - FESUTEKFES AL
MAFEAT - 25 T2 BROFEEMNERXE -

BeAh > I EFE S SN A E S RS T  BRATE Bk 28 B RYIE
Iz A - KEESREMEMERIEESFIEEEZ M EHEXSZXHE
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BEYHERL T T SRR B A BE N O E R ECES -
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2HHAEHSHEEFRSE - AMIXANERETHETHEEPRHNSHE
Y B (B AT 45 IR UT B2 (Al 2 (Dechow » 1994) > BEE AL HHENF M R B RS
ZBFBANBRFRIETSFBEZINEMXEL 0 (2) B 1998 £
EWMEBRENBHEMUE . REFENREEEGNIRTIRALENSIE
RNLZEEHRESREREE > B2 “FENEHE NETRMAEE ; 3)
YR T A AR R T BHE S T H N - WA BE G & R E T 2k
SHEMA (A 2T HEY - BEREMT AR EEEELT T EREMSIT
il it 77 HHY R &P (Flexibility) » R TEZSBAEHAIES > MARMBERT
U B AR MM EM L

B

R - B kB 2002. ETMEMNENNESRESE. (2HHR) £ 128 21-
23,

X2, 2001 2V BAMZEEFHULHENERESENTIEHRR. (FD) ¢
5 44-47.

MiER - & IR - BEN. 2002. ETIATLSHEHN MEMESHENESSIEFER.
(EFRZEY 558> 22-28.
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ABSTRACT

Using firms listed on the Chinese securities market from 2000 to 2003 as our sample, this
study investigates the value relevance of earnings and their components. We first explore
the association between net income and cumulated abnormal return. By decomposing
the net income into cash flows from operations, discretionary and non-discretionary accruals,
we examine the association between the various components of net income and cumulated
abnormal return. We find that the net income and cash flows from operations have
incremental information content over each other and that both discretionary and non-
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content beyond cash flows from operations, and improve the ability of net income to explain
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I. INTRODUCTION

In the face of various accounting scandals, such as those that happened to Enron,
WorldCom, Conseco, GlobalCrossing, United Airlines, and Yinguangxia, we need
to reflect on the bias brought about by current financial accounting models that
focus on historical information, single earnings per share (EPS), and current profit.
Almost all the collapses of these companies began with huge revenue and profit,
and profits manipulation was not uncommon. Investors might be concerned about
the future of a company. Rather than accounting earnings, the intrinsic value of a
company is-determined by the scale and speed of that company to attain (free) cash
flows. What the investors concern about may be the future of a company alone. The
intrinsic value of a company is determined by the scale and speed of that company
and not accounting earnings to attain (free) cash flows. Therefore, it is time to call
for operating cash flow and free cash flow, and to water down the impact of
accounting profit on corporate valuation.

With the development of the Chinese securities market, both the regulator and
investors are more and more concerned about accounting information. On the one
hand, the empirical evidence shows that investors have made use of accounting
numbers, especially accounting earnings, for decision making. Accounting num-
bers are also used as a regulation benchmark? in certain rules and regulations. On
the other hand, economists have identified an association between future cash flow
and corporate value, and future cash flow is the major variable of the economic
model of corporate value. Cash flow not only best reflects the nature of a firm, but
also determines its fate. Among all the valuation approaches, the one based on cash
flows has the highest authority, and only earnings that are supported by cash flows
can add value to the company. Cash flow also has stronger explanatory power over
the accounting profit in earnings quality. Moreover, foreign empirical research shows
that as the association between share price and corporate profit becomes weaker,
the association between share price and cash flows becomes stronger (Chen er al.,
2002).

The high interest rate and frequent corporate bankruptcy that took place in the
1970s in the United States alerted people to the relative usefulness of accrual ac-
counting numbers and cash flow numbers. As a result, the Financial Accounting
Standards No. 95 (SFAC NO. 95) The Statement of Cash Flows was promulgated,
in which the Statement of Changes in Financial Position was replaced by the State-
ment of Cash Flows. Such an emphasis on cash flows deviates from the dominating
accrual-based accounting system. Under the current accrual-based accounting system,
accruals are indispensable components for determining earnings. The accrual pro-
cedure is the core of financial accounting and the current framework of financial
statements. Although the information perspective (that is, that financial staternents
should provide useful information to assess future cash flow, which is specified in

* For example, the regulation on rights issues of Chinese listed firms uses ROE (return on

equity) as a regulation benchmark.
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SFAC NO. 1) potentially represents a dramatic shift in the purpose of financial
statements, the earnings-oriented valuation method, which refers to the approach of
discounting cash flows, is a new trend in securities analysis. However, the Financial
Accounting Standards Board (FASB) concluded that accrual accounting with its net
income number is still superior to cash flow accounting, which contains informa-
tion about future cash flows (Beaver, 1998). The FASB (1978) argues that informa-
tion about enterprise earnings based on accrual accounting generally provides a
better indication of an enterprise’s present and ongoing ability to generate cash
flows than information limited to the financial aspects of cash receipts and payments;
and the primary focus of financial reporting is information on earnings and their
components.

Accrual accounting represents the transfer or accumulation of cash flows of a
firm and reflects information other than cash receipts and disbursements. For example,
inventory, under the lower cost or market rule, may mirror information on salability
of inventory. More generally, the accrued earnings reflect the management’s expec-
tations about future cash flows and are based on an information system potentially
more comprehensive than past and current cash flows. As suggested by the FASB,
accrual accounting may transform cash flows to provide a better indicator of future
cash flows and dividend paying ability than current cash flows do. In this context,
accrual accounting can be viewed as a potentially cost-effective compromise be-
tween merely reporting cash flows and a more ambitious system of fuller disclosure
(Beaver, 1998).

On 11 February 2000, the FASB published the Statement of Financial Account-
ing Concepts No. 7, Using Cash Flow Information and Present Value in Accounting
Measurements. This statement provides a framework for using future cash flows as
an accounting measurement basis during initial and fresh-start recognitions and for
interest allocation, and puts forward a general principle to guide the use of the present
value. In April 1997, the Accounting Standards Board (ASB) of the UK promul-
gated a similar draft, the Discount Used by Financial Accounting. The International
Accounting Standards Committee (IASC, now called IASB) set up a steering com-
mittee specialising in studying the use of present value. On 18 March 1998, the
Ministry of Finance of the People’s Republic of China issued Accounting Standard
for Business Enterprises—Cash Flow Statements, and this was revised on 18 Janu-
ary 2001. All this indicates that people again gave due regard to cash-based cash
flow information.

Since 1998, all Chinese enterprises have been required to prepare cash flow
statements, which aim at providing users with information on the inflow and out-
flow of cash and cash equivalents in an accounting period, hence enabling financial
statement users to understand and evaluate the enterprise’s ability to generate cash
and cash equivalents, predict future cash flows of the enterprise, and make relevant
decisions accordingly. Accrual earnings are viewed as a superior measurement of
firm performance to cash flows because they mitigate timing and mismatching prob-
lems inherited in measuring cash flows over short intervals (Dechow, 1994).
However, due to the flexibility of the current Generally Accepted Accounting Prin-
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ciple (GAAP) in China, accrual accounting is undoubtedly subject to the discretion
and opportunism of managers, who take the final responsibility for preparing and
issuing the financial reports. On the one hand, managerial discretion could improve
earnings information content by allowing communication of private information.
On the other hand, with the existence of management remuneration contracts, mis-
alignment of managers’ and shareholders’ incentives could induce managers to take
advantage of the flexibility of GAAP to opportunistically manipulate earnings, thus
creating noise in the reported earnings (Subramanyam, 1996). Do cash flow state-
ments carry incremental information beyond the income statement? How does the
securities market price net income and its components? All these questions remain
open, and we try to answer all of them in the context of the Chinese securities
market.

Il. LITERATURE REVIEW

Under the current accrual accounting practice, accrued earnings (total accruals) are
fundamental in deriving the net income from cash flows. According to Jones (1991),
the net income is the sum of cash flows and total accruals. Though researchers have
long extensively examined the accounting choice from a contracting perspective,
study of the relationship between accounting choice and the pricing of earnings as
well as their components has only been conducted fairly recently. Some studies
examine the capital market pricing of specific discretionary accruals items. For
example, the exclusion of special items improves the ability of net income to ex-
plain stock return (Dechow, 1994). Prior studies based on the mature capital market
such as in the United States and the UK examine whether accrued earnings provide
incremental information beyond cash flows from operations and improve the value
relevance of accrual earnings, and whether capital markets price discretionary ac-
cruals and non-discretionary accruals in the same manner. Certain studies (Bowen
et al., 1987; Wilson, 1986, 1987; Dechow, 1994; Cheng et al., 1997) show that
accrued earnings and cash flows from operations have incremental information con-
tent over each other, and that the stock market prices them differently. However,
Bernard and Stober (1989) show that the decomposition of net income into accrued
earnings and cash flows from operations provides no incremental information be-
yond the net income.

Sloan (1996) investigates the market pricing of total accruals. He finds that the
market fails to fully appreciate the accrual component of earnings of lower persis-
tence and, consequently, overprices total accruals. Using quarterly data, Collins
and Hribar (2000) also find that total accruals are overpriced by the market. However,
they do not investigate whether the overpricing is due to discretionary accruals,
non-discretionary accruals, or both. Subramanyam (1996) finds that the market prices
discretionary accruals based on Jones’s (1991) model, in which discretionary
accruals are positively associated with future profitability and dividend changes.
Further evidence shows that income smoothing is pervasive, which improves the
persistence and predictability of reported earnings; that is, managerial discretion
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improves the ability of earnings to reflect the economic value. However, according
to Subramanyam (1996), the fact that discretionary accruals are positively related
to future profitability does not necessarily mean that the market rationally prices
these accruals with respect to their association with future profitability. Teoh et al.
(1998a, b) and Rangan (1998) document that managers choose positive discretion-
ary accruals to opportunistically increase earnings before initial public offerings
(IPOs) or seasoned equity offerings (SEOs), and that the market overprices these
discretionary accruals. However, the extant literature has not investigated whether
the market misprices discretionary accruals in more general settings where manag-
ers may or may not have opportunistic incentives to manipulate earnirgs. Xie (2001)
extends the prior studies. His results suggest that the market overprices discretion-
ary accruals, but the evidence on the overpricing of non-discretionary accruals is
mixed and weak. He argues that Sloan’s findings regarding the lack of persistence
and the overpricing of total accruals are largely due to discretionary accruals, and
that the overpricing of discretionary accruals arises in general contexts and is not
limited to IPOs or SEOs.

Various studies based on the Chinese capital market explore similar issues with
mixed results. Haw et al. (2001) regress annual market-adjusted stock returns on
the levels of earnings and their components. Based on a sample of 1,561 firm-year
observations of Chinese listed firms during the period 1995-98, the results show
that earnings have relative information content over cash flows from operations, but
cash flows from operations have no relative information content over earnings.
Further, earnings have greater persistence and predictability than cash flows from
operations, and both discretionary and non-discretionary accruals are priced by the
market. Liu (2001) finds that both earnings and cash flows from operations have
value relevance in China, and incremental value relevance over each other. However,
Lu er al.’s (2001) results indicate that the value relevance of Chinese accounting
information is mainly embodied in earnings, and that cash flows from operations
have neither value relevance nor incremental value relevance. Moreover, since 1998,
the accounting settings of China have changed a great deal, particularly with the
issuance of the accounting standard of cash flow statements. Do cash flow state-
ments have incremental information content beyond the income statement? Does
the securities market price discretionary and non-discretionary accruals? Evidence
on these issues would not only help us gain a better understanding of how the capi-
tal markets process accounting information, but also provide us with insights into
the nature of discretionary and non-discretionary accruals, and the economic incen-
tives for discretionary accounting choice.

Ill. RESEARCH METHODOLOGY

3.1 Sample Selection and Data Source

We choose all the firms listed on both the Shanghai and Shenzhen Stock Exchanges
(SHSE and SZSE) from 2000 to 2003 as our initial sample. We need the detailed
information on the industry categories of listed firms for discretionary accruals
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estimation, but such information was not available from the China Securities Regu-
latory Commission until 2000. At the end of 2000, 2001, 2002, and 2003, there
were 1,088, 1,160, 1,224, and 1,287 listed firms, respectively. The following firms
are excluded from our sample:

1. Firms with B or H shares at the end of each sample year. Unlike other firms,
these firms are under both domestic and overseas regulatory supervision with dif-
ferent types of investors. For the sake of focusing on our research objective, these
firms are excluded.

2. IPO firms that have listed for less than one year till the end of the sample year
as we need to use the financial ratios of last year for discretionary accruals estimation,
but those ratios of TPO firms are usually estimated. Moreover, the size and equity
structure of these firms experience drastic changes for listing purposes which will
affect the accuracy of discretionary accruals estimation.

3. Firms in the financial or insurance industry as they have special accruals com-
pared with firms in other industries.

4. Firms without the stock price data. We need to use the stock price data to
calculate the cumulated abnormal return, but some firms have no such data, so we
have to exclude them.

5. Firms without the financial data. We need to use data on net income, operating
income, cash flows from operations, main operating revenue, the cost of fixed assets,
and so on, but some firms do not have such data, so we have to exclude them.

We now have 3,666 firm-year observations after excluding all the above firms,
and the number of observations in 2000, 2001, 2002, and 2003 is 792, 910, 983, and
981, respectively. Table 1 lists the sample selection process. The data on financial
ratios, stock price, industry category, and listing age are from the CSMAR database.
We use Stata 8.0 as our data analysis software.

Table 1 Sample Selection Process

20000 2000 2001 2002 2003

2003
Number of firms listed at the end of each year 4,759 1,088 1,160 1,224 1,287
Exclude: Firms with B or H shares 547 133 135 139 140
IPO firms 335 133 69 68 65
Firms in financial or insurance industry 28 6 7 7 8
Firms without stock price data 176 24 37 26 89
Firms without financial data 7 0 2 1 4
The final sample 3,666 792 910 983 981

3.2 The Model and Variables

To test and compare the role of net income and its components in stock pricing, we
use the cross-sectional regression method like that of Bowen et al. (1987) and
Subramanyam (1996). We first construct a series of models, as listed below, to test
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the relative and incremental value relevance of net income, cash flows from
operations, and other components of net income.

Model 1: CAR, = B+ B* NI, + ¢,

Model 2: CAR, = B, + B*CFO, + ¢,

Model 3: CAR, = B, + B*NI,+ B,*CFO, + e,

Model 4: CAR. = B, + B *NDNI, + e,

Model 5: CAR,= B, + B,*CFO,+ B,*TA, + ¢,

Model 6: CAR [3 + B/ CFO + B,* NDA +e

Model 7: CAR B,+ B,*DA, +B NDNI+e

Model 8: CAR B, +,B’CFO + B,*DA, +B *NDA, + e,

where f3, is the intercept; f3, ,Bz, and f3, are the coefﬁ01ents and e, is the residual.
The definitions of the variable in the model are given below.

3.2.1 Dependent Variables

CAR, is the cumulated abnormal return of firm i. To calculate the CAR of the event
window, we need to determine the length of the window and the method of calculat-
ing CAR. We determine the window as one year for the following reasons: (1) like
accounting earnings, the market may gradually be aware of most of the information
on cash flows within the whole year; (2) it is impracticable to obtain meaningful
data on cash flows and discretionary or non-discretionary accruals for the short
window such as day, week, or month; and (3) the short window after the disclosure
date of the annual reports may not be suitable for investigating the incremental
information of cash flows and discretionary or non-discretionary accruals because
the information of accrued earnings flows slowly to the market till the disclosure of
the annual reports. Consistent with Fan and Wong (2002), we calculate CAR by
using the market-adjusted model; that is, the cumulated 12-month (from May to
April of the next year; for example, for the 2000 annual report, the window is from
May 2000 to April 2001) difference between the actual monthly return and the cor-
responding market return.®

3.2.2 Independent Variables

Ol is the operating income of the current year divided by the total assets of firm 7 at
the end of the previous year. CFO, is cash flows from operations of the current year
divided by the total assets at the end of the previous year of firm i. OA, is the oper-
ating accruals of firm /; that is, OA, = OI, — CFO,. We decompose the operating
accruals into operating non-discretionary accruals (ONDA) and operating discre-
tionary accruals (ODA) by using the cross-sectional Jones model, where ONDA, is
the operating non-discretionary accruals divided by the total assets at the end of the
previous year of firm i. Its formula is as follows:

ONDA,= o, + o,* (AREV/A) + o, *(PPEJA) ,

6 Besides this window, we use the window of accounting year (from January to December of
the year of the annual report) as a sensitivity test. The results have no substantial difference.
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where AREV  is the difference between the sales from major operating activities of
firm i of the current year and that of the previous year. PPE. is the original value of
the fixed assets such as property, plant, and equipment of firm i at the end of the
current year. A, is the total assets of firm i at the end of the previous year. o, o, and
o, are mdustry characteristic parameters. The estimated value of these parameters
can be obtained from the following model and the regression of the data taken from
different industries:

OA,=a,+a,* (AREVJA) + a,;*(PPEJA) + €,

where a, a,, and a, are the OLS estimation value of o,, ,, and a.,. € is the residual
item, representmo d1scret1onary accruals in the operatmo accruals of firm i; that is,
ONDA,. The definition of other variables is the same as above.

After the decomposition, we define NDOI. as the non-discretionary operating
income, and it is calculated by NDOI, = CF O,+ ONDA_. If we define NI, as the ratio
of net income of the current year over the total assets of the previous year, then the
difference between NI, and OI, is the non-operating income (NOI); that is, NOI =
NI.—OI. Though there is much evidence indicating that Chinese listed firms gener-
ally use non-operating income items to engage in earnings management, there may
be bias if we treat the whole non-operating income as discretionary. It is difficult,
but not infeasible, to decompose non-operating income items into discretionary and
non-discretionary parts. In this paper, we treat the average non-operating income
for certain year and industry as the non-discretionary non-operating income (NNOI)
in that year and industry, and the difference between non-operating income and
NNOI, as discretionary non-operating income (DNOI); thatis, DNOI,= NOI,~NNOI..
The reason for this is that the non-discretionary non-operating income of d1fferent
firms adjusted by their firm size might be similar to those of the same industry and
year. :
NDNI, is the non-discretionary part of the net income of the current year divided
by the total assets of the previous year, and it is calculated as NDNI, = NI~ DA, =
CFO, + NDA,. DA, is the discretionary accruals divided by the total assets of the
previous year and it is calculated as DA, = TA, — NDA,, where TA, is the total accru-
als divided by the total assets of the prev1ous year that i is, TA, Nl CFO,. NDA,is
the non-discretionary accruals, and it is calculated as NDA, = ONDA + NNOI In
other words, DA, = ODA, + DNOI. Therefore, the total accruals can be decomposed
into four parts: TA NDA +DA,= ONDA, + NNOI, + ODA, + DNOI.

Xia (2003) evaluates many earnings manaoement measunno models and their
adjustments based on the decomposition of the income statement and cash flow
statement of Chinese listed firms. He finds that, in the Chinese stock market, com-
pared with other models, the basic cross-sectional Jones model that estimates the
characteristic parameters by industry and by taking total operating accruals as de-
pendent variable, and treats all of the non-operating income items as discretionary,
can better disclose earnings management. The above process of calculating ODA,
ONDA,, DA, and NDA, is based on this model, and we further decompose the non-
operatmg income into d1scret1onary and non-discretionary parts.
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3.3 The Comparison of Models

Two methods are used to test the above eight models: we first run cross-sectional
regressions by year, and then with pooled data including all firm-years. Each model
has the R-square statistic in each regression period, and this statistic indicates the
explanatory power of the independent variables for CAR. Simply comparing the R-
square of each model cannot provide us with reliable evidence on which model is
superior in explanatory power. To compare the explanatory power of each model,
Bowen et al. (1986) and Murdoch and Krause (1989) use Friedman’s Test of Ranks.
But what we are doing is comparing ¢ross-sectional models rather than time-series
models for each firm, so Friedman’s Test of Ranks is not suitable for us.

We compare the relative explanatory power of the competing models with the
assumption that one model is not superior to another. Vuong (1989) provides a
likelihood ratio test, and assumes that no model is closer to the real process of data
production. Intuitively, Vuong’s test can tell us which model has more explanatory
power and which model’s explanatory power is stronger when each model has in-
cremental explanatory power to the other. Therefore, we use Vuong’s test in this
paper.” When Model 1 is compared with Model 2 (Model 1 vs Model 2), if the Z
statistic of Vuong’s test is significantly positive, then this indicates that the explana-
tory power of Model 1 is stronger; if the Z statistic of Vuong’s test is significantly
negative, then this indicates that the explanatory power of Model 2 is stronger;

otherwise, it is not possible to distinguish the explanatory powers of Models 1 and
2.

IV. EMPIRICAL RESULTS AND EXPLANATION

4.1 Descriptive Statistics

Table 2 provides the descriptive statistics for all variables in our models. Net in--
come is positive in 87 per cent of the sample. The means of net income and non-
discretionary net income are 0.02 and 0.04, respectively, which shows that there
appears to be a slight bias towards profitable firms. The mean of cash flows from
operations is 0.03, and the standard deviation of CFO is greater than that of NI,
which suggests that CFO is more volatile than NI. The means of total accruals, non-
discretionary accruals, and discretionary accruals are negative. These results are
similar to those of US-based studies (e.g., Sloan, 1996; Subramanyam, 1996), but
are inconsistent with those of Haw et al. (2001). The inconsistency may be partly
due to the difference in study periods - ours is from 2000 to 2003 and Haw et al.’s
(2001) is from 1995 to 1998; and partly due to the difference in the data source—
our data of cash flows from operations come directly from the financial report of
listed companies, but those used by Haw et al. (2001) are estimations. During the
past 10 years, the accounting system of China has also been drastically changed to
converge to international conventions. Table 2 also displays the Pearson correlation

7 For further discussion of the merits and technical details of Vuong’s test, see “Appendix 2"

of Dechow (1994).
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coefficients between CAR and other variables. Except for NDA and NNOI, the Pearson
correlation coefficients between CAR and NI and their components are significantly
positive.

4.2 Test and Comparison of Models

Next, we will test and compare the eight models listed in 3.2. In our regression
equations, we use various levels of financial numbers, but not the corresponding
change variable. This is consistent with Dechow (1994), who also uses levels of
earnings and cash flows to examine the value relevance of accrual accounting.®
Table 3 provides the statistics of all models followed by our analysis.

To begin with, univariate regressions respectively utilising three alternative per-
formance indicators—net income (NI), cash flows from operations (CFO), and non-
discretionary net income (NDNI)—are estimated. Panel 1 of Table 3 displays the
relevant results. With a view to evaluating the relative information content of the
three indicators, we compare the explanatory power and the slope coefficients of
the three models. This is similar to the approach used by Dechow (1994). If accrual
accounting increases the value relevance of reported net income by reducing the
timing and mismatching problems, as argued by Dechow (1994), moving from cash
CFO to NDNI (the difference is only NDA) should show an improvement in the
explanatory power and the coefficient. If the discretionary accounting choice (DA)
introduces noise to the reported net income, as argued by certain academics (such
as Revsine, 1991), then little improvement (or even a decline) in the explanatory
power and the coefficient might be evident when shifting NDNI to NI, between
which the only difference is DA.

According to Panel 1 of Table 3, the coefficients and adjusted R-square are statis-
tically significant, indicating that net income, cash flows from operations, and non-
discretionary net income have information content. Compared with those of Model
2, the explanatory power and the coefficients of Model 1 are markedly improved.
* The Vuong’s statistic corresponding to “1 vs 2” in Panel 3 of Table 3 is 13.70
(significant at the 1 per cent level), and the only difference between NI and CFO is
total accruals, basically suggesting that total accruals are priced by the market and
there may exist a functional fixation on earnings, a conclusion inconsistent with

8 The use of net income and its components levels, but not the corresponding change variable,

in a regression of returns on earnings and their components has theoretical and empirical
support. Ohlson and Shroff (1992) conclude that the earning levels variable itself serves as
the natural starting point in explaining returns. That is, if neither the returns variable nor the
earnings level variable is predictable, then the latter must be the maximum R? explanatory
variable. Kothari (1992) describes the conditions under which the earnings level is superior
to earnings change as a substitute for unexpected earnings. Easton and Harris (1991) pro-
vide empirical evidence consistent with these claims. Their evidence shows that, in multi-
variate regressions of securities” abnormal return on both the current earnings level and the
earnings change variables, both coefficients are generally significantly different from zero.
When the current earnings level variable is used to explain the stock return, it performs
equally well as the earnings change variable.
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Dechow (1994) and Haw er al. (2001), and indicating that accrual earnings
are more useful than cash flow indicators. Compared with those of Model 2,
the explanatory power and the coefficients of Model 4 are slightly improved. The
Vuong’s statistic corresponding to “4 vs 2” in Panel 3 of Table 3 is 1.85 (insignificant
at the 1 per cent level), and the only difference between NDNI and CFO is non-
discretionary accruals, suggesting that the introduction of non-discretionary accru-
als cannot significantly improve the explanatory power of the model. Compared
with those of Model 4, the explanatory power and the coefficients of Model 1 are
evidently improved. The Vuong’s statistic corresponding to “1 vs 4” in Panel 3 of
Table 3 is 12.10 (significant at the 1 per cent level), and the only difference between
NDNTI and NI is discretionary accruals. Therefore, it is evident that the value rel-
evance of net income is much greater than that of non-discretionary net income, the
value relevance of non-discretionary net income is slightly greater than that of cash
flows from operations, and discretionary accruals introduce useful information into
net income and improve the value relevance of earnings.

Secondly, in order to examine whether the net income and cash flows from opera-
tions have incremental information content over each other, Model 3 is established.
According to Panel 2 of Table 3, the coefficients of net income and cash flows from
operations in Model 3 are significantly positive, and the Vuong’s statistic corre-
sponding to *“3 vs 17 in Panel 3 of Table 3 is 1.98 (almost significant at the 1 per cent
level), suggesting that the explanatory power of the model including NI and CFO is
no better than that of the model including NI alone. Therefore, the net income and
cash flows from operations have incremental information content over each other,
but the inclusion of cash flows from operations cannot remarkably improve the
explanatory power of the model.

Lastly, by regressing the stock return on net income’s components in multivariate
models, we test the incremental information content of the discretionary and non-
discretionary parts of the net income. Panel 2 of Table 3 reports the relevant results.
In Model 5, the net income is decomposed into cash flows from operations and total
accruals. The adjusted R-square is 10.90 per cent, which is better than that of
Models 1 and 2. The regression coefficients of CFO and TA are significantly positive,
indicating that both CFO and TA have incremental information content, a result that
is further supported by Vuong’s test in Panel 3 of Table 3. This result is similar to
that of Subramanyam (1996). In Model 6, the non-discretionary net income is de-
composed into cash flows from operations and non-discretionary accruals. The ad-
justed R-square is 2.70 per cent, and the coefficients of CFO and NDA are 0.033 and
0.028 (both significant at the 1 per cent level), respectively. This suggests that non-
discretionary accruals are priced by the market, and both non-discretionary accru-
als and cash flows from operations have incremental content over each other. From
Models 2 to 6, the adjusted R-square is increased by 0.50 per cent, and the corre-
sponding Vuong’s statistic is almost significant at the 1 per cent level. Therefore,
although non-discretionary accruals are priced by the market, the inclusion of non-
discretionary accruals cannot remarkably improve the explanatory power of the
model. Model 7 decomposes net income into non-discretionary net income and
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discretionary accruals. The regression coefficients of DA and NDNI are significantly
positive, and the adjusted R-square is 10.8 per cent, which is much greater than that
of Model 4 (2.7 per cent). The Vuong’s statistic corresponding to “7 vs 4 in Panel
3 of Table 3 is 13.70 (significant at the 1 per cent level). These results indicate that
discretionary accruals and non-discretionary net income have incremental informa-
tion content over each other. In Model 8, net income is decomposed into cash flows
from operations, non-discretionary accruals, and discretionary accruals. The regres-
sion coefficients of CFO, NDA, and DA are significantly positive, the adjusted R-
square is 10.9 per cent, which is much greater than that of Model 6 (2.7 per cent),
and the Vuong’s statistic corresponding to “8 vs 6 in Panel 3 of Table 3 is 14.10
(significant at the 1 per cent level). These results, based on Models 6, 7, and &,
indicate that both non-discretionary and discretionary accruals are priced by the
market, the inclusion of discretionary accruals evidently improves the explanatory
power of the model, but the inclusion of non-discretionary accruals is unable to
remarkably improve the explanatory power of the model.

In sum, the above results show that, under the maintained assumption that the
cross-sectional Jones model (used to decompose operating accruals) and the indus-
try model (used to decompose non-operating income) can accurately decompose
total accruals into non-discretionary and discretionary accruals, both accruals have
incremental information content beyond cash flows from operations, they improve
the ability of net income to explain returns, and they are priced by the market. In
other words, the capital market makes use of discretionary and non-discretionary
accounting choice in pricing stocks. According to our evidence, the net income,
cash flows from operations, and non-discretionary net income all have information
content; net income and cash flows from operations have incremental information
content over each other; both cash flows from operations and total accruals have
incremental information content over each other; discretionary accruals introduce
useful information into the net income and improve the value relevance of earnings;
and income fixation may be existed in the market (Sloan, 1996; Zhao and Wang,
1999).

4.3 Sensitivity Analysis by Excluding Non-Operating Income ltems
Earnings can be managed by manipulating operating accruals and non-operating
income items. Operating accruals mainly consist of current assets and current
liabilities, and non-operating income items mainly consist of investment income,
non-operating profit, non-operating expenses, and subsidised income. In Western
literature, as the securities markets are mature and are being closely supervised,
earnings are generally managed by operating accruals rather than by non-operating
income items. However, in China, it is not uncommon that a listed company is
wholly controlled by the major shareholders, and non-operating income items be-
come the preferred means to manage earnings (Zhu, 2002). According to the prior
definition of various variables, every variable of NI, TA, DA, and NDA includes
non-operating income items, but this is not the case for the corresponding four
variables, OI, OA, ODA, and ONDA. To examine the above-mentioned results’ sen-
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sitivity to non-operating income items, the following seven models are tested based
on Models 1, 3,4, 5, 6,7, and 8:

Model 9: CAR = B, + 3,*OI + e,

Model 10: CAR, = 3, + 3,*0OI + B,*CFO, + ¢,

Model 11: CAR,= f3,+ B, *NDOI + e,

Model 12: CAR, = B+ B,*CFO,+ 3, "‘OAi+ e,

Model 13: CAR B, + B* CFO + B,*ONDA, + ¢,

Model 14: CAR B, + B,* ODA + B*NDOI + e,

Model 15: CAR ﬁ +B,* CFO + B,*ODA, +,B “ONDA  + e,

Table 4 reports the results of sen51t1v1ty analy51s Firstly, according to Panel 1 of
Table 4, the coefficients and adjusted R-square of Model 9 are statistically significant,
indicating that operating income has information content. Compared with those of
Model 2, the explanatory power and the coefficients of Model 9 are markedly
improved. The Vuong’s statistic corresponding to “9 vs 2 in Panel 3 of Table 4 is
10.90 (significant at the 1 per cent level), and the only difference between OI and
CFO is operating accruals, suggesting that there may exist functional fixation on
earnings. Compared with those of Model 2, the explanatory power and the coeffi-
cients of Model 11 are improved. The Vuong’s statistic corresponding to “11 vs 2”
in Panel 3 of Table 4 is 2.10. These results are induced precisely by the inclusion of
operating non-discretionary accruals (ONDA). Compared with those of Model 11,
the explanatory power and the coefficients of Model 9 are evidently improved. The
Vuong’s statistic corresponding to “9 vs 11 in Panel 3 of Table 4 is 8.80 (significant
at the 1 per cent level), and the only difference between NDOI and O/ is operating
discretionary accruals (ODA). Therefore, it is evident that the value relevance of
operating income is much greater than that of non-discretionary operating income,
the value relevance of non-discretionary operating income is slightly greater than
that of cash flows from operations, and operating discretionary accruals introduce
useful information into operating income and improve the value relevance of
earnings.

Secondly, to examine whether the operating income and cash flows from opera-
tions have incremental information content over each other, we establish Model 10.
According to Panel 2 of Table 4, the coefficients of operating income and cash
flows from operations in Model 10 are significantly positive, and the Vuong’s statis-
tic corresponding to “10 vs 97 in Panel 3 of Table 4 is 1.85 (not significant at the 1
per cent level), suggesting that the explanatory power of the model including O/
and CFQ is no better than that of the model including O7 alone. So operating in-
come and cash flows from operations have incremental information content over
each other, but the inclusion of cash flows from operations cannot remarkably im-
prove the explanatory power of the model.

Lastly, the analysis examines the incremental information content of the discre-
tionary and non-discretionary parts of operating income by regressing stock returns
on operating income’s components in multivariate models. Panel 2 of Table 4 re-
ports the relevant results. In Model 12, the operating income is decomposed into
cash flows from operations and operating accruals. The adjusted R-square is 9.8 per
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cent, which is better than Models 9 and 2. The regression coefficients of CFO and
OA are significantly positive, indicating that both CFO and OA have incremental
information content, a result that is further supported by the Vuong’s test in Panel 3
of Table 4. Model 13 reports the results of decomposing the non-discretionary oper-
ating income into cash flows from operations and operating non-discretionary
accruals. The adjusted R-square is 2.8 per cent, and the coefficients of CFO and
ONDA are 0.033 and 0.037 (both significant at the 1 per cent level), respectively.
The results indicate that operating non-discretionary accruals are priced by the
market, and have incremental content beyond cash flows from operations. From
Models 2 to 13, the adjusted R-square is increased by 0.6 per cent, and the corre-
sponding Vuong’s statistic is insignificant at the 1 per cent level. Therefore,
although operating non-discretionary accruals are priced by the market, the
inclusion of operating non-discretionary accruals cannot evidently improve the ex-
planatory power of the model. Model 14 decomposes operating income into non-
discretionary operating income and operating discretionary accruals. The coefficients
of NDOI and ODA are significantly positive, and the adjusted R-square is 9.8 per
cent, which is much greater than that of Model 11 (2.9 per cent). The Vuong’s statis-
tic corresponding to “14 vs 11” in Panel 3 of Table 4 is 9.70 (significant at the 1 per
cent level). The results suggest that operating discretionary accruals and non-
discretionary operating income have incremental information content over each other,
and the introduction of operating discretionary accruals can greatly improve the
explanatory power of the model. Model 15 decomposes operating income into cash
flows from operations, operating non-discretionary accruals, and operating discre-
tionary accruals. The regression coefficients of CFO, ONDA, and ODA are signifi-
cantly positive, the adjusted R-square is 9.9 per cent, which is much greater than
that of Model 13 (2.8 per cent), and the Vuong’s statistic corresponding to “15 vs
13” in Panel 3 of Table 4 is 10.80 (significant at the 1 per cent level). According
to the analysis of Models 13, 14, and 15, both operating discretionary and non-
discretionary accruals are priced by the market, and the introduction of operating
discretionary accruals remarkably improves the explanatory power of the model,
but the introduction of operating non-discretionary accruals cannot evidently im-
prove the explanatory power of the model.

Based on the above sensitivity analysis, our major results in Table 3 still hold no
matter whether or not the non-operating income items are included in earnings or
accruals.

4.4 Further Analysis

Since the pricing of discretionary and non-discretionary accruals is a joint examina-
tion of the nature of these accruals and the market pricing mechanism, the evidence
that discretionary accruals are priced by the market may be consistent with two
alternative but not mutually exclusive explanations. In the first case, because the
discretionary component captures value relevance information, discretionary ac-
cruals are priced by the market. Under this assumption, managers use the financial
reporting system to improve the ability of reported earnings to mirror the
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fundamental value of the firm. For instance, managers might as well smooth out the
reported earnings to reduce transitive fluctuation in earnings and inflate the confi-
dence of the investors towards the firm, and also make use of their judgment to
communicate their private information about the firm’s profitability. In another case,
it may be that the managers exercise their discretion opportunistically, which dis-
torts the reported net income and decreases the value relevance of earnings. Under
this assumption, probably due to the functional fixation on the discretionary income
number—that is, the capital market fails to recognise the opportunistic behaviour of
managers—the pricing of discretionary accruals is evidence of mispricing.

By examining whether discretionary accruals improve the ability of earnings to
mirror the future profitability of the firm, we can disentangle the alternative
explanations. Because the Accounting Standard for Business Enterprises—Cash Flow
Statements has been implemented in China for less than 10 years, we cannot con-
duct the time-series analysis. Instead, three methods are adopted. Firstly, by calcu-
lating the correlation coefficients of earnings component variables, we study whether
firms smooth earnings. Secondly, by computing the autocorrelations and cross-
correlations among net income, cash flows from operations, and non-discretionary
net income, we examine the impact of income smoothing on the persistence and
predictability of these three variables. Thirdly, by analysing the association between
discretionary and non-discretionary accruals as well as future measures of
profitability, we examine if these accruals succeed in conveying the information of
the firm’s future profitability.

4.4.1 Correlation Analysis on Earnings Component Variables

When earnings are used in evaluating securities and formulating contracts, stability
or predictability is regarded as an ideal characteristic that helps to reduce risks,
promote stock prices, or maximise managers’ remuneration. One motivation of earn-
ings management is therefore to smooth out reported earnings. Smoothing is defined
as a form of earnings management with the objective to “reduce the divergence of
reported earnings from an earnings number that is ‘normal’ or ‘expected’ for the
firm” (Morses, 1987, p. 360). Although income smoothing has an opportunistic
connotation, not all smoothing is necessarily opportunistic. If income smoothing
aims to align expectations with those of the market, to improve the timeliness of
garnings, or to mitigate the impacts of transitory cash flows so as to stabilise the
reported earnings, then income smoothing is able to improve the value relevance of
earnings. Next, a correlation analysis on earnings component variables is conducted
to study if firms smooth earnings.

Table 5 reports the contemporaneous Pearson correlation coefficients of various
components of net income. Net income and operating income are positively corre-
lated with each of their components. Apparently, this is not surprising in that net
income (or operating income) is only an aggregation of its components. The corre-
lation coefficients between cash flows from operations and operating accruals as
well as between cash flows from operations and total accruals are —0.71 and —0.70,
respectively, indicating that cash flows from operations are significantly negatively
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correlated with accruals, consistent with the prior evidence of Dechow (1994),
Subramanyam (1996), and Haw et al. (2001). This negative correlation may be due
to accrual accounting or income smoothing. The correlation coefficients between
CFO and operating discretionary accruals, discretionary accruals, operating non-
discretionary accruals, and non-discretionary accruals are —0.65, —0.61, -0.30, and
—0.28, respectively, suggesting that cash flows from operations are significantly
negatively correlated with discretionary and non-discretionary accruals. Discretionary
accounting choices also explain the negative correlation between cash flows from
operations and accruals. Non-discretionary net income (NDNI) is significantly nega-
tively correlated with discretionary accruals (DA): the correlation coefficient is
—0.65. Non-discretionary operating income (NDOI) is significantly negatively cor-
related with operating discretionary accruals (ODA): the correlation coefficient is
—0.67. Discretionary accruals are significantly negatively correlated with non-
discretionary accruals, and operating discretionary accruals are significantly nega-
tively correlated with operating non-discretionary accruals. These results show that
firms do smooth earnings.

4.4.2 Autocorrelation and Cross-Correlation Analysis

Table 6 reports the autocorrelations and cross-correlations among net income, cash
flows from operations, and non-discretionary net income. The higher are these
autocorrelations, the greater is the persistence. Firstly, in terms of autocorrelations,
net income has greater persistence than do cash flows from operations, which have
greater persistence than does non-discretionary net income. For example, the
autocorrelations at lag 1 year of net income, cash flows from operations, and non-
discretionary net income are 0.48, 0.13, and 0.104 (all significant at the 1 per cent
level), respectively. Although the autocorrelations weaken with time, the
autocorrelations at lag 2 or 3 years display similar results. Secondly, in terms of
cross-correlations, the correlations of non-discretionary net income vis-a-vis his-
torical net income or historical cash flows from operations are not necessarily greater
than those of cash flows from operations vis-a-vis historical non-discretionary net
income or historical net income. For instance, the correlations of non-discretionary
net income vis-a-vis historical net income or historical cash flows from operations
at lag 1 year are 0.12 (significant at the 1 per cent level), but the correlations of cash
fiflows from operations vis-a-vis historical non-discretionary net income or histori-
cal net income at lag 1 year are 0.08 and 0.05, respectively. However, the cross-
correlations at lag 2 or 3 years do not display the same results. In addition, we get
similar results when NI, NDA, DA, and NDNI are replaced with OI, ONDA, ODA,
and NDOI, respectively; that is, eliminating the impact of non-operating income
items. In short, earnings have the strongest persistence, and the persistence of non-
discretionary net (operating) income is not necessarily greater than that of cash
flows from operations.

4.4.3 Discretionary Accruals and Future Profitability

Prior studies suggest that managers may utilise the discretion built in GAAP to
convey the market private information that can mirror the economic value of the
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Table 6 Autocorrelations and Cross-Correlations among NI, CFO, and NDNI

Variable Lag 1 Year (N =747) Lag 2 Year (N = 747) Lag 3 Year (N = 747}

NI, CFO_ NDNI_, Ni_, CFO_ NDNI_, NI CFO_ NDNI

=1 -1 =2

NI 0.48% 0.29* 0.28% 0.25% 0.24% 0.25% 0.11* 0.14% 0.17%
CFO, 0.05 0.13* 0.08% 005 0.18% 0.12% 002 0.100 0.07%
NDNI,  0.12% 0.12% 0.104* 0.04 0.12* 0.14% 0.00 0.04 0.08%

Note: The statistics come from as many of the firm-year observations as we can get. “N”
denotes the number of observations. Pearson correlation coefficients of earnings components
variables are reported here. * represents significance at the 1 per cent level (two-tailed test).

firm. Discretionary accruals are priced by the market, which is not necessarily pow-
erful evidence of signalling private information. In order to examine whether dis-
cretionary or non-discretionary accruals convey the information about the future
profitability of the firm, we regress future profitability on cash flows from operations,
discretionary, and non-discretionary accruals, where future profitability is measured
in terms of one-, two- or three-year-ahead cash flows from operations, non-
discretionary income, and net income.

Table 7 reports all the empirical evidence. Panel 1 of Table 7 displays results
pertaining to one-year-ahead profitability. Collectively, the three components (cash
flows from operations, non-discretionary accruals, and discretionary accruals) ex-
plain 3.9 per cent, 3.7 per cent, and 22 per cent of one-year-ahead cash flows from
operations, non-discretionary income, and net income. CFO and DA are significant
in the three profitability forecast models, but NDA is significant only in one profit-
ability forecast model. Lastly, we delete the independent variable DA from the profit-
ability forecast models, and the incremental adjusted R-square and Vuong’s
Z-statistic are listed in the last tier. According to the reported results, the inclusion
of discretionary accruals significantly increases the explanatory power in almost all
cases.

Panels 2 and 3 of Table 7 provide results pertaining to two- or three-year-ahead
profitability forecast models. Based on our analysis, the explanatory power of the
models gradually becomes weaker when the ahead-period becomes longer. CFO
and DA are significant in most of the models, but NDA is significant in only a few
models. Again, we get similar results when NI, NDA, DA, and NDNI are replaced
with OI, ONDA, ODA, and NDOI respectively; that is, eliminating the impact of
non-operating income items. )

Based on the results of Table 7, both cash flows from operation and discretionary
accruals help to forecast future profitability and have incremental information
content over each other, but non-discretionary accruals do not serve very well
in forecasting future profitability, a result consistent with the prior result that the
introduction of non-discretionary accruals does not significantly improve the



118 Zhang, Xia, and Fang

Table 7 Regression of CFO, NDA, and DA with Levels of Future CFO, NDNI, and NI

Dependent  Independent Variable Adj.R?  Incremental
Variable - Adj. R?
Intercept  CFO NDA DA

Panel 1: Regression of CFO, NDA, and DA with One-Year-Ahead Level of Profitability
(N =2241)

CFoO,, 0.032 0.240 -0.102 ~0.001 0.039 0.014
(11.800) (6.800)  (~1.400) (~3.900) [2.380]

NDNI 0.020 0.300 0.045 0.135 0.037 0.011
(3.700) (8.900) (0.950) (4.300) [2.200]

NI, —-0.003 0.630 0.460 0.417 0.220 0.075
(~2.000) (25.900) (11.400) (21.400) [12.300]

Panel 2: Regression of CFO, NDA, and DA with Two-Year-Ahead Level of Profitability
(N = 1494)

CFo,, 0.042 0.220 0.011 -0.010 0.032 0.011
(11.300) (5.200) (0.230)  (~2.200) [2.300]

NDNI , 0.021 0.139 0.126 -0.013 0.023 0.010
(5.800) (2.900) (1.750)  (-2.900) [2.100]

NI, -0.012 0.670 0.270 0.208 0.074 0.023
i (~2.300) (12.800) (4.200) (5.400) [3.200]

Panel 3: Regression of CFO, NDA, and DA with Three-Year-Ahead Level of Profitability
(N =474)

CFoO,, 0.029 0.103 0.010 -0.010 0.006 0.002
(4.700) (1.500) (0.120)  (~0.300) [0.630]

NDNI 0.017 0.050 0.180 —-0.490 0.0048 0.001
(2.800) (0.600) (1.300) (~1.410) [0.350]

NI, -0.002 0.200 0.236 0.035 0.030 0.007
(—0.650) (3.400) (2.700) (3.700) [0.930]

Note: The statistics come from as many of the firm-year observations as we can get. “N”
denotes the number of observations. Figures in parentheses denote t-statistics. “Adj. R¥”
denotes the adjusted R-square of the regression equation with three independent variables.
“Incremental Adj. R?” refers to the increase in explanatory power of the three variables
regression equation compared with that of the two variables, where the difference is
discretionary accruals. Figures in square brackets denote Vuong’s Z-statistic with a
significance level of 0.01 using the two-tailed test.

explanatory power of the model. Therefore, managers may use discretionary accru-
als to convey private information about future profitability to outside investors.

In sum, according to further evidence, discretionary accruals are priced by the
market because the discretionary part of earnings communicates useful information
about firm value, and helps to forecast the future profitability of the firm. Also, as
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managers smooth out income by discretion, both the ability of earnings to mirror
the fundamental economic value of the firm as well as the persistence and predict-
ability of earnings can be improved.

V. CONCLUSION AND IMPLICATIONS

Although the value relevance of earnings has been evidenced by various domestic
and foreign studies, and local studies also support that cash flows have value rel-
evance (such as Zhao, 2004), are earnings compornents, such as total accruals, dis-
cretionary accruals, and non-discretionary accruals, in favour of the pricing of
securities? The answer varies. On the one hand, accounting standards setting bodies,
for example, the FASB, recognise that it is accruals that make earnings a useful
performance measurer, and so earnings are more popular than are cash flows in
the capital market. On the other hand, due to the flexibility built into the present
accounting standards for business enterprises, accrual accounting is undoubtedly
subject to the discretions of management, and managers may have incentives to
opportunistically manipulate earnings, thus garbling the reported earnings. Do cash
flow statements have incremental information content beyond the income statement?
Does the securities market price total accruals, discretionary accruals, or non-
discretionary accruals? Our study has attempted to explore all these issues.

This study chooses 3,666 firm-year observations from firms listed on the SHSE
and SZSE from 2000 to 2003. We regress cumulated abnormal return on net income
and its components levels, such as operating income, cash flows from operations,
total accruals, discretionary and non-discretionary accruals, and non-discretionary
net income. We decompose the operating accruals into operating discretionary and
non-discretionary accruals by the cross-sectional Jones model, and non-operating
income into discretionary and non-discretionary non-operating income by the in-
dustry model. We reach our major conclusion by comparing the regression coeffi-
cients and the explanatory power of the varied models, and by conducting
additional Vuong and sensitivity tests.

Our evidence basically indicates that, under the maintained assumption that the
cross-sectional Jones model and the industry model can accurately decompose total
accruals into discretionary and non-discretionary accruals, both accruals are priced
by the market, have incremental information content beyond cash flows from
operations, and improve the ability of net income to explain returns. In other words,
in the valuation process, the capital market utilises discretionary and non-
discretionary accounting choice. According to our further evidence, the discretion-
ary part of earnings communicates useful information about firm value, and helps to
forecast the future profitability of the firm. Also, as managers smooth out income by
discretion, both the ability of earnings to mirror the fundamental economic value of
the firm as well as the persistence and predictability of earnings can be improved.

In addition, by exercising a correlation analysis on net income and its component
variables, we find that firms do smooth out eamings. By analysing the autocorrelations
and cross-correlations among net income, cash flows from operations, and
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non-discretionary net income, we confirm that earnings have the strongest persistence,
and the persistence of non-discretionary net income is not necessarily greater than
that of cash flows from operations. By establishing various prediction models of
future profitability, we find that both cash flows from operation and discretionary
accruals help to forecast future profitability, and have incremental information con-
tent over each other, but non-discretionary accruals do not serve well in forecasting
future profitability.

In the emerging and transitional capital market of China, our results have several
implications. Firstly, accrual accounting has more information content than cash
flow accounting not only because the former reduces timing and mismatching prob-
lems inherited in measuring cash flows over short intervals (Dechow, 1994), but
also because the flexibility accorded by GAAP allows managers to mirror value
relevance information not captured in the non-discretionary component. Secondly,
since the Accounting Standard for Business Enterprises — Cash Flow Statements
was implemented in 1998, although Chinese investors may pay regard to both earn-
ings and cash flows, there may still be a functional fixation on earnings in the market.
Thirdly, discretionary and non-discretionary accruals are priced by the market, im-
plying that though the Ministry of Finance of China has issued certain accounting
standards and Enterprises Accounting System, which have increased the flexibility
of the management in making accounting estimates and their choices in selecting
accounting methods, thereby providing the management more opportunities to man-
age earnings, the persistence and value relevance of earnings may not necessarily
be reduced.
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