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0.0038 > rfr o b A1 3 2 A3 A 00 E AR Y o (AR ENE K TFHHE (BD)
(P B (AR R T F > ULIAFRE BT A A7 AR R 4 TR B A 4 BT I 2
A XML T IR ERA A9 TS 5 (Chen and Wang, 2004) © sbAh > Fir s > R
LN I B A TR A R AE SR > R BB SR T R R (E
0.8237 » SENV A S RAE B N HET > Wi e/ ME N -5.6350 » 41 B SR T35 b A e
AME o I ERA N I E AN RS o FRATR I > EL A S AU T I E i
P FEORUE » I H BT ~ EAN A~ P B AR R B
BARMT % > MHEME I E R ESH D -

SORVER S HENT 2007 AR AE i A R AOIE S o SR A ST B TR AS B I Py B2 R R
T R R IH 2 TN A T Y e -

¢ HRE SRR OUAFIZ > Kinney and Trezevant (1997) 48 7635 [E > AH HOFI i 14
AR E I H (income-increasing special items) A P B IR A R 8 AR TE (income-
decreasing special items) > MR I
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*®1 FEARES T
A FARE HfH bRt HR/ME SREVA: ¢ NI

NI 7632 0.0324 0.1670 -6.3377 0.0461 0.5135
oI 7632 0.0286 0.1117 -3.4834 0.0364 1.0074
BI 7632 0.0038 0.0886 -5.6350 0.0033 0.8237
INV 7632 0.0045 0.0528 -4.1163 0.0008 0.4603
SUB 7632 0.0024 0.0082 -0.0059 0.0000 0.4035
NOI 7632 0.0032 0.0143 -0.0005 0.0006 0.7888
NOE 7632 -0.0063 0.0533 -1.8281 -0.0010 0.0000
OTH 7632 -0.0001 0.0040 -0.1344 0.0000 0.1258

Horb s NI = RIS S %7 o =8 AE %™ s BI =%~
B ss / B

SUB =#MKIRN /55 5 NOI = EDAMEAN 1 B %™ 5 NOE = EDAMSC / B %=
OTH = (LATIAE B 48 VR RE + Hopb N Bfigs ) / M%7

=
jani)
BIX
g
EIX
N
T
~
Z
<
[

2. BREARBO EFERR

W EEREAS H (1] 45 4F 5 J8 AR 2H R 43 o L A 1Y) LG O > 7R 382 Panel ATRATT
RICAE > B A o SR R b O B2 B R A B 1996 4F19.0.8066
RN 2 2004 4F119.0.9705 © 2k NIE SR o BF A H B R B0 U )
S E/NES > B 1996 F 11 0.1934 B AR % 2004 4F 14 0.0295 ©

LTI H B9 ALBGH A b > BRI R AE L AN 4T T H AR AR IR AR A
[A] > M 1996 4F 2 2004 4F SR b 5280 H 0 /N A 3 5 RMRTUSON o e 4 L ]
N o BRTE 2003 4FF 2004 443414 0.0006 F10.0002 71 » 7EAFEIEA N 0 - HARE A
K5 B AN S o A A B A AR A A AN B W > AR AR BRI Bk
HATH A< B BT 7 FEBIAR TN > s BN 0 ©

I FREMREEEREBERNEENR

(D) FELEMRBEERBRENRABRITE

D3 TR 1999 4F 12 A FPIENIE NS 2 th & 19 AR 28 VA5 i 5 5 48 8 BUROR 15 e ik
R NEAREH > FAPEREARDS NPT BL - X H 1999 4R 1 5 2 2 A BUR 15 K 42
T2 -

7 RAE RS A R LLGHR AT T 2 g UK (1) SEE A AR A A N IE 5 (2) B
BARMAGRIE > PR EAUR 7 5 (3) FEARMEBGR 7 - FIEEBURIE 5 (4) SR ARARATFIE &
AN G o AEIX PRI DL N > JUF (1) A (4) PRI OL > 1330 G S 28 A AR 2 o A1) ALY L
Pl A R > (2) F(3) BN HA 2T X o (BRETRAMLHNBEEL > /g aR
AL B 4 A4 H S R B 5K AR AT 0 ST I BRARAS > g 2 (AR AR KO D o X FAEAS Y
B B e 25 0 1 5 SCRY BT R AL (R AR SR A PO AR 0 ROAE A IR IUA i o 25 T JRATTRY 4831
H E@gg&z%ﬁ%ﬁ%mﬁﬁ%%ﬂi%% > FRATTOCI I (37 By 2547 BE R AR o B 8L A A IS LY
Tk L i



AR TS BOR W 425t i 2R

*2 B A USR535 ok R S L A1)
Panel A © A B oA B0 bk 2

1996 1997 1998 2000 2001 2002 2003 2004
OI/NI 0.8066 0.8555 0.8423 0.8702 0.9087 0.9456 0.9533 0.9705
BI/NI 0.1934 0.1445 0.1577 0.1298 0.0913 0.0544 0.0467 0.0295
INV/NI ~ 0.1151 0.0709 0.0328 0.0452 0.0344 0.0075 0.0076 0.0013
SUB/NI ~ 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0006 0.0002
NOI/NI  0.0327 0.0267 0.0171 0.0195 0.0083 0.0065 0.0067 0.0067
NOE/NI  -0.0126 -0.0084 -0.0115 -0.0126 -0.0170 -0.0216 -0.0215 -0.0189
OTH/NI ~ 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
AL R 470 666 766 992 1073 1143 1213 1309

Panel B : BUSRASAL W0 B B2 A Al 1 HL 3%
EREIVA// 4 OI/NI  BI/NI INV/NI SUB/NI NOI/NI NOE/NI OTH/NI

PHASE = 0 0.8410 0.1590 0.0624 0.0000 0.0238 -0.0104 0.0000
PHASE =1 0.9331 0.0669 0.0122  0.0000 0.0083 -0.0182  0.0000
e S14.017% 14.01%%% 14.36***  -9.76™* 13.16*** 8.92*** 0.41

Hom s AR NEFNE - ZNIE BB g~ BN BN -
fl 2 NI &AL AU B 5 PHASE = 0378 1996 4F 2 1998 4F » PHASE = 137K 2000 4 52
20044F > W BEIREARBR 43901 190255730 o * > = = 35l RIRTE 10% ~ 5% F1 1% 1 /KT
FRE S TSR E SHE -

%2 Panel Bk 1 B AL & b A EATLL B (B DL > 45 R B - S
BB B LI o A A B ) S 2 A 4R R (Mann-Whitney B804 19 BIKF- £
B3 > AN HUH & A A 22 T B (Mann-Whictney S50 75 19% 97K £
3 o PRI UE A WIAIA AL > BBl ~ AN S AR I E B A
U= 2> HAbZ T I H AL AT > AN ~ 8 Mk Ah S B B 48X {E 3SR
B A8 A o MELARIIR I DUE > AR 2 W VIR fi (5 B R BUR YOG > LA ]
PR VR BRI AR BUH BD o DR M RO 2R BE B SRR - AT A
AR R 2 B i R RS O BT ] R I BOAGBOR (UNAE TPO ~ FRRILTE -
e 45 HR G TR AR TR o5 R AL o I A AT I E X — BRI B THM
BB AR KRR > X ARBL T X Bl A A2 HE B EE 8 —E BOR S R o 8

(D)L EURBERRBEBRNRABREENEIE

L. BERBMMEAN SR

— B NG IR AR R SO AN 5 B A KBS A 1 [B] 15 R B (Kormendi and
Lipe, 1997; Easton and Zmijewski, 1989; Collins and Kothari, 1989) > Lipe (1990) %%

§ ARSORHRFRIX R B A A E B SR BRI AR fe T A AR o



12 T RE W

FREEVERE SON B AR ARG » BIRlR T Y W — B RSB UG 2 IHEER AR
WORRE > IR B AE ) 5 OB IE 2K B AR T AR B ARIIRES] o ASCK R Lipe
(1990) X B ARFFEEVEA I BE 1 9 5E 3 > FF RN T A [R5 FAAY (Chen and
Wang, 2004) > FFH BRI T4 50 H & ALRGR Y - 53] T4 fa A9 T AL
B LT RRFLAS B B AR T g

Xt+1=a0+a1Xt+g (1)
NI, = py+ BOI + B,BI, + ¢ (2)
NI, =7,+70I +y,INV +y,SUB, +y,NOI, + y,NOE, + y,OTH, + ¢ (3)

T HC B BERER T H R AN BN BE SR AR T AR AT
AL I AL 8 PHASE I 52T BUH BOSC BASE: » TS 240 T 4 e A
7

X, =a,+a X, +0a,PHASE + o, X, * PHASE + ¢ (4)

NI, =B, + BOIl, + B,Bl, + B,PHASE + 3,01, * PHASE + 3;BI, * PHASE + ¢ (5)

NI, =y, +70I +7,INV, +y,SUB, +y,NOI, + y;NOE, + yOTH, +
y,PHASE + y,OI, * PHASE + y,INV, * PHASE + y,,SUB, * PHASE +
y,NOI, * PHASE + y,,NOE, * PHASE + y,;,OTH, * PHASE + *¢, (6)

Hrh X NSRRI - 2528 83 M MG HEAT TARUEILALB] > AR SC ] I
GRINR 3 —R4PR -

M3 RATATRLE > IR —Hr BOd 25 BB B A AR H T2
THH > BERBAFELM o BAERNPLERER S o MRAEA S N EOR ARG
PIAEY B » FATRBUAE 1999 41T » T HH (BD) KA AR5 (BRHAbLZ T
JH AN BN A RHRZC 459190237 ~ 0.313 ~ 0.383 ~ 0.330F10.229 (3.
) o & B R HERA R R - BRI > 5 Ohlson (1999) #8111
“E AR ARG RSN > fA5 Chen and Wang (2004) K HLH) 5 GAHTF o 1
1999 4E2 5 > MY EREW S ERIE EL MM EEE > & N9 H (BD BEIH R
B E 0.025 HA R » RUAHRARERE S » IF BB IR A A9 Z0E vT L
FE AT IUE I BH RO I BAETE B E M S o ARG 0 B FH R B
SIFE N 0.043 ~ 0.248 ~ 0.082 ~ 0.192 > FREMERAR » I BB S5 558 AN H
B H R BAFAE 22 5 I SCHEAS SCIR A Hla o (EAEAF IR0 - ANk
A~ ENEAN SRS I B B A AR SR A RS > mIH RPCE BN > XS IRE
A R KA AR AE R TR b UG B 0 BRI (RRIEFI AR - 2001 5 BRVESE > 2007) K



AR TS BOR W 42 i R
*®3 AR BT & RARTUH B Fr

PHASE = 0 PHASE = 1 REHA

ek a, R? Q, R? a, a, a, R?

NI 0.614** 0276 0.234** 0.032  0.614™* -0.010*  -0.380™* 0.050
13.58 3.37 13.58 -1.92 -4.54

ol 0.717°% 0378  0.335%* 0.069  0.717°* -0.003  -0.383** 0.100
16.68 3.65 16.69 -0.68 -3.79

BI 0.237*** 0.048  0.025  0.000  0.237°* -0.016*** -0.212**  0.007
4.52 0.40 4.52 -8.28 -2.48

INV 0313 0.097  0.043  0.001  0.313** -0.006"* -0.269*** 0.008
4.29 0.94 430 -5.31 -3.14

SUB 0.383** 0.122  0.248*  0.060  0.383** -0.001* -0.136  0.074
5.86 2.21 5.87 -1.74 -1.05

NOI  0330™* 0.060  0.082  0.005 0330 -0.001* -0.249*** 0.018
5.78 1.57 5.78 -1.82 -3.66

NOE  0.229% 0.039  0.192** 0.024  0.229* -0.006** -0.037  0.026
2.30 2.63 2.30 -5.56 -0.30

OTH -0.035  0.001 0137 0021  -0.035  0.00  0.172  0.005
-0.91 1.08 -0.91 0.85 1.30

N 1902 5730 7632

Hop s KA R E XN 1 5 PHASE = 03578 1996 4F £ 1998 4 » PHASE = 1378 2000 4 £ 2004
Ao MR U R M MNMETEREABIR A BRI > [ AR A 3 ] 0 2R B (R R R TR AR U
1% (clustered standard errors) #E47 15 o

KIHIE A AL B = 1 AR~ SR B E RS R At e b i S S5 500 B AT B A A S 4 R o
JETS SARSE (BVESE > 2007) © 4 Panel A > MRYEF-K B 0] UR I » 764 IHE
MR ER R T BE (BI) EREAT B w0 FUH R B (FAR R TP 19 M9/K-F- E W3 > 5%
B M R 5 Rk 8 A B A SR A O > B B A » S50 B0 S B AT -
FEAT B HAAEWN B IH R > BATKI - EH— B - LT IH BHRECN
0.274 (£ 1% M7KF E53E) » EARBIY 6 IﬁJH\H‘ﬁ’WH’\JHAﬁﬁﬁﬁ » 5
Chen and Wang (2004) M5 ARR] » R NI E M TEE S " H % s 65
Bt ST IH B H R BN -0.107 (£ 5% MK ERE) » Eiﬁﬂéﬁfﬁﬂ’ﬂﬁi*ﬁ%%ﬂ
BN > IF HEY BeZ N T H BP0 B8 ) AFAE B ZE o AT SR Hb o
BERATB A > RELTIE SRR BUEE JIHK » BHEHRIE N FSR—
R Ia N EE F7 0 W5 IR IEMEAR R o Dy T S R E BT B0 E F e iy AR Ak

O MBI ARG RKBRITARF LR (Chen and Wang, 2004) o X [ T g J) T B4R B AE 2% )
PEIRERS > AA" &ﬁ(ﬁ:’@ﬂﬂ’]"?fﬂﬂﬂ%ﬁ%k;ﬂ’]ﬁﬂi W RES > MAET — i
Tk 91 P AR 1 45 T B S BUZR A AT A ZB AR Z IR AE SRR G &R o



i
g

3

R > BAVFEER SR B A AR B B RE ) o % 4 Panel CHRYEIHEERFEH + A
1996 4F £ 1998 4F HH 4k T il H 5 R K 2 Ax 38 IEAHOC > HA B8R g Tl A8 17 - imi 72
2000 4F-5 2001 4 0] 4 [ )0 R BB/ B2 > ASEA B > Bos 5 s 2 OE # 1)
MR EME o SR > 5 Panel AHAYSE [ BEEE R — 30 FEARRIZT 5 H 7£2002 22004
IR BB A B R B> LR T A 5 1A ) e B 7 Il 3 [ D1 3R 800 R b
BK o RUEZTT I H MRS ME AW R 2 AR AT IR > (R T BUH B fml
RBCORWIHER > HIATEAS AL - IEFRATMNEE BT 7)1 32 & s ARk 7 Ik A e
AR EEME I R BT VAR L T I E BRI NI T OE 2 X —#
G PRI BUR W BOR RS ~ AR DV BUR N S M " AS RAT R -

2. & T B TN EE D B4

SR » GBI 2N BUE 0 - ASCK 4 Panel BRYRIHE R BRI - FE5E—
Bt s ~ AN ~ E AN ~ BRSNS [EE R B 0.272 ~ 0.646
0.753 ~ -0.867 (¥ 8. 3) » HA I H 5 KK & AR TR (B RBOR L) - Hltt > 7]
PIA - & IUH 5 R RB AR AR K R IF RS MBI IR =4 > R
LW VR £ R BB BRI BT R CAAAE - B AR BUREE AR R A
VHE A o X FIXFTARSCKE R » DeAngelo er al. (1992) > Burgstahler er al. (2002) >
McVay (2004) X Chen and Wang (2004) IA 93X S i 787 I PEZL AR 5 %% 7% (incerperiod
transfer) ARG LA - NG NHEERRA T RIMWIGES) o 455382 Panel B
ATRUREL > 1999 4RI > F [ _E T 2 W) SO PEE A A - AR AR R B B AN
S5 AR 28 R A A A R B i R R AR A ERAT O (BRI SO > 1998 5 Bl
W > 1998) > AT 23 il (6 BB Wi ~ AU O FIE M SN 55 560 H 2 8 IE A9 AT ¢
SRR - AR R A FRE ST o 5 — T > LT ml AR U 5 0 e R
(interperiod transfer) 17209 (B &M - 1999) » MII(EAFE Ml Ah S i 2 BH H 52 1) Tl g
71 (Chen and Wang » 2004) o ST AZ Wi 4 AR A3 AR Oy B 46 hs » (45 45
A B PERE N TS > TS 5T H AR 2 B IE RO TIN AE 7 (AL (2) e —
B BE ™ 5 H BIRG 1]V R 808 0.274 HLAE 19% BOKF- E23) -

TE5 W B > Bem e ~ AN RO ~ EE MO B9 1] IH R BAE N a3k
0.035 > 0.129 ~ 0.290 > HANGLZE - WL AW A HEES) - B AP S el JH AR
BEAXHEAR /N » 5 ARRE AR TR R A IR mHABL T 5T H 72 9 B ml
ARBIIARRZE > AERABIEES > 456 HICEYE o FATIN Xy A Bk i
2R TRLE M (5 SRR E N & > 58 T F0BRIE 2% MR AR 5 v A R b
A (A BT A R AR PR LA AL B o RIS BRSO S R £
R A A A i R e A R AT O TS A R A R E - AT R AR T BB AR ~ A
TSN ~ BN AN S 2 BT H B3RSt S M BE ) > AT B H A9 25 4LRGET
OrE A RREE R AR R T o o SR TIZBORTEN X WA B R TN RE D Oy R A A
ROHE o SERTEDL AN ST R 1] T RE 7 B9 B > FRATTIA 2 IR A 5 e 8 1 A 8k
(A5 b T 2 W) BB M A S ST E SE AL - T LA O R B TR AT RE RS2 B
WA RO TR R B I TR B G > T BT H A ARG 1 T R 82 5 GUR



AR TS BOR W 425t i 2R

ERA LT - WA TARKAE B R R - BARBL T BOR IR 1A 2k > 10 ik

— B SRRSO B Hb

®4 A BRI H BT RE )

Panel A @ A[a] BT & &L ARSTH B HRE J)

_ PHASE = 0 PHASE = 1 RAEMA
e Y SR AW it M SR
oI 0.667**  14.41 0.495***  3.98 0.667°**  14.42
BI 0.274**  2.98 -0.107**  -2.25 0.274** 298
PHASE -0.018**  -3.02
OI"PHASE -0.172 -1.32
BI*PHASE 0.382%** 3,58
Constant 0.015*** 4.10 -0.003 -0.65 0.015*** 4.10
N 1902 5730 7632
Model F-statistic 103.99*** 8.25%** 91.06***

R 0.287 0.054 0.071
F-test 17.89*%* 16.35%** 17.91%
Panel B @ £k T3 H &4 5053 0 7l 5

PHASE = 0 PHASE = 1 IRE A
A5 RE HHE RE HE RE HE
oI 0.700**  14.55 0.551**  3.97 0.700**  14.56
INV 0.272* 2.24 0.035 0.58 0.272** 2.24
SUB 0.646**  3.39 0.129 0.54 0.646***  3.39
NOI 0.753**  3.70 0.290 1.48 0.753**  3.70
NOE -0.867* -1.70 -0.319**  -1.97 -0.867* -1.71
OTH 0.238 1.08 -0.744 -0.32 0.238 1.08
PHASE 20.015*  -2.07
OI*PHASE -0.149 -1.03
INV*PHASE -0.237* -1.89
SUB*PHASE -0.516 -1.60
NOI"PHASE -0.463 -1.63
NOE*PHASE 0.548 1.03
OTH*PHASE -0.982 -0.42
Constant 0.007* 1.77 -0.008 -1.29 0.015** 2.42
N 1902 5730 7632
Model F-statistic 39.91*** 3, 72%%* 45.29%**
R 0.301 0.057 0.074

10BN AN R PN AR D A R LA T AR R N BT A RN TR SR O RN s KRR SR %
R L F IR (classification shifting) > PATTEDE AN 2 0 H RS e s o R i R
LR BRI AR > X — R R Tl — R o (R S IA M L =2 R
H R ISCAE 0 E R 2 -
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Panel C @ &4 A FATH P EE

or BI

R RY HtE RY HiitE N F-statistic ~ Adj. R?
1996 0.736*** 16.67 0.323**  2.97 470 141.39***  0.375
1997  0.849%* 18.71 0.300%*  2.82 666 177.78"**  0.347
1998 0.552°**  14.32 0276 235 766 114.40%**  0.229
2000 0.666**  6.66  -0.067 -0.31 992 23.61%*  0.044
2001 0.396"**  5.14 0.178 1.01 1073 28.74%  0.049
2002 0.208** 691  -0.049**  -2.07 1143 24.18***  0.039
2003 0.454**  7.00  -0.152*  -1.68 1213 24,477 0.037
2004 0.808** 10.98  -0.264**  -2.17 1309 67.25%*  0.092

Horp > BAFRE LW 1 5 PHASE = 078 1996 £ 1998 4F » PHASE = 1375 2000 4F 52 2004
4E 5 Potest/EOI'F BIMY 18] R FUR B SEA9KE: 5 Panel BHON T ffLFAE > AT LISRBR
HRE R -

(Z)BREENBREETHAIRE

R BT ST ASE Y A BOR SS AT S 8 T B G BE o AR 22 R A BOR X TR
LT BUH B B0 RE 0 R ¥ T EEMER > SR 2 SCkes 1K I LUORZ N I H 45
TN P A R FR R b T A R B B AR B O SR R E IR > 2003 5 BRUA
%5 2007 3 Chen and Yuan ° 2004 ; Haw ef al. > 2005 5 @& AURIA > 2008 %) < N
THEGAEME S BORX AR ERE T NS RA WERCR » A0kt
AZ B CPRIBB » 43 | RN IESR A GV RO - WA YN > 0HNI > Ol >
CP =1 W0 : 122501 <0HBIL < 0> BB, =1 HWIN0 o B FREL AR X
R TE R o AT R AR BB AL R AR A S AR A > 53 R R
b/

BI,, =a,+aBI, +a,CP, +a;BB, + a,PHASE + a;BI, *CP, +
a Bl * BB, + o, BI, * CP, * PHASE + aBl, * BB, * PHASE + £ (7)

NI, = f3,+ BOI, + B,BI + B,CP + 8,BB, + B,PHASE + B,BI *CP, +
B,BI,* BB + ,BI, * CP. * PHASE + [3,BI, * BB* PHASE + ¢ ()

X PRI OL T BB S ALES ARG AT A O o TASSR TR AR 28 AR R

12 SEEE (2007) XEEESLEAEA AR > 0 AE BRI T RIS o 2 CP = 181k
ARANE RAUIE S o 14F ~ 58 CSF RO o L SRS R T2 RS IEHR 4516 -

1 5 Chen and Wang(2004) AL MR B AHLAGAS TR ITAR I - IF A8 BB T T RUETEAR S « Y
BB =18 NFANI < 0HNL+ 1> 01 - REIEIEL5E



AR TS BOR W 42 i R

&S BAE AN RIRLT I H B ARSI

Panel A @ ZAAAE NN FIMZ T W H Fraibk

PHASE = 0 PHASE = 1 IRE A
AL R HE A HiHE A¥ SiitE
BI 0.088 0.78 S0.472%F  -2.35 -0.445%* 219
CP -0.002 -0.45 -0.001 -0.37 -0.004 -0.93
BB 0.003 0.48 -0.056**  -3.50 -0.049%*  -3.49
PHASE -0.014%*  -7.55
BI*CP 0.360**  2.94 0.811%*  7.28 0.772**  3.75
BI*BB 0.311%%  -2.20 0.460* 1.89 -0.200 -0.81
BI*CP*PHASE 0.029 0.22
BI*"BB*PHASE 0.638***  4.81
Constant 0.009** 1.84 0.001 0.22 0.016"*  3.40
N 1902 5730 7632
Model F-statistic 35.16*** 27 .43%*F* 57.07***
R? 0.116 0.030 0.033
F(BI + BI*CP) 148.30%* 6.87%%* 42.10%
F(BI + BI*BB) 6.06** 0.04 19.66***
F(BI + BI*CP + BI*CP*PHASE) 7275
F(BI + BI*BB + BI*"BB*PHASE) 0.01
Panel B : A REH ML R AL T HH i HE

PHASE = 0 PHASE = 1 IRE A
AL R HE A HiHE A¥ SiitE
oI 0.695%*  12.13 0.322%* 2.32 0.355*  2.68
BI 0.533** 275 0.062 0.30 0.097 0.51
cp 0.032** 2.04 0.037%% 479 0.036**  5.02
BB 0.023 1.01 -0.114*  -3.73 -0.097%*  -3.53
PHASE -0.025%* 531
BI*CP 0.047 0.22 0.163 1.10 0.120 0.70
BI"BB -1.255%%*  -3.84 -0.210 -0.82 -1.288***  _3.38
BI*CP*PHASE 0.049 0.43
BI*BB*PHASE 1.036** 332
Constant -0.023 -1.56 -0.018  -2.50 0.004 0.48
N 1902 5730 7632
Model F-statistic 48.14*** 18.85%** 32.91%**
R 0.310 0.087 0.100



& OEE BW
PHASE = 0 PHASE =1 REFEA
A A¥ SR RE wHitE A¥ HHE
F(BI + BI*CP) 56.74%+* 3.50* 2.90*
F(BI + BI*BB) 7.87F% 4.09** 15.00%**
F(BI + BI*CP + BI*CP*PHASE) 5.24%*
F(BI + BI*"BB + BI*BB*PHASE) 4.40%*

He s O1'5BIE XW3R 1 5 PHASE = 0378 1996 £ 1998 4F » PHASE = 138718 2000 4F % 2004
4 CP MRV R - CP = 1%/RNI, > 0H.NI > 0> &0 BB MM - BB = 1%
/ROl < 0HBI < 0> 0.

X FIES BRI AT > 5 Panel ARYEIHEER LR > FEBORYMEZ AT > F (Bl
+ BI*CP) K5 3R] > Y i A RlESE AN > HETN I HE 8 R E0N 0.448 (0.088
+ 0.360 = 0.448) » HLTE 19 M/KF @3 > BMAE N i > & NIH S R REARM
A2 R EH 0.580 (0.533 + 0.047 = 0.580) » HAE 1% A /KT L3 » it TR
M BLATE B o 28 Bt > F(BI + BI*CP) RS W > M S22 R /A 714 T 5 H i +E
LLZRBN0.339 (-0.472 + 0.811=0.339) > 1 1% MI/KF-_E W3 o X[ F2 NI H 0wl
)l HE5FRRBARMIEAE RN 0.225 (0.062 + 0.163 = 0.225) » HAE10% A 7K
LR o LR > AT — B BOE S A A R IR T E RR S 1 aE
T4 AR > S M R PR A TR - SR Panel AFlPanel BIRAFEAH
BI*CP*PHASEWIEIH R R » I BOESEL AR R 2 I H R824 68 1 F #iil g
NARFFAERELES > BIHER N — @B b SRR H2a o

BN FUUEREE AR FEIELH W a5 B PR BORSS M 2 /i > F (BT +
BI*BB)f 3 &W » BAVER LAY E i w HA 0 H B R-2E6E 1 4-0.223(0.088
—0.311 =-0.223) HAE5% 17KV B > HE KRB R TR ET-0.722(0.533
— 1.255=-0.722) HAE 1% B/KF 13 > RIH BB RS MR )
Bt > F(BI + BI*BB) Wi 3R » BAT VIR AL A R NI E A BA RREet: (1
HABAEE) » SRKRERM TR B3 -0.148 (0.062 — 0.210=-0.148) HAE
5% MI7KF- B3 RN BT 28wl R e 0 5 SO AT 2 AR B R B ORI
% > REL T BURLE AR A E P W B A3 o 37 H Panel AFIPanel BIEAHEAH
BI*BB*PHASEWIRIH R FG R » PIFT B WER B2 Rl LT I B RS2 6e 1 # Fiinl ge
NERAREZESR > NSRRI H2b -

(7)) dolle & T AR BE DX B SR s B 2 SR 9 S

TEG TP B T T E RRSe A el 68 i A8 A st > FRATH R BT 2000 4F 12
H29 BmiAi ~ H20014-1H 1 HESITH2 T » X 1998 4 A 55 it 1 ik
A PR R 2 TR EE Y JEAT T 8 R B o JH v — S0 o 2 9 A AL J2 SR TE I A RIS
T~ AEST ~ Ja 0B G KB B T A S A FE A b K el (S R K 3 R E
o R TR ETERS ML ORI E (AR SCREFR B U I A7) o 1 L858
(BT H 9 T2 (075 A% SO B BRI B R 2 I H 72 2R RS0 AR T > A



AR TS BOR W 42 i R

I AT RERZ W B 2 T 30 H RS S I RE J7 o 0 T T BR 1% 2 THME NI ARt X6 2R
FE PRSI0 - FRATI% 3T T 488 WRFIBL WR > 43 5| 267 VU 5 98 7 i (. AN 15 5
RN 2 KoK B DU U0 R T R R I E AR AR R i N I 5 R R 2
Eb o I HOHTFEUR BB B > 76 19994F 2 BB WR 5 BISE A [E] » & AXFE R I B
MRS o b > AR SCEEAEAY (4) RBERL (5) BOFEAE 5 EIBR (9) AR (10) -

BI _WR,, = a, +a,BI _WR, +a,PHASE + ;B _WR, * PHASE + ¢ (9)

NI, = py + BOI, + B,BI _WR, + B;WR, + 5, PHASE +
B0l * PHASE + 3,BI _WR, * PHASE + ¢ (10) 16

&6 % T8 2 THE AR I I B 2 T L H AR 8 1

Panel A+ FIBRGE ™ WAEHT U 505 21 5 H F52

PHASE = 0 PHASE = 1 BEHA
A A HitE A HitE A HiE
BI_WR 0.237*  4.52 0.016 0.30 0.237°* 452
PHASE -0.018**  -9.13
BI_WR*PHASE 20221  -2.80
Constant 0.011%*  12.42 -0.007 -4.19 0.011%* 1243
N 1902 5730 7632
Model F-statistic 20.45%** 0.09 61.07***
R? 0.048 0.000 0.008
Panel B = F1IBR %7 W (BH U 50 £k 500 H B0 e )

PHASE = 0 PHASE = 1 RAEMA
A R HE A HiHE 2% S E
ol 0.667**  14.41 0.486**  3.54 0.667%*  14.42
BI_WR 0.275%*  2.98 -0.110%*  -2.11 0.275%* 298
WR -0.343 -0.62 -0.343 -0.62
PHASE 20.017*  -2.62
OI"PHASE -0.182 -1.27
BI_WR*PHASE -0.385%*  _3.54
Constant 0.015*  4.10 -0.002 -0.42 0.015*  4.10

v ot AR R A I A B A R FR S S P BE S (Basu, 1997; Ball and Shivakumar,

2006) °

15 AR SR R AR AT DY B9 7 R (R A 04 A8 S U D A A TR Y % i E RS (FRUKESE > 2007) ©
16 W T WRAE19994F Z RN T A B i AR NE » T LUZEER R TE Z A WR*PHASEAL & o



W ORE AW
PHASE = 0 PHASE = 1 IRARHEA
AS A2 HibE A HiitE A HiitE
N 1902 5730 7632
Model F-statistic 103.99*** 9.27*** 75.83%**
R? 0.287 0.054 0.071
F-test 17.89*** 15.05%** 17.90%**

Hd - OIE X315 BI. WR R FNBRCA Y 2 ] ) B SR - 04 35 DU 5 98 > el (B E 75 T 1)
N IE /R WR AN M2 T v DU ) SR 58 A4 i D 098 7 O (L T 28 2 R/ R
PHASE = 037K 1996 & 1998 4F » PHASE = 137K 2000 4F £ 2004 4F -

MFE 6 Panel ATTRAE > BT I H H0BR B U WAE” S5 0 BL WRAESS
MBI A BIHRBON 0.016 EANEE » HH BIL. WR*PHASE W EH RN -0.221 >
TE1% 17KV B2 VEHECERT G M B A e R B2 R > IS B R3S LK
I FRSETESE o BN A 451 AH R 5 FEFR 6 Panel B - BL WRTESE — [ Bty
FH R BN -0.110 HAES% KT F 02 > 3F HBL WR*PHASE B M1 H & %1-0.385 » 7E
1% 7K-F E 3 > BURETG I BT 35 22 5 5384 Panel ATR VLR
T P AR 7 BEAR Y £5 e AR TR o 15 B RV AR 48 H MR I AR A B B BOR AT e Y
BUR B2 THENAE 967 W E T A E B R 2E 5 (HIHF R IMA SO FR L5108 -

[l > 2 &3] 2000 4F F i 173 )2 10 K AR B HAh S BT A w45 S B 88 T A DG BG
METE » M RECRSF M RER I PO H WA REYE - N3O AR RNZ T X017
I 4 MR AR 005 B BR 2 5 AR i I A RUR o B IRl % T IR M B A
REWET - “FLEEN G SLTIH R G TMEET - “WE SRS B
FENER > BRELE M G BB LT 5 H R Bl e 05 m > JIf
DAHAFR B JE 228 M40 4 05 B 4R = LR I i VR AL o

A FELEUMBESEBBRN @&

PAEBTSE - BAT AU AR BE O SO0 £ 150 H 10 5 22 A il 68 7 i 284
T k25 HEBR T N S H RSN TR BE Ty R ARG BE R SR H R e > FRAT 1R
BT A BUE LSS BB - B 1999 4F i [ iE IS 2 2R BEER L W IR G R 25 -
G FATA Wind BHE 2 BT T ARG W PRI AR 10 R A > SR )5 A T RARE AR
ARG AL TEBL AR A I BR  IF 5 Wind B4 2 b B S AU dE A TR OR > IR B0E
A2 WP AR I T TR 5 Bl A BRI ZE7E 1000 ST AN Y T 2 2 (E > SABRA—
HUESS - IAFE) 4569 DIMME > 1F 3tk — IR 5 -

(—) L EHRBEERERR

TE4569 N UMME T > FoA 1R P R E & VP a5 B E A 4424 D E T
ONFE] AR A S 1454 > 153.17% o BT 1999 45 LT B A A B R 1%
g > #2000 FEPATIZBORIEAE ZE B RAMTHE > AL s 80



AR TS BOR W 425t i 2R

ANFIRZ - 1A > AR & JE S F I 4R 05 B8R 0 R W RE > 2001 4 % 2003
EARP R IR E R AR 0 b 2 RIEE KKBEAR - 2050 20 ~ 12F1 24 > 2004 4 F%
BEAR > WA RPEEAT o

M ETHAFHERG L H MG ZHKE - E AR ELEESESEB
PEETH ZFRAIE - S 2 BRI R A 52— 50 1 LA ST H A
FESLINES > K FITE 22 i B AN 7B B A S B SR o

B A A AR 8 M 5 R A AR IBONIR L > AR SO Ix Sl 4 P £
Hr N R - SO0 EES A (B2 k) 5880 U E o H (RT9EZ
FWHERR) » MR NIETH S50IH o N7 Panel AMZTEIES > HATHILIES
M 2000 4F 5 2004 4F » ELF IR IESE 5000 B R EL S EHTAT « 4F) B
Wik RO AELH M AR 1 B ER I H FE AWTEAL > (5 B NS AR L -
HULFE I > L% EREE IESH A &8 (7 LA « ) FERAEPBRK
AT H P S8 BRK » HARHE 8K > 2w m 28
SPH(E PR A7 T H A AR A i SR B R AR 3 -

W7 Panel BF/R » TEBER L H MM 22 19 4424 D BT A > JEL 5 MR
fAE T H 035 5 BT R 2.4326 4 ETTA T L AR U H S EEECT N 1.6521
A/ iR LA TH > WE AL R EE 2] (S~ Mann-Whitney B30 7E 1%
WK ERE) » P BT AR 4.0848 N ELH MR R IE o NS
W RN B AR B P ER A R 4 H B 25 1 T H A8 B I EE N 0.0083
U E A G B EE I E N -0.0075 > RV W I 48 B A (E S A7 7 35 1 2
S5 {HFI# 1 Mann-Whicney K50 HI7E 19 MKF- L83 - 46 > WNIELH RN
R G BB HGKE - HIME N 0.0008 » H KT ZAY L w B2 A 2979
AWIIE > Wi/NFZR N 1445 DIIIE - 5 1 EE 5518 0.0093 F1-0.0166 ° FAll
ALK - MARZH M0 45 10 B 58 &5 0 E R R > b T 2 ) SE (00 1] 1 B 8 40y IE(H
IR P AR > R Y BT A R L W MRS R B AU B > oK £ Bl 5 4 0B
R EH o

®7 P28 F R AR AR ST T

Panel A @ JFZ0H 40 2 A5 4F B 4 2R 175 O
e A 2000 2001 2002 2003 2004
i MR E 648 826 916 958 1076
NUM_NRE 2.6960 3.5981 3.7631 4.9436 4.8039
NUM_POS_NRE 1.7762 2.0896 2.0546 3.0898 2.8281
NUM_NEG_NRE 0.9198 1.5085 1.7085 1.8539 1.9758
NRE 0.0063 0.0013  -0.0087 0.0037 0.0028
POS_NRE 0.0088 0.0081 0.0064 0.0094 0.0088
NEG_NRE ~ -0.0025  -0.0068  -0.0151  -0.0057  -0.0060
Nt FEARE 111 20 12 2 0




Panel B © F £8P0 i A4 B 17

B3 e M kxR RME Rl mK(E
NUM_NRE 4424 4.0848 2.0066 1 4 14
NUM_POS_NRE 4424 24326 1.4187 0 2 10
NUM_NEG_NRE 4424 1.6521 1.1443 0 1 9
NRE 4424 0.0008 0.0963  -5.6504 0.0012 0.8237
POS_NRE 4424 0.0083 0.0246 0.0000 0.0028 0.8315
NEG_NRE 4424 -0.0075 0.0943  -5.6531  -0.0010 0.0000

NRE (NRE>0) 2979 0.0093 0.0262 0.0000 0.0035 0.8237
NRE (NRE<0) 1445 -0.0166 0.1629 -5.6504 -0.0013 0.0000
NUM_POS_NRE 5 NUM_NEG_NRE ¥:%: £=32.09%* 729,95+
POS_NRE 5 NEG_NRE #HEK%: t=0.58 2=27.16"**

Hip o NUM_NRE Fs 4% 25 50 B B RPEEE 5 H 80 s NUM_POS_NRE 3 R4 % Y
#5500 H 440N IEAE A9 P8 9 H 50 s NUM_NEG_NRE 8 4% PEI 38 50 A 440 h 00 (i A9 5%
TUH s NREF R R0 M s I H &80 S A 11 %57 5 POS_NREF /R JE 4 # M 2 1l H
SHNIEER AT B 5 NEG_NRE FR ELH Wi B S8 AUER A 1F e o

(D) FELEMRBELTHRENXREA
1. HENETRR

ML B AT AR LR W V4 0 00 R R R AE BBl ~ AN IO ~ B AR
A EAN S AU E > B AT RE S S BRAE AR S5 A AR - U S5 3T
SFOH S ME&FHE AR 2R FL W IEN G o il - FLEHMES
MR NI T B A G E VIR R AR > HWE SRR -

MEBUE LV > LT A FEE R AL W W 4R (NRE) RN 5TH (BD) ¥ES +
PEFER NN > M BAFAE B ZES (A%~ Mann-Whitney 8055 517 19% (7K 1
#) 5 RLEVER AR R IR H 2 M52 B E MIESTH Z AR (S A BB Es
BUN I HAAE BEEZER (K  Mann-Whitney K05 ¥7E 1% 19K ER2) 5 W
A E AR > AR RUK B AR G P 4 R B0 9 A LT B E B i E
BHAKED > FAAEREEZER (K Mann-Whitney A% BI7E 19% B /K- 1 &
#) > RBUH BT R TR B E S TR R I AR R B AR o MR R KL
T > AR TUE BAR S FEIE I AR R - W EA Pearson 2 (5 Spearman
ABOTAN 0.971810.600 > MERUA LRI T ERVEYIRAR > WAL Panel A

2. REMRASRKA

FHN > BATEL T AL R M 25 A4 T I H BT (NRE/BI) 1E R #
HIHBAME > BATKIL > 43309 WA N IE > 17 1015 SVIIE 7 > HXE R
NRE/BI fFEHE S 518 3.6167 F1-13.7089 > HHAL 835104 0.7689 F1-0.4148 » KA
74.8% 12> W 4% 5 1) 3 4 8 MR B 5 R N M T BUE B IE A R AR
X B AR BRI 5 1) — 30



AR TS BOR W 425t i 2R

RIS o 23 PR DU EE B Y 2253 > S5 2R A1 8 Panel BHT/R o AT IS 4
XA J5 15 AR > FLEES ST I E &A% O S EARA B35
PEZES > M EATER BEEZE S (Mann-Whitney i 7E 19 BIKF F 8.3 o Rl
AR > AW PEI AR 52T SR A S MR N > P B3 (E S (A AE i 5 2
St (A2 505 Mann-Whitney S50 3 7€ 19 HOK-F E2.3) > BHIBIE N E RS AR > 1
IRAFAER BRI LS+ ©

*8 L E M ST I LR

Panel A © & H MM G 5L T O H G

EIH B H ReH
POS BI POS_NRE  NEG BI NEG_NRE BI NRE
HMH 0.0113 0.0083 -0.0094 -0.0075 0.0020 0.0008
t — statistic 12.88*** -6.70%** 3.04***
Hi{H 0.0040 0.0028 -0.0015 -0.0010 0.0018 0.0012
7 — statistic 17.31%* S22 4T 5.54***
Pearson 74X 0.820 0.982 0.971
Spearman % 4% 0.555 0.601 0.600

Panel B : AE&H M 4 52 F U B 155 L

£S W WE WiEE O BRME PEM RKE
2FAR NREIBI 4424 03583 101.2718 -4962.3120 0.5328  1379.2290

NREIBI 3409 3.6167  42.5779 0.0000 0.7689  1379.2290

NRE 3409 0.0007 0.1096 -5.6504 0.0017 0.8237
NRE/BI >0 BI 3409 0.0023 0.1146 -5.6350 0.0029 0.8237

NRE 5 BT =416 7=-8.90"""

NRE 5 BINR R Pearson: 0.982  Spearman: 0.845

NREIBI 1015 -13.7089  195.9882 -4962.3120  -0.4148  -0.0001

NRE 1015 00013 00101  -0.1665  0.0003  0.0706
NRE/BI <0 BI 1015 00009 00283  -0.5082  -0.0003  0.1728

NRE 5 BIR =036 2= 258"

NRE 5 BIIRFH Pearson: -0.183  Spearman: -0.760

Horp o £ARB WK 7 5 NRE/BIE R 48 VW 25 B8/ 2 N0 H B4 -

() ELEURBERRBNZENFRE
L RESTRENZW

HE o ACHEREAFL W PR B EE S G B AR BRI o §iSCHRBLE
I JIE M 2> BEOR b T 2 W 5B B AF 2 PE B AR A9 I H S e > SRR R A
4569 MUIIME P > Bk LW PER AR (E B BT A FLA 44241 WA BRI ILA



i
g

3

145> > 9 T HOB AR 0 PR AR 15 B AN SRR X4 T B H N RE 1 B S Il > FRA 1% it
AENON_NREFR R » 2 LA RN AR 20 R g i - NON_NRE, =1 > 510
0-°

NI,,, = 8, + BOI + 8,BI, + B,NON _NRE, + 8,BI,* NON _NRE, + ¢ (11)

9 Panel AMIEYRLERAEW] > 2 BT A FIABEE FLF i > HE NI HE
EARRBARIIFARIRK RN -0.913 HLAE 1% H7KTF L5035 SRR AY B o] i Ak
J3 o SR > Y LT m R AR A PR A I o 2T B E Y R TN AE ) R ORFEAR
PRBLT AR M08 i 15 0 0 7 18 T e R i ™ P R A A B X R 4 I ) BESRE M
BRCR T SR AR SR H3a o

2. FES— BN EE

KT AR H3b AT H3C - Hfl 18 it A E AL 5 SIGN_NB I CON_NB > 733l
FORIL T VER AR5 LT BUH J7 10 & 75 MR K & IR S RUE A e e — 3 BUU
FNEWFT AR VAR g 15 B AR A Y 5 T M AB O « Ko > SIGN_NB, = 13R7R
NRE/BI > 0 > BUAELH PR 82 54T BUH 77 18— 30 5 CON_NB,= 13278 NRE/BI =1 >
R E 2 W e a5 S5 A T U H ST AR © 7E SIGN_NB, = 1 /93409 MM {EH > 3E
A 56 MMMIME R E 2 R VB as 5 2 T BTH Se A E > BI SIGN_NB, Al CON_NB, N/
MESAS AT AE S XN o ST 20 0T EL R > FRAT TR E0 40 A [l A

NI, = B, + BOI, + B,BI, + B,SING _NB, + 5,BI, *SIGN _NB, + ¢ (12)

NI, = 8, + B0l + B,BI, + B,SIGN _NB, + ,CON _NB, +
B.BI, *SIGN _NB, + B,BI,*CON _NB, +¢ (13)

%9 Panel BHEAY (12) A4 R B8 > & FHH M EIHRECN 0.479 » HAE
5% MK ERE > RIPYELFERGESL THE FRA—8uN - LS
P58 T A B T T H BRI AE F1 > T Ubist > 26N 50 H AT SRAEAE & T AE S
% o B XA H BI*CON_NB [ E H R BN -0.601 (75 5% MK &.3) > Y B #&
(1 3E 28 PEB 45 5 B -5 2R T R B8R O S I ) — B0 > A R T R B E Y
WEET) ~ SEmBARTE - SEATFUAMFE - 7 R SR H3b -

FERY (13) W3 — 2504 T E LW M2 54 T H 582 — 8O0 R I H FRgi i
IS o 28 AR BI*SIGN_NB W [EIH R %0 -0.581 (1 5% HI/K-F- Bt 3) » Hish
(12) FZEIC A  JRT > AFEME > 28 AR 8 BI"CON_NB 1 R 50N -2.808 (#£ 1% 1)
KL 83E) 5 F(BI + BI*'SIGN_BB + BI"CON_BB)K: 5 W » Wi &£ 4 —8Us > BI
(11 H 22 %0 (0.454-0.581-2.808 = -2.935) fib & N f o iXLHH » RAE L F M4 54k

7ReAl - ARBEIT AR B R WL W YRR S T BB A5 e O i BRI BE
Wt O AE ST« 6T RIMRAIBR S - A FEIUR B AR -



AR TS BOR W 425t i 2R

TIH 7 2 EAR ARG M A X T AT BUH oA R AL B B 615
2T I H B IE B TN BE 1 8 D o5 — R - B RO B AE AR AR RO R > 18
VLU T AR 5 MEA 4 1 JE R - R F W IR R B R BRSO fF & I H &
PR 1) TN BE T 09— DR o 5 Pl oL AR AT AE b 2 ] RAFFE R R R B A
I MR EZE L > DU S B0 A RE v 184 H A A i H i
MTIAE—E FE B SCRFA U H3e

X — AT B FA T — 2 BRI T RSN DR R L W AR 5 B E RN LR BTH
WA - WA B BRA RIS T AR 20 P B 48 15 5 BB BOR A RO M LD - B
AL E S a5 S 54T BH 7w — S AR A B 5 B A RSB R
P24 R ML AR B T RE ) -

*9 A28 P 0 i 48 XSk i H T BE T 4 R

Panel A @ FZH P AR A9 8R 55 5 % 4T 5T H RS M

W iE i HEREREZN

A A¥ BIHE A BitE A BitE
oI 0.652** 2.95 0.693*** 3.95 0.653*** 2.98
BI -0.111* -2.03 -0.913*** -3.81 -0.112** -2.05
NON_NRE 0.003 0.29
BI*NON_NRE -0.749***  -2.80
Constant -0.007 -1.00 -0.006 -0.43 -0.007 -1.00
N 4424 145 4569
Model F-statistic 4.46%* 10.41%%* 2.46**

R? 0.067 0.112 0.068

F(BI + BIFNON_NRE) 8.62%**

Panel B JELH MM LS5 B2 W H AR

A (12)

Y (13)

AR AR SitE AR GitE
oI 0.652**  2.95 0.750**  3.03
BI 0.479** 2.01 0.454* 1.85
SIGN_NB -0.011* -1.78 -0.010* -1.72
CON_NB 0.028 0.89
BI*SIGN_NB -0.601**  -2.52 -0.581**  -2.38
BI*CON_NB -2.808**  -2.68

18 AR ) 28 55 00 th AR WX AR AR T A9 TR O 50 R T B AR TR A E AR AR M A S R
Wi o % Ha W B R > AFESRBAR ST



@
BEAY (12) A (13)

A R¥ oHtE R HitE
Constant 0.001 0.08 -0.003 -0.29

N 4424 4424
Model F-statistic 6.49*** 4.53%*
R? 0.068 0.080
F(BI + BI*'SIGN_NB) 4.64** 4.61**
F(BI + BI*'SIGN_NB + BI*CON_NRB) 8.54***

Hr > Or'5BIE XMN#1 s NON_NRE NS & » NON_NRE=1F7 EiiA AR F L5
P AR S BN 0 5 SIGN_NBRICON_NBH N ERIA B > SIGN_NB=1%/~8NRE/BI > 0 >
W0 3 CON_NB = 13R/"NRE/BI =1 > {500 5 NRE/BI = -4 # Va4t 2 A/ & T Wi H
Mo Hrp s Y NON_NRE=11} > FEARE ] 145 5 24 SIGN_NB=11f » FEARCE N 3409 5 24
CON_NB = 11’ » FEAE N 56

£ FRBRRSBEXFHRRTANEA R

Y 2 T A AR 1 A TR 284 T B A7 A B AR TR I R 2 M R 8 A T B g
X o R AT B ARFRSE EA 2 BT R @ Y A A G BN ARG
(Ohlson, 1999) o #X TIRE BRI > — W > FE 2 THHENZR A w45 %
MRE R R AR N E RS2 NIE > 55— o JRIENE 27 w1 E
BEPE R PR BT A AR R AP R A W B E R > P E TIRLEH
P4 2 119 40 B0 TN 25 B SR 0 o AR 8 MDY 25 5 15 R o TE NS 2 MR R A T AN
Yo S i 52 I 2 TP AR R E L WM B ATE (RIRNMZL TR ) #1477
I\ E RS B 4 B S R 2 TR R R RO T VA T R B X S T B AR RS A
WA EER > AR R IR T T BRAT I 2 42l 55 M I AN S R e il AT o )2 A K
To i R MR e B AR AT

BUL R T EE W R E AR & B A LG A B I R 7 FRATT o et R s
NIEW B NGO BA SRR F PR - SR BIRE (14) ST EH > H5
FIE 22 K B F Ml 55V i 43 R RO AT X BE o B T AR A B AR 0 AR R AR i B A
TSR o 5 | N T30 RE 1) A2 22 R BRI R 5 BG > o] RAFSEIAR X 56 AR 1)
R AP I AR TIBERD (Sloan, 1996) » HMERATOK EL M 4 52N 51 H 4 5
Y RIETH S 0IH > XA R TIIARE (15) 347 > BdE45 R WK 10 Panel A
F1 Panel B °

NI, =p,+BCE, + B,NRE, +¢
NI, =B, + B Ol + BBl + ¢ (14)

NI, = y,+ 7,CE +y,POS_ NRE +y, NEG_ NRE +¢



BT S BOR W 42t i 2R
NI,., =Y, + Ol +7,POS_BI, +7,NEG_BI + ¢ (15)

Hrh > CERRILFFEAERI MO ZLA » BIANE S BHIBR S 4 % 4 1385 5 POS_NRE#
AR E R R S BN IEERBE 2 BIAEL % it 5 NEG_NREF R IEL HPE
gt 2R AP AN TUE R I E 2 F > BUAES R EBUR 5 MR > POS_BI'S NEG_BIy i FRRm4 T
T H AR AR A5 IEAE P T 2 S GUE T 2 e

10 Panel ARYEIHEREN] > HLFFEEDE BB S 1L 55 PR 2 BB
PRS2 A% 2% AL 73 ) ] D) 2R B ACARTR] > BEARAG B A AEAE B 2 X o
SR 240K A 22 Mgt i S 2 1 30 H 43591 20 i O IE 950 F A B > 3210 Panel B9 [E] 1
LR > R B AT IERY IR E B AR Y [ H RO -0.110 > 1
FEML S5 VR B 3 AR AT > IERYZR T BUH [ R0 0.320 > REHALZE > HAE—
SEFELE b RETU IR RPEEME 23 )= MRS B T IE 8 I B AR B9 IE 3 T PR R85
ST BB ZR B0 FATT AT LUK B A 2 AR A T 2 I AR SR B e
B BN RE ) S B AHARFR SR 2= MR R Y D R B AL XHE /S « S
JERE > FATANIX 5 A% Y 45 5 B R BOR O TE T 2R B AR iR 4%
el R BT > 1K 2R BT H A RN R AT 0% o (ER SRR - TR RS R
B A BT R I A AR R BLE R A AR YRR AR E R A A T AR
WEIE R WATA A R B ARBEER KB HE R o BEAh - 0 HUHTIH 2 1 e N 7EF)
(R T T A A > FRATTAT LUK B 2007 4F B HT 2 THHEIBGH T 38500k 555 HAdl 55
WS 23 > TR X 26l 55 7 AR Y WA ASAS G2 — A2 35 I AFE S A 317 4%
PR R ANAEDL A > SR T ARREEPE Y A R 2 M A5 A > AT LR > 2007
AEET 2 THENA A R R S BATZ Kb B A — Sk

I\ ERRARRFART[E

ASCHIWEA PR UCEE T BOR R AT R BUH RA RSk 5 R 5 e 1 5+ 5
(Chen and Wang, 2004) - J H.B & Ik 2% YA 4 5 B R BOR R AW R IL 5 ) 124K
7> BORME AR PRGN 2 H A9 Rp 2k K B RE ) 77 T A A% T B BEAPE R SRR
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Abstract

This paper presents an empirical study of the role of the CSRC policy of disclosing
non-recurring items in earnings persistence and predictability, as well as how it works.
After analysing the earnings of listed companies within one phase from 1996 to 1998
and another from 2000 to 2004, we find that in the first phase, below-the-line items show
great positive persistence and positive predictive ability, which we call a persistence
and prediction anomaly. But it is possible that the CSRC regulation on disclosing non-
recurring items would help reduce the persistence and predictability of below-the-
line items, especially for companies with earnings management. We also discover that
improper disclosure of non-recurring items compared with below-the-line items does
not eliminate the prediction anomaly or improve earnings quality. Furthermore, invalid
disclosure produces another anomaly, namely the negative predictability of below-the-
line items, which lessens the regulatory effect of the related CSRC disclosure policy.
Finally, we compare the predictability of earnings in different disclosure modes for
disaggregating earnings and find that the mode of differentiating core earnings between
non-recurring earnings better shows the predictive ability of earnings. In a word, the
research in this paper will not only help investors better understand the earnings quality
of listed companies in China, but also benefit regulators in evaluating the current system
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Earnings Persistence and the Regulatory Effect of the CSRC Policy

l. Introduction

Earnings persistence is a key characteristic of earnings quality (Dechow and Dichev,
2002), on which basis the pricing of each earnings component may be explored. Lipe
(1990) defines persistence in terms of the autocorrelation in earnings: regardless of the
magnitude and sign of an earnings innovation, persistence captures the extent to which
the current period innovation becomes a permanent part of the earnings series (e.g. a
random walk is highly persistent, whereas a mean-reverting series has no persistence).
Earnings can be disaggregated into recurring earnings and non-recurring items based on
their different time-series properties. Accordingly, different earnings components have
different predictability, namely the ability of past earnings to predict future earnings
(Lipe, 1990). Theoretically, non-recurring items are transitory, unpredictable, and value
irrelevant (Ohlson, 1999). Burgstahler e al. (2002) demonstrate that special items are less
persistent than other earnings components; they also show significant differences between
the time-series properties of positive-versus-negative special items in that negative items
are more than completely transitory, reflecting interperiod transfers, whereas positive
items are less than completely transitory. Gu and Chen (2004) draw similar conclusions
that some non-recurring items are indeed persistent. Burgstahler ef al. (2002), Mochrle
(2002), and McVay (2004) consider that what misleads investors is that many listed
companies shift recurring expenses to the non-recurring component.

Chen and Wang (2004) find that below-the-line items? of Chinese listed companies
presented significant persistence and predictive ability from 1997 to 1999; they believe
this anomaly is related to earnings management as well as to China’s special institutional
background. But their empirical results also show that in 2000, below-the-line items
showed no predictability but were consistent with theoretical attributes. They do not
explain this change, which greatly attracts our attention. What we find is a great change in
the disclosure environment set by the China Securities Regulatory Commission (CSRC)
for listed companies. In December 1999, the CSRC required listed companies to add
the information of net income after deducting non-recurring items, as well as the details
and sums of non-recurring items in the notes of their financial reports. In April 2001,
the CSRC issued another special regulation on non-recurring items, which it later further
revised. Is the policy related to non-recurring items disclosure the reason for the 2000
change? If it is, then could separate disclosure of non-recurring items improve earnings
quality, and if so, how does it work? These unanswered questions have attracted us to

dig more deeply.

2 In US literature, earnings are always disaggregated according to GAAP-specified lines in the income

statement. Similarly, in China, the above-the-line item is operating income, while the below-the-line
items are investment, government subsidies, non-operating income, and non-operating expenses.
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With respect to other requirements on deducting non-recurring items from net
income,®* Xu et al. (2002), Wu (2006), and Meng et al. (2008) all find that the related
policies have a positive effect on regulating companies’ behaviour. Meanwhile, whether
net income after deducting non-recurring items is value relevant and able to help
investors in correct pricing has become another key issue (Li and Zhang, 2003; Meng
and Yuan, 2005). However, the said literature overlooks one crucial matter. Although the
policies play a role only in some companies that are in need of initial public offerings,
seasoned equity offerings, or withdrawal of the “ST” status (the symbol marked for
special treatment), the researchers fail to note that non-recurring items are still a tool of
earnings management for many other companies. For example, the criterion of whether
a company should be specially treated is not based on net income after deducting non-
recurring items; therefore, the policies related to deducting these items are incapable
of affecting earnings management motivated by other means, such as manipulating the
non-recurring items to smooth earnings or avoid losses. Net income after deducting non-
recurring items is thus not a universal regulatory guideline. Comparatively, the policy on
disclosing non-recurring items separately has a much greater regulatory effect, because
it can help inform users in differentiating the persistence and predictability of different
earnings components, and thereby in pricing them correctly.

In view of the above considerations, we believe that the new institutional
background provides a new perspective for reviewing the properties of below-the-line
items as well as a great chance to observe and evaluate the policy’s regulatory effect,
thereby extending Chen and Wang’s (2004) study. Thus, we focus on the role of the
CSRC policy on disclosing non-recurring items in earnings persistence and predictive
ability as well as on how it works. We find that (1) the CSRC policy on disclosing non-
recurring items helps to show the inherent earnings persistence and predictive ability; (2)
the policy prevents earnings management to a certain extent; (3) only with proper and
valid disclosure of non-recurring items can the CSRC policy have a regulatory effect;
and (4) differentiating between core earnings and non-recurring earnings shows better the
predictive ability of earnings. On the one hand, our study provides empirical evidence for
the effectiveness of the policy on disclosing non-recurring items; on the other hand, it
helps us confirm the earnings persistence and predictability of Chinese listed companies
in exploring further the pricing mechanism of each earnings component. Moreover,
the discussion of the two modes for disaggregating earnings components supports the
reformulation of the income statements of Chinese companies, which could enhance the

usefulness of financial reports and avoid a loss of regulatory effectiveness.

3 Since 2001, the CSRC has applied definite requirements in earnings quality for companies that want to
initiate public offerings, refinance (including seasoned equity offerings, rights issues, and convertible
company bonds), or withdraw the “ST” status. In short, all relevant criteria are based on the lower
of net income after deducting non-recurring items or net income.
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The remainder of the paper is organised as follows. The next section discusses
related literature, followed in the third section by a description of the institutional
environment in China surrounding the policy on disclosing non-recurring items and by
the development of the hypotheses. The fourth section describes the sample selected and
relevant data. The fifth section contains a preliminary analysis of the effect of disclosing
non-recurring items on the properties of below-the-line items. We further discuss the
mechanism of this effect in the sixth section, followed in the seventh by a comparison
between the two modes of disaggregating earnings. Finally, we draw our conclusions

and make conjectures about future studies.

Il. Literature Review

Many US-based studies document that clear disclosure of special items helps
investors see through earnings persistence and better understand a company’s growth.
Hanna (2001) examines the impact of special items on analyst forecasts of earnings and
finds an increasing error in these forecasts when special items exist. Gu and Chen (2004)
investigate the controversy over deviations of street earnings from GAAP earnings and
find that the non-recurring items analysts include in street earnings are more persistent
and have higher valuation multiples than the items they exclude. In addition, they suggest
that since the primary use of street earnings is to value a stock, analysts do have expertise
in processing earnings information, and certain items appear justifiably excluded. On the
other hand, relevant literature also discusses whether special items can persist into the
future. Burgstahler ef al. (2002) provide more evidence by simultaneously examining the
time-series properties and stock market pricing of recurring earnings versus special items.
Focusing on quarterly earnings, they demonstrate that special items are less persistent
than other earnings components; they also show significant differences between the time-
series properties of positive-versus-negative special items in that negative items are more
than completely transitory, reflecting interperiod transfers, whereas positive items are
less than completely transitory.

Clearly, security markets in developed countries are more mature than those in
China, and so is the information disclosure environment. But when investigating the
characteristics of transitory items, we should bear in mind that companies that have an
advantage on information may be driven to disclose their favoured “earnings”, which is a
universal rule. Therefore, some companies may manipulate transitory earnings to achieve
certain purposes. Walsh et al. (1991) find that Australia-listed companies use special
items as a tool for Big-Bath earnings management by transferring current profit to the
following period. Craig and Walsh (1989) find that some companies also manage special
items to smooth earnings within a period, such as by using some non-recurring losses
to lower net income when it goes up, and that big companies are more likely to do so.

Kinney and Trezvant (1997) document the differential reporting behaviour of firms with
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respect to positive-versus-negative special items. They find that negative items are more
likely to be reported separately in the income statement to emphasise their transitory
nature, while positive items tend to be reported together with other items and discussed in
notes to weaken their transitory nature. Jaggi and Baydoun (2001) investigate disclosure
of extraordinary and exceptional items in the Hong Kong securities market and find that
such disclosure is more likely to be a result of catering to market anticipation.

It is well known that special items are value-irrelevant and that analysts always
treat them as transitory earnings. But if companies disclose these items in a disciplined
manner, they might become part of permanent earnings. After examining the time-
series properties of special items, McVay (2004) finds that 7 per cent of special items
are persistent, which he thinks is a fake phenomenon resulting from some companies
transferring recurring expenses to non-recurring losses. Similarly, Burgstahler et al.
(2002) and Moehrle (2002) find the same evidence. McVay (2006) finds direct evidence
that earnings management by shifting classification exists in the US securities market.
For example, managers may opportunistically shift expenses from core expenses (cost
of goods sold and selling, general and administrative expenses) to special items. This
vertical movement of expenses does not change bottom-line earnings, but does overstate
core earnings. Therefore, earnings management is an important factor to consider when
we investigate the characteristics of transitory earnings.

Transitory earnings always take up a high proportion of the income statements of
Chinese listed companies, making them one of the most popular tools for manipulating
earnings. To present company performance comprehensively and authentically, as well
as to standardise the information disclosure of listed companies, in December 1999
the CSRC required all listed companies to append the information of net income after
deducting non-recurring items as well as their details and sums to their financial reports.
The policy drew much interest from both academics and practitioners, prompting much
literature to discuss the recognition and disclosure of non-recurring items. Meng (2003)
investigates the recognition criteria for, contents of, and disclosure status of non-recurring
items, and calls on regulators to make the recognition criteria more definite in order to
restrain earnings management. Wu and Cheng (2001) examine the disclosure of non-
recurring items in the first implementation year. Their evidence shows that the items
classified as non-recurring gains and losses by listed companies vary greatly, some of
which do not even comply with the theoretical and regulatory characteristics. They also
indicate that much of disclosure behaviour is substandard. Meng and Zhang (2003)
further discuss the items that non-recurring earnings might include, and point out some
problems of the existing policy in detail. They find that the non-recurring items disclosed
by Chinese listed companies are quite complicated and disordered; they also report

evidence for Big-Bath earnings management using non-recurring losses as a tool.
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Because transitory items are more vulnerable to earnings management in Chinese
listed companies (Wei and Jiang, 1998; Lu, 1999; Meng, 2003), the government always
keeps an eye on the capital market. Literature on the impact of non-recurring items
on earnings quality, however, is quite rare. Chen and Wang (2004) investigate the
persistence, predictive ability, and value relevance of operating income versus below-
the-line items in the Chinese securities market. From 1997 to 1999, below-the-line
items showed significant persistence and predictability, while in 2000 the predictability
disappeared, consistent with these items’ inherent properties. This change in predictability
before and after 1999 makes us wonder whether something important is being ignored.
When we explore the institutional environment that might result in some anomalies
(such as those found by Chen and Wang, 2004), we notice that more than one regulator
is in charge of the earnings classification and disclosure of Chinese listed companies.
But whereas Chen and Wang (2004) focus mainly on below-the-line items, which are
regulated by the China Accounting Standards, we bring in the CSRC as another crucial
regulator whose policies might affect earnings quality. Therefore, in the following
sections we discuss whether the CSRC policy of separately disclosing non-recurring

items has a regulatory effect on the properties of below-the-line items.

lll. Institutional Background and Hypotheses
Development

According to the concept of persistence put forward by Ramakrishman and Thomas
(1998), different income components have different degrees of persistence. A company’s
core earnings are always the permanent components, which represent the company’s
profitability, operating status, and growing capability, while its occasional income is of a
transitory nature, which is always vulnerable to earnings management. Since persistence
is a proxy of earnings quality, the more persistent the earnings, the higher their quality.
A company’s permanent earnings should also come from its main business and regular
operations. If a company’s main business is more stable, then the earnings related to
regular operations will be more persistent.

From the perspective of information on decision usefulness, investors use accounting
information to help predict the future or correct their existing expectations. Because
earnings of different persistence have different predictive ability, it is important to help
investors tell transitory earnings from the permanent ones. For example, if the more
persistent earnings are the source of high growth for a company, it will be able to sustain
growth, and the earnings of the following periods will be more predictable. In contrast,
if a business company’s growth depends on its transitory earnings, such as securities
investment, government subsidies, or non-operating gains, then growth will be more
temporary and the earnings less predictable. Hence, if investors are able to gain good

knowledge about the exact components of a company’s earnings, they will be better able
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to foretell a company’s future and determine a correct price, which is fundamental to
allocating resources in the capital market.

To make earnings more predictive, the key is to improve the earnings disclosure of
listed companies by clearly differentiating recurring from non-recurring items. Investors
should also clearly know the persistence of different items. As stated in the Objectives
of Financial Reporting by the Financial Accounting Standards Board (FASB), financial
reporting is intended to provide information that is useful to present and potential equity
investors, lenders, and other creditors in making decisions in their capacity as capital
providers, and one type of information concerns earnings and its components. Strong
and Walker (1993) find that the return-earnings relationship is improved if it is able to
differentiate extraordinary and exceptional items from the other earnings components.
Therefore, transitory items should not be mixed with recurring items, since this will
mislead investors in predicting a company’s future performance. Previously in the income
statements of Chinese listed companies, earnings were disaggregated into operating
income, investment income, government subsidies, and non-operating gains and losses
in accordance with the old China Accounting Standards. This rough disaggregation
was based mainly on the different sources of earnings, such as their business nature,
but neglected the persistence of earnings. Even after the concept of persistence was
introduced into China, the old China Accounting Standards did not consider it a criterion
for disaggregating earnings. Instead, it was another important regulator in the Chinese
capital market, the CSRC, who defined non-recurring items for the first time and caused
them to be compulsorily disclosed in the notes of financial reports as supplementary
information on earnings persistence. The requirements indicated that regulators were
giving additional attention to earnings persistence and predictability.

On 8 December 1999, the CSRC required all listed companies to append the
information on net income, after deducting non-recurring items, and the details and
sums of these items to their financial reports, in order to present a comprehensive and
authentic picture of company performance as well as to standardise the accounting
information disclosure of listed companies. Further, on 25 April 2001, the CSRC defined
non-recurring items in detail in the Information Disclosure Standardisation for Public
Listed Companies Q&AI: On Non-recurring Items (hereinafter “Q&A1”), stating that
non-recurring earnings are gains or losses which are not related to a company’s main
business or whose nature, sum, and frequency prevent fair evaluation of a company’s
operating results and profitability. Moreover, this version of Q&A1 lists six items that
should be included as non-recurring earnings and four items that might be non-recurring
earnings. In January 2004, February 2007, and October 2008, the CSRC issued some
additional series of regulations related to non-recurring items which revised the definition

of non-recurring earnings and the list of items.
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The 2004 revised Q&A1 provides a clearer definition of non-recurring earnings.
The list of these earnings has changed from six to 14 items, deleting the four items
previously listed as may-be-included. The 2007 revised Q&A1 lists 15 items according
to changes in the new China Accounting Standards. Compared with the 2004 edition,
the 2007 edition adds four new items, deletes three, and modifies six, with five items
remaining unchanged, which greatly reduces the freedom of listed companies to classify
non-recurring items. Seeking to resolve problems raised in the 2007 revised Q&Al, the
CSRC issued another regulation, the Explanation to Information Disclosure of Public
Listed Companies: On Non-recurring Items No. 1, which redefines non-recurring earnings
and supplements the list of items. In the new regulation, non-recurring earnings are
defined as transactions or gains/losses that are not related to a company’s regular business
or whose nature and frequency prevent fair evaluation of a company’s operating results
and profitability.

Theoretically, below-the-line items regulated by the China Accounting Standards
and non-recurring items defined by the CSRC are all transitory in nature. But if listed
companies use them as a tool to manipulate earnings, their inherent nature may be
distorted, as shown in Chen and Wang (2004). That is to say, transitory earnings might
take on persistence and predictability as a result of earnings management. But from the
perspective of regulators, it would help listed companies to better differentiate permanent
components and the transitory components of earnings, so as to mitigate earnings
management, if they required compulsory and standardised disclosure of non-recurring
items. As a result, the transitory components would show their theoretical character.

Therefore, we develop the following hypotheses:

Hla: After the CSRC regulation on compulsory disclosure of non-recurring
items was promulgated, below-the-line items became less persistent.
H1b: After the CSRC regulation on compulsory disclosure of non-recurring

items was promulgated, below-the-line items became less predictive.

As for the anomalous nature of transitory components, some literature finds evidence
that this is connected with earnings management. Burgstahler et al. (2002) find significant
differences between the time-series properties of positive-versus-negative special items:
negative items are more than completely transitory, reflecting interperiod transfers,
whereas positive items are less than completely transitory. The evidence shown by Chen
and Wang (2004) is consistent with this phenomenon. Since below-the-line items form
a high proportion of earnings in most Chinese listed companies, they are more likely
to be used as a tool to achieve the companies’ earnings goals (Jiang and Wang, 2003;
Wei et al., 2007; Chen and Yuan, 2004; Haw et al., 2005; Gao and Song, 2008). Since
2001, the definite earnings quality criteria that the CSRC has asked listed companies

to achieve if they want to refinance (including seasoned equity offerings, rights issues,



Meng, Yuan, and Gao

and convertible company bonds) or to apply to withdraw ST status have been based on
the lower of net income after deducting non-recurring items or net income. Although
Meng et al. (2008) find that the motivation to manipulate below-the-line items has been
weakened by those regulations, Wei et al. (2007) think that some fields remain without
regulation in which earnings management motivated by earnings smoothing and loss
avoiding still exists.

Companies with motivation to smooth earnings are more likely to manipulate
below-the-line items, especially those companies achieving positive net income for
two consecutive years and expecting net income to be positive in the third year; this
is because they can more easily meet the requirements of refinancing in the Chinese
stock markets, and because in the Chinese stock markets, investors also favour this type
of company more. Wei et al. (2007) show that non-recurring items are significantly
positive for companies with consecutive net income, which indicates that companies
with good performance will also manage earnings through non-recurring items for
certain purposes. Therefore, we consider that below-the-line items of good-performing
companies motivated by posting net income for consecutive periods will take on positive
persistence and predictability, because this type of company is more likely to “produce”
positive non-recurring items over several years. For loss companies who do not want to
be specially treated, they must assure they will not incur another year of loss. If they
post a loss in the current year, they will probably use negative below-the-line items to
increase the extent of the loss. Then in the following year, those items will revert to
turn the loss into profit. As a result, they successfully avoid loss for two consecutive
years, which would cause them to be specially treated in the stock market. We call this
type of behaviour as taking a Big Bath, and it always involves interperiod transfers of
expenses. For this type of company, below-the-line items will show negative persistence
and predictability (Chen and Wang, 2004).

Considering the two types of earnings management using below-the-line items as
a tool, we believe that the CSRC’s compulsory disclosure of non-recurring earnings,
particularly the definite list of items, will help to lessen earnings management because the
disclosure will make the cost of managing earnings much higher. Therefore, we suppose
that the regulation on disclosing non-recurring items will have an impact on restraining

manipulation of below-the-line items, and we develop the following two hypotheses:

H2a: After the CSRC promulgated the regulation on compulsory disclosure
of non-recurring items, the positive persistence and predictability of below-the-line
items were reduced for companies with consecutive net income motivation.

H2b: After the CSRC promulgated the regulation on compulsory disclosure of
non-recurring items, the negative persistence and predictability of below-the-line

items were mitigated for companies with a Big-Bath motivation.
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Considering the relationship between non-recurring items and below-the-line items,
both are transitory earnings and should be much but not exactly the same for a company;
this is highly expected by the regulator, who requires compulsory disclosure of non-
recurring items. If the two transitory earnings are of different signs, meaning that the
impact on net income runs in different directions, this is not what the CSRC intends,
and we call this improper disclosure of non-recurring items.* On the other hand, if the
sums of two transitory earnings are exactly the same for many companies, we consider
the disclosure of non-recurring items to be a conceptual conversion of below-the-line
items, which plays no role in providing additional useful information. We call this invalid
disclosure of non-recurring items.

From the perspective of information disclosure, regulations on compulsory
disclosure of non-recurring items are intended to provide additional useful earnings
information in order to help investors better evaluate the performance of listed companies.
But, as the advantageous side of insider information, listed companies will always make
their favoured disclosures based on their own interests (Kinney and Trezevant, 1997).
In particular, under unsound regulation, if the company does not disclose non-recurring
items according to regulations, it can probably hide some non-recurring items at will
and as a result manipulate below-the-line items more easily. In our opinion, earnings
management happens more often in companies with improper and invalid disclosure of
non-recurring items, which distorts the inherent properties of below-the-line items and

makes the policy less effective. Therefore, we develop the following hypotheses:

H3a: In the years under the CSRC regulations, below-the-line items of
companies with disclosure of non-recurring items show a lower predictive ability.

H3b: In the years under the CSRC regulations, when the two transitory
earnings are both income-increasing/decreasing, the anomalous predictability of
below-the-line items can be reduced.

H3c: In the years under the CSRC regulations, when disclosure of non-
recurring items provides additional useful information, the predictability of below-

the-line items can be reduced.

IV. Sample Selection and Descriptive Statistics

4.1 Sample Selection

Although the CSRC issued the regulation in December 1999 requiring all listed

companies to disclose information about non-recurring earnings, Wu and Cheng (2001)

4 Below-the-line items and non-recurring items belong to two different definitions. Because it might

be normal for them to be of different signs for a company, “improper disclosure” does not apply to
every company. But if this should happen to many companies, it would be a more universal proxy
for the mechanism that describes the effect of disclosing non-recurring items on the properties of
below-the-line items. The same is also true for the proxy of invalid disclosure.
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find that many kinds of items are deemed non-recurring by the listed companies, most
of which are not in accordance with the theoretical characteristics of non-recurring
items. Moreover, a variety of substandard disclosure behaviours greatly weakens the
reliability, comparability, and effectiveness of non-recurring items disclosure. Hoffman
and Zimmer (1994) additionally prove the ineffectiveness of a policy in its first year
of implementation. Therefore, we define the year 2000 as the first year of effective
implementation of the non-recurring earnings disclosure policy, and mainly analyse the
difference in earnings properties before and after 1999.

It is noticeable that Chinese listed companies began to implement the new
Accounting Standards in 2007, which weakens the comparability of earnings between
2006 and 2007 and other accounting periods. Thus, we remove the observations in 1999
and finally select the observations from 1996 to 1998 (before the policy) and those from
2000 to 2004 (after the policy) of all A-share non-financial listed companies as the
sample. After excluding missing data, we obtain 7,632 observations in total. All data
are taken from the Wind database and analysed with software package STATA 10.0.

In addition to the four below-the-line items (investment income, government
subsidy, non-operating income, and non-operating expense) listed in the Enterprise
Accounting System,’ the Wind database also provides two other items: prior-period
adjustments and other gains/losses. Because the two items are smaller in sum and lower
in frequency, we define them together as “other below-the-line items”. To eliminate the
impact of different company sizes, we scale all variables, such as net income, operating
income, and below-the-line items, by total assets at the end of the year. A positive

variable stands for income and a negative variable for expense.

4.2 Descriptive Statistics
4.2.1 Overview of Earnings Components

Table 1 shows the descriptive statistics of all variables. The means of net income,
operating income, and total below-the-line items scaled by total assets are respectively
0.0324, 0.0286, and 0.0038; operating income is also the major component of net income.
The median and mean of BI (total below-the-line items) are both significantly above
zero, indicating great transitory earnings that increase income, which is attributable
to the unique institutional background of China (Chen and Wang, 2004).° In addition,

although BI is smaller than OI (operating income) and takes a smaller percentage in

> The period of the selected sample is from 1996 to 2004, during which listed companies reported their
income statements according to the old China Accounting Standards despite the new China Accounting
Standards.

¢ Unlike managers in China, Kinney and Trezvant (1997) point out that managers of US firms are more
likely to report income-decreasing special items than income-increasing special items, and always
emphasise their transitory nature.
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NI (net income), its maximum of 0.8237 is close to that of OI, while its minimum of
-5.6530 is significantly smaller than that of OI. After analysing all components of B,
we easily see that NOE (non-operating expense) is the main reason for a negative BI,
also, the median and mean of /INV (investment income) and NOE are relatively larger

with greater variance, while the sum of other below-the-line items is quite small.

Table 1 Descriptive Statistics of the Whole Sample

Variable N Mean  Std Dev Min Median Max
NI 7632 0.0324 0.1670 -6.3377 0.0461 0.5135
ol 7632 0.0286 0.1117 -3.4834 0.0364 1.0074
BI 7632 0.0038 0.0886 -5.6350 0.0033 0.8237
INV 7632 0.0045 0.0528 -4.1163 0.0008 0.4603
SUB 7632 0.0024 0.0082 -0.0059 0.0000 0.4035
NOI 7632 0.0032 0.0143 -0.0005 0.0006 0.7888
NOE 7632 -0.0063 0.0533 -1.8281 -0.0010 0.0000
OTH 7632 -0.0001 0.0040 -0.1344 0.0000 0.1258

NI: income before taxes; OI: operating income; BI: total below-the-line items; /NV: investment
income; SUB: government subsidy; NOI: non-operating income; NOE: non-operating expense;
OTH: prior-period adjustments and other gains/losses. All variables are scaled by total assets at

the end of the year.

4.2.2. Description of Earnings Components in Each Year’

In Panel A of Table 2, the median of the percentage of OI in NI shows an increasing
trend, with 0.8066 in 1996 and 0.9705 in 2004, whereas B/ shows just the opposite,
with the median of its percentage in N/ being 0.1934 in 1996 and 0.0295 in 2004.

Among BI’s components, INV and NOI (non-operating income) act almost the same
as BI, representing a descending trend from 1996 to 2004. SUB (government subsidy)
takes a small percentage in NI, with a median of nearly 0 for most years; exceptions
are found for 2003 and 2004, in which the values are 0.0006 and 0.0002, respectively.
The proportion of NOE in NI varies from year to year, and OTH (other items) takes a

tiny percentage with a median of 0 for every year.

7 According to the signs, calculating the proportions of each component in net income can be classified
into one of four situations: (1) the component and net income are both positive; (2) the component is
positive while net income is negative; (3) the component is negative while net income is positive; (4)
both are negative. Among the four situations, only the proportions calculated in situations (1) and (4)
are meaningful. Since there are many variables, if we delete all observations that fall into situations
(2) and (4) when calculating each component, we will lose many of them; as a result, the test in the
latter sections will be impaired. Considering that the purpose of calculating the proportions of each
component is to draw an approximate picture, we choose the median as the main statistic to achieve
this goal.
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Table 2 Description of Earnings Components

Panel A: Median of Each Earnings Component by Year
1996 1997 1998 2000 2001 2002 2003 2004

OI/NI 0.8066 0.8555 0.8423 0.8702 0.9087 0.9456 0.9533 0.9705
BI/NI 0.1934 0.1445 0.1577 0.1298 0.0913 0.0544 0.0467 0.0295
INV/NI 0.1151 0.0709 0.0328 0.0452 0.0344 0.0075 0.0076 0.0013
SUB/NI 0.0000  0.0000 0.0000 0.0000 0.0000 0.0000 0.0006 0.0002
NOI/NI 0.0327 0.0267 0.0171 0.0195 0.0083 0.0065 0.0067 0.0067
NOE/NI  -0.0126 -0.0084 -0.0115 -0.0126 -0.0170 -0.0216 -0.0215 -0.0189
OTH/NI 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000 0.0000
N 470 666 766 992 1073 1143 1213 1309

Panel B: Comparison of Earnings Components between the Two Phases

Median OI/NI BI/NI ~ INV/NI ~ SUB/NI ~ NOI/NI NOE/NI  OTH/NI
PHASE =0 0.8410 0.1590 0.0624 0.0000 0.0238  -0.0104 0.0000
PHASE =1 09331 0.0669 0.0122 0.0000 0.0083  -0.0182 0.0000
z-test S14.01%%% 0 14.01%%%  14.36%F*  9.76%FF  13.16%**F  8.92%¥* (4]

The earnings variables are defined in Table 1; PHASE = 0 stands for years 1996 to 1998 with 1902
observations; PHASE = 1 stands for years 2000 to 2004 with 5730 observations; *, ** and ***

denote significance at the 10%, 5%, and 1% levels in two-tailed T tests, respectively. The same

denotations apply in the following tables.

V. The Regulatory Effect of Disclosing Non-recurring
Items

5.1 The Effect on Income Structure

To test the effect of compulsory disclosure of non-recurring earnings required by
the CSRC in 1999, we divide the sample into two phases to examine the changes in
income structure before and after 1999. That is to say, PHASE 0 represents the period
before 1999, and PHASE 1 the period after 1999.

Panel B of Table 2 describes the median of the proportion of each variable in NI.
In the second phase, the percentage of OI in NI significantly improves (at the level of 1
per cent, Mann-Whitney test), while the percentage of BI in NI significantly declines (at
the level of 1 per cent, Mann-Whitney test). In detail, /NV and NOI are consistent with
BI, while SUB and NOE indicate an opposite trend, and OTH shows no obvious trend.
Regarding income structure, following the regulation, we see that the income-increasing
below-the-line items decline, while the income-decreasing ones abnormally increase. We
think, based on this phenomenon, that the importance of the income-increasing below-

the-line items has been greatly reduced since the earnings quality criterion related to



Earnings Persistence and the Regulatory Effect of the CSRC Policy

net income, after deducting non-recurring earnings, has an increasingly greater influence
on the listed companies. This reflects the policy orientation effect of the regulations on

accounting information disclosure.?

5.2 The Effect on Earnings Properties

5.2.1 Preliminary Test of the Policy’s Effectiveness

Some literature (Kormendi and Lipe, 1997; Easton and Zmijewski, 1989; Collins and
Kothari, 1989) defines earnings persistence as the coefficient of earnings responding to
the stock price. Lipe (1990), on the other hand, defines it in terms of the autocorrelation
in earnings: regardless of the magnitude and sign of an earnings innovation, persistence
captures the extent to which the current period innovation becomes a permanent part of
the earnings series (a random walk is highly persistent, while a mean-reverting series has
no persistence). He also defines predictability as the ability of past earnings to predict
future earnings. We borrow these definitions from Lipe (1990) and build new models
based on the autocorrelation model and prediction model (Chen and Wang, 2004),

disaggregating the components of BI, to analyse the predictive ability of each component.

Xa=a+aX +& (1
NI, =y +BOI,+ BB, +¢ 2
NI, =y, + 70l +y,INV, +y,SUB, + y,NOI, + y;NOE, +y,OTH, + ¢ 3)

To examine the differences in the persistence and predictive ability of Bl between
PHASE 0 and PHASE 1, we extend the above models by adding two variables: a dummy
variable PHASE and its interactive variable with BI.

X, =a,+a X, +a,PHASE + o, X, * PHASE + ¢ (4)
NI, = B, + BOI, + B,BI, + B,PHASE + 3,01, * PHASE + .BI, * PHASE + ¢ (5)
NI, =y, +70I +7,INV, +y,SUB, + y,NOI, + y;NOE, + yOTH, +

v, PHASE + y,OI, * PHASE + y,INV, * PHASE + y, SUB, * PHASE +

y,NOI, * PHASE + y,,NOE, * PHASE + y,;,OTH, * PHASE +*¢, (6)

where X, represents each component of earnings, and each variable is scaled by total

assets at the end of the year. Tables 3 and 4 show the regression results.

8 This paper does not rule out the possibility that the manner of earnings management varies with the

policy.
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Table 3 Persistence of Each Earnings Component in Two Phases

PHASE =0 PHASE =1 Pooled Sample
Variable a, R? a, R? a, a, a, R?
NI 0.614%** 0.276 0.234*** 0.032 0.614*** -0.010*  -0.380*** 0.050
13.58 3.37 13.58 -1.92 -4.54
ol 0.717#** 0.378 0.335%** 0.069 0.717#** -0.003  -0.383*** (.100
16.68 3.65 16.69 -0.68 -3.79
BI 0.237%** 0.048 0.025 0.000 0.237#** -0.016*** -0.212**  0.007
4.52 0.40 4.52 -8.28 -2.48
INV 0.313*** 0.097 0.043 0.001 0.313%** -0.006*** -0.269*** 0.008
4.29 0.94 4.30 -5.31 -3.14
SUB 0.383*** 0.122 0.248**  0.060 0.383*** -0.001* -0.136 0.074
5.86 2.21 5.87 -1.74 -1.05
NOI 0.330%** 0.060 0.082 0.005 0.330%** -0.001*  -0.249*** 0.018
5.78 1.57 5.78 -1.82 -3.66
NOE 0.229** 0.039 0.192%** 0.024 0.229** -0.006*** -0.037 0.026
2.30 2.63 2.30 -5.56 -0.30
OTH -0.035 0.001 0.137 0.021  -0.035 0.000 0.172 0.005
-0.91 1.08 -0.91 0.85 1.30
N 1902 5730 7632

The earnings variables are defined in Table 1; PHASE = 0 stands for years 1996 to 1998, and
PHASE = 1 for years 2000 to 2004; for the pooled sample, the t-statistics of the regression
coefficients are calculated based on clustered standard errors; the same is presented in the next

few tables.

In Table 3, compared with BI, OI shows a higher persistence in both PHASE 0
and PHASE 1, and the model has a high R*> When we divide the sample into two
phases, we find that, before 1999, B[ and its components (except for OTH) all have
high autocorrelation coefficients, with values of 0.237, 0.313, 0.383, 0.330, and 0.229
(all significant); each autocorrelation model also has high goodness of fit, indicating
high earnings persistence. This is just the opposite of the viewpoint of the nature of
transitory earnings (Ohlson, 1999), but is the same as the anomaly found by Chen and
Wang (2004). After 1999, however, when the CSRC required all listed companies to
disclose non-recurring items, the coefficient of B/ is reduced to 0.025 and is insignificant,
indicating that it is no longer persistent. Using the pooled sample data, we see a
significant difference in the coefficient of Bl between the two phases; the coefficients of
each component of BI are respectively 0.043, 0.248, 0.082, and 0.192, showing lower
persistence. Moreover, the coefficients of SUB and NOI are both significantly different
between the two phases, which supports Hla. It is noticeable that SUB and NOI are still
persistent in PHASE 1, with small changes in coefficients. This accords with the fact that

Chinese listed companies enjoy lots of fiscal subsidies from local governments (Chen
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and Li, 2001; Wei et al., 2007), and that they manipulate earnings through disposing
or writing off assets and through other non-operating income or expenses (Wei et al.,
2007).

In both phases in Panel A of Table 4, OI has a larger coefficient than B/ (significant
at the 1 per cent level, F-test), indicating that OI is more closely related to future earnings
and thus more predictive in accordance with the theory. Analysing the coefficients of
BI in both phases, we find that in PHASE 0 BI shows stronger predictability with a
coefficient of 0.274 (significant at the 1 per cent level), which accords with the conclusion
of Chen and Wang (2004), representing the anomaly of Bl. In PHASE 1, on the other
hand, BI has a small negative coefficient of -0.107 (significant at the 5 per cent level). The
predictive ability of Bl in both phases is thus significantly different, thereby supporting
Hlb.

But we also find that although the predictability of BI disappears, a new anomaly
emerges — negative predictability,” which is in contrast to its theoretical properties. To
see clearly how the predictive ability of BI varies, we examine predictability from year
to year. The results in Panel C of Table 4 show that B/ has a significantly positive
relationship with future earnings from 1996 to 1998, indicating strong predictability,
but an insignificant relationship from 2000 to 2001, which is the inherent theoretical
property of BI. Consistent with the results in Panel A, the coefficient of B/ turns out
to be significantly negative from 2002 to 2004, along with a growing coefficient of OI.
Although the fact that BI’s persistence keeps declining arouses much interest, its growing
negative coefficient concerns us. We have to doubt that it is likely because companies
are using new means of earnings management to ensure the persistence of OI. If so, the
regulatory effect of disclosing non-recurring items is lessened, indicating a bad economic

consequence of policy orientation.

5.2.2 Analysis of the Change in Bl’s Predictability

After disaggregating BI, we find some rules from Panel B of Table 4. In PHASE
0, the coefficients of INV, SUB, NOI, and NOE are 0.272, 0.646, 0.753, and -0.867,
respectively (all significant), while OTH is unrelated to future earnings (an insignificant
coefficient). Hence, the negative correlation between BI and future earnings begins as
early as before the regulation, rather than only in PHASE 1, indicating that it is not a
bad economic consequence of policy orientation. DeAngelo et al. (1992), Burgstahler
et al. (2002), McVay (2004), and Chen and Wang (2004) demonstrate that transitory
earnings have predictability as a result of interperiod transfers of expenses. Chinese listed
companies placed greater importance on N/ before 1999, and thus they tended to improve

it by manipulating transitory earnings (Wei and Jiang, 1998; Lu, 1999), resulting in the

° This is the negative correlation between current earnings and future earnings (Chen and Wang, 2004).
Such negative predictability is reflected mainly in the cross-period transfer of expenses. For example,
companies with Big-Bath motivation tend to disclose a large amount of expenses to show a huge loss
in the current period, and reverse the expenses in the following period to record a profit, resulting
in a negative relationship between earnings before and after.
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positive persistence and predictability of INV, SUB, and NOI. On the other hand, Lu
(1999) finds interperiod transfers in Big-Bath—motivated listed companies, resulting in a
reversal of NOE (Chen and Wang, 2004). In addition, because many regulations use net
income as an important indicator, companies regularly manipulate earnings through B/
to improve performance, causing B/ to have a positive predictive ability (BI’s coefficient
in PHASE 0 of Model 2 is 0.274, significant at the 1 per cent level).

In PHASE 1, the coefficients of INV, SUB, and NOI decrease to 0.035, 0.129, and
0.290, respectively, and are all insignificant, indicating an unobvious predictability.
The absolute value of NOE’s coefficient diminishes, showing a diminished negative
correlation with future earnings. OTH’s coefficients are insignificant in both phases,
indicating a non-predictive ability consistent with its inherent properties. We believe
that implementing the disclosure of non-recurring items results in increasingly greater
importance of the earnings quality criterion related to net income after deducting non-
recurring items, and it then changes the companies’ motivation to manage earnings. That
is to say, companies find that they can no longer meet the requirements of regulators
by improving profits only through transitory earnings, which reduces the persistence and
predictability of BI such as INV, SUB, and NOI and hence ameliorates the anomaly of
BI. As for the reduced negative predictability of NOE, we believe that this results from
increases in the costs of earnings management as a result of implementing the policy on
disclosing non-recurring items, which greatly reduces the interperiod transfer of the Big
Bath. Moreover, the anomaly of the persistence of each component of B/ has greatly

diminished, also indicating the effectiveness of the regulations,'® and so supports H1b.

Table 4 Predictability of Each Earnings Component
Panel A: Predictability of Of and B/ in Two Phases

PHASE = 0 PHASE =1 Pooled Sample
Variable coefficient ~ t-statistic  coefficient  t-statistic  coefficient  t-statistic
ol 0.667***  14.41 0.495%** 3.98 0.667***  14.42
BI 0.274%** 2.98 -0.107** -2.25 0.274%** 2.98
PHASE -0.018%** -3.02
OI*PHASE -0.172 -1.32
BI*PHASE -0.382%** -3.58
Constant 0.015%** 4.10 -0.003 -0.65 0.015%** 4.10
N 1902 5730 7632
Model F-statistic 103.99%** 8.25%** 91.06%**
R? 0.287 0.054 0.071
F-test 17.89%*%* 16.35%** 17.91%**

10 Another possibility for the reduction of the negative predictability of NOE is that companies tend
to shift recurring expenses as non-recurring items in order to improve core earnings. Therefore, the
persistence of NOE improves, indicating the reduction of its negative relationship to future earnings.
The effectiveness of the regulation cannot, however, be denied because the persistence of the income-
increasing below-the-line items does disappear.
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Panel B: Predictability of Each Below-the-line Item

PHASE =0 PHASE =1 Pooled Sample

Variable coefficient  t-statistic  coefficient  t-statistic  coefficient  t-statistic
ol 0.700%**  14.55 0.55]%** 3.97 0.700***  14.56
INV 0.272%* 2.24 0.035 0.58 0.272%* 2.24
SUB 0.646%** 3.39 0.129 0.54 0.646%** 3.39
NOI 0.753%** 3.70 0.290 1.48 0.753%** 3.70
NOE -0.867* -1.70 -0.319%** -1.97 -0.867* -1.71
OTH 0.238 1.08 -0.744 -0.32 0.238 1.08
PHASE -0.015%* -2.07
OI*PHASE -0.149 -1.03
INV*PHASE -0.237* -1.89
SUB*PHASE -0.516 -1.60
NOI*PHASE -0.463 -1.63
NOE*PHASE 0.548 1.03
OTH*PHASE -0.982 -0.42
Constant 0.007* 1.77 -0.008 -1.29 0.015%* 2.42
N 1902 5730 7632

Model F-statistic 39.91%** 3.72%%* 45.29%%**

R? 0.301 0.057 0.074

Panel C: Predictability of O and BI by Year

Ol BI
Year coefficient t-statistic coefficient t-statistic N F-statistic ~ Adj. R?
1996 0.736%**  16.67 0.323*** 297 470 141.39%**  (.375
1997 0.849%** 18.71 0.300%**  2.82 666 177.78%** 0.347
1998 0.552%**  14.32 0.276%* 235 766 114.40%**  0.229
2000 0.666%**  6.66 -0.067 -0.31 992 23.61%** 0.044
2001 0.396%** 514 0.178 1.01 1073 28.74%** 0.049
2002 0.208***  6.91 -0.049%* 2,07 1143 24.18%** 0.039
2003 0.454***  7.00 -0.152* -1.68 1213 24.47*%** 0.037
2004 0.808*** 10.98 -0.264%* 2,17 1309 67.25%**% 0.092

The earnings variables are defined in Table 1; PHASE = 0 stands for years 1996 to 1998, and
PHASE =1 for years 2000 to 2004; the F-test is a test of coefficient equality between O and BI.

To simplify Panel B, we present the results without the constant variable.
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5.3 Restriction on Earnings Management from Regulations

From comparing the two phases above, we see that the regulation has played an
important role in reducing the predictability of BI. But plenty of literature points out that
transitory earnings such as B[ are an important tool of earnings management in China
(Jiang and Wang, 2003; Wei et al., 2007; Chen and Yuan, 2004; Haw et al., 2005; Gao
and Song, 2008). To see clearly the regulatory effect of the policy, we add two dummy
variables CP and BB, respectively, representing the consecutive net income motivation
and the Big-Bath motivation."" In detail, when N/, > 0 and NI, > 0, CP, = 1, and 0
otherwise;'” when OI, < 0 and BI, < 0, BB, = 1, and 0 otherwise.”* Considering the effect
of earnings management on B/, we add the two motivations and their interaction terms
with BI into the persistence model and the prediction model. The extended models are
as follows:

Bl = a, +a,BI, + @,CP. + a,BB, + &, PHASE + a,BI, * CP. +

ayBI, * BB, + a,BI, *CP. * PHASE + a,Bl, * BB, * PHASE + ¢ (7)

t+1

NI

t+1

= B, +BOI, + B,BI, + B,CP. + 5,BB, + S, PHASE + 3,BI, *CP. +
,BI, * BB + B,BI, * CP. * PHASE + f3,BI, * BB* PHASE + ¢ )

Table 5 Properties of Bl with Earnings Management

Panel A: Persistence of B/ with Earnings Management

PHASE =0 PHASE = 1 Pooled Sample

Variable coefficient  t-statistic  coefficient  t-statistic  coefficient  t-statistic
BI 0.088 0.78 -0.472%* -2.35 -0.445%* -2.19
CP -0.002 -0.45 -0.001 -0.37 -0.004 -0.93
BB 0.003 0.48 -0.056%** -3.50 -0.049%** -3.49
PHASE -0.014%%* -7.55
BI*CP 0.360%** 2.94 0.811%%* 7.28 0.772%%* 3.75
BI*BB -0.311%* -2.20 0.460* 1.89 -0.200 -0.81
BI*CP*PHASE 0.029 0.22
BI*BB*PHASE 0.638%** 481
Constant 0.009%* 1.84 0.001 0.22 0.016%** 3.40
N 1902 5730 7632

Model F-statistic 35.16%** 27.43%%* 57.07%**

R? 0.116 0.030 0.033

F(BI + BI*CP) 148.30%** 6.87*** 42 10%**
F(BI + BI*BB) 6.06%* 0.04 19.66%**
F(BI + BI*CP + BI*CP*PHASE) 7.27%**
F(BI + BI*BB + BI*BB*PHASE) 0.01

"' The motivations in these situations are both related to earnings manipulation, without emphasising
net income after deducting non-recurring items.
12" This is consistent with the judgment on consecutive profit in Wei ef al., (2007); we have also tested
the variable’s robustness. When CP, = 1 represents NI > 0, NI, > 0, and NI, > 0, it does not
influence the conclusion.

This is consistent with the variable designed in Chen and Wang (2004); we have also tested its

robustness. If BB = 1 represents N/, < 0 and NI, > 0, it does not influence the conclusion.
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Panel B: Predictability of B/ with Earnings Management

PHASE =0 PHASE =1 Pooled Sample
Variable coefficient  t-statistic  coefficient  t-statistic  coefficient  t-statistic
ol 0.695%** 12,13 0.322%* 2.32 0.355%** 2.68
BI 0.533%** 2.75 0.062 0.30 0.097 0.51
CP 0.032%* 2.04 0.037%%* 4.79 0.036%** 5.02
BB 0.023 1.01 -0.114%*x* -3.73 -0.097*** -3.53
PHASE -0.025%** -5.31
BI*CP 0.047 0.22 0.163 1.10 0.120 0.70
BI*BB -1.255%*x* -3.84 -0.210 -0.82 -1.288%** -3.38
BI*CP*PHASE 0.049 0.43
BI*BB*PHASE 1.036%** 3.32
Constant -0.023 -1.56 -0.018** -2.50 0.004 0.48
N 1902 5730 7632
Model F-statistic 48.14%** 18.85%** 32.91%**
R? 0.310 0.087 0.100
F(BI + BI*CP) 56.74%%* 3.50* 2.90%*
F(BI + BI*BB) 7.87%%x 4.09%* 15.00%**
F(BI + BI*CP + BI*CP*PHASE) 5.24%%*
F(BI + BI*BB + BI*BB*PHASE) 4 40%*

The earnings variables are defined in Table 1; PHASE = 0 stands for years 1996 to 1998, and
PHASE =1 for years 2000 to 2004; CP and BB are dummy variables, respectively, representing
the consecutive net income motivation and the Big-Bath motivation. In detail, when NI, > 0 and
NI, >0, CP, =1, and 0 otherwise; when O/, < 0 and BI, < 0, BB, = 1, and 0 otherwise.

In Panel A of Table 5, the F-test of (Bl + BI*CP = () shows that before the
regulation, the persistence coefficient of BI for companies with the consecutive net
income motivation is 0.448 (0.088 + 0.360 = 0.448), significant at the 1 per cent level,
while its coefficient for predicting future earnings is 0.580 (0.533 + 0.047 = 0.580), also
significant at the 1 per cent level, both of which reflect high-level earnings management.
Comparatively, after the regulation, the coefficients of the two models are reduced to
0.339 (-0.472 + 0.811 = 0.339) and 0.225 (0.062 + 0.163 = 0.225), with significance at
the 1 per cent and 10 per cent levels. The results indicate that compared with PHASE
0, the persistence and predictability of below-the-line items in PHASE 1 are reduced,
reflecting mitigated earnings management. But the interaction term BI*CP*PHASE in the
two models also shows that the differences in persistence and predictability of below-the-
line items are insignificant between the two phases. As a result, the evidence supports

H2a only to a certain extent.
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For companies with the Big-Bath motivation, the F-test of (B/ + BI*BB = () shows
that before the regulation, the coefficient for persistence of BI is -0.223 (0.088 — 0.311
= -0.223), significant at the 5 per cent level, while its coefficient for predicting future
earnings is -0.722 (0.533 — 1.255 = -0.722), significant at the 1 per cent level, also
reflecting high-level earnings management. But after the regulation, the F-test of (Bl +
BI*BB = 0) shows that the persistence of below-the-line items is no longer significant in
that the coefficient for predictive ability becomes -0.148 (0.062 — 0.210 = -0.148) with
significance at the 5 per cent level, showing a great reduction in Big-Bath—motivated
earnings management. The results thus indicate that the regulation on disclosing non-
recurring items is effective. Moreover, the interaction term B/*BB*PHASE in the two
models expresses a significant difference in the persistence and predictability of below-

the-line items between the two phases, thus supporting H2b.

5.4 Impact of the Enterprise Accounting System

When discussing changes in the persistence and predictability of below-the-line
items, we also notice another transformation in the institutional environment, namely, the
Enterprise Accounting System, which was implemented on 1 January 2001. Compared
with the Accounting System for Limited Corporations promulgated in 1998, one of
its most important changes is its requirement that companies apply the write-off rule
to property, plant, and equipment, constructions in progress, intangible assets, and
entrust loans (hereinafter “four new write-off items”), apart from the four old write-off
items, which are accounts receivable, inventory, short-term investment, and long-term
investment. The four new write-off items may have a systemic influence on below-
the-line items and further affect their persistence and predictability.'* To eliminate the
influence of accounting system transformation, we design two more variables, WR and
BI_WR, which stand for the sum of the four new write-off items' scaled by total assets,
and the new BI after deducting WR, respectively. In PHASE 0, the sums of B/ and BI_
WR are exactly the same, while they differ in PHASE 1. Therefore, we obtain the new
Models 9 and 10 based on Models 4 and 5.

BI _WR,,, = a,+a,BI _WR, +a,PHASE + a,BI _WR, * PHASE + ¢ )

Nlt+l = ﬂo + ﬁlojz +ﬂzBl —WRr + ﬂSWRt + ﬁ4PHASE +
Bs01, * PHASE + BBl _WR, * PHASE + ¢ (10)'6

Applying the conservatism principle may make earnings persistence and predictability decline (Basu,
1997; Ball and Shivakumar, 2006).

We calculate the sum of the four new write-off items by deducting their beginning balance from their
ending balance.

' Since WR is 0 for the companies before 1999, there is no need to bring WR*PHASE into the models.
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Table 6 Properties of Bl with Impact of the Enterprise Accounting System

Panel A: Persistence of BI after Deducting the Four New Write-off Items

PHASE =0 PHASE =1 Pooled Sample

Variable coefficient  t-statistic  coefficient  t-statistic  coefficient  t-statistic
BI_WR 0.237%** 4.52 0.016 0.30 0.237%** 4.52
PHASE -0.018%** -9.13
BI_WR*PHASE -0.221%** -2.80
Constant 0.011%** 1242 -0.007 -4.19 0.011%** 1243
N 1902 5730 7632

Model F-statistic 20.45%** 0.09 61.07%%*

R? 0.048 0.000 0.008

Panel B: Predictability of BI after Deducting the Four New Write-off Items

PHASE = 0 PHASE =1 Pooled Sample

Variable coefficient  t-statistic  coefficient  t-statistic  coefficient  t-statistic
ol 0.667***  14.41 0.486%** 3.54 0.667***  14.42
BI_WR 0.275%** 2.98 -0.110%** 2211 0.275%** 2.98
WR -0.343 -0.62 -0.343 -0.62
PHASE -0.017%** -2.62
OI*PHASE -0.182 -1.27
BI_WR*PHASE -0.385%** -3.54
Constant 0.015%** 4.10 -0.002 -0.42 0.015%** 4.10
N 1902 5730 7632

Model F-statistic 103.99%** Q.27 75.83%**

R? 0.287 0.054 0.071

F-test 17.89%** 15.05%** 17.90%**

The earnings variables are defined in Table 1; PHASE = 0 stands for years 1996 to 1998, and
PHASE =1 for years 2000 to 2004; WR stands for the four new write-off items required by the
2001 Enterprise Accounting System; BI_WR stands for new BI after deducting WR.

As we see from Panel A in Table 6, after deducting the four new write-off items
from below-the-line items, the autocorrelation coefficient of BI_WR is 0.016, without
significance, and that of BI_WR*PHASE is -0.221, which is significant at the 1 per cent
level. This indicates a significant difference in the persistence of below-the-line items
between the two phases, even after deducting the influence of the accounting standards
change, which is consistent with the results in Table 3. Similarly, as shown in Panel B
of Table 6, the coefficients of BI_WR and BI_WR*PHASE in Model 10 are -0.110 and
-0.385, with significance at the 1 per cent and 5 per cent levels, indicating a significantly
lower predictability of BI_WR in PHASE 1, consistent with the results in Panel A of
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Table 4. In a word, despite the difference in accounting standards, the tests on the
effectiveness of the regulation on disclosing non-recurring items are robust.
Meanwhile, considering that other institutional environment changes around 2000
might also affect earnings properties, such as the law related to improving the quality
of disclosure information for listed companies, we analyse the regulatory effect at the
firm level. We therefore design another three dummy variables for the following three
situations: whether non-recurring items are disclosed, whether the signs of below-the-line
items and non-recurring items are the same, and whether the sum of the two transitory
earnings are exactly the same, to further explore the effect of disclosing non-recurring
items on earnings persistence and predictability, and in hopes of finding more evidence

about how it works.

VI. Further Tests of the Regulatory Effect

In view of the above, we discuss only changes in the persistence and predictability of
below-the-line items between the two phases. To eliminate the effect of other institutional
changes, we focus on PHASE 1, which is the period after the CSRC required listed
companies to disclose non-recurring items. Firstly, we obtain the total sums of non-
recurring items from the Wind database. Then we collect the detailed sums of each item
from the listed companies’ financial reports and check with those taken from the Wind
database. After deleting those observations for which the difference in the two sums does
not meet our criterion of less than 1000 renminbi, we finally obtain 4569 observations

over a five-year period from 2000 to 2004 as our further sample.

6.1 Description of Non-recurring Items Disclosed

Among the 4569 observations, there are 4424 observations with disclosed non-
recurring items and 145 observations without, forming a proportion of 3.17 per cent.
Since listed companies were required to disclose non-recurring items from 1999, the
2000 disclosure is still not very standardised. Looking at the distribution of the 145
observations, we find most of them in 2000, for which there are 111 observations of non-
disclosure of non-recurring items; this number declines dramatically after 2000. There
are respectively 20, 12, and 2 observations from 2001 to 2003, while none is found in
2004.

The details of the non-recurring items disclosed vary from one company to another,
and are quite different from what the CSRC requires. It even happens that some
companies disclose non-recurring items only as non-operating income or expenses in
their income statements without any new information. Because there are so many kinds
of non-recurring items, we split them into two categories, namely positive items (non-
recurring gains) and negative items (non-recurring loss). As we can see from Panel A

of Table 7, the mean numbers of the two categories both increase gradually from 2000
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to 2004, which implies that the non-recurring items disclosed by listed companies are
becoming increasingly standardised and clearer in content. Meanwhile, the mean sum
of positive non-recurring earnings per item per company is quite stable during the five
years, while that of the negative fluctuates and its absolute mean shows a growing trend.
This fluctuation of negative items might be the reason for the trend of a decline in the

total number of non-recurring items per company.

Table 7 Description Statistics of Non-recurring Items

Panel A: Disclosure of Non-recurring Items by Year
Year 2000 2001 2002 2003 2004

Disclosure N 648 826 916 958 1076
NUM_NRE  2.6960  3.5981 3.7631  4.9436  4.8039

NUM_POS_NRE  1.7762  2.0896  2.0546  3.0898  2.8281
NUM_NEG_NRE  0.9198 1.5085 1.7085 1.8539 1.9758

NRE  0.0063  0.0013 -0.0087  0.0037  0.0028

POS_NRE  0.0088  0.0081  0.0064 0.0094 0.0088

NEG_NRE -0.0025 -0.0068 -0.0151 -0.0057 -0.0060

Non-disclosure N 111 20 12 2 0

Panel B: Description of Non-recurring Items Disclosed

Variable N Mean  Std Dev Min  Median Max
NUM_NRE 4424 4.0848 2.0066 1 4 14
NUM_POS_NRE 4424 2.4326 1.4187 0 2 10
NUM_NEG_NRE 4424 1.6521 1.1443 0 1 9
NRE 4424 0.0008 0.0963  -5.6504 0.0012 0.8237
POS_NRE 4424 0.0083 0.0246 0.0000 0.0028 0.8315
NEG_NRE 4424 -0.0075 0.0943  -5.6531  -0.0010 0.0000
NRE (NRE > 0) 2979 0.0093 0.0262 0.0000 0.0035 0.8237
NRE (NRE < 0) 1445  -0.0166 0.1629  -5.6504  -0.0013 0.0000
Test of (NUM_POS_NRE = NUM_NEG_NRE) t = 32.09%%* z = 9,95%**

Test of (POS_NRE = absolute NEG_NRE) t=0.58 z=27.16%**

NUM_NRE: the number of total non-recurring items disclosed; NUM_POS_NRE: the number of
positive non-recurring items disclosed; NUM_NEG_NRE: the number of negative non-recurring
items disclosed; NRE: total sum of non-recurring items scaled by total assets; POS_NRE: sum of
positive non-recurring items scaled by total assets; NEG_NRE: sum of negative non-recurring items

scaled by total assets.

As shown in Panel B of Table 7, for the 4424 observations with disclosure, the

mean number of positive non-recurring items per company per year is 2.4326, and that
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of negative non-recurring items is 1.6521. In addition, there are significant differences
between the two categories (both the t-test and Mann-Whitney test are significant at
the 1 per cent level). The mean sum of positive non-recurring earnings scaled by total
assets is 0.0083, while that of the negative is -0.0075. Although there is no significant
difference between their absolute means, their absolute medians differ significantly at the
1 per cent level according to the Mann-Whitney test. Furthermore, considering the value
of total non-recurring earnings scaled by total assets, the mean is 0.0008 for the 4424
observations, 0.0093 for the 2979 observations with positive total non-recurring earnings,
and -0.0166 for the 1445 observations with negative total non-recurring earnings. From
these, we can state that listed companies are more likely to disclose positive non-recurring
items, but when they disclose negative non-recurring items, the absolute value is often
high.

6.2 Relationship between NRE and B/
6.2.1 Relationship of Sums

In view of their content, non-recurring earnings are mostly included in below-the-
line items, although some may be reflected in other operating income, administrative
expenses, or financial expenses. In this sense, non-recurring items and below-the-line
items are quite closely related but not exactly the same.

As we investigate the sum, the mean and median of non-recurring earnings (NRE)
are both smaller than those of B/, with the t-test and Mann-Whitney test both significant
at the 1 per cent level. Furthermore, the mean and median of positive non-recurring items
are also significantly smaller (t-test and Mann-Whitney test at the 1 per cent level) when
compared with those of positive below-the-line items, whereas the opposite is seen when
comparing the absolute means and medians between the two neg59ative items. It is not
a coincidence that the absolute sums of positive and negative non-recurring items are
both smaller than those of below-the-line items. Thus we conclude that listed companies
would rather disclose fewer non-recurring items than below-the-line items. Panel A of
Table 8 also shows that the relationship between the two negative items is stronger than
that between the positive ones; the Pearson coefficient and Spearman coefficient for their

total sums are 0.971 and 0.600, respectively.

6.2.2 Relationship of Signs

We design another variable NRE/BI for the ratio of total non-recurring earnings
divided by below-the-line items. We find that among the 4424 companies disclosing
non-recurring items, there are 3309 observations with positive NRE/BI and 1015 with

negative NRE/BI. The means for the two categories (positive and negative NRE/BI) are
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3.6167 and -13.7089, with medians of 0.7689 and -0.4148. The results also show that
74.8 per cent of observations have non-recurring items and below-the-line items in the
same sign, meaning that both of them are either income-increasing or income-decreasing.

Meanwhile, as Panel B of Table 8 shows, we find that when the signs of non-
recurring items and below-the-line items differ, their means are insignificantly different,
whereas the medians are significantly different at the 1 per cent level under the Mann-
Whitney test. But when they are of the same sign, the means and medians are both
significantly different at the 1 per cent level under the t-test and Mann-Whitney test,
indicating that even both of the transitory items are either income-increasing or income-

decreasing, and so a huge difference does exist.

Table 8 Comparison of Non-recurring Items and Below-the-line Items

Panel A: Comparison of Sums of NRE and B/

Positive Negative Total

POS_BI POS_NRE NEG_BI NEG_NRE BI NRE
Mean 0.0113 0.0083 -0.0094 -0.0075 0.0020 0.0008
t-statistic 12.88*** -6.70%** 3.04%**
Median 0.0040 0.0028 -0.0015 -0.0010 0.0018 0.0012
z-statistic 17.31%%* =22 47k 5.54%%%*
Pearson 0.820 0.982 0.971
Spearman 0.555 0.601 0.600

Panel A: Comparison of Signs of NRE and B/

Variable N Mean  Std Dev Min Median Max

Sample NRE/BI 4424 -0.3583 101.2718 -4962.3120 0.5328 1379.2290

NRE/BI 3409 3.6167 425779 0.0000 0.7689 1379.2290
NRE 3409 0.0007 0.1096  -5.6504 0.0017 0.8237

NRE/BI > 0 BI 3409 0.0023 0.1146  -5.6350 0.0029 0.8237
Test of (NRE = BI) t = -4.16%%* z = - 90*+*
Correlation of NRE and BI Pearson: 0.982 Spearman: 0.845

NRE/BI 1015 -13.7089 1959882 -4962.3120  -0.4148  -0.0001
NRE 1015 0.0013 0.0101  -0.1665 0.0003 0.0706

NRE/BI < 0 BI 1015 0.0009 0.0283  -0.5082  -0.0003 0.1728
Test of (NRE = BI) t=036 z=258%**
Correlation of NRE and BI Pearson: -0.183 Spearman: -0.760

The earnings variables are defined in Table 7; NRE/BI: the ratio of NRE divided by BI.
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6.3 How Disclosure of NRE Impacts the Properties of B/
6.3.1 Disclosure versus Non-disclosure

First, we investigate whether disclosure of non-recurring items affects the properties
of below-the-line items. As mentioned above, although the CSRC requires all listed
companies to disclose non-recurring items in their financial reports, there are still 145
observations out of 4569 that do not disclose non-recurring items. To determine any
significant differences in the effects on earnings properties between disclosure and non-
disclosure, we design a dummy variable NON_NRE. If the company discloses non-
recurring items, the dummy variable NON_NRE equals 1, and 0 otherwise.

NI, =f,+ Ol + B,BI + B,NON _NRE, + B,BI, * NON _NRE, + ¢ (11)

As Panel A of Table 9 shows, we find that Bl has a coefficient of -0.913 for
predicting future earnings with significance at the 1 per cent level, when companies do
not disclose non-recurring items. In contrast, when companies disclose these items, the
negative predictability of below-the-line items is substantially ameliorated. This implies
that disclosure of non-recurring items does play a role in improving earnings quality,

especially for the Big-Bath-motivated companies. Therefore, the results support H3a.

6.3.2 Proper and Valid disclosure

To test H3b and H3c, we design two more dummy variables, SIGN_NB and CON_
NB, to identify whether the disclosure of non-recurring items is proper and valid, that
is, whether it is the same in sign and consistent in sum with below-the-line items. In
detail, if SIGN_NB, = 1, then NRE/BI, > 0, meaning that the non-recurring items and
below-the-line items are both income-increasing or income-decreasing, and 0 otherwise;
if CON_NB, = 1, then NRE/BI, = 1, meaning that the two transitory earnings are exactly
the same in sum, and O otherwise. Among the 3409 observations which meet SIGN_
NB, = 1, there are 56 observations whose non-recurring items are equal to below-the-
line items. That is to say, there is some kind of interaction between the two dummy
variables. To investigate them separately, we develop the following two models:

NI, =, + BOI, + B,BI, + B,SING _NB, + 3,BI, *SIGN _NB, + ¢ (12)

NI,,, = 8, + BOI + B,BI, + B.SIGN _NB, + ,CON _NB, +
BBI, *SIGN _NB, + B,BI, *CON _NB, + ¢ (13)

As Panel B of Table 9 shows, the regression coefficient of B/ is 0.479 and significant
at the 5 per cent level, which indicates that disclosure of non-recurring items does not
help to improve earnings quality when it is improper. Instead, in that situation, below-
the-line items still have an anomalous positive predictability. Fortunately, the coefficient
of BI*CON_NB is -0.601 (significant at the 5 per cent level), indicating that when the
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two transitory items are both income-increasing or income-decreasing, disclosure of non-
recurring items can lower the predictive ability of BI, consistent with our expectation
and supporting H3b."

With Model 13, we further analyse the impact of sameness of the two transitory
earnings. We find that the regression coefficient of the interaction term BI*SIGN_NB is
-0.581 (significant at the 5 per cent level), which is consistent with the results of Model
12. But the coefficient of BI*CON_NB is -2.808 (significant at the 1 per cent level), and
the F-test of (Bl + BI*SIGN_BB + BI*CON_BB = 0) indicates that the predictability of
below-the-line items is substantially and significantly negative (0.454 — 0.581 — 2.808
= -2.935) when non-recurring items are exactly the same. It shows that if disclosure of
non-recurring items does not provide more information than duplication of below-the-
line items, it may turn the predictive ability of B/ from positive to another anomaly,
namely negative predictability for future earnings.'* We conjecture that this kind of
invalid disclosure of non-recurring items might be an important reason why below-the-
line items have negative predictability after the regulation was promulgated. It is probable
that the Big-Bath—motivated companies are reluctant to disclose more information about
their transitory earnings, thus making their earnings management very shady. Therefore,
the results support H3c.

The analysis above helps us better understand the relationship between non-recurring
and below-the-line items, giving us a clearer picture of how the regulation on disclosure
of non-recurring items has worked in improving earnings quality; that is, only when
non-recurring items provide consistent and additional information does their disclosure

help reflect the inherent properties of below-the-line items.

Table 9 Effect of Disclosure of Non-recurring Items on Earnings Properties

Panel A: Disclosure vs. Non-disclosure

Disclosure Non-disclosure Pooled Sample
Variable coefficient  t-statistic ~ coefficient  t-statistic  coefficient  t-statistic
ol 0.652%** 2.95 0.693%*%* 3.95 0.653%** 2.98
BI -0.111%* -2.03 -0.913%*x* -3.81 -0.112%* -2.05
NON_NRE 0.003 0.29
BI*NON_NRE -0.749%** -2.80
Constant -0.007 -1.00 -0.006 -0.43 -0.007 -1.00
N 4424 145 4569
Model F-statistic 4.46%* 10.41%%* 2.46%*
R? 0.067 0.112 0.068
F(BI + BI*NON_NRE) 8.62%**

7" We also find that the decline in predictability of below-the-line items happens mainly to investment.
For simplicity, we do not report the related results.

8 We find that the stronger negative predictability of below-the-line items happens mainly to non-
operating expenses. For simplicity, we do not report the related results.
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Panel B: Proper and Valid Disclosure

Model (12) Model (13)

Variable coefficient t-statistic coefficient t-statistic
ol 0.652%%* 2.95 0.750%%** 3.03
BI 0.479%* 2.01 0.454% 1.85
SIGN_NB -0.011* -1.78 -0.010* -1.72
CON_NB 0.028 0.89
BI*SIGN_NB -0.601** -2.52 -0.581%* -2.38
BI*CON_NB -2.808%*** -2.68
Constant 0.001 0.08 -0.003 -0.29
N 4424 4424
Model F-statistic 6.49%** 4.53%*
R? 0.068 0.080
F(BI + BI*SIGN_NB) 4.64%* 4.61%*
F(BI + BI*SIGN_NB + BI*CON_NB) 8.54%

Ol and BI are defined in Table 1; NON_NRE, SIGN_NB, and CON_NB are dummy variables; in
detail, when the company discloses non-recurring items, NON_NRE = 1, and 0 otherwise; when
NRE/BI, > 0, SIGN_NB, = 1, and 0 otherwise; when NRE/BI, = 1, CON_NB, = 1, and 0 otherwise;
when NON_NRE = 1, there are 145 observations; when SIGN_NB = 1, there are 3409 observations;
when CON_NB = 1, there are 56 observations.

VII. Discussion of Different Modes of Earnings Disaggregation

Because components of accounting earnings vary in persistence and predictability,
Ohlson (1999) believes that distinguishing the differences in earnings persistence among
different components helps to improve earnings predictability. In China, there are two
regulatory systems governing earnings disclosure. The Chinese Accounting Standards
requires companies to disaggregate earnings as operating income and B/ in the income
statement, whereas the CSRC requires companies to separately disclose non-recurring
earnings and net income after deducting non-recurring items in the notes; it also specifies
the list of non-recurring items. The regulation of the CSRC indicates that the demands
of investors cannot be met if companies recognise only transitory earnings as Bl in
income statements instead of disclosing the earnings in more detail. It also indicates
that the CSRC considers the current mode of earnings disaggregation to be incapable of
achieving its regulatory objectives because the disaggregation is based on the nature of
a business rather than persistence.

To compare earnings predictability in different modes, we first disaggregate earnings
into core earnings and non-recurring items according to their persistence, and then
compare this mode with that based on the nature of the business in the income statement

using Model 14. Sloan (1996) finds a better prediction model by adding components
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of earnings that differ in predictability, and so we disaggregate non-recurring earnings

and BI into positive items and negative items. Panels A and B of Table 10 show the

regression results of Model 15.
NI, =, +BCE, + B,NRE, + ¢

NI, = py+ POl + BBl + & (14)
NI, = y,+ ¥,CE, + y,POS_ NRE +y, NEG_ NRE +¢
NI,.; =Y, + 1,0l +7,POS_BI, +y;NEG_BI+ ¢ (15)

where CE represents core earnings, which are net income after excluding non-recurring

earnings; POS_NRE stands for the sum of all positive non-recurring items, and NEG_

NRE for the sum of negative non-recurring items; correspondingly, POS_BI and NEG_

BI respectively represent the sum of the positive and negative items of BI.

Table 10 Earnings Predictability in Different Modes

Panel A: Comparison of Earnings Predictability

Variable coefficient t-statistic ~ Variable coefficient t-statistic
CE 0.592%%*x* 3.10 OI 0.652%%%* 2.95
NRE -0.115%* -2.57 BI -0.111%* -2.03
Constant -0.007 -0.96 Constant -0.008 -1.00
N 4424 N 4424

Model F-statistic 5.67*** Model F-statistic 4.46%*

R? 0.065 R? 0.067

Panel B: Earnings Predictability after Disaggregating Transitory Earnings

Variable coefficient t-statistic ~ Variable coefficient t-statistic
CE 0.592%%** 294 0OI 0.682%%** 2.84
POS_NRE -0.110 -0.36 POS_BI 0.320 1.50
NEG_NRE -0.115* -1.94 NEG_BI -0.154* -1.82
Constant -0.007 -0.76  Constant -0.014 -1.34
N 4424 N 4424

Model F-statistic 5.48%** Model F-statistic 2.99%*

R? 0.065 R? 0.069

Ol and BI are defined in Table 1; CE: net income after excluding non-recurring earnings; NRE,
POS_NRE, and NEG_NRE are defined in Table 7; POS_BI and NEG_BI respectively represent the

sum of the positive and negative items of BI. All variables are scaled by total assets at the end

of the year.



Meng, Yuan, and Gao

As Panel A of Table 10 shows, the coefficients of each earnings component in the
two modes are almost the same. But when divided into positive and negative items,
we may see differences from Panel B. For the mode of persistence, POS_NRE has a
coefficient of -0.110, whereas for the mode of business nature, POS_BI has a coefficient
of 0.320. Although both coefficients are not significant, we still find that the persistence
mode better expresses the inherent properties of transitory gains. The coefficients of
the negative items all indicate strong negative predictability in both modes, with a
smaller absolute value of the coefficient for the persistence mode. We suppose this may
be caused by the regulations, which have always focused on requiring companies to
disclose positive non-recurring items while long neglecting the disclosure of negative
non-recurring items. But overall, the persistence mode contributes to better expression of
the theoretical properties of transitory earnings and provides investors with more useful
information about earnings. Moreover, the empirical evidence in this paper is consistent
with the new China Accounting Standards of 2006. According to these standards, the
income statement puts more emphasis on the persistence of earnings by cancelling the
distinction between the main business and other business and incorporating investment

income into operating income.

VIIl. Conclusions and Further Research

Again, this paper points out the anomaly of the persistence and predictability of
BI (Chen and Wang, 2004). Since implementation of the disclosure of non-recurring
earnings, the policy has played an important role in reducing the persistence and
predictability of Bl and in reining in earnings management. In addition, this paper
has discussed how the policy has worked in improving earnings quality; that is, when
companies disclose non-recurring items consistent with below-the-line items and provide
additional information, this helps to properly reflect earnings predictability. As for the
anomalous predictability of BI, however, although the regulation has helped reduce
the persistence of transitory gains, big problems remain with the relationship between
transitory losses and future earnings. DeAngelo et al. (1992), Burgstahler et al. (2002),
and Chen and Wang (2004) deem negative predictability to be the result of the interperiod
transfer of transitory earnings.

It is interesting that in the Chinese regulatory environment of disclosing non-
recurring earnings, we find that the negative predictability of transitory losses is reduced,
which we attribute to the effectiveness of the policy. But of course, another likely
explanation is that the importance of net income after deducting non-recurring earnings
drives companies to shift recurring expenses to transitory losses in order to improve
their core earnings (McVay, 2006). Meanwhile, we also find that with the decrease

in the persistence and predictability of B/ comes a reduction in the persistence and
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predictability of recurring earnings, which may be connected with a more subtle way of
managing earnings resulting from the particular institutional background in China (Wu,
2006). It remains to be examined whether policy-oriented earnings management occurs.
Furthermore, we need to investigate the regulatory effect of disclosing non-recurring
items by considering additional factors and to find more evidence to explain the anomaly.

As for the status quo that companies disaggregate earnings according to the
requirements from different regulators, we point out that the mode based on earnings
persistence contributes to a proper expression of the theoretical properties of transitory
earnings; in particular, it helps to reduce the predictability of transitory gains. But
although the disclosure of non-recurring earnings strengthens regulatory effectiveness, it
also leads to some trouble. On the one hand, the regulations on non-recurring earnings do
not change the criteria for recognising and measuring income and expenses. On the other
hand, disclosure of an item as non-recurring earnings should be based on recognition
according to accounting principles, but the China Accounting Standards do not require
companies to disclose such information. In this case, the disclosures of transitory earnings
are regulated by two different regulators, which may cause confusion in regulation.
Moreover, companies find it difficult to distinguish non-recurring earnings from BI, and
thus investors must take into account both the income statement and the components of
earnings disclosed in the notes, inevitably leading to regulatory ineffectiveness. Thus,
to avoid such ineffectiveness and to further enhance the usefulness of financial reports,
we believe it is necessary to carry out further research on reformulation of the income

statement.
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