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The lmpact of Price and RetuHl Models on

Valde Rellvance Studils:A Review of

Theory and Evidence
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Abstract

Tllis paper revilws some of the theory and

eヤidenceassociatedwithvaluerelevancestudics

in accounting. Two regression models are

conlmonly used in value relevance studies,

namely the price model and the retuコn lnodel.

Although their theoretical foundations are the

same;ど.夕. the Ohison/RIV model,the results

obtalnedusing these t、vo regresslon models are

somedmcs different.Thc problem related with

the pFiCe mOdel is onen referred to as`scalc

effccts' and thosc with the retum model are

termed 
`accounting 

rccognition lag' and
`transitoryearmngs'。

Somemethodstonlltigate

these problelns are suggested by researchtts.

However,noneofthemleadstoaperFectsolution

to them.PerhapS,future research will benefit

from testing for sensitivity to Alternativc

speciications.

1.Introduction

Fe、v lines of research have drawn as much

attention from accountng researchers over the

last decade as value relevance studies.In the

extant literature, an accounting number is

deined as value relevant if it has a predicted
and significant associad6n widl equity]■なket
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values(seeBarth2000,p.16;Lo andLys 2000a,

p.7;Holthausen and wattS 2001,p.4)。
l Value

rclevance studies investigate the empirical

r e l a d o n b e t w e e n s t t c k m a r k e t v a l u e s ( o r c h a n g e s

in values)and vanous accounting numbers for

the purpose of assessing those nllmbers'

usdⅢ lncss in equity valuation,Two types of

regresslon modcls are conll■only used to

investigatetherelation,nalnelythlpriCelnodel

andthcrctulnrnodcl.ThepFiCeFnOdelexalmnes

the relation between stock pnce,book value

and earntngs,and the rcturn model exalnlnes

therelationbetween stockretums,carmngsand

earningS changes. Although the theorctical

foundations of both models are denved from

thesalnesources,whicharetheResiduallncome

Valuation lnodel and the Ohlson(1995)linear

infomatiOn model(hereatter OhlsOn/RIV

model),differentresultsaresometimesobtalned

WttnbOthmOdelsareusⅢ・Forexample,Haris
夕″α′.(1994)compare the value rclevance of
acco面 ng data for UoS. and Celil.an f― s

matched on industry and Flm size.They lepo■

thattheR20btainedforcermanilmsusingthc
retum model is,9mparable的,hat fOr u,s.
flms.However,the R2 0btaincd for German

flrrns using thepric♀modelisiessthanhalfthat

for U.S.flms.

A側 血ber  o f  r e v i e w  p a p c r s  t h a t  c 9 v c r  t h e

value rclevance literature have been published

1 lme deflnition of`value relevance'is not always clear

alld somewhat different across studiest The key

comlnonality appears to be a ttatstcally signiflcant

association between the accoundng nulnber of interest

and some measure of market value.See Barth夕r″.

( 2 0 0 1 , p . 7 9  a n d  N o t e  3 ) f o r  f u r t h e r  d s c u s s i o ■o n  t 駈s

issue.
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over the last couple of years(e.g.,Barth 2000;

Holthauscn andヽVatts 2001;Barth夕 ″α′.2001;

Kothari 2001).HoWever,these review papers
do not adequately addrcss the issue associated

with the regrcssion models. Holthausen and

Watts(2001,p.57)write,“ TWenty‐ nine studics

in Table l(62 value relevance sttdes are

surveyed)uSe the Ohlson(1995)model as

motivation for speciflca,lon ofthcir empi五 c狙

tests,but only 15 use the specincaton that

includes both earnlngs and book values as

independent variables(the prlCe model).The

othersrcgrcss retums on eamings and eamings

changes(lhC return model)," They do not

mention why some studes choose the pnce
model and others choose the return model,and

dleydonotexplaintheeconometricimplicttions

of thei=choices.Boい Barth θすα′。(2001,p.96)
and Kotha五  (2001, p.161)acknOWICdge the

impo■ anceofmespecificatonissue associatcd

with the use ofthe price and the retum modelst

Nonetheless,instead of discussing the issue in

their papers,they list the relevant papers and

refer the reader to them.

The ottecdve andcontribudon ofthis paper
are to ill the gap in these review papers by

discusttng the spccification problelns of the

price andthe retum models and shedding some

hght on the different reSults reported in certain

valuゃI●levancc studies.Both thc pncc and the

return models are said to havc scrious

speciicationproblemsthat areoftenreferredt6

as`scalc cffects'～r thC prlce model and
`accounting 

rccognition lag' and 
`transitory

earmngs' for the remm model, Scale ettects

i m p l y  a  s p u 五o u s  r e l a t o n  i n  t h e  p r i c e  m o d e l

regression that can be caused by fおling to

control for scale effects that presumably exist

alnongirlns.Simply stated,large(sl■all)五....s

havc large (Small)accOunting variables,

thcrefore the difference in size alnong fl■il■s

needs to be adequately controlled.The rctum

model regresses current retums on earmngs in

thesalncpttod.Howevcr,valuerelevantevcnts

obscrved by thc markct in thc current period
and rencctcd in currcnt rcturnd may nOt be

recordcdin the same penod's eamings becawse

of the accounting principles such as rehabittty

and pmdcnce. This problem is called the
`accounting 

recognition lag', Furtherlnore,

currenteamngs contaln transitory components

such as unusual(abnOrmal)items and

cxtraordinary items.The ttansitory component

of eaHlings is not expcctcd to perpetuatc and

thclSefore will havc a wcaker association with

rctumsthanapemanentcomponentofearrllngs.

This problem is temed.transitory earmngs'.

This paper further clanfies these problems
and dclincates thc mcthods suggested by

researchers to deal 、vith them. IFirstly, scale

effects need the deinition of`scalc'.Barth and

Kallapur(1996)and Baih and Clinch(1999)

arguethatscaledependsontheresearchcontext

and is unobservable.On the other hand,Easton

(1998)andEastonandSoIImers(2000)cOntend
that scale is lnarkct capitalization.This rathcr

philosophcal〔 上sagreement inakes it difflcult

todeal、vithscaleeffects.Inaddition,theilnpact

of scale effects on the estimated R2 is unClear

(BrOWn″ α′.1999,Gu 2001a).SecOndly,asfor

the accountng recognition lag,Easton夕 ′α′.

(1992)flnd that extending the measuremcnt

windowsofbothretums and earmngsincreases

the R2.However,this medhod is not applicable

to all value relevance studies because varying

retums and7oreamings lneasurement windows

may not be possible in solne studies.Thirdly,

thc effcct of tran車tory eamings is not always

clear‐cut.For example,losses are considered

tansitory and therefore predicted to have a

weak correlation with remms(Hayn 1995).At

the salnetilne,lossesarelikelytoberecordedin

earnlngs more quickly due to consttatism in

accoundng and therefore could be morc highly

c o r r e l a t c d  w i t h  r e t u m s ( B a s u  1 9 9 7 ) .

Thus,there appcar to be no perfcct solution

to these prOblcms and the supe■oriけ Of One

model over anothcr is indcterlnlnate. In this

casc,using altemadve modelslnay help ensurc

that a study's inferences are not sensitive to

model specificaton.

The relnttnder of thc paper is orgamzed as

follo、vscSection2reviewstheregresslonmodels

and Ⅲ mOnstrates how both the pnce and the

reti江■mOdelsarederlvedfrolntheOhlson/RIV

model. Section 3 コeviews some studies that

investigate changes in the value relevance of

accollnting data over timc and shows how thc

results differ with thc regresslon model

employed. Secton 4 discusses the problcm
associated with the pnce rnodel,`scale effects',

、vhile Section 5 discusses the problems
associated with the return model,`accounting

recognition lag' and 
`transitory 

earnings'.

Finally,Secは on 6 concludes the paper.
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2.Regression Models

lnvestigating the relation between accounting

numbers andirEn Valuereq拭 res anempirically

testable regression model that is based on a

theoretical valuation lllodcl.The pnce and the

retum modelsthatarebasedonthe Ohison/RIV

model are probably the most pervasive
regressionmodelsusedinrecentvaluerelevance

studies(see Barth 2000,p.13;Barth夕 rar.2欲)1,

p.91).ThiS section demonstratcs how both

models can be dcnved from the Ohlson7RIV

modcl.

2.l Residualincorlle valuation model

Theresidualin●omevaluationmodelconl「 ises

three basic assumptions. First, the dvidend

discountmodeldeflnesthevalueofaflrlnasthe

present value ofthe expected future dvidends.

鳥=剥浄1,
where PriSthe pricc ofthe flrln's equity attime

す,島[ち+』iSthe cxpected ttvidends received at

time″+τconditional o点time rinfOrlllation,and

r is thc discount rate that is assumed to be

constant.Second,thc clcan surplus relation is

assumed.

あr 〒ら1 + ズ′一ち,          ( 2 )
whercみ riSthe book valuc ofequity attime r,メ,
is eamings forthe pe五odら andち iS diVidends

paid attime A Third,the book value of equity

grows at a rate less than l+r,

(1+サ fEr[み件利→ 0,aS τ→ ∞.      (3)

Combining the clean surplus relation ttven
by(2)with the dividend ttscount modclin(1)

yields

F 十二十あ汁 呂 克

二上
マi 言| ド

= 二

1 - 可 幣 1 刊

The lasttcrrnofthe equationis assumedtobe

zerobythettgularitycondidon(3)and`abnOmal
e餌近n g s‐i s  d e i n e d  a sギ=メr―ル, 1 . E q u a t i o n
(4)can be restatOd as a function of the book

valuc of equity and thc discounted explcted

abnoェょ1.aleamings,whichiscalledtheResidual

l n c o m e  V a l u a t i o n  m o d e l ( R I V  m o d c l ) , 2

2  Althoughthe RIV modellssonletimesreferedto asthl

omson model,the origin ofthis model dates back to

的 iCh(1938),EdwardsandBdi(1961),andPeasndi

(1981 and 1982),Sec Palepu夕r″′。(1996,chaP 7-5)for

further detalls ofthe model ln Omson(2001,Note 2),

hestatesthattheequatonofOhlson(1995)andFe■ ham

a n d  O h i s o n ( 1 9 9 5 ) w i t h  t h e  R I V  m o d e l i s  u n f o l t u n a t e .

鳥=らキ封お祥1予1・  o
2.2Pボ ce and Return lnodels

The Ohlson(1995)linear infomation modcl

(hCreaftcr LIM)poStulates that the dmc― seies

behavior of abnomal eamings is as follows:

ヌれ1=ωメ,キソr+εl件1,
ソr 4 1  = 兄ン′キC 2 r 4 1 ,

(6a)

(6b)
whereソ r iS infollilation Other than abno.11.al

earnings, a)is thc pcrsistencc parametcr of

abnorlllal earlllngs and predicted to tte in the
range O≦αKl,χ is thC persistcIIcc parameter of

other infomation and Predicted to he in the

range O=新<1,and εl′and ttr are error terlns.

CombiningtheRIV model givenby(5)with
the Ohlson(1995)LIM in(6a)(6b)yieldS the

followingvaluationttncton(secOmSOn 1995,

Appendx l):

P r = う′キαlヌ,キ物ち

w h c r e  αl = 1 + r _ のa n d 助=
(1キr一のXl+r― γ)・

Replacing IF Withメr―力河andinvottngtho

clean surplus reladon in (2), thl Valuation

血ncdon(7)can be restated as

Pr=(1-め br+たくり ,一冴》キa2ツ,(OhlSOn/RIV
model)                  (8)

W h P Cた= r的=  
rの a n d ? =→| `

Equation(8)indcates that the valuation

modelcan bc vie、vcd as a、veighted average of

a book value model and an earrllngs model.

Equation(8)is often cited as the theoretcal

foundation of the following price model(See

Easton 1999,p:402;EastonandSoIImers2000,

p.34):
Pr=島+βlbr+β坊峰+ar. (PiCe mOdcl)(9)

Equaton(8)also Canberewriten toprovidc

thetheOreticalbasisfortheremrnII10del.Taking

the trst dffcrc,ccs in(8)l using the clean

surplus relation in(2),and diViding both sides

ofthecquatonbythebeghuing― of―periodprice

gives

沢τ々=Q―め諸■た?幾十た?岩+%岩 ,
( 1 0 )

whcl・e Rc々=Pr_Pr_1+あ,Arr=ち 一れⅢ and△ 玲

=ツ r~ソ ,1・

７
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Equation(10)iS VieWed as the thcoretical

basis for the following return model:

沢夕ち=島 +β 1//Pr l+ゑ △西/P卜1+身 .(Retum

model) (11)
Thu s,both the price and the remm models

are theoretically derived from thc same lnodel,

w h i c h  i s  t h e  O h i s o n / R I V  m o d c l ,

The next section revie、vs somc value

relevance studies that document changesin thel

valuc relevance of accountng dⅢa Over tiine
and cxaIIllnes how thc resuks diffcr with the
mOdel employed in the study.

3.D細降rent Results

3.l Background

Thcre is growing concern in thc accounting

comlnunity that historical cost Financial

statements havc lost thcir value rclevance

becauseofthechangccvidentwhencompanng

an industnalized economy to a high‐tech and

service―oriented economy. This concenl is

embodied inい c repOrt Of the AICPA special

CO― ttee on inancial reporting(the Jttns

r e p o r t ) 仲d 血側 m e r O u s a t i c l e s i n t h e a c c o u n t i n g

hterature.Forexample,単mcman(1990,p.79)
states:

`珊nallcial statement users are tumdngincrettingly

to other s6urces to=heetコ eeds widch are not being

IBlet by the infoHlladon su●h statements cont拭■.As

IBore and lnore other data and analyses become

avatiable, the relative iコnPortance of Financial

statements decreases Mthn the coコtext ofthe total

range 6ravailable i前omationf'

Elliott(1995,p.118)ettpresseshisconcernfrom

an auditnとStandpoin位3
''Alargepartortheinlllaediateprobiemisthelimited

usefuhttsoFtoday'sFulancialsね temen低 .Theydoコ't,

for exaHlple,rerlect h古oTttadtbnttage ttse低,such as

iltFomation,capacity for inllovation,a■a huBnall

resources. As a collsequence, they have been a

dechttng proPcrtion or the ittomation inputs to

血vestors'decisio■maHnge"

3.2 Studies on changes in the value

relevance oF accounang data

Motivated by thc aforcmontlonCd 1laims that

Flnancial statements have becoml lcss useful,

accounting researchers investigate the valuc

relevance of accounting data over dme.The

general research method of these stunes is as
follows.Yearly cross―sectional regressions are

run using thc pttce model and7or the retuin

model.Next,changes in the value relevance

over tilne are exarmned using thc following

regresslon:   |

R2r=00+θ lTIME′ 十Cr,

whereR2,isthe沢 2。fcrOss―sectionalregresslon

forycarrand TIMEriS a time trcnd vadable for

the salnple periOd.Ifthc coefficient Of TIMEr,

θl,ls negative(pOSitive),lt indicatOs a dechne

(inCttase)1■thevttuerelcvanccoverthepcriod,

Col止ns夕′α′.(1997)inveStigate changes in

the value relevance ofbook value and ettngs

using the price model for the pe五od 1953-93

and flnd thatthe combined value relevance of

book valuc and earmngs has slightly increased

over the period. They also ind a declinc

(inCrCase)in the incremental relevance of

earmngs(boOk Valuc)du五 ng the penod,and
they atdbutetheshfttotheincreasedreporting

oflossesandone― tmcitel■sandtotheincreased

econoHuc importance ofunreported intangiblc

asseis.Francis and ScHpper(1999)exalmne

changes in the value relevance of accounting

numbers using both the prlce and the retum
mOdelS fOr the pe五od 1952-94 and flnd an

increase in the value relevance for the pnce
model and a dechnc in the valuc relevance For

thereturnmodel.Theyconcludethatthedecline

fortheretummodclcouldbc duetoincrcasesin

thevolatilityofmarketretumsdunngthcsamplc

pe五od. Ely and Waymire (1999)CXaminc
changcs in the value rclevancc of accounting

numbersoverthetenureofdifferentaccounting

stalldard‐settingbodies.Theirevidenceindicates

a dechne in the value relevance from thc APB

era(1960-73)to thC rAsBera(1974-93)when

the retum mOdelis used`However,when the

pnoe modcl is used, thclr ttsults rcveal an

incrcase in thc value relevance from the APB

era(1960-73)to the FASBera(1974-93).Lev

andZaro、vin(1999)alsO inveStigate changesin

the value relevance of accounting data for the

period 1977-96 usittg both the p五le and thC

return inodels and flnd a decline in the value

rclcvancc ovlr thc pげiod for bbth血 6dcls.
Theirindhgforthepdcemodelisinconsistent
w i t h  t h a t  o f  C 9 1 1 i n S マr " 。( 1 9 9 7 ) . T h e y  e 卜P l a i n
that the source pfthl in10nsistO■ly appcars tO
lieih thゃpe=6ds lxムⅢned.Thettaiorrlndings
ofthese studics arc suIImarlscd in Table l.

3  Similar themes are echoed in 111loit and Jacobson

(1991),MilleI(1992),and Jettns(1990.



AccouNTING RESEARCH JOURNAL VOLUME16 No l(2003)

Table l
Changesin the value relevance oF accoundng data over time

SamPle
Period

約 bs,・ Regre弱 loH
Model

Average奴 2 value
relevance

Collinsで,α′.(1997)

Francis and Schipper(1999)

Ely and Wayttre(1999)

晩 v and Zarowin(1999)

0.43     1ncrcase

O.62     1ncrette

O.22     Dechnc

O。42     1ncrease

O.16    Decune

O.76     Decline

O.07   Decune

1953‐93

1952‐94

1960-93

1977-96

110,000

78,000

3,400

100.000

Price

Price

Rctum

施 e

Retum

B■ ●

Retum

a#Obs is the appro対mate number of observations used in a smdy

Table l reveals that the overall results of

studies on changes in vallle relevance are

inconclusive. It appears that when the pricc
modclis used as a regression rnodcl,the value

relevanceofacCountingdatahasincreasedover

timc,except for Lev and Zarowin(1999)。 On

the otherhand,whenthereturnrnOdelis usedas

a rcgresslon model,the valuc rclcvance of the

accounting oata appcars to have decttned over

tiine.4 To eXplaln this difference,Brown夕 rα′.

(1999)argue that沢2 1s an umreliable statistc in

the presencc of scale and the price model is

affected by scale.5 They replicate the sttdy of

Collins 夕″ ●′。(1997)and nnd that, after

controllingforscaleeffects,the valuerelevance

ofaccountingdatahasdeclinedoverdme.They

conclude that the patterns of increattng沢
2s

found in CollinsタサαJ.(1997)and Francis and

Schipper(1999)uSingthcp■ cemodelarclargdy

atdbutable to an increase in the scale effect

having more than offset a decline in the

explanatory power of accoundng data.

4  Somestudtts useてほfFerentapproaches to investigatethe

tilne―series behavior of the relationship between

aclountnginfomation andthe stock■larket,Landsma■

andMaydew(2001)eXattnechangesintheinfomati6n

cOnに nt of emings over the past thirty years to assess

changesintheusefulnessofaccountingdataLoandLys

(2000a)uSe three approaches,、vhich are in3oHコation

content,valuation relevance,and value relevance,to

exarmmetheeffectofaccountnginfornationinfmancial

markets for the 1972-2000 period.

5  C u ( 2 ∞i b ) r m i n t a i n s  t h a t  R 2  i s  a  d e s c d p t i v e  m e a s u r e

sPeciflcゃ a Sample and atticizesithe use of沢 2 as a

metrlc tc assess the value relev4nce of accouning data

acttss different samples.Instend.he suggeststhe use of

residual vttance as an altemative measure of value

relevance.

Thusす
“
scale effects"seem to holdthekey to

explalmng the different results in Table l.The

next section reviOやs scale and scale effects in

dctail.

4.Scale Ettcts

Scale and scale erects are arguably the most

debated econometnc, and to some extent

philosophical, issuc in the value rclcvance

■terature,TheirimplicatiottshaVeafar‐reacttng

impact on the results of many value relevance

studies.This section exalmnes scale and scale

effectsandreviewssomeoftheFeleVantPapCrs.

4.l Whatis scale and scale erec低 ?

Scale effects are generally understood to arlse

from thc fact that large(sma11)fliェilS Win haVe

large(sma11)markCtCapitalizttOn,largc(sma11)

book value, and large (small)earnings.
Thcrcfore,across‐secdonalregressionofmarket

capitattzadon on book vttue and earnlngs may

capture no more than“ scale"that is prcsent
among flrlns.However,therc ls no consensus

alnong accountng resdarchers about what
“
scale''ls.Barth andKallapur(1996)andBarth

a n O  C h n c h ( 1 9 9 9 ) a r g u e  t h a t  s c a l e  d e p e n d s  o n

theresearch contcxt and lnodel assumed,and is

unobservable.They namethenumberofshares

outstanding,sales,total assets,market value of

equity,book value,and netincome as pro対es

fOr unidentiflablc scale.6

0nthe otherhand,Easton(1998)andEaston
andSommers(2000)POSitthatthebestmeasure

6 Barth and Clinch(1999,Note 6)argue thatthe number

ofshares outstanding can be a proxy for scale,because

shttes typicany trade within 4 fairly narrow range

reladve to the vanation in mrket value ofequity
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of scale is market capitattzadon(market valuc

of cquity)and use of accounting data(e.g.,

sales,total asscts,boOk Value)as prOxies for
scalc is imphcitly inferior to the usc of nnarket
capit attzadon.7 They argue that market―bascd

accounting rescarch uses lnarket capltalizaton

as a dependent vttable,in other words,as the

bcnchHlark against wi五ch thc vahdatOn of

accounting data ls examined, Easton and

SoIIImers(2000,p.11)g00n tO contend:
`地ら3or example,the argumenl isコnade that eotal
assets or the nrllrLぉa better ineasure oF scale than

lllarket caPilali″atton,then total assets wo中 ld bethe

appropriate benchmark again,ヤHch tO Validate
acccunting datae Such an argument is,at the very
least,at odds with the Fulldamentalidea ofmarket‐
based accounting research.“''

In sumlnary,Barth andKallapur(1996)and

Barth and Chnch(1999)argue that scale is

unobservable and depends on the research

context.As aresult,the approp■ ateresponseby

researchers is to investgate the sensitvity of

thcirinferenccs to using altemative proxies for

scale.On the other hand,Easton(1998)and

Easton and So1llners(2000)present thc

argument that,in view ofい e central role of

llarket prices in market―based accounting

research,the best measure of scale is market

CaJtaliZationeConsequently,thebett courseof

action for researchcrs to take would be to usc

the return lnodcl,bccause thc variablcs used in

thc model arc denated by the lagged market

v a l u e  o f  e q u i t y  a n d  t h e r e f o r e  s c a l c ―範 c .

4.2 1LnPact oFscale erects on coerlciellt
estllllates

Barth and Chnch(1998)inveStigate whether

upward asset revaluations in Australia arc

positively associatcd withlnarkct values.Their

basicre部にssionmodelisavttationoftheぷ ce

modcl as followst8

P,=島 十β炒″キれメ″+β魅′はCXplanatory
vanables of interest)+Cr, (12)
where P″isthe pnce per share for im,attime

r,らriS the book value of equity per share for

Christie(1987)andBrOWnマ rα′.(199り alSO Suggestthe

useofmarket valueofequity as anappropnateproxyfbr

s c a l e t  O n  t h e  o t h e r  h a n d , H a n d  a n d  L a n d s I I l a n ( 1 9 9 9 b ,

pゃ4)suppOrtthe contention ofI〕arth and Clinch(1999)

that accounting tta such as sales,total assets,book

vttue,andnetincomeareplausiblecandidatesforscale.

取 u a t b n ( 1 2 ) i s  s i m p l m e d  f O r  a n  e x P o s i t o r y  p l l r p o s c
See BarthandCliach(1998,p.206)forthCdCtails ofthe

r e a l  m o d e l .

flrln f attilne r aier subtracting the amounts Of

k explanatory vttiables,and労 ″is earnings pcr
share forirln,forthe penod″ .Theyreportthat

the eshmated cocttcicnts arc all statistically

sigttflcant.

InthediscussionofBarthandClinch(1998),

Easton (1998)argueS that the statistical

associationsbcttccnstockpriccandbookvalue

per share, eamings per share, and any other

exPlanatory vttables measured at levels may

simply bc a sp面 ous effect Of scalc,To inake

his point clear, he conducts following tests

usingthcU.S.data.First,bothsidcsofthepricc

modclarc dividedby P″toremove scale cffects

frorn book value per share and earmngs pcr
share,

Sl=β'0+β
l[みノP胡+ゑ レ:ゴPi』+Cr, (13)

Muldplyingboth sidesof(13)bythe SCaleof

a nllll,which is the price per share,the pdce
modclcan be rew五 tten as

S″=島 十βl[S声て1刺+ゑ [島〆2湖+身, (14)
w h e r e  S ″= P ンi s  t h c  s c a l e  o f i r l n , a t d m e r , X l , r
=みf/P″,andx2,ri労:ゴPfr・Next,in orderto gain
an indication of the extent to 、vhich the

coefflcientestmatesaredueonlytoscalecffccts,

ObSC即 瓶 OnSOfざ ″,Xl″,andx2frareshuffledand

randonlly picked to fom triplets of unrelated

val■ables(S,,Xけ,and x独).ThiS prOccdure
lcads to the follo、ving regrcssion equation:

島 =島 十βl[ S′r Xり』+ゑ [ S i為 ]十阜.( 1 5 )

The regression results from (14)and(15)

yield si■11lar and statistically significant

coenttcient estmates.Bascd on these resuks,

Easton(1998)concludes thatinferences drawn

血 mtheequtton(14)regreSSiOnmaybesimply

due to scale effects.

In response to the argument presented by

Easton(1998),BarthandClinch(1999)reiterate

the Easton(1998)procedure 500 dmcs forthe

equation(15)regreSttOn and findthat although

the mean βl frOm(15)is somewhat similar的
that from(14),the mCan声ちfrOm(15)上s not
simlarto that from(14),Thcy COntendthat ally

sindlarity between coefflcient esdmates frOm

(14)and(15)reported in Easlon(1998)is a

coincidcncc resulting froHl the sampling

distribudon of the particular vanablcs used in

his analysis(Barth and Chnch 1999,p.27).

Easton and Soml■ ers(2000)xttect thiS
contenton and arguc that the rcsults of a
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regressionofmarketcapitalization(orpncepcr

shareatthepersharelevel)onflnancialstatement

data are driven by a relatlvely small subset of

the verylargestflェ.1lSinthesample.Theydefine

this overwhclIIllnginduenccofthelargestrlrlns

as the“ scale effect''(Easton and SoEIIIlers

2000,pp.2-3).Thcyusethefollowingregression

to conduct an analysis:

ル″C許=角十βlβ″+角どル十命, (16)

whcre健 玉isthe marketcapitahzationforim

,attilne r,』FriSthebookvalueofcquityforirln
,at timc′,and」Efr is earnlngs for r111..f fOr the

periodけ.

The regresslon(16)is run annually and the

studentized rcsidual is calculated for each

obscrvation.Foreachsetofannualobservations,

20 groups are fomed based on the market

Cttitattzation withgroup l havingthe smttlcst

capitattzation and group 20 having the largest

CaがtaLZation.Thcse groups are pooled across

thc years and the mean absolute value of the

studentized residuals is calculated for each of

the 20 groups.Thc evidence indcates thatthc

flve―percentile ofobservadons、 vith the largest

m a r k e t c a p l t a t t z a t o n ( g r O u p 2 0 ) e x h i b i t S `Ⅲn d u e

i問阻uence"on the inferences of the regression

r e s u l t s . R e m o v a l  o f t h i s  g r o u p  f r o m  t h e  s a m p l e

does not remove the scale effect because the

group of thc largest flnns in the remaining

sample then becomes l■ost inaucndal.Their

evidence suggests that the cstimates of the

regression coefflcientsforthe、vholesampleare

ぷ mttly due to the largestirlnsin the sample.

Similarresults are alsoobtained atthepcr share

level.9

9 Related arguments are developed beいreen Hand and

Landsllan(1998;1999a;1999b)andLoandLys(2000b).

HandalldLandsman(1998;1999a)flndthataregFeSSiOn

of market value of equity on book value of equ■y,

eaminとs,and dVidends resdts in a positive coettcient
on dividends and attibute the results to a profltabili守‐

signaling role of dvidends Lo and Lys(2αttb)argue

thattheresults are dueto scaleeffectsandindthatwhen

a1l variables are denated by the lagged market valuc of

equity,thecoefflcient on dividends reveぉes in sign.In

reply to Lo and Lys(2000b),Hand and Landsman

(1999b)assign nHns into deciにs based on thettlagged

market value of equitt tO COntrol for scale effects and

ind a positive coettcにnt on dividendsin every decile.

Howev研,mandtts(2tXXlb)oontend血養血sProcedure

is ineffective iII con営olling for scale erects,because if

scale affects the entire sample,it wi■also be presentin
each decile.

4.3 LnPact oF scale efFectt on R2

Brown夕 ″α′。(1999)analyZOtheconsequenceof
scale effects on theregresttonR2.They assume

thatthe me ecOnOmic relatlon is

る=αtt β〃′十Crf, (17)

where々 =(41,….,そ01Sthedependentvariable,w
=(″ 1,.…wn)iS tl■e independent vanable,and ε
=(εl,….,島)iSthCcrrortellll.The obsetted data

are affected by a scale factor s=(sl,.… ,Sn),
resuldng in

ざκ,=α単キ仲ノ,+身9・
Althoughthetheottdcallycorrectregrestton

cquadon that satisies this speciacatlon is

ヵ_う+α母十炉防,十ξF ,
whcrc光=ざん地=SμF,与=キ争,and b is an
intercept,researchers customanly estilnate

ンF = う0 + うl x i キη, ,            ( 1 8 )

because the scale factor is gencrally
llnobservable.

Brown ttα′.(1999)prOvethat,undercertttn

conditions,the R2 in SCale,affected regression

t桝 瑞 替 盤8路 鴛後38就 艦 結 拙 を

coefficient of vttation of the scale factor.10

Fu■herlnore,they ind that the coefflcient of

varlation of the scalc factor has increased

considcrably over the last four decades and

argue thatthe pattems of increasing R2s fbund

inCollins crαJ.(1997)andFrancisandSchipper

(1999)using the pdce model are largely

attnbutabletoanincrcaseinscaleeffectshaving

more than offset a dechne in the explanatory

powerofaccounはngdata.Theyalsocottecttre
t h a t  t h e  d i f f e r e n t  r e s u l t s  o f  H t t s ″ α′t ( 1 9 9 4 )

usingthepnccrnodelmaybeductothcdirering

arnounts of scale effects in Gennarly and in the

U.S.

Contrary to the assertion by Brownタ サα″.

(1999)that the R2 intreases in a scale factor's

coefflcient ofvarlaton,Gu(2(Юla)argues that

it cannot be generauzed.He gives an intuitve

example(see Gu 2001a,P.1).
`'Suppose the same group oF rlrllns beFore the sPLt

havepHcesandWSalmOston astrおghtunewithan
interccPtc lhus Pdces and EPS are allnost perFect,
corrdatedは2 dose to l),T har Ofthe ttrBns have a

2:l sPlit,Prices and EPS wotlld be dsldbuted along

lwo distncti:nes and a regression would produceR2
くl F '

10■le coeficient of varlatbn is deflned as C.V.=怖枠|.
Ihis gives the standard deviatlon as a propoHioぉofthe
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Gu (2001a)analytically sho、vs that the

conditionsunderwhich the Brown ttα′.(1999)

proofholds depcnd 6n the vanancc ofthe error

terln qtt in(17).His analysis indicates that

there exists a threshold level of σま that

deteminOstheiコ npactofscaleeffectonR2.The

probabi上け血前tofR2frOm(17)canbeexpressed

as

那献 2=1_β
む岳十σ:・

Thus,small(largC)oま imphes the strong

(Weak)SCale―free econoHuc relation.Based on
this analysis,Gu(2001a)COncludes that the
scale―affectedR2canbelotterKhighernthanthe
scale―free R2 when thC O占ginal scalc―free
economicrelationisstrong(Weak)andtherefore

the Brownタ サα′。(1999)'S COnclutton that the

incrcasing沢 2。ver dme is due to an increasing

scale factor is preコnattre.

r s c a l e e f f e c t s a r e t h e p r o b l e m w i t t t h e p n c e

model,weak retum―ettngs coreladon raiscs

concem aboutthe appropnateness ofthe retum

model spclifllation.Thc next section rcviews

thc probl●ms associatOdwith the remm model.

5.Weak RetuHn‐ Ea面 ngs
Correlatioh

Ascanbe seeninTable l,theR2sfrOmthepFiCe

model are rnuch higher than those froni thc

retum model.Cramer(1987,p.253)stateS,
“
Although it is generally conccdcd amottg

insiders that they(R2and a句沢2)dO nOt mean a

thing,high valu●s are stll a source ofpride and

satisfacdonto their authors,howeverhard they

mayW tO COncealthese feelingS."This may be

6ne ofthe reasons why the p五ce inodel is still

popular among accounting rescarchcrsin spite

ofits well―documented problems such as scale

effects.11

1n c6nttast to the pFiCe mOdel,thc retum

modcl is sなd to be scale‐frec becausc an

variables are denaⅢcd by thc lagged market

valuc of equi呼 ,and also be,峰r speCifled than

thepriccmodel(seeEaston 1999,p.404;EaStOn

1l Deng and Lev(1998)use a pttCC―levels legression as

oneofthethree sp9ぅiicationstcstcdin thcttstudy.Thcy

recognize that the pFiCe-leveis regression may suffer

rromsi変_relatedProble■lsandmynotbewellspecifled,

They go on to conIIllentthatthe price‐levds regression

is used lnainly because i is popular in the accointing

l i t e r a t u r e `

and Sonllners 2000, p.36). An econometrlc

advantage of the retum model over thc pnce
modelstems from the factttatthe retum model

is in differencctt fom.Christe(1987,p。 250)

suggests that time―differencing a llllsSpedfled

cross―sectional levels model can generate a

well―spetified modelin the dffcrencゃ s.12

However,thc retum model is not free of

problems.ThelowR2srCpO■ edusingtheretum

modelcouldbe amatterofconccm.Lcv(1989)

examines 20 years of accounting research

extensively and inds that the average R2 of a

retum―eanlings rerlSSiOtt is about 5%. Lev

(1989,p.173)stateS,``The extent of earnings

usefulness appears to be very modest. An

information vanable that cxplains only about

5%ofstockretumvanabihty,andwhoserelaton

wihremrnsisunstable,cannotbe veryuseful."

Although a low R2 may nOt bc a sigttficant

probleminitselfindrawinginferencesfrOnthe
results,itraisesdoubtsaboutaleappropntteness

oftheremm modelspecmcatOn.The observed

weak retum―earlllngs relation may be due to

nlsspccification of the rctum model. In that

case,theresultsobtalnedudngtheretummodel

may not reveal the true econo航 c ゃlaton

between stock Hlarket valuls and accounting

側 m b e r S .

Therl are many hypotheses to exPlain the

observed 、veak retum‐earnlngs relati9n.13

Among thenl, thc effects of the accounting

reco日直ton lag and ttansitory earmngs appear

to bc the dominant explanations for the weak

relaton(Easton cr α′. 2000, p.281; Kothari

2001,p.135).ThiS Study therefore focuses on

these two speciflcation probleIIIs and reviews

thenl in detail.

12 See Plosser and Schwelt(1978),PloSSer夕ra′。(1982),

andLandsIIlanandMagliolo(1988)fortheecOnomemc

advantagesofdfFelencingthelevdsvaliables.HoweverP

Landsman and Magllolo (1988)41so ShoW that

direrencing could induce a greater bias in certaln

stuationsthanifthe model wαeestimtedinthe levels.

13 Kothali(2001,p.129)listS four hyPotheses to explain

theobserved weakretum‐earningsrelation.They are(1)

prices lead earnings(similar to the accounting

recognition lag〉
十
(11)hemcient caPital marke、 (lil)

noiseinearningsanddencientoAAP;and〈 iv)transitory

eamings.
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話を紳桃患様鍔鮒鵡路描樹龍景t
estilllates and R2

1n an efficient market, price changes

instantaneously inco判porate the revisionsinthe

market's expectadons offuture net cashユ ows.

Ho、vever,value relevant cvents observed by

the Fnarket in the current period may not be

recordedin earlllngsin the sameperiodbecause

ofthe accountng pttnciples such as rehability

andprudenceinthedeteminatonofaccounting

●)The price model

ngure l(a)11lustrates how the accounting

rccognltion lag affects the estFnatiOn of the

remmmOdel.Theremmmodelregressescurrent

retums on curent ettngs.However,current

earnings are cxpected to contain a stale

componentthatis not value relcvant and future

eamings arc expected to have a componentthat

is value relevant to currcnt retutts becausc of

eamings.Thus,current earmngs do not reflect

thc underlying econoHllc cvcntS in a timely

manner and,thercforc,arc not synchronized

withstockpncelnovements.Inshort,accounting

repoltstheeffectsofeconollllceventswithalag

(BaSu 1997;Easton 1999;Easton夕 ′α′.2000).

This accounting recognidon lag is also notedin

Kothari and Zimmerlnan(1995).They rcfcr to

apttonofettngsthatthemarkethadalready

anticipatedbeforetheallnounccmentofcaralngs

as a`stale'component.

Figure l
The effect of the accounting recognition lag on the return

and the price lll()dels

the accounting recogniton lag,As a result,the

retum model will have an errors―in―variables

problenl, because the independent vanable

(Current earnings)in the retum model ls

measured with error due to the inclusion ofthe

stale component.The remmn l■odel will also

sufferan omttedvariableproblem,because the

value relevant component of futurc eamings is

(a)Theremm model



The lmpact of Price and Retum Models on Value Relevance Studies

not included in the regression model. The

eco,ometric consequences of this errors―in―

variables problem are that the estimated

coefficient will underestil■ ate the rcal

cottFicientifitis positve and the esdmatedパ P

will underestimate the real R2.14 The OHutted

vanable will not bias the esdmated coefrlcient

if■isuncorclatedwititheincludedindependcnt

variablc,butit win alwaySreducetheesdmated

R2.

On the other hand, the impact of the

accounting recognition lag on the pttce FnOdel

is expected to be less signincant than on the

r c t u m  m o d e l . F i g u r e  l ( b ) i l l u s t r a t e s  t h i s  p o i n t .
Current stock pricc contains all血cinⅢ .・latOn

in past and current earlllngs and some forward―

looking inforlnatibn in future earnings.

Thereforc,unhkc thc rctum modcl,thcre is no

eFrOrS―in―variables problem in the independent

vanable. The oIIll“ed varlable prOblcm still

existsinthepncelnodelbecauseoftheoHllttcd

forward‐looking inforrnation.As a result,the

esdmated R2 will undercsdmate the real R2.

However,■ smag田 的deisexpectedtobeslnalle=

than that forthc rem m model.

A wcak rctum―eamings relation is also

attributable to a transitory component of

earnings. If earnings are assumed to be

pcmanent,the earmngs response coefflcient

( t h e  S 1 0 p e c o e f f l c i e n t i n t h e r e g r e s t t o n o f r e t u m s

on ea回工ngs)iS l■1/r based on the capitattzed

earnlngs lnodcl.On the othcr hand,ifearmngs

arecottplctelytransitory,theearlungsresponse

coefficient will be one.The R2s will be ulllty in

both cases,Since lnost repo■ed earmngs are a

述 x t t r c o f p c r E I l a n e n t a n d t r a n s i t o r y e a m i n g s , a

remin_eaEIngsregressionwillyieldancaralngs

response coettcientthat falls between one and

l+1/L Conscquently, the estimated沢 2 will

decline from perfect correlation bccausc

rcported ettngs is the sum of two vttablcs

with di頭もrent earlllngs response coef「lcients.

(sce Kothtt and Zillmeman 1995, p.178;
Kothtti 2001,pp.133-134,Easton夕 才α′,2000).

Thus, the accounting recognition lag and

transitory earrllngs may cxplain the reported

wcttkassociationbet、veenrctums andearnings.

Thc ncxt subsection reviews some studies that

attempt to improve the return―earnings

speciScatton.

5。2 Studies on the improvement of remm‐
earnings relation

There has becn voluminous、 vork that attempts

tointprovethe、veムkretum―earningsreladon.15

Table 2 suIInansessomeofthekey studiesthat

deal with 
・
accounting recognition lag' and

`trantttory 
earnings'.

15 See Lev(1989)for early evidence of such studics and

Kothalli(2001)fOl・mole recent stutts.1 4  S e e  R y a n  a n d  Z a r o w i n ( 1 9 9 5 ) f o r  f u r t h e r  d i s c u s s i o ■.
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Table 2
Studies on the improvemen3 of return口earnings relation

Author Pttblem Fcatures Summa守

Easton夕″α′.

(1992)

W揃 eld

and Vヽild

(1992)

Fleeman

a n d  T s e

(1992)

Hayn(1995)

Amirand Lev

(1996)

Elliott and

Hanna(1996)

BaSu(1997)

Bu and

Thomas

(2000)

Ota(2似〕1)

Accounting

時cogtttion

lag

Accounting

recognition
lag

Transitory
earmngs

Transitory

earnlngs

Transitory

ealnings

Transitory

earnlngs

Accounting

reco邸iton

iag

Accounting

recogniton

lag

Accounting

recogtttion

lag

Measuttlnent

windows are

extended

Futu控

earmngs
included

and Past

rettms

included

NonlineaFity

Losses

Intangibles

One―time
itcms

Conservatism

Analy並

forecatts

of earrllngs

Management

foコecasts

ofeanlngs

W h e n  b o t h  r c t u r n s  a n d  e述述n g s  m e a s u r e m e t t  w i n d o W S孤●
extended fronl l year to 2 years,5 years,and 10 years,the
R2inCreases accordingly from 6ワろto 15%,33t/0,and 63%.

When the immediate next period's ettngs tre included in
細 don to cuttnt penod's earmngs to explain current

p e d o d ' s  t t t u m s , t h e  R 2 i n C t t a s e s  b y  2 2 3 . 8 1 , 1 9 0 , a n d  3 8

per ccnt for quartelSly,semiannual,annual,and biannual
礎POlting pettods,respectively.Sl■よlar resulぉare obtおned
when culTent and p■or peHods'remms are regressed on
cuttent ettngs.

The unexpected retums tte regressed on unexpected earmngs
using a linear mOdel and a nonlinear model.The nonlinear
model uses the arctangent transfounatlon folH unexpected
earmngs.The R2 and the J testindcate thatthe nonlinear
modelis better specincd than the linett Hlodel.

The R2。f a return―eamings legrestton is 9.3ワうfor the full
s a m p l e . T h e  R 2  i n C r e a s e s  t o  1 6 . 9 % w h e n  o n l y  p r o f l t  c a t t s  a r e
c o n s i d e r e d , a n d  t t P s t o  a l m o s t  O % w h c n  o n l y  l o s s  c a s e s  a r e
considered

W h c n  w t t l e s s  c o H I I n u n i c a t o n s ( m o b i l e ) 的附 a r e  u s e d  a s  t h e
sample‐the R2 for the retum modclis close to O%.These
ntt are characterized by heavy investmentin intangibles,

such as R&D and flancMsc development.

The market‐attusttt excess retums are regressed on
unexpected ea回遠ngs befOtt special ttms(a pemanent
COlllpOnent)and Special ite恥 (a transた0り component).The
coefFIcient on special items is small and statistically
insigttflcant.

A  r e v e r s e  r e g r e s s i o n  o f e t t n g s  o n  r e t u r n s  i s  m n . T h e  R 2 i s
7 . 9 9 % f o r  t h e  f u l l  s a m p l e , 2 , 0 9 % f o r ` g o o d  n e w s ' ( p o S i t V e
retums)sttwlC,and 6.64%for`bad news'(negativc retums)
sample.

Unexpected retums tre rcttssed On unexpected eamings.
When revisions of fnture eamings fOrecasts are included,the
解 i n c r e a s e s  f r o m  5 . 2 6 % t o  3 0 , 6 7 7 o .

When managcment forecasts of next perlod's earmngs are
included in the retum mOdel,the R2inCreases tton1 5,9%to
14.9%.

A c c θ″″' , g  t t c a g z J 筋″r f g

Orlc、vaytotackletheproblenloftheaccounting

recognition lag is to extend the mcasurement

windo、vs of both retums and earnings.When

carmngs are aggrcgatcd over longer pedods
than the convcntional one―year pettod, the

accounting recognition lag will be mitgated.

Easton tt α″。(1992)a1loW the measurement

、vindo、vto vary from l yearto 2 years,5 years,
and 10 years,They flnd thatthe R2inCreases as

the window becomeslonger,TheR2fOr l―year,

2-year, 5-year, and 10-year window is 5ワう,
1 5 % , 3 3 % , a n d  6 3 t / 9  r e s p e c t v e l y .

warneld and Wild (1992)include the
iIImediate nextpenod's earnlngs irl addition to

currcnt period's earlllngs to explaln ctlrent

period'sremms.The R2s withoutincluding the
ncxtpcnod'seamingsareO.39%,2.44%,5.41%,

and 21.21ワらfor qua■crly,scIIIIannual,annual,

and biannual reporting periods respectively.

納姑彙翠盗岳押電肥艦智掻鉱
4.41ワう, 15.71ワう,and 29.28%.ヽ Vhen the next
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t、vo pc五ods'eattungs are added,increases are

Hlarginal, Silnilar results are obtaincd、vhen

current and p=or periods'returns are regressed

on currcnt eattngs.16

A l t h o u g h  t h e s e  s t t d i e s  h c l p  u s  u n d e r s t a n d

the existence and severity of the accounting

recogniti9nlag,dlemethodsusedinthesesttdes

arenotapphcabletoali valuerelevance sttdies.

Insomecases,theyconビ uctwiththeresearcher's

interest.For example,when the interett Of

research is to exanェne changes in the valtte

rele↓ancc of accoundng data ovcr tme, thc

return and the eamings pettods have to bc

synchronized. Because the timeliness of

accoundng datais an essendalingredient ofthe

value relevance of accounting data,varying

靭 曲 総 艦 で ∬燃
夕′α′。(1992,p.140)statC,`` VヽC Certainly doれθ″

wish to suggest that long retum intervals are

supenor or more logical than shortcr ones.

Empidcalresearchdesignsshouldbcmotvated

byquesはOns asked,andnotbythemagnittdcof
COFelation lneasures."

Liu and Thomas(2000)and Ota(2001)deal

with the accoundng recognition lag by using

forecast inforlnation.Liu and Thomas(2000)

incorporate analyst forecast infomation into a

remrn―earmngsmodel.Theyregressunexpected

remms(calculatcduslngCAPM)onunexpected

earlllngs.When revisions of n】ture earmngs

forecastsareincludedinatttiontouncxpected

eaFmngs:theR2inCreasestom5.26%to30.67%.

However,the disadvantage of using analyst

forccast info11..ation is expressed by Liu and

Thomasthemselves.1,Liu andThomas(2剛 ,

P.100)wdte,“ Althoughaddinganalystforecast

revislons and discount rate changes helps to

16 Kothari(2001)identttes four IIlethods to deal with the

accounting recognlion lag and refers to the relevant

studies.The four methDdS are:(1)InCluding future

ettingsasa■ independcntvttablcintheretum‐ etttngs

model;(ii)ExPandhgtheret― ‐eaHllagsmeasureme■ t

window;(iti)Including ieadng period retums in the

dependent v誼おlt and(iV)Incl■dng future earnings

and future returns as independent variables.

17 The derlnl五。n of`tilleliness'used indis Paper follows

Easton(1999,Notc l)and Easttn and SoEIIners(2000,

Note 8).They胡 te,・The coおOept ofthe timclttss of

theacccuntng su― rylstheextcnttowhichthevalue

change as rePorted in the financial statements is

contemporaneous Mth the change in market value."

18 A sinilar conceコ,is expressed by Lcv and Zarowin

(1999,Note 6).

3昔鮒 甜 鮮 tヒ と縛 ね 堆
statcments,since the infolnation used in our

multple regression is obtained drectly nOm

analyst forecasts,and the link between those

forecasts and accountng statements reHlains

largely unexplored."

Ota(2001)uSes management forecasts of

earningsto improve a retum―earlllngs relation.

He cxPloits thc unique setting in Japan、vhere

lnanagers simultaneously announcethe cu「ent

eamings as well as forecasts of next pe五od's

earmngs.Based on Ohlson(1995 and 2∞ 1),he

shows that rnanagement forccasts of eamings

can be used to calculate`other information'in

the OhisonLIM.ThcresultsindicatethattheR2

increascsfrom5.9%to 14.9%withthcinclusion

of management forecasts of eamings. 】工e

concludesthttdleimportanceofcuFentearrllngs

diminishes signiflcantly in the presence of

managemcnt forecasts of earnings.

T r a , s '古oり 切開 '昭s

Another proble■l to which a weak return―

earmngs relation is attributed is a transitory

componentofeamings.FreemanandTse(1992)

suggest that studies whch use ttnear retum―

eamings rcgressions have repoied low slope

coefficients andR2s due to the nonttnearldes in

theretum― earningsrelation.They arguethatthe

retum―eamings reltton is nonhnear and S‐

shaped,,.2.concavc for llegative earlllngs and

convex for positivl earnings, because of

transitory earnings components.The trantttory

componentofearFllngs oftenll■plies losses and

one‐time items.Hayn(1995)documenls that

Frms reporting negative eamings exhibit a

weakerassocladonwithstockrctllmsthanrlrlns

reportingpositvc earmngs.Sherepo■ sthatthe

R20f a retum―eamings regression is 9.3ワうfor

the full salnple,16.9t/9 forthe profitable ims,

and allnost Oワうfor the loss―■laking i口ms,She

l苫3鎌猛艦総七路鮮麒 操
earalngscarmotbeexpcctcdtoperpCtuatc.Elliott

and Hallna(1996)exaHllne thc infoHことation

contcnt ofeamings conditional on thepresence

oflarge nonrecurnng orunusual charges.mey
run a regression of the ttarke←attuSted excess

retums on unexpccted earnings belorC Spccial

itcms(a pcmancnt comp9nent)and special

items(a tranSitOry component),and rlnd that

the coefficittt on spelial items is small and

statistcally insignificant.
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However,the effccts of transitory eamings

and the accounting recOgnition lag are

sometimes difrlcult to unravel.Amir and Lev

(1996)invcStigatc the value rcleヤahce of

麟撚器盤襴襴
the wireless corllnunications industry.These

irIIIs are characterized by heavy investmentin

intangiblcs such as R&D and franchise

路 盟 欝 遷 ユ盤 鴇 猟 ま慾 路

recorded later and are not inatched with the

騨i麒麒税樋
ノ 坊露8器協品品脚
carnings for ttrms in intangible―intensive

industries are the result of such events as

success血lR&D and new products,they are

conclude that the effect of thc accounting
冊岳守猫紹翻 描靴ど駐就縄
鑑器を開:溢婚暦;糾掛紆縦野

Sttare
A  s i 血l a r  a r g u m e n t  c a n  b e  p u t  f o r w a r d  w i t h

艦 餓 総 益 撤 ぷ 陥 賂 盤 軽
`bad 

news'Inore quickly than`good ne、vs'.He

runs a revcrse regresslo■ofearmngs on rcmrns

and finds that the R2 is 7.99% for the fu11

縄盤辮麒軽ユ
鱗謎騨鑑3騨麒鎖
覇掛縄苫発鯛 脳t解押Ъ簿程棋

19 1 ev has been a strong proponent ofthe capitalization of

intangibles.FEs papers,such as Lev and Sougiannis

(1996)andAb∞ dy andLev(1998),shoWthatcapitaized

values of R&D costs and software development costs

are significandy associated with l■arket values,

(e.gⅢ big losses)are incorporated illto ettngs

more quickly due to conservatls11,10SSes are

止kely to have a strong association with retums

fromtheviewpointoftheaccoundng的lo抑虫dOn

lag.Atthesalnedme,iflossesaremontrandtory

according to the abandonment opdon theory

hypothesized by Hayn(1995),then iOSSes are

prcdicted to havc a weak assoclaton with

retums.Basu(1997,pp.31‐ 31)wdteS,|`The

slope coemcient from the abandonIIlent opton

isthesalneasthatunderconservatism.However,

conscrvatismpredicts ahigher42forbadnews

縫鞘麒鱗聯靴隅
These sccIIllngly conaicting theorics arc

described well in Easton夕 ′α′。(2(珀0).They

state that the cmpirical isolatton of thesc two

effects(the accouning recognitlon lag and

transitory earungs)is dirlcuk and atmbuting

differences in the remm― eamings relation to

one ofthese two effects without controlling for

the other may lead to erroneous conclusions.

6。Conclllsions

Valuerclevanccsttdiesare anlmportantpartof

accountlng research.These studies investgate

the emplncal relation between sttck market

values(or changes in values)and vanous

accoundng nuttbers to assess the usefulllcss of

those numbers in equity valuaton.The pnce
model and the return model are probably the

most pervasive regrcssion models today.1「he

pricemodelregresscs stOCkp五ceonbookvalue

艦 f盤 鎖 烈 緩 蹴 縦 脳 盤 釧
eamings changesdeflatedbythe14ggedmarket

capltaliztton.AlthoughtheOhlson/RIVInodel

is the theoretical valuadott lnodel that both the

pnce and the return modcls are bascd on,the

studies using both models sometimes report

d i f f e r e n t  r e s u l t s ,

The speciflcadon problem associated with

the price mOdel is referred to as.scale effects'

20 Basu(1997,p.32)contendsthat,whiletheconscrvatsm

predction is robust to rlany speciflcations,Hayn's

annual R2 reSuitS are sensitive to risk‐attuStment。
H o w e v e r P  b a s e d  o n  t h e  a n a y s i s  o f  s c a t t e r p l o t s  a n d

distibutions of retums and earnings,Easton(1999,

p.406)indiCates that,while the weak retum-losses

relation hypothesized by Hayn is clear,the strong

earnings,negatveretumrelatonhypothesizedbyBasu

appears to be p五manly due to the left‐hand tぶl ofthe

eamings dis詢占buton(large negative carnings).
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and those with the retum model are temed
`accounting 

recognition lag' and 
`transitory

earnlngs'.Scaleeffectsil■plyaspllnousrelation
in the price modelregresslon thlcanbe caused
by faihng to contol for scalc in the vanables.
T h e  a c c o u n t i n g  r e c o g n i t i o n  l a g  t t s e s  f r o m  t h e
fact that accounting systems rcpo■ the effects
of value relcvant events、vith a lag because of
the accountingprinciples such asreLability and

prudence.Transitory earmngs are acomponcnt
of earnings that are not as persistent as a

permanent component of earnings and,
therefore,haveaweakassoclatiOnwithretums.

Although some inethods to deal、vith these

problems arc suggestedby researchers,none of
them gives a dennitivc soludon. A rather

philosophcaldiscusttonexistsconcerlllngwhat
`scale'is 

andthismakesitdfFlcultto cope with

scale effects. Extending the measurcment
、vindows ofbothretulns andearmngs allaysthe

盤 :息 縫 鮮 i購 c拝岳名信艦 督
applicable to all value relevance studies`
Moreover,thecffcctsOftrandtory earnlngs and
theaccountingrecognitionlagsometimesorsct

each othcr and are difflcuk to disentangle.

Thus,the aForementioned dffercnt results
remtun unsolved.Perhaps,in the absence of a
derlnidve solution to these problems, future
studcs will be ennchcd by invesdgating the
sensitvity of their infercnccs to the usC of
altematve specifications.
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