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Foreword

It has long been accepted that the central function of security analysis is to
forecast future accounting earnings for the purpose of valuation. Recent
valuations, however, especially in the technology sector, have raised doubts
in the minds of many investors as to the relevance of accounting earnings.
Some analysts advocate the use of free cash flows in lieu of earnings. D. Eric
Hirst and Patrick E. Hopkins tackle this crucial issue and provide persuasive
evidence of the continued relevance of accounting earnings for the
determination of investment value.

In addition to documenting the critical relationship between accounting
earnings and security prices, Hirst and Hopkins offer a comprehensive com-
pendium of earnings classifications to help analysts distinguish between
transitory earnings and those earnings that are more likely to persist and thus
affect future valuations. Hirst and Hopkins use a variety of real-world examples
to illustrate these earnings classifications and to show analysts how to inter-
pret them for the purpose of fundamental analysis.

Hirst and Hopkins next present the results of two original, controlled
experiments to evaluate the use of accounting earnings by buy-side analysts.
The first experiment reveals that analysts are often misled by opportunistic
earnings management and, therefore, should focus greater attention on the
sources and quality of earnings. The follow-up experiment shows that more
comprehensive disclosure of the components of earnings helps to mitigate the
problem of opportunistic earnings management and thus improves analysts’
assessments of investment value. This latter finding strongly suggests that
our profession should encourage policymakers to require greater transpar-
ency with respect to reported earnings.

This monograph is essential for anyone engaged in security analysis,
whether a seasoned expert or anovice. Moreover, all investment professionals
who seek a clear and thorough explication of accounting earnings and their
relationship to valuation will benefit from the work of Hirst and Hopkins. The
Research Foundation is pleased to present Earnings: Measurement, Disclo-
sure, and the Impact on Equity Valuation.

Mark Kritzman, CFA

Research Director

The Research Foundation of the

Association for Investment Management and Research

viii ©2000, The Research Foundation of AIMR
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Introduction

Many textbook explanations of equity security valuation provide students and
analysts with clear and concise explanations that give a false impression of the
practical complexity of the valuation exercise. Part art and part science, part
dissecting the past and part predicting the future—valuation is simultaneously
a rewarding and frustrating process. On the one hand, gathering relevant
information from a variety of sources and distilling it into a range of reasonable
equity values is rewarding. It is the cornerstone of many individual and
institutional investors’ decisions to buy, sell, or hold securities. On the other
hand, valuation is frustrating because it is fraught with uncertainty. First is
the uncertainty associated with the exercise itself (for example, what is the
right valuation model to use? Is the price too high? When will the market share
my beliefs about the future and correct the price?). In addition, analysts find
themselves playing cat-and-mouse games with the preparers of corporate
financial statements. That analysts cannot simply take information reported
in financial statements at face value is an aspect of equity valuation that
significantly increases the complexity of an already difficult activity.

The rules that guide the preparation of financial statements in the United
States (generally accepted accounting principles, or GAAP) allow company
managers sufficient latitude to effectively communicate the financial position
and results of the company operations. That same flexibility, however, also
provides managers with the opportunity to conceal information from compet-
itors, analysts, and other readers of the financial statements. In theory, when
managers make financial reporting decisions, they trade off the potential
benefits (e.g., reducing the cost of capital because disclosure reduces uncer-
tainty) against potential costs (e.g., revealing proprietary information to exist-
ing and potential competitors). In addition, managers recognize that financial
statements and their components affect contracts, including compensation
contracts. Thus, managers may have significant incentives to paint a self-
serving picture of the company. Prudent analysts, wary of the claims made in
the financial statements, consider the source and context of the claims.

The goal of this monograph is simple: We want to increase analysts’
understanding of how income statements and other disclosures can be used
to assess the underlying quality and persistence of companies’ economic
activities. We believe the recent rush to “cash earnings” valuation models is
caused by the need to justify sky-high prices for so-called new-economy stocks
and is an overreaction to perceived weaknesses in the measurement of GAAP
earnings. In the long run, however, cash earnings are unlikely to be the

©2000, The Research Foundation of AIMR xi



Earnings: Measurement, Disclosure, and the Impact on Equity Valuation

panacea that some claim they are.! Accounting data provide a rich source of
insights into the intrinsic value of a firm. Harnessing the power of such
information requires an understanding of its strengths and weaknesses. We
hope that with the right tools and a thorough understanding of the inputs
required to use them, security analysts will be able to generate accurate and
insightful valuations of equity securities.

The monograph is organized as follows. In Chapter 1, we provide a brief
review of the large body of research that explores the relationship between
financial accounting information and security valuation. Although we deal only
with selected research highlights, a clear picture emerges: Accounting data—
in particular, reported earnings—are strongly related to security prices. We
suggest that those who criticize financial accounting data as irrelevant are
standing on shaky ground. We also review the claims that “cash is king” and
accounting earnings are “a fiction,” and we show that empirical results
strongly support the relevance of accrual-basis accounting information.

In Chapter 2, we examine the question: What are earnings? We start with
an overview of a powerful accounting-based valuation model. We also describe
how accountants classify earnings into recurring and nonrecurring compo-
nents. Then, we illustrate those classifications with actual disclosures and
discuss how managers’ judgments can lead to self-serving reporting. Armed
with a good understanding of a company’s accounting and its underlying
strengths and weaknesses, the diligent analyst is in a good position to assess
past performance. This understanding should lead to improved forecasts of
future results.

Chapter 3 provides the results of two new empirical studies in which more
than 100 members of the professional analyst community participated. The
purpose of this discussion is to illustrate the difficulty underlying fundamental
analysis and equity valuation. Our findings reveal that, in contrast to popular
belief, the manner in which accounting data are reported predictably affects
analysts’ valuation judgments.

In Chapter 4, we close the monograph with a brief summary of our
argument.

1The adage that “you manage what you measure” applies to cash earnings and cash flows as
much as it does to accounting net income. Managing cash flow is as simple as delaying the
payment of a supplier or running an advertising campaign a week earlier or later.

xii ©2000, The Research Foundation of AIMR



Chapter 1. Evidence on the
Relevance of Earnings
to Valuation

In this chapter, we consider the empirical evidence for three aspects of the
relevance of accounting earnings to valuation: the relationship between earn-
ings data and stock prices, the information content of earnings data relative
to the information content of cash flow data, and the use analysts make of
earnings data in valuation.

In truth, a formal study of the role of accounting earnings in the capital
markets is not needed to gauge the importance of reported income in the
work of managers, analysts, and investors. Articles in the business press
clearly focus significant attention on companies’ quarterly and annual earn-
ings announcements. Furthermore, corporate managers go to great lengths
to explain the factors that influence reported income numbers and, increas-
ingly, try to manage analysts’ earnings expectations. For example, in recent
years, the incidence of managers “talking down” investors’ earnings expecta-
tions in the weeks leading up to an earnings announcement has increased.
Their methods include initiating “whisper forecasts” and “preannouncing”
earnings. In addition, the business press regularly provides comprehensive
analyses of corporate valuations in terms of earnings-based multiples (e.g.,
the price-to-earnings ratio). Even articles announcing quarterly results for
Internet companies include numerous adjustments and qualifications
intended to guide the investing public to some estimate of (distant) future
earnings.

The anecdotal evidence on the relevance of accounting earnings in secu-
rity valuation may be interesting, but explicit conclusions about the relevance
of earnings versus cash flows in valuation are best determined by observing
the relationship between these metrics and stock prices. Fortunately, schol-
ars in accounting and finance have conducted many studies of the relevance
of accounting information for explaining the price levels and price changes of
equity securities.

The following discussion briefly describes some of the classic research
studies that demonstrate the relevance of accounting earnings for the purpose

©2000, The Research Foundation of AIMR 1
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of equity security valuation.! Then, we consider studies that directly compare
the relative usefulness of earnings and cash flows in valuation activities,
although much of this discussion is at the level of market-determined stock
prices. We conclude the chapter by describing results from the limited num-
ber of studies that have investigated how financial analysts actually use
earnings-related information in valuation activities. This discussion provides
the context for the experiment, described in Chapter 3, that investigates the
effect of earnings on buy-side analysts’ stock-price judgments.

Earnings Information and Equity Prices

For more than three decades, accounting and finance researchers have been
rigorously investigating the relationship between accounting earnings and
security prices. The relevance of this research lies not in allowing students or
practitioners to pick winners before the fact but in its ability to explain
variations in past stock prices. The fundamental question addressed in this
research is whether, and to what extent, historical earnings are correlated
with stock returns and/or stock prices. If historical earnings information is
shown to be relevant in explaining current stock prices, then a valuation
model that explicitly incorporates expectations of future earnings, such as the
model we provide in Chapter 2, should be seriously considered by anyone
practicing fundamental analysis.

Unexpected Earnings and Stock-Price Changes. A study by Ball
and Brown (1968) provided the initial evidence that accounting earnings
convey relevant information about the underlying value of securities. Their
study laid the groundwork for much of the earnings-related academic
research in accounting and finance that followed. Ball and Brown addressed
the specific question of whether positive unexpected earnings are associated
with positive changes in stock prices and whether negative unexpected earn-
ings are associated with negative changes in stock prices. Although informa-
tion from many sources is impounded in security prices, Ball and Brown
isolated the effect of earnings on prices by looking at cross-sectional changes
in earnings and the corresponding changes in prices. This design reduced
the possibility that some factor other than the information aggregated in
earnings was explaining stock-price changes.

1Although finance and accounting researchers have performed innumerable studies modeling
and testing the relationship between earnings and stock returns and between earnings and
stock values, the discussion in this chapter focuses on the most important lessons to be learned
from a handful of the studies. For a more complete synthesis of research investigating the value
relevance of earnings and other types of accounting information, see Bernard (1989), Lev
(1989), Lev and Ohlson (1982), and Bauman (1996).

2 ©2000, The Research Foundation of AIMR
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Ball and Brown analyzed the net income and stock prices of 261 public
companies between 1946 and 1966. Because the market should already have
impounded the expected portion of these companies’ earnings into stock
prices, they hypothesized that the unexpected portion would predict stock-
price change during the year for each of these companies.2 They divided their
sample into two groups—those with positive unexpected earnings and those
with negative unexpected earnings. Their findings offer powerful support for
the relevance of earnings. Specifically, having advance knowledge that a
company will have a positive earnings change yields, on average, a 7 percent
market-adjusted return on that stock. Likewise, having advance knowledge
that a company will have a negative earnings change yields, on average, a 9
percent negative market-adjusted return on that stock.

Magnitude of Unexpected Earnings and Stock-Price Changes.
Beaver, Clark, and Wright (1979) extended the work of Ball and Brown
beyond investigating the direction of earnings changes to also examine the
magnitude of earnings changes. Beaver et al. analyzed the net income and
stock prices of 276 public companies between 1960 and 1975. They split the
sample into 25 portfolios based on the ranked magnitude of the percentage
change in residual (i.e., unexpected) net income for each company in each
sample year. The final sample included approximately 106 company-years in
each portfolio.

Table 1 provides the average residual change in earnings and the aver-
age residual change in price for the bottom five and top five portfolios
composed in Beaver et al.? Portfolio 1 was the portfolio of stocks with the
largest single-year decline (i.e., —154.8 percent) in unexpected earnings;
Portfolio 10 was the portfolio of stocks with the largest single-year increase
(i.e., 185.1 percent) in unexpected earnings. Note that Portfolios 1-5 lost
more than 10 percent of their value in the year of the large negative earnings
surprises whereas Portfolios 6-10 gained more than 10 percent of their value
in the year of the large positive earnings surprises. Furthermore, evaluating
the magnitudes of earnings surprises revealed much more pronounced
return patterns than those observed in Ball and Brown. That is, the largest

2Ball and Brown used three proxies for unexpected earnings, with similar results for each. We
limit our discussion to the random walk change in earnings or, more simply, the change in
earnings from one year to the next. Ball and Brown also analyzed the abnormal returns on each
company’s stock. “Abnormal return” was defined as a company’s common stock return for a
month adjusted for the expected return as predicted by the capital asset pricing model (CAPM).

3The residual change in earnings measure used in Beaver et al. was a proxy for companies’
unexpected earnings, and the residual change in price represents companies’ common stock
return for a month adjusted for the expected return as suggested by the CAPM.

©2000, The Research Foundation of AIMR 3
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Table 1. Average Residual Change in Earnings per
Share and in Price for Bottom Five and
Top Five Portfolios, 1960-75

Residual Change  Residual Change

Portfolio Observations in EPS in Stock Price
1 107 -154.78% -17.51%
2 107 —44.69 -12.40
3 106 -31.23 -14.69
4 106 -22.92 -11.76
5 106 -17.47 -11.33
6 106 28.70 10.44
7 106 36.28 11.79
8 106 49.72 15.76
9 106 72.06 22.23

10 106 185.08 29.16

Source: Adapted from Table 3 of Beaver et al. (1979).

negative stock return was —17.5 percent (compared with —-9.0 percent in Ball
and Brown), and the highest positive stock return was 29.2 percent (com-
pared with 7.0 percent in Ball and Brown).

The asymmetric reaction to positive (29.2 percent) and negative (-17.5
percent) earnings surprises documented in Beaver et al. raises the possibility
that the magnitude of a stock-price reaction may not be uniform for all levels
or sources of earnings. These asymmetric results are not surprising in the
context of our discussion in Chapter 2 about the varying sources and persis-
tence of items that contribute to net income. Indeed, given companies’ incen-
tives to write off future expenses in a year that is already experiencing a net
loss (i.e., to “take a bath”), the Beaver et al. relative stock-price return results
for the highest and lowest portfolios of unexpected earnings are quite intuitive.

Determinants of Price Reaction. Although the pattern of results
reported in Beaver et al. is consistent with intuition, these authors did not
address the important issue of exactly what determines the magnitude of the
stock-price reaction to a given level of unexpected historical earnings. This
reaction, often referred to as the “earnings response coefficient” (ERC), is
basically the slope coefficient between unexpected earnings and unexpected
stock returns. For example, if a company was expected to report net income
of $2 per share but actually reported net income of S$3 per share, the unex-
pected earnings would equal $1. If the company’s stock price increased by $5
per share based on this earnings announcement, the ERC would be 5. If all

4 ©2000, The Research Foundation of AIMR
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unexpected earnings were created equal, consistent ERCs would be
observed, at least at the company level. But intuition suggests that some
unexpected earnings are recurring and others are one-time events.

Kormendi and Lipe (1987) were the first to investigate whether ERCs can
be explained by the extent to which one period’s unexpected earnings
become expected in the future. That is, they believed the magnitude of
companies’ ERCs are (at least partly) explained by the portion of the earnings
surprise that is expected to become part of normal earnings in the future.
They found that, indeed, higher ERCs are associated with higher levels of
future earnings persistence. In other words, stock prices respond the most to
earnings changes that are indicative of future earnings performance.

Although a number of factors have been identified that affect the relation-
ship between unexpected earnings and stock returns, the findings of Kor-
mendi and Lipe and subsequent researchers indicate that this relationship
depends in part on the extent to which earnings are expected to persist in the
future. These results suggest that analysts should carefully consider the
source and expected duration of earnings components when they include
earnings in a valuation model.

Long-Term Relationships. Although Ball and Brown and Beaver et al.
provided evidence that accounting earnings are relevant in pricing equity
securities, the findings correlating earnings with stock prices or stock returns
have suffered from low explanatory power. Models that correlate unexpected
returns with unexpected earnings (aggregated over periods up to a year)
rarely obtain R2s in excess of 10 percent.® The implication is that the majority
of stock returns over short time intervals are explained by factors other than
one year’s earnings. Easton, Harris, and Ohlson (1992) addressed this prob-
lem by analyzing the relationship between earnings and returns over a longer
time period.

Easton et al. made two important contributions to the understanding of
the earnings—stock returns relationship. First, they noted that the explana-
tory power of earnings should increase over longer return intervals because
earnings aggregate over time and, therefore, the noise induced by possible
income shifting and the noncomparability caused by the use of alternative

4The publication of this paper by Kormendi and Lipe spawned intensive investigation of ERCs
by accounting researchers. An extensive review of ERC research can be found in Cho and Jung
(1991).

5Loosely speaking, R? is the portion of variation in one variable that can be explained by the
variation in another variable. Two variables that are perfectly correlated will have an R? of 1.0
(or 100 percent), and two variables that are randomly associated will have an R2 of 0.

©2000, The Research Foundation of AIMR 5
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accounting methods should diminish over time. That is, over a long period,
the various alternatives allowed by accrual accounting generally result in the
same overall levels of aggregate accounting earnings. Second, they found
that a long window allows investigation of the relationship between stock
returns and the aggregate amount of earnings during the period. Most earn-
ings research (for example, Ball and Brown; Beaver et al.) has generally
investigated the correlation between unexpected earnings (or changes in
earnings) and stock returns over short time frames.

Easton et al. analyzed the correlation between returns and earnings for
20 years of data from the 1987 Compustat data file.6 They found that models
correlating stock returns and the aggregate level of earnings over a 10-year
period result in R%s higher than 60 percent—a significant improvement in
explanatory power over studies using short windows. In addition, their
results pointed to the long-run relevance of accounting earnings in explaining
the returns on common stock. The value relevance of long windows of
aggregated historical earnings suggests that forecasting expected long-term
future earnings should be useful for valuation purposes and even points to the
potential usefulness in valuation of forecasting a company’s net book value.”

Has the Value Relevance of Earnings Declined in Recent Years?
Although Easton et al. suggested that long-window earnings explain a large
proportion of stock returns, many academics and analysts complain that quar-
terly and annual accounting earnings have become increasingly less relevant
in explaining common stock returns. For example, many complain that the
recurring reporting by companies of supposedly one-time items has recently
increased. Elliott and Hanna (1996) confirm that reports of large, one-time
items increased during the 20 years ending in 1994, and in particular, reports
of large negative write-offs increased dramatically.® For example, in 1975, less
than 5 percent of companies reported a large negative write-off, compared with
21 percent of companies in 1994. Elliott and Hanna also showed that the
companies most likely to record these write-offs are companies that previously

6 Their sample 20 years of data allowed the formation of ten 10-consecutive-year earnings
samples. Each 10-year sample contained, on average, 1,045 companies.

7Net book value is equal to a company’s assets minus its liabilities (i.e., it is equal to total
owners’ equity). Except when owners are investing or withdrawing capital, the net book value
of a company changes as a result of earnings. Therefore, net book value is a metric that includes
the historical aggregation of earnings of a company. Brennan (1995) noted that “the accretion
to book value caused by the retention of earnings is eventually reflected in the stock price. Far
from being close to useless, as some have claimed, accounting earnings are seen to be highly
informative about stock returns over long time intervals” (p. 51).

8Elliott and Hanna defined large write-offs as those exceeding 1 percent of total assets.
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reported a similar write-off. The authors demonstrated that analysts’ sarcasm
about “recurring nonrecurring items” in quarterly and annual reports is justi-
fied. Their results point to a potential decline in usefulness of periodically
reported bottom-line net income in the valuation of companies.

Collins, Maydew, and Weiss (1997) noted that factors leading to the
decline in usefulness of single-period income measures might also lead to the
increased relevance of net book value in valuing companies. To test this
proposition, they analyzed the incremental explanatory power of net book
value and earnings for stock prices for each of 40 years through 1993. They
used a discounted abnormal earnings (DAE) valuation framework to investi-
gate the relative importance of net book value and earnings. Briefly
explained, DAE models suggest that the total equity value of a company can
be expressed in terms of its future abnormal earnings and its current reported
net book value.? From a valuation perspective, the important contribution of
this framework lies in its ability to explain and predict stock values (.e.,
prices) instead of changes in value (i.e., returns), which was investigated by
much prior accounting research.

Collins et al. found that the average annual R2s ranged between 0.5 and
0.75 when both earnings and book values were included in the valuation
model. That is, together, earnings and net book value explained between 50
and 75 percent of the overall variation in stock prices—a substantial portion.
In addition, consistent with the views of those who maintain that earnings
have become increasingly less relevant, they found that the incremental
explanatory power of bottom-line net income has indeed declined in the past
40 years. This finding reinforces the importance of evaluating the compo-
nents of earnings rather than focusing on a single summary measure of profit.
Collins et al. also found, however, that the incremental explanatory power of
net book value has increased over the same period. To the surprise of those
who argue that accounting has become less relevant to valuation, the total
explanatory power of net income and net book value taken together has
significantly increased in the past 40 years. In short, the Collins et al. findings
are an important indicator of the relevance of accrual accounting information
in explaining the levels of stock prices.

Taken together, these studies provide strong evidence that accrual-basis
earnings information can be used to explain stock prices. Indeed, the results
of these studies are so compelling that analysts would be wise to include an
earnings-based model in their valuation repertoire.

9Chapter 2 contains a discussion of the DAE model.
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The Information Content of Earnings versus Cash Flows

Chapter 3: Cash is King
—Copeland, Koller, and Murrin (1996)

Common sense tells us that accounting information is relevant for valuing stocks.
—Brennan (1995)

These quotations, each from eminent authors in finance, illustrate the per-
spectives in the finance community about the role of accrual accounting in
equity valuation. The first perspective is based on the observation that the
value of an asset is equal to the present value of its future cash flows. To
determine a fair or intrinsic value for the bundles of cash flows embodied in
an equity security, why not directly estimate those flows? From this perspec-
tive, an analyst logically begins the valuation process by evaluating current-
period cash flows and then forecasting how they will change (or persist) in
the future.

The perspective illustrated by the Brennan quotation is rooted in the
observation that the financial reporting function is designed to provide infor-
mation (i.e., earnings data) that summarizes the present and future net cash
effects of the activities in which a company is engaged during a given period.
From this perspective, one can rely on the accounting process to estimate and
report the most likely cash flow implications of operations during the period.
Furthermore, analysts can focus on the economic factors that influenced the
company’s core operating activities during the period and estimate the extent
to which those factors will change or persist in the future. Indeed, as we note
in Chapter 2, accountants classify income statements to aid in this endeavor.

In the previous section of this chapter, our discussion of the relevance of
earnings in valuation did little to address the concerns of analysts, portfolio
managers, and academics who believe that a company’s cash flows, not
earnings, are the only true indicator of a company’s value. Although account-
ing earnings may be relevant to valuation, they say, these data are nonethe-
less inferior to direct measures of cash flow.

The reluctance of finance professionals to use reported earnings in valu-
ation is usually because they believe companies have the ability to manage
earnings data through the manipulation of accruals. This perspective, how-
ever, ignores an important fact that actually necessitates the preparation of
financial statements on an accrual basis: Companies can also easily manipu-
late the timing of cash flows.

One of the important features of accrual-basis net income is that it is
designed to quantify the expected effects on future cash flows of transactions
and events that occur during a particular reporting period. Notwithstanding

8 ©2000, The Research Foundation of AIMR
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companies’ ability to manage reported net income, accrual net income is a
valuable starting point for determining the total present and future cash
effects of the activities in which the company was engaged during the period,
regardless of the timing of the receipt or disbursement of cash from those
activities. Realized cash flow does not incorporate an expectation of the future
and, therefore, may provide less useful information about the value of the
company than accounting earnings. Furthermore, because accrual net
income is linked to the underlying income-generating activity of the com-
pany, it provides a potentially more useful metric than cash flow for summa-
rizing a company’s creation of value during a period.

In a study directly comparing the relative informativeness of reported
earnings and cash flows, Dechow (1994) evaluated the ability of companies’
reported earnings and cash flows to explain stock returns for the 30 years
ending in 1989.19 She found that reported earnings are more strongly related
to stock returns than are reported cash flows from operations or net cash
flows for a given period. This association is even stronger for companies that
are undergoing changes in their working capital needs or in their investing
and financing activities.!1

Sloan (1996) extended Dechow’s analysis by plotting the ability of cur-
rent earnings and free cash flows to predict future free cash flows. In his
analysis, Sloan ranked companies’ free cash flows (defined as operating cash
flows plus investing cash flows) and net income. Each performance metric
was divided by total assets to provide a more valid relative performance
measure. He then ranked the companies on the basis of their relative free
cash flow and earnings measures and generated portfolios of the highest and
lowest 10 percent of the companies—that is, the top and bottom 10 percent of
net income (NI) to assets and the top and bottom of free cash flow (FCF) to
assets. Then, he observed the relative FCF performance for each portfolio for
the succeeding five years. The high-current-NI portfolio consistently gener-
ated higher future FCFs than did the high-current-FCF portfolio. Similarly,
the low-current-NI portfolio consistently generated lower future free cash
flows than did the low-current-FCF portfolio.

10For a more in-depth explanation of the relative informativeness of earnings and cash flows,
see Sloan (1996).

110n the other hand, one would expect cash flows to be more value relevant than accounting
earnings in circumstances in which current earnings are not representative of future earnings.
A study by Cheng, Liu, and Schaefer (1996) showed that cash flows explain more of stock
returns when earnings are highly transitory (i.e., not permanent), which underscores the need
to evaluate the components of earnings.
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Interestingly, combined rankings of current-period earnings and cash
flows appeared to provide the best measure of a company’s ability to generate
future free cash flows. As Sloan noted, the superiority of the combined
performance measure suggests that overly aggressive accrual and deferral
policies can hurt the predictive ability of earnings. By explicitly considering
free cash flows, these aggressive accrual practices can be uncovered and
explicitly considered. In other words, although current net income is a better
predictor of future free cash flows than is current FCF, considering both
measures simultaneously leads to even better predictions.

Sloan’s findings suggest that analysts should use multiple valuation mod-
els in equity analysis. Specifically, his results provide evidence that analysts
would be wise to first consider an earnings-based valuation model (such as a
discounted abnormal earnings model) and qualify the inputs to that model by
using a cash-flow-based analysis. His findings also support the importance of
fundamental financial statement analysis in security analysis. Sloan’s results
are extraordinary in light of the coarseness of the measures he used to
partition the companies. Additional in-depth analysis of earnings and cash
flows should lead to even stronger results.

Analysts’ Use of Earnings in Valuation

The research discussed so far has focused on the informativeness of cash
flow and accrual accounting information in explaining market-determined
stock prices. As for the importance of earnings in analysts’ valuation activities,
although abundant anecdotal evidence exists, researchers have little under-
standing of how analysts actually use this information or what features of
earnings-related information have the most influence on analysts’ valuation
judgments.

A significant source of the demand for earnings-related information is the
professional analyst community. Sell-side analysts require historical earnings
information because forecasts of future earnings (in addition to valuation
estimates and buy/hold/sell decisions) are an important output of their
analysis activities. The accuracy of these forecasts can determine to a signifi-
cant extent whether analysts are included on annual all-star lists and can, to a
lesser extent, determine a portion of their variable compensation. Sell-side
analysts’ reports generally include detailed discussions of earnings and earn-
ings components, but the link to valuation assessments is not well specified.
Furthermore, evidence suggests that because sell-side reports are not inde-
pendently derived predictions of the future and can be influenced by the
underwriting relationship between the target company and the analyst’s
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employer, the value of these reports is discounted by buy-side analysts and
portfolio managers.12

For analyzing the role of earnings in valuation, buy-side analysts and
portfolio managers would provide a much more independent source of infor-
mation than sell-side analysts. And based on interviews with buy-side analysts
reported in such publications as Barron’s, earnings are relevant to many buy-
side analysts. Buy-side analysts’ activities, however, are generally considered
proprietary. Therefore, researchers have not been able to directly observe
the valuation-driven demand or use of earnings information by buy-side
analysts. In addition, buy-side analysts have many competing demands for
their time during a normal business day. Because contacting individual buy-
side analysts is difficult and because these analysts have difficulty finding the
time necessary to assist with academic research, only a handful of studies
have investigated the role of earnings and other accounting information in
valuation.!3

Mear and Firth (1987, 1990) published a series of articles that addressed
the role of earnings in buy-side analysts’ valuation activities. The articles were
based on a single experiment they conducted with 38 buy-side analysts and
portfolio managers. They conducted the experiment by presenting each
analyst with 30 similar short cases in which the authors varied nine pieces of
company-specific information (e.g., company profitability, price-to-book
value) and one piece of industry-specific information. Because each analyst
considered all 30 cases, the information was in a highly summarized format.

In their 1987 article, Mear and Firth reported whether analysts have self-
insight into the factors that affect their judgments of (1) the expected risk and
(2) the 12-month expected return of an individual stock within a well-diversi-
fied portfolio. The authors found that earnings-related (i.e., profitability)
information was the most important factor in their return judgments and the
second most important factor in their risk judgments. Although the materials
provided to analysts were highly simplified and the authors did not provide

12 A number of studies analyzed sell-side analysts’ reports. For example, in a sample of 479 sell-
side analysts’ reports, Previts, Bricker, Robinson, and Young (1994) noted that earnings-related
information is the factor most cited by sell-side analysts. In a follow-up study, Bricker, Previts,
Robinson, and Young (1995) investigated the factors that determine whether sell-side analysts
believe companies have “high-quality” earnings.

13A number of studies conducted during the 1980s (e.g., Anderson 1988) analyzed the pattern
of information use by small samples of analysts. These studies provided evidence on the styles
of information searches conducted by professional analysts, but they generally did not address
the relevance of specific pieces of accounting information (e.g., earnings) in analysts’ valuation
activities.
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cash flow information, the findings suggest that earnings are an important
input into the valuations made by buy-side analysts.

In their 1990 article, Mear and Firth found that after the analysts were
grouped by investment style, earnings-related information continued to be an
important input in stock-return judgments.

Summary

More than 30 years of academic research in accounting and finance has
documented the relevance of accounting earnings for explaining both the
levels of and changes in equity security prices. Recent research has demon-
strated that, contrary to the position of those who argue that accrual account-
ing data are increasingly irrelevant, the combined explanatory power of
earnings and book value has not declined in the past 40 years. Other results
indicate that if one’s goal is to estimate future free cash flows, current earn-
ings do a better job than do current free cash flows. The combination of
current earnings and current free cash flows predicts future free cash flows
even better.

Finally, Mear and Firth provided important evidence about the relative
use of earnings information in analysts’ judgments. The design of their study,
however, did not allow conclusions to be drawn about a number of valuation-
related issues discussed in this monograph. In particular, Mear and Firth did
not provide cash flow information to their analyst participants, so inferences
about the relative importance of earnings versus cash flows could not be
made. In addition, because they provided only summary measures of profit-
ability, Mear and Firth could make no conclusions about analysts’ abilities to
use income statement information to assess the underlying quality of a given
level of net income. The experiment we report in Chapter 3 was designed to
address these important issues.
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Chapter 2. The Reporting of
Earnings and Equity
Valuation

IS NIKE BACK IN STYLEY. . . The Street seems to think so. Alex. Brown raised Nike
to buy from market perform; Morgan Stanley upped it to a strong buy; Goldman
upped it to market outperform. Why all the kisses? Well, Nike beat analyst estimates
by a whole penny! Good dog! It’s okay that earnings were 4 cents versus 52 cents last
year, that revenues fell 3 percent, that worldwide futures orders were down 13
percent, and that there’s no sign of renewed sneaker sales in Asia. Oh, yeah, and that
earnings figure excludes a $130 million restructuring charge. Include it, and the
company lost $67.7 million, its first loss in more than a decade. (But we all know
restructuring isn’t real money.) None of that matters, because Nike’s stock costs
only $52 versus $58 at this time last year. And everything else has gone up, so really,
Nike’s even cheaper! Haven’t you heard of relative value??

—Serwer (1998)

We just want you to remember that accounting earnings are slippery animals . . . to
be forewarned is to be forearmed.

—Brealey and Myers (1991)

In Chapter 1, we presented evidence on the association between accounting
data and security prices and returns. This chapter begins with a brief discus-
sion of a valuation model that is derived from the dividend discount model
and uses accounting data as a direct input. The fundamental strength of this
modelis that it is consistent with traditional cash-based valuation but does not
require analysts to forecast the timing of actual cash flows or worry about
reversing the effects of future accruals from accounting information. From
both a theoretical and a practical perspective, this accounting-based valuation
model can serve as a primary instrument in analysts’ equity valuation toolkits.

Regardless of the valuation model used, analysis of historical earnings is
usually an important precursor to forecasting relevant inputs.14 But what are
the relevant historical earnings? Net income? Operating income? Income

14For example, in a common application of the free cash flow model, a company’s current period
earnings are used to forecast future years’ earnings. Then, after forecasted future earnings are
estimated, the analyst removes forecasted future noncash items from earnings to arrive at
forecasted cash flows.
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before extraordinary items? Comprehensive income? Of course, the defini-
tive answer to the question is: It depends. As when using any information,
what data are relevant depends on what one is trying to learn and what one
wants to do with the answer. If, for example, an analyst needs to know
earnings to compare that datum with a bond covenant or the terms of a
compensation agreement, then the analyst needs to know the contract’s
definition of earnings. If the focus is on equity valuation, then the analyst
probably wishes to evaluate management’s past performance to help predict
the company’s future performance. To do so, the analyst will want to deter-
mine the components of earnings most likely to persist in the future and the
components most likely not to recur. Unfortunately, no clear, single definition
of earnings is relevant for this endeavor. However, if the analyst understands
the basic income figures reported and the types of information that usually
supplement the income figures, the analyst can make a clearer prediction of
future income.

Following our discussion of earnings-based valuation, we outline the way
accounting earnings in the United States are currently reported. We use the
financial statements of a number of companies to illustrate our points. As the
reader will see, not all items that affect earnings are included on the face of
the income statement. In addition, some items that are probably not represen-
tative of future earnings are included in determining current-period net
income. Our goal is to provide an overview of the various categories of
income statement items so analysts can assess the underlying quality of
reported net income.!® Consistent with the opening quote from Brealey and
Myers, we believe that a better understanding of accounting data will lead to
better analyses.

Free Cash Flow Models or Earnings-Based Models?

It is best to remember that cash is a fact, earnings an opinion.
—Rappaport (1998)

The DCF [discounted cash flow] technique has the beguiling appeal that cash flows
are “real,” whereas accounting earnings are artifacts. But is DCF really worthy of
enthronement? If it is king, then the king’s subjects are poorly served.

—Penman (1992)

Although few would argue with the theoretical merits of cash-based models,
such as the dividend discount model or the free cash flow (FCF) model, the

15We use the term “quality” to refer to the extent to which the current-period earnings are
useful in predicting future earnings.
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preceding quotations illustrate a fundamental divergence of opinion about the
use of earnings in everyday equity valuation. Our view, supported by a
growing body of empirical research, is that earnings-based models, properly
applied, are particularly useful tools for security analysts. Such models,
derived directly from the dividend discount model, can be used to value
securities. An earnings-based model’s key strengths are the ease with which
intuitive economic notions are incorporated into its inputs, its integration into
models for comprehensive financial statement analysis (such as the DuPont
model of return on equity), and the manner in which it reduces the “terminal
value problem” associated with FCF models.

Some argue that FCF models are superior to earnings-based models
because FCF models use the “true” flows that matter to shareholders—cash
flows.1® Accounting earnings, they argue, are subject to manipulation by
management, suffer from a conservative bias in accounting standards, and
sometimes omit important elements of economic income. Although most
observers recognize that corporate managers time payments (and, to some
degree, receipts) of cash to manage cash flows, the perception is that cash
flows are real and accounting earnings are not.1” For example, Copeland,
Koller and Murrin (1996) claimed that, just as one cannot buy groceries with
earnings (only with cash), analysts should use DCF methods, rather than
earnings, to value a company. This argument hinges on the assumption that
current cash flow (versus current earnings) is a better measure of future cash
flow. Of course, this issue is an empirical one, and the research evidence

16We believe that the “cash is king” perspective is an extremist view, especially when
considering the typical application of cash-flow models (including FCF models) in practice. In
typical real-world applications, expected future FCF is generally derived by first forecasting
future income statements and balance sheets. Furthermore, historical financial statements are
the most common starting point for forecasting future financial statements. Reflecting on the
sequence of steps in this estimation process quickly reveals that analysts apply FCF models by
forecasting and analyzing the very data the models are designed to avoid—accrual accounting
data. So, although forecasted accruals are unwound in the models to arrive at the free cash
flows, the models are highly dependent on accounting-based measures of performance.

17Just as accounting-based earnings can be manipulated, so can cash flows—and the
aggressive timing of cash flows is not likely to spark problems with the auditors! Consider a
simple way to increase cash flow in the current period: Pay suppliers on the first day of the
following period. Although it might be clear that the company is trying to make the current
period’s ending cash position look strong, no auditor would force the company to record the
cash payment (from next period) in the current period. If the account payable arose because a
service was consumed this year (and was likely to be consumed again next year), the auditor
would surely require the company to include the related expense in determining the current
period’s earnings. Indeed, accrual accounting requires that the cost of currently consumed
goods and services be included in determining a company’s profitability.
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reported in Chapter 1 suggests that the assumption is suspect. Indeed,
research evidence points to current earnings as a superior predictor of future
cash flows.

Given the potential benefits of an earnings-based valuation approach, the
primary hurdle becomes identifying a rigorous and descriptively valid model.
Fortunately, recent theoretical advances in accounting provide a valuation
model that uses accounting data as a direct input.!® Derivation of this model,
called the discounted abnormal earnings (DAE) model, begins with two
fundamental relationships. First,

B,=B, | +E,-D, o))
where

B; = ending book value of equity

B;_1 = beginning book value of equity

E; = current-period earnings

D; = current-period dividends

Equation 1 is known as the “clean surplus relation.” It says that ending book
value of equity equals beginning book value plus current-period earnings less
current-period dividends.1?

The second fundamental relationship is

Et = ROEt X Bt—l' (2)

That is, current-period earnings can be expressed as the current-period
return on equity (ROE,) times the beginning book value of equity.

These relationships are not controversial. They simply draw on the fun-
damental accounting equation and basic notions of returns. A relationship
between accounting data and equity valuation develops when the clean sur-
plus relation is rearranged (solving for dividends) and substituted into the
dividend discount model:

Z (1+r) ®)

18 See, for example, Ohlson (1995), Feltham and Ohlson (1995), and Edwards and Bell (1961).
Empirical support for the model as a predictor of value is available in, among others, Bernard
(1995), Francis, Olsson, and Oswald (2000), and Penman and Sougiannis (1998).

19Two important points need to be clarified. First, earnings in Equation 1 are defined as clean
surplus earnings. Technically, therefore, “comprehensive income” (not “net income”) is the
correct performance measure. (Comprehensive income is discussed in more detail later in this
chapter.) Second, dividends are defined as dividends in the normal use of the term plus share
repurchases less share issuances.
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where
P, = intrinsic value of the company’s equity at time 0
D; = expected dividends at time ¢
r = cost of equity capital
Equation 3 leads to
P, = @ E—(B—Bi_y) ‘ )

t=1 (1+1)t

This reformulation of the dividend discount model can be further rearranged
to yield20

0 Et—rBt_1
& (1+1)!

P = Bot
®)
 ROE,~rB,_,
Bo* 3 (1+n)t

t=1

That is, the intrinsic value of a company’s equity at time 0 equals the account-
ing book value of equity plus the sum of discounted future abnormal earn-
ings, or earnings above the required rate of return on opening book value
(i.e., [ROE; - 7] x B,_;).21 Because the model focuses on returns to common
equityholders, the appropriate discount rate is the cost of equity capital.

An important benefit of the DAE valuation technique is one of framing the
valuation question. As is clear from Equation 5, the required inputs are not
future dividends (i.e., value distribution) but rather the relationship between
future earnings and future book value (i.e., value creation).

Another key feature of the model is the relationship between future abnor-
mal earnings and the notion of competitive equilibrium. When competitive

20White, Sondhi, and Fried (1998) used the relationships in Equations 1 and 2, together with
the fact that B;/(1 + 7) = B;—7B;/ (1 + r), to derive Equation 5. The process involves expanding

Equation 4 for ¢ = 1 and 2 and substituting the aforementioned relationship for B;/ (1 + 7). After

reducing the resulting equation for terms that cancel out and expanding from ¢ = 3 to ¢ = o,
Equation 5 results.

21Note that economic value added (EVA) and DAE are both models of “residual income.” That
is, they both attempt to capture the value created by a company after providing returns to all
providers of capital. Accounting earnings, through interest expense, consider the return to
debtholders, but because accounting earnings do not include a charge for the cost of equity
capital, they overstate residual income. By explicitly considering the equity capital invested to
generate the returns, EVA and DAE capture measures of residual income. Using residual
income to value entities can be traced to work by Preinreich (1938).
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equilibrium is reached—and it is hard to imagine most companies not reach-
ing that level in a relatively short time?’—the company’s abnormal earnings
become zero (i.e., ROE = 7) and are irrelevant to valuation. Thus, the fore-
casted terminal value term in the pragmatic versions of the dividend discount
model and the FCF model is absent. The DAE model replaces it with a
currently observable measure, namely, opening book value. Indeed, the
terminal-value problem is completely eliminated if financial statement fore-
casts are made for the period in which the company is expected to reach
competitive equilibrium.

To be sure, some companies will not reach competitive equilibrium in
which abnormal earnings equal zero or will earn accounting-based ROE
greater than the cost of equity capital. In the former scenario, the company
may have established barriers to entry or competitive advantages that are
indefinitely sustainable. In the latter case, conservative accounting may, in
effect, overstate ROE. For example, U.S. pharmaceutical companies are
required to immediately expense their research and development costs.
When the R&D is expected to generate future profits, this requirement leads
to an understatement of current equity. When those future profits arise, they
will then be compared with an understated B;_1, and the resulting ROE; may
appear to exceed the cost of equity capital. These “abnormal earnings” are
more a function of accounting measurement error than of true economic
excess profits. Note that if the book value of equity equaled the market value
of equity, then in competitive equilibrium ROE would likely equal the cost of
equity capital. Regardless of the book value-market value relationship, the
DAE model generally reduces the magnitude of the terminal value problem
and enhances the interpretation of the term.

Finally, the DAE model is explicit in the emphasis placed on ROE. In fact,
forecasting abnormal future earnings hinges on the analyst’s ability to fore-
cast future ROE. Well-known ROE decompositions, such as DuPont analysis,
allow the analyst to focus on why ROE will achieve a certain level and why its
growth will (or will not) persist.?2 Thus, the valuation task is closely tied to
the analyst’s views of company operating profitability and efficiency, leverage,
tax rates, and so on. This characteristic allows careful business analysis to be
explicitly integrated into the valuation exercise.

How does a model that ignores cash flows in favor of accounting figures
capture value? Accrual-based accounting earnings are designed to measure
value creation. But everyone knows that some companies manage earnings

22Figure 3.1 in Palepu, Bernard, and Healy (1996) shows that most U.S. industrial companies
earn 10-14 percent ROE and that abnormally high or low ROEs in a given year tend to revert
to the 10-14 percent range within three years.
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and that accounting numbers may distort economic reality. Indeed, in apply-
ing economic value added (EVA)—a specific version of DAE—to value secu-
rities, Goldman, Sachs & Company (1997) indicates that some 160
adjustments to accounting data are required (although Goldman Sachs
applies a much smaller subset). How does the DAE model capture these
distortions? The answer lies in the complementary relationship between book
value and abnormal earnings. Exhibit 1 illustrates this relationship and
provides a specific example of why different revenue-recognition methods do
not affect overall DAE valuation.

An important constraint on this analysis is that analysts must consider the
rules under which accounting data are generated. For example, if a company
is recognizing revenue and earnings on an aggressive basis, Exhibit 1 illus-
trates that the DAE valuation will be unaffected only if the analyst properly
estimates the drop in future abnormal earnings resulting from the early recog-
nition of earnings. More generally, the method requires that analysts explicitly
consider “accounting quality” and determine how the numbers reported in the
past are likely to affect the figures reported in the future. If aggressive report-
ing leads the analyst to overestimate the amount of overall future abnormal
earnings, the DAE model will not magically self-correct the valuation.24

23 Although DuPont analysis comes in a variety of forms, one useful form breaks down ROE
into NI/CSE = NI/EBT x EBT/EBIT x EBIT/Sales x Sales/Assets x Assets/CSE, where N1 is
net income, CSE is common shareholders’ equity, EBT is earnings before taxes, and EBIT is
earnings before interest and taxes. The first term in the breakdown of ROE measures the
proportion of earnings retained after paying taxes (i.e., 1 — Average tax rate). The second term
represents the proportion of earnings before interest and taxes that belongs to the
equityholders. The third term is operating return on sales. The fourth term is total asset
turnover, and the final term is a measure of leverage (i.e., Liabilities/CSE + 1). The model can
be easily extended to incorporate comprehensive income (CI) into ROE by substituting CI for
NI in return on equity and adding an additional term into the decomposition (CI/NI) that
captures the after-tax effect on ROE for items of other comprehensive income.

24Consider the case of Sunbeam Corporation as described by Laing (1998). The company was
accused of manufacturing its 1997 earnings through various aggressive accounting choices and
by “preselling” products ahead of normal schedules. Preselling can come in many forms,
including offering deep discounts to distributors at the end of a given quarter, offering very
liberal return policies, and billing for goods that have not been shipped. Sunbeam is alleged to
have paid some distributors a monthly fee to hold gas grills at the distributors’ warehouses. In
addition, particularly loose return policies applied to the goods. Barron’s compared these sales
to consignment sales (which normally would not be recorded as revenue). The DAE model
would accommodate this accounting as long as the analyst recognized that past earnings may
not be representative of future results. Aggressive year-end discounting and accounting lead
to high current abnormal earnings, but via their effect on increased book value, the threshold
level of earnings required to record future abnormal earnings is raised. Because the aggressive
revenue recognition in prior periods means that those revenues will not be reported in later
periods, the chance of high future abnormal earnings is lowered.
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Exhibit 1. The Effect of Accounting Choice on DAE Valuation

Consider a company that has a book value of $1,000,000 at ¢ = 0. During the next two years, the
company will have total revenues of $5,000,000 and total net income of $220,000. All revenues
are eventually collected and all costs are paid in cash by the end of the second year, which is
when the company liquidates. Assume that the company’s cost of equity capital is 10 percent.

We examine two scenarios. In the first, revenue and earnings are recognized equally over
the two-year period. In the second, the company reports revenue aggressively in Year 1 at
$4,000,000 and thus reports $176,000 of earnings. The following year, the company recognizes
$1,000,000 of revenues together with the remaining $44,000 of earnings.

Scenario Calculation
Opening book value $1,000,000
Scenario 1
Year 1
Abnormal earnings $110,000 — (1,000,000 x 10%) = $10,000
Discounted abnormal earnings $10,000 x 1.10-1 9,091
Year 2
Abnormal earnings $110,000 — (1,110,000 x 10%) = -$1,000
Discounted abnormal earnings -$1,000 x 1.10-2 -826
Value of equity $1,008,264
Scenario 2
Year 1
Abnormal earnings $176,000 — (1,000,000 x 10%) = $76,000
Discounted abnormal earnings §76,000 x 1.10-1 69,091
Year 2
Abnormal earnings $44,000 - (1,176,000 x 10%) = -$73,600
Discounted abnormal earnings -$73,600 x 1.10-2 -60,826
Value of equity $1,008,264

Note: Assume that at the end of Year 2, the company liquidates and thus pays a terminal dividend equal to
book value, or $1,220,000. The present value of that dividend equals $1,220,000 (1.10-2, or $1,008,264).

Accounting systems are simply sets of rules that relate economic
events—some observable, some not—and financial statements. Although
imperfect, accounting reports are designed to provide analysts with informa-
tion useful for predicting future earnings and cash flows. Indeed, the account-
ing classifications we describe next have that purpose. Understanding what
has been recorded in book value or in earnings (and why) helps analysts
predict future patterns of earnings and book values—that is, the inputs to
DAE valuation.
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The Classified Income Statement

In the United States, standards dealing with income statement classification
have largely proceeded on a by-exception basis. For the most part, accounting
standards use the all-inclusive approach, whereby all revenues and expenses
and all gains and losses for a period are included in the period’s income
statement. Within that framework, standards have evolved for treating ordi-
nary versus extraordinary items and continuing versus discontinued opera-
tions. These categories are designed to help readers of financial statements
determine the origin and assess the persistence of the various earnings
components.

Income statements generally include the following broad categories or
line items:

Sales
Cost of goods sold
Gross profit

Other operating revenues and expenses, including both
recurring and nonrecurring items
Operating income

Financing and other costs
Pretax income from continuing operations

Income tax on continuing operations
Income from continuing operations

Discontinued operations, net of tax (separated into results of
operations and gain or loss on disposal)

Extraordinary items, net of tax
Cumulative effects of accounting changes, net of tax
Net income

Harnischfeger Industries’ 1995 income statement provides a detailed
example of these categories, as shown in Table 2.

Under a pure all-inclusive approach to reporting income, net income
captures all changes in owners’ equity except those involving transactions
with owners. That is, net income and dividends are the items that reconcile
opening and ending retained earnings as follows:

Assets — Liabilities = Owners’ equity (i.e., Contributed capital
+ Retained earnings).
Thus,
AA - AL= AContributed capital + ARetained earnings
= AContributed capital + Net income — Dividends.
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Table 2. Harnischfeger Industries Statements of Income
(dollar amounts in thousands, except per-share amounts)

1995 1994 1993
Revenues
Net sales 82,152,079 81,551,728 $1,409,204
Other income 61,865 23,301 9,040
Total revenues $2,213,944 $1,575,029 $1,418,244
Cost of sales 1,671,932 1,195,851 1,083,846
Produc.t (%evel(.)pment, selling, and 330,990 279.016 250,831
administrative expenses
Restructuring charges — — 67,000
Nonrecurring charge — — 8,000
Operating income (loss) 211,022 100,162 (433)
Interest expense, net (40,713) (47,366) (48,313)
Income (loss) before Joy? merger
costs, provision (credit) for income $170,309 $52,796 (848,746)
taxes, and minority interest
Joy merger costs (17,459) — —
Provision (credit) for income taxes
(including credit of $6,075 relating 53,500 13,979 (16,497)
to Joy merger costs)
Minority interest (7,230) (2,224) 4,799
Income (loss) from continuing
operations (after deducting $11,384,
net of applicable income taxes, 592,120 536,593 (527,450)
related to Joy merger costs)
Income (loss) from and (net loss) on
sale of discontinued operations, net (31,235) (3,982) 7,760
of applicable income taxes
Extraordinary loss on retirement of
debt, net of applicable income taxes _ 3481 (.827) -
Cumulative effect of accounting
change, net of applicable income — (81,696) —
taxes and minority interest
Net income (loss) S 57,404 (§ 53,912) (S 19,690)

Note: For years ended October 31.
#Toy Mining Machinery.

Source: Harnischfeger Industries 1995 annual report.
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In recent years, however, accounting standards have allowed a number
of items to bypass the income statement, resulting in changes made directly
to owners’ equity (i.e., “dirty surplus”). Currently, the major items treated this
way are certain foreign-currency-related items (under Statement of Financial
Accounting Standards No. 52), certain financial-instrument-related items
(under SFAS No. 80), certain pension-liability-related items (under SFAS No.
87), certain marketable-security-related items (under SFAS No. 115), and
certain derivatives-related activities (under SFAS No. 133).

Since 1998, SFAS No. 130, Reporting Comprehensive Income, has required
companies to report an income figure that incorporates net income and
changes in these dirty surplus items. Because these additional items typically
have low levels of persistence, they should not directly affect analysts’ fore-
casts of future abnormal earnings. Comprehensive income can, however,
include additional information relevant to valuations and should be consid-
ered part of diligent fundamental analysis. Thus, we begin our discussion of
accounting analysis with the most important valuerelevant data—income
from continuing operations—and discuss comprehensive income in detail at
the end of the chapter.

Income from Continuing Operations. Income from continuing opera-
tions, as the name implies, is the profit reported in the current period from
the operations that management purportedly expects to continue in the
future. It should not be interpreted as permanent or recurring earnings
because companies systematically include items in it that reasonably can be
expected to occur only once. Sometimes, the reason is restrictive accounting
rules; sometimes, it results from “strategic reporting” on the part of the
company managers. For example, a common belief is that managers are more
likely to highlight one-time losses than one-time gains in communications
with shareholders and in the business press.2° So, analysts should always
study the notes and other sources to develop an unbiased assessment of the
company’s recurring earnings stream. Some of the more common nonrecur-
ring items are unusual items and restructuring charges.

25Schrand and Walther (2000) find that managers are more likely to remind investors about
prior-period gains than losses. They argue that this practice is strategic in nature; that is,
companies are attempting to manage perceptions of what a reasonable performance
benchmark is. They find that in quarterly earnings announcements, managers tend to highlight
prior gains on property, plant, and equipment dispositions to reduce the potential benchmark
against which current earnings are evaluated. Managers do not highlight prior-period losses
on disposal of the same items, which leads to an emphasis on the greatest possible
improvement in quarter-over-quarter earnings. Reminding investors about prior gains serves
to reduce the benchmark, and ignoring prior losses serves to keep the benchmark low.
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Unusual and Nonrecurring Items.

To be fair, IBM’s policy of taking nonrecurring charges on a recurring basis does
make estimates [of earnings] rather chancy and, indeed, gives a wonderfully surreal
quality to its earnings, since the charges not only reconfigure the past but conceiv-
ably prefigure, by anticipating expenses, the future.

—Abelson (1996)

Terms such as “discontinued operations” and “extraordinary items” are
income statement classifications specifically defined in accounting standards,
but the term “unusual items”is a catchall phrase referring to items that do not
meet more specific definitions. Because “unusual items” do not have a restric-
tive definition, managers often describe an income statement item as
“unusual” to draw readers’ attention to it. In practice, these items are explicitly
labeled “unusual” on the face of the income statement, or they are more fully
described as such in the notes or in the management discussion and analysis.

For example, in the 1993-95 income statements of Harnischfeger Indus-
tries shown in Table 2, the company reported a restructuring charge of S67
million in 1993 and an S8 million item labeled “nonrecurring charge.”
(Restructuring charges are discussed in the next section of this chapter.) In
1995, the company reported a separate line item for costs associated with a
recent merger (together with associated tax costs). An analyst wishing to
examine the trend in a company’s income from continuing operations must
decide how to treat these items.

The easiest alternative (aside from completely ignoring them) is to
remove them (with their associated tax effects) from the analysis. In this
approach, the analyst is relying on management’s classification of the items
as one-time or nonrecurring items.

Experience says, however, that a deeper analysis is usually worth con-
ducting. The purpose is to determine what these charges represent, whether
they are truly nonrecurring, and whether the charges relate solely to the past
or include costs more properly associated with the future. Additionally, ana-
lysts will benefit from determining whether the income statement contains
“buried” items—items that might properly be considered unusual or nonre-
curring but to which management has not explicitly drawn attention.

Where does one obtain the details necessary to carry out such an investi-
gation? The notes to the financial statements and the management discussion
and analysis (MD&A) sections of the annual report are good starting points.
For example, in the notes to the 1995 financial statements, Harnischfeger
explained that the nonrecurring charge in 1993 was for reestimation of
certain warranty reserves, as shown in Exhibit 2.
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Exhibit 2. Harnischfeger Industries Explanation of 1993 Nonrecurring
Charge

The Company recorded a charge in fiscal 1993 resulting from the reestimation of certain
warranty reserves carried by the Mining Equipment Division. The charge reduced pre-tax
income by $8,000. This nonrecurring charge was the result of a much deeper analysis of open
warranty claims and customer requests, field experience on new products, and additional
analytical data provided by new systems which has since resulted in engineering, design and
manufacturing changes. The Company’s warranty methodology, while long established, is by
its very nature based on management’s judgment and is not mathematically precise or
actuarially based. The resultant warranty reserves are reevaluated periodically and reflect
refinements of estimated warranty exposure on evolving product lines.

Source: Harnischfeger Industries 1995 annual report.

This explanation suggests that prior years’ expenses had been under-
stated (by not accruing a sufficient warranty liability) and, for analytical
purposes, ought to be adjusted upward. The information in the note is insuf-
ficient to determine the number of periods affected, but if the analyst has
knowledge of the company’s normal warranty periods, he or she can make a
reasonable estimate.

To gain a better understanding of these estimates, an analyst can ask
company managers or investor-relations personnel for more detail on the
charge. The answers will provide clues to the long-term effects of the war-
ranty issue. For example, is this note evidence of a reduction in the quality of
the company’s products or of engineering work or evidence of a change in
customer perceptions of the company’s offerings? These factors are, of
course, important for analysts to consider in forecasts of future results.

Another question that arises in reading the 1993 Harnischfeger income
data is whether it is merely a coincidence that the company decided to
reestimate the warranty reserves in the same year it recorded a restructuring
charge. Skeptical analysts will not ignore the charges but, rather, will question
whether the company was trying to “take a big bath” in 1993—that is, dump
all the bad news into one earnings report in the hope that it will be ignored in
future periods. As always, to determine the quality of the company’s earnings,
analysts need to consider these unexpected adjustments of accounting esti-
mates in light of other accounting practices the company has adopted.

Identifying unusual items. The notes and MD&A section of the
financial statements can help analysts uncover items that are not specifically
labeled “unusual” in the statements themselves but that might be considered
nonrecurring. For example, the notes to the 1995 Harnischfeger financial
statements state that a $29 million gain on the sale of shares in an affiliated
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company is included in “other income.” Management did not flag this gain in
the same fashion as it did the losses, but this item seems to be a nonrecurring
gain that should be removed from recurring or operating income for analysis
purposes. Interestingly, the 1996 Harnischfeger income statement did
separately disclose the 1995 gain (and its tax effect) in much the same way it
treated the recent merger costs. This step made it easier for readers to assess
the persistence of reported earnings—and coincidentally lowered the
“expected” level of earnings against which 1996 results might reasonably be
compared.

Another example of disclosure of an unusual item makes clear the value
of going beyond the income statement alone. In the 1994-96 financial state-
ments of Total Petroleum (North America) Ltd., a number of potentially
nonrecurring items are buried in higher-level categories in the income state-
ment and are outlined only in the notes. In 1994 and 1995, the company did
not— on the face of the income statement—refer specifically to unusual items
that amounted to more than 10 percent of the respective period’s net income
or loss. Clearly, analysts who ignore the notes do so at their own peril.

As these examples demonstrate, a common unusual item is the restruc-
turing charge, to which we now turn our attention.

Restructurings

But, some investors and other critics argue that AT&T’s fourth major restructuring
in the past decade—following big one-time moves in 1986, 1988, and 1991—has left
them dazed and confused about how much money the telecommunications giant has
actually been making.

— Smith and Lipin (1996)

In recent years, restructuring charges have been prominent on the income
statements of many companies. 26 For example, recall from Table 2 that

26 An exit cost, or restructuring cost, according to the Financial Accounting Standards Board
[Emerging Issues Task Force No. 94-3, “Liability Recognition for Certain Employee
Termination Benefits and Other Costs to Exit an Activity (including Certain Costs Incurred in
a Restructuring)”], is a cost resulting from a plan to exit an activity that has no future economic
benefit. All three following conditions need to be met to record a restructuring cost:

1. The cost is not associated with or does not benefit activities that will be continued.

2. The cost is not associated with or is not incurred to generate revenues after the exit plan’s
commitment date.

3. The cost meets one of the following criteria:
a. The cost is incremental to other costs incurred by the enterprise in the conduct of its
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Harnischfeger reported a restructuring charge of $67 million in fiscal 1993—
enough to put operating income into the loss column that year. These charges
are typically associated with a decision to “do things differently in the future”
and they generally involve layoffs, plant closings, and asset write-downs. The
difficulty in dealing with restructuring charges is not trying to discover them;
normally, they are clearly labeled on the income statement. The trick is to get
a handle on what they represent and what they suggest about the future.
Indeed, the Emerging Issues Task Force (EITF) of the Financial Accounting
Standards Board (FASB) deliberated on this matter because the members
believed that many companies were including inappropriate items in their
restructuring charges. As a result, since 1994, stricter guidance exists for
what can and cannot be included in restructuring charges, when they are
accrued, and how they are disclosed.?”

Determining when to accrue for restructuring and what to include in the
charge is difficult and fraught with uncertainty. Managers who believe that
investors and analysts discount the impact of restructuring charges have an
incentive to increase the charge (“it’s already $1 billion, why not make it $1.2
billion?”). That way, in future years, costs can be charged against the restruc-
turing liability instead of earnings. If the restructuring charge has been
overaccrued in one year, it can be brought back into income in a future year,
perhaps with the intent to raise or smooth those earnings.

activities prior to the commitment date and will be incurred as a direct result of the exit
plan (e.g., the additional cost of subcontracting warranty work over the cost that would
be incurred had the company continued to provide the service itself or the costs of
employees and other costs to be incurred to close a plant after it ceases operations).

b. The cost represents amounts to be incurred by the enterprise under a contractual
obligation that existed prior to the commitment date and will either continue after the
exit plan is completed with no economic benefit to the enterprise or be a penalty to cancel
the contractual obligation (e.g., a lease cancellation penalty or the cost of leased space
that will remain unused for the duration of a lease once the exit plan is completed).

27The guidance is included in EITF No. 94-3 (see previous footnote in this chapter). Other
guidance is provided in, among others, EITF No. 96-9, “Classification of Inventory Markdowns
and Other Costs Associated with a Restructuring”; No. 95-23, “The Treatment of Certain Site
Restoration/Environmental Exit Costs When Testing a Long-Lived Asset for Impairment”; and
No. 95-3, “Recognition of Liabilities in Connection with a Purchase Business Combination.” In
the U.S. Securities and Exchange Commission’s Staff Accounting Bulletin (SAB) No. 100, the
SEC reiterated that restructuring charges need to be charged only when rigorously developed
and thoroughly supported plans to exit an activity exist. In SAB No. 100, the SEC is cracking
down on the practice of accruing large charges in poor periods with the hope that such
expenses will be ignored in future analyses. Formal documentation and approval by upper-level
managers of the specifics of the restructuring are required before an accrual can be recorded.
Furthermore, enhanced disclosure in the footnotes and MD&A of the status of the accruals
(and their reversals) needs to be presented in future interim and annual financial statements.
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EITF No. 94-3 (together with the guidance of the U.S. Securities and
Exchange Commission’s Staff Accounting Bulletin [SAB] No. 100) attempts
to add a degree of uniformity to the types of costs included in restructuring
charges—in particular, to stop companies from including the restructuring
charge costs that more properly relate to future years.28 For example, the
cost of layoffs can be accrued as a liability and charged as part of the
restructuring expense only when all the following conditions exist:

e Prior to the date of the financial statements, management, having the
appropriate level of authority to impose involuntary termination on
employees, approves and commits the enterprise to the plan of
termination and establishes the benefits that current employees will
receive upon termination.

e Prior to the date of the financial statements, the benefit arrangement is
communicated in detail to employees.

e The plan of termination specifically identifies the number of employees to
be terminated, their job classifications or functions, and their locations.

e The period of time to complete the plan of termination indicates that
significant changes to the plan of termination are not likely.

Similar criteria need to be met to accrue other sorts of restructuring charges.
Contrary to most accounting standards, which promote conservatism that

results in income understatement, this guidance effectively delays the recog-
nition of expenses. The main reason for this position in the standards is that
some companies had been accruing a variety of future costs (such as market-
ing campaigns for the company’s “new image,” updated information systems
installed to enhance productivity in the restructured company, and so on)
with their restructuring charges in the hope that the entire charge would be
discounted by analysts as a one-time event. The resulting early recognition of
expenses would lead to future earnings being higher than otherwise.

From an accounting perspective, restructurings are neither extraordi-
nary items nor discontinued operations. As we will see, those items are
reported on a net-of-tax basis, and per-share data for the items are also
reported. Standard setters expressed concern that companies would try to
blur the distinction between restructuring and these other items. Because,
in principle, restructurings are conceptually distinct from discontinued

28Despite the EITF’s attempt to tighten the rules, skeptical analysts and the business press
often uncover suspicious items related to restructurings. For example, Laing (1998) questioned
components of Sunbeam’s 1996 restructuring charge. He noted large increases in litigation
reserves and the allowance for doubtful accounts. This Barron’s article is widely credited with
the firing of CEO Al Dunlap and the initiation of a Securities and Exchange Commission inquiry
into the company’s accounting methods.
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operations (i.e., restructurings represent a new way of engaging in a con-
tinuing line of business, and a discontinued operation is a line of business
that will no longer be engaged in) and are not unusual and infrequent (the
accountant’s definition of extraordinary), their disclosure ought not lead to
confusion among the categories. As such, standard setters concluded that
for restructuring costs, the following conditions should apply:

e The income statement effect of recognizing a liability at the commitment
date should be reported in income from continuing operations and should
not be reported on the face of the income statement net of income taxes.

e The effect on earnings per share should #not be disclosed on the face of
the income statement.

e Revenue and related costs and expenses of activities that will not be
continued should #ot be combined and reported as a separate component
of income.

In addition, the following information, when material, must be disclosed:

e A description of the major actions composing the exit plan, activities that
will not be continued, including the method of disposition and the
anticipated date of completion.

e A description of the type and amount of exit costs recognized as liabilities
and the classification of those costs in the income statement.

e Adescription of the type and amount of exit costs paid and charged against
the liability.

e The amount of any adjustment(s) to the liability.

e For all periods presented, the revenue and net operating income or losses
from activities that will not be continued, if those activities have separately
identifiable operations.

The key to dealing with restructuring charges is to understand what they
are for, why they are needed, and what will be different in the future. Reach-
ing such understanding can be a nontrivial and time-consuming task. In
assessing possible future changes, analysts need to ask whether they have
seen the last of the charges or whether the company is one of many that
recognizes “recurring nonrecurring charges.” This judgment should be a
function of prior experience with the company and the disclosures made by
the company. Analysts should administer a healthy dose of skepticism to
disclosures and descriptions provided by companies that have a history of
recurring nonrecurring items.

A two-step approach to the analysis of restructuring costs is useful. The
first step is to determine which charges relate to the past and which to the
future so that appropriate adjustments to historical trends can be made. In
reading the financial press, company press releases, and analysts’ research
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reports, one sometimes gets the feeling that the best thing to do with restruc-
turing charges is to ignore them. Analysts should resist this temptation
because these charges often reflect the cumulative effect of items that should
have been charged off in the past. For example, when the charges represent
the cost of closing a factory or disposing of equipment, it suggests that prior-
period depreciation expense was too low and that the level of prior earnings
thus was too high. A simple way to deal with the charge is to allocate it to, say,
the past five years and restate prior results for analysis purposes. Although
somewhat arbitrary, this method seems better than ignoring the costs alto-
gether. Lowenstein (1997) suggests that analysts should add up the restruc-
turing charges of the past five years, average them, penalize each prior
quarter by the same amount, and in the future, deduct the same charge from
expected earnings. His logic is that businesses almost always make mistakes,
and although such errors do not happen every 90 days, they are nonetheless
to be expected. The second step in the analysis of restructuring charges is to
monitor the reserves and their uses from prior years to assess the veracity of
prior disclosures, the likelihood that prior restructurings are on track, and
whether the planned savings are materializing.

A critical item to look for is the reversal of old restructuring charges into
current-period earnings. Companies that have carefully called attention to
their so-called nonrecurring restructurings in prior periods have been known
to be less forthcoming when the charges are reversed in later years.??
Prudent analysts will be on the lookout for reversals buried in cost of sales or
selling and administrative expenses.

In some ways, restructuring charges are similar in spirit to discontinuing
certain operations of the company. From an accounting perspective, the
major difference between restructuring and discontinuing operations is one
of intent and scope. Restructurings rearrange the way business is done and
sometimes that means incurring exit costs related to facility closures and
downsizing. Nonetheless, the company does not exit the businesses it is
engaged in. Discontinued operations involve leaving entire lines of business,
and we turn to this topic in the next section.

29These reversals take place whenever the estimated cost of the restructuring turns out to be
too large. The exit plan is completed, but a portion of the initial accrued liability remains.
Reversing the liability leads to “negative” expenses being recorded. Most analysts would not
consider them recurring benefits.
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Discontinued Operations

MacMillan Bloedel said it agreed to sell its paper-making unit for $850 million
Canadian dollars to a group of investors. . . . MacMillan said the sale will result in a
charge of C$35 to C$45 million, to be recorded in discontinued operations in the
second quarter.

—Chipello (1998)

Analysts should be on the lookout for restructurings that are classified as
discontinued operations. Restructurings are admissions on the part of man-
agement that the way business was done in the past needs to change in order
to be effective in the future. Often, such a change means that prior-period
results were misstated. (For example, assets may have been depreciated over
estimated useful lives that turned out to have been too long.) Consequently,
restructurings include costs that might otherwise be considered recurring
but are simply aggregated into a single year. In addition, because they
typically involve significant accounting estimates, any changes in the esti-
mates are dealt with prospectively and prior-period results are not restated.
Diligent analysts, however, will carefully consider the effects of any changes
in estimates.

Discontinued operations are different from restructurings and involve
changes in operations for which the past truly may not be representative of
the future. Accountants restate prior results and accord special treatment to
gains and losses on disposal of these operations. Management, in turn, has
incentives to treat charges that might be classified as restructuring costs as
costs of discontinued operations to obtain this accounting treatment. Thus,
the careful analyst will be on the lookout for the gray areas and will carefully
examine the nature of the charges involved in discontinued operations disclo-
sures. Accounting guidance for these activities is found in APB (Accounting
Principles Board) Opinion 30, Reporting the Results of Operations—Reporting
the Effects of Disposal of a Segment of a Business, and Extraordinary, Unusual
and Infrequently Occurring Events and Transactions.

Companies add and drop product lines as part of the normal course of
business. Revenues and expenses related to the disposal of part of a busi-
ness, the shifting of production or marketing activities from one line or
location to another, the phasing out of a product or service, and changes
driven by technological improvements are not considered discontinued oper-
ations. These are considered normal costs of continuing operations. For
companies in today’s business environment, avoiding such costs while
remaining competitive is difficult to imagine. In contrast, companies may
decide to fundamentally change the mix of economic activity for their overall
organization and dispose of an entire business segment.
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Special accounting is required if a disposal qualifies as a business seg-

ment. APB Opinion 30 defines a “segment of a business” as a component of
an entity whose activities represent a separate major line of business or class
of customer. Opinion 30 provides the following examples of disposals that
should be classified as disposals of a segment of a business:

A diversified company sells a major division that represents the company’s
only activities in the electronics industry.

A meatpacking company sells a 25 percent interest in a professional
football team that has been accounted for under the equity method. All
other activities of the company are in the meatpacking business.

A communications company sells all its radio stations. The company’s
remaining activities are three television stations and a publishing
company. The assets and results of operations of the radio stations are
clearly distinguishable physically, operationally, and for financial
reporting purposes.

A food distributor disposes of one of its two divisions. One division sells
food wholesale, primarily to supermarket chains, and the other division
sells food through its chain of fastfood restaurants, some of which are
franchised and some of which are company owned. Both divisions are in
the business of food distribution, but the nature of selling food through
fast-food outlets is vastly different from that of wholesaling food to
supermarket chains. By having two major classes of customers, the
company has two segments of its business.

Furthermore, the following disposals are not classified as disposals of a
segment of a business.

32

A mining company sells a foreign subsidiary engaged in silver mining that
represents all of the controlling company’s activities in a particular
country. The fact that the company continues to engage in silver mining
activities in other countries indicates that the sale represents only a part
of a line of business.

A petrochemical company sells a 25 percent interest in a petrochemical
plant. Because the remaining activities of the company are in the same
line of business as the 25 percent interest that has been sold, the
transaction is a sale not of a major line of business but of only part of a line
of business.

A diversified company sells a subsidiary that manufactures furniture.
The company has retained its other furniture-manufacturing subsidiary.
The disposal of the subsidiary, therefore, is not a disposal of a segment
of the business but rather a disposal of part of a line of business. Such
disposals are incidental to the evolution of the entity’s business.
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e The sale of all the assets related to the manufacture of men’s woolen suits
by an apparel manufacturer in order to concentrate activities in the
manufacture of men’s suits from synthetic products. This transaction
would represent a disposal of a product line, as distinguished from the
disposal of a major line of business.

Disclosures about discontinued operations involve two relevant dates.
The measurement date is the date at which the decision to discontinue an
operation is made. The disposal date is the date at which the operation is sold
or abandoned. Sometimes these dates coincide, but more often, they do not.
The period between the two is known as the phase-out period. In the report-
ing period that includes the measurement date, the results of discontinued
operations prior to the measurement date are disclosed separately from
continuing operations and net of tax. Prior-period data are restated as well.
This approach allows the analyst to see more clearly the trend in continuing
operations.

In addition, a gain or loss on the disposal is recorded in the same period
as the measurement date. The calculation of the gain or loss depends on
whether the disposal and measurement dates coincide, whether the disposal
and measurement dates are in the same period, and whether a net gain or
loss is expected. When the measurement and disposal dates coincide, the
gain or loss is separately disclosed, net of tax. When the measurement and
disposal dates are different but occur in the same period, results of the
discontinued operations between the measurement date and the disposal
date are netted with the gain or loss on the sale of the net assets to arrive at
the net gain or loss on disposal (reported net of tax). Details of each compo-
nent are provided.

When the two dates fall in different periods, management needs to esti-
mate the results of operations up to the (possibly unknown) disposal date and
the gain or loss on the net asset sale. When the (expected) combined results
of the discontinued operations subsequent to the measurement date and the
gain or loss on the disposal of the net assets sum to a net loss, the entire
amount is accrued in the same period as the measurement date. Thus, as long
as the sum of the expected operating profits or losses and expected gain or
loss on net asset sale is a net loss, the net amount is conservatively reported,
even though the amounts may occur in later periods. When net gains are
expected, the gains are recorded only when realized.

From the perspective of an equity analyst valuing a company, the discon-
tinued operations disclosures offer an opportunity to break earnings into
persistent and transitory components. In most cases, the disposals take place
over a relatively short period. When the discontinued operations spill over
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into future periods and the amounts are material, analysts should separately
value the continuing and discontinued operations. The accounting disclo-
sures of net assets of discontinued operations and separate disclosure of
operating results are particularly amenable to analysis by using the DAE
model.

As if the confusion in determining what is unusual and what is discontin-
ued were not enough, accountants have another category of items that
appears on the income statement: extraordinary items. According to APB
Opinion 30, an event or transaction should be classified as extraordinary if it
is both unusual and infrequent.3? “Unusual” implies that the event or transac-
tion is highly abnormal and not related to, or incidentally related to, the
ordinary activities of the enterprise. “Infrequent” implies that the event or
transaction is not expected to recur in the foreseeable future.

Extraordinary Items. Assessing whether an item is unusual and infre-
quent requires consideration of the context in which it arose. For example,
one might consider the Exxon Valdez oil spill to be unusual and infrequent on
the basis of its magnitude. Further thought, however, leads one to realize that
major oil companies likely spill somze oil daily. Indeed, oil companies undoubt-
edly devote part of their risk-management activities to ensuring an effective
cost-benefit trade-off for spills. In this light, it is not surprising that Exxon
Corporation did not report the related costs of the spill as extraordinary.
Rather, as shown in Table 3, the company reported the item on a separate
line of the income statement (i.e., as an unusual item).

APB Opinion 30 indicates that certain items are #ot considered extraordi-
nary, including
e write-down or write-off of receivables, inventories, equipment leased to

others, deferred research and development costs, and other intangible

assets;

e gains and losses from exchange or translation of foreign currencies,
including those related to major devaluations or revaluations;

e gains and losses on the disposal of a segment of a business;

30This definition is subtly different from the one used in International Accounting Standard No.
8, which defines extraordinary items as “income or expenses that arise from events or
transactions that are clearly distinct from the ordinary activities of the enterprise and, therefore,
are not expected to recur frequently or regularly.” The difference in definitions underscores
our contention that the labeling of income statement items is largely irrelevant, except for
contracting purposes. What is important is that the analyst consider the underlying economics
of the events in question and comes to a reasoned conclusion about their effect on the
profitability of the enterprise.
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Table 3. Exxon Corporation Consolidated Statements of Income
(millions of dollars)

1988 1989 1990
Revenue
Salles and. other 9perating revenue, $87.252 495,173 $115,794
including excise taxes
Earrréi:;ii irom equity interests and other 1311 L1 1146
Total revenue $88,563 $96,285 $116,940
Costs and other deductions
Crude oil and product purchases 33,558 39,268 50,746
Operating expenses 9,968 10,535 11,995
Selling, general, and administrative expenses 5,824 6,398 7,776
Depreciation and depletion 4,790 5,002 5,545
Exggrz;lt;?ens expenses, including 979 379 957
Interest expense 944 1,265 1,300
Valdez provision — 2,545 —
Income taxes 3,124 2,028 3,170
Excise taxes 7,695 8,517 10,275
Other taxes and duties 16,151 16,617 19,894
Inci(r)lrtr:;easlghcable to minority and preferred 9270 263 979
Total deductions $83,303 $93,310 $111,930
Inc;)}?;ﬁ;:fore cumulative effect of accounting 5.260 2.975 5,010
Cu.mulative effect of change in accounting for _ 535 .
Income taxes —_—
Net Income $ 5,260 $ 3,510 $ 5,010

Note: For years ended December 31.

Source: Exxon Corporation 1990 annual report.

e other gains and losses from sale of abandonment of property, plant, or
equipment used in the business;

e effects of a strike, including those against competitors and major
suppliers;

e adjustment of accruals on long-term contracts.
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In general, most events and transactions will not meet the definition of
extraordinary.?!

When extraordinary items are reported, they are shown as net of income
taxes in a separate section of the income statement. In addition, the per-share
effect of the items is reported. Note that disclosure is normally provided to
enhance the reader’s understanding of the event or transaction. For example,
refer again to the Harnischfeger income statement reproduced in Table 2 and
the excerpt from the related note to the financial statements in Exhibit 3. In
both fiscal 1994 and 1995, the company retired some of its debt early, but
because the cost of doing so exceeded the book value of the debt, a loss was
incurred. Analysts reviewing the financial statements and coming across an
extraordinary loss should ask why the company has chosen to refinance, how
the refinancing was accomplished, and how future results may be affected.
For example, has the company been able to restructure the debt with cheaper
debt or with less restrictive debt? Is the company timing the retirement to
achieve some sort of income smoothing? Was the debt refinanced because of
(or to avoid) the violation of a covenant?32

Accounting Changes

Generally accepted accounting principles (GAAP) allow considerable flexibil-
ity in their application. Although the maintained assumption is that compa-
nies follow the same rules on a consistent basis, companies may adopt
different rules from one year to the next. These changes can be classified in
two categories—mandatory and voluntary.

Mandatory Accounting Changes. Mandatory accounting changes
arise because of the issuance of a new accounting standard. Sometimes new
standards require retroactive adjustment (i.e., a restatement of prior financial
statements as though the new rules had been in place in prior periods) and
sometimes prospective adjustment is needed (i.e., from the period of issu-
ance forward, the new rule is in effect). When prospective application of a new
standard is put in place (for example, recent standards dealing with income

31Some items are explicitly defined as extraordinary. Interestingly, (as we will see in our
Harnischfeger example) the gain or loss that arises on the early retirement of debt is, by
definition, treated as an extraordinary item (in accordance with SFAS No. 4, Reporting Gains
and Losses from Extinguishment of Debt).

32Research by Hand (1989) suggests that companies used debt—equity swaps to smooth an
unexpected and transitory decrease in earnings per share. These findings may generalize to
other debt-related activity. Skeptical analysts will consider management’s motives for early debt
retirement in order to assess whether the transactions were undertaken for economic or
accounting purposes.
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Exhibit 3. Harnischfeger Industries Extraordinary Item Disclosure

Note 7: Long-Term Obligations, Bank Credit Facilities, and Interest Expense (excerpts)

On December 29, 1994, Joy issued an offer to purchase for cash at 101 percent any and all of
its outstanding 10 1/4 percent senior notes. This offer expired on February 10, 1995, with $270
being redeemed under the offer. Prior to this tender offer, the company had purchased $11,350
of outstanding 10 1/4 percent senior notes in unsolicited open market transactions. As a result
of the bank facility and 10 1/4 percent senior note redemptions (see below), the company
recorded an extraordinary loss on debt retirement, net of applicable income taxes, of $3,481 or
$0.08 per share, consisting primarily of unamortized financing costs and redemption premiums.

During fiscal 1994, the company recorded an extraordinary after-tax charge of $4,827
associated with the prepayment of Joy’s outstanding Tranche A term loans existing under the
bank facility and all of Joy’s 12.3 percent junior subordinated notes. This charge is comprised
of the write-off of the unamortized discount and unamortized capitalized financing costs, call
premiums, and other expenses. The remaining borrowings outstanding under the bank facility
were repaid in full on November 29, 1994, upon the consummation of the company’s merger
with Joy. The Tranche A term loans carried an interest rate of 2.125 percent above LIBOR3, and
the Tranche B term loan had a floating interest rate equal, at Joy’s option, to the base rate plus
2 percent or to the eurodollar rate plus 3 percent. The bank facility agreement, including its
revolving credit agreement, was terminated concurrent with the merger.

3LIBOR (London Interbank Offered Rate).
Source: Harnischfeger Industries 1995 annual report.

taxes and postretirement benefits), a one-time adjustment is made for prior
years to “catch up.”

For example, consider GTE Corporation’s 1992 Income Statement,
which includes a charge to current-period income of $2.4 billion. This
amount relates to the company’s application of SFAS No. 106, Employers’
Accounting for Postretirement Benefits Other Than Pensions, commonly
known as OPEB (other postemployment benefits). This standard requires
companies to change from pay-as-you-go (effectively, cash-basis) accounting
for health care benefits to the accrual method. This change meant that
postretirement benefits promised and earned by employees in prior years
that had never been recorded as expenses or liabilities needed to be accrued.
SFAS No. 106 requires companies to make a single cumulative adjustment
for prior-year expenses, rather than estimate the cost and year-end liability
in each of the prior years and restate the prior financial statements (i.e.,
retroactive restatements of the balance sheet and income statement were not
required). Thus, GTE’s current-period income statement reports OPEB
costs in two places. First, among the operating expenses for 1992, OPEB
costs are measured on an accrual basis. This measurement makes compari-
sons with 1991 and prior years difficult because the OPEB costs were
recorded on a cash basis in those years. Second, the cumulative adjustment
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reported in 1992 income captures all prior unrecorded expenses and charges
them against current-period profits.

Often, companies and the analysts who follow them indicate that those
cumulative adjustments should be ignored. After all, they say, the charges are
“one-time” and “noncash.” Although simply ignoring the cumulative adjust-
ment may make sense in analyzing current-year performance, it does not
consider that prior-year costs have been understated. As such, when evalua-
tions of year-over-year trends are made, as well as measures of absolute
performance levels, analysts need to consider how the financial statements
would have looked if retroactive adjustment had been made. Companies
rarely provide precise figures to allow such adjustments. Nonetheless, one
can start by applying the current-year effect, if provided, to the prior years’
financial statements (perhaps with an adjustment for inflation or, in the case
of OPEB, workforce levels). This strategy is similar to the one we suggested
for dealing with restructuring costs and other so-called one-time events that,
in fact, suggest that prior-period results may have been overstated (see
Lowenstein 1997).33

Voluntary Accounting Changes and Changes in Accounting
Estimates. Voluntary accounting changes need to be treated with caution.
Analysts need to determine why a company is changing its accounting poli-
cies. Reasonable explanations include changing to use policies generally
used by competitors and rationalizing different policies that might arise as
acquisitions take place. Although these reasons may be valid, analysts should
always question the timing of the changes and evaluate them in light of any
other issues related to quality of earnings. For example, in fiscal 1996, B/E
Aerospace changed its method of accounting for engineering costs. Rather
than capitalize and amortize the costs, the company began to expense them
immediately, consistent with its competitors. The skeptical analyst will ques-
tion the timing of such a change. In this case, the company was otherwise
having a very poor year. Was it dumping all its bad news into one announce-
ment? Did the new method enhance the usefulness of the firm’s reporting?

Voluntary accounting changes normally involve restating prior results,
although some companies argue that the differences are not material. Volun-
tary changes in accounting method can be distinguished from changes in
accounting estimates. Changing the inventory-cost allocation method from
FIFO (first in, first out) to LIFO (last in, first out) or the depreciation method

33Furthermore, to the extent that the new accounting standard provides management with new
information, they may make different operating decisions. It is widely believed that the adoption
of new OPEB measurement requirements led many companies to change the way they
managed their OPEB costs.
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from accelerated to straight line is a change in method. Changing the estimate
of obsolete inventory or the estimated useful life of equipment is a change in
estimate. Changes in estimate are accounted for prospectively (that is, prior
results are not restated). Sometimes, pro forma figures are provided. As with
voluntary accounting changes, the important thing for the analyst to consider
is the reason for the change in estimates and whether the change is intended
to improve the quality of the disclosures or to mislead analysts. The change in
estimates could be timed to record a “big bath,” thereby alleviating the need
for the company to amortize the costs in future years.

Comprehensive Income and Its Components

For fiscal years beginning after December 15, 1997, companies are required
to report a reconciliation of net income to comprehensive income in the
primary financial statements. In SFAS No. 130, comprehensive income is
defined as:

the change in equity [net assets] of a business enterprise during a period from

transactions and other events and circumstances from nonowner sources. It

includes all changes in equity during a period, except those resulting from invest-
ments by owners and distributions to owners.
If all such nonowner transactions ran through the income statement, compre-
hensive income would be identical to net income.

The required explicit reconciliation of comprehensive income to net
income is partly in response to concerns that an increasing number of earnings-
related items were being reported in varying locations throughout the financial
statements. The SFAS No. 130 reporting requirements are designed to reduce
the effort required to find and analyze these other performance-related items.
The FASB did not specify the format and financial statement location of the
comprehensive income reconciliation, so companies can include the informa-
tion as an extension of the income statement, a stand-alone statement of
performance, or as part of the statement of changes in equity. Most companies
have elected to report it as part of the statement of changes in equity.

The most common cause of direct changes to equity is recording assets
and liabilities at market value (or some modified market value) on the balance
sheet. For example, when available-for-sale marketable securities are
recorded at market value, unrealized gains and losses are included on the
balance sheet as part of “accumulated other comprehensive income” and in
the reconciliation of net and comprehensive income as “other comprehensive
income.” When the securities are sold, the realized gain or loss is recorded
on the income statement. To avoid double counting the gain in both this

34Brackets are in the original text.
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period’s net income and a prior period’s comprehensive income, “other com-
prehensive income” includes a reclassification adjustment in the period of the
realized gain.

Other items included in other comprehensive income are adjustments for
foreign currency exchange rate changes, minimum pension liability adjust-
ments, and derivatives-related hedging activities. Most of the items included
in the reconciliation are outside of management’s control (i.e., the company
may manage foreign currency risk, but it is unlikely to be able to affect the
exchange rates themselves). One exception is the net unrealized gain on
available-for-sale marketable securities. That is, although a company may not
be able to influence security prices, it can strategically time the sale of securi-
ties with previously unrealized gains or losses (a practice known as “cherry
picking”). The strategically-timed sales will not affect comprehensive income,
because a reclassification adjustment is made so that the gains are not counted
in comprehensive income twice (once as other comprehensive income and
once as net income). For example, Table 4 shows the 1997 adjustments First
Indiana Corporation made in its report of comprehensive income.3°

Nonetheless, current-period net income can be managed via the strategic
timing of sales of available-for-sale marketable securities.36 Consequently,
the clear reporting of marketable securities activity (one of the components
of other comprehensive income) can help analysts assess the quality of a
company’s reported net income.

35In 1997, First Indiana’s net income was $17,744 and its comprehensive income was $18,797
(figures in thousands). The difference is attributable to two items. First, the company received
a tax benefit when certain stock options were exercised. These transactions did not affect
earnings, but the tax benefit positively affected shareholders. Second, the company recorded
a net unrealized holding gain on its available-for-sale marketable securities portfolio of $614
(net of tax). This unrealized gain appears in equity but bypasses the income statement. When
the securities are sold, the realized gain will appear in net income and thus flow through to
retained earnings. To avoid double-counting the gains (i.e., once as unrealized gains and once
as realized ones), when the securities are sold, previously recorded unrealized gains that were
included in equity as accumulated other comprehensive income are reversed. At First Indiana,
the 1997 reversals out of accumulated other comprehensive income (and included in net
income) were $217 (net of tax).

360f course, we are not implying that all sales of marketable securities are strategic and are
made to manage earnings. Clearly, however, some analysts do look for such activity. Referring
to a series of one-time gains that allowed Citicorp to report a 12 percent increase in 1997 fourth-
quarter earnings as “hamburger helper,” an analyst quoted in the Wall Street Journal’s “Heard
on the Street” column singled out securities gains as one reason why Citicorp’s earnings for
the period were considered of poor quality (see Frank and Browning 1998). More recently,
Microsoft Corporation’s earnings quality has come under scrutiny as the level of marketable
security activity has increased (see Bank 2000).

40 ©2000, The Research Foundation of AIMR



The Reporting of Earnings and Equity Valuation

Summary

Determining the quality and persistence of earnings is tricky. It requires not
only in-depth knowledge of a company’s competitive strategy and its relation-
ship to its industry and competitors but also knowledge of the accounting
rules used to generate earnings reports. Prudent analysts are aware that
management has both the incentive and the discretion to practice opportunis-
tic earnings management in both the classification and the timing of certain
elements of earnings. Analysis of the notes to the financial statements, a
careful reading of management’s discussion and analysis, and a healthy dose
of skepticism go a long way toward generating an understanding of past
earnings trends and the questions for management to aid in the development
of forecasted future results.

We believe that accounting classifications are especially useful starting
points for understanding the nature or persistence of earnings. Nonetheless,
it is important for analysts to look beyond the classifications to get at the
underlying events. In this chapter, we outlined the categories of income
typically found in U.S. GAAP earnings reports. We described the classifica-
tion rules and provided guidance to analysts with respect to interpreting the
data and restating them for fundamental analysis purposes. The key to analy-
sis of recurring and nonrecurring items is the determination of their effect on
future earnings and cash flows, and thus, the value of the company.
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Table 4. First Indiana Corporation’s Comprehensive Income Disclosures, 1997
(dollars in thousands, except per-share data)

Common Stock Paid-In Total
Capital in Retained Accumulated Other Treasury  Shareholders’

Item Shares Amount Excess of Par Earnings Comprehensive Income Stock Equity

Balance at December 31, 1994 12,974,854 $131 $31,867 $88,981 ($120) ($147) $120,712
1995 comprehensive income
Net earnings for 1995 — — — 17,267 — — 17,267
Unrealized gain on securities available for sale,

net of income taxes of $351 and

reclassification adjustment (Note 2) — — — — _515 — 515

Total comprehensive income $17,782

Common stock issued under restricted stock

plans, net of amortization (Note 13) — — 268 99 — — 367
Common stock issued under deferred

compensation plan — — — 1) — — 21
Exercise of stock options 120,830 1 536 — — — 537
Dividends—$0.32 per share — — — (3,877) — — 3,877)
Purchase of treasury stock (687,199) — — — — (6,203) (6,203)

Balance at December 31, 1995 12,408,485 $132 $32,671 $102,449 $395 ($6,350) $129,297
1996 comprehensive income
Net earnings for 1996 — — — 13,704 — — 13,704
Unrealized loss on securities available for sale,

net of income taxes of ($320) and

reclassification adjustment (Note 2) — — — — (467) — (467)

Total comprehensive income 813,237

Common stock issued under restricted stock

plans, net of amortization (Note 13) — — 195 278 — — 473
Common stock issued under deferred

compensation plan — — — (20) — — (20)
Exercise of stock options 47,701 — 331 — — — 331
Dividends—S$0.38 per share — — — (4,644) — — (4,644)
Payment for fractional shares (1,064) — (16) — — — (16)

Balance at December 31, 1996 12,455,122 $132 $33,181 $111,767 872 (86,350) $138,658
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Table 4. (continued)

Common Stock Paid-In .
Capital in Retained Accumulated Other Treasury St

Item Shares Amount Excess of Par Earnings Comprehensive Income Stock
1997 comprehensive income
Net earnings for 1997 — — — 17,744 — —
Unrealized gain on securities available for sale,

net of income taxes of $271 and

reclassification adjustment (Note 2) — — — — 397 —
Tax benefit of stock options exercised — — — — _656 —

Total comprehensive income

Common stock issued under restricted stock

plans, net of amortization (Note 13) 43,500 — 1,088 (725) — —
Common stock issued under deferred

compensation plan — — — 24) — —
Exercise of stock options 201,306 2 866 — — —
Dividends—S$0.40 per share — — — (5,063) — —
Redemption of common stock (29,823) — (501) — — —
Purchase of treasury stock (6,000) — — — — (132)
Reissuance of treasury stock 4,591 — 40 — — 42
Payment for fractional shares (505) — (12) — — —

Balance at December 31, 1997 12,668,191 $134 $34,662 $123,699 $981 (86,440)
The following table was included in Note 2 to the financial statements:

December 31
1997 1996 1995

Unrealized holding gains (losses) arising

during the period $614 (8186) $568
Reclassification adjustment for gains included

in net earnings 217 _(@281) _(53)
Net unrealized gain (loss) on securities

available for sale $397 ($467) $515

Note: Consolidated statements of shareholders’ equity.

Source: First Indiana Corporation and subsidiaries 1997 annual report.
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Chapter 3. How Buy-Side Equity
Analysts Use Earnings
in Valuation

In this chapter, we report the results of an experiment in which we provided
buy-side equity analysts with financial information and asked them to value
the common stock of a hypothetical company. Most valuation-related
research in finance and accounting is based on the analysis of complex
mathematical models (i.e., analytical research) or involves the study of histor-
ical databases, such as stock prices and published accounting information
(i.e., archival research). Although less frequently conducted, controlled
experiments (i.e., experimental research) can provide powerful and comple-
mentary evidence about cause-and-effect relationships in valuation. In the
experiment described in this chapter, we provided different subgroups of
analysts with subtly different income information for the hypothetical com-
pany and kept constant all other financial information (e.g., balance sheet and
cash flows). This approach not only allows inferences about the general role
of earnings in valuation but also makes it possible to isolate the incremental
importance of reported income and its components in equity analysts’ valua-
tion activities.

Although experiments cannot capture all elements of the naturally occur-
ring settings to which one wants to generalize, the method allows precise
manipulation of the variables of interest and control of variables that are not of
interest. This ability provides an important advantage over methods that rely
on analysis of archival databases. For example, in the experiment we report,
we designed a set of case materials in which the company to be valued was the
same in all versions, except that we seeded a type of earnings management
into a subset of the versions. This approach allowed us to investigate the use
of accounting earnings and its components while significantly reducing the

37We did not analyze sell-side analysts’ reports because, in addition to valuing and
recommending stocks, they usually make explicit forecasts for future-period earnings. Thus,
even if sell-side analysts completely ignore earnings in their valuation activities (e.g., by using
apure dividend discount model or free cash flow approach), one would expect many references
to a company’s past earnings performance in support of the report’s forecast of future-period
earnings.
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possibility that “real” economic differences in the companies caused differ-
ences in analysts’ stock-price judgments. Experiments also allow investigation
of economic phenomena when archival data are sparse or not yet available. In
this study, we are able to investigate the role of various types of financial
information in the valuation judgments of buy-side analysts, despite the fact
that the valuation activities of these analysts typically are not publicly disclosed.

Finally, although archival research can show the “real world” effect of
information on investor decisions through stock returns (i.e., executed buy
and sell decisions determine price), traditional research methods cannot as
readily provide evidence on the judgment process that precedes those deci-
sions. In our experiment, we are able to examine the effect of earnings and
other financial information on the stock-price judgments of practicing ana-
lysts. For buy-side analysts, the trade data generated after institutional buy or
sell orders have been executed constitute the only evidence about these
judgments that is available to archival researchers.

Analysts are important consumers of accounting information. Under-
standing what earnings-related information analysts use and kow that infor-
mation is actually incorporated into their valuation activities can help analysts
recognize and avoid common pitfalls in the interpretation and use of financial
accounting information. In addition, a clearer understanding of how analysts
use information in their valuation activities can help the Financial Accounting
Standards Board (FASB) and the U.S. Securities and Exchange Commission
(SEC) in evaluating new and existing financial reporting rules.

Objectives and Procedures

For most fundamental analysts, a logical starting point for predicting the
future earnings of a company is the most recent historical earnings of the
company. To estimate future earnings, an analyst must assess the various
components of the company’s historical earnings and decide whether these
components will recur and, if so, for how long. Excessive attention to a
company’s bottom line—without evaluating the individual items that contrib-
ute to net income—could lead to an overly optimistic or pessimistic estimate
of the future earnings potential of a company. One of the objectives of our
experiment, therefore, is to investigate the extent to which analysts recognize
the varying persistence of earnings components and take into account signif-
icant nonrecurring income items.

An important assumption underlying this chapter is that buy-side ana-
lysts actually use reported earnings to value a company. Although the major-
ity of equity analysts likely do not rely solely on earnings-based valuation
approaches, the innumerable references to earnings and price-to-earnings
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ratios (P/Es) in sell-side analyst reports and in the financial press suggest
that reported income is a nontrivial input of the valuation process. Because
little direct evidence exists about the use and relative importance of reported
earnings in the activities of individual analysts, another objective of the
experiment is to assess the relative importance of earnings information and
other potentially useful types of financial statement information.

Financial statement analysis can be a difficult and onerous task. Beyond
the inherent uncertainty involved in trying to map financial fundamentals into
equity security value, the process is made more difficult by the possibility that
a company’s reported financial information is not representative of its “true”
current economic state or future economic potential. Consistent with this
possibility, numerous articles in the financial press and academic research
journals indicate that companies manage their earnings in an attempt to
influence investors’ impressions of the company.38 If analysts do not detect
opportunistic earnings management in a company’s reporting of past earn-
ings, their predictions of the company’s future earnings may be overly opti-
mistic or pessimistic. If historical earnings, or biased estimates of future
earnings, are used in valuation models, analysts’ assessments of value also
may be overly optimistic or pessimistic.

To investigate buy-side analysts’ use of earnings information in valuation,
we designed an experiment in which we systematically varied certain earn-
ings data and asked analysts to value a security. In particular, we varied the
level of opportunistic earnings management in the case materials to deter-
mine the potential effect of such a reporting strategy on analysts’ valuation
judgments. Although many methods of earnings management exist, our
investigation is limited to the effect of realized marketable securities gains on
analysts’ valuation judgments.

Most industrial companies in the United States hold the majority of their
marketable equity securities in an “available-for-sale” portfolio. Under cur-
rent accounting practice, available-for-sale marketable equity securities are
included on the balance sheet at fair value. A problem inherent in any type of
fair value asset accounting is the treatment of holding gains or losses caused
by changes in the assets’ fair values.3® Under Statement of Financial

38In an article on General Electric Company’s earnings management practices, Smith, Lipin,
and Naj (1994) provide the following definition of earnings management: “The orchestrated
timing of gains and losses to smooth out bumps and, especially, avoid a decline.” In the spirit
of this definition, we focus our discussion on opportunistic earnings management by companies.

39To simplify exposition for the rest of the chapter, we will limit our discussion to fair value
write-ups for holding gains. Our discussion implicitly includes consideration of holding losses
associated with fair value write-downs.
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Accounting Standards (SFAS) No. 115, Accounting for Certain Investments in
Debt and Equity Securities, the holding gains on these securities temporarily
bypass the income statement and are recorded as a direct increase in owners’
equity. Only when these securities are sold can a company report the previ-
ously accumulated gains as part of its net income.4? Thus, a company that
expected to report lower-than-expected operating income could boost net
income by selling some of its appreciated available-for-sale securities. These
one-time gains can be difficult to identify because companies tend to group
them with other miscellaneous income and expense items in the income
statement. For example, the 1996 annual report for Dell Computer Corpora-
tion includes a line item on the face of the income statement called “Financing
and other income (expense), net.” A bit of digging in the footnotes reveals that
realized marketable securities gains are included in this income statement
account. Although no evidence suggests that Dell used these securities for
the purpose of earnings management in its 1996 annual report, numerous
examples exist of other companies selling winning securities to bolster net
income. Such “cherry picking” has been extensively discussed in the busi-
ness press (for example, see Staubus 1992 and Wechsler Linden 1990).

As summarized in Exhibit 4, three versions of case materials were
included in the initial experiment.4! A critically important feature of our
experiment is that all of the information contained in the three versions was
identical, except for the amount and source of earnings growth reported by the
company. The NEM (no earnings management) company included financial
information for an industrial company that previously wrote up its available-
for-sale marketable securities for holding gains and simply continued to hold
these securities. Consistent with SFAS No. 115, the holding gains on these
securities were recorded as a nonretained earnings increase in owners’
equity. Because the NEM firm did not sell the appreciated marketable secu-
rities, the holding gains were not realized and did not affect net income.
Without realizing these gains in earnings, the NEM firm reported #o growth
in net income during the three years included in the case.

40Prior to the issuance of new comprehensive income disclosure requirements, analyzing the
changes in unrealized holding gains and losses involved considerable detective work. A recent
analysis conducted by Smith and Reither (1996) suggests that the fair value adjustment account
balance was difficult to find in annual reports because companies often net it with other equity
accounts. SFAS No. 130 requires explicit disclosure of activities in this arena.

41 Although three versions of the case materials are described in this section, it is important to
note that the analysts who participated in our study saw only o#ne version of the materials. This
type of experimental design—called “between subjects”—allows strong inferences about the
cause of any observed differences between analysts’ stock-price predictions.
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Exhibit 4. Description of Three Earnings Management Scenarios
Included in the Field Experiment

Scenario Description

No Earnings Management (NEM) This case provided financial information for a hypotheti-
cal company for which reported net income was positive
but included zero growth during the previous three years.
The company’s available-for-sale marketable securities
portfolio included significant holding gains, but these
gains cannot be recognized in reported net income until
the marketable securities are sold.

Earnings Management (EM) This case provided financial information for a hypotheti-
cal company for which reported net income was positive
and included 11 percent growth during the previous three
years. This company is identical to the one in the NEM
case, except for one important feature. The EM company
achieved the 11 percent growth in reported net income
by selling (and subsequently repurchasing) available-for-
sale securities for which the company had holding gains.
Because the company is an industrial firm, the realized
holding gainsincluded in reported net income should not
be considered a persistent source of future earnings.

Increased Revenues (IR) This case provided financial information for a hypotheti-
cal company for which reported net income was positive
and included 11 percent growth during the previous three
years. This company is identical to that included in the
EM case, except for one important feature. The IR
company achieved its earnings growth through in-
creased sales and not through sales of its marketable
securities. Because the company is an industrial firm, the
increase in revenues in the IR case should be considered
a more persistent source of future earnings than the
realized gains included in the EM case.

The second set of materials included financial information for a company
that was identical to the NEM firm in all respects but one. The EM (earnings
management) company previously wrote up its available-for-sale marketable
securities for the same amount of holding gains as the NEM firm but strate-
gically timed the sale of the securities over the next three years to realize the
holding gains. In addition, the EM firm repurchased a similar amount of
marketable securities immediately after the sales. This decision caused the
firm to report 11 percent growth in net income during the three years
included in the case. Again, an important feature of this study is that the EM
firm is economically identical to the NEM firm. That is, even though the EM
firm reported 11 percent growth in net income and the NEM firm reported no
growth in net income, both firms experienced identical holding gains on their
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marketable securities and the book and market values of their current portfo-
lios of marketable securities were identical. The only difference is that the
EM firm’s act of selling the appreciated securities and repurchasing similar
securities shifts the holding gain from an accumulation account in owners’
equity to net income and, ultimately, retained earnings.4?

Comparison of analysts’ valuation of the EM and NEM companies is
interesting because the economically equivalent companies should have
identical potential for persistent future abnormal earnings. However, if the
EM company’s earnings management is not adjusted for, analysts may
believe its future earnings will be higher and assess a higher stock price to it
than to the NEM firm. By itself, higher stock prices provided in the EM case
do not necessarily indicate that analysts misinterpreted the persistence of
earnings. Because comparing the EM and NEM cases to a third case in which
the increase in earnings is from core productive activities would establish an
upper bound for the appropriate valuation of the company, we created a third
case (denoted IR—increased revenues) in which the company reported the
same 11 percent annual growth in net income as the EM firm (hence, the
same pattern of net income as the EM firm). In this case, however, the growth
in earnings was caused by an increase in core revenues, instead of transitory
gains from sales of marketable securities.

For a typical industrial or technology company, an increase in core
revenues is a more persistent source of earnings than transitory gains recog-
nized through the sale of marketable securities. Accordingly, in this experi-
ment, the growth in earnings included in the IR case should provide a better
indicator of future earnings. If the historical earnings figure is used directly
in valuation, the IR case also should be assigned a higher multiple in valua-
tion. The IR case thus provides a baseline against which to evaluate whether
analysts detected the EM firm’s earnings management. Table 5 shows the
most recent year of income statement and balance sheet information pro-
vided to analysts in the three versions of the materials. Again, each version of
the case contained three years of comparative financial statements, each
analyst only received one of these versions of the case, and analysts were not
informed of the existence of the other versions of the case.

The materials in the study consisted of two parts, a stock-price valuation
task and postexperiment questions. The company-specific information in the
case was for a hypothetical company in the electronic measurement and

42Both firms recorded deferred taxes in the period the holding gain was experienced. Although
a “real” tax payable is accrued in the period that the securities are actually sold, the amount of
deferred taxes at the NEM firm and the sum of the remaining deferred taxes and the taxes
payable at the EM firm are identical.
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Table 5. Income Statement and Balance Sheet Information for
the Three Earnings Management Scenarios Included in the
Field Experiment

NEM EM IR
Item Materials Materials Materials
Most recent year of income statement information
Revenues
Sales of goods $181,630 $181,630 $184,650
Costs and expenses
Cost of goods sold 101,195 101,195 101,195
Selling, general, and administrative expenses 38,142 38,142 38,142
Research and development 18,890 18,890 18,890
Interest and other financing costs, net 11,006 7,986 11,006
Total costs and expenses $169,233 $166,213 $169,233
Earnings from continuing operations before tax 12,397 15,417 15,417
Provision for income taxes 4,351 5411 5411
Net income $8,046 $10,006 $10,006
Earnings per share $0.81 $1.00 $1.00
Average number of shares outstanding 9,985 9,985 9,985
Most recent year of balance sheet information
Current assets $32,697 $32,697 $32,697
Cash 138,551 138,551 138,551
Available-for-sale securities 47,362 47,362 47,362
Accounts receivable, net 41,371 41,371 41,371
Inventory 259,981 259,981 259,981
Property, plant, and equipment, net 61,479 61,479 61,479
Other noncurrent assets 32,266 32,266 32,266
Total assets $353,726 $353,726 $353,726
Liabilities
Accounts payable and other current liabilities 90,178 90,178 90,178
Long-term notes payable 97,576 97,576 97,576
Other noncurrent liabilities 47,109 47,109 47,109
Total liabilities $234,863 $234,863 $234,863
Stockholders’ equity
Common stock, at par 1,997 1,997 1,997
Additional paid-in capital 71,948 71,948 71,948
Retained earnings 36,600 39,794 36,600
Neitnt‘xlr;rszilez;i gains on available-for-sale 8.318 5.124 8.318
Total stockholders’ equity $118,863 $118,863 $118,863
Total liabilities and stockholders’ equity $353,726 $353,726 $353,726
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testing instruments industry (Standard Industrial Code 3825). This informa-
tion was based on an actual company listed on the American Stock Exchange.
We selected the industry and company through a search of the 1995 Com-
pustat P/S/T database. In particular, we searched for companies that experi-
enced a significant increase in the balance of unrealized gains and losses—
relative to net income—in marketable equity securities (Compustat data item
238).43 We obtained the company’s financial statements via LEXIS-NEXIS and
modified them to create the three versions of case materials.

Forty-seven buy-side equity analysts and portfolio managers participated
in the study.4* On average, the analysts had 14 years of experience as
financial analysts (85 percent held the CFA designation) and spent an average
of 40 percent of their time on equity security analysis and another 47 percent
on portfolio management. In addition, on average, these analysts followed 52
companies (with a median of 40). The average size of the portfolio under their
direct management was $S810 million (median, $150 million) and their
employers had $16 billion (median, $1.5 billion) of assets under management.

Participating analysts were provided with background information about
the company, its industry, industry average P/Es and ranges, and summary
historical financial information.%> Participants also received a stylized press
release (as disseminated by Bloomberg Financial Services) reporting the
company’s annual earnings. The press release also included the current
year’s financial statements and a summary of significant accounting policies.
After reviewing the background information and the company’s financial
statements, as included in the press release, participants were asked to
provide an estimate of the value of the company’s common stock. Analysts
also were asked to provide a written description of the manner in which they
determined the stock price. After answering these questions, participants
responded to a series of questions about the financial information in the case
and several questions designed to determine whether analysts were aware of

43A significant increase in this item number suggests a high level of available-for-sale
marketable securities holding gains relative to net income.

44 All analysts were individually recruited from the 1996 Membership Directory (AIMR 1997) on
the basis of their self-reported job descriptions. After securing their agreement to participate,
we distributed the materials via overnight mail to 65 analysts, yielding a 72 percent response
rate. Sixty-two additional equity analysts and portfolio managers participated in a follow-up
study on the usefulness of the FASB’s new comprehensive income reporting requirement (see
Hirst and Hopkins 1998). We discuss the follow-up study in the last section of this chapter.

45The P/E data were provided to indicate a reasonable range within which the company’s stock
price might fall. An actual stock price was not provided in the materials because, as discussed
in Chapter 1, the results of Ball and Brown (1968) suggest that most information in net income
is impounded into a company’s stock price by the earnings release date.
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the hypothetical company’s manipulation of earnings. They also provided
demographic information.

Analysis of Stock-Price Estimates

Because we designed the case materials so that the financial position (.e.,
balance sheet) and cash flows of the companies in each case were equivalent,
any differences in analysts’ stock-price assessments reflect the extent to
which historical net income is used in valuation. In particular, the only
difference between the three cases was the level of growth (zero versus 11
percent) and the source (marketable securities gains versus core revenues)
of net income growth for the company to be valued. The average price
provided by each analyst for each of the three cases is presented in the first
column of Table 6. A comparison between analysts’ stock-price judgments
for the cases gives an indication of the importance of reported net income in
analysts’ valuation activities.

The average price provided by analysts for both 11 percent growth cases
(i.e., EM and IR) is $16.02. The average price provided by analysts in the case
with zero percent growth (i.e., NEM) is $11.25. A #test comparing these
prices (EM and IR versus NEM) is highly significant (f = 4.47; p = 0.0001) and
indicates that analysts in the two 11 percent growth cases provided much

Table 6. Results of Field Experiment

Dependent Variable
Analysts’ Assessment
Analysts’ Assessment of the Company’s

Analysts’ Stock-Price of the Company’s Potential for Growth in
Version of Case Materials Judgments Reporting Quality Future Net Income
IR
Average score $16.31 9.64 7.66
Standard deviation of scores 3.95 1.99 2.77
Number of responses 13 12 12
EM
Average score $15.78 8.66 8.63
Standard deviation of scores 2.99 2.07 2.42
Number of responses 16 15 16
NEM
Average score $11.25 9.14 6.37
Standard deviation of scores 3.80 1.87 2.70
Number of responses 18 16 18
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higher average stock prices than analysts in the zero percent growth case.
Because the main difference in information between the three cases is the
level of net income reported by the company, this result provides compelling
evidence that analysts used reported net income as a significant input into
their valuation activities. Of course, one could make the argument that the
higher reported net income in the 11 percent growth cases merely is an
indicator of a company that is economically superior to the company in the
zero percent growth case. If this argument is true, analysts may not be
explicitly impounding historical earnings into price but rather may be reflect-
ing the superior underlying fundamentals of the companies that also have
higher growth in net income. We incorporated earnings management into
our experiment to directly address this possibility and to reveal more fully the
extent to which reported net income is used in valuation.

Comparing the prices provided by analysts in only the EM and NEM
cases highlights the importance of historical reported net income in equity
valuation. Comparison is helpful because the companies in the EM and NEM
cases are economically identical except for one key difference: The EM
company sold appreciated available-for-sale marketable equity securities and
repurchased an identical amount, whereas the NEM firm simply continued to
hold the securities. Elementary logic suggests that because the EM and
NEM companies are economically equivalent, analysts’ use of the different
levels of reported net income in valuation is the cause of any observed
differences in price judgments. As indicated in the first column of Table 6, the
average price in the EM case was $15.78 and the average price in the NEM
case was $11.25. A t-test comparing these prices is highly significant (¢ = 4.53;
p = 0.0006) and indicates that analysts in the EM case valued the company
significantly higher than analysts in the NEM case.

Comparison of the IR case to the EM case provides an indication of the
extent to which analysts explicitly considered the marketable securities-
based earnings management included in the EM case. The average price in
the IR case was $16.31, and the average price in the NEM case was $15.78. A
ttest comparing these prices is not significant (¢ = 0.40; p = 0.694) and
suggests that analysts valued the 11 percent net income growth caused by an
increase in core operating revenues similarly to the 11 percent net income
growth caused by marketable securities sales. This finding suggests that
bottom-line historical net income is a significant input into buy-side analysts’
valuation judgments.46

46 Nonetheless, some readers will be disturbed by the analysts’ failure to distinguish between
earnings based on growth in sales versus earnings based on strategic security sales. We return
to that issue in our discussion of a follow-up study later in the chapter.

54 ©2000, The Research Foundation of AIMR



How Buy-Side Equity Analysts Use Earnings in Valuation

After analysts provided their stock-price estimates, they rated various
attributes of the company’s financial data based on a 15-point scale. We asked
for these ratings so that we could better understand why analysts estimated
stock prices in the pattern observed for the three versions of the case. In
addition, these ratings can help eliminate other, potentially confounding
explanations for the experiment’s stock-price results. For example, one expla-
nation for the pattern of analysts’ stock-price judgments is that they believed
that the companies across the three versions of the case had different levels
of financial reporting quality. To investigate this possibility, we asked analysts
to provide ratings for four different items that were designed to provide an
indication of the company’s financial reporting quality. Specifically, analysts
rated the quality of the company’s reported net income (from very low to very
high), the clarity of the company’s financial statements (from not at all clear
to very clear), the reliability of the company’s financial statements (from very
unreliable to very reliable) and the manner in which the financial statements
portrayed the company’s overall long-term financial performance (from very
misleading to very truthful).

Because these questions were designed to measure the same underlying
characteristic of the company, we constructed a composite measure of per-
ceived reporting quality by taking a simple average of the four measures.*” As
reported in the second column of Table 6, the average perceived reporting
quality rating was 9.64 in the IR condition, 8.66 in the EM condition, and 9.14
in the NEM condition. An F-test conducted on these means indicates that the
perceived reporting quality did not differ between the three versions of the
case (F'<0.5). This result suggests that analysts perceived financial reporting
quality to be similar for all three cases and that the observed differences in
stock-price judgments were caused by the variation in the levels of reported
net income and not differences in analysts’ perceptions of the company’s
reporting quality.

Another factor that could have contributed to the differences between
analysts’ common stock-price judgments is variation in the perceived growth
potential for the company.*8 To gather information on this factor, we asked

47A Cronbach coefficient alpha score of 0.78 provides evidence that analysts’ responses to these
items are highly correlated and suggests that the four questions are measuring the same
underlying characteristic.

48After providing their stock-price judgments, analysts were asked to provide a brief
explanation of how they arrived at their price. Analysis of these explanations suggests that
many analysts used an earnings-based multiple (e.g., P/E). Of course, an important
determinant of the relationship between price and earnings is analysts’ assessment of a
company’s prospects for earnings growth.
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analysts to rate, on a 15-point scale (from very low to very high), the com-
pany’s potential for future earnings growth. As summarized in the third
column of Table 6, analysts who completed the EM case provided a mean
rating for the company of 8.63 and believed the company had significantly
better prospects for future earnings growth than analysts who completed the
NEM case, with a mean rating of 6.37 (¢ = 2.51; p = 0.016). In contrast, analysts
perceived no statistically significant difference (¢ < 1) between the IR case,
with a mean rating of 7.66, and the EM case, with a mean rating of 8.63. These
results suggest that management’s opportunistic earnings management in
the EM case was successful in making analysts believe the company’s future
prospects for earnings growth were better than for the NEM firm, even
though the EM and NEM companies were economically identical. In addi-
tion, the opportunistic management of earnings in the EM case caused
analysts to perceive the company’s future prospects for earnings growth to be
the same as that observed for the company that created the earnings growth
through an increase in operating revenues (i.e., the IR company).

Insights from the Experiment

The results of this experiment suggest that buy-side financial analysts rely
extensively on reported net income in performing equity security valuation.
In particular, analysis of analysts’ stock-price judgments and written explana-
tions for those judgments suggest that buy-side analysts do not derive pri-
mary estimates of value from cash flow or balance sheet information.

The apparent importance of earnings in valuation presents both good
news and cause for concern. First, the good news: Analysts’ use of reported
net income in valuation suggests that they appear to be comfortable with
using earnings in valuation and may benefit from more careful consideration
of issues related to earnings quality. As we argued in Chapter 2, rigorous
earnings-based models (such as the discounted abnormal earnings model)
present an opportunity for analysts to focus on a company’s productive activ-
ities and competitive environment without becoming distracted by specific
forecasts of cash flows. Although forecasted earnings are a critical input for
pragmatic applications of the free cash flow model, the importance of this
forecast often gets overshadowed by other items that affect the implementa-
tion of the model, such as concerns over which noncash items to back out of
forecasted earnings to arrive at forecasted free cash flow and whether free
cash flows are being reinvested in zero-NPV (net present value) projects. By
remaining focused on estimating the persistent earnings of the company,
analysts can eliminate layers of complexity that add little value to valuation
activities.
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Of course, to appropriately apply a discounted abnormal earnings (DAE)
model—or any valuation model for that matter—analysts must carefully con-
sider the model’s inputs. In particular, analysts should pay special attention to
the underlying quality of historical reported earnings, if this number is being
used to forecast future earnings. The need to forecast future earnings in the
DAE model leads to a potentially troubling result for this experiment: Compa-
nies may be able to engage in opportunistic earnings management and may
be able to do so without being detected by many analysts.4

How might analysts avoid the valuation pitfalls presented by firms that
opportunistically manage their earnings? This question is not easy to answer
because financial statement analysis is a difficult and time-consuming task
that rarely leads to a single, clear, all-encompassing conclusion about a
company. In addition, as reported in this chapter, analysts who participated in
our experiment follow, on average, 52 companies and split their time between
analysis and portfolio management. Given the demands on their time, the
many ways in which companies can manage their earnings, and the complex-
ity of financial information, analysts cannot realistically be expected to detect
every instance of opportunistic earnings management. Analysts might be
more likely to detect the sort of earnings management engaged in by the EM
firm if they are provided with clearer disclosure of activity in marketable
securities. We tested this possibility in a follow-up study.

Follow-Up Study

In Chapter 2, we noted that the FASB recently adopted a reporting standard
for comprehensive income reporting. SFAS No. 130 was issued to facilitate
the item-by-item assessment of companies’ earnings performance. In particu-
lar, some proponents of the standard suggested that all performance-related
changes in owners’ equity should be presented in a single statement so that
analysts could determine the value relevance of each of the performance-
related line items. Indeed, in the context of our experiment, explicit reconcil-
iation of marketable securities gains and losses in a performance statement
might have helped analysts detect the opportunistic earnings management in

49Skeptics might argue that our findings would not hold in “real life” because participating
analysts did not have the proper incentives to take the task seriously. We contend that this
argument is incorrect for three reasons. First, participants were individually contacted and
agreed to participate in the study. They were aware that the researchers could identify their
responses and, therefore, likely felt a high degree of accountability. Second, the models they
said they used to arrive at the valuations were the same ones they said they use on an everyday
basis. Finally, the time they devoted to the task is not unrepresentative of the average time they
would have to devote to an individual holding in their portfolios. These facts suggest that the
data are reliable and likely to hold in natural settings.

©2000, The Research Foundation of AIMR 57



Earnings: Measurement, Disclosure, and the Impact on Equity Valuation

the EM case. Accordingly, we performed a follow-up study to investigate the
possibility that the new reporting standard for comprehensive income
increases the likelihood that analysts will detect opportunistic earnings man-
agement through examination of the marketable securities portfolio and
adjust their valuation judgments accordingly.

An interesting feature of SFAS No. 130 is that it does not require a specific
format or location for the reporting of comprehensive income. Indeed, the
only hard and fast requirement of the new standard is that companies disclose
comprehensive income information in one of the primary financial state-
ments. Although the FASB expressed a preference for reporting comprehen-
sive income in a separate performance statement (consistent with their
original exposure draft of the standard), most companies report comprehen-
sive income in the statement of changes in equity (SCE). Because analysts
currently regard the SCE as one of the least useful sources of financial
information (Brown 1997), it is possible that SCE reporting of comprehensive
income and its components will be less useful than reporting the same
information in a separate performance report.

To address the potential benefit of the new comprehensive income infor-
mation, we investigated whether a separate performance statement format
and the SCE format, which is more likely to be used by most companies, are
equally likely to correct the bias in analysts’ stock-price judgments in the EM
case.”® We generated four additional experimental conditions (that is, in
addition to the original EM and NEM conditions reported in Table 6, in which
comprehensive income was not disclosed but could be derived from the
financial statements). For each firm, we created two conditions in which a
reconciliation of net income and comprehensive income was provided, as
shown in Table 7. In one condition, the reconciliation was provided in a
separate statement of performance immediately after the income statement.
In the other condition, the reconciliation was included in the statement of
changes in equity. In total, we analyzed six conditions: earnings management
with no reconciliation of net income and comprehensive income (EM-No-CI);
no earnings management with no reconciliation of net income and compre-
hensive income (NEM-No-CI); earnings management with the reconciliation
included in SCE (EM-CI-SCE); no earnings management with reconciliation
included in SCE (NEM-CI-SCE); earnings management with reconciliation
provided in a separate statement immediately after the income statement
(EM-CI-IS); and no earnings management with reconciliation provided in a
separate statement immediately after the income statement (NEM-CI-IS). In

50This research was originally published in Hirst and Hopkins (1998).
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Table 7. Reconciliation of Net Income and Comprehensive Income
in the CI-IS Conditions of Follow-Up Study

EM-CL-IS NEM-CL-IS
Comprehensive Income Disclosure Condition Condition
Net income $10,006 $8,046
Other comprehensive income
Unrealized gains on available-for-sale securities arising
this period
Gross unrealized gain 1,379 1,379
Income tax (484) _ (489
Net unrealized gain 895 __89%
Reclassification adjustment for realized gains on
available-for-sale securities included in net income
Gross realized gain (3,020) 0
Income tax _ 1,060 0
Net realized gain (1,960) 0
Total other comprehensive income ($1,065) _$895
Comprehensive income $8941 $8,941

Note: Data from Hirst and Hopkins (1998).

total, 96 buy-side analysts participated in the study—34 from the initial No-CI
conditions and 62 additional analysts for the CI-SCE and CI-IS conditions.

We predicted that the clear disclosure of elements of other comprehen-
sive income in the EM-CLIS condition would lead analysts to detect the
earnings management and to reach the same valuation for both the EM and
NEM companies. Given that the disclosure of elements of other comprehen-
sive income in the EM-CI-SCE condition is not as clear as in the EM-CI-IS
condition but is clearer than in the EM-No CI condition, we did not make a
specific prediction about whether that disclosure format would be effective in
allowing analysts to detect earnings management and reach an appropriate
valuation for the company.

As expected, within the study, clear reporting of comprehensive income
and its components in a separate performance statement (i.e., the CIIS
conditions) helped analysts recognize the opportunistic earnings manage-
ment in the EM case and led them to reach approximately the same judgment
about stock price as did analysts completing the NEM case. Analysts pro-
vided a mean stock price for the EM-CI-IS condition of $13.40 versus $12.57
for the NEM-CI-IS condition. The difference between the average prices is
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not statistically significant, with a #-statistic of 0.66. This finding suggests that
when analysts recognized that opportunistic earnings management was caus-
ing the smooth earnings growth of 11 percent (in the EM case), they adjusted
their valuation judgments to reflect it. Interestingly, reporting comprehensive
income and its components in the SCE did not mitigate the difference in
stock-price judgments between the EM and NEM cases. Analysts provided a
mean stock price of $14.81 for the EM-CI-SCE condition versus $12.49 for the
NEM-CI-SCE condition (¢ = 1.85; p = 0.034).

The finding that comprehensive income disclosures have more impact
when disclosed in a separate statement of performance than in the SCE is
consistent with the survey data reported in Brown (1997). In particular,
Brown reports that analysts regard the SCE as one of the least useful reports
provided by companies. In our study, analysts apparently disregarded the
potentially important value-relevant information in the SCE. One reason that
analysts might ignore the SCE is that prior to the issuance of the reporting
standard for comprehensive income, although the major transactions
reported in the SCE and not in other statements (i.e., stock issuances and
buybacks, dividends) were highly significant, analysts were likely to have
known such information before the release of the financial statements. With
useful disclosures becoming more likely to appear in the SCE, analysts may
begin to pay more attention to that statement. The findings of the follow-up
study suggest that ignoring the SCE may allow certain forms of earnings
management to go undetected.

Summary

We conducted two studies to evaluate how buy-side analysts use earnings
information in their valuation process. The findings of the initial study, which
indicated that analysts have trouble detecting opportunistic earnings man-
agement, suggest that analysts need to pay more attention to the sources of
earnings and not simply focus on the amount. The separate follow-up study
tested whether different ways of reporting comprehensive income and its
components might mitigate analysts’ inability to detect opportunistic earn-
ings management. The findings of this experiment support the view that clear
disclosure of all performance-related items would allow analysts to more
easily incorporate value relevant information into their valuations.
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Chapter 4. Conclusion

This research project began with the goal of providing analysts with the
answer to the question “What are earnings?” One might think that answering
this question would be fairly straightforward for two accounting professors.
As we considered ways to formulate our answer, however, we quickly real-
ized how big this question actually is. In the United States, academic account-
ing scholars have spent the better part of the 20th century trying to answer
this question, and this quest has generated some wonderful insights about
the definition and measurement of “true” economic earnings—from the aca-
demic’s philosophical perspective. Little of this research, however, could
directly benefit a practicing equity analyst in answering our initial question.
Because equity analysts are, first and foremost, concerned with valuation, our
primary goal in writing this monograph was to demystify reported earnings
and to explain how they can best be incorporated into valuation activities.

In Chapter 1, we provided selected highlights from the large body of
academic research that demonstrate the relevance of accounting information
to security prices. This body of research documents the importance not only
of the bottom-line net income figure but also of components of earnings. If
the goal is to forecast future free cash flows, current accounting earnings
actually are more helpful than current-period cash flows. The bulk of prior
research, however, addresses the relation between accounting data and
aggregate, market-level data, such as stock prices and returns, and little
research has investigated the valuation judgments and decision making of
individual analysts.

As with any other model, the output of an earnings-based valuation
model will only be as good as its inputs. To help improve the quality of
accounting inputs in the valuation process, Chapter 2 outlined the way
accountants classify components of earnings and provided examples of how
these classifications help analysts determine the quality and persistence of
historical earnings. To help analysts see through the potential biases inher-
ent in financial data provided by management, we emphasized the impor-
tance of understanding the discretion involved in making accounting
classifications. Being armed with better knowledge about how accounting
data are generated puts analysts in a better position to use the information
effectively.
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Chapter 3 describes two studies that investigate the valuation judgments
of individual buy-side equity analysts. The initial study provides direct evi-
dence that the level of a firm’s accounting earnings influences professional
buy-side analysts’ valuation judgments. A troubling finding, however, is that
the analysts did not appear to distinguish between firms that were and were
not managing their earnings through the strategic timing of sales and repur-
chases of marketable securities.

We hypothesized that this result may have been a function of the way the
accounting data were presented to the analysts. Although the efficient market
hypothesis maintains that data presentation ought not affect security prices,
we argued that given the nature of security analysts’ jobs (i.e., the number of
firms they follow and the other demands on their time), analysts may require
clearer disclosure of such transactions if they are to incorporate such data
into stock price judgments. In a follow-up study (Hirst and Hopkins 1998), we
investigated this hypothesis and found that comprehensive income disclo-
sures do indeed help analysts uncover earnings management. We provided
evidence of the benefits to analysts of lobbying the Financial Accounting
Standards Board for improvements in accounting standards and evidence to
the FASB of the implications of their new comprehensive income standard.

Our hope is that analysts will benefit from better knowledge of what
earnings are and how they can be incorporated into equity valuation. In
addition, we hope that readers have gained an appreciation for the value of
examining the judgments and decision making of individual analysts. In our
view, continued research in this area can lead to insights about how analysts
do their job, how expert and novice analysts differ, how to improve the
education and training of analysts, and most important, how to improve the
practice of equity analysis.
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