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A bstract 

This study provides an empirical investigation into the value relevance of accounting book 

values and earnings - two fundamental summary measures- in the context of Japan. Using a 

sample of 17,900 parent-only firm-year observations and I 1,980 consolidated firm-year obser-

vations, this study documents that accounting information is value relevant based on both a 

price and a first-difference version of the price models. Both the pooled and the time-series 

regressions and the year-by-year regression support the value relevance hypothesis. The impact 

of the changing nature of corporate governance system as proxied by ownership and leverage 

structure on the value relevance of accounting information is also examined in Japan Five 

major conclusions emerge from the empirical analysis.; (i) the explanatory power of parent-

only incremental earnings has shown an upward trend with time; (ii) the combined explanatory 

power of consolidated earnings and book values has increased over time; (iii) the explanatory 

power of consolidated incremental earnings, Iike parent-only earnings has also increased over 

time; (iv) the combined explanatory power of consolidated earnings and book values after 

controlling for unconsolidated earnings and book values has been found to possess incremental 

information content, and (v) the proportion of individual shareholding (1everage) has a 

positive (negative) impact on the changing value relevance of accounting information. 

I . IntroductiOn 

This study empirically assesses the changing value relevance of two fundamental account-

ing numbers namely, parent and consolidated earnings and book values of equity in the context 

of Japan and whether the changing ownership and leverage structure has any impact on such 

changes. This research is motivated by numerous studies on the value relevance of accounting 

numbers in the U.S. in which the empirical relation between stock market values or changes in 

values and various accounting numbers is examined. Beginning with the seminal work of Ball 

and Brown (1968) and Beaver (1968), accounting researchers for the last thirty years or so 
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have　been　studying　the　re1ationship　between　a㏄ounting　numbers　and　nrm　value．l　However，

these　studies　focused　on　an　income　statement　measure　of丘rm　performance，i．e．，a㏄ounting

eamings．More　recently，studies　c㎝ceming　va1ue　re1evance　of　accounting　mmbersl　have

been　expanded　to　include　both　ba1ance　sheet　measures　of　assets　and　liabilities　and　income

statement　measures　of　earnings　made　possib1e　by　a　mode1deve1oped　by　Oh1son（1995）。

　　　　Using　both　book　values　of　equity（a　balance　sheet　measure）］and　earnings（an　income

statement　measure）and　emp1oying　Oh1son’s　va1uation　model，a　number　of　empirical　research

studies　have　investigated　the　issue　of　changes　in　value　relevance　of　accounting　information

［Co11ins，Maydew　and　Weiss（hereafter，CMW）1997，Francis　and　Schipper1999，Lev　and
Zarowin1999］．This　study　extends　this　line　of　inquiry　into　the　Japanese　market．Although　a

number　of　studies［Hal1，Hamao　and　Harris1994，Alford，Jones，Leftwich，and　Zmijewski

1993，Ali　and　Hwang1999，Usui（1999），Yamaji（2000）］investi芭ated　value　re1evance　of

earnings　alone　or　eamings　and　book　v田1ues　in　the　context　of　Japan，none　attempted　to　identify

whether　a　change　has　occurred　over　time　in　the　va1ue　relevance　ofaccounting　information　and

whether　the　changing　corporate　govemance　system　of　Japan　has　any　impact　on　such　changes．

This　study　ms　this　void　by　documenting　the　trend　in　va1ue　re1evance　of　a㏄ounting　informa－

tion　over　1976to　1999　for　parent　alone　and　over　1984to　1999　for　consolidated　accounting

numbers，and　by　empirica11y　examining　the　role　of　ownership　and　leverage　structure　on　such

va1ue　relevance．In　contrast　to　the　major　capital　markets　in　the　world　where　consohdated

nnancia1statements　represent　the　primary　means　through　which　information　about　a　particu－

1ar　company　is　presented，the　Japanese　iinancia1markets　have　historically　perceived　parent－

only　Onancial　statements　as　the　primary　inancial　statements．Although，the　Business　Account－

ing　Deliberation　Council（hereafter　BADC）recommended　the　ming　of　audited　consolidated

inancia1statements　for　the丘scal　year　ending　on　or　after　March31．1978，it　was　not　until1984

that　majority　companies　started　to　present　consolidated　fnancial　statements副s　equity　method

of　accounting　was　made　mandatory．Hence　an　important　question　that　is　worth　pursuing　is

whether　the　conso1idated　accounting　information　is　incremental1y　value　relevant　after　control－

ling　for　parent－only　accounting　information．

　　　　The　objective　of　this　study　is　threefold；（i）to　assess　changes　in　value　re1evance　of　tw0

fundamental　a㏄ounting　mmbers　namely，parent　and　conso1idated　eamings　and　book　values

of　equity　over　a　relative1y　longer　period　of　time；（ii）to　determine　whether　consolidated

financial　numbers　have　any　incrementa1value　relevance　over　that　ofparent－on1y　numbers，and

丘nally（iii）to　ana1yze　the　impact　of　changing　corporate　govemance　systems　in　Japan　as

proxied　by　ownership　and　leverage　structure　on　the　changing　value　relevance．Using　a　samp1e

of17，900parent－alone　observations　over1976－1999and11，980consolidated冊m－year　obser－

vations　over1984－1999，this　study血nds　that（i）the　explanatory　power　of　parent－only

　l　For副n　exte1isive　review　of　c刮pital　markets　research　in　accounting　refer　to　Kothari（1999）．

　2Value　relevame　approach　typically　examines　the　associ副tion　between　market　values　and　accounting　summary

measures，such　as　eamings　and　book　wlues．Lo　and　Lys（2000）formalizes　this　appro田ch　as；

Pj一＝9（I　j1）十■η11

Aspeci日cinformationitemI」lisva1uere1evanti『itmapsontomarketvalue（Pj1）non－trivially，i．e．，9isnota

COnStant．

　ヨInclusion　of　book　value　in　the　valuation　model　is　justi丘ed　on　tlle　ground　that　book　value　is　hypothesized　to　be

（i）infomative　of　expected『uture　nomal　eami㎎s；（b）an　approximtion　or　abandonment　value；and（c）a

control　for　scale　di冊erences（Collins，Pincus　and　Xie．1999）．
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incrementa1eamings　has　shown　an　upward　trend　with　time；（ii）the　combined　explanatory

power　of　consolidated　earnings　and　book　va1ues　has　increased　over　time；（iii）the　explamtory

power　of　conso1idated　incrementa1eamings，1ike　parent－only　earnings　has　also　increased　over

time；（iv）the　combined　exp1anatory　power　of　consolidated　earnings　and　book　va1ues　after

contro11ing　for　unconsolidated　earnings　and　book　va1ues　has　been　found　to　possess　incremental

information　content　and　fina11y（v）both　individual　shareholding　and1everage（individua1
shareholding）explain　a　good　portion　of　the　variation　in　combined　adjusted　R書（incremental

earnings　R2．）

　　　　The　paper　proceeds　as　fol1ows．Section　two　brieny　explains　the丘nancial　reporting

environment　of　Japan．Section　three　reviews　existing　literature　on　value　re－evance　of　book

values　and　earnings　that　includes1iterature　on　time－series　behavior　ofvalue　re1evance　measures

of　a㏄ounting　numbers．Furthermore，it　includes　a　review　of　the　literature　on　value　relevance

ofparent－on1y　and　conso1idated　accounting　numbers　in　the　context　ofJapan．The　next　section

deals　with　research　design　issue－Section丘ve　describes　sample　and　data．Empirical　results　and

discussion　thereof　are　presented　in　section　six．Section　seven　presents　sensitivity　analysis．

Section　eight　concludes。

　　　　　　　II．肋o〃cfα1R印o〃㎎肋ソかo〃㎜θ〃ψJoμ〃α〃Rθ1θvo〃cθ

　　　　　　　　　　　　　　　　　　　　　　　　　　ψノ㏄o舳加9！W㎜わθγ∫

　　　　Nobes（1983）classify　Jap別nese　a㏄ounting　practice　as　belonging　to　the　macro－uniform

category　and　further　classify　under　the　govemment　sub－class　in　the　law－based　family．

Compared　to　microeconomic　group　where　accounting　attempts　to　re刊ect　economic　reality　and

consequently　is祠exible（e．g。，USA，UK），a㏄ounting　in　the　macroeconomic　group　has

developed　as　an　instrument　of　national　economic　policies，characterized　by　high　conformity，

between　tax　and丘nancial　accounting．In　addition，Japan　is　characterized　to　have　a　predomi－

nantly　bank－oriented　nnancial　system．In　this　type　of　nmncial　system，businesses（i）have　very

c1ose　ties　to　banks；（b）banks　have　direct　access　to　company　information　and　therefore　have

relatively　little　interest　in　externa1侃nancial　repoれing；and（c）banks　have　concentrated　and

1ong－term　debt　and　equity　holdings．

　　　　Tax　law　has　a　heavy　inHuence　on　Japanese　accounting．Many　expense　a11owances，calcu－

1ated　on　the　basis　of　past　experience　rates　in　the　U．S．，must　be　recorded　in　Japanese　financial

statements　at　percentages　provided　by　tax　authorities．In　addition，companies　may　create　spe－

cial　reserves　to　a11ow　them　to　claim　special　tax　deferra1s（Haskins，Ferris　and　Sel1ing2000）．

Linking　tax　poHcy　to丘nancial　repo竹ing　practices　inevitably　distorts　the　presentation　of　cor－

porateperfomancein丘nancia1statementsbyencouragingmanagerstomaximizetaxbene丘ts
rather　than　to　strive　to　reHect　true　and　fair　representation　of　companies’economic　substance．

　　　　AkeycharacteristicofJapanesestyleofco叩orategovemanceiscross－corporate，
interlocking　ownership　through　investment　in　the　equity　of　other　firms．Over　the　period1976－

1999，丘nancial　institutions　and　other　corporations　he1d，on　average，639るofoutstanding　shares

of　Japanese丘rms　whi1e　the　comparable　figure　for　individuals　is　only29％。This　style　of

corporate　govemance　anows　value－relevant（inside）information　about　a丘rm’s　prospect　and／

or　business　strategies　to　be　shared　exclusively　within　the　cross－owned　network　through　direct

communications　between　managers　and　cross－corporate　shareholders（Jiang　and　Kim2000）．

This，too，reduces　demand　for　published　accounting　information　among　these　cross－corporate
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networks．

　　　　Also，compared　to　the　microeconomic　group，the　qua1ity　ofindependent　audits　is　low，and

the　lack　of　sumcient　level　of　govemance　such　as　independent　outside　directors　weakens　the

confidence　of　investors　with　respect　to　the　quality　and　relevance　of　a㏄ounting　information　in

the　market．

　　　　It　can　be　conc1uded　from　the　discussion　above，that　a㏄ounting　numbers　may　not　be　re1e－

vant　enough　for　outside　investors　for　equity　va1uation　pu叩oses，However，on　the　other　side　of

the　coin，there　are　also　factors　that　could　point　towards　the　usefulness　of　accounting　numbers

such　as　eamings　and　book　values　of　equity　for　stock　valuation　in　Japanese　stock　market．

　　　　An　impoれant　deteminant　of　the　use　of　published　a㏄omting　numbers　is　the1ack　of

altemative　information　sources．In　Japan，altemative　information　sources1ike，analysts’

forecasts，conference　calls，eamingspre　amoun㏄mentsetc．arenot　well　deve1oped．Moreover，

in　recent　years，companies　have　b㏄ome　more　aware　ofthe　impo11＝ance　ofdirect　inallcing　from

individual　investors．This　is　because，banks，which　have　been　the　traditiona1source　of　finance

in　Japan，are　having　problems　of　their　own　in　the　form　of　huge　amount　of　bad　lo勧ns　and　can’t

a『ord　to　lend　as　much　as　they　used　to　do．This　is　evident　from　the　substantial　reduction　in　debt

equity　ratio　from　L23in　the1976－89periods　to．81in　the1990s（author’s　calculation）．This

forces　managers　to　provide　information　that　is　more　oriented　to　the　share11olders’needs．

Furthermore，the　BADC　recognized　the　growing　need　to　introduce　a　number　of　relevant

standards　to　bring　Japanese　accounting　more　in1ine　with　intemationa1practices．Examp1es

inc1ude：accounting　standards　for1ease　transactions（1993），accounting　standards　for　research

and　development　expenditures（1998），accounting　standards　for　post－retirement　beneOts

（1998），accounting　standa1＝ds　for　tax　efect　accounting　（1998），accounting　standards　for

inancia1instruments（1999）etc．This　development　is　expected　to　make　the　a㏄ounting

numbers　more　value　relevant　for　investors．

　　　　The　discussion　above　remains　silent　as　to　which　form　of　the　inancial　statements，

parent－only　and／or　conso1idated，is　more　impoれant　to　investors，This　problem　does　not　arise

in　the丘nancial　reporting　context　of　USA，UK　and　many　other　deve1oped　countries　because　in

these　countries　consolidated　statements　are　the　primary　means　through　which　company

information　is　presented　to　outsiders，However，Japan　a1lows　both　parent－only　md　consoli－

dated　statements　to　be　repo正ted．The　question　that　inevitably　arises　is　which　ofthe　two　provide

more　value　relevant　illformation　or　is　it　that　both　are　equa11y　important．There　are　three　ways

in　which　the　information　in　consolidated　and　single－entity　reports　can　relate　to　each　other［Ely

and　Powna112000］．

　　　　（a）Consolidated　repo廿s　better　re刑ect　the　performance　and　inancia1position　of　the

　　　　　　　　economic　entity　than　sing1e　entity　reports．This　underlies　U．S．GAAP　requirement　of

　　　　　　　　consolidated　reporting　alone．

　　　　（b）Consolidated　and　parent－only　reports　may　be　complementary　in　that　each　provide

　　　　　　　　re1evant　but　di丘erent　information．This　under1ies　Japan　and　several　other　countries’

　　　　　　　　policy　of　disc1osing　both　consolidated　and　parent　on1y　reports・

　　　　（c）The　reports　may　act　as　substitutes，i．e．，both　ren㏄t　sumciently　similar　information　so

　　　　　　　　that　it　does　not　matter　which　report　is　eva1uated．

　　　　Consequently，it　is　an　empihca1question　of　whether　a㏄ounting　informati011is　useful　to

investors　in　the　Japanese　stock　market　and　also　which　of　the　above　three　relationship　between
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parent　and　conso1idated　reporting　best　describes　the　relationship　between　the　two．

　　　　　　　　　　　　　　　　　　　　　　　　　III．地伽wψ〃吻伽κ

　　　　Research　concemed　with　the　relation　between　accounting　number　and　stock　price　spans

decades．In　this　section，I　summarize　recent　research　that　emp1oyed　research　methods　similar

to　mine．A1so　reviewed　the　literature　on　the　relative　value　re1evance　of　consolidated　financia1

reports　in　the　context　of　Japan．　　　　　　　　　　　　　　　　　　・

　　　　CMW（1997）estimate　yearly　cross－secti㎝al　regressi㎝s　of　price　on　eamings　and　book

va1ues（to　determine　the　combined　va1ue　relevance），as　we11as　price　on　book　va1ues　alone（to

determine　incrementa1eamings）and　price　on　eamings　a1one（to　determine　incremental　book

va1ues）from1953to1993using115，154U．S。丘rm－year　observations　and　report　that，（i）

combined　value　relevance　of　eamings　and　book　va1ues　has　increased　s1ightly，（ii）in　terms　of

incrementa1explanatory　power　of　book　va1ues　and　e舐mings，incremental　R2from　earnings　has

dec1ined　over　time　while　that　of　book　va1ues　has　increased．They　report　a　poo1ed　earnings

（book　values）coe冊cient　of3．41（0．54）and　a　combined　R2of0．54．

　　　　Francis　and　Schipper（1999）employ　the　conventional　price，book　va1ue　and　earnings

regression　to　determine　whether　value　relev副nce　has　declined　over　time　or　not．Resu1t　show　no

evidence　ofa　dec1ine　in　va1ue　re1evance．They　report　an　average　book　value　coe冊cient　ofO．25，

earnings　coe冊cient　of6．70and　an　adjusted　R2of0．62．Their　sample　period　range　form1953

to1994and　include97，O09U．S．丘rm－year　observations．

　　　　Lev　and　Zarowin（1999）provide　evidence　that　value　relevance　of　earnings　and　book

values　has　decreased　over　time　in　the　U．S．This　is　in　contrast　to　the　results　reported　by　CMW

and　Francis　and　Schipper．Lev　and　Zarowin’s　sample　covers　firm　years　between1977and

1996．0n　the　otherhand　CMWsample　ends　in1993．Theperiod　from1994to1996in　Lev　and
Zarowin’s　sample　exhibit　lower　R2compared　to　earlier　periods．This，may　have　caused　the

inconsistency　between　the　two　studies．

　　　　B1ack，Sellers　and　White（2000）provide　evidence　on　how　a㏄ouηting　information，i．e．，

earnings　and　book　values，is　used　di伍erently　in　equity　pricing　in　three　countries，Germany，

Japan　and　the　U－S－They　hypothesize　that　va1ue　relevance　of　combined　book　va1ues　and

earnings　model，and　of　the　earnings　model　on　a　stand－a1one　basis　would　be　greater　in　the　U．S．

than　in　Germany　and　Japan（because　of　tax　conformity，conservatism，relationship　banking

etc。）．However，for　the　book　values　model　the　opposite　wou1d　ho1d　true．Resu1t　of　the　eamings

alone　model　support　the　prediction．But　the　combined　book　values　and　eamings　mode1has

greater　value　relevance　for　Germany　than　for　the　U．S．Also，book　values　alone　mode1is

supported　for　Germany　on1y．Decreased　value　re1evance　across　a11three　models　is　observed　for

Japan（sample　observations8，596over　the　period1986to1995）with　an　R2of．5774，．4541

and．5324for　combined，earnings　alone　and　book　value　alone　mode1respectively．

　　　　Ali　and　Hwang（1999）use　data　from　manufacturing行rms　from16countries　over　the

period1986－1995to　test　the　re1ationship　between　country－specinc　factors　and　the　combined

value　re1evance　of　book　value　and　earnings，among　others．They　find　that　for　countries　with

bank　oriented　fimncia1systems，public　standard　setters，continental　model　c1assiication，tax

rules　signiicantly　in刊uencing　nnancial　a㏄ounting　measurements　and1ow　spending　on　audit

services，value　relevance　of　accounting　information　is　lower．Japan　be1ong　to　this　category。
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Usui (1999) report combined adjusted R2 for a model that regresses price on book values 

and earnings of just 0.40 using I 1,349 parent-alone firm-year observations over 1980 to 1998. 

Coefficient on earnings and book values are 9.51 and 0.93 respectively. For the earnings (book 

values) alone model, the adjusted R2s are 0.26 (0.34) respectively. However, he does not study 

whether there is any systematic change in the combined, incremental earnings and incremental 

book value R2 over time and whether the changing nature of Japanese corporate governance 

system can explain such variation. 

Review of literature on the value ~elevance of consolidated disclosure in Japan: 

The issue of whether consolidated disclosure provides incremental value relevant informa-

tion has produced mixed evidence. Lowe ( 1990) argues that U.S. consolidated financial 

statement rules based on the notion of control through direct or indirect majority share 

ownership adopted by Japan, fails to reflect traditional Japanese alliances and hence provides 

a misleading picture. Traditionally, Japanese companies have been allied through major 
industrial groupings called Keiretsu, which are based on non-contractual stakeholder relation-

ships, including interlocking directorships and mutual shareholdings of less than 20%. Because 

ownership interests are so low, consolidated statements do not reflect these alliances. 

McKinnon (1986) performs a test of correlation between share ownership and corporate 

classification on 1980-81 edition of Dodwell's four category ranking scale for group affiliation 

and finds a spearman rank correlation of .33 on a sample of 758 Iisted companies. This signifies 

the importance of non-ownership criteria relative to share ownership criteria for consolidation. 

McKinnon concludes that " [Since] share ownership is only one criterion among many that 

form among Japanese corporations, . . .. it must be concluded, therefore that, Anglo-American 

methods of consolidation fail to refiect adequately the nature of corporate group associates in 

Japan" (p.30) 

Using a sample of 1,300 firm-year observations over 1979-87, Darrough and Harris 
( 1991) test for an association between unexpected consolidated earnings and unexpected 

returns. They use three proxies for unexpected consolidated earnings namely, random walk 

unexpected earnings (RWUE), management forecast based unexpected earnings (MFUE) 
and an unexpected consolidated earnings variable imputed from the parent data (PFUE). 

Results show a poor association between unexpected consolidated earnings and abnormal 

return (standardized cumulative abnormal returns, SCAR). Rank order correlation between 

RWUE and SCAR is negative -0.01 1, that of between MFUE and SCAR, although positive 
is not statistically significant. Only for PFUE, a statistically significant correlation is obtained 

( .064) . 

On the other hand, Sakakibara et al. (1988) present evidence that is consistent with 

incremental value relevance of consolidated numbers given parent-alone accounting numbers. 

Their model use cumulative abnormal returns (CAR) from day - 15 to + 15 as the dependent 

variable and unexpected consolidated ordinary and net income as the independent variables. 

The coefficient on ordinary income variable is .0036 with a T-statistics of 2.43, and of the net 

income variable is .0036 with an associated T-statistics of 2.47. This result supports the view 

that consolidated announcement has information content after reacting to parent-only ac-

counting numbers. However, Iooking at the behavior of CARs, they concluded that the Tokyo 

Stock Exchange (hereafter TSE) is not at all efficient with respect to the consolidated earnings 



2002］ CHANG1…S　lN　TH正VALul≡・RI…LEVANCE　OF　ACCOUNT1NG　B00K　VALUES　AND　EARN1NGS
61

infomation，since　price　adjustment　to　c㎝solidated　eamings　occurred　in　and　after　the

amouncement　day．
　　　　Ely　and　Pownel1（2000）hypothesize　that　conso1idated　eamings　and　book　values　are

incrementa1ly　more　value　relevant　than　unconsolidated　accounting　data，for　the　shareho1der－

focused　irms　that　are1isted　in　both　the　U－S．and　Tokyo（USL　irms）than　for　a　matched

samp1e　of　nrms　traded　in　Japan　but　not　in　the　U．S．（NUSL　Hrms）．The　sample　consists　of23

Japanese丘rms　that　were　listed　on　major　U．S．stock　exchanges　during1988－96（USL　nrms）and

23industryandsizematchedJapanesei㎜swhichwerenottradedonU，S．exchangesduring
the　period．However，the　result　does　not　support　their　hypothesis　in　that　the　coe冊cients　on

consolidated　earnings　after　controlling　for　parent－only　earnings　is　significant　in　both　the　USL

and　NUSL　regressions　and　coe冊cient　on　consolidated　book　values　after　contro11ing　for

parent－only　book　values　is　not　signi丘cant　in　either　the　USL　or　the　NUSL　regressions．

　　　　Ito（1990）evaluates　the　incremental　information　content　of　conso1idated　eamings　given

parent－only　earnings　over　the　period　of1978－86on　a　sample　of234irms．Results　indicate　that

consolidated　eamings　have　signiHcant　incrementa1information　content　beyond　that　contained

in　parent－only　earnings．

　　　　Yamaji（2000）investigates　whether　parent－a1one　or　consolidated　accounting　numbers　has

greater　explanatory　power　for　stock　price．Using　a　samp1e　of4，500丘rm－year　observations　over

1990to1998，Yamaji丘nds　that　combined　explanatory　power　of　earnings　and　book　values　for

the　parent－alone　model　was　higher　from1990to1995compared　to　its　conso1idated　counter－

part．However，from1996the　pattem　reversed．Yamaji　does　not　investigate　whether　consoli－

dated　a㏄ounting　information　is　value　relevant　after　contro11ing　for　parent－only　numbers．

Instead　he　examines　price　mode1for　parent　and　conso1idated　basis　in　separate　regressions．He

too，does　not　investigate　the　possible　fact01＝s　that　can　exp1ain　such　variation．

IV．　Rωθ〃c乃Dθ∫j9〃1∬〃θ∫

　　　　This　study　investigates　va1ue　relevance　of　accounting　information　using　a　price－based

apProach（often　called1evel　analysis）．However，the　majority　ofmarket　based　research　studies

have　chosen　to　model　retums　rather　than　price　as　the　dependent　variab1e．It　is　important　to

note　that　retums　and　levels　speci伺cation　do　not　address　the　s刮me　research　question．Retums

specification　can　be　used　to　determine　whether　independent　variables　reHect　information　that，

over　a　specific　period　oftime，i．e．，the　retums　window，causes　investors　to　change　their　beliefs

and　consequently　stock　prices（captures　the　timeliness　notion　of侃nancial　reporting）．0n　the

other　hand，1eve1s　specincations　can　be　used　to　determine　whether　accounting　variables　re冊ect

information　associated　with　variables　used　to　price　shares　over　a11periods　upto　a　speci丘c　point

of　time［Barth　and　Clinch1999］．

　　　　A　number　of　researchers［Gonedes　and　Dopuch1974，Lev　and　Ohlson1982，Christie

1987，Landsman　and　Magliolo1988，Kothari　and　Zimmerman1995］eva1uate　the　relative
superiority　of　price　and　retums　models．4Kothari　and　Zimmerman（1995）argue　that　since

　4Gonedes田nd　Dopuch（1974）argue　that　retum　mode1s　are　theoreticaHy　superior　to　price　mode1s　in　the

abseηce　o『well－developed　theohes　of　valu田tion．Lev　and　Ph1son（1982）describe　tlle　two　appmaches　as　complemen－

tary－L㎝dsmn　and　Magliolo（1988）show　th田t　level　mode1s　can　domimte　retums　models，for　example，when

model　parameters刮nd　omitted　vari副bles趾e　mt　intertemporarily　constant．
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prices lead earnings (as documented by Beaver, Lambert and Morse 1980), the slope or 

earnings response coefficient is substantially less biased in price than in returns models. 

However, this improved specification is not without cost. The most severe econometric 

problem that is encountered in price-based models is the presence of heteroscedasticity. To 

mitigate this problem, Easton and Sommers (2000) and Brown, Lo and Lys (1999) suggest 
deflating both the dependent and independent variables by sales and lagged market capitaliza-

tion respectively. On the other hand, Barth and Kallapur (1996) suggest, (i) using a scale 

proxy as an independent variable instead of defiating regression variables by a proxy for scale, 

and (ii) using White (1980) heteroscedasticity-consistent standard error estimates.5 This 

approach is followed in the present study with total assets per share being used as the scale 

proxy. 
Another advantage of using price models instead of the returns models is that, the latter 

only allows us to assess the value relevance of accounting earnings, whereas price based models 

show how a firm's market value of equity is related to both book values of equity and earnings. 

Because these two components of accounting information play different roles in equity 

valuation, investigation of both earnings and book value is important. 

However, since the controversy regarding whether to model price or returns as the 
dependent variable has not been resolved yet, I present results based on a first-difference 

version of the dependent and independent variable as a robustness check. 

Valuation model and R2 decomposrtron technngue 

Ohlson (1995) derives the following valuation model that links accounting data directly 

to equity valuation: 

P,t BV,,+~[(1+r) E (Xt+,)] (1) 
,=1 

Where, P,* is security price of firm i at time t. BV,t is book value of equity for firm i at time t. 

Xt+, is accounting earnings for period t+i , and r is the cost of equity capital. X*+, is t+i 

period abnormal earnings and calculated as [Xt+,~ r* BVt+,- I] . Collins et al. ( 1999) derive the 

following model from Ohlson's ( 1995) abnormal earnings model: 

(p, + dt) = a0+ a I BVt- I + b I X* +c (2) 
The dependent variable in equation (2) is the cum dividend price, while Xt is the current 

period earnings and BV*_1 is the beginning of year book value. 

Although this model has the advantage of independently examining earnings of this year 

and book values of the previous year, researchers usually employ the following model in 

examining the value relevance of accounting information: 

P,*=a0+a BV*t+b I E,,+c*t (3) 
Where. Pjt is the price of a share of firm i at fiscal year-end. BV,t is the book value per share 

of firm i at the end of year t. E,* is the ordinary income per share of firm i for year t. Previous 

5 If the true scale factor is known then deflation by a scale proxy that is highly correlated with true scale factor 

worsens the coefficient bias. On the other hand, they show that when the scale proxy is an independent variable 

rather than a deflator, the coefficient bias is about four times smaller than the deffated model. 



CHANGES IN THE VALUE-RELEVANCE OF ACCOUNTING BOOK VALUES AND EARNINGS 

studies employed different measurement dates for the dependent variables; for example, CMW 

( 1997) use price three months after the year end while Barth et al. (1998) use price as of fiscal 

year end. Where the objective of the study is to investigate the value relevance of a particular 

accounting item, and this item is unlikely to be known with accuracy before the release of the 

financial statements, it is reasonable to measure the dependent variable on the date financial 

statements become available. However, in this case post-year events could add noise to the 

measurement process. On the other hand, when the information is likely to be known at the 

financial year-end or reliable forecasts are widely available, a strong case can be made for using 

the value at the financial year-end (Ress 1997). The latter approach is followed here. 

To compare the explanatory power that earnings and book values have for price, a 
decomposition technique used in Easton ( 1985) is employed. Total explanatory power (R~) is 

decomposed into three parts: (1) the incremental explanatory power of earnings (incr 

EARN), (2) the incremental explanatory power of book values (incr BV), and (3) the 
explanatory power common to both earnings and book values (incr COMMON). To put it 
formally, Iet 

P*t=a0+a BV,t+e** (4) 
And 

P,*=b0+b E,t+e*t (5) 
The coefficients of determination from Eqs. (3)-(5) are denoted R~, R~v, and R~ARN 

respectively. Then R~-R~v=1ncr EARN, and R~-R~ARN=1ncr BV. The remaining 
R~-Rj~*. Bv~R~.. EARN=Explanatory power common to both earnings and book values 

(COMMON) . 
I use this R2 decomposition to investigate whether the value relevance of parent-only as 

well as of consolidated accounting information in Japan has changed over time. Specifically the 

following regressions are conducted. 

R~(typ.) = c0+ c I TIMEt+e * (6) 
Incr BV(,yp.)=d0+d I TIMEt+et (7) 
Incr EARN(typ.) = eo + e I TIMEt + e t (8) 

24, corresponds to the sample years 1976 to 1999 for parent-Where TIME= I ,. . . . . . . . .. 

only and I . . ... 16, corresponds to the sample years 1984 to 1999 for consolidated numbers,and 

subscript type denotes whether the dependent variable is derived from parent-only analysis or 

from consolidated analysis. Whether, total or incremental explanatory power of earnings and 

book values has decreased (increased) over time can be investigated by looking at whether cl, 

dl, el are significantly negative (positive). 

To assess whether consolidated accounting numbers are incrementally value relevant after 

controlling for parent-only accounting data for Japanese stock prices, the following equation 

is employed: 

P,* = ao + a I BV,*p~ + a2 [BVitco' ~ BV J + b E + b2 [E･ - E･ J +e ,t (9) 
l **p"' *'co" "p*' ,' p*' 

Where, variables are defined as before except that the subscripts par and con denote parent-only 

numbers and consolidated numbers respectively. 
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V . Sample Selection 

Two sets of samples are used. Since Japanese financial markets have historically perceived 

parent-only statements as the primary financial statements, a relatively longer time series of 

parent-only sample has been selected for the period 1976 to 1999.' For examining the value 

relevance of consolidated data, sample period 1984 to 1999 has been chosen. Although the 

BADC recommended filing audited consolidated statements from 1978, it was not until 1984 

that most companies started to prepare consolidated financial statements. Since the main 

purpose is to evaluate whether consolidated accounting numbers are value relevant after 

controlling for parent numbers, parent-only data for companies that prepared consolidated 

statements was also collected. Hence, there is a overlap between parent-only data over 1976-

99, and that of 1984-99. The selection criteria employed are as follows: 

(a) Firms listed in the first section of TSE over the period 1976 to 1999 are selected. 

Although a second section was added in 1961 , stocks traded in the first section are the 

top rated and most actively traded companies. 

(b) At least two consecutive years of complete price, earnings, book values and number 

of share outstanding data must be available. The stock price is collected from 

Kabuka Soran published by Toyo Keizai Shinbunsha. Accounting data are taken from 

the Nihon Keizai Shinbunsha (Nikkei) NEEDS database. 

(c) While a Japanese firm may choose any month as its accounting cycle end, several 

firms have changed their calendar month to March over the years. As in Hall et al. 

( 1994), I drop observations when there is an irregular number of months in an 

accounting cycle because of change. 

(d) Financial firms (insurance, banking and securities firms) are excluded. Accounting 

practices of these firms are so distinct that their valuation parameters are likely to be 

substantially different from those of industrial firms. 

The above selection process along with eliminating firm-year observations with negative 

book values resulted in a sample of 18,436 parent-only and 12,327 consolidated firm-year 

observations. Firms with negative book values are likely to be in financial distress and may be 

worth studying in their own right and hence excluded from this analysis. To remove the efflects 

of outliers I delete the top and bottom I % of book-to-market ratio observations and 

observations with absolute studentized residuals greater equal to four in the first phase of 

regression of price on earnings and book values in every year. The final sample consisted of 

17,900 parent-alone and 1 1,980 consolidated observations. 

Tables I and 2 present descriptive statistics and correlation analysis for the parent-only 

sample respectively. Price has a mean (median) value of ~~801.89 (~~582.00). Book values 

(parent) and earnings (parent) has mean (median) of ~~355.95 (~~263.22) and ~~42.44 
(~30.29) respectively. There is substantial variation in firm size with mean (median) MVE of 

~163,213.16 million (~56,312.20 million) and a standard deviation of ~~399,501.60 million. 

' I*itially I tho*ght of pe*rorm**g th* ***lysis ove' the period 1970 to 1999 to have a to~g ti~e se**es ot data. 

Ho~ever, during 1970-75 periods 0+er 80% of the sample companies produced half-yea*1y fi*a*ciat state~e"ts. 

smce it is usual i* +atue re]evance research to regress pr*ce on annual ea'"ings and book vatues, annual data trom 

1976 has been used. 
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TABLE王、　DEscRIPTIvE　STATISTICS　FOR　PARENT－ONLY　FlRM－YEAR　OBsERvATl0Ns
　　　　　　　　　　　　　　　　　　　　　　　　　SAMPLE　PERI0D1976－1999乱

Vanableh

Pri㏄（P）

Book　value（BV〕

Earnings（E）
Total　assets（TA）

Market　v刮1ue（MVE）
（In　mi11ion　yen）

Book　to　market　rati0

Earnings　to　price　ratio

　　　　　　　　　　Standard
Mean
　　　　　　　　　　devlation

　　801．89

　　355．95

　　　42．44

　1113．72

163213．60

　　776．05

　　330－54

　　　53．55

　　819．98

399501．60

lst　quarti1e　　　Median

　330．00

　147．33

　　13．30

　628．12

24726．53

O．51　　　　　　　　　0，33　　　　　　　　　0，31

0，05　　　　　　　　　0，08　　　　　　　　　0．03

　582．O0

　263．22
　　30．29

　865．93

56312，20

3rd　quar［ile

　　990．00

　　447．22

　　　58．70

　1299．76

143610．30

O．47　　　　　　　　0，65

0，05　　　　　　　　0．08

。The　number　o『nrm－year　observations　is17，900．

b　P　is　the　price　o『副share　j　at　ye囲r－end　f－E　is　the　ordinary　income　per　share　of　nrm“or　year　f．月γis　the

book　value　per　share　o『nrm｛at　year－end’。〃is　the　total　assets　per　share　or　nrm甘or　yea〕、〃κE　is　the

market　value　or　equity　for　nrm’a“he　end　of　ye刮r’（share　price“number　of　outstanding　sh刮res）．

TABLE2．C0RRELAT10N　AM0NG　INDEPENDENT　AND　DEPENDENT　VAR1ABLEs田

Variable一

Pn㏄（P）
Book　Value（BV）

Eamings（E）
Total　A5sets（TA）

Price　　　　　　　Book　Value

（P）　　　　　　（BV）

1．OO　　　　　　　　　．71

，75　　　　　　　　1，00

．73　　　　　　　　　．70

．38　　　　　　　　　，50

Eamings　　　　Total　assets

　　（E）　　　　　　　（TA）

．64　　　　　　　　　．42

．63　　　　　　　　　　，54

1．00　　　　　　　　　．41

，39　　　　　　　　　1．OO

。The　number　o『Orm－year　observations　ls17，900．The　lower　diagonal　represents　Pe副rson　correlations　while

the　upper　diagonal　represents　Spearman　corre1刮tions．A11o『the　above　coe冊cients　are　signi而cant　at．011eve1．

b　P　is　the　price　o『a　shareゴat　year－end＾E　is　the　ordimry　income　per　share　of五rm　j『or　ye副r1．B7is　the

book　value　per　share　of而rm　f　at　year－end1、〃is　the　tota1assets　per　sh田re　o『血rm“or　year丘．

Mean（median）book－to－market　ratio　is0．51（0．47）and　mean（median）eamings－to－price．05

（。05）respectively．Table2contains　correlation　coe冊cients　between　dependent　and　independ－

ent　vari刮b1es．As　expected，book　values　and　earnings　are　positively　corre1ated　with　price　with

a　Pearson（Spearman）correlation　of．75（。71）and，73（．64）respectively－Both　book　values

and　earnings　are　a1so　positive1y　and　signi伍cant1y　correlated　with　each　other．70（．63）。Since

both　book　values　and　earnings　are　highly　intercorrelated，multico11inearity　cou1d　be　a　problem．

Gujarati（1995）suggests　that　if　the　pair－wise　corre1ation　coe冊cient　between　two　regressors

（book　values　and　earnings　in　the　present　case）is　in　excess　ofO．80，then　multicollineraity　is　a

serious　prob1em．Although　the　pair－wise　corre1劃tion　in　the　present　case　is0．70，I　still　check　for

multicoHinearity　by　examining　the　variance　in冊ation　factor（VIF）of　earnings　and　book

values．As　a　rule　of　thumb，if　the　variance　inHation　of　a　variable　exceeds10，that　variab－e　is

said　to　be　highly　col1inear（Gujarati339）．In　the　pooled　regression　ofprice　on　book　values　and

earnings　the　VIF　is2．21and1．94for　book　values　and　earnings　respectively，which　is　far　below

the　critical　level　of10．In　year－y　regressions　too，multicoHinearity　was　not　a　problem　since　the

maximum　VIF　obtained　was4．47and4．45for　book　va1ue　and　earnings　respective1y　in1982．

　　　　Tables3and4present　descriptive　statistics　and　correlation　ana1ysis　for　the　consolidated

samp1e　along　with　the　matched　parent　sample　respectively．Book　values（consolidated）and

earnings（consolidated）have　mean（median）of￥499．27（￥366．19）and￥23．40（￥16．17）
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TA肌E3，DEscR1pT1vE　STATIsTIcs　F0R　C0Ns0LmATED　AND　MATCHED　PARENT
　　　　　　　　　　　　　　　　　OBsl…RvATI0Ns．SAMPLE　PERl0D1984－1999。

Variable　　　　　　　Mean

BV。。皿

E。。。

TA蜆。

BV／P　ratio（consolidated）

E／P　ratio（conso1idated）

BV脾、

E。。、

TA。。。

BV／P　ratio（Parent）

E／P　rati0（Pa『ent）

499．27

　23．40

1490，40

　　0，56

　　0．05

474．35

　21．44

1241，55

　　0，54

　　0．04

Standard
　　　　　　　　　　　1st　quartile
Deviation

549．27　　　　　　　214．63

　57，97　　　　　　　　　5．69

1229．68　　　　　　　　825，40

　　0，37　　　　　　　　　0，31

　　0，06　　　　　　　　　0．03

508．91　　　　　　　208．66

　52，99　　　　　　　　　6．32

988．O0　　　　　　　　700，94

　　0，38　　　　　　　　0，30

　　0，05　　　　　　　　0．02

Median　　　3rd叩artile

366．19

　16．17

1144，65

　　0，47

　　0．05

051．30

　14．60

961，04

　　0，46

　　0．04

608．93

　34．09

1736，78

　　0，69

　　0．07

578．03

　29．90

1469，21

　　0，67

　　0．06

＾The　number　of丘rm－year　observations　is11，980．

b　E　is　the　ordimry　income　per　share　of丘rm“or　year1。”7is　the　book　value　per　share　of丘rmゴat　year－end

’．〃is　the　tot田1assets　per　share　of肚m’for　year1．BV／P　and　E／P　ratios趾e　book　to　market　and　earnings

to　price　ratios　respectively．Subscripts　con　and　par　denote“consolidated”and“parent”respectively．

TABLE4．　C0RRELATI0N　ANALYsls囲

Variable　　　　Price

Pl・ice　　　　　　　　　　l．00

BVpπ　　　　　　　　O，82

BV。㎝　　　　　　　　O．84

BVd、旺　　　　　　　　0．39

Ep趾　　　　　　　　　　　0－86

E．on　　　　　　　　　　0．87

EdIπ　　　　　　　　　　　0．45

BV｝，，　　　　　BV、。．　　　　　BVd．π

OI61　　　　　　　0，64　　　　　　　0，26

1，00　　　　　　　0，96　　　　　　　0，20

0，98　　　　　　　1，00　　　　　　　0，37

0，29　　　　　　　0，46　　　　　　　1，00

0，81　　　　　　　0，82　　　　　　　0，32

0，80　　　　　　　0，83　　　　　　　0，46

0，36　　　　　　　0，45　　　　　　　0．63

E岬　　　　　　　E．o．　　　　　　E柵

O．71　　　　　　　0，71　　　　　　　0，34

0，66　　　　　　　0，62　　　　　　　0，22

0，68　　　　　　　0，66　　　　　　　0，30

0，29　　　　　　　0，39　　　　　　　0，55

1，00　　　　　　　　0，96　　　　　　　　0，39

0，96　　　　　　　1，00　　　　　　　0，59

0，37　　　　　　　0，61　　　　　　　1．00

0The　number　o『丘rm－year　observation5is11，980．The　lower　diagonal　represents　Pearson　correlations　while

the　upper　diagonal　represents　Spe田rm副n　coπelations．An　of　the　above　coe冊cients　are　signinc割nt　at　the－01

1evel．

Price＝stock　price　at　the　end　of　nscal　year　t，

BVpπ：book　v田1ues　o『parent　equity　per　share．

BV、、：book　values　of　consolidated　equity　per　sl1are，

BV。。。一BV岬、：d1旺erence　between　conso1idated田nd　parent　book　v副1ues　of　equity　per　share－

E岬。：Parent　ordinary　income　per　share－

E、、：conso1idated　ordimry　income　per　share．

E。㎝一E岬。：diπerence　between　consolidated　and　parent　ordinary　income　per　share。

respective1y．Compared　to　consolidated　number，parent　book　values　and　earnings　has　a　mean

（median）of￥474．35（￥351．30）and￥21．44（￥14．60）respectively．The　di伍erences　between

conso1idated　and　parent　book　va1ues　and　earnings　are　statistical1y　significant　at　the19る1evel

with　a　T－statistics　of25．59for　book　value　di伍erence　and8．48for　eamings　di伍erence．Mean

（median）conso1idated　book－to－market　ratios　are　O．56（0．47），and　earnings－to－price　ratios　are

．05（．05）respectively．While，Mean（median）parentbook－to－marketratiosare0．54（0．46）and

eamings－to－price　ratios　are．04（．04）respectively．The　di伍erences　between　consolidated　and

parent　book－to－market　and　eamings－to－price　ratios　are　also　statisticamy　signi丘cant　at1％leve1－

　　　　Table4presents　the　correlation　ana1ysis．Both　parent　and　consolidated　book　va1ues　and
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TABLE5． YEARLY　CR0ss－sEcTI0NAL　REGREssI0Ns0F　PR1cE0N　EARNINGs
　　　AND　Bo0K　VALUE．SAMPLE　PERI0D1976－1999．

67

Models：

Year

PIユ＝ao＋a　l　BV1一十b　l　Elt＋ε■1

P、一＝田o＋aユBV■1＋εI

P1一＝ao＋b！E．1＋ε1－

N茗　　　al　　　bI

　　　　　（3）

　　　　　（4）

　　　　　（5）

（A）　　　　　　（B）
Adj．Rユ　　a2　　Adj．R1

　　　　　　　（C）　　（A）一（C）　（A）一（B）
b
1　　　　　Adj．R，　Incr．BV　Incr．Eam

Average王
（1976＿79）

Average刮
（1980＿89）

Averagc3

（1990－99）

Pooled

（1976－99）

614，75　　　　1．23

　　　　　　　（8．53）

714，30　　　　1．08

　　　　　　　（5．61）

830．10　　　　　．98

　　　　　　　（9．59）

17900　　　　1，10

　　　　　　（30．30）

2．22

（6．24）

5．12

（5．80）

6．68

（8．46）

　5．98

（27．27）

．77

、67

．77

．65

　1．84

（17．62）

　1．98

（12．34）

　1．69

（14．77）

　1．75

（48．87）

．72

．61

．66

．56

　5．12　　　　　．66　　　　　　．11　　　　　．04

（17．87）

　9．02　　　　．62　　　　　．05　　　　　．06

（13．19）

　10．69　　　　　．66　　　　　．11　　　　　．11

（14．38）

　9．98　　　　．55　　　　　，1O　　　　　．09

（44．38）

回Average　represents　average　number　of趾ms　per　year，average　of　the　coe冊oients　and　t　statistics　in

parentheses　of　the　anllual　regl．ession．

Wo伽j　Coe冊cient　estimates　are　based　on　ordinary1east－squares　estimation－Am　the　above　equations　are

　　　　　estimated　wit11total　assets　per　share囲s　a　proxy　for　scale．However，『or　the　sake　of　brevity，ooe冊cient

　　　　　estim田tes　of　the　intercept　term　and　the　scale　proxy　are　omitted　from　the田bove　t副ble．White’s

　　　　　heterosced刮sticity－co耐ected　T－statistics　are　l〕resented　m　pare皿theses　whioh　assumes　that　tl1e　residuals

　　　　　of　the　estim田ted　equation　are　seria11y　umorrelated－However，where　both　heteros㏄dasticity　and

　　　　　autocom1田ti㎝of㎜㎞own　fom　have　be㎝㎝c㎝加ered，Newey　and　West（1987）standard　emrs
　　　　　llave　been　used．

P　is　the　price　of　a　sllarc’刮t　ye趾一end1－E　is　the　ordimry　income　per　share　o『iim1’for　yc趾丘・Bγis　the　book

value　per　share　of肚mゴat　ye町一end1．

ordinary　income　numbers　are　highly　correlated　with　stock　price　and　with　one　another．A1so

the　di価erence　between　conso1idated　and　parent　book　values（ordinary　income）is　positively

and　signi血cant1y　corre1ated　with　price［Pearson　coe冊cient．39（、45）and　Spearman　coe冊cient

．26（．34）］respective1y．To　al1eviate　the　concem　of　multico11inearity，VIF　was　ca1culated　for

consolidated　book　values　and　eamings　by　regressing　prices　on　book　va1ues　and　eamings．For

both　pooled　and　separate－year　regressions，VIF　remained　below6．77for　book　va1ues　and6．61

for　eamings　which　is　below　the　critica1level　of10．

VI．　E㎜ρ〃ω1Rθ∫〃〃∫

1．　Ch；㎜ge　i皿tl1e　va1ue　mle珊m60f岬remt－om1y　ean1imgs　amd　book　values　ove“im6

　　　　Tab1e5reports　the　regression　results　of　equations（3）一（5）for　three　sub－periods　as　we11as

the　pooled　cross－sectional　time　series　regression　resu1ts．The　poo1ed　results　indicate　that

parent－a1one　book　va1ues　and　earnings　jointly　explain　about　659ら　of　the　cross－sectional
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variation　in　stock　prices　over1976to1999．A1though　year－by－year　regression　results　show

considerab1e　variation，all　yeaI＝1y　coe冊cients　on　book　va1ues　and　earnings　a正e　statistica11y

signiicant　at　the．O11eveL　The　untabulated　resu1t　shows　that　in　every　year　during　the　sample

period，book　values　and　earningsjoint1y　exp1ain　more　than60％ofthe　variation　in　stock　prices

with　a　high　of81％in　the　years1995．1996and1997and　a1ow　of61％in　tlle　year1987．Based
on　the　higher　R2s　and　signi丘cant　coe価cients　on　book　values　and　earnings，it　can　be　concluded

that　these　two　fundamenta1accounting　numbers　provide　value　relevant　information　to
inVeStOrS．

　　　　Regarding　coe価cients　ofeamings，Kothari　and　Zimmeman（1995）suggest　that，assum－

ing　eamings　follow　a　random　wa1k，the　slope，comm㎝1y　referred　to　as　the　eamings　response

coemcient（ERC），shou1d　be　the　reciprocal　of　the丘rm’s　expected　rate　of　retum，1／r．

Specifica11y，if　bt　is　the　current　periodμr㎜o〃ε〃曲ocκthen　the　multipiier　should　be1＋r／

r（b一），ifa－is　the　current　period卯o〃∫〃oα∫乃ocたthen　the　mu1tiplier　should　be1（at）and行na11y，

if　cユis　the〃たε〃θ1ωo〃f　co㎜ρo鵬〃then　the　multiplier　shou1d　be　O（c。）［Ramakrishnan　and

Thomas．1998］．Revsine，Co11ins　and　Johnson（2000）classify　income　from　continuing

operations（exc1usive　ofspecialornonrecurring　items）to　be1ongto　thepemanent　category，

income（1oss）from　discontinued　operations　and　extraordinary　gains　and　losses　to　the

transitory　category，and　a　change　in　accounting　principles　giving　Hse　to　a　cumulative　e肝ect

adjustment　to　income　that　has　no　future　cash冊ow　consequences　to　shareholders　to　va1ue

irrelevant　component　category．Since，in　this　paper　ordinary　income　before　extraordinary

gains（1osses）is　employed，which　is　supposed　to　contain　permanent　component，the　appropri－

ate　mu1tiplier　should　be1＋r／r．In　the　context　of　the　U．S．，it　shou1d　be11to13．5assuming　a

discount　rate　between10％to8％．Assuming　the　same　discount　rate　in　the　context　of　Japan，

the　ERC　of5．98from　the　pooled　mode1and　an　average　of5．29from　annual　regressions　is　we11

below　the　theoretical　level（the　di伍erence　between　the　obtained　va1ue　of5．98and　theoretical

value　of　say，11is　highly　significant，t－statistic，一20．88）．Hence　investors　appear　to　perceive

that　ordinary　income　mmbers　contain　transitory　or　value　irrelevant　components　in　addition　to

permanent　components．
　　　　Regressing　yearly　R2s　on　a　time　trend　variable（equation6）revea1s　that　contrary　to　the

claim　recently　voiced　that　historica1cost－based　nnancial　statements　have　lost　their　value

relevance，no　such　trend　has　been　found．0n　the　contrary，v副1ue　re1evance　has　appeared　to

have　increased　slightly　although　this　is　not　statistically　signi丘cant［coe冊cient　on　TIME＝

．0023，t＿statistic＝O．93］．

　　　　Table5also　presents　the　results　of　equation4and5，which　depicts　incremental

explanatory　power　of　book　values　and　earnings　respective1y．Pooled　results　suggest　that　book

values　provide　a　s1ightly　higher　incrementa1exp1anatory　power　from1976to1999compared

to　earnings［0．1O　versus．09］．Black　et　al．（2000）argue　that，in　Japan，conservatism　results　in

accounting　eamings　that　may　not　portray　the　tme　economic　perfomance　ofthe丘㎜．Tax

conformity　also　distorts　accounting艸come　due　to　its　focus　on　minimization　oftaxes，and　since

capital　providers　in　Japan　a1so　function　as　suppliers　of　debt　capital，they　focus　more　on　book

va1ue　as　a　measure　of　im’s　abi1ity　to　pay　its　debt，To　see　whether　or　not　incremental　book

va1ues　and　earnings　have　changed　or　not　wit1l　the　passage　of　time，equation（7）and（8）are

estimated．Results　are　as　fo11ows［t－statistic　are　in　parentheses］．
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Incr BV = do + d I TIME* + e* 
.070 .OO 1 1 
(2.80) (0.44) 

Incr EARN = eo + eITIME* + e* 
.02 .0043 

(1.58) (3.09) 

It is quite apparent from the coefficient on TIME, that the coefficient is positive but 

insignificant in the regression of incremental BV on TIME, but it is positive and statistically 

significant at the 1% Ievel in the regression of incremental earnings on TIME. 

Figure I shows the trend in total and incremental explanatory power of earnings and book 

values across time. 

2. Incremental value relevance of consolidated accounting numbers: 

The discussion in the preceding sub-section revealed that for parent-only data, the total 

incremental power of both book values and earnings (combined model)has increased over 

1976-99, though it is not significant. The most pronounced effect was observed for the earnings 

alone model where the explanatory power of the model has shown a statistically significant 

positive trend over 1976-99. The same analysis was performed for consolidated data to assess 

the time trend over 1984-99. The result is produced below: 



70
mTOTSUBASm　JOURNAL　OF　COMMERCE　AND　MANAGEMENT ［October

FIG．2．　TREND　IN　T0TAL　AND　INcREMENTAL　ExPLANAT0RY　PowER
　　　0F　C0Ns0LIDATED　EARNINGs　AND　B00K　VALUEs　AcR0ss　TIME
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　O．68　　　　　　　　　　0，015

（05．14）　　　　（7．61）

　O．06　　　　　　　　　－O．00005

（1．13）　　　　　　　　（一〇。01）

　O．03　　　　　　　　　　0，003

（1．77）　　　　　　　　　（1．88）

　　　　For　the　combined　model　the　coe冊cient　on　TIME　is．O15which　is　signincant　at1％1eve1．

It　implies　the　combined　exp1anatory　power　of　consolidated　earnings　and　book　va1ues　has

increased　over　time．Incremental　explanatory　power　of　the　book　va1ue　model　has　remained

unchanged，while　that　of　increm㎝tal　eamings　has　increased（coe冊cient　on　TIME　is．O03

which　is　signi丘cant　at1O％1evel，two　tailed　test）．

　　　　Figure2shows　the　trend　in　Total　and　incremental　exp1anatory　power　of　consolidated

earnings　and　book　va1ues　across　time

　　　　Tab1e6presents　evidence　as　to　whether　the　consolidated　book　value　and　earnings

numbers　are　incrementa11y　value　relevant　after　contro11ing　for　parent－alone　book　va1ue　and

earnings　numbers．

　　　　In　both　the　pooled　and　the　separate－year　regressions　of　parent一劃1one　and　conso1idated－

alone　mode1s，coe冊cients　on　book　values　and　earnings　are　statistica11y　signi丘cant　at　the　l％

1eve1，and　there　is　little　d冊erence　between　the　adjusted　R2for　the　parent－only　regressions

re1ative　to　consolidated　regressions．Actually，consolidated　book　va1ues　and　earnings　explain

80％of　the　variation　in　price　on　a　stand－alone　basis　compared　to79％exp1ained　by

parent－on1y　mmbers　in　poo1ed　regression．In　terms　of　individual　coe冊cients，both　parent－only

book　values　and　earnings　coemcient　are　g1＝eater　than　their　consolidated　counterparts．
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TABLE 6. INCREMENTAL VALUE RELEVANCE OF CONSOLIDATED BOOK VALUE 
AND EARNINGS. SAMPLE PERIOD 1984-1999. 

Model: P,t = ao + a I BV,tpa'+ b I EAR + e 
*tP*' 't 

Model: P,t=a0+a I BV +b EAR +e l 't*'* *l , [*'* 

Model: P,1=a0+al BV,tpa'+a2(Diff. in BV)*t+bi EAR,tpa'+b2(Dlff m EAR) +ert (9) 

Panel A 

Pooled regressions 

Parent-alone 

Consolidated-alone 

Parent-alone with 

difrerence C-U 

ai 

0_91 

(20.03) 

0.88 

( 1 9.64) 

0.85 

(19.36) 

a2 

0.87 

(5.06) 

b] 

8.63 

(24.22) 

7.12 

(24.68) 

8.07 

(23.20) 

b2 

3.85 

(5,64) 

Adjusted R2 

0.79 

0.80 

0.8 1 

Panel B 

Sixteen separateyear regressions 

Parent-alone 

Consolidated-alone 

Parent-alone with 

difference C-U 

l.24 

(7.93) 

l.19 

(8.27) 

l.14 

(7.95) 

0.54 

(1.98) 

7.07 

(7.77) 

5.57 

(7.95) 

6.80 

(9.80) 

2.66 

(2.52) 

0.81 

O.8 l 

o.82 

The total number of firm-year observations is I 1,980 for the pooled sample and the average number of 

observations per year is 748.75 for the separate-year regressions. 

Notes: Coefficient estimates are based on ordinary least-squares estimation. Whrte's heteroscedasticity-corrected 

T-statistics are presented in parentheses which assumes that the residuals of the estimated equation are 

serially uncorrelated. However, where both heteroscedasticity and autocorrelation of unknown form 

has been encountered, Newey and West (1987) standard errors have been used. 

Pit=Stock price at fiscal year-end 

BVit=Book value of equity per share at end of year for firm i, calculated as either unconsolidated (U) or 

consolidated (C) 

EARit=0rdinary income per share for firm i for the period t, calculated as either unconsolidated (U) or 

consolidated (C). 

Diff. in BV is (BV...-BVpa,) and Diff, in earnings is (EARco"~EARp.,). 

The third regression is a direct test of equation (9) which addresses the incremental 

explanatory power of consolidated numbers once parent-only numbers are controlled for. 

Looking at coefficients pertaining to a2 and b2 it can be concluded that both consolidated book 

values and earnings are value relevant after controlling for parent-only accounting numbers. 

Particularly, the coefficient on the diiference between consolidated and parent-only book 

values is .87 (0.54) with an associated t statistics of 5.06 ( 1.98) for pooled (separate-year 

regression) respectively. The former (latter) is statistically significant at l% (5%) Ievel. 

Similarly, the coefficient on the diiference between consolidated and parent-only earnings is 

also positive and statistically significant [3･85 (2.66) with an associated t-statistic of 5.64 
(2.52) for pooled (separate-year regression)] respectively. The former is significant at the l% 

level while the latter is significant at better than the 2% Ievel. 
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3．　l1：mpirical　e醐mimation　of　tlle　c11angi皿g　co叩orate　govemance　system　of　J叩a11εmd　its

im脾ct　o11▽汕凹6relevame　of　accol111tmg　imformatiom

　　　　So　far　empirica1tests　have　been　conducted　to　investigate　whether　there　is　any　systematic

change　in　the　va1ue　relevance　of　accounting　information．The　analysis　then　natura11y　should

proceed　t01nvest1gate　factors　that　could　expla1n　the　observed　changes　I　choose　t01nvestlgate

the　impact　of　changing　corporate　govemance　system　on　the　value　re1evance　of　accounting

information．This　is　because　the　role　of　corporate　govemance　and丘nancial　repo村ing　within　a

particular　country’s　institutiona1context　are　inter－dependent．

　　　　Essentia1aspects　ofco叩orate　govemance　are　many，however，a　possible　list　cou1d　include

（i）the　importance　of1arge　shareholders，（ii）the　legal　protection　of　shareho1ders，（iii）the

extent　to　which　relevant　laws　are　enforced，（iv）tlle　reliance　on　debt　finance，（v）the　structure

of　the　board　of　dir㏄tors，（vi）the　way　in　which　executives　are　compensated　and（vii）the

frequency　and　treatment　of　mergers　and　takeovers．But　because　of　the　availability　of　data　on

ownership　stmcture　and　debt　inancing　for　the　sample　companies，I　take　these　two　variables　as

a　crude　proxy　of　corporate　govemance　system　of　Japan　and　investigate　whether　these　factors

could　explain　the　observed　changes　in　the　va1ue　relevance　of　accounting　information．

（a）〃εμ7c2舳gεψ〃Md〃α川o〃㎎M〃リo〃〃θ12リα〃cθザεo閉1㎎M〃わooκリα1鵬j

　　　　A　key　charactehstic　that　distinguishestheJapanese　style　ofcorporate　govemance　from　its

US　counte叩art　is　cross－co叩orate，interlocking　ownership　through　investment　in　the　equity　of

other　nrms．This　resu1ts　in　a　highly　concentrated　ownership　structure　in　Japan（Jiang　and　Kim

2000）．

　　　　The　relative　share　of　individua1stockholding　was69．1％in1949．However，this　percent－

age　has　been　gradua1ly　declining　since　then　and　in1998the　re1ative　share　was25．4％、0n　the

other　hand，the　re1ative　share　of　stockho1ding　by　financial　institutions　and　corpo1＝ate　stock－

ho1ding　has　been　steadily　increasing．In1998，the　share　of　financia1institutions　and　corpora－

tions　amounted　to63．4％．This　latter　group　holds　shares　primadly　to　maintain　their　business

relationships，rather　than　for　nnancial　gains．Hence，they　are　referred　to　as　stable　shareholders．

This　shareho1ding　pattern　allows　va1ue　re1evant　infomation　about　a　nm’s　prospect　and

business　strategies　to　be　shared　exclusive1y　within　the　cross－owned　network　through　direct

communication　rather　than　relying　on　corporate丘nancial　statements．0n　the　contrary，

individua1shareholders　generate　most　of　the　trading　activities　in　the　Japanese　stock　market

and　since，competing　information　sources，such　as　analysts’forecasts，earnings　pre　announce－

ments，conference　ca11s　occur　far　less　frequently　in　Japan　than　in　the　U．S。，investors　have　to

rely　on　published丘nancial　statements　to　make　re1evant　investment　decisions．Hence　it　remains

to　be　seen　how　the　changing　pattem　of　share　ownership　impacts　the　value　relevance　of

a㏄0unting　infOrmatiOn．

（b）1二εソ2ro8α

　　　　Historical1y　Japanese丘rms　have　relied　more　heavily　on　debt　inancing（in　particular，bank

credits）than㎝equitynnancing，Ahigh1y1everedn㎜hashighnnancialanddefaultdsksand
managers　have　the　incentive　to　manipu1ate　earnings　to　avoid　debt　covenant　violations．This

makesa㏄ountingeamingsmmbers1ess　meaningfuL　Ontheotherhand　with　the　increased　risk
of　defau1t，investors　in　highly　levered丘rms　should　pay　more　attention　to　book　va1ue　number

because　this　represents　their　abandonment　va1ue．
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However, in Japan, the relationship between credit granting banks and borrowing 
companies are especially close and long-term. Banks exert sufficient influence to ensure that 

management actions are compatible with their goals. This monitoring allows independent 

shareholders to free-ride on the banks' monitoring activities and may result in increasing value 

relevance of accounting numbers for highly levered firms. 

Figure 3 presents the distribution of stockholding of sample companies by type of 
investors between 1976 and 1999. Because data on ownership structure is available in detail for 

parent companies only, the discussion here is solely based on parent-alone numbers. Four 

major types of stockholding pattern are portrayed. These are, (i) Financial institutions, (ii) 

Corporate stockholders, (iii) Foreign stockholders, and (iv) Individual stockholders. 

A glance at the figure will reveal that: 

(a) The Relative share of financial institutions steadily increased from a low of 33% in 

1976 to 42% in 1990. Then it started to fall and stood at 38% at the end of 1999. 

(b) The relative share of corporate stockholding has not changed much with a high of 

28% and a low of 25%. 
(c) The relative of share of foreign stockholding has been increasing steadily from a low 

of 2% in 1976 to 8% in 1996 and 1997. 

(d) The most pronounced effect can be observed in the individual stockholding category. 

It declined steadily from a high of 38% in 1976 to 23% in 1992. However, it started 

to increase thereafter and stood at 28% at the end of 1999. 

(e) The relative stockholding of top ten shareholders has remained almost static at 44%, 

reinforcing the stable shareholding hypothesis among the top shareholders. 

Regressing individual shareholding on a time trend variable generates a coefficient of 
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FIG. 4. VARIATION op PARENT-BASED AND CONSOLIDATED 
LEVERAGE BY YEAR 
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- .0061 with a t-statistic of -4.54 [significant at the I % Ievel] that is consistent with the 

notion that individual shareholding steadily declined over the period. However, beginning 

from 1990 individual shareholding has started to increase, albeit gradually. Regressing the 

individual shareholding pattern on time trend variable over 1990 to 1999 generates a TIME 

coefficient of .005 with an associated t-statistic of 5.61 [significant at 1% Ievel]. 

Figure 4 presents the variation in leverage measures for both parent-alone and consoli-

dated numbers. Three leverage measures were employed. Leverage measure I was calculated 

by dividing total debt (both current and long term debt) by total assets and named DEBT l. 

Leverage measure 11 was calculated by dividing total debt by market values of equity and 

termed DEBT 2. Finally, Ieverage measure 111 was calculated by dividing long-term debt by 

the sum of long-term debt and book values of equity and termed DEBT 3. However, since all 

the three measures produced the same result only result based on DEBT I is discussed here. 

Looking at figure 4 it becomes readily apparent that both parent and consolidated debt 

declined steadily over the sample period. Indeed, regressing parent debt (consolidated debt) on 

TIME produced negative coefficients on TIME of - .0084 ( - .0074) with an associated 
t-statistic of - 22. 16 ( - 15.15) both of which are significant at 1% Ievel. This reflects the fact 

Japanese managers relied more on equity financing as well as retained earnings instead of bank 

loans because of the gradually weakening power of banks in providing loans to companies. 

Regression result: 

I ran the following regression to determine whether the ownership and leverage structure 

of the sample companies could explain the variation in combined R2, incremental book value 

and incremental earnings R2 for parent~zlone basis since the ownership data is available in 

detail for parent-alone observations. 

R ,2* = ao + a I TIME + a2 HOLDlNG + a 3 DEBT + e ,* ( I O) 



CHANCES IN THE VALUE-RELEVANCE OF ACCOUNTING BOOK VALUES AND EARNINGS 

TABLE 7. REGRESSION OF COMBINED R2. INCREMENTAL BOOK VALUE R2 
AND INCREMENTAL EARNINGS R2 oN TIME AND CORPORATE 
GOVERNANCE VARIABLES. SAMPLE PERIOD 1976-1999. 

R ,', = a0+ a I TIME + a 2 HOLDING + a 3 DEBT+ e** ( lO) 

Dependent variable 

Combined R2 

Incremental book value R2 

Incremental earnings R2 

Constant 

2.54 

(2.8 1 ) 

1 .08 

(0.90) 

- 0.06 

( - O. lO) 

Time 
- 0.0 l 

( - 1.32) 

- O.009 

( - 0.80) 

0.0066 

(1.11) 

Holding 

2.09 

(3,81) 

0.26 

(O,46) 

0.68 

(2,18) 

Debt 

- 3.39 

( - 2.77) 

- I .43 

( - 0.86) 

-0.23 
( - 0.27) 

Adjusted R2 

0.33 

0.00 

0.58 

Variable definitions.' R,2, is combined, incremental book value and incremental earnings respectively. TIME is l 

...24, corresponds to the years 1976-1999. HOLDING is the proportion of individual shareholding in every 

years from 1976 to 1999 and DEBT is the ratio of total liabilities divided by total assets in every year from 

l 976- 1 999 . 

Where R,2* denotes combined, incremental book value and incremental earnings respectively. 

TIME is l...24, corresponds to the years 1976-1999, HOLDlNG is the proportion of 
individual shareholding in every year from 1976 to 1999 and DEBT is the ratio of total 

liabilities divided by total assets in every year from 1976 to 1999. 

In the first regression when TIME alone is the explanatory variable the adjusted R2 is 

merely .02. However, when HOLDING and DEBT are included as additional explanatory 
variables the adjusted R2 increases to .33. The variable HOLDING has a positive coefficient 

and is statistically significant at the 1% Ievel. This implies that as the proportion of individual 

shareholding increases so does the combined value relevance of accounting earnings and book 

values. This is consistent with the discussion made earlier that because of lack of alternative 

sources of information like earnings pre-announcements, analysts' forecasts, conference calls 

etc., individual shareholders rely on published financial information to make investment 

decisions. DEBT enters the regression with a negative coefficient of - 3.39 with an associated 

t-statistic of - 2.77 which is significant at the l% Ievel. This means as leverage increase the 

combined value relevance of earnings and book values decrease. 

In the second regression neither HOLDING nor DEBT has any explanatory power for 
incremental book value R2. Although not tabulated, if the variable LOSS (the proportion of 

firms reporting negative earnings) is included as another explanatory variable the adjusted R2 

increases to .44 and the variable LOSS enters the regression with a coefficient of 1.08 implying 

that as the proportion of loss firms increases so does the value relevance book value 
information. This is expected because for firms reporting negative earnings, shareholders 

always have an option to liquidate the firm, and as a result, negative earnings are transitory for 

these firms. In this case, investors shift their attention from earnings and focus on book value. 

In the third regression HOLDlNG is positive and statistically significant at better than the 

2.5% Ievel. DEBT, although it has the right sign, is not statistically significant. The adjusted 

R2 is 0.58 which is the largest of the three sets of regressions. It was earlier noted that the 

individual shareholding pattern shows a different time trend over 1976 to 1999 with a gradual 

decline from 1976 to 1989 and then an increase from 1990 onwards. Parallel to this, both 
combined adjusted R2 and incremental earnings R2 increased in a significant way from 1990 to 
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1999. In the period from 1976 to 1989 total combined adjusted R2 decreased with TIME 

registering a negative coefficient of - .OI and statistically significant at the l% Ievel whereas 

incremental earnings R2 was not significant at all. 

Hence it becomes apparent that changes in the individual shareholding pattern have a 

profound impact on the changing value relevance of accounting information. If this increasing 

trend of individual shareholding continues then what will be the future corporate governance 

system of Japan? The bank-centered monitoring system of Japanese companies received 

widespread acceptance during the 1980s, when the U.S. economy was performing poorly. 

Reformers argued for adopting the Japanese corporate governance structure into the U.S. 

system because the former had the desirable property of large and stable shareholding patterns. 

The Japanese mode of corporate governance was described as a state-contingent corporate 

governance system, where the management acts independently or is monitored by large 
shareholders when performance is good. However, if corporate performance becomes poor, 

then creditors and in particular, the firm's main bank initiate restructuring plan and discipline 

the poorly performing management. 

The brighter aspects of the Japanese corporate governance system appeared during the 

time when the Japanese economy was going through a tremendous growth period i.e., early 

1990s. However, as the Japanese banking crisis became evident, the superiority of bank-

centered monitoring mechanism was questioned.7 Extant literature provides evidence that 

Japan's bank-centered corporate governance system suffers from certain drawbacks; (a) Bank 

financing makes the bank well-informed about the firm, it tends to make the firm hostage to the 

bank and hence enables the bank to extract rents. Also, when the bank does poorly and the firm 

has no alternative sources of funding, the firm has to cut investment even when it could invest 

profitably (Kang and Stulz 1997); (b) Banks induce clients to borrow more than profit 
maximization would allow and, in addition, banks influence client firms to adopt low-risk and 

10w-return investment projects resulting in poor performance of main-bank-dependent firms in 

comparison with independent firms (Weinstein and Yafeh 1995); (c) Japanese main bank 
client firms invest more in imported technology than other firms which is consistent with the 

view that banks prefer low R&D expenditures because of their risky nature (Montalvo and 

Yafeh 1994); (d) Bank finance and governance is suitable for the financing of "traditional" 

manufacturing industries but is not appropriate for financing innovation (Carlin and Mayer 

1998); (e) Assigning the task of corporate governance to banks, does not always lead to 

maximization of firm value because banks as creditors have different objectives from bank as 

shareholders.s For example, banks intervene in the operation of their client firms if their cash 

flow or liquidity is poor, but not necessarily when share price performance is poor. 

All these negative consequences along with the banking crisis led many firms to rely on 

7 On the positive side, Hoshi et al. (1991) empirically show that Japanese sty]e of bank-centered corporate 

governance makes investment of firms less sensitive to firm liquidity. Further, Kang (1993) provides evidence that 

Japanese firms with strong bank ties seem to make more profitable acquisitions. 

8 Morck and Nakamura (2000) argue that although Japanese banks are both creditors and shareholders, there 

are many reasons for considering banks as creditors. First, banks' equity stakes were limited to 10% in non-

financial firms in the 1950s, and this was reduced to 5% in the 1980s. In contrast, Ioans to non-financial firms are 

not limited. Second, the main banks in Japanese keiretsu implicitly guarantee the timely repayment of loans made 

to keiretsu members by other lenders. They make no such guarantee of dividend payment to other shareholders. 

Third, Japanese banks, implicitly commit to hold their equity stakes indefinitely. They therefore have little direct 

interest in maximizing the value of those stakes. 
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direct financing in the 1990s and hence a gradual increase in the individual shareholding 

pattern is apparent. The long-prevalent cross-shareholding system is increasingly put under 

pressure since firms faced with the ongoing economic slowdown are tempted to liquidate their 

holdings in other companies to avoid financial difficulties. Hence, the traditional bank-centered 

Japanese corporate governance system is slowly converging towards a market based one. Some 

evidence is there too. For example, managerial incentive schemes and stock option plans have 

been gradually introduced since 1997. But the other two aspects of Anglo-Saxon corporate 

governance system, namely, market for corporate control still remains inactive and boards of 

directors still are composed of insiders. 

J
 

VII . Robustness Check 

(a) First-difference version of the price level: 

Kothari and Zimmerman (1995) note that while the estimated slope coefficients from 

price models are less biased than those from the return models, price models may suffer from 

serene heteroscedasticity and correlated omitted variable problem. Easton (1999) makes a 

similar observation and argues for returns specifications. Hence I include the first difference 

version of price as the dependent variable and examine whether the inference obtained form 

price models remains the same. 

Table 8 presents regression results for the parent-alone model. For pooled sample both 

earnings change and change in BV is positive and statistically significant at the 1% Ievel. For 

the separate-year regression, the mean earnings change coefficient is 2.02 with a mean 

t-statistic of 4.28. Mean t-statistic is significant at l% Ievel for 20 of the 23 years. For BV 

change variable, the mean coefficient is 1.04 with an associated mean t-statistics of 3.53. The 

coefficient is significant at l% Ievel in 15 out of 23 years. Hence, when change in price is 

modeled as the dependent variable, the inference regarding the value relevance of earnings and 

book value does not change. Regression results for consolidated based numbers (not tabu-

lated) also reveal a similar pattern with earnings change and BV change variables are positive 

and statistically significant at the 1% Ievel for both pooled and separate-year regressions. 

(b) March year-end only observations: 

Most of the Japanese companies have March fiscal year-end. To see whether earnings and 

book values play different role for these companies equation (3) was estimated for firms that 

have March fiscal year-end. Seventy one percent of my parent-only sample has March fiscal 

year-end. Results of equation (3) reveal an R2 of .66 from the combined model, a book value 

coefficient of 1.05 and earnings coefficient of 6.43. Both these coefficients are highly significant. 

In terms of incremental explanatory power of earnings and book value models, both produced 

an adjusted R2 of .lO. 

(c) Change in interest rate: 

It is widely known that changes in interest rates have a negative impact on stock prices. 
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TABLE8．　ORDINARY　LEAsT　SQUAREs　REGREssI0Ns　wITH　CHANGE　IN　PRIcE
　　　　　　　　As　THE　DEPENDENT　VARIABLE．SAMPLE　PERl0D1977－1999．

Model：

△Price＝ao＋a　I△EAR1一十△BV．・十e．1 （11）

P口冊ε1ル

月oo1〃∫o㎜ρ1ε

Vari田ble

Eami㎎s

BV
Time
Adjusted　R！

Observations

　　　　Without　time　e冊ects

Coe冊cient　　　　　t　statistics

　1．30　　　　　　　　　　　　14，82

0，81　　　　　　　　　　　　7，85

0．08

16，481

　　　　　With　time　e脆cts

Coe冊cient　　　　　t　statistics

　1．20　　　　　　　　　　　14，06

　0，67　　　　　　　　　　　　7．24

－0．01　　　　　　　　　－14，85

　0．12

Pα榊13

τw‘Hfツ’此72ε∫ερor口κ一y‘or　r召grε∫∫’o“∫

V趾iable

Earnings

BV
Adjusted　R！

Mean　observati㎝s

Meall　　　　　　＃＞O Mean　　　　＃〉12，581　　Z　statistics

　2．02　　　　　　　　　23　　　　　　　　　　4，28

　1．04　　　　　　　　　23　　　　　　　　　　3，53

　0．11

716．57

20　　　　　　　12．97

15　　　　　　　9．29

吻〃肋’εdψ〃〃oパ△Price　is（Price一一Prlce1一］〕／PriceH，△EAR　is（EAR1－EAR－1）／Price、一1，and△BV　is

（BVt－BV1一］）／Price　H　I

This　is　because　a　decrease　in　market－wide　interest　rates　reduces　company’s　cost　of　equity

capita1and　consequently　increases　share　price．Also，as　interest　rates　decrease，the　yields　on

丘xed－rate　bond　investments　fa11，making　them1ess　attractive　to　investors．This　increases　the

demand　for　stocks　and　hence　drives　up　the　price．Recognizing　this，equation3is　estimated

after　incorporating　an　average　risk　free　interest　rate．As　expected，the　coe冊cient　on　the　interest

variable　is　negative　though　not　statistical1y　significant（INT＝一3．83，T－statistics＝一．86）、

However，coemcient　on　BV　and　EAR　remains　positive　and　statistica1ly　highly　significant　as

before．

（d）C11刎1ge　m　TOPIX　as　a　poteI1肋1factor　m刑menciIlg胆ice：

　　　　The　possibility　that　the　sentiment　of　the　share　market　is　innuencing　the　va1uation　of　the

iirm1s　addressed　mcludmg　changes　m　TOPIX　mto　equatlon（3）The　coe嗣clent　of　the　market

index　has　the　expected　positive　sign　and　is　signi五cant　（coemcient＝、13，t－statistic＝2．83）．

However，the　coemcient　on　book　values　and　earnings　variables　remain　virtually　unchanged．

　　　　　　　　　　　　　　　　　　　　　　　　　VIII－　Co〃c〃d加9Rθ㎜o欣∫

　　　　This　study　provides　an　empirical　investigation　into　the　va1ue　re1evance　of　a㏄ounting

earnings　and　book　values－two　fundamenta1summary　measures－in　the　context　of　Japan．This

study　is　motivated　by　the　market－based　value　relevance　literature　in　the　U．S．and　the　concem
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that　traditiona1historical　cost　based丘nancia1statements　have　become　less　value　relevant．

Using　a　sample　of17，900parent－only肚m－year　observations　and1l，980consolidated　nrm－year

observations，this　study　documents　that　accounting　information　is　value　relevant　based　on　a

price　mode1．Both　the　pooled　cross－section　and　time－series　regressions　and　the　year－by－year

regression　supPort　the　value　re1evance　hypothesis．

　　　　Five　major　conc1usions　emerged　from　the　empidca1analysis。；（i）the　explanatory　power

ofparent－only　incremental　eamings　has　shown　an　upward　trend　with　time；（ii）the　combined

explanatory　power　of　consolidated　earnings　and　book　values　has　increased　over　time；（iii）the

exp1anatory　power　of　conso1idated　incremental　earnings，1ike　parent－only　eamings　has　also

increased　over　time；and（iv）the　combined　explanatory　power　of　consolidated　earnings　and

book　va1ues　after　control1ing　for　mconsolidated　eamings　and　book　values　has　been　found　to

possess　incremental　information　content，（v）both　individual　shareholding　and1everage

（individual　shareholding）explain　a　good　portion　of　the　variation　in　combined　adjusted　R2

（incremental　earnings　R2．）Implications　ofthese　indings　are　discussed　in　light　oftheir　possib1e

impact　on　the　future　of　the　Japanese　corpor航e　govemance　practices．

　　　　However，this　study，has　assumed　that　net　income　and　book　value侃gures　are　free　of

reporting　biases；i．e．，the　average　firm　has　no　particu1ar　incentive　to　mamge　reported　earnings．

However　an　extensive　body　of　research　shows　the　presence　of　opportunistic　management

behavior．Future　research　could　address　the　managerial　incentives　for　eamings　management

and　its　impact　on　value　relevance　of　accounting　information．
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