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\ bstract

This study aims to examine the following issues:

1. characters of eamnings forecasts in the China stock market,

2. accuracy of earnings forecast, and

3. economic determinants of forecasts reliability .

The research methodelogy consists of a comprehensive literature
review and empirical methods for verifying established hypotheses.
The findings indicate that eamings forecast is generally inaccurate
which may derive from complexity of business, or unexpected
macroeconomic changes, or [PO (Initial Public Offering) related reg-
ulations.

Since Ball and Brown (1968) the accounting research has revo-
lutionarily switched from Paton and Littleton like accrued basis to in-
formation disclosure (Beaver, 1989) . In particular, Efficient Market
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Hypothesis and Positive Accounting Theory has dominated the focus
of accounting research since then. Fama (1970) initiated the classi-
fication of Efficient Market Hypothesis; thus, empirical study based
on Efficient Market Hypothesis became feasible. Watts and Zimmer-
man (1978, 1979, and 1990) applied Coase Theorem to develop
since which this has been the most important theory in explaining and
predicting how management selects accounting choices. The main
purpose of contemporary accounting research with an application of
Efficient Market Hypothesis and Positive Accounting Theory attempts
to develop an efficient informational environment in stock market;
thus, resource and wealth can be efficiently distributed. This study
uses earnings forecast as an example to demonstrate how the role of
financial regulation and accounting information play in the China
stock market.

China has rapidly developed its economy. In order to guarantee
the success of China economy, an efficient capital market is the
core. Therefore, we need not only to understand how to set up a fi-
nancial regulation for effectively protecting investors but also how to
comprehend economic consequences of the established regulation. An
empirical study can help assess the economic consequences of an es-
tablished regulation. Since no accounting empirical study can be
found in China so far, this study explores this type of methodology .
Therefore, to promote the knowledge of conducting an empirical study
included in this study rather than the findings is a more important is-
sue. I deeply hope this study can be a norm for future empirical ac-
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counting research.

Based on Watts and Zimmerman (1978, 1979, and 1990), this
study investigates the existing requirements of earnings forecast,
properties of earnings forecast, and determinants of forecast error.
Essentially, eamings forecast exists mostly in prospectus of an IPO or
annual report. Eamings forecast can be an effective tool for resolving
informational asymmetry between management (or issuer) and in-
vestors, particularly in the primary market or IPO. Thus, it is rea-
sonable to expect a prospectus should consist of earnings forecast. In
general, the accuracy of eamings forecast is the proxy of forecast
quality or reliability. Therefore, this study first the properties and
accuracy of eamnings forecast. Inferring from special characters of
China stock market, macroeconomic environment, and listed compa-
nies, this study attempts to find the economic determinants of forecast
accuracy which consists of firm size, offer price, debt/equity ratio,
average growth rate of sales, average growth rate of profitability and
profitability measure. The findings of this study indicate that the IPO
related regulations induces an incentive of management to manipulate
earnings forecast. The change in macroeconomic policy could be a
factor affecting accuracy of eamings forecast. In addition, complexity
of business caused the management could not provide an accurate
eamnings forecasts. Therefore, offer price, percentage of operating in-
come to pretax net income, and firm size can mostly attribute accura-
cy of earnings forecast .

This study is organized in five chapters. Chapter one is an in-
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troduction. Chapter 2 gives the reasons why the China stock market
demands in the IPO market and summarizes the relevant literature.
In order to comprehend the requirements of eamings forecast in the
China market, this study reviews the related regulations, mainly dis-
closure rules, and discusses the properties of eamings forecast in the
China market. Additionally, this chapter compares the requirements
and regulations in relation to earnings forecast among US, Taiwan
area, and China. Chapter 3 develops the analytical theory and hy-
potheses. The hypotheses mainly deal with accuracy and determinants
of forecast accuracy. Chapters 4 provides research methodology, in-
cluding samples, definitions of operating variables, applied statistical
methods, and models. Chapter 5 consists of empirical results, con-
clusions, and limitations.

The empirical findings of this study can be summarized as fol-
lows. Especially, Part I addresses reliability of earnings forecast;

Part I discusses reasonableness of forecast assumptions.
Part I. Reliability of Earnings Forecast

1. The eamings forecast in 1993 and 1994 were conservative; but
other sample periods show less conservative. The following three
reasons may be able to explain this conservative nature.

* Unexpected chahges in macroeconomic environment might sig-
nificantly affect capability of providing an accurate earnings
forecast .

* Since the offer price is partly determined by the eamings fore-
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cast, management has incentives in manipulating eamnings
forecast in order to create a more favorable offer price.

e To start a conservative forecast could produce a growing pic-
ture in the future periods.

2. The properties of earnings forecast accuracy can be summarized as
follows .

* The forecast errors were randomly distributed over sample peri-
ods, from 1993 to 1996. That is, further investigation is re-
quired for understanding why management is incapable of pro-
viding an accurate earnings forecast.

* Management tended to over-estimate earnings forecast.

* Over sample periods (except for 1995), 40% of total samples
whose forecast accuracy were less than 10% , a legitimate up-
per limit. Therefore, earnings forecast to some extent is reli-
able in the China market.

3. Properties of Earnings Forecast Error.

* In addition to 1996, the average accuracy was about 15% .

* By industry group, the general business companies provided a
most accurate eamings forecast. In addition, the real estate
companies were unable to provide accurate earnings forecasts.
These findings reflect to some extent of current macroeconomic
environment .

* Large firms provided less accurate eamings forecasts than
small firms. Thus, the complexity of business should be an

attribute for determining accuracy of eamings forecast.
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* The earnings forecast included in prospectus was less accurate
than the one in annual report. Thus, IPO related regulations
induced management to manipulate eamings forecast for rais-
ing offer price. ‘

4. Results of Testing Eamnings Forecast Reliability.

* The following sample groups are generally accurate: (1) gen-
eral business firms in 1993 and 1994, (2) public utility firms
in 1994, (3) small size companies in 1994, (4) large size
companies in 1993, and (5) forecasts included in annual re-
port. These results can explain how the role of industry char-
acters and IPO (Initial Public Offering) related regulations
play in forecast preparation.

* The variance of earnings forecast in the following sample
groups is significantly lower than other sample groups: (1)
general business finms in 1993, (2) conglomeration firms in
1994, and (3) public utility firms in 1993 and 1994. Thus,
assumptions applied in forecast among above mentioned sam-
ple groups were generally congruent each other.

* The forecast error had been downward decreasing between
1993 to 1996.

5. Comparative Forecast Frror between 1993 and 1994 .
This study finds an interesting phenomenon. If the forecast of a
sample was more accurate in 1993, it would be less accurate in
1994, and vice versa. The macroeconomic environment in 1993
and 1994 and potential incentive in manipulating eamings forecast
Loy PAISF E75 T o 33K 87378 5



may be the major factors causing this result.
Part Il. Reasonableness of Forecast Assumptions

1. Reasonableness of Forecast Assumptions.

* The evidence of forecast errors indicates that management does
not take too much change in macroeconomic environment into
account; thus, he (or she) could not produce a reasonable
accurate forecast. In contrast, the unexpected macroeconomic
policy would lead management to lose the controllability of ap-
plying forecast assumptions.

* Management did not fully utilize historical accounting informa-
tion when he (or she) prepared eamings forecast; thus, the
forecast were either over reaction or under reaction. However,
the forecasts resulting from the period between March 1993 to
December 1993 contained a reasonable basis of forecast.

2. Sufficiency of Forecast versus Forecast Assumptions .

¢ The shorter forecast horizon is, the more sufficient information
included in the forecast is. In particular, this situation would
result in management adopting a more reasonable forecast as-
sumption.

* If forecast window is located subsequent to last annual report,
the basis to form forecast would be more reasonable, and vice
versa.

* The more reasonable basis to form forecast is, the more accu-

rate forecast would be .



3. Determinants of Forecast Reliability.

* The following three factors could sufficiently explain forecast
reliability: (1) firm size, (2) offer price, and (3) percent-
age of operating income to pretax net income. Therefore, com-
plexity of business, IPO related regulations, and regularity of
income measure over time would significantly affect forecast

accuracy .
Key Words: Positive Accounting Theory, Efficient Market Hypothesis,

Eamings Forecast, Reliability (Accuracy) of Eamnings Forecast, Fore-
cast Error, Regression Analysis
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