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Editorial

In this editorial, we first make two announcements and then provide a brief
introduction to the papers included in this issue.

We regret to report that Professor Mahmoud Ezzamel of Cardiff University
has decided to step down from his Consulting Editorship due to his other heavy
commitments. During the journal’s start-up process as well as during his stint as
Consulting Editor, Professor Ezzamel offered valuable advice on numerous policy
and procedural issues and shared his rich experience from serving as Joint Editor
of Accounting and Business Research and as an associate editor or editorial board
member for many other renowned accounting and management journals. In parti-
cular, he played an important role in the formation of this journal’s editorial team
and was directly involved in the selection of the papers for its first issue. He will
be very much missed. Fortunately, he will continﬁe to undertake research on Chi-
nese accounting issues. We wish him well in his research and other work.

We are also pleased to welcome Professor Mary Barth’s joining the journal as
a Consulting Editor. Together with Professor Chee Chow, she will provide guid-
ance and advice on important policy, journal standard-setting, and procedural is-
sues. Her academic reputation, achievements and international editorial experi-
ence will boost the capacity of the journal and facilitate attaining the journal’s aim
as a means of exchanges and cooperation between Chinese accounting researchers
and their international counterparts and as an outlet for original and significant
research on accounting in China and beyond.

Now let us introduce the four papers published in this issue.

While the role of fair value (FV) accounting in the current financial crisis is
still being hotly debated (e.g., Laux and Leuz, 2009, 2010), it is interesting
to see a veteran Chinese academic’s view on this issue. Ge (2010) argues that FV
accounting, as it is currently adopted, is misleading and deceptive although it
can be useful for certain purposes. He maintains that FV accounting is problemat-
ic even when there is no financial crisis because its current application suffers

from two main problems. First, until a transaction occurs, the value derived
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from FV measurement is hypothetical. Second, as many assets are not FV-meas-
ured, the values reported in the financial statements are a mixture of values
based on FV and historical cost. He thus proposes that FV information should be
reported separately from historical cost-based information.

It is also interesting to contrast Ge’s view with the current Chinese regula-
tion and practice relating to FV accounting. FV measurement has been adopted in
over 25 of the 38 current Chinese accounting standards, either for initial meas-
urement, subsequent measurement, impairment test, or other uses. However,
the number of companies that actually use FV has been limited (e. g. , 25 out of
772 firms that had investment property adopted the FV model in 2009) (MoF, 2010).
In most cases, FV is a restricted option in the accounting standards. For exam-
ple, the FV model may be used if there is clear evidence that the fair value of an
investment property. can be reliably determined on a continuing basis. As a result,
the impact of FV measurement on profit in listed Chinese firms has been reported
to be less than one percent (MoF, 2009). In light of these circumstances, the
MoF did not follow the IASB in allowing certain financial assets to be reclassified
in response to the financial crisis (IASB, 2008; MoF, 2009).

There have been numerous studies of the value relevance of IFRS in the con-
texts of developed economies (e. g. , Europe, Australia), but there is little re-
ported empirical evidence on this issue in the Chinese context. Lu and Zhang
(2010) help to address this gap. Taking advantage of the fact that the adoption of
the new Chinese accounting standards issued in 2006 increases the difference be-
tween the earnings of the parent company and the consolidated earnings of the
group, Lu and Zhang (2010) hypothesize and find evidence that the difference
between the two earnings figures provides no incremental information before the
adoption, but it does after the adoption. This suggests that the new accounting
standards enhance the value relevance of accounting information. In addition, the
study demonstrates that the retained earnings of subsidiaries contained in the con-
solidated earnings but not in the parent firm’s earnings actually provide incremen-
tal information and that the adoption of the cost method in parent firm statements
for investments in subsidiaries recovers the information loss caused by consolida-
tion techniques.

Zhang, Zhang and Cheng (2010) undertake a questionnaire survey of the stake-
holders of government budget accounting and find that both internal and external stake-
holders are strongly dissatisfied with the current cash-based budget accounting sys-
tem. The results indicate a strong desire for improved governmental accounting informa-

tion. Indeed, most participating stakeholders support the adoption of the accrual ba-
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sis. This finding confirms the outcome of an earlier study on the same issue
(Chen, Deng and Chow, 2005; Chang, Chen and Chow, 2008). The study also
reveals the need for considering a range of institutional factors in reforming the
Chinese government accounting system.

Zhang and Tang (2010) examine the development of CPA auditing in China
since the late 1970s from a property rights perspective. Their study discusses how
CPA auditing has emerged and evolved as a response to the demand of marketiza-
tion. In particular, they find that CPA auditing satisfied a need to define external
macroscopic and microscopic property rights. Their study also investigates several
changes in the property rights of audit firms themselves, such as the mergers of
“accounting firms” and “auditing firms” in the 1990s (Xiao, Zhang and Xie,
2000), the disaffiliation campaign ( Yang, Tang, Kilgore and Jiang, 2001),
the development of foreign invested audit firms, and cross-border audits by Chi-
nese audit firms. A further area of interest would be to explore how the reforms of
audit firms'property rights relate to the protection by audit firms of the property

rights of other economic entities.
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Accounting Standards Reform in
China and the Role of Subsidiary
Earnings Information in Decision Making’

Zhengfei Lu Huili Zhang”

Abstract In financial reports. Chinese listed firms report both consolidated
numbers and numbers for parent firms (excluding consolidated subsidiaries). Thus,
we are able to separate earnings of the parent firm {rom earnings attributed to subsid-
iaries, and examine the different implications of these two components of consolidated
earnings. The implementation of the new accounting standards in January 2007 poten-
tially increased the difference between consolidated earnings and parent earnings,
mainly due to new requirements on consolidation. This paper examines the incremental
information content of this new requirement. We find that the difference provides no
additional information for investors’ pricing decisions before the reform, but exhibits
significantly improved decision relevance, and offers incremental information content
conditional on consolidated earnings under the new standards. Qur results suggest
that, conditional on consolidated earnings. the retained subsidiary earnings contained
in the consolidated but not in parent firm earnings could actually provide incremental
information.

Key words Subsidiary earnings, Accounting standards reform, Incremental

inlormation content

1. Introduction

The essence of stock investors’' pricing decisions is to predict the future
profitability and to assess the risk of a listed company by using historical account-
ing information. In formulating earnings expectations, past earnings levels as

well as components of past earnings have been proved to be relevant (Finger,

The paper is supported by a Major Program of National Natural Science Foundation of China ( Grant
No. 70532002) and National Science Foundation for Young Scientists of China (Grant No. 70802003).

** Lu Zhengfei (corresponding author), Guanghua School of Management, Peking University, 100871,
Beijing, China. E-mail: zflu@gsm. pku. edu. cn

! 1In this paper, investors refer to the investors of listed parent companies unless otherwise stated.
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1994; Kormendi and Lipe, 1987; Ramesh and Thiagarajan, 1993; Rutherford,
2000). However, to our best knowledge, the literature has so far overlooked an-
other potentially useful piece of earnings information: subsidiary earnings,
which is the difference between consolidated earnings and earnings attributed to
the parent firms (parent earnings).In China, listed firms have to report both
consolidated numbers and parent firm numbers, so subsidiary earnings are easy
to determine by investors.

The existing literature routinely used consolidated earnings’ to study the im-
plication of earnings in investors’ pricing decisions, with the underlying assump-
tion that shareholders will value equally the earnings of parent firms and the earn-
ings of subsidiaries (which in many cases also involve shareholders other than the
parent firm). However, in practice, the assumption is undermined because the
transfer of earnings between parents and subsidiaries is restricted by cost con-
straints such as tax concerns (Hevas et al. , 2000). Figure 1 shows that, by the
end of 2007, 96.52% of listed companies in China reported a gap between consol-
idated earnings attributed to parent shareholders and parent firm earnings. Thus,
in order to understand investors’ pricing decisions and study the decision useful-
ness of the accounting information of different legal entities within the listed
firm, it is of great importance to open the black box of how investors use subsid-
iary earnings information to make pricing decision.

The key to solving the above problem is to determine whether investors will
distinguish parent earnings information from subsidiary earnings information in
stock valuation. If subsidiary earnings could provide incremental information con-
ditional on consolidated earnings, it would be insufficient for investors to just use
consolidated earnings information in pricing decisions. Consequently, investors
need to pay further attention to the difference between consolidated earnings and
parent firm earnings, namely the realized but undistributed subsidiary earnings
contained in consolidated earnings but not in parent firm earnings. In the prepara-
tion of consolidated financial statements, the consolidation techniques and adjust-
ments result in an information loss of parent and subsidiary profitability. Hence,
to delve into the above issue, researchers need to take into account the earnings in-
formation of parent firms and subsidiaries (Pendlebury, 1980; Francis, 1986).

However, developed market economy countries such as the U. S. adopt a

single-disclosure-system, lacking publicly available data about parent firm state-

? To be specific, the earnings refer to the consolidated earnings attributed to parent stockholders and this is
the meaning used throughout this paper.
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ments (Harris et al. , 1997; Abad et al. , 20005 Hevas et al. , 2000). ’ Fur-
thermore, in countries that adopt a dual-disclosure-system, since parent compa-
nies apply the equity method to account for investment in subsidiaries, the divi-
sion of responsibilities between consolidated statements and parent statements is
not clear, inevitably resulting in information overlap between consolidated state-
ments and parent statements (Hevas et al. , 2000; Dai et al. , 2006). As a re-
sult, the characteristics of the disclosure systems mentioned above make it diffi-
cult for researchers to obtain data on the incremental information content provid-
ed by the subsidiary earnings contained in consolidated earnings.

The implementation of the Accounting Standards for Business Enterprises
(the new accounting standards) ‘ issued by China’s Ministry of Finance in Febru-
ary 2006 modified the division of responsibilities between consolidated statements
and parent statements, thereby providing a valuable opportunity to study how in-
vestors utilize parent earnings and subsidiary earnings in making pricing deci-
sions. The new accounting standards require parent financial statements to use the
cost method to record investments in subsidiaries. However, in the consolidation
process, parent firms have to change from the cost method to the equity method
for the investment. Under this requirement, consolidated earnings reflect the re-
alized profits of the whole group while parent earnings only reveal the realized
earnings of the parent company. Therefore, the realized but undistributed subsid-
iary earnings attributed to a parent company constitute an important component
of the difference between consolidated earnings and parent-only earnings. For
brevity, in the rest of the paper, the difference between consolidated earnings
and parent-only earnings is abbreviated as Diff. By identifying Diff, we separate
consolidated earnings into two components: earnings from the parent firm, and
earnings from subsidiaries.

By exploring the economic connotation and incremental information of Diff
under old and new accounting standards, this paper studies how investors utilize
the information of subsidiary earnings in consoclidated statements in pricing deci-
sions. Our research suggests that, under the old accounting standards, Diff
mainly reveals the influence of inter-company transactions on consolidated earn-

ings, providing no additional information contents for investors’ pricing deci-

¥ According to Dai et al. (2006), the single-disclosure-system requires the parent company to substitute
consolidated statements for parent statements and to provide only consolidated statements to external users,
while the dual-disclosure-system requires the parent company to provide both consolidated statements and par-
ent statements.

* For brevity, in this paper, the Accounting Standards for Business Enterprises is called new standards and
the accounting standards implemented previously are called old standards.
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sions. By contrast, under the new standards, Diff can offer investors incremental
information conditional on consolidated earnings for pricing decisions.

This paper, to a certain extent, reveals how investors use the information
of parent earnings and subsidiary earnings to make stock pricing decisions. Com-~
pared with the previous literature, this paper offers a clearer picture of the deci-
sion usefulness of subsidiary earnings information by making a dynamic compari~
son of financial statement information in the context of China’s accounting stand-
ards reform. Herrmann et al. (2001) and Hevas et al. (2000) have undertaken
similar studies about how investors use Diff in stock pricing decisions in Japanese
and Greek markets, respectively. ° However, having been conducted in a static
environment, their studies cannot distinguish the impact of inter-company trans-
actions on stock pricing from the effect that subsidiary earnings information has
on pricing decisions. Hence, the results of their studies cannot convincingly vali-
date the decision usefulness of subsidiary earnings information in stock pricing. By
contrast, our study can tell the separate role of subsidiary earnings information in
pricing decisions by analyzing the dynamic change in the incremental information
contents provided by Diff under new and old accounting standards. Besides, our
research finds that a clearer division of responsibilities between consolidated
statements and parent statements contributes to the disclosure of subsidiary earn-
ings information and brings investors additional information for pricing. The find-
ings prove that the information loss caused by previous consolidation techniques
exerts a negative influence on investors’ pricing decisions, thus confirming the
rationality of the adjustment in accounting methods for investments in subsidiar-
ies under the new standards and verifying the significance of such modifications in
stockholder protection.

The paper is structured as follows. The economic connotation of Diff under old and
new accounting standards is analyzed and the hypotheses of our research are proposed in
the next section. The research design is outlined in Section 3. The descriptive sta-
tistics analysis is presented in Section 4 and the empirical results are reported in

Section 5. Finally, the conclusion of the paper is provided in Section 6.

2. Background and Hypotheses

Before the implementation of the new accounting standards, the preparation

* Both Japan and Greece adopt the dual-disclosure-system and apply the cost method for investment in subsid-
iaries in parent financial statements.



