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ABSTRACT

AN EXAMINATION OF 

THE MARKET REACTION TO THE ADOPTION OF SFAS NO.52:

A NEW-INFORMATION-DE-FACTO APPROACH

by

Ts ing  Tzai  Wu 

A dv iso r :  P r o f e s s o r  S teven  B. Li l i e n

This  s tudy  d e v e lo p s  a new methodo logy ,  t h e  New-Informa- 

t i o n - d e - F a c t o  Approach t o  examine t h e  m arke t  r e a c t i o n  t o  t h e  

d i f f e r e n t i a l  income from t h e  a c c o u n t in g  change o f  f o r e i g n  

c u r r e n c y  t r a n s l a t i o n .  The main enhancement o f  t h i s  approach  

l i e s  in  t h e  adv o ca ted  a n a l y s e s  on t h e  t i m e l y  q u a r t e r  when an 

a c c o u n t in g  change o c c u r s .  P r e v io u s  s t u d i e s  us ing  t h e  lump­

sum annual  impact  a p p a r e n t l y  m i s - s p e c i f y  t h e  e x p l a n a t o r y  

v a r i a b l e s .  C lo s e ly  combining  t h e  i n f o r m a t i o n  about  SFAS 

No.52 from The Wall S t r e e t  J o u r n a l  and f i n a n c i a l  a n a l y s t ' s  

f o r e c a s t  (V alue L i n e ) ,  t h i s  s tu d y  shows t h a t  t h e  d i f f e r e n ­

t i a l  income from a d o p t i n g  t h i s  new p rom u lg a t io n  has in fo rm a­

t i o n  c o n t e n t .  S p e c i f i c a l l y ,  t h i s  s tu d y  acc um ula te s  CAR's 

from t h e  Value L ine  q u a r t e r l y  e a r n i n g s  f o r e c a s t  d a t e  t o  t h e  

WSJ q u a r t e r l y  ea rn ings-an r iouncem en t  d a t e  f o r  t h e  q u a r t e r  a

- i v -



company made t h e  a c c o u n t in g  change  o f  SFAS No.52.  CAR's 

t h u s  cumula ted  a r e  found t o  be s i g n i f i c a n t l y  c o r r e l a t e d  w i th  

t h e  q u a r t e r l y  e a r n i n g s  s i g n a l  as  well  as  income impact  s i g ­

n a l s  from t h e  ad o p t io n  o f  SFAS No.52.  This  i n f o r m a t i o n - c o n ­

t e n t  argument f o r  SFAS No.52 i s  f u r t h e r  v e r i f i e d  by d i f f e r ­

en t  g roups  based  on t h e  i n f o r m a t i o n  d i s c l o s e d  in  t h e  WSJ. 

The methodology d e s ig n e d  in  t h i s  s tu d y  can be g e n e r a l l y  ap­

p l i c a b l e  t o  su b se q u en t  s t u d i e s  on t h e  m arke t  r e a c t i o n  t o  t h e  

d i f f e r e n t i a l  income from a c c o u n t in g  ch an g e s .
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C h a p te r  I 

INTRODUCTION

1.1  ACCOUNTING-PRINCIPLES CHANGES IN FOREIGN CURRENCY 
TRANSLATION

FOREIGN CURRENCY TRANSLATION METHODS BEFORE 1976

During t h e  l a t e  s i x t i e s  and e a r l y  s e v e n t i e s ,  l a r g e  d e f i ­

c i t s  in  t h e  U.S. i n t e r n a t i o n a l  t r a d e  b a l a n c e  made t h e  f i x e d -  

exchange-  r a t e  and t h e  U.S.  d o l l a r - b a s e d  world  moneta ry  s y s ­

tem d i f f i c u l t  t o  m a i n t a i n .  Following t h e  c o l l a p s e  o f  t h e  

B r e t t o n  Woods Agreement ( o f  1944) i n  1971,  ma jor  c u r r e n c i e s  

were a l lowed  t o  f l o a t  and t h e  U.S. d o l l a r  was deva lued  d r a ­

m a t i c a l l y .  In t h i s  t im e  o f  t u r b u l e n t  exchange r a t e s ,  s e v e r ­

al d i f f e r e n t  methods o f  a c c o u n t in g  f o r  f o r e i g n  c u r r e n c y  

t r a n s l a t i o n  c o e x i s t e d  in  p r a c t i c e .  Around 41% o f  U.S.  mul­

t i n a t i o n a l  companies used t h e  CURRENT-NONCURRENT METHOD ( a l ­

lowed by ARB No. 4 ,  1 939 ) ;  40% used t h e  MONETARY-NONMONETARY 

METHOD (a l low ed  by APB No.6 ,  1 9 6 5 ) ;  and 9% used o t h e r  hyb r id  

methods ( t h e  o t h e r  10% w ere  n o n - r e s p o r i d e n t s ) . (Evans ,  

F o lk s ,  and J i l l i n g ,  1978 . )

.  1 _



TEMPORAL METHOD UNDER SFAS MO.8

2

In o r d e r  t o  u n i fy  t h e  t r e a t m e n t  o f  f o r e i g n  c u r r e n c y  

t r a n s l a t i o n  and e s t a b l i s h  t h e  a c c o u n t in g  s t a n d a r d  f o r  r e l a t ­

ed f o r e i g n  c u r r e n c y  t r a n s a c t i o n s .  t h e  F in a n c i a l  Accounting  

S tanda rd  Board ( h e r e a f t e r  FASB) i s s u e d  S ta tem en t  o f  F inan ­

c i a l  Accoun t ing  S t a n d a rd  ( h e r e a f t e r  SFAS) No.8 in  1975 and 

advoca ted  t h e  TEMPORAL METHOD as t h e  on ly  GAAP f o r  f o r e i g n  

c u r r e n c y  t r a n s l a t i o n .  The Temporal Method assumes t h a t  a l l  

f o r e i g n  s u b s i d i a r i e s  a r e  dependen t  e n t i t i e s  o f  t h e  U.S.  

p a r e n t  company. T h e r e f o r e ,  t r a n s l a t i o n  g a i n s / l o s s e s  from 

f o r e i g n  e n t i t i e s '  s t a t e m e n t s  a r e  i n c lu d e d  in  c o n s o l i d a t e d  

income s t a t e m e n t .  The Temporal Method r e l a t e d  f o r e i g n  f i ­

n a n c i a l  s t a t e m e n t  a c c o u n t s  w i th  t h e  d a t e  t h e  u n d e r ly i n g  mea­

surement was made. T h e r e f o r e ,  t h e  measurement d a t e  d e t e r ­

mined t h e  exchange  r a t e  t o  be used ;  i . e .  t h e  e l em en t s  s t a t e d  

a t  c u r r e n t  ( e . g .  c a sh )  o r  f u t u r e  ( e . g .  lo n g - t e r m  deb t )  

p r i c e s  were  t r a n s l a t e d  i n t o  U.S.  d o l l a r s  a t  c u r r e n t  exchange 

r a t e s ;  t h e  e l em en t s  s t a t e d  in  p a s t  p r i c e s  ( e . g .  d e p r e c i a ­

t i o n )  were t r a n s l a t e d  a t  h i s t o r i c a l  exchange r a t e s .  The 

t r a n s l a t i o n  g a i n s  o r  l o s s e s  were i n c lu d e d  in  t h e  income s t a ­

te ment  t o  r e f l e c t  t h e  r i s k s  o f  f o r e i g n  o p e r a t i o n s  u nde r ta ken  

by t h e  U.S.  p a r e n t  company. The exchange g a in s  o r  l o s s e s  

from f o r e i g n  c u r r e n c y  t r a n s a c t i o n s  were a l s o  r e c o g n iz e d  in  

c u r r e n t  income. The on ly  e x c e p t i o n  were t h o s e  exchange 

g a i n s / l o s s e s  which r e s u l t e d  from forward  exchange  c o n t r a c t s
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t h a t  were  d e s i g n a t e d  t o  hedge " f i r m  and uncancel  ab le"  f o r e -  

i g n - c u r r e n c y  commitments.  In t h i s  c a s e ,  t h e  exchange g a i n s  

o r  l o s s e s  were  d e f e r r e d  and in c lu d e d  in  t h e  measurement o f  

r e l a t e d  f o r e i g n  c u r r e n c y  t r a n s a c t i o n s .  (SFAS No.8 ,  p a r a .  

. 0 2 2 - . 0 2 9 . )

SFAS No.8 was s e v e r e l y  c r i t i c i z e d  f o r  i t s  i n c l u d i n g  u n r e ­

a l i z e d  t r a n s l a t i o n  g a i n s  o r  l o s s e s  from go ing  f o r e i g n  con­

c e r n s  in  c u r r e n t  income. As a r e s u l t ,  t h e r e  were h ea ted  de­

b a t e s  in  i n d u s t r y ,  t h e  f i n a n c i a l  community,  t h e  academic 

community,  and a c c o u n t in g  p r a c t i t i o n e r s .  In t h e  e a r l y  

S p r ing  o f  1978,  t h e  FASB conduc ted  a p o s t - e n a c tm e n t  rev iew 

on SFAS No.l  t o  No.12.  Of t h e  200 w r i t t e n  comments t o  t h e  

FASB, 176 d e a l t  w i th  SFAS No.8 .  And 174 (98.8%) o f  them 

were  c r i t i c a l  o f  i t .  Faced w i th  such h igh  p r e s s u r e ,  t h e  

FASB s t a r t e d  t o  r e v i s e  t h i s  s t a n d a r d  and f i n a l l y  promulgated  

SFAS No.52 on December 15 ,  1981 t o  s u p e r s e d e  SFAS No.8 by a

4 :3  m a j o r i t y  in  t h e  Committee.  This  ended t h e  s i x - y e a r s  

governance  (1976-1981) o f  SFAS No.8 as  t h e  on ly  s t a n d a r d  f o r  

f o r e i g n  c u r r e n c y  t r a n s l a t i o n .  The SFAS No.52 was e f f e c t i v e  

f o r  f i s c a l  y e a r s  b e g in n in g  on o r  a f t e r  December 15 ,  1982.

However, e a r l i e r  a p p l i c a t i o n  was e n c o u ra g e d .
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1 .2  FOREIGN CURRENCY TRANSLATION UNDER SFAS NO.52

FUNCTIONAL CURRENCY APPROACH UNDER SFAS NO.52

SFAS No.52 i s ,  in  f a c t ,  t h e  p ro d u c t  o f  c o m p ro m is e /  De­

s i g n i n g  a new te rm c a l l e d  " f u n c t i o n a l  c u r r e n c y " ,  SFAS No. 52 

c l e v e r l y  d e l i v e r e d  t h e  " h o t  p o t a t o "  o f  d e t e rm in in g  t r a n s l a ­

t i o n  methods t o  c o r p o r a t e  management.  SFAS No.52 d e f i n e s  

t h e  f u n c t i o n a l  c u r r e n c y  as  f o l l o w s :

"An e n t i t y ' s  f u n c t i o n a l  c u r r e n c y  i s  t h e  c u r r e n c y  
o f  t h e  pr im ary  economic env i ronm ent  in  which t h e  
e n t i t y  o p e r a t e s ;  n o r m a l l y ,  t h a t  i s  t h e  c u r r e n c y  o f  
t h e  env i ronm ent  in  which  an e n t i t y  p r i m a r i l y  gen­
e r a t e s  and expends c a s h . "

(SFAS No.52 ,  p a r a .  5 . )

E v a l u a t i n g  s ix  i n d i c a t o r s  ( i . e .  c a sh  f lo w ,  s a l e  p r i c e ,  

s a l e  m a r k e t ,  e x p e n s e ,  f i n a n c i n g ,  and in te rcompany  t r a n s ­

a c t i o n s )  s e t  by SFAS No.52 ( p a r a .  4 2 ) ,  management d e t e r m in e s  

t h e  f u n c t i o n a l  c u r r e n c i e s  f o r  f o r e i g n  e n t i t i e s .  I f  t h e  

f u n c t i o n a l  c u r r e n c y  o f  a f o r e i g n  e n t i t y  i s  de te rm in e d  as l o -

1 Th is  compromise may p a r t l y  come from t h e  b i t t e r  e x p e r i e n c e  
o f  t h e  FASB w i th  SFAS No.19 (1 9 7 7 ) .  In SFAS No.19 ,  t h e
FASB r e q u i r e d  t h e  " S u c c e s s f u l - E f f o r t  Accounting"  t o  be t h e  
on ly  GAAP f o r  a l l  o i l  and gas companies .  (For  t h e  d e t e r ­
m in a n t s  o f  t h i s  in t r a m e t h o d  c h o i c e ,  s ee  L i l i e n  and P a s t e -  
n a ,  1982. )  However, t h i s  advocacy was e f f e c t i v e l y  r e ­
v e r s e d  by t h e  S e c u r i t i e s  and Exchange Commission ( h e r e ­
a f t e r  SEC) (See ASR No. 2 53 ,  1 9 7 8 ) ,  m a in ly  due t o  t h e  t r e ­
mendous p r e s s u r e  from t h e  o i l  g i a n t s .  The SEC a l low ed  
t h e  r e g i s t e r e d  o i l  and gas  companies t o  use e i t h e r  t h e  
" S u c c e s s f u l - E f f o r t  A ccount ing"  o r  t h e  " F u l l - C o s t  Account­
ing"  in  t h e i r  p rimary  s t a t e m e n t s ,  and add a "Reserve  Rec­
o g n i t i o n  Accounting"  (RRA) as  a supp lem en ta ry  r e p o r t i n g  in  
f o o t n o t e .  To some com fo r t  of  t h e  FASB, t h e  SEC r e q u i r e d  
t h o s e  companies s e l e c t i n g  t h e  S u c c e s s f u l - E f f o r t  Accounting  
t o  fo l l o w  t h e  r u l e s  in  SFAS No.19.
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c a l  cu r r e n c y  ( i . e .  an in d e p en d en t  f o r e i g n  s u b s i d i a r y ) ,  t h e n  

t h e  method t o  be used t o  t r a n s l a t e  f o r e i g n - c u r r e n c y  f i n a n ­

c i a l  s t a t e m e n t s  i n t o  U . S . - d o l l a r  s t a t e m e n t s  i s  t h e  CURRENT 

METHOD. On t h e  o t h e r  hand ,  i f  t h e  f u n c t i o n a l  c u r r e n c y  i s  

d e t e rm in e d  as  t h e  U.S.  d o l l a r  ( i . e .  a dependen t  f o r e i g n  sub­

s i d i a r y ) ,  t h e n  t h e  method t o  be used i s  t h e  TEMPORAL METHOD 

(w i th  d e f e r r e d  income t a x e s  and t h e  p o l i c y  a c q u i s i t i o n  c o s t s  

o f  i n s u r a n c e  companies now be ing  t r a n s l a t e d  a t  c u r r e n t  ex­

change r a t e .  SFAS No.52 g i v e s  t h i s  t h e  new name o f  "remea­

s u re m e n t " .  See SFAS No.52 ,  p a r a s .  10 and 47 t o  5 4 ) .  The

on ly  e x c e p t i o n  l i e s  in  t h e  f o r e i g n  e n t i t i e s  in  a " h ig h ly  i n -
£

f l a t i o n a r y  economy".  In t h a t  c a s e ,  f o r e i g n  f i n a n c i a l  s t a t e ­

ments a r e  t r a n s l a t e d  in t h e  Temporal Method "as  i f  t h e  func ­

t i o n a l  c u r r e n c y  were t h e  r e p o r t i n g  c u r r e n c y  ( i . e .  U.S.  

d o l l a r ) "  (SFAS No.52 ,  p a r a .  1 1 ) .  SFAS No.52 b e l i e v e s  pro­

v i d i n g  " d i f f e r e n t  a c c o u n t in g  f o r  s i g n i f i c a n t l y  d i f f e r e n t  e c ­

onomic f a c t s "  i s  "a s i g n i f i c a n t  v i r t u e  o f  f u n c t i o n a l  c u r r e n ­

cy a p p r o a c h . "  (SFAS Mo.52 ,  p a r a .  8 4 . )

"(A) h ig h ly  i n f l a t i o n a r y  economy i s  one t h a t  has cumula­
t i v e  i n f l a t i o n  o f  a p p r o x im a te ly  100 p e r c e n t  o r  more o ve r  a 
3 - y e a r  p e r io d "  (SFAS No.52,  p a r a .  11) such as  A r g e n t i n a ,  
I s r a e l ,  B r a z i l ,  Ghana,  P e ru ,  Turkey ,  e t c .  (1978-1981) .  
Using t h e  Temporal Method t o  t r a n s l a t e  f o r e i g n  e n t i t i e s  in  
t h e  h i g h l y  i n f l a t i o n a r y  economy i s  n o th in g  b u t  a p ragm a t ic  
d e c i s i o n  o f  t h e  FASB. The s u p e r f i c i a l  r e a s o n  f o r  t h i s  i s  
t h a t  "a c u r r e n c y  t h a t  has l a r g e l y  l o s t  i t s  u t i l i t y  as  a 
s t o r e  o f  v a lu e  canno t  be a f u n c t i o n a l  measur ing  u n i t "  
(SFAS No.52 ,  p a r a .  107) .
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CURRENT METHOD

The CURRENT METHOD f o r  f o r e i g n  c u r r e n c y  t r a n s l a t i o n  of  

SFAS No.52 i s  t h e  o p p o s i t e  o f  t h e  tempora l  method under SFAS 

No.8 .  B a s i c a l l y ,  t h e  C u r r e n t  Method t r e a t s  t h e  f o r e i g n  en­

t i t y  as an e q u i t y  i n v e s t m e n t .  C o n s e q u e n t ly ,  t h e  t r a n s l a t i o n  

p r o c e s s  does  no t  d i s t i n g u i s h  between i n d i v i d u a l  a c c o u n t s  o f  

a s s e t s  and l i a b i l i t i e s .  All a s s e t s  a c c o u n t s  and l i a b i l i t i e s  

a c c o u n t s  a r e  t r a n s l a t e d  a t  t h e  c u r r e n t  exchange r a t e  a t  t h e  

b a l a n c e  s h e e t  d a t e ;  s h a r e h o l d e r s ’ e q u i t y  a c c o u n t s  a r e  t r a n s ­

l a t e d  a t  h i s t o r i c a l  r a t e s .  F u r t h e r ,  t h e o r e t i c a l l y , r e v ­

e n u e s ,  e x p e n s e s ,  and income a c c o u n t s  in  t h e  income s t a t e m e n t  

shou ld  be t r a n s l a t e d  a t  t h e  c u r r e n t  r a t e s  as i n c u r r e d .  Con­

s i d e r i n g  t h e  bookkeeping c o s t s ,  SFAS No.52 a l lo w s  one t o  use 

"an a p p ro x im a te ly  w e igh ted  av e ra g e  exchange r a t e  f o r  t h e  

p e r io d "  t o  t r a n s l a t e  t h o s e  e l e m e n t s  (SFAS No.52 ,  p a r a .  1 2 ) .

The t r a n s l a t i o n  g a in s  o r  l o s s e s  r e s u l t e d  from t h e  C u r re n t  

Method a p p e a r s  on t h e  b a l a n c e  s h e e t  in  a s p e c i a l  new a c ­

c o u n t ,  "C um ula t ive  T r a n s l a t i o n  A djus tm ent"  ( h e r e a f t e r  CTA ) ,  

o f  s h a r e h o l d e r s '  e q u i t y ,  and i t  r e s i d e s  in t h i s  accoun t  un­

t i l  t h e  f o r e i g n  e n t i t y  i s  so ld  o r  l i q u i d a t e d  (SFAS No.52 ,  

p a r a .  1 4 ) .  Following t h e  same r a t i o n a l e ,  t h e  f o r e i g n  ex­

change  g a i n s  o r  l o s s e s  r e s u l t i n g  from f o r e i g n - c u r r e n c y  

t r a n s a c t i o n s  t h a t  a r e  o f  l o n g - t e r m  in v e s tm e n t  n a t u r e  o r  a r e  

d e s i g n a t e d  as hedge of  n e t  i n v e s tm e n t  shou ld  e n t e r  t h e  CTA, 

r a t h e r  th a n  r e c o g n i z i n g  i t  c u r r e n t l y  (SFAS No.52 ,  p a r a .  2 0 ) .



7

As e x p ec ted  by t h e  FASB, t h e  d e b a t e  r e g a r d i n g  f o r e i g n  

c u r r e n c y  t r a n s l a t i o n  cea se d  a f t e r  t h e  p rom ulga t ion  o f  SFAS 

No.52 i n  1981 due t o  t h e  f a c t  t h a t  i t  s im u l t a n e o u s l y  p l e a s e s  

two c o n f l i c t i n g  p a r t i e s :  t h o s e  who advoca ted  Temporal Meth­

od and t h o s e  who were in  o p p o s i t i o n  t o  i t .  To i l l u s t r a t e :  

SFAS No.52 was e f f e c t i v e  two y e a r s  a f t e r  i t s  p rom ulga t ion  in  

1981,  b u t  e a r l i e r  a p p l i c a t i o n  was a l lo w e d .  As a r e s u l t ,  142 

(36.9%) o f  385 m u l t i n a t i o n a l  companies  in  t h e  AICPA-600 im­

m e d i a t e l y  adop ted  t h e  SFAS No.52 i n  1981;  167 (43.4%) o f

them adop ted  i t  e a r l y  in  1982.  In t o t a l ,  80.3% (309/385)  o f  

AICPA-600 companies adop ted  SFAS No.52 e a r l i e r  th a n  r e ­

q u i r e d .  Only 19.7% (76 /385)  o f  m u l t i n a t i o n a l s  adopted  i t  

a f t e r  1982 as  r e q u i r e d .  The p o p u l a r i t y  o f  SFAS No.52 i s  

c l e a r l y  r e f l e c t e d  i n  t h e s e  s t a t i s t i c s .

1 .3  SFAS NO.52 AND MANAGEMENT JUDGMENT 

MANAGEMENT JUDGMENT & FOREIGN CURRENCY TRANSLATION

F l e x i b i l i t y  i s  t h e  r e a s o n  why SFAS No.52 was welcomed by 

t h e  i n d u s t r y .  Management d e t e r m in e s  t h e  f u n c t i o n a l  c u r r e n ­

c i e s ,  and t h u s  d e t e r m in e s  t h e  t r a n s l a t i o n  methods t o  be 

used .  SFAS No.52 b e l i e v e s  "management i s  in  t h e  b e s t  p o s i ­

t i o n  t o  o b t a i n  t h e  p e r t i n e n t  f a c t s  and w e ig h t  t h e i r  ( i . e .  

s i x  i n d i c a t o r s ' ) r e l a t i v e  im por tance  in  d e t e r m in i n g  t h e
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f u n c t i o n a l  c u r r e n c y  f o r  each  o p e r a t i o n "  (SFAS No.52 ,  p a r a .  

4 1 ) .  T h e r e f o r e ,  "Management 's  judgment i s  e s s e n t i a l  and 

paramount in  t h i s  d e t e r m i n a t i o n  ( o f  f u n c t i o n a l  c u r r e n c y ) "  

(SFAS No.52 ,  p a r a .  4 1 ) .  Even f o r  t h e  more r i g i d  s i t u a t i o n  

where a f o r e i g n  e n t i t y  i s  i n  a h i g h l y  i n f l a t i o n a r y  economy, 

management p la y s  i t s  r o l e  t o o .  "The d e f i n i t i o n  o f  a h i g h l y  

i n f l a t i o n a r y  economy as one t h a t  has c u m u la t i v e  i n f l a t i o n  o f  

a p p r o x im a te ly  100 p e r c e n t  o r  more ove r  a 3 - y e a r  p e r io d  i s  an 

a r b i t r a r y  d e c i s i o n .  In some i n s t a n c e s ,  t h e  t r e n d  o f  i n f l a ­

t i o n  might  be a s  im p o r t a n t  as  t h e  a b s o l u t e  r a t e .  I t  i s  t h e  

B o a r d ' s  i n t e n t i o n  t h a t  t h e  d e f i n i t i o n  o f  a h i g h l y  i n f l a t i o n ­

a r y  economy be a p p l i e d  w i t h  judgment ( o f  management)" (SFAS 

No.52 ,  p a r a .  1 0 9 ) .

MANAGEMENT JUDGMENT & FOREIGN CURRENCY TRANSACTION

Management judgment a p p l i e s  not  on ly  t o  f o r e i g n  c u r r e n c y  

t r a n s l a t i o n ,  b u t  a l s o  t o  t r a n s a c t i o n s .  A f o r e i g n  c u r r e n c y  

t r a n s a c t i o n  i s  d e f i n e d  as " (a )  t r a n s a c t i o n  denominated  in  a 

c u r r e n c y  o t h e r  t h a n  t h e  e n t i t y ' s  f u n c t i o n a l  c u r r e n c y . "  

(SFAS No.52 ,  p a r a .  15 . )  Although a c c o u n t in g  r u l e s  f o r  f o r ­

e ig n  c u r r e n c y  t r a n s a c t i o n  a r e  b a s i c a l l y  unchanged f o r  SFAS 

No.8 ,  SFAS No.52 t a k e s  a more f l e x i b l e  p o s i t i o n .  For exam­

p l e ,  in  o r d e r  t o  q u a l i f y  f o r  t h e  e x c e p t i o n a l  d e f e r r a l  t r e a t ­

ment on exchange g a in s  o r  l o s s e s  from a f o r e i g n  c u r r e n c y  

t r a n s a c t i o n ,  t h e  hedg ing  i n s t r u m e n t  must be a fo rward  ex ­

change  c o n t r a c t  w i th  t h e  match ing  o f  bo th  d a t e  and c u r r e n c y



9

w i th  a ' f i r m  and u n c a n c e la b l e "  f o r e i g n  commitment under  SFAS 

No.8 (SFAS No.8 ,  p a r a .  . 0 2 7 ) .  However, SFAS No.52 r e l e a s e s  

t h i s  s t r i c t  r e q u i r e m e n t .  A s ide  from a fo rw ard  c o n t r a c t ,  any 

o t h e r  t y p e  o f  f o r e i g n  c u r r e n c y  t r a n s a c t i o n  ( e . g .  c u r r e n c y  

swaps,  f o r e i g n  c u r r e n c y  cash  b a l a n c e s  o r  c e r t i f i c a t e s  o f  de­

p o s i t ,  f o r e i g n  c u r r e n c y  l o a n s ,  e t c . )  " d e s i g n a t e d  a s ,  and e f ­

f e c t i v e  a s ,  a hedge o f  a ' f i r m '  f o r e i g n  c u r r e n c y  commitment" 

q u a l i f i e s  f o r  d e f e r r a l  (SFAS No.52 ,  p a r a .  2 1 ) .  H ere ,  SFAS 

No.52 does  no t  r e q u i r e  t h a t  t h e  f o r e i g n - c u r r e n c y  commitment 

s h ou ld  be ' u n c a n c e l a b l e ' .  I t  a l s o  does  not  r e q u i r e  any 

l i n k a g e  o f  t h e  d a t e  o f  hedg ing  t r a n s a c t i o n  w i th  t h e  d a t e  o f  

hedged commitment,  beca use  " t h e  e x i s t e n c e  o f  an economic 

hedge i s  a q u e s t i o n  o f  f a c t ,  no t  o f  form" (SFAS No.52 ,  p a r a .  

1 3 3 ) .  Who d e t e r m i n e s  t h e  " f a c t " ?  The management d o e s .  The 

same management a l s o  d e t e r m in e s  t h e  " f a c t "  o f  t h e  economic 

hedge o f  a n e t  i n v e s t m e n t  in  a f o r e i g n  e n t i t y  and t h e  hedge 

o f  a in te rcom pany  f o r e i g n  c u r r e n c y  t r a n s a c t i o n  t h a t  i s  o f  a 

l o n g - t e r m  in v e s t m e n t  n a t u r e ,  in  which exchange g a i n s  o r  

l o s s e s  a r e  a l s o  e x c e p t i o n a l l y  r e p o r t e d  as t r a n s l a t i o n  ad­

j u s t m e n t s  (SFAS No.5 2 ,  p a r a .  2 0 ) .

"Because  management ' s  judgment w i l l  be r e q u i r e d  t o  i d e n ­

t i f y ,  w e i g h t ,  and i n t e r p r e t  t h e  f a c t s  w i t h i n  t h e  o b j e c t i v e s  

and g u id a n ce  in  t h e  S t a t e m e n t , "  SFAS No.52 acknow ledges ,  

" t h a t  i s  always  a r i s k  when s t a n d a r d  must  be a p p l i e d  w i th  

ju d g m en t . "  N e v e r t h e l e s s ,  SFAS No.52 j u s t i f i e s  t h i s  r i s k :
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"The Board b e l i e v e s  t h a t  r i s k  i s  l i k e l y  t o  do l e s s  
damage t o  t h e  u s e f u l n e s s  o f  f i n a n c i a l  r e p o r t i n g  
t h a n  a r b i t r a r y  r u l e s  t h a t  o v e r lo o k  economic d i f ­
f e r e n c e s  and r e q u i r e  d i f f e r e n t  s i t u a t i o n s  t o  be 
accoun ted  f o r  as  though  t h e y  were t h e  same (a s  
SFAS No.8 d i d ) . "

(SFAS No.52 ,  p a r a .  8 4 . )

1 .4  RESEARCH ISSUES ON SFAS NO.52

S ince  SFAS No.52 r e l i e s  h e a v i l y  on management judgm ent ,  

management i s  r e l i e v e d  from t h e  b in d i n g  o f  i n c l u d i n g  t r a n s ­

l a t i o n  g a i n s / l o s s e s  in  c u r r e n t  income. T h e r e f o r e ,  manage­

ment i s  a b l e  t o  use  i t s  d i s c r e t i o n a r y  power t o  d e r i v e  t h e  

f o r e i g n  r i s k  management p r a c t i c e  in  t h e  d i r e c t i o n  o f  e f f e c ­

t i v e  usage o f  c o r p o r a t e  r e s o u r c e s .  An i n t e r e s t i n g  q u e s t i o n  

i s  t h a t ,  "does  t h e  m arke t  r e a c t  t o  t h e  d i f f e r e n t i a l  income 

from t h i s  a c c o u n t in g  change  t h a t  i s  s i g n a l l i n g  t h e  p o s s i b l e  

change  in  f o r e i g n  r i s k  management?" Th i s  s tudy  d e v e lo p s  t h e  

" N e w -In fo rm a t io n -d e -F a c to "  Approach" t o  i n v e s t i g a t e  t h i s  

problem. Th i s  approach  i s  a t h e o r e t i c a l  c o r r e c t i o n  on p r e ­

v io u s  s t u d i e s  and i s  g e n e r a l l y  a p p l i c a b l e  t o  a c c o u n t i n g -  

change  s t u d i e s .  (S ee  S e c t i o n  2 . 2 ,  "DEVELOPMENT IN 

METHODOLOGY FOR INFORMATION-CONTENT STUDIES".)



C h a p t e r  I I  

THEORETICAL BACKGROUND

2.1  REPORTED EARNINGS AND STOCK PRICES

S in c e  t h e  seminal  work o f  Bal l  and Brown (1 9 6 8 ) ,  a s e r i e s  

o f  s t u d i e s  showed t h a t  r e p o r t e d  e a r n i n g s  conveyed in fo rm a­

t i o n  t o  i n v e s t o r s .  In o t h e r  w o rd s ,  r e s u l t s  from v a r i o u s  r e ­

s e a r c h  r e v e a l e d  t h e  e x i s t e n c e  o f  a s t a t i s t i c a l l y  s i g n i f i c a n t  

a s s o c i a t i o n  between abnormal r e s i d u a l  r e t u r n s  and unexpec ted  

n e t  income r e p o r t e d ,  no m a t t e r  what  t h e  r e p o r t e d  income was 

annual  ( e . g .  Bal l  and Brown, 1968;  P a t e l l ,  1976 . )  o r  quar ­

t e r l y  ( e . g .  Brown and K e n n e l l y ,  1972;  F o s t e r ,  1 9 7 7 . ) ;  no 

m a t t e r  what  t h e  ex p ec ted  income was in  t h e  n a i v e  model ( e . g .  

Ball  and Brown, 1 9 6 8 ) ,  in  t h e  B ox-Jenk ins  model ( e . g .  Fos­

t e r ,  1 9 7 7 . ) ,  o r  in  managements '  f o r e c a s t  ( e . g .  P a t e l l ,  

1 9 7 6 . ) ;  and no m a t t e r  what  t h e  unexpec ted  r e p o r t e d  income 

was i n  s i g n  on ly  ( e . g .  B a l l  and Brown, 1968 . )  o r  in  bo th  

s i g n  and s i z e  ( e . g .  Beave r ,  C la rk e  and W r ig h t ,  1979; Hager-  

man, Zmijewski  and Shah,  1 9 8 4 ) .  Tha t  r e p o r t e d  e a r n i n g s  have 

i n f o r m a t i o n  c o n t e n t  i s  one o f  t h e  most c o n s i s t e n t  a rguments  

i n  a c c o u n t in g  r e s e a r c h .

-  11 -
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2 . 2  DEVELOPMENT IN METHODOLOGY FOR INFORMATION-CONTENT 
STUDIES

In a c c o u n t in g  and f i n a n c e  l i t e r a t u r e ,  " i n f o r m a t i o n  con­

t e n t "  r e f e r s  t o  t h e  u s e f u l n e s s  o f  a p i e c e  o f  news f o r  i n v e s ­

t o r s .  I f  a p i e c e  o f  news i s  u se fu l  f o r  i n v e s t o r s '  d e c i s i o n ­

m aking ,  t h e n  i t  has  i n f o r m a t i o n  c o n t e n t ;  o t h e r w i s e ,  i t  does  

n o t .  I n f o r m a t io n  c o n t e n t  s t u d i e s  a r e  im p o r t a n t  i n  a c c o u n t ­

in g  b eca u se  t h e  f i r s t  m a jo r  o b j e c t i v e  o f  f i n a n c i a l  r e p o r t i n g  

i s  t o  p r o v id e  u s e fu l  i n f o r m a t i o n  f o r  i n v e s t o r s  in  making r a ­

t i o n a l  i n v e s t m e n t  d e c i s i o n s  (SFAC N o . l ,  1978,  p a r a .  3 4 ) .  

T h e r e f o r e ,  i n v e s t i g a t i n g  t h e  u s e f u l n e s s  o f  a c c o u n t in g  p r e s ­

e n t a t i o n s  i s  one o f  t h e  m a jo r  a r e a s  in  which a c c o u n t in g  r e ­

s e a r c h e r s  a r e  i n t e r e s t e d .

This  s tu d y  c l a s s i f i e s  news i n f o r m a t i o n  i n t o  two l e v e l s :  

t h e  l o w e r - l e v e l  non-numer ic  news and t h e  h i g h e r - l e v e l  numer­

i c  news. The l o w e r - l e v e l  non-numer ic news o n ly  conveys  

ev e n t  i n f o r m a t i o n  ( i . e .  "what h a p p e n s " ) ,  such as d e c l a r a ­

t i o n  o f  s to c k  s p l i t s  o r  t h e  a c c o u n t i n g - s t a n d a r d - s e t t i n g  p ro­

c e s s e s .  I t  does  not  convey any numeric i n f o r m a t i o n .  On t h e  

o t h e r  hand,  t h e  h i g h e r - l e v e l  n im e r ic  news not  on ly  conveys 

non-numeric  e v en t  i n f o r m a t i o n ,  b u t  a l s o  conveys numeric i n ­

fo rm a t io n  which i n c l u d e s  " q u a l i t a t i v e  a t t r i b u t e "  ( i n c r e a s e  

o r  d e c r e a s e )  and " q u a n t i t a t i v e  a t t r i b u t e "  (how much o f  i t ) .  

Based on t h e  c h a r a c t e r i s t i c s  o f  news, t h r e e  c a t e g o r i e s  o f  

m e th o d o lo g ie s  in  i n f o r m a t i o n  c o n t e n t  s t u d i e s  can be found in
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l i t e r a t u r e .  That  i s :  (1 )  Change Approach,  (2)  Level Ap­

p ro a c h ,  and (3)  P a t t e r n  Approach.  Each o f  them answers  d i f ­

f e r e n t  a s p e c t s  o f  i n f o r m a t i o n  c o n t e n t ,  as  d i s c u s s e d  in  t h e  

f o l l o w i n g .

2 . 2 . 1  CHANGE APPROACH

This  approach  answers  t h e  fo l l o w in g  q u e s t i o n :  "does

s t o c k  p r i c e  change  beca use  o f  unexpec ted  change  in  e x p l a n a ­

t o r y  v a r i a b l e s  caused  by new in f o r m a t i o n ? "  I f  i t  d o e s ,  th e n  

t h i s  p i e c e  o f  news has  i n f o r m a t i o n  c o n t e n t .  The Change Ap­

proach  can be employed f o r  t h e  s tudy  o f  numeric news o n ly .  

I t  d i r e c t l y  e x p l o r e s  t h e  r e l a t i o n s h i p  between abnormal r e s i ­

dual  r e t u r n s  w i th  unexpec ted  change in  e x p l a n a t o r y  v a r i -  

a b l e ( s ) ;  and ,  g e n e r a l l y ,  t h e  fo rm er  i s  r e g r e s s e d  on t h e  l a t -  

t e r ( s ) .  Th is  i s  " t h e  more p o p u la r  and l e s s  r e s t r i c t i v e  

method o f  o b s e r v in g  p r i c e  r e a c t i o n  t o  a c c o u n t in g  change" 

(Lev and O hlson ,  1 9 8 2 :2 6 8 ) .  Although t h i s  methodology was 

used in  many s t u d i e s  ( e . g .  Magee, 1975; Beave r ,  C l a r k e ,  and 

W righ t ,  1979;  B e a v e r ,  G r i f f i n  and Landsman, 1982; Hagerman, 

Zmijewski ,  and Shah,  1984;  among o t h e r s ) ,  t h e  f i r s t  pap e r  

employing t h i s  methodology  t o  i n v e s t i g a t e  t h e  p r i c e  r e a c t i o n  

t o  t h e  a c c o u n t in g  change o f  SFAS No.52 i s  Haw, Li 1 ien  and 

P a s te n a  (1 9 8 5 ) .
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However, t h e  Change Approach "depends c r u c i a l l y  on t h e  

e x p e c t a t i o n  model used and on an e x a c t  i d e n t i f i c a t i o n  o f  t h e  

t i m i n g  o f  i n f o r m a t i o n  d i s c l o s u r e . "  (Lev and Ohlson ,  

1 9 8 2 :3 0 8 ) .  T h e r e f o r e ,  s t u d i e s  employing t h i s  approach 

shou ld  have n u n e r i c a l  news,  r e l a t i v e l y  o b j e c t i v e  marke t  ex­

p e c t a t i o n ,  and c l e a r  i d e n t i f i c a t i o n  o f  d i s c l o s u r e  d a t e s .  In 

t h i s  s t u d y ,  t h e  Change Approach i s  employed t o  i n v e s t i g a t e  

t h e  f i r s t  r e s e a r c h  i s s u e ,  i . e .  t h e  e f f e c t  o f  in c re m en ta l  o r  

dec rem en ta l  income from t h e  a c c o u n t in g  change  o f  SFAS No.52 

on s t o c k  p r i c e s .

IMPROVEMENT OF THIS STUDY IN CHANGE APPROACH

Using (a)  lump-sum annual  income impact  o f  t h i s  a c c o u n t ­

in g  c h a n g e ,  (b)  n a i v e  model f o r  m ark e t  e x p e c t a t i o n ,  ( c )  

c r o s s - s e c t i o n a l  d a t e s ,  and (d) c u m u l a t i v e  weekly  r e s i d u a l s  

o v e r  one y e a r ,  Haw, L i l i e n  and P a s t e n a  (1985) argued t h a t  

t h e  m arke t  r e a c t e d  t o  r e p o r t e d  annual  e a r n i n g s  under  t h e  o ld  

r u l e  and d i f f e r e n t i a l  income r e s u l t e d  from t h e  a c c o u n t in g  

change .  Both were d i f f e r e n t l y  a s s o c i a t e d  w i t h  t h e  one 

y e a r ' s  c u m u la t i v e  weekly r e s i d u a l s .  However, Hagerman, Zmi- 

j e w s k i ,  and Shah (1984) showed t h a t  examining t h e  e a r n i n g s  

s i g n a l  a round t h e  annual  r e p o r t  d a t e  shou ld  focus  on t h e  

f o u r t h - q u a r t e r  s i g n a l  r a t h e r  th a n  t h e  annual  s i g n a l .  (HZS, 

1 9 8 4 :5 3 8 ) .  The HZS's c o n c l u s i o n  was drawn from a s im p le  

s c e n a r i o  where  no a c c o u n t in g  change  o c c u r r e d  in  t h e  y e a r .  

Under t h e  complex s c e n a r i o  where an a c c o u n t in g  change o c c u r s
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i n  any q u a r t e r ,  t h i s  s tu d y  f u r t h e r  shows t h a t  u s ing  lump-sum 

annual  f o r m u l a t i o n  m i s - s p e c i f i e s  t h e  e x p l a n a t o r y  v a r i a b l e s .  

(See  C h a p te r  VI ,  "New I n f o r m a t io n  de Fac to  and E x p l a n a to r y  

V a r i a b l e s " . )  This  i s  a t h e o r e t i c a l  c o r r e c t i o n  o f  p r e v io u s  

s t u d i e s  on a c c o u n t i n g  c h a n g e s .  The framework o f  a n a l y s i s  i s  

based  on t h e  co n ce p t  o f  "new i n f o r m a t io n  de f a c t o " .  There ­

f o r e ,  t h i s  s tu d y  r e f e r s  t h i s  approach  as  t h e  "New-Informa- 

t i o n - d e - F a c t o  Approach" t o  d i f f e r e n t i a t e  i t  from t h o s e  used 

i n  p r e v io u s  s t u d i e s .  T h i s  approach  i s  g e n e r a l l y  a p p l i c a b l e  

t o  o t h e r  a c c o u n t in g - c h a n g e  s t u d i e s .

2 . 2 . 2  LEVEL APPROACH

T his  approach  answers  t h e  q u e s t i o n :  " I s  t h e  i n f o r m a t i o n

o f  an e x p l a n a t o r y  v a r i a b l e  one o f  t h e  i n g r e d i e n t s  t h a t  form 

t h e  s to c k  p r i c e  d u r in g  t h e  p r i c e  fo rm a t io n  p ro c e s s  in  t h e  

p e r i o d ( s ) ? "  I f  i t  i s ,  t h e n  t h i s  e x p l a n a t o r y  v a r i a b l e  has 

i n f o r m a t i o n  c o n t e n t .  And in  some s e n s e ,  i t  measures  t h e  

u s e f u l n e s s  o f  a c c o u n t i n g  p r e s e n t a t i o n s .  The Level Approach

s tems from t h e  s t o c k  v a l u a t i o n  m ode ls .  And, g e n e r a l l y ,  t h e

m arke t  v a l u e  o f  t h e  f i r m  i s  r e g r e s s e d  w i th  t h e  e a r n i n g s - r e -  

l a t e d  e x p l a n a t o r y  v a r i a b l e ,  t h e  r i s k ,  and t h e  growth .  For­

mal t h e o r e t i c a l  development and e m p i r i c a l  t e s t i n g  o f  t h e  

Level  Approach appea red  in  t h e  c l a s s i c a l  works o f  M od ig l i an i  

and M i l l e r  ( 1 9 5 8 ) ,  M i l l e r  and M od ig l i an i  ( 1 9 6 6 ) ,  Sharpe
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( 1 9 6 4 ) ,  L i n t n e r  ( 1 9 6 5 ) ,  McDonald (1 9 7 1 ) ,  and L i t z e n b e r g e r  

and Rao (1971)= Examples o f  i t s  a p p l i c a t i o n  t o  f i n a n c i a l  

r e p o r t i n g  i s s u e s  appea red  in  F o s t e r  (1 9 7 7 ) ,  Bowen (1 9 8 1 ) ,  

Beaver and Landsman (1 9 8 3 ) ,  Daley  (1 9 8 4 ) ,  Haw and L u s t g a r t e n  

( 1 9 8 5 ) ,  Ohsen ( 1 9 8 5 ) ,  Tse  (1 9 8 6 ) ,  among o t h e r s .

The Level  Approach does not  need t h e  marke t  e x p e c t a t i o n  

t o  c o n s t r u c t  i t s  e x p l a n a t o r y  v a r i a b l e s .  I t  a l s o  does  not

have t o  i d e n t i f y  t h e  e x a c t  d i s c l o s u r e  d a t e ,  b e c a u se  t h e o r e t ­

i c a l l y ,  t h e  Level Approach uses  t h e  s t o c k  p r i c e  a t  y e a r  end 

t o  c a l c u l a t e  t h e  marke t  v a l u e  o f  a f i r m .  The Level  Approach 

i s  e s p e c i a l l y  a p p r o p r i a t e  f o r  numeric  news w i t h o u t  c l e a r  

m arke t  e x p e c t a t i o n s  a n d / o r  c l e a r  d i s c l o s u r e  d a t e s ;  and t h e  

marke t  i s  no t  so s e n s i t i v e  t o  t h e  changes  o f  them,  so no f i ­

n a n c i a l  a n a l y s t  f o r e c a s t s  t h e s e  v a r i a b l e s ;  b u t  in  some way 

t h e  marke t  i n c o r p o r a t e s  them as  i n g r e d i e n t s  d u r in g  t h e  

s t o c k - p r i c e  f o r m a t i o n  p r o c e s s  in  t h e  p e r i o d ( s ) .  The "cumu­

l a t i v e  t r a n s l a t i o n  a d j u s t m e n t "  acc o u n t  i s  an example .

2 . 2 . 3  PATTERN APPROACH

T his  approach  answers  t h e  q u e s t i o n :  "Does s t o c k  p r i c e

behave d i f f e r e n t l y  a lo n g  t h e  p e r i o d ( s )  c o n t a i n i n g  t h e  

e v e n t ? "  I f  i t  d o e s ,  t h e n  t h i s  ev e n t  has i n f o r m a t i o n  con­

t e n t .  The P a t t e r n  Approach i s  e s p e c i a l l y  s u i t a b l e  f o r  non­
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numeric  news s t u d i e s  in  i n f o r m a t i o n  c o n t e n t .  And g e n e r a l l y  

t h i s  approach  l o o k s  a t  t h e  a b n o r m a l - r e s i d u a l s  p a t t e r n  o r  t h e  

c u m u la t i v e  a b n o r m a l - r e s i d u a l  s p a t t e r n  along t h e  t im e  p e r io d  

t h a t  an e v e n t  o c c u r r e d .  The P a t t e r n  Approach was f i r s t  em­

p loyed in  t h e  seminal  work o f  Fama, F i s h e r ,  J e n s e n ,  and Roll 

(1969 ) .  The d a t a  r e q u i r e m e n t  o f  t h i s  approach  i s  q u i t e  s im­

p l e .  I t  o n ly  needs  l o w e r - l e v e l  non-numer ic  news and d i s c l o ­

s u r e  d a t e s .  Market  e x p e c t a t i o n  i s  not  r e q u i r e d  i n  t h i s  

a n a l y s i s .  However,  in  o r d e r  t o  make s u r e  t h a t  t h i s  r e s i d u a l  

p a t t e r n  s p e c i f i c a l l y  happens  o n ly  f o r  t h e  a f f e c t e d  f i r m s  

( " e x p e r im e n ta l  g r o u p " ) ,  s e l e c t i n g  a " c o n t r o l  group" i s  nec­

e s s a r y  f o r  t h e  P a t t e r n  Approach.  (The s i m p l i c i t y  o f  d a t a  

r e q u i r e m e n t  f o r  t h e  P a t t e r n  Approach a l s o  makes t h e  s e l e c ­

t i o n  o f  a " c o n t r o l  group" p o s s i b l e . )  The P a t t e r n  Approach 

has been a p p l i e d  t o  many a c c o u n t in g  s t a n d a r d - s e t t i n g  p ro c e s s  

s t u d i e s .  ( e . g .  Dukes,  1978;  Dyckman and Sm ith ,  1979; Ro, 

1980;  V ig e l a n d ,  1981;  among o t h e r s . )

USING PATTERN APPROACH IN NUMERIC NEWS

Although  t h e  P a t t e r n  Approach i s  e s p e c i a l l y  s u i t a b l e  f o r  

l o w e r - l e v e l  non-numer ic  news,  i t  can be employed in  t h e  

s tu d y  o f  h i g h e r - l e v e l  numeric  news by i g n o r i n g  i t s  numeric 

c h a r a c t e r i s t i c s .  ( e . g .  Kaplan and R o l l ,  1972;  Duke, 1978;  

H a r r i s o n ,  1978; among o t h e r s . )  Most i n f o r m a t i o n - c o n t e n t

s t u d i e s  in  a c c o u n t in g  changes  d id  so .  Due t o  t h e  d ropp ing  

o f  n u n e r i c  c h a r a c t e r i s t i c s  and t h e  u se  o f  a c o n t r o l  g roup ,
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t h e  P a t t e r n  Approach i s  an i n d i r e c t  t e s t i n g  on i n f o r m a t io n  

c o n t e n t  a t  b e s t .

I g n o r in g  t h e  numeric c h a r a c t e r i s t i c s  o f  numeric news a l ­

ways l o s e s  v a l u a b l e  i n f o r m a t i o n .  For example,  a p p ly in g  t h e  

P a t t e r n  Approach t o  i n v e s t i g a t e  t h e  marke t  r e a c t i o n  t o  t h e  

a c c o u n t in g  changes  o f  in v e s t m e n t  t a x  c r e d i t  and d e p r e c i a ­

t i o n ,  Kaplan  and Roll  (1972) t o t a l l y  ig n o re d  t h e  n u n e r i c  i n ­

f o r m a t i o n  c o n t a i n e d  in  t h e  in c re m e n ta l  o r  decrem en ta l  income 

from t h e  ch an g e s .  In f a c t ,  t h e  i n f o r m a t i o n  t h e y  used i s  

n o th i n g  b u t  an " e v e n t"  i t s e l f ,  w i t h o u t  to u c h in g  any n u n e r i c  

c h a r a c t e r i s t i c s  o f  t h e  news. T h e r e f o r e ,  t h e i r  r e s u l t s  a r e  

no t  a b l e  t o  answer t h e s e  q u e s t i o n s :  "Does t h e  marke t  r e a c t

t o  t h e  d i f f e r e n t i a l  income from a c c o u n t in g  change?"  o r  

"Does t h e  m arke t  r e a c t  d i f f e r e n t l y  between i n c o m e - in c r e a s e  

companies  and i n c o m e -d e c re a s e  com pan ies ,  o r  between b ig  i n ­

come- i n c r e a s e  companies  and small  i n c o m e - in c r e a s e  companies  

f o r  t h e  same a c c o u n t in g  change?"  The answers  o f  t h e s e  ques ­

t i o n s  a r e  c o n t a i n e d  in  t h e  numeric c h a r a c t e r i s t i c s  o f  t h e  

numeric news.

Some r e s e a r c h e r s  a r t i f i c i a l l y  reduced  r a t i o  s c a l e  t o  

c l a s s i f i c a t o r y  s c a l e  i n  t h e i r  a n a l y s e s .  That  w i l l  c ause  

s u b j e c t i v e  c l a s s i f i c a t i o n  and u n r e l i a b l e  s t a t i s t i c a l  r e ­

s u l t s .  For exam ple ,  t r y i n g  t o  use t h e  " q u a l i t a t i v e "  a t t r i ­

b u t e  o f  t h e  numeric news in  P a t t e r n  Approach ,  H a r r i s o n



(1978) c l a s s i f i e d  a c c o u n t in g - c h a n g e  f i rm s  i n t o  in c o m e- in -  

c r e a s e  f i r m s  and in c o m e -d e c re a s e  f i r m s .  The c r i t e r i o n  o f  

c l a s s i f i c a t i o n  i s  based  on t h e  lump-sum annual  d i f f e r e n t i a l  

income from t h e  a c c o u n t in g  ch an g e .  However, as  shown i n  

t h i s  s t u d y  (C h a p t e r  VI,  "New I n f o r m a t io n  de Fac to  and Expla ­

n a t o r y  V a r i a b l e s " ) ,  u s in g  lump-sum annual d a t a  w i l l  m i s -  

s p e c i f y  t h e  e x p l a n a t o r y  v a r i a b l e s .  That  i s ,  an annual  in -  

c o m e - in c r e a s e  f i r m  i s  n o t  n e c e s s a r i l y  an q u a r t e r l y  

i n c o m e - i n c r e a s e  f i r m .  There  i s  no t h e o r y  f o r  s e t t i n g  such a 

c l a s s i f i c a t i o n  c r i t e r i o n .  The P a t t e r n  Approach shows i t s  

l i m i t a t i o n  h e r e  due t o  i t s  i g n o r i n g  t h e  " q u a n t i t a t i v e "  a t ­

t r i b u t e  o f  n u n e r i c  news.

The n e c e s s i t y  o f  a c o n t r o l  group  i n  t h e  P a t t e r n  Approach 

c a u s e s  a n o t h e r  measurement e r r o r .  G e n e r a l l y ,  r e s e a r c h e r s  

s e l e c t  members o f  a c o n t r o l  group i n  te rm s  o f  b e t a ,  i n d u s ­

t r y ,  and s i z e .  In f a c t ,  no p e r f e c t  c a n d i d a t e  in  t h e  c o n t r o l  

group e x i s t s  i n  t h e  r e a l  w o r ld .  And very  p r o b a b ly ,  t h e  c r i ­

t e r i a  f o r  s e l e c t i n g  a member o f  t h e  c o n t ro l  group w i l l  con ­

f l i c t  between c a n d i d a t e s .  R e s e a r c h e r ' s  judgment a p p l i e s  

h e r e .  For t h e  same e x p e r i m e n t a l  g ro u p ,  d i f f e r e n t  r e s e a r c h ­

e r s  may s e l e c t  d i f f e r e n t  c o n t r o l  g ro u p s .  And t h e  d i f f e r e n c ­

e s  in  v a r i a b l e s  between t h e  e x p e r im e n ta l  group  and t h e  con­

t r o l  group may v a ry .  T h e r e f o r e ,  t h e  s t a t i s t i c a l  r e s u l t s  may 

depends  upon t h e  t a s t e ,  p r e f e r e n c e ,  and h a b i t  o f  t h e  r e ­

s e a r c h e r s .  I t  does not  pay t o  drop  a l l  o r  p a r t  o f  t h e  nu­
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m e r i c  c h a r a c t e r i s t i c s  o f  numeric  news and i n t r o d u c e  a sub­

j e c t i v e  c o n t r o l  group i n  t h e  P a t t e r n  Approach j u s t  f o r  t h e  

p u rp o s e  o f  av o id in g  t h e  m a rke t  e x p e c t a t i o n  in  t h e  Change Ap­

p roach ;  This  i s  e s p e c i a l l y  so when t h e  b e s t  s u r r o g a t e  o f  

m arke t  e x p e c t a t i o n  o f  e a r n i n g s  i s  e m p i r i c a l l y  found .  ( e . g .  

Brown and R o z e f f ,  1978;  F r i e d  and G iv o ly ,  1982 . )

Some s t u d i e s  pooled  s e v e r a l  d i f f e r e n t  a c c o u n t in g  changes  

t o g e t h e r  f o r  a n a l y s e s s f o r  exam ple ,  Bal l  ( 1 9 7 2 ) ,  H a r r i s o n  

( 1 9 7 8 ) ,  among o t h e r s .  "W ithout  an unambiguous p r e l i m i n a r y  

s p e c i f i c a t i o n  o f  e x p e c te d  (m a rk e t )  e f f e c t " ,  t h e  e m p i r i c a l  

f i n d i n g s  may r e s u l t  from " c o n f l i c t i n g  and p a r t i a l l y  o f f s e t -  

ing  e f f e c t s  o f  d i f f e r e n t  a c c o u n t i n g  changes"  (Lev and Ohl-  

s on ,  1 9 8 2 :2 6 9 ) .  For t h e  p u rp o s e  o f  p u r i f y i n g  t h e  e f f e c t  o f  

a c c o u n t in g  c h a n g e ,  t a k i n g  on ly  one n o t a b l e  a c c o u n t in g  

c hange ,  such  as SFAS No.5 2 ,  i s  a b e t t e r  r e s e a r c h  s t r a t e g y .

2 . 3  THEORETICAL AND METHODOLOGICAL IMPROVEMENT IN THIS 
STUDY

(1)  QUARTERLY EARNINGS VERSUS ANNUAL EARNINGS

P u b l i c  companies  a r e  r e q u i r e d  t o  i s s u e  i n t e r i m  r e p o r t s  t o  

t h e i r  s h a r e h o l d e r s  and 1 0 - Q 's  t o  t h e  SEC. F i n a n c i a l  p r e s s  

t r e a t s  q u a r t e r l y  income a n n o u n ca n en ts  as  im p o r t a n t  c o r p o r a t e  

news,  and d i s c l o s e  them q u i c k l y .  In c a s e  a company changes
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i t s  a c c o u n t in g  p r i n c i p l e  i n  any s p e c i f i c  q u a r t e r ,  GAAP r e ­

q u i r e s  i t  t o  d i s c l o s e  t h i s  f a c t  in  t h e i r  i n t e r i m  r e p o r t  

r i g h t  away (APB Opinion  N o .28;  and SFAS No.3 ) .  Fo r  i n v e s t i ­

g a t i n g  t h e  m a rke t  r e a c t i o n  t o  an a c c o u n t in g  change ,  p r e c i s e ­

l y  i d e n t i f y i n g  t h e  q u a r t e r  t h e  company made t h e  change i s  

v e ry  c r u c i a l  t o  t h e  s t u d y .  For example ,  suppose  an a c c o u n t ­

ing  change was made in  t h e  f i r s t  q u a r t e r  and t h e  m a rke t  had 

r e a c t e d  t o  t h i s  change  when t h e  f i r s t - q u a r t e r  i n t e r i m  r e p o r t  

was i s s u e d .  Then,  s t u d y i n g  t h e  marke t  r e a c t i o n  t o  t h i s  ac­

c o u n t in g  change  a t  t h e  y e a r  end i s  , o b v i o u s l y ,  l e s s  power­

f u l .  Even i f  t h e  a c c o u n t i n g  change was made i n  t h e  f o u r t h  

q u a r t e r ,  a s  f i r s t - y e a r  e a r l y  a d o p t e r s  o f  SFAS No.52 d i d ,  i n ­

v e s t i g a t i n g  t h e  q u a r t e r l y  impact  o f  t h i s  change i s  much more 

sound in  t h e o r y  t h a n  ambiguous ly  u s in g  lump-sum annual  im­

p a c t .  (See  C h a p te r  IV, "INCOME IMPACT ON THE QUARTER AND 

ON THE YEAR".) This  p o i n t  has  been t o t a l l y  ig no red  f o r  a l l  

p r e v io u s  s t u d i e s  in  a c c o u n t i n g  ch an g e s .  Based on t h e  new 

i n f o r m a t i o n  p rov ided  t o  t h e  m arke t  ("New I n fo rm a t io n  de Fac­

to " )  , t h i s  s tu d y  p r o v id e s  a t h e o r e t i c a l  c o r r e c t i o n  f o r  t h i s  

i s s u e .  (See  C h a p te r  V I ,  "NEW INFORMATION DE FACTO AND

EXPLANATORY VARIABLES".)

A s ide  from t h e  v a l i d i t y  in  t h e o r y ,  u s in g  t i m e l y  q u a r t e r l y  

d a t a  has a n o t h e r  b e n e f i t  i n  e m p i r i c a l  s t u d y .  That  i s  i n ­

c r e a s i n g  t h e  sample s i z e .  A company making more t h a n  one

a c c o u n t in g  changes  in  t h e  same y e a r  d id  not  n e c e s s a r i l y
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change  t h e s e  a c c o u n t in g s  in  t h e  same q u a r t e r .  T h e r e f o r e ,  

f o c u s i n g  on t h e  q u a r t e r  a company made t h e  s p e c i f i c  a c c o u n t ­

ing  change  can avo id  t h e  u n n e c e s s a ry  d e l e t i o n  o f  t h e  sample .  

For example ,  136 o f  AICPA-600 companies adop ted  SFAS No.43 

( " A ccoun t ing  f o r  Compensated Absences")  i n  1981,  when 144 o f  

AICPA-600 adopted  SFAS No.52 .  I f  annual d a t a  i s  u s e d ,  a 

s u b s t a n t i a l  p o r t i o n  o f  1981 a d o p t e r s  o f  SFAS No.52 w i l l  be 

sc r e e n e d  b eca u se  o f  dual  a c c o u n t in g  changes  in  t h e  same 

y e a r .  However, SFAS No.43 was e f f e c t i v e  f o r  f i s c a l  y e a r s  

b e g in n in g  a f t e r  December 15 ,  1980.  (SFAS No.43 .  p a r a .  8 . )  

For companies w i t h  t h e  f i s c a l  y e a r  ended December 3 1 ,  SFAS 

No.43 were  adop ted  i n  t h e  f i r s t  q u a r t e r  o f  1981.  Th i s  

s p read  in  a d o p t io n  q u a r t e r s  makes s t u d i e s  f o c u s in g  on quar ­

t e r l y  d a t a  have l a r g e r  sample s i z e .

(2) NEWS TREATMENTS

No o t h e r  s t a n d a r d s  i s s u e d  by t h e  FASB were  s u b j e c t e d  t o  

so much keen c r i t i c i s m  as  t h e  a c c o u n t in g  p r i n c i p l e  o f  f o r ­

e i g n  c u r r e n c y  t r a n s l a t i o n .  Nor,  in  t h e  h i s t o r y  o f  FASB so 

f a r ,  has an a c c o u n t in g  p r i n c i p l e  been r e v e r s e d  by t h e  FASB 

i t s e l f  and r e p l a c e d  w i th  h a l f  o f  i t  be ing  t o t a l l y  new and 

r e v e r s a l  o f  t h e  p r e v io u s  p r i n c i p l e ,  e x c e p t  t h e  f o r e i g n  c u r ­

rency  t r a n s l a t i o n .  The a c c o u n t in g  change o f  SFAS No.52 ,  

t h e r e f o r e ,  was h i g h l y  n o t i c e d  by t h e  c o r p o r a t e  management 

and r e p o r t e r s  o f  t h e  f i n a n c i a l  p r e s s ,  e s p e c i a l l y  The Wall
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S t r e e t  J o u r n a l  ( h e r e a f t e r  WSĴ  ) .  In t h e  s e c t i o n  o f  " D ig e s t  

o f  C o rp o ra te  E arn ings  Repor t"  o f  t h e  WSJ, t h e  a c c o u n t in g  

change  o f  a d o p t in g  SFAS No.52 was s i g n i f i c a n t l y  n o t e d .  And 

i n  many s p e c i a l  s t a f f  r e p o r t s  f o r  p o p u la r  c o r p o r a t i o n s  i n  

t h e  WSJ, t h e  im pac ts  o f  t h i s  change on t h e  q u a r t e r l y  income 

and annua l  income were a l s o  f u r t h e r  d i s c u s s e d .  The d i s c l o ­

s u r e  o f  t h e  acc o u n t in g  change o f  SFAS No.52 on t h e  WSJ makes 

e v e n t  d a t e s  t r a c e a b l e .  F u r th e rm o re ,  t h e  new i n f o r m a t i o n  

t h a t  t h e  WSJ d i s c l o s e d  when e a r n i n g s  were announced p r o v id e s  

r e s e a r c h e r s  a c r i t e r i o n  f o r  c l a s s i f y i n g  t h e  sample .  (See 

S e c t i o n  1 0 . 1 ,  "DISCLOSURE OF ADOPTING SFAS NO.52 ON THE 

WSJ".) The e m p i r i c a l  r e s u l t s  show t h e  a p p r o p r i a t e n e s s  o f  

c l a s s i f y i n g  samples a c c o rd in g  t o  t h e  i n f o r m a t i o n  a c t u a l l y  

p ro v id ed  by t h e  WSJ. (See S e c t i o n  1 1 . 5 ,  "GROUPING TESTS 

FOR INFORMATION CONTENT".) Th is  new g roup ing  c r i t e r i o n  can 

be  employed f o r  o t h e r  s t u d i e s  c o n c e rn in g  marke t  r e a c t i o n  t o  

a c c o u n t in g  changes .

(3)  FINANCIAL ANALYST'S FORECAST AND ACCUMULATION PERIOD

Recent  deve lopment in  a c c o u n t in g  and f i n a n c e  r e s e a r c h  

a l s o  p ro v id e s  a remedy f o r  t h e  problem o f  m arke t  e x p e c t a t i o n  

o f  e a r n i n g s .  S t u d i e s  showed t h a t  t h e  b e s t  s u r r o g a t e  f o r  

m arke t  e x p e c t a t i o n  o f  e a r n i n g s  i s  t h e  f i n a n c i a l  a n a l y s t s '  

f o r e c a s t ,  compared t o  o t h e r  f o r e c a s t  models .  ( e . g .  Brown 

and R o z e f f ,  1978; F r i e d  and G iv o ly ,  1982,  among o t h e r s . )
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Using t h e  a n a l y s t s '  f o r e c a s t  as  a s u r r o g a t e  o f  m arke t  expec­

t a t i o n  w i l l  i n c r e a s e  t h e  v a l i d i t y  o f  t e s t s .

F u r th e r m o re ,  t h i s  s t u d y  a l s o  d i s c o v e r s  t h a t  f i r m s  a r e  a p t  

t o  d i s c l o s e  t h e  d e c i s i o n  o f  a d o p t in g  SFAS No.52 b e f o r e  t h e  

e a r n i n g s  a r e  o f f i c i a l l y  announced.  T h e r e f o r e ,  t h e  accumula­

t i o n  p e r io d  shou ld  be ex tended  back t o  t h e  i s s u e  d a t e  o f  t h e  

e a r n i n g s  f o r e c a s t  in  o r d e r  t o  c a p t u r e  t h e  marke t  r e a c t i o n  t o  

t h e  a c c o u n t in g  change .  In do ing  s o ,  t h r e e  p i e c e s  o f  i n f o r ­

mat ion  shou ld  be a v a i l a b l e :

1.  t h e  q u a r t e r l y  e a r n i n g s  f o r e c a s t ,

2 .  t h e  b a s i s  o f  f o r e c a s t  ( u n d e r  o ld  o r  new r u l e ) ,  and

3 .  t h e  f o r e c a s t  d a t e .

Among a l l  a v a i l a b l e  f o r e c a s t s  s o u r c e s ,  on ly  Value L in e  q u a l ­

i f i e s .  (See S e c t i o n  1 1 . 2 ,  "DISCLOSURE OF ADOPTION 

DECISION.") These improvements have no t  been done so f a r  in  

a c c o u n t i n g - c h a n g e s  l i t e r a t u r e .



C h a p te r  I I I  

BASIS OF HYPOTHESIS

Fol low ing  t h e  g e n e ra l  n o t i o n  t h a t  r e p o r t e d  income conveys  

i n f o r m a t i o n  t o  i n v e s t o r s ,  t h i s  s tu d y  h y p o t h e s i z e s  t h a t  d i f ­

f e r e n t i a l  income from t h e  a c c o u n t i n g  change o f  SFAS No.52 

has  i n f o r m a t i o n  c o n t e n t .  T h i s  h y p o t h e s i s  i s  based  on t h e  

r e a s o n in g  t h a t  t o  change  a c c o u n t in g  p r i n c i p l e  from SFAS No.8 

t o  SFAS No.52 w i l l  t r i g g e r  changes  in  management p r a c t i c e s  

f o r  f o r e i g n  exchange  r i s k ,  e s p e c i a l l y  t h e  hedge a c t i v i t i e s ,  

and t h u s  t h e  c a s h  f lows  and v a l u e  o f  t h e  f i r m  w i l l  a l s o  be 

changed .  S in ce  t h e  economic r e a l i t y  b e f o r e  and a f t e r  a dop t ­

ing  SFAS No.52 i s  e x p e c te d  t o  be d i f f e r e n t ,  t h e  d i f f e r e n t i a l  

income from t h i s  a c c o u n t in g  change ,  t h e r e f o r e ,  i s  no t  a mere 

"paper"  income. R a t h e r ,  i t  r e p r e s e n t s  t h e  e x p e c te d  change  

in  f u t u r e  cash  f lo w ,  and w i l l  be used by i n v e s t o r s  t o  a d j u s t  

s t o c k  p r i c e s .  The f o l l o w i n g  s e c t i o n s  expound t h i s  r e a s o n ­

in g .

-  25 -
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The b a s i s  o f  t h e  above h y p o t h e s i s  comes from t h e  d i f f e r ­

ence s  between a c c o u n t in g  hedge (u n d e r  SFAS No.8) and econom­

i c  hedge (u n d e r  SFAS No.52) in  t h e  f o l l o w i n g  r e s p e c t s :

1. MOTIVATION: R e q u i r in g  t o  i n c l u d e  t r a n s l a t i o n  g a i n s /

l o s s e s  in  c u r r e n t  income under  SFAS No.8 gave manage­

ment a m o t i v a t i o n  t o  hedge exposed n e t  a s s e t / l i a b i l i ­

t y  p o s i t i o n  (ACCOUNTING HEDGE). SFAS No.52 ,  on t h e  

o t h e r  hand ,  removes t h i s  m o t i v a t i o n  f o r  t h o s e  m u l t i ­

n a t i o n a l s  having  s e l f - s u s t a i n e d  f o r e i g n  e n t i t i e s .  

C o n s e q u e n t ly ,  t h e  management can hedge f o r e i g n  n e t

a s s e t s  e c o n o m ic a l ly  (ECONOMIC HEDGE).

2.  TRANSLATION GAINS/LOSSSES FROM HEDGES: SFAS No.8 r e ­

q u i r e d  t r a n s l a t i o n  g a i n s / l o s s e s  from a c c o u n t in g  hedge 

s h ou ld  be i n c l u d e d  in  c u r r e n t  income t o  o f f s e t  t h a t

from exposed  n e t  a s s e t / 1 i a b i l i t y  p o s i t i o n .  On t h e  

r e v e r s e ,  SFAS No.52 s t i p u l a t e s  t h a t  t r a n s l a t i o n  

g a i n s / l o s s e s  from an economic hedge s h ou ld  be moved 

t o  CTA in  t h e  b a l a n c e  s h e e t .  A c c o r d in g l y ,  s w i t c h i n g  

a c c o u n t in g  t o  SFAS Mo.52 w i l l  r e s u l t  in  d i f f e r e n t i a l  

income which r e f l e c t s  t h e  d i f f e r e n c e s  between a c ­

c o u n t i n g  hedge and economic hedge .

3.  HEDGING TOOL: SFAS No.8 mandated t h a t  t h e  fo rward  

exchange  c o n t r a c t  i s  t h e  o n ly  q u a l i f i e d  t o o l  f o r  ac­

c o u n t i n g  hedge .  However, SFAS No.52 a l lo w s  any f o r ­
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e i g n  c u r r e n c y  t r a n s a c t i o n  t o  a c t  as  a to o l  f o r  eco­

nomic hedge .

T h e r e f o r e ,  t h e  d i f f e r e n t i a l  income from a c c o u n t in g  change  

o f  SFAS No.52 r e p r e s e n t s  a s i g n a l  f o r  p o s s i b l e  changes  i n  

hedg ing  a c t i v i t i e s ,  and t h e  marke t  w i l l  r e a c t  t o  i t .  The 

f o l l o w i n g  w i l l  d i s c u s s  t h e s e  a rguments  in  d e t a i l .

3 . 1 . 1  SFAS NO.8 :  ENCOURAGING ACCOUNTING HEDGES IN FORWARD 
CONTRACTS

CREATING THE NEED

SFAS No.8 ,  in  f a c t ,  encouraged  companies  t o  engage  in  

"ACCOUNTING HEDGE" in  t h e  e x p e n s iv e  and r i s k y  fo rw ard  ex­

change  m a rk e t .  F i r s t  o f  a l l ,  SFAS No.8 r e q u i r e d  t o  i n c l u d e  

u n r e a l i z e d  t r a n s l a t i o n  g a i n s / l o s s e s  from exposed n e t  a s s e t s /  

l i a b i l i t i e s  in  t h e  c u r r e n t  income. Th i s  r e q u i r e m e n t  i t s e l f  

CREATES THE NEED o f  management t o  smooth them o u t .  This  mo­

t i v a t i o n  can ran g e  from p e r s o n a l  pu rpose  t o  c o r p o r a t e  p o l i ­

c y .  On t h e  p e r s o n a l  l e v e l ,  s u rvey  s t u d i e s  r e v e a l e d  t h a t  

a round one t h i r d  o f  t h e  sampled companies d i r e c t l y  i n c lu d e d  

t r a n s l a t i o n  g a i n s / l o s s e s  in  management com pensa t ion  p lans  

(Duke,  1978;  Shank e t .  a l . ,  1 980 ) .  Th is  c o n n e c t i o n  becomes 

t h e  most  d i r e c t  i n c e n t i v e  f o r  management in  m in im iz in g  t h e  

income f l u c t u a t i o n  from f o r e i g n  c u r r e n c y  t r a n s l a t i o n .  Even
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f o r  t h e  o t h e r  companies  no t  d i r e c t l y  i n c l u d i n g  t r a n s l a t i o n  

g a i n s / l o s s e s  in  t h e i r  com pensa t ion  p l a n s ,  management s t i l l  

has  i n c e n t i v e s  t o  do so .  N e g a t iv e  income s t a t e m e n t s ,  low er  

d i v i d e n d  paym ents ,  o r  u n s t a b l e  income s t r eam s  may cause  t h e  

image o f  incompete nce  t h a t  management t r i e s  t o  a v o i d .  S ince  

t r a n s l a t i o n  g a i n s / l o s s e s  migh t  a f f e c t  t h e  l a b o r  m arke t  p e r ­

c e p t i o n  o f  management a b i l i t y ,  management would p r e f e r  t o  

remove them from t h e  income s t a t e m e n t .  As a t r e a s u r e r  o f  

H e w le t t  and Packard  Co. s a i d ,

" I t ' s  to u g h  t o  have a cha i rman  g e t  up and say  w i th  
a s t r a i g h t  f a c e ,  'We to o k  a $100 m i l l i o n  l o s s  
(f rom c u r r e n c y  t r a n s l a t i o n ) , b u t  i t  d o e s n ' t  mat­
t e r .  1"

(B u s in e s s  Week, J u l y  1 3 ,  1981:97)

On t h e  c o r p o r a t e  l e v e l ,  companies a l s o  have d e s i r e  t o

show a c o n s t a n t  growth in  e a r n i n g s  ( e . g .  Gorden,  1964;  Go-

nedes  and Dopuch,  1974,  among o t h e r s . )  J u s t  a s  a C i t i c o r p ' s

v i c e  p r e s i d e n t  commented,

" C o r p o r a t i o n s  d o n ' t  l i k e  s u r p r i s e  i n  t h e i r  e a r n ­
i n g s .  They d o n ' t  want  t o  s c a r e  s h a r e h o l d e r s . "

( B u s in e s s  Week, i b i d . )

In t h e  v ie w p o in t  o f  t h e  c o r p o r a t i o n ,  removing t r a n s l a t i o n

g a i n s / l o s s e s  i s  a l s o  d e s i r a b l e .

PROVIDING THE TOOL

SFAS No.8 not  on ly  c r e a t e d  t h e  need f o r  management t o  

smooth t h e  t r a n s l a t i o n  g a i n s / l o s s e s  from c u r r e n t  income, b u t
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a l s o  PROVIDED A TOOL f o r  i t .  SFAS No.8 r e q u i r e d  t r a n s l a t i o n  

g a i n s / l o s s e s  from a " fo rw ard  c o n t r a c t  t h a t  hedges a f o r e i g n  

c u r r e n c y  exposed n e t  a s s e t  o r  n e t  l i a b i l i t y  p o s i t i o n "  should  

be " i n c l u d e d  in  d e t e r m i n i n g  n e t  income f o r  t h e  p e r i o d . "  

(SFAS No.8 ,  p a r a .  . 0 2 3 . )  Thus ,  t r a n s l a t i o n  g a i n s / l o s s e s  

from hedging  c o n t r a c t s  would o f f s e t  t h a t  from a c c o u n t in g  ex­

p o s u re :

"A g a i n  o r  l o s s  s h a l l  be i n c lu d e d  in  d e t e r m i n a t i n g  
n e t  income f o r  t h e  p e r i o d  in  which t h e  r a t e  chang­
e s  i f  t h e  g a in  o r  l o s s  p e r t a i n s  t o  a fo rw ard  con­
t r a c t  t h a t  i s  i n t e n d e d  t o  be a

(a )  hedge o f  a f o r e i g n  c u r r e n c y  exposed ne t  a s s e t  
o r  n e t  l i a b i l i t y  p o s i t i o n ,

(b)  hedge o f  a f o r e i g n  c u r r e n c y  commitment t h a t  
does  not  meet  t h e  c o n d i t i o n s  d e s c r i b e d  in  p a r a ­
graph  .027 ( i . e .  f o r  d e f e r r a l  t r e a t m e n t ) ,  o r

( c )  s p e c u l a t i o n . "
(SFAS No.8 ,  p a r a .  . 0 2 3 . )

N o t ice  h e r e  t h a t  a fo rw ard  c o n t r a c t  was t h e  o n ly  " o f f i c i a l "  

t o o l  f o r  c o u n t e r - b a l a n c i n g  t h e  income f l u c t u a t i o n  from ac ­

c o u n t in g  e x p o s u re  under  SFAS No.8 .  No o t h e r  t o o l s  ( e . g .  

c u r r e n c y  swaps ,  f o r e i g n  c u r r e n c y  ca sh  b a l a n c e  o r  c e r t i f i c a t e  

o f  d e p o s i t ,  e t c . )  q u a l i f i e d ,  though  th e y  might  c o s t  l e s s .  

O b v io u s ly ,  SFAS No.8 en cou raged  companies  t o  hedge t h e  ac­

c o u n t in g  e x p o s u r e s  i n  t h e  e x p e n s iv e  fo rw ard  exchange m a rk e t .  

R e s u l t s  o f  s u rvey  s t u d i e s  a l s o  m a n i f e s t e d  t h a t  around two 

t h i r d  o f  t h e  sampled com panies  e n t e r e d  t h e  fo rward  m ark e t  t o  

c o v e r  a c c o u n t in g  e x p o s u re  a f t e r  t h e  p rom u lg a t io n  o f  SFAS 

No.8 in  1976.  (PMM, 1978; Shank e t .  a l . ,  1980 . )
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3 . 1 . 2  SFAS NO.52:  ENCOURAGING ECONOMIC HEDGES IN VARIOUS 
TOOLS

REDUCING THE NEED

As s t a t e d  in  S e c t i o n  1 . 3 ,  SFAS No.52 l e a v e s  t h e  d e t e r m i ­

n a t i o n  o f  a " f u n c t i o n a l  c u r r e n c y "  (and  t h u s  t h e  t r a n s l a t i o n  

method) t o  management judgm en t .  Although  t h i s  d e t e r m i n a t i o n  

shou ld  be gu ided  by s i x  i n d i c a t o r s  s e t  by t h e  S t a t e m e n t ,  

management,  however,  has paramount d i s c r e t i o n a r y  power f o r  

i t .  C o n s eq u en t ly ,  t h e  need f o r  management t o  spend e x t r a  

r e s o u r c e s  f o r  income smoothing purpose  w i l l  be r ed u ce d .

ECONOMIC HEDGE

P erhaps  t h e  most im p o r t a n t  c o n t r i b u t i o n  o f  SFAS No.52 i s  

t o  d r i v e  a company from " a c c o u n t in g  hedge" t o  "economic 

hedge" and ,  c o n s e q u e n t l y ,  lo w er in g  t h e  hedging c o s t .  Con­

t r a r y  t o  t h e  o ld  r u l e ,  SFAS No.52 now r e q u i r e s  t h a t  " g a in s  

and l o s s e s  on t h e " . . . " f o r e i g n  c u r r e n c y  t r a n s a c t i o n  t h a t  a r e  

d e s ig n e d  a s ,  and a r e  e f f e c t i v e  a s ,  ECONOMIC HEDGES o f  a n e t  

i n v e s t m e n t  in  a f o r e i g n  e n t i t y " . . . " s h a l 1 NOT be i n c lu d e d  in  

d e t e r m in i n g  n e t  income b u t  s h a l l  be r e p o r t e d  i n  t h e  same 

manner as t r a n s l a t i o n  a d j u s t m e n t s " :

"Gains and l o s s e s  on t h e  f o l l o w i n g  f o r e i g n  c u r r e n ­
cy t r a n s a c t i o n s  s h a l l  no t  be i n c lu d e d  in  d e t e r m in ­
ing  n e t  income b u t  s h a l l  be r e p o r t e d  i n  t h e  same 
manner as t r a n s l a t i o n  a d j u s t m e n t s  ( p a r a g r a p h  1 3 ) :

a .  Fo re ign  c u r r e n c y  t r a n s a c t i o n s  t h a t  a r e  de ­
s igned  a s ,  and a r e  e f f e c t i v e  a s ,  economic hedges 
o f  a n e t  i n v e s tm e n t  in  a f o r e i g n  e n t i t y ,  commenc­
ing  as  o f  t h e  d e s i g n a t i o n  d a t e .
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b .  In te rcompany  f o r e i g n  c u r r e n c y  t r a n s a c t i o n s  
t h a t  a r e  o f  a l o n g - t e r m - i n v e s t m e n t  n a t u r e  ( t h a t  
i s ,  s e t t l e m e n t  i s  n o t  p la nned  o r  a n t i c i p a t e d  in  
t h e  f o r e s e e a b l e  f u t u r e ) ,  when t h e  e n t i t i e s  t o  t h e  
t r a n s a c t i o n  a r e  c o n s o l i d a t e d ,  combined,  o r  ac ­
coun ted  f o r  by t h e  e q u i t y  method in  t h e  r e p o r t i n g  
e n t e r p r i s e ' s  f i n a n c i a l  s t a t e m e n t s . "

(SFAS No.52 ,  p a r a .  2 0 . )

Three  c o n c e p t s  shou ld  be s p e c i a l l y  no ted  from t h e  above

p a ra g ra p h :

1.  Economic hedges r e p l a c e  a c c o u n t i n g  h edges .  SFAS 

No.52 does  no t  en co u ra g e  companies  t o  hedge t h e  ex ­

posed NET ASSET a c c o u n t i n g l y .  That  i s ,  hedg ing  t h e  

n e t  exposed p o s i t i o n  i n  a c c o u n t in g  v a l u e .  I n s t e a d ,  

t h e  new r u l e  u rg e s  t o  hedge t h e  NET INVESTMENT eco­

n o m i c a l l y .  Companies d e t e r m in e  t h e  economic v a l u e s  

o f  t h e i r  f o r e i g n  in v e s t m e n t s  and hedge them.

2.  Any " f o r e i g n  c u r r e n c y  t r a n s a c t i o n "  r e p l a c e s  a " f o r ­

ward c o n t r a c t " .  A " f o r e i g n  c u r r e n c y  t r a n s a c t i o n "  i s  

any t r a n s a c t i o n  "denominated  in  a c u r r e n c y  o t h e r  th a n  

t h e  e n t i t y ' s  f u n c t i o n a l  c u r r e n c y . "  (SFAS No.52,  

p a r a .  1 5 . )  SFAS No.52 does  no t  l i m i t  t h e  hedg ing  

t o o l  t o  be a fo rw ard  exchange c o n t r a c t  o n l y .  Any 

f o r e i g n  c u r r e n c y  t r a n s a c t i o n ,  e . g .  c u r r e n c y  swaps,  

f o r e i g n  c u r r e n c y  b a l a n c e s  o r  c e r t i f i c a t e s  o f  d e p o s i t ,  

e t c . ,  q u a l i f i e s  as  a hedging t o o l  o n ly  i f  i t  i s  "de ­

s ig n e d  as" and " e f f e c t i v e  as" a economic hedge o f  a 

n e t  i n v e s t m e n t .  T h e r e f o r e ,  management can choose  a 

hedging t o o l  and t h u s  lower  t h e  hedg ing  c o s t .
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3 .  E x c l u s io n  o f  t r a n s l a t i o n  g a i n s / l o s s e s  i n  income r e ­

p l a c e s  i n c l u s i o n .  Under SFAS No.52 ,  t h e  t r a n s l a t i o n  

g a i n s / l o s s e s  from economic hedge o f  a n e t  in v e s t m e n t  

s h a l l  n o t  be in c lu d e d  in  c u r r e n t  income, b u t  r e p o r t e d  

i n  t h e  CTA. T h e r e f o r e ,  hedges o f  a n e t  f o r e i g n  in ­

v es tm en t  w i l l  no t  be f o r  income smoothing purpose  any 

l o n g e r .

The new s t a n d a r d  o f  t r a n s l a t i o n ,  t o g e t h e r  w i th  t h a t  o f  

t r a n s a c t i o n  s t a t e d  l a t e r ,  makes SFAS No.52 a much more popu­

l a r  GAAP t h a n  t h e  o ld  r u l e  b e c a u se  i t  e n a b l e s  companies t o  

use  t h e i r  r e s o u r c e s  more e f f e c t i v e l y .

3 . 1 . 3  SFAS NO.52 LOOSENS THE REQUIREMENTS OF SFAS NO.8 FOR 
DEFERRAL

B a s i c a l l y ,  bo th  SFAS No.52 and SFAS No.8 r e c o g n i z e  t r a n s ­

l a t i o n  g a i n s  o r  l o s s e s  from f o r e i g n  c u r r e n c y  t r a n s a c t i o n s  in  

c u r r e n t  income. The on ly  e x c e p t i o n  f o r  t h e  above r u l e ,  un­

d e r  SFAS No.8 ,  i s  a fo rw ard  c o n t r a c t  " t h a t  i s  i n t e n d e d  t o  be 

a hedge o f  an i d e n t i f i a b l e  f o r e i g n  c u r r e n c y  commitment."  

(SFAS No.8 ,  p a r a .  . 0 2 4 ,  . 0 2 7 . )  In t h i s  c a s e ,  t h e  t r a n s l a ­

t i o n  g a i n s / l o s s e s  from t h e  hedg ing  t o o l  " s h a l l  be d e f e r r e d  

arid i n c lu d e d  i n  t h e  measurement  o f  t h e  r e l a t e d  f o r e i g n  c u r ­

ren cy  t r a n s a c t i o n . "  (SFAS No.8 ,  p a r a .  . 0 2 4 ;  SFAS No.52,  

p a r a .  2 1 . )  N e v e r t h e l e s s ,  i n  o r d e r  t o  q u a l i f y  a hedge ,  a
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fo rw a rd  c o n t r a c t  must  meet  11 a l l  o f  t h e  f o l l o w i n g  c o n d i ­

t i o n s "  under  SFAS No.8 (emphasi s  q u o t e d ) :

"a) The l i f e  o f  t h e  fo rw ard  c o n t r a c t  e x t e n d s  from 
t h e  f o r e i g n  c u r r e n c y  commitment d a t e  t o  t h e  a n t i c ­
i p a t e d  t r a n s a c t i o n  d a t e  o r  a l a t e r  d a t e .

b) The fo rw ard  c o n t r a c t  i s  denominated  in  t h e  
same c u r r e n c y  as t h e  f o r e i g n  c u r r e n c y  commitment.

c)  The f o r e i g n  c u r r e n c y  commitment i s  f i r m  and 
uncancel  a b l e . "

(SFAS No.8 ,  p a r a .  .027)

However, t h e  new s t a n d a r d  l o o s e n s  t h i s  to ugh  r e q u i r e m e n t :

"A f o r e i g n  c u r r e n c y  t r a n s a c t i o n  s h a l l  be c o n s i d ­
e red  a hedge o f  an i d e n t i f i a b l e  f o r e i g n  c u r r e n c y  
commitment p rov ided  bo th  o f  t h e  f o l l o w i n g  c o n d i ­
t i o n s  a r e  met:

a .  The f o r e i g n  c u r r e n c y  t r a n s a c t i o n  i s  d e s i g n a t e d  
a s ,  and i s  e f f e c t i v e  a s ,  a hedge o f  a f o r e i g n  c u r ­
ren cy  commitment.

b .  The f o r e i g n  c u r r e n c y  commitment i s  f i r m . "
(SFAS No.52,  p a r a .  21)

Three  o ld  r e q u i r e m e n t s  a r e  lo osened  by t h e  new s t a n d a r d :

1.  SFAS No.52 does  n o t  l i m i t  hedg ing to o l  t o  be a f o r ­

ward c o n t r a c t  o n l y .  Any " f o r e i g n  c u r r e n c y  t r a n s ­

a c t i o n " ,  i n c l u d i n g  c u r r e n c y  swaps,  q u a l i f i e s .

2.  SFAS No.52 does  not  pu t  any r e q u i r e m e n t s  on t h e  LIFE 

and denom inated CURRENCY o f  a hedging t o o l .  I t  does 

no t  r e q u i r e  t h a t  t h e  l i f e  o f  t h e  hedging t o o l  must be 

e x ten d ed  t o  a t  l e a s t  t h e  a n t i c i p a t e d  t r a n s a c t i o n  

d a t e .  I t  a l s o  does  no t  mandate t h a t  t h e  denominated  

c u r r e n c y  o f  t h e  hedging t o o l  t o  be t h e  same c u r r e n c y  

a s  t h e  f o r e i g n  c u r r e n c y  commitment.  Any f o r e i g n  c u r ­

ren cy  t r a n s a c t i o n  " d e s i g n a t e d  a s ,  and be ing  e f f e c t i v e  

a s ,  a hedge  o f  a f o r e i g n  c u r r e n c y  commitment" q u a l i ­

f i e s .
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3 .  SFAS No.52 does  no t  r e q u i r e  t h e  f o r e i g n  c u r r e n c y  com­

mitment t o  be " u n c a n c e l a b l e " .  A " f i rm "  commitment i s  

enough.

A p p a r e n t l y ,  t h e  new s t a n d a r d  i s  much more " l i b e r a l "  (a  

t e rm  used  by t h e  WSJ on Feb rua ry  11 ,  1982 when r e p o r t i n g  t h e  

q u a r t e r l y  r e s u l t s  o f  McGraw-Edison Co.)  t h a n  t h e  o ld  one.  

S ince  management has much d i s c r e t i o n a r y  power t o  choose t h e  

hedg ing  t o o l ,  t h e  hedging c o s t  i s  expec ted  t o  be lower  th a n  

t h a t  under  t h e  o ld  r u l e .  The n e c e s s i t y  o f  w a s t in g  r e s o u r c e s  

t o  hedge t h e s e  t r a n s a c t i o n s  r ed u ce s  under t h e  SFAS No.52.

3 .2  IMPACTS OF SFAS NO.52 TO HEDGING ACTIVITIES

Because  o f  r e a s o n s  s t a t e d  b e f o r e ,  t h e  FASB a n t i c i p a t e d  t h a t  

many e n t e r p r i s e s  w i l l  t e r m i n a t e  "some o r  a l l  hedges o f  t h e  

p r e v i o u s  s t a t e m e n t  a c c o u n t in g  exposure"  a f t e r  a d o p t in g  SFAS 

No.52 .  (SFAS No.5 2 ,  p a r a .  3 7 ,  148 . )  Th is  a n t i c i p a t i o n

seems n o t  an i l l u s i o n .  "As a r e s u l t  o f  ad o p t in g  t h e  new 

s t a n d a r d , "  t h e  A i r  P r o d u c t s  and Chemicals  Co. d i s c l o s e d  in  

i t s  1982 annual  r e p o r t ,  " th e  company c a n c e l l e d  i t s  p a r a l l e l  

hedge p rogram."  ( A i r  P ro d u c t s  & Chemicals  Co. Annual R e p o r t ,  

1982:  2 2 ) .  McDonald 's  C o r p o r a t i o n  a l s o  no ted  t h a t  " t h e  com­

p a n y ' s  p r i o r  y e a r s '  f i n a n c i a l  and hedging  p r a c t i c e s  contem­

p l a t e d  d i f f e r e n t  a c c o u n t in g  f o r  f o r e i g n  c u r r e n c y  t r a n s l a t i o n  

t h a n  t h a t  r e q u i r e d  by S ta tem en t  No.5 2 . "  (McDonald ' s  Annual
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R e p o r t ,  1982:  3 3 ) .  Under t h e  new s t a n d a r d ,  i t s  f i n a n c i a l

p r a c t i c e s  were changed.

So f a r ,  t h r e e  su rvey  s t u d i e s  c o n c e rn in g  SFAS No.52 u n a n i ­

mously conc lude  t h a t  t h e  use o f  fo rward  c o n t r a c t s  t o  hedge 

t r a n s l a t i o n  e xposu re  has reduced a f t e r  t h e  p ro m u lg a t io n  o f  

t h e  s t a n d a r d .  The f i r s t  su rvey  s tu d y  i s  an i n t e r v i e w - b a s e d  

s tu d y  on t r e a s u r e r s  by Andrews i n  1983 (Andrews,  1 9 8 4 ) .  In 

o r d e r  t o  i n v e s t i g a t e  how U.S.  c o r p o r a t i o n s  re sponded  t o  t h e  

SFAS No.52,  Andrews i n t e r v i e w e d  c o r p o r a t e  t r e a s u r y  pe rsonne l  

a t  s i x t e e n  o f  t h e  l a r g e s t  U.S.  i n d u s t r i a l  com pan ies ,  one o f  

t h e  t o p  t e n  U.S.  s e r v i c e  f i r m s ,  and c o r p o r a t e  a d v i s o r y  p e r ­

sonnel  a t  seven  o f  t h e  t o p  tw en ty  U.S.  commercial  banks and 

one f o r e i g n  bank in  1983.  Based on t h e  i n t e r v i e w s ,  Andrews 

found t h a t :

"Most o f  t h o s e  asked  s a i d  t h a t  many c o r p o r a t i o n s  
which had hedged o r  o f f s e t  b a l a n c e  s h e e t  ex p o s u re s  
under  FASB 8 had s c a l e  back ,  o r  ended a l t o g e t h e r ,  
t h i s  p r a c t i c e  f o l l o w i n g  t h e  a d o p t io n  o f  SFAS 
No.5 2 . . .
V i r t u a l l y  a l l  o f  t h o s e  q u e s t i o n e d  s a i d  t h a t  some 

com pan ies ,  i n c l u d i n g  many deem phas iz ing  o r  ending  
t h e  p r a c t i c e  o f  hedg ing b a l a n c e  s h e e t  e x p o s u re ,  
a r e  now f o c u s in g  more on t r a n s a c t i o n  a n d / o r  eco ­
nomic e x p o s u r e . "

(Andrews,  1984: 6 9 . )

Andrews a l s o  r e p o r t e d  t h a t  t h e  m a j o r i t y  o f  t h o s e  i n t e r ­

viewed s a i d  t h a t  t h e  o v e r a l l  c o r p o r a t e  a c t i v i t y  i n  t h e  ex­

changes  had d e c l i n e d ,  and th e y  t h o u g h t  t h a t  t h e  volume o f  

f o r e i g n  exchange b u s i n e s s  done by c o r p o r a t i o n s  i n  t h e  f o r -
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ward m a rk e t  had dropped under  FASB 52.  T h i s  o b s e r v a t i o n  

g e t s  s u p p o r t  from a n o t h e r  two s u rv e y  s t u d i e s  by Evans and

Doupnik (1986) and G r i f f i n  (1 9 8 7 ) .

Evans and D o u p n ik ' s  s tu d y  i s  a q u e s t i o n n a i r e - b a s e d  s tudy  

on c o r p o r a t e  t r e a s u r e r s  and conduc ted  in 1984 (Evans and 

Doupnik ,  1 9 8 6 ) .  To i n v e s t i g a t e  t h e  im pac t  o f  SFAS No.52 on 

t h e  f o r e i g n  exchange r i s k  management (FERM) ( i . e .  h e d g in g ,  

f i n a n c i n g ,  and o t h e r  o p e r a t i n g  and f i n a n c i a l  p r a c t i c e s ) ,  Ev­

ans  and Doupnik conduc ted  a q u e s t i o n n a i r e  su rvey  on co rp o ­

r a t e  t r e a s u r e r s .  Based on 167 com ple ted  q u e s t i o n n a i r e s ,  

t h e y  co n c lu d ed  t h a t ,  i n  g e n e r a l ,  SFAS No.52 has not  had a 

s u b s t a n t i a l  impac t  on FERM p r a c t i c e s .  N e v e r t h e l e s s ,  no sub­

s t a n t i a l  impact  on FERM " p r a c t i c e s "  does  no t  mean no sub­

s t a n t i a l  impac t  on t h e  " q u a n t i t y "  o f  t h e  FERM. For t h e  spe ­

c i f i c  q u e s t i o n  ab o u t  t h e  d i f f e r e n c e s  between SFAS No.8 and 

SFAS No.52 i n  us ing  fo rw ard  c o n t r a c t s  t o  hedge t r a n s l a t i o n  

e x p o s u r e s ,  t h e i r  s u rv e y  s tu d y  does  show 27% r e d u c t i o n  a f t e r  

t h e  i s s u a n c e  o f  t h e  new r u l e  (Evans and Doupnik,  1986: 94,

Tab le  8 . 5 ) .  Evans and Doupnik conc luded  t h a t :

"The usage  o f  fo rw ard  c o n t r a c t s  t o  hedge b a l a n c e  
s h e e t  e x p o s u re s  has d e c r e a s e d  f o r  each  ( s u rv e y e d )  
c u r r e n c y  ( i . e .  Canada ,  F r a n c e ,  J a p a n ,  S w i t z e r l a n d ,  
U n i te d  Kingdom, and West Germany).  On an o v e r a l l  
b a s i s ,  t h e r e  a r e  o n ly  73% as many i n s t a n c e s  o f  
hedg ing  w i t h  fo rward  c o n t r a c t s  a f t e r  t h e  i s s u a n c e  
o f  S ta t e m e n t  52 a s  t h e y  were  b e f o r e .  Thus t h e  us­
age o f  fo rw ard  c o n t r a c t s  t o  hedge b a l a n c e  s h e e t  
e x p o s u r e s  has  s u b s t a n t i a l l y  dropped  s i n c e  t h e  i s s ­
uance o f  S ta t e m e n t  5 2 . "

(Evans  and Doupnik ,  1986:  9 4 . )



37

The t h i r d  s u rv e y  s tu d y  i s  an i n t e r v i e w - b a s e d  s tu d y  on an­

a l y s t s  by G r i f f i n  ( G r i f f i n ,  1 9 8 7 ) .  In o r d e r  t o  examine t h e  

e f f e c t s  o f  SFAS No.52 on f i n a n c i a l  a n a l y s t s ,  G r i f f i n  i n t e r ­

viewed 49 a n a l y s t s  i n  1985.  In r e s p o n s e  t o  t h e  q u e s t i o n  

t h a t  "S ta te m e n t  52 prompted some companies t o  change  t h e  ex­

t e n t  t o  which t h e y  use fo rw ard  exchange  c o n t r a c t s  t o  hedge 

e x p o s u re  o f  f o r e i g n  a s s e t s  and l i a b i l i t i e s  t o  change in  ex­

change  r a t e " ,  25 o f  43 a n a l y s t s  ag re e  w i th  t h i s  s t a t e m e n t ,  4 

were  n e u t r a l ,  4 d i s a g r e e d ,  and 10 had no o p in i o n  ( G r i f f i n ,  

1987: 5 3 ,  F ig .  4 . 3 . 2 ) .  Although t h i s  q u e s t i o n  i s  on ly  t h e  

p e r c e p t i o n  o f  f i n a n c i a l  a n a l y s t s ,  i t  does  i n d i c a t e  t h e  d i ­

r e c t i o n  o f  t h e  e f f e c t  o f  SFAS No.52 on t h e  use o f  fo rw ard  

c o n t r a c t s .

P e rhaps  t h e  most  d i r e c t ,  and t h e  most o b j e c t i v e  e v id e n c e

o f  t h e  impact  o f  SFAS No.52 on hedging a c t i v i t i e s  i s  t h e

f o r e i g n  exchange t u r n o v e r  su rvey  conduc ted  by t h e  F ede ra l

Reserve  Bank o f  New York i n  1984:

"The s u rvey  shows t h a t  o u t r i g h t  fo rw ard  t r a n s ­
a c t i o n s  r e p o r t e d  by U.S.  banking i n s t i t u t i o n s  
w i t h  n o n f i n a n c i a l  c u s to m e r s  d e c l i n e d  16 % t o  $ 8 . 8  
b i l l i o n  in  A pr i l  1983 from $10 .5  b i l l i o n  i n  March 
1980 even as  t o t a l  f o r e i g n  exchange t u r n o v e r  r e ­
p o r t e d  by t h e  banks r o s e  ab o u t  44 p e r c e n t . "

(Andrews,  1984: 70)

"While FASB 52 may n o t  be t h e  on ly  r e a s o n  f o r  t h i s  de­

c l i n e , "  Andrews commented,  " i t  seems t o  have pa lyed  an im­

p o r t a n t  r o l e . "  ( i b i d . )
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3 . 3  INCOME IMPACT: A SIGNAL OF POSSIBLE HEDGE CHANGE 

MAIN SOURCE OF INCOME EFFECT

The meaning o f  income e f f e c t  o f  a d o p t in g  SFAS No.52 i s  as  

a s i g n a l  o f  p o s s i b l e  change  in  hedging  a c t i v i t i e s .  Suppose 

a f i rm  had an exposed n e t  a s s e t  p o s i t i o n  and hedged i t  w i th  

a fo rw ard  c o n t r a c t  ( i . e .  an a c c o u n t in g  h e d g e ) .  Under SFAS 

No.8 ,  when t h e  U.S.  d o l l a r  was a p p r e c i a t e d  i n  an ac c o u n t in g  

p e r i o d ,  t h e  f i r m ' s  t r a n s l a t i o n  l o s s  from t h e  exposed n e t  a s ­

s e t  would be o f f s e t  by t h e  t r a n s l a t i o n  g a in  from t h e  fo rward  

c o n t r a c t .  Suppose f u r t h e r  t h a t  t h e  company d e c id e d  t o  adopt  

SFAS No.52 e a r l y .  Under t h e  new r u l e ,  on ly  t r a n s l a t i o n  

g a i n s / l o s s e s  from an economic hedge can be moved t o  t h e  b a l ­

ance  s h e e t .  T r a n s l a t i o n  g a i n s / l o s s e s  from p r e v io u s  a c c o u n t ­

ing  hed g e ,  t o  t h e  e x t e n t  i t  does  not  a c t  as  an economic 

hedge ,  s t i l l  have t o  be in c lu d e d  in  c u r r e n t  income. Unless  

t h i s  f o r e i g n  e n t i t y  i s  a depende n t  s u b s i d i a r y  o r  in  a " h ig h ­

ly  i n f l a t i o n a r y  economy",  t r a n s l a t i o n  l o s s  from n e t  a s s e t  

has t o  be moved t o  t h e  b a l a n c e  s h e e t  w h i l e  t r a n s l a t i o n  g a i n  

from p r e v io u s  a c c o u n t in g  hedge ,  t o  t h e  e x t e n t  i t  does  not  

a c t  a s  an economic hed g e ,  s t i l l  has t o  s i t  i n  c u r r e n t  i n ­

come. Thus an income impact  from a d o p t i n g  SFAS No.52 emerg­

e s .  The l a r g e r  t h i s  amount,  t h e  h ig h e r  t h e  p o s s i b i l i t y  t h a t  

a f i rm  w i l l  change  i t s  hedging  a c t i v i t i e s .
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SIGN OF INCOME EFFECT

N e v e r t h e l e s s ,  t h e  s i g n  o f  income impact  o f  a d o p t in g  SFAS 

No.52 i s  i r r e l e v a n t  as  a s i g n a l  o f  p o s s i b l e  change  in  hedg­

ing  a c t i v i t i e s .  G e n e r a l l y ,  g a i n s  o r  l o s s e s  from t r a n s l a t i o n  

i s  a f u n c t i o n  o f  bo th  o f  t h e  f o l l o w i n g  two f a c t o r s :

1.  exposed  n e t  a s s e t  o r  n e t  l i a b i l i t y  p o s i t i o n ,  and

2.  t h e  r e l a t i v e  s t r e n g t h  o f  t h e  U.S.  d o l l a r  t o  t h e  lo c a l  

c u r r e n c y  i t  o p e r a t e s .

Given no a c c o u n t in g  h e d g e s ,  t h e  t r a n s l a t i o n  g a i n s  o r  l o s s e s  

a r e  shown as Tab le  1.

TABLE 1

T r a n s l a t i o n  Gains  o r  Losses  under  No A ccoun t ing  Hedges

F ore ign  E n t i t y  & Exposed Exposed
Exchange R a te Net A sse t Net L i a b i l i t y

U.S.  $ A p p r e c i a t i o n LOSS GAIN

U.S.  $  D e v a lu a t io n GAIN LOSS

However,  i f  t h e r e  i s  an a c c o u n t in g  hedge ,  t h e  t r a n s l a t i o n  

g a i n s  o r  l o s s e s  w i l l  be i n  t h e  o p p o s i t e  d i r e c t i o n .  Given 

t h e  U.S.  d o l l a r  i s  a p p r e c i a t e d  r e l a t i v e  t o  t h e  l o c a l  c u r r e n ­

cy a f o r e i g n  e n t i t y  o p e r a t e s ,  t h e  income e f f e c t  o f  a d o p t in g
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SFAS No.52 w i l l  be p o s i t i v e  i f  t h i s  f o r e i g n  s u b s i d i a r y  i s  i n  

an exposed  n e t  a s s e t  p o s i t i o n  w i t h  a c c o u n t in g  h edges .  

Whereas,  i f  t h i s  s u b s i d i a r y  i s  i n  an exposed n e t  l i a b i l i t y  

p o s i t i o n ,  t h e  income e f f e c t  w i l l  be n e g a t i v e .

On t h e  o t h e r  hand,  g iv e n  a f o r e i g n  e n t i t y  i s  i n  an ex­

posed n e t  a s s e t  p o s i t i o n ,  i t  w i l l  have p o s i t i v e  income im­

p a c t  from t h i s  a c c o u n t in g  s w i tc h  i f  i t  o p e r a t e s  i n  t h e  econ­

omy where t h e  U.S.  d o l l a r  i s  r e l a t i v e l y  s t r o n g e r  t h a n  lo c a l  

c u r r e n c y  ( e . g .  Mexico P e s o ) .  However,  i f  t h i s  f o r e i g n  e n t i ­

t y  o p e r a t e s  in  a n o t h e r  economy where l o c a l  c u r r e n c y  i s  r e l a ­

t i v e l y  s t r o n g e r  ( e . g .  German Mark),  a n e g a t i v e  income impac t  

w i l l  o c c u r .  (See S e c t i o n  1 1 . 1 ,  "INTERACTIVE RELATIONSHIPS 

AMONG EXPLANATORY VARIABLES".)

T h e r e f o r e ,  in  t h e  eyes  o f  an i n v e s t o r ,  t h e  s ig n  o f  income 

e f f e c t  o f  a d o p t in g  SFAS No.52 depends on f o r e i g n  e n t i t y ' s  

ex p o s u re  p o s i t i o n  and i t s  l o c a t i o n .  As a s i g n a l  o f  p o s s i b l e  

change i n  hedg ing a c t i v i t i e s  per  s e ,  t h e  s ig n  o f  income im­

p a c t  o f  a d o p t io n  i s  i r r e l e v a n t .



C h ap te r  IV

INCOME IMPACTS ON THE QUARTER AND ON THE YEAR

4 .1  DISCLOSURE REQUIREMENTS OF SFAS NO.52

When SFAS No.52 was p rom ulga ted  on December 1 5 ,  1981,

f i r m s  w i th  a f i s c a l  y e a r  end o f  December had a l r e a d y  pub­

l i s h e d  t h r e e  i n t e r i m  r e p o r t s  i n fo rm in g  i n v e s t o r s  o f  q u a r t e r ­

l y  incomes under  t h e  o ld  SFAS No.8 in  t h e  p r e v io u s  t h r e e  

q u a r t e r s .  When a company d e c i d e d  t o  adopt  t h e  new r u l e  o f  

f o r e i g n  c u r r e n c y  t r a n s l a t i o n  e a r l y  i n  t h e  f o u r t h  q u a r t e r  o f  

1981 ,  SFAS No.52 r e q u i r e d  t h e  company t o  d i s c l o s e  t h e  f o l ­

lowing in f o r m a t i o n  in  t h e  annual  r e p o r t  o f  1981:

1 .  Annual n e t  e a r n i n g s  under  t h e  new SFAS No.52,  o f  

c o u r s e .

2 .  Annual Impac t  o f  a d o p t in g  t h e  new r u l e . 5

3 However, e a r l y  a d o p t e r s  o f  1982 a r e  no t  r e q u i r e d  t o  do so:

" F i n a n c i a l  s t a t e m e n t s  o f  e n t e r p r i s e s  t h a t  f i r s t  
adop t  t h i s  s t a n d a r d  f o r  f i s c a l  y e a r s  ending  on o r  
b e f o r e  March 3 1 ,  1982 s h a l l  d i s c l o s e  t h e  e f f e c t  o f  
a d o p t in g  t h e  new s t a n d a r d  on income b e f o r e  ex­
t r a o r d i n a r y  i t e m s ,  n e t  income, and r e l a t e d  p e r -  
s h a r e  amounts f o r  t h e  y e a r  o f  t h e  change .  Those 
d i s c l o s u r e s  a r e  not  r e q u i r e d  f o r  f i n a n c i a l  s t a t e ­
ments o f  e n t e r p r i s e s  t h a t  f i r s t  adop t  t h i s  s t a n ­
dard  f o r  s u b se q u e n t  f i s c a l  y e a r . "

(SFAS No.52 ,  p a r a .  3 7 . )

-  41 -
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3 .  R e s t a t e d  Q u a r t e r l y  Incomes under  t h e  new r u l e  f o r

each  q u a r t e r :

" . . . T h e  i n i t i a l  a p p l i c a t i o n  o f  t h i s  S t a t e ­
ment s h a l l  be a s  i f  t h e  b e g in n in g  o f  an en­
t e r p r i s e ' s  f i s c a l  y e a r . "

(SFAS No.5 2 ,  p a r a .  3 3 . )

T h e r e f o r e ,  e a r l y  a d o p t e r s  t h a t  have a l r e a d y  i s s u e d  

i n t e r i m  f i n a n c i a l  s t a t e m e n t s  under  SFAS No.8 must  

r e s t a t e  t h o s e  i n t e r i m  s t a t e m e n t s  in  t h e  annual  r e p o r t  

o f  1981.  ( P e a t ,  Marwick, M i tc h e l l  & C o . ,  1981; Coop­

e r s  & Lybrand ,  1982;  P r i c e  W aterhouse ,  1982. )  T h i s  

r e q u i r e m e n t  i s  an e x c e p t i o n  o f  APB O pin ion  No. 20 ,  

where r e t r o a c t i v e  t r e a t m e n t s  a r e  l i m i t e d  t o  LIFO 

s w i tch -aw ay ,  "co m p le te  c o n t r a c t " - " p e r c e n t a g e  comple­

t i o n "  t r a n s f e r  and " f u l l  c o s t " - " s u c c e s s  e f f o r t "  

t r a n s f e r  (APB O pin ion  No. 20 ,  p a r a .  . 2 7 ) .

G e n e r a l l y ,  t h e  a c c o u n t in g - c h a n g e  d i s c l o s u r e  r e q u i r e m e n t s  

f o r  t h e  i n t e r i m  r e p o r t  i s  t h e  same a s  t h e  annual  r e p o r t /  

T h e r e f o r e ,  i f  a company adopted  SFAS No.52 i n  any q u a r t e r ,  

t h e  d i s c l o s u r e  r e q u i r e m e n t s  f o r  t h i s  a c c o u n t in g  change  in  

i n t e r i m  r e p o r t  would be s i m i l a r  t o  t h o s e  f o r  t h e  annual  r e ­

p o r t .

" C e r t a i n  changes  in  a c c o u n t in g  p r i n c i p l e ,  such as t h o s e  
d e s c r i b e d  in  S e c t i o n  1 0 5 4 .0 4 ,  and 1051 .05 r e q u i r e  r e t r o a c ­
t i v e  r e s t a t e m e n t  o f  p r e v i o u s l y  i s s u e d  f i n a n c i a l  s t a t e ­
m en ts .  . .  . P r e v i o u s l y  i s s u e d  i n t e r i m  f i n a n c i a l  i n f o r m a t i o n  
shou ld  be s i m i l a r l y  r e s t a t e d . "  (APB Opin ion  No.2 8 ,  p a r a .  
. 2 5 . )
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4 . 2  QUARTERLY INCOME EFFECT OF ADOPTING SFAS NO.52

The d i s c l o s u r e  r e q u i r e m e n t s  o f  t h e  new SFAS No.52 ,  com­

b in e d  w i th  t h e  p r e v i o u s l y - i s s u e d  t h r e e  i n t e r i m  r e p o r t s  under 

t h e  o ld  SFAS No.8 ,  e n a b l e  i n v e s t o r s  t o  know t h e  f o u r t h - q u a r ­

t e r  e a r n i n g s  under  t h e  o ld  r u l e  and t h e  income impact  o f  

a d o p t in g  t h e  new r u l e  f o r  t h a t  q u a r t e r  o f  change .  Complying 

w i th  t h e  d i s c l o s u r e  r e q u i r e m e n t s  o f  SFAS No.52 ,  an e a r l y  

a d o p t e r  o f  1981 must  r e p o r t  one annual  e a r n i n g s  under  t h e  

new r u l e ,  one annual  impac t  o f  t h e  a d o p t i o n ,  and f o u r  r e s ­

t a t e d  q u a r t e r l y  incomes under  SFAS No.52 i n  t h e  annual  r e ­

p o r t  o f  1981.  R e f e r r i n g  t o  t h r e e  q u a r t e r l y  incomes under  

SFAS No.8 d i s c l o s e d  in  t h e  p r e v io u s  i n t e r i m  r e p o r t s ,  an i n ­

v e s t o r  i s  a b l e  t o  know t h e  q u a r t e r l y  income impacts  o f

a d o p t in g  t h e  new r u l e .  Thus ,  t h e  f o u r t h - q u a r t e r  e a r n i n g s

under  t h e  o ld  r u l e  can be worked ou t  a l s o .

An e x c e l l e n t  example i s  Vulcan M a te r i a l  Company, an e a r l y  

a d o p t e r  o f  SFAS No.52 in  1981. Th is  ad o p t io n  made Vulcan

red u ce  i t s  1981 n e t  income by $ 8 5 4 , 0 0 0 ,  which was not  i n i ­

t i a l l y  e v i d e n t  f o r  some r e s e a r c h e r s .  However, i f  one lo o k s  

i n t o  t h e  a d o p t io n  impact  on t h e  f o u r t h  q u a r t e r ,  he w i l l  ob­

s e r v e :

"The a d o p t io n  o f  FASB No.52 had t h e  e f f e c t  o f  i n ­
c r e a s i n g  f o u r t h  q u a r t e r  1981 e a r n i n g s  b e f o r e  i n ­
come t a x e s ,  n e t  e a r n i n g s  and p r im ary  and f u l l y  d i ­

l u t e d  e a r n i n g s  pe r  s h a r e  by $ 4 2 0 ,0 0 0 ,  $234 ,000  and 
$ . 0 2 ,  r e s p e c t i v e l y . "

(Vulcan Annual R e p o r t ,  1981,  F o o tn o te  11: 2 9 . )
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The Vulcan M a te r i a l  C o . ' s  n e t  income in  1981 can be b ro ­

ken down as  T ab le  2 shows.

TABLE 2

The Breakdown o f  Annual E a rn in g s  w i th  Accounting  Change

Vul can Mate r i  al Co. (4Q/81) U n i t : $ 1 , 0 0 0 .

QUARTER I-Q I I-Q 11 I-Q IV-Q ANNUAL

#8 income 
Impact

14 ,132 Q 
( 323)

23 ,065  Q 
( 618)

24 ,124 Q 
( 147)

17,777
234

79 .098  
( 854)A

#52 income 13 ,809  A 22,447  A 23,977 A 18,011 A 78 ,244  A

Exxon C o r p o r a t i o n  (4Q/82) U n i t : $ 1 , 0 0 0 , 0 0 0 .

QUARTER I-Q 11—Q 11 I-Q IV-Q ANNUAL

#8 income 
Impact

1 ,240  Q 
( 401)

885 Q 
( 36)

1 ,070  Q 
( 53)

1,121
360

4 ,316  
( 130)A

#52  income 839 A 849 A 1,017  A 1,481 A 4 ,186  A

* Q = d a t a  from q u a r t e r l y  r e p o r t s .
A = d a t a  from annual  r e p o r t .
All  o t h e r  f i g u r e s  a r e  plug numbers.

N o t i c e  t h a t  t h e  Vulcan M a te r i a l  Co. i n c r e a s e d  i t s  

f o u r t h - q u a r t e r  e a r n i n g s  by #234 ,000  from t h e  e a r l y  a d o p t io n  

o f  SFAS No.52 ,  a l t h o u g h  t h i s  a d o p t io n  d e c r e a s e d  i t s  annual  

e a r n i n g s  f o r  t h e  y e a r  1981 by # 8 5 4 ,0 0 0 .  A s i m i l a r  s i t u a t i o n  

happened f o r  t h e  Exxon Corp.  ( 4 Q /8 2 ) .  (See  t h e  same t a b l e . )
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4 . 3  QUARTERLY IMPACT VS. ANNUAL IMPACT 

IMPACT RANGE

In o r d e r  t o  i n v e s t i g a t e  t h e  d i f f e r e n c e s  between q u a r t e r l y  

and annual  i m p a c t s ,  385 m u l t i n a t i o n a l s  o f  AICPA-600 a r e  ex­

amined .  Among 385 m u l t i n a t i o n a l s ,  244 (385-144) f i rm s  d i s ­

c l o s e d  annual  im pac ts  o f  a d o p t in g  SFAS No.5 2 ,  and 231 

(385-154)  f i r m s  d i s c l o s e d  q u a r t e r l y  im pac ts  on income. Ta­

b l e  3 compares  t h e  impac t  r a t i o s  ( income impact  /  income un­

d e r  SFAS No.8) between annual  and q u a r t e r l y  d a t a .  Most 

a d o p t e r s '  impact  r a t i o s ,  bo th  annual  and q u a r t e r l y ,  a r e  d i s ­

t r i b u t e d  from -30% t o  +100%, b u t  c o n c e n t r a t e d  more w i t h i n  

t h e  range  o f  -5% t o  +15%. When e x c l u d in g  im m ate r ia l  e f f e c t  

o f  a d o p t in g  SFAS No.52 ,  t h e  f i r s t  t h r e e  p o p u la r  ranges  f o r  

annual  impact  r a t i o s  a r e :  0%-5% ( 5 8 ) ,  5%-10% ( 3 3 ) ,  and

10%-15% ( 2 2 ) .  For  q u a r t e r l y  impact  r a t i o s ,  t h e y  a r e :  0%-5% 

( 3 6 ) ,  5%-10% ( 3 3 ) ,  and -5%-0% ( 1 9 ) .  G r a p h i c a l l y ,  annual  im­

p a c t  r a t i o s  a r e  d i s t r i b u t e d  s t e e p e r  around o r i g i n a l  p o i n t  

t h a n  q u a r t e r l y  impac t  r a t i o s  a r e ,  a s  F ig u re  1 shows.

IMPACT DIRECTION

An i n t e r e s t i n g  q u e s t i o n  about  a d o p t io n  im pac ts  o f  SFAS 

No.52 i s  "Does a p o s i t i v e  annual  impact  n e c e s s a r i l y  le ad  t o  

a p o s i t i v e  q u a r t e r l y  im pac t? "  The answer i s  no. Among 385
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TABLE 3

Impac t  R a t i o s  D i s t r i b u t i o n s  o f  Annual and Q u a r t e r l y  Data

IMPACT Annual Q u a r t e r l y
RATIO RANGE* Income Income

<= -40% 1 1
(-40%, -30%] 0 3
(-30%, -20%] 0 5
-20%, -15%] 1 2

(-15%, -10%] 0 4
(-10%, -5%] 3 3
( -5%, 0%) 6 19

T o ta l  N e g a t iv e 11 37

Imm ate r ia l  (0%) 59 47

( 0%, 5%] 58 36
( 5%, 10%] 33 36
( 10%, 15%] 22 11
( 15%, 20%] 12 7
( 20%, 30%] 20 8
( 30%, 40%] 9 12
( 40%, 50%] 5 7
( 50%, 60%] 3 3
( 60%, 70%] 2 4
( 70%, 80%] 1 4
( 80%, 90%] 1 3
( 90%, 100%] 0 1

> 100% 8 15

T o ta l  P o s i t i v e 174 147

N/A 141 154

T O T A L 385 385

* Impact R a t i o  = (Income Im p ac t ) / ( In co m e  under  SFAS No.8)
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m u l t i n a t i o n a l s  o f  AICPA-600, 215 (=385-141-154+125) f i r m s  

d i s c i o s u r e d  bo th  q u a r t e r l y  and annual income impacts  o f  

a d o p t in g  SFAS No.52.  For  t h e s e  215 f i r m s ,  4 f i r m s  have bo th  

im pac ts  as  n e g a t i v e ,  37 f i r m s  have bo th  im pac ts  as  im m ate r i ­

a l ,  and 133 have bo th  im p a c t s  a s  p o s i t i v e .  (See  T ab le  4 . )  

In t o t a l ,  80.9% (4+37+133=174 o f  215) o f  f i r m s  have t h e  same 

im pac t  d i r e c t i o n s  f o r  annual  and q u a r t e r l y  d a t a .  The o t h e r  

19.1% (3+2+3+30+3=41 o f  215) o f  f i r m s  have d i f f e r e n t  impact  

d i r e c t i o n s  between annual  and q u a r t e r l y  d a t a .

TABLE 4

Impac t  D i r e c t i o n s  f o r  Annual and Q u a r t e r l y  Data

ANNUAL
ADOPTION

IMPACT

QUARTERLY ADOPTION IMPACT

TOTAL< 0 = 0 > 0 N/A

< 0 4 0 3 4 11
= 0 2 37 3 17 59
> 0 30 3 133 8 174

N/A 1 7 8 125 141

TOTAL 37 47 147 154 385

IMPACT DEGREE

From t h e  p r e c e d in g  d i s c u s s i o n ,  one may a rgue  t h a t  t h e r e  

i s  no s u b s t a n t i a l  d i f f e r e n c e s  between annual  d a t a  and q u a r ­

t e r l y  d a t a  s i n c e  80.9% (174 /215)  t h e  f i rm s  have t h e  same im­
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p a c t  d i r e c t i o n s .  However, t h i s  argument i s  not  t e n a b l e  when 

f a c i n g  t h e  d e t a i l e d  ex am in a t io n  o f  impact  d e g r e e .  T ab le  5 

i s  a c r o s s - t a b u l a t i o n  f o r  annual  and q u a r t e r l y  impac t  r a t i o s  

c l a s s i f i e d  by t h e  impact  r a n g e s .  As can be seen  from Table  

5 ,  on ly  1 o f  t h e  4 f i r m s  having  b o th  im pac ts  n e g a t i v e  a r e  

l o c a t e d  in  t h e  same im pac t  r a n g e  (-5%-0%). And o n ly  26 

(13+10+1+2) o f  133 f i r m s  having  bo th  im pac ts  p o s i t i v e  a r e  

l o c a t e d  in  t h e  same impac t  r a n g e s .  Exc lud ing  t h o s e  having  

im m ate r ia l  i m p a c t s ,  o n ly  19.7% ( ( 1 + 2 6 ) / ( 4 + 1 3 3 ) )  o f  t h e  f i r m s  

have same impact  d e g re e  f o r  bo th  annual  and q u a r t e r l y  d a t a .  

In o t h e r  w o rd s ,  t h e  impact  d e g r e e s  between annual and q uar ­

t e r l y  d a t a  a r e  s u b s t a n t i a l l y  d i f f e r e n t ,  a l th o u g h  80.9% o f  

t h e  f i r m s  have t h e  same im pac t  d i r e c t i o n s .

IMPACT CORRELATION

The n o t i o n  t h a t  impact  d e g r e e s  a r e  d i f f e r e n t  can be f u r ­

t h e r  v e r i f i e d  by t h e  Pearson  c o r r e l a t i o n  c o e f f i c i e n t  between 

annual  and q u a r t e r l y  im pac t  r a t i o s .  The P ea rson  c o r r e l a t i o n  

c o e f f i c i e n t  between them i s  o n ly  0.09805  (w i th  s i g n i f i c a n c e  

=0 .1519 ,  d f= 2 1 4 ) .  The " n o - d i f f e r e n c e "  argument f i n d s  no

s u p p o r t  from t h i s  s t a t i s t i c .



TABLE 5

Impact  Degrees  f o r  Annual and Q u a r t e r l y  Data

.k—— . QUARTERLY IMPACT RANGE ( * ) 1
ANNUAL <- -40 -30 -20 -15 -10 -5 0 5 10 15 20 30 40 50 60 70 80 90 >IMPACT RANGE -40 -30 -20 -15 -10 -5 0 0 5 10 15 20 30 40 50 60 70 80 90 100 100 N/A SUM— —— — — ——
<*■ -40% 1 # . . 1

(-40%, -30%] » ,
(-30%, -20%] . . .
(-20%, -15%] .
(-15%, -10%] 1 . 1(-10%, —5%] 1 2 3( "5%, 0%) • 1 2 1 • • • • 2 6

0% • • 1 • • 1 • 37 3 • • • • • • • • 171 59—— — ——— — h— H---+---
( 0%, 5%] 1 • . 8 2 13 19 4 1 1 3 , 1 # 1 . 4 58
( 5%, 10%] , 1 1 6 1 5 10 . 1 2 1 1 , 1 2 1 33
( 10%, 15%] 1 2 5 1 1 2 3 2 # 1 1 1 22( 15%, 20%] . 1 2 • 1 1 1 2 1 1 12
( 20%, 30%] 3 3 2 1 1 3 1 1 2 1 20( 30%, 40%] 2 1 1 , 4 9( 40%, 50%] 1 1 1 5( 50%, 60%] , 1 3( 60%, 70%] 1 1 2( 70%, 80%] • . 1( 80%, 90%] m 1( 90%, 100%] . .

> 100% i • i 1 1 2 1 • i 8
N/A • 1 • • • • • 7 1 1 1 1 1| • 1 • • • • • • 3[125| 1411---- h-- + «*-- T 1 1 1 1 t 1 1 1 1 1 1 1 1 1 1 h—-- T
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C h a p te r  V

SFAS NO.52 AND VALUE LINE'S QUARTERLY FORECASTS

5.1  VALUE LINE AND COMPETING ANALYSTS 

CONTACTS BETWEEN COMPANIES AND ANALYSTS

Accord ing  t o  The C onfe rence  B o a r d ' s  s u r v e y s  i n  1972 and 

1980 ,  most c o r p o r a t e  management b e l i e v e  t h a t  p r o f e s s i o n a l  

f i n a n c i a l  a n a l y s t s  have c o n s i d e r a b l e  i n f l u e n c e s  on t h e  s t o c k  

p r i c e s .  C o n s e q u e n t ly ,  keeping  good r e l a t i o n s h i p s  w i th  ana­

l y s t s  i s  an im p o r t a n t  p a r t  o f  c o r p o r a t e  p o l i c y .  (McGrath & 

Walsch,  1973;  L e e s ,  1 9 8 1 . )  The 1980 C onference  B o a r d ' s  s u r ­

vey a l s o  c o n c l u d e s  t h a t  companies  m a i n t a i n  c o n t a c t s  w i th  f i ­

n a n c i a l  a n a l y s t s  in  f o u r  ways ( ranked  in  t h e  o r d e r  o f  impor­

t a n c e )  ;

1.  A n a l y s t s '  m e e t in g s ;

2 .  I n v e s t o r s '  m e e t in g s ;

3.  P r e s s  r e l e a s e s ;  and

4 .  P e r s o n a l  v i s i t s .

In e s s e n c e ,  t h e  f i r s t  t h r e e  a r e  p u b l i c .  However,  t h e  

f o u r t h  one i s  s t i l l  no t  r e a l  " p e r s o n a l "  in  i t s  n a t u r e .  Some

- 51 -
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companies  may g r a n t  p e r s o n a l  v i s i t s  " t o  s e v e r a l  hundred d i f ­

f e r e n t  f i n a n c i a l  a n a l y s t s  in  t h e  c o u r s e  o f  a y e a r . "  ( L e e s ,  

1 9 8 1 :2 5 . )  Hence,  t h e s e  i n t e r v i e w s  g e n e r a l l y  a r e  h e l d  on a 

g roup  b a s i s ,  though o n e - t o - o n e  c o n v e r s a t i o n s  a r e  a l s o  com­

mon. T h e r e f o r e ,  t h e  c o n t a c t s  between companies and f i n a n ­

c i a l  a n a l y s t s  a r e  r e l a t i v e l y  p u b l i c .

ASSISTANCES PROVIDED BY COMPANIES TO ANALYSTS

F u r th e rm o re ,  in  h e l p i n g  f i n a n c i a l  a n a l y s t s  t o  p r e p a r e  

f o r e c a s t s ,  companies  g e n e r a l l y  p ro v id e  background in fo rm a­

t i o n  t o  them. The a s s i s t a n c e  c o n s i s t s  o f  f o l l o w i n g  s i x

p r i n c i p a l  c a t e g o r i e s :

" (1 )  Comments by e x e c u t i v e s  i n d i c a t i n g  w h e th e r  o r  
no t  t h e  a n a l y s t ' s  f o r e c a s t  i s  ' i n  t h e  b a l l  p a r k ' ;

(2)  An i n d i c a t i o n  o f  approx im ate  change  ( p e r c e n t )  
in  e a r n i n g s ;

(3)  S ta t e m e n t  t h a t  company i s  headed f o r  ' a n o t h e r  
good y e a r '  w i th  e a r n i n g s  s i m i l a r  t o  o r  somewhat 
b e t t e r  t h a n  t h o s e  in  r e c e n t  y e a r s ;

(4)  N atu re  o f  f a c t o r s  t h a t  a r e  expec ted  t o  i n f l u ­
ence  e a r n i n g s ,  such as  s e n s i t i v i t y  o f  e a r n i n g s  per  
s h a r e  t o  p r i c e  changes  o f  m a jo r  raw m a t e r i a l s ;

(5)  P r o j e c t i o n  o f  o p e r a t i o n s  ex p ec ted  i n  nex t  
y e a r ,  such  a s  s a l e s ,  f i n a n c i n g  r e q u i r e m e n t s ,  c a p i ­
t a l  i n v e s t m e n t s ;

(6 )  I n d i c a t i o n  o f  expec ted  movement in  genera l  
b u s i n e s s  o r  economic c o n d i t i o n s  (6NP, pe r so n a l  i n ­
come, i n d u s t r i a l  p ro d u c t i o n )  which cou ld  have an 
impact  on company o p e r a t i o n s  and e a r n i n g s . "

( L e e s ,  1981: 28 . )

A p p a r e n t l y ,  a c c o u n t in g  changes  t h a t  i n f l u e n c e  e a r n i n g s  

( c a t e g o r y  4 above) i s  one p i e c e  o f  i n f o r m a t i o n  a c o r p o r a t i o n
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p r o v i d e s  t o  a n a l y s t s .  The Value L i n s ' s  Inves tm en t  Survey  

i s ,  a p p a r e n t l y ,  t h e  most  w id e ly  c i r c u l a t e d  p r o f e s s i o n a l  

f o r e c a s t i n g  j o u r n a l .  T h e r e f o r e ,  f o r  such an im p o r t a n t  ac ­

c o u n t in g  change as SFAS No.52 ,  i t  seems u n l i k e l y  t h a t  Value  

Line  i s  kept  from t h i s  i n f o r m a t i o n  w h i l e  o t h e r  a n a l y s t s  can 

g e t  i t .

WHY VALUE LINE?

A side  from t h i s  b e n e f i t ,  t h i s  s tu d y  u s e s  Value L i n e ' s  

q u a r t e r l y  e a r n i n g s  f o r e c a s t s  t o  c o n s t r u c t  e x p l a n a t o r y  v a r i ­

a b l e s  f o r  t h e  f o l l o w i n g  a d d i t i o n a l  r e a s o n s :

1.  Value  L in e  i s  t h e  on ly  s o u rc e  t h a t  p ro v id e s  q u a r t e r l y  

f o r e c a s t s  f o r  t h e  y e a r s  o f  s t u d y  (1981-1984 ) .  (See 

S e c t i o n  6 . 3 ,  "Market  E x p e c t a t i o n  o f  E a r n i n g s " . )

2.  Value L i n e ' s  q u a r t e r l y / a n n u a l  f o r e c a s t s  i s  proven t o  

be a good proxy f o r  m arke t  e x p e c t a t i o n  ( e . g .  Brown 

and R o z e f f ,  1978) ;

3 .  F i n a l l y ,  b u t  most i m p o r t a n t l y ,  V a lue  L i n e ' s  q u a r t e r l y  

d e s c r i p t i o n  o f  t h e  company p r o v id e s  im p o r t a n t  i n f o r ­

m a t ion  on w h e th e r  a company adop ted  SFAS No.52 o r  no t  

when i t  was i s s u e d .  And t h u s  t h e  b a s i s  o f  i t s  f o r e ­

c a s t s  ( u n d e r  SFAS No.8 o r  SFAS No.52) can be ju d g e d .  

T h i s  s p e c i a l  f e a t u r e  o f  Value Line makes i t  t h e  o n ly  

c h o i c e  o f  t h i s  s t u d y .
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5 . 2  TIMING OF THE DISCLOSURE OF ADOPTION DECISION

ATTITUDE DIFFERENCES REVEALED FROM THE WSJ

When t o  d i s c l o s e  t h e  a d o p t i o n  o f  SFAS No.52 ,  however,  i s  

a m a t t e r  o f  c o r p o r a t e  p o l i c y .  I t  i s  no t  un i fo rm  from compa­

ny t o  company. Some companies  even d i s c l o s e d  t h e i r  d e c i s i o n  

t o  adopt  SFAS No.52 b e f o r e  t h e  announcement o f  t h e  S ta tem en t  

on December 1 5 ,  1981;  F o r  example ,  b e f o r e  SFAS No.52 was

p a s s e d ,  t h e  Bangor Punta  C o r p o r a t i o n  (w i th  f i s c a l  y e a r  ended 

on September 30) d i s c l o s e d  i t s  i n t e n t i o n  o f  e a r l y  a dop t ing  

t h e  new f o r e i g n  c u r r e n c y  t r a n s l a t i o n  r u l e  and d e l a y e d  i t s  

r e l e a s e  o f  annual  r e s u l t s :

"Bangor Punta Corp.  d e l a y  r e l e a s i n g  f i s c a l  y e a r  
end r e s u l t s  w h i l e  a w a i t i n g  a p o s s i b l e  acc o u n t in g  
r u l e  change  t h a t  c o u ld  improve i t s  p r o f i t .  The
change would a f f e c t  many companies .

Under t h e  p roposed  r u l e  r e v i s i o n ,  t o  be c o n s i d ­
e r e d  by t h e  F i n a n c i a l  Accoun t ing  S ta n d a rd s  Board 
e a r l y  nex t  month ,  Bangor P u n t a ' s  e a r n i n g s  would be 
i n c e a s e d  a bou t  49 c e n t s  a s h a r e ,  t o  $ 6 . 0 6  a s h a r e ,  
f o r  t h e  f i s c a l  y e a r  ended S e p t .  3 0 . . .

A n a l y s t s  s a i d  companies  w i t h  f i s c a l  y e a r s  ended 
Sep.  30 have good r e a s o n s  t o  w a i t  f o r  t h e  r u l i n g  
b e f o r e  r e p o r t i n g  r e s u l t s :  T h e i r  p r o f i t  may look
b e t t e r .

An o f f i c i a l  a t  a n o t h e r  m u l t i n a t i o n a l  company w i th  
f i s c a l  y e a r  end ing  Sep.  3 0 ,  who asked not  t o  be 
i d e n t i f i e d ,  s a i d  hedging  in  c u r r e n c y  has saved t h e  
company m a jo r  l o s s e s ,  b u t  ' w i t h o u t  t h a t ,  we might  
have been v e ry  i n t e r e s t e d  in  d e l a y in g  our  r e ­
s u l t s . '

Lou L. R o b e r t s o n ,  a p a r t n e r  w i t h  t h e  ac c o u n t in g  
f i r m  o f  Touche Ross & C o . ,  s a i d  ' t h e r e ' s  ev e ry  i n ­
d i c a t i o n '  t h e  new r u l e  w i l l  be p a s s e d .

The move p u t s  Bangor on an equal  f o o t i n g  w i th  
companies  r e p o r t i n g  r e s u l t s  f o r  t h e  y e a r  end ing 
Dec. 31 .  They can r e s t a t e  1981 e a r n i n g s  i f  t h e  
new r u l e  i s  adopted  b e f o r e  y e a r  end ."

(WSJ, 1 1 /2 3 /1 9 8 1 :  3 7 - 3 . )
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However, t h e s e  ex t reme l o v e r s  o f  SFAS No.52 a r e  no t  many. 

Only f i v e  com pan ies^  (5/385=1.3%) in  AICPA-600 d i s c l o s e d  t h e  

a d o p t io n  o f  SFAS No.52 w i t h  e a r n i n g s  announcements in  t h e  

WSJ b e f o r e  t h e  p ro m u lg a t io n  o f  t h e  S ta t e m e n t  (December 15 ,  

1981) .  All  o t h e r  companies  o f f i c i a l l y  d i s c l o s e  t h i s  adop­

t i o n  a f t e r  t h e  announcement o f  SFAS No.52.  For example,  

around one week b e f o r e  t h e  y e a r  end ,  Dana Corp.  d i s c l o s e d  

t h a t  i t s  board  approved " chang ing  i t s  method o f  a c c o u n t in g  

f o r  f o r e i g n  c u r r e n c y  t r a n s l a t i o n "  (WSJ, 1 2 /22 /1981 :  9 - 4 ) .

IBM a l s o  announced t h a t  i t  " i s  a d o p t in g  a new method o f  a c ­

c o u n t in g  f o r  f o r e i g n  c u r r e n c y  t r a n s l a t i o n "  one month b e f o r e  

t h e  y e a r  end .  "We've s t u d i e d  t h e  change  and i t s  i m p l i c a t i o n  

f o r  some t i m e .  We d e c id e d  t o  j u s t  go ahead and a dop t  i t  

now", a l th o u g h  IBM " w a s n ' t  r e q u i r e d  t o  do so u n t i l  t h e  f i r s t  

q u a r t e r  o f  1983" a c c o r d i n g  t o  SFAS No.52:

" I n t e r n a t i o n a l  B u s in e s s  Machines Corp.  s a i d  i t  i s  
a d o p t in g  a method o f  a c c o u n t in g  f o r  f o r e i g n - c u r -  
rency  t r a n s l a t i o n  t h a t  w i l l  i n c r e a s e  f o u r t h  q u a r ­
t e r  and f u l l - y e a r  p e r - s h a r e  e a r n i n g s  rou g h ly  10%.
The company s a i d  1981 r e s u l t s  w i l l  be r e s t a t e d ,  
a l s o  b o o s t i n g  p r o f i t  abou t  10%.

IBM d e c l i n e d  t o  p r e d i c t  e a r n i n g s ,  s a y in g  t h e  p r e ­
c i s e  impact  o f  t h e  change  w o n ' t  be known u n t i l  t h e  
company r e p o r t s  t h e  r e s u l t s  in  l a t e  J a n u a r y .  IBM 
s a i d  1982 r e s u l t s  w i l l  be d e l a y e d  abou t  a week by 
t h e  s w i tc h  t o  t h e  new p r o c e d u r e . . .

Har ry  E d e l s o n ,  an a n a l y s t  w i t h  F i r s t  Boston 
C o r p . ,  was s u r p r i s e d  IBM d e c id e d  t o  s w i tc h  t o  FASB 
52 now, b e c a u se  under  t h e  law t h e  company w a s n ' t  
r e q u i r e d  t o  do so u n t i l  t h e  f i r s t  q u a r t e r  o f  1983.
But a spokesman f o r  IBM s a i d ,  'W e 'v e  s t u d i e d  t h e  
change  f o r  some t i m e .  We d e c id e d  t o  j u s t  go ahead 
and adop t  i t  now . ' "
(WSJ, 1 2 /2 /1 9 8 2 :  5 -1 )

5 They a r e :  Bangor P u n ta  Corp .  ( 4 Q /8 1 ) ,  P a l l  Corp .  ( I Q / 8 2 ) ,  
Jewel C o s . ,  I n c .  (4 Q /8 1 ) ,  Rexnord I n c .  ( 4 Q / 8 1 ) , 
and Esmark,  I n c .  ( 4 Q /8 1 ) .
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Note t h a t  IBM i n c r e a s e d  i t s  f o u r t h - q u a r t e r  e a r n i n g s  by 20.2% 

(+$0.42 / $ 2 . 0 8 )  and f u l 1 - y e a r  e a r n i n g s  by 11.3% (+$0.75 

/ $ 6 . 6 4 )  by s w i t c h i n g  t o  SFAS No.52 when e a r n i n g s  were  an­

nounced on J a n u a r y  2 4 ,  1983.

ATTITUDE DIFFERENCES REVEALED FROM VALUE LINE

The d i f f e r e n c e s  in  a t t i t u d e  a bou t  a d o p t in g  SFAS No.52 can 

be f u r t h e r  m a n i f e s t e d  from t h e  Value L i n e ' s  q u a r t e r l y  d e ­

s c r i p t i o n  o f  com panies .  In t h e  same i s s u e  o f  V alue  L i n e ' s  

I nves tm en t  Survey  on J a n u a r y  2 9 ,  1982,  Value Line s t a t e d

t h a t  "Revlon has  n o t  d e c i d e d  w h e th e r  o r  n o t  t o  r e s t a t e  1981 

r e s u l t s  (u n d e r  SFAS N o .5 2 )" :

"Revlon has not  d e c id e d  w h e th e r  o r  no t  t o  r e s t a t e  
1981 r e s u l t s .  Our $ 3 .7 0  a s h a r e  e s t i m a t e  r e f l e c t s  
t h e  company 's  1981 e a r n i n g s  b e f o r e  a d j u s t m e n t s  f o r  
t h e  new F i n a n c i a l  Account ing  S tan d a rd  Board (FASB) 
r u l e  No.52,  which d e a l s  w i t h  f o r e i g n  c u r r e n c y  
t r a n s l a t i o n . "

(VL, 1 /2 9 / 1 9 8 2 :  8 1 7 . )

On t h e  o t h e r  hand,  t h e  G i l l e t t e  Co. "has  op ted  t o  a d j u s t

l a s t  y e a r ' s  e a r n i n g s  in  l i n e  w i th  FASB r u l e  No.52":

" G i l l e t t e  w i l l  r e s t a t e  1981 e a r n i n g s .  Share  e a r n ­
in g s  a s  r e p o r t e d  f o r  t h e  f i r s t  n in e  months o f  1981 
were $ 2 . 1 8 .  G i l l e t t e  has  op te d  t o  a d j u s t  l a s t
y e a r ' s  e a r n i n g s  in  l i n e  w i th  F i n a n c ia l  Accounting  
S t a n d a rd s  Board (FASB) r u l e  N o .52 ,  which d e a l s  
w i th  f o r e i g n  c u r r e n c y  t r a n s l a t i o n .  We e s t i m a t e  
t h a t  r e s t a t e d  s h a r e  e a r n i n g s  f o r  t h e  f i r s t  t h r e e  
q u a r t e r s  o f  1981 w i l l  be $3 .17  and t h a t  f u l 1 - y e a r  
r e s t a t e d  e a r n i n g s  w i l l  be $ 4 .1 0  a s h a r e . "

(VL, 1 /2 9 / 1 9 8 2 :  8 1 1 . )
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In f a c t ,  b o th  Revlon I n c .  and G i l l e t t e  Co. adopted  t h e  new 

r u l e  in  t h e  f o u r t h  q u a r t e r  o f  1981.  Th i s  a t t i t u d e  d i f f e r ­

ence  among companies  not  o n ly  e x i s t e d  in  1981,  b u t  a l s o  in  

1982.  For example ,  a l t h o u g h  b o th  Vm. Wright  J r .  Co. and CPC 

I n t e r n a t i o n a l  I n c .  adop ted  SFAS No.52 i n  t h e  f i r s t  q u a r t e r  

o f  1982 ,  t h e  fo rm er  c l e a r l y  d i s c l o s e d  i t s  i n t e n t i o n  t o  adopt  

and t h e  l a t t e r  had no t  d e c id e d  when Value  Line was pub­

l i s h e d .  (VL, 3 /1 5 /1 9 8 2 :  1481 ,1506 . )

5 .3  VALUE LINE'S FORECAST ON THE ADOPTION

Because  most companies  d id  not  d i s c l o s e  w h e th e r  o r  no t  t o  

adop t  SFAS No.5 2 ,  Value  Line sometimes p r e d i c t e d  t h e  adop­

t i o n  f o r  them. Owing t o  t h e  c o m p le x i ty  o f  f o r e i g n  o p e ra ­

t i o n s  and i n s u f f i c i e n c y  o f  t h i s  i n f o r m a t i o n ,  Value Line won 

some and l o s t  many. For example ,  Value  L ine  p r e d i c t e d  t h e  

Goodyear T i r e  and Rubber Co. (4Q/81) t h a t  "we e x p e c t  Goo­

d y e a r  w i l l  r e s t a t e  e a r n i n g s  when i t  announces  i t s  y e a r  end 

r e s u l t s , "  and i t  was t r u e :

"We e x p e c t  Goodyear w i l l  r e s t a t e  e a r n i n g s  when i t  
announces  i t ' s  y e a r e n d  r e s u l t s .  G o o d y e a r ' s  1981 
e a r n i n g s  were  s e v e r e l y  h u r t  by s o - c a l l e d  f o r e i g n  
c u r r e n c y  l o s s e s  t h a t  were  r e p o r t e d  under  o ld  a c ­
c o u n t in g  r u l e ,  FASB-8. The r e v i s e d  r u l e ,  FASB-52, 
r e c o g n i z e s  t h a t  m a j o r i t y  o f  such  ' l o s s e s '  a r e  o f ­
t e n  no t  r e a l i z e d ,  and so d i r e c t s  t h a t  e x c e p t  in  
c e r t a i n  c i r c u m s t a n c e s ,  t h e  g a i n s  and l o s s e s  t h a t  
r e s u l t  from t h e  t r a n s l a t i o n  o f  t h e  b a l a n c e  s h e e t  
i n t o  U.S.  d o l l a r s  a r e  t o  bypass  t h e  income s t a t e ­
ment and be charged  d i r e c t l y  t o  e q u i t y .  At t h e  
t im e  we went t o  p r e s s ,  Goodyear h a d n ' t  d ec id ed  
w h e th e r  i t  would r e s t a t e d  1981 i n t e r i m  e a r n i n g s ,
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n o r  had i t  d e te rm in e d  what  e a r n i n g s  would have 
been i f  t h e y  were r e s t a t e d . "

(VL, 1 /1 / 1 9 8 2 :  137 . )

However,  i n  many i n s t a n c e s ,  Value L i n e ' s  p r e d i c t i o n s  were 

wrong.  For example ,  Value Line p r e d i c t e d  t h a t  " i t  i s  n o t  

l i k e l y  t h a t  A i r  P r o d u c t s  would adop t  new c u r r e n c y  t r a n s l a ­

t i o n  r u l e s  u n t i l  f i s c a l  198 3 ,"  because  " t h e  company 's  hedg­

ing  p r o c e d u re s  min imizes  r e p o r t e d  c u r r e n c y  g a i n s  and l o s s ­

es"  :

"European r e s u l t s  a r e  poor .  Tonnage s a l e s  o f  i n ­
d u s t r i a l  g a s s e s  have h e ld  up s u r p r i s i n g l y  w e l l ,  
b u t  when s a l e s  and p r o f i t s  (m a in ly  i n  pound s t e r ­
l i n g )  a r e  c o n v e r t e d  i n t o  d o l l a r s ,  r e p o r t e d  s a l e s  
and p r o f i t s  s u f f e r .  I t ' s  no t  l i k e l y  t h a t  A i r  
P ro d u c t s  would adop t  new c u r r e n c y  t r a n s l a t i o n  
r u l e s  u n t i l  f i s c a l  1983.  The company 's  hedging 
p r o c e d u re s  m in im izes  r e p o r t e d  c u r r e n c y  g a i n s  and
1 O P C  11

(VL, 1*2/18/1981: 1892. )

In f a c t ,  t h e  A i r  P r o d u c t s  and Chemicals  I n c .  adop ted  SFAS 

No.52 on t h e  f i r s t  q u a r t e r  o f  1982. As a r e s u l t  o f  S t a t e ­

ment No.5 2 ,  A i r  P r o d u c t s  d i s c l o s e d  in  i t s  annual  r e p o r t ,  

p a r a l l e l  hedges used in  p r i o r  y e a r s  were c a n c e l l e d :

"During t h e  f i r s t  q u a r t e r  o f  f i s c a l  y e a r  1982,  t h e  
company adop ted  t h e  newly e n a c te d  S ta t e m e n t  o f  F i ­
n a n c i a l  Accounting  S ta n d a rd s  No.5 2 ,  ' F o r e i g n  Cur­
rency  T r a n s l a t i o n ' . . .

As a r e s u l t  o f  a d o p t in g  t h e  new s t a n d a r d ,  t h e  
company c a n c e l l e d  i t s  p a r a l l e l  hedge program. In 
p r i o r  y e a r s ,  t h e s e  hedges  s u b s t a n t i a l l y  reduced  
t h e  impact  on e a r n i n g s  caused  by t r a n s l a t i n g  t h e  
b a l a n c e  s h e e t s  d u r in g  p e r i o d s  o f  f l u c t u a t i n g  ex­
change  r a t e s . "

( A i r  P r o d u c t s  and C he m ic a l s ,  Annual R e p o r t ,  1982:
2 2 .)
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S i m i l a r  s i t u a t i o n s  happened in  t h e  c a s e s  o f  B r i s t o l - M y e r s  

Co. ( I Q / 8 2 ) ,  B a x te r  Travenol  L a b o r a t o r i e s ,  I n c .  ( I Q / 8 2 ) , 

S c h e r in g -P lo u g h  Corp.  ( I Q / 8 2 ) ,  and M e d t ro n ic ,  I n c .  ( 4 Q / 8 2 ) , 

e t c .

5 . 4  VALUE LINE'S FIRST-TIME FORECASTS UNDER SFAS NO.52

Due t o  t h e  more " l i b e r a l  a c c o u n t in g  r u l e "  o f  SFAS No.52 

s t a t e d  i n  s e c t i o n  1 . 3 ,  t h e  new p rom ulga t ion  makes e a r n i n g s  

o f  t h e  q u a r t e r / y e a r  hard  t o  f o r e c a s t .  The main h u r d l e s  a r e  

t h e  management d i s c r e t i o n s  on t h e  f u n c t i o n a l  c u r r e n c i e s  and 

i n s u f f i c i e n c i e s  o f  i n f o r m a t i o n  f o r  t h e  f o r e i g n  e n t i t i e s .  

Making e a r n i n g s  f o r e c a s t s  under  SFAS No.52 by j u s t  add ing  

back t r a n s l a t i o n  g a i n s / l o s s e s  may ca u s e  a " f o r e c a s t  n i g h t ­

m a re " .  Value  Line made t h i s  f a l l a c y  on i t s  f o r e c a s t s  f o r  

Texaco (4Q /82 ) .  Value L in e  s t a t e d  t h a t :

"More a c c o u n t in g  changes  a r e  coming.  A s w i t c h  t o  
t h e  FASB 52 method f o r  h an d l in g  f o r e i g n  c u r r e n c y
t r a n s l a t i o n  w i l l  l e t  f i n a n c i a l  r e p o r t s  more
c l o s e d l y  r e f l e c t  o p e r a t i n g  r e s u l t s .  Texaco has 
y e t  t o  d e c i d e ,  t h o u g h ,  w h e th e r  t o  i n c o r p o r a t e  t h e  
new r u l e s  in  t h e  1982 y e a r e n d  r e p o r t .  Under
p r e s e n t  bookkeeping  (FASB 8 ) ,  we assume t h e  r e ­
c e n t l y  s t r o n g e r  yen would c a u s e  a t r a n s l a t i o n  l o s s  
f o r  t h e  f i n a l  1982 q u a r t e r .  ( N e v e r t h e l e s s ) ,  FASB 
52 would make i t  a g a in  i n s t e a d ,  b u t  would a l s o  
swing t h e  9-month f o r e i g n  c u r r e n c y  g a i n  o f  55
c e n t s  a s h a r e  i n t o  t h e  l o s s  a r e a . "

(VL, 1 /1 4 /1 9 8 3 :  4 3 9 . )

These  f o r e c a s t s ,  however,  were  t o t a l l y  n u l l i f i e d  by t h e  man­

agement o f  Texaco.  " In  t h e  judgment o f  T e x a c o ' s  manage­
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m ent ,"  Texaco I n c .  d e c l a r e d  i n  i t s  annual  r e p o r t  o f  1982,  

" t h e  U.S. d o l l a r  r e p r e s e n t s  t h e  f u n c t i o n a l  c u r r e n c y  f o r  a l l  

o p e r a t i o n s  a b r o a d . "  T h e r e f o r e ,  t h e  e f f e c t  o f  t h i s  a c c o u n t ­

ing  change  i s  im m a t e r i a l :

"Under t h e  p r o v i s i o n s  o f  S ta t e m e n t  No.52 ,  t h e  
f u n c t i o n a l  c u r r e n c y  f o r  each company o p e r a t i n g  
abroad  i s  e i t h e r  t h e  U.S.  d o l l a r  o r  t h e  l o c a l  c u r ­
r e n c y .  In t h e  judgment o f  T e x a c o ' s  management,  
t h e  U.S.  d o l l a r  r e p r e s e n t s  t h e  f u n c t i o n a l  c u r r e n c y  
f o r  a l l  o p e r a t i o n s  abroad  beca use :

(1)  I n t e r n a t i o n a l  p r i c i n g  i n  t h e  p e t r o l e u n  b u s i ­
nes s  i s  domina ted  by OPEC c rude  p r i c e s  based on 
U.S.  d o l l a r s ,  and

(2)  t h e r e  e x i s t s  an e x t e n s i v e  i n t e r r e l a t i o n s h i p  
between t h e  o p e r a t i o n s  o f  t h e  Company's f o r e i g n  
e n t i t i e s  and t h e  p a r e n t  company beca use  o f  t h e  
h igh  l e v e l  o f  in t e rcom pany  t r a n s a c t i o n s ,  which a r e  
g e n e r a l l y  denominated in  U.S.  d o l l a r s . "

(Texaco Annual R e p o r t ,  1982: 3 2 . )

In f a c t ,  f o r e c a s t i n g  f u n c t i o n a l  c u r r e n c i e s  i s  not  e a s y .  

S i m i l a r  f i r m s  i n  t h e  same i n d u s t r y  do not  g u a r a n t e e  t o  have 

t h e  same f u n c t i o n a l  c u r r e n c i e s .  For example ,  Exxon Corp.  

and Texaco In c .  a r e  two o i l  g i a n t s  and bo th  adop ted  SFAS

No.52 i n  t h e  f o u r t h  q u a r t e r  o f  1982. Whi le t h e  t h i r d  o i l  

g i a n t ,  Texaco ,  d e t e rm in e d  t h a t  t h e  U.S.  d o l l a r  r e p r e s e n t e d  

t h e  on ly  f u n c t i o n a l  c u r r e n c y  f o r  a l l  i t s  f o r e i g n  o p e r a t i o n s ,  

t h e  b i g g e s t  o i l  g i a n t ,  Exxon,  d id  t h e  r e v e r s e .  Exxon s t a t e d  

t h a t :

"FAS-52 was implemented by us ing  t h e  l o c a l  c u r r e n ­
cy o f  t h e  c o u n t r y  o f  o p e r a t i o n  as t h e  ' f u n c t i o n a l  
c u r r e n c y '  f o r  t r a n s l a t i n g  t h e  a c c o u n t s  o f  t h e  ma­
j o r i t y  o f  f o r e i g n  o p e r a t i o n .  These o p e r a t i o n s  i n ­
c l u d e  e s s e n t i a l l y  a l l  f o r e i g n  pe t ro leum r e f i n i n g  
and m a rk e t in g  a s  well  as  chemical  o p e r a t i o n s ,  ex­
c e p t  f o r  t h o s e  l o c a t e d  in  h ig h l y  i n f l a t i o n a r y
econom ies ;  a l s o  i n c lu d e d  a r e  e x p l o r a t i o n  and p ro ­
d u c t i o n  o p e r a t i o n s  where t h e  p r o d u c t i o n  i s  con-
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siimed l o c a l l y ,  such as  i n  A u s t r a l i a ,  Canada,  t h e  
U n i ted  Kingdom and c o n t i n e n t a l  Europe .  For o t h e r  
f o r e i g n  o p e r a t i o n s ,  p r i n c i p a l l y  e x p l o r a t i o n  and 
p r o d u c t i o n  o p e r a t i o n s  in  Norway, M alays ia  and t h e  
Middle  E a s t ,  t o g e t h e r  w i th  o p e r a t i o n s  i n  h ig h l y  
i n f l a t i o n a r y  econom ies ,  t h e  U.S.  d o l l a r  i s  used as 
t h e  f u n c t i o n a l  c u r r e n c y . "

(Exxon Annual R e p o r t ,  1982:  2 5 - 2 6 . )

The r e a s o n s  t h a t  made Texaco d e t e r m i n e  t o  use  t h e  U.S.  

d o l l a r  a s  t h e  o n ly  f u n c t i o n a l  c u r r e n c y  e x i s t e d ,  t o  some ex­

t e n t ,  f o r  Exxon a l s o .  However,  t h e s e  two o i l  g i a n t s  d id  i t  

d i f f e r e n t l y .  Unless  management d i s c l o s e s  i t s  d e c i s i o n s  on 

t h e  f u n c t i o n a l  c u r r e n c i e s ,  i t  i s  ve ry  d i f f i c u l t  t o  p r e d i c t  

them, e s p e c i a l l y  f o r  t h e  q u a r t e r  o f  ch an g e .

5 . 5  FORECAST OF FUNCTIONAL CURRENCIES IN SUBSEQUENT 
PERIODS

To p r e d i c t  t h e  f u n c t i o n a l  c u r r e n c i e s  f o r  t h e  q u a r t e r  o f  

a d o p t in g  SFAS No.52 i s  n o t  e a s y .  S tep p in g  f u r t h e r  t o  f o r e ­

c a s t  t h e  changes  o f  f u n c t i o n a l  c u r r e n c i e s  i n  t h e  s u b se q u e n t  

p e r i o d s  i s  even h a r d e r .  According t o  SFAS No.52 ,  t h e  d e t e r ­

m in a n t s  o f  f u n c t i o n a l  c u r r e n c i e s  a r e ,  MICRO-ECONOMICALLY, 

ca sh  f l o w s ,  s a l e s  p r i c e s ,  s a l e s  m a r k e t s ,  e x p e n s e s ,  f i n a n c ­

i n g ,  in te rcom pany  t r a n s a c t i o n s ,  and,  MACRO-ECONOMICALLY, l o ­

ca l  i n f l a t i o n .  (SFAS No.5 2 ,  p a r a .  4 2 ,  1 1 ) .  Both micro  and 

macro i n d i c a t o r s  a r e  chang ing  w i th  t i m e .  T h e r e f o r e ,  SFAS 

No.52 a l l o w s  f u n c t i o n a l  c u r r e n c i e s  t o  be changed when man­
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agement j u s t i f i e s : 6

"45.  Once a d e t e r m i n a t i o n  o f  t h e  f u n c t i o n a l  c u r ­
re n c y  i s  made,  t h a t  d e c i s i o n  s h a l l  be c o n s i s t e n t l y  
used f o r  each  f o r e i g n  e n t i t y  u n l e s s  s i g n i f i c a n t  
changes  i n  economic f a c t s  and c i r c u m s ta n c e s  i n d i ­
c a t e  c l e a r l y  t h a t  t h e  f u n c t i o n a l  c u r r e n c y  has 
c h a n g e s . . .

46 .  I f  t h e  f u n c t i o n a l  c u r r e n c y  changes  from a 
f o r e i g n  c u r r e n c y  t o  t h e  r e p o r t i n g  c u r r e n c y ,  t r a n s ­
l a t i o n  a d j u s t m e n t s  f o r  p r i o r  p e r io d s  shou ld  not  be 
removed from e q u i t y  and t h e  t r a n s l a t e d  amounts f o r  
nonmonetary  a s s e t s  a t  t h e  end o f  t h e  p r i o r  p e r io d  
become t h e  a c c o u n t i n g  b a s i s  f o r  t h o s e  a s s e t s  i n  
t h e  p e r io d  o f  t h e  change  and su b se q u en t  p e r i o d s .  
I f  t h e  f u n c t i o n a l  c u r r e n c y  changes  from t h e  r e ­
p o r t i n g  c u r r e n c y  t o  a f o r e i g n  c u r r e n c y ,  t h e  ad­
j u s t m e n t  a t t r i b u t a b l e  t o  c u r r e n t - r a t e  t r a n s l a t i o n  
o f  nonmonetary a s s e t s  as  o f  t h e  d a t e  o f  t h e  change  
shou ld  be r e p o r t e d  i n  t h e  c u m u la t i v e  t r a n s l a t i o n  
a d j u s t m e n t s  component o f  e q u i t y . "

(SFAS No.52 ,  p a r a .  45 and 4 6 . )

S ince  t h e  s i x  m ic ro -econom ica l  i n d i c a t o r s  a r e  no t  in  pub­

l i c  g e n e r a l l y ,  f o r e c a s t i n g  t h e  change  o f  f u n c t i o n a l  c u r r e n ­

c i e s  i s  ve ry  d i f f i c u l t  i n  p r a c t i c e .  Even f o r  t h e  most  ac ­

c e s s i b l e  macro-economical  i n d i c a t o r  change  t h a t  l e a d s  t o  t h e  

a l t e r n a t i o n  o f  f u n c t i o n a l  c u r r e n c y ,  no f o r e c a s t  a bou t  t h a t  

has  been made in  t h e  Value  L in e .  For example ,  Mexican Peso

d e v a l u a t e d  from 34 .34  P e s o /U .S .  d o l l a r  t o  73 .32  P eso /U .S .  

d o l l a r  in  1982.  (See  T ab le  6 . )  Acme-Cleveland Corp.  

( I Q / 8 2 ) ,  t h e r e f o r e ,  changed i t s  Mexican s u b s i d i a r i e s '  f u n c ­

t i o n a l  c u r r e n c y  from Peso t o  U.S.  d o l l a r  in  t h e  q u a r t e r  o f

6 However,  t h e  change  o f  f u n c t i o n a l  c u r r e n c y  i s  n o t  a change  
in  a c c o u n t in g  p r i n c i p l e .  APB Opinion  No.2 0 ,  "Accounting  
Changes ."  p a rag rap h  8 ,  s t a t e d  t h a t  " a d o p t in g  o r  m o d i f i c a ­
t i o n  o f  an a c c o u n t i n g  p r i n c i p l e  n e c e s s i t a t e d  by t r a n s ­
a c t i o n s  o r  e v e n t s  t h a t  a r e  c l e a r l y  d i f f e r e n t  in  s u b s t a n c e  
from t h o s e  p r e v i o u s l y  o c c u r i n g "  i s  no t  a change in  a c ­
c o u n t in g  p r i n c i p l e s .  (SFAS No.52 ,  p a r a .  4 5 . )
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J u n e  30 ,  1982:

"Note C — F o r e ig n  Currency  T r a n s l a t i o n
The F in a n c i a l  s t a t e m e n t s  o f  f o r e i g n  e n t i t i e s  f o r  

t h e  n in e  months end J u n e  30 ,  1982,  have been
t r a n s l a t e d  i n t o  U.S.  d o l l a r s  in  acc o rd an ce  w i th  
FASB S ta tem en t  No.5 2 ,  " F o re ig n  Currency  T r a n s l a ­
t i o n " . . .  The New method o f  a c c o u n t in g  i n c r e a s e d  
n e t  e a r n i n g s  f o r  t h e  f i r s t  n in e  months f o r  f i s c a l  
1982 by 4461 ,200  ( $ . 1 0  p e r  s h a r e ) ,  p r i n c i p a l l y  due 
t o  changes  i n  c o n v e r s io n  r a t e  o f  Mexican peso .
For t h e  t h i r d  f i s c a l  q u a r t e r ,  t h e  f u n c t i o n a l  c u r ­
rency  f o r  Mexican o p e r a t i o n s  was changed from t h e  
peso t o  t h e  U.S.  d o l l a r . "

(Acme-Cleveland C o r p o r a t i o n ' s  10-Q, 6 /3 0 /1 9 8 2 :
5 . )

In t h e  su b se q u en t  q u a r t e r ,  A m pco-P i t t sbu rgh  Corp.  ( I Q / 8 2 ) ,  

Cooper I n d u s t r i e s ,  I n c .  ( I Q / 8 2 ) ,  and General  S ignal  Corp.  

(IQ/82)  a l s o  made t h e  same change .  (See  1 0 - Q ' s  f o r  r e s p e c ­

t i v e  c om pan ie s . )  For example ,  A m pco-P i t t sbu rgh  Corp.  s t a t e d  

i n  i t s  t h i r d  q u a r t e r  r e p o r t  t h a t :

"Note 1 - -  Accounting  Change
During t h e  f i r s t  q u a r t e r  o f  1982,  t h e  C o r p o r a t i o n  

adopted  S ta t e m e n t  o f  F in a n c ia l  Accounting  S t a n ­
d a r d s  No.52 " F o re ig n  Currency  T r a n s l a t i o n , "  which 
e x c lu d e s  from t h e  d e t e r m i n a t i o n  o f  n e t  income 
t h o s e  f l u c t u a t i o n s  t h a t  occur  due t o  t h e  t r a n s l a ­
t i o n  o f  f o r e i g n  f i n a n c i a l  s t a t e m e n t s  i n t o  U.S.  
d o l l a r . . .  The c u m u la t i v e  t r a n s l a t i o n  a d j u s t m e n t  
o f  44 ,156 ,000  r e f l e c t e d  i n  s h a r e h o l d e r s '  e q u i t y  a t  
Sep tember  3 0 ,  1982 i s  comprised  o f  $266 ,000  a t ­
t r i b u t a b l e  t o  c u m u la t i v e  t r a n s l a t i o n  a d j u s t m e n t s  
as  a t  J a n u a r y  1 ,  1982 and 43 ,890 ,000  a t t r i b u t a b l e
t o  s u b se q u e n t  t r a n s l a t i o n  a d j u s t m e n t s  due t o  p r i n ­
c i p a l l y  t o  ou r  Mexican s u b s i d i a r y .

The S ta t e m e n t  r e q u i r e s  t h a t  t h e  f i n a n c i a l  s t a t e ­
ments o f  a f o r e i g n  e n t i t y  i n  a h i g h l y  i n f l a t i o n a r y  
economy be remeasured  u s in g  t h e  r e p o r t i n g  c u r r e n c y  
( t h e  U.S.  d o l l a r )  as  t h e  f u n c t i o n a l  c u r r e n c y .  Ac­
c o r d i n g l y ,  e f f e c t i v e  J u l y  1 ,  1982,  o u r  Mexican op­
e r a t i o n s  have been rem easured  f o l l o w i n g  t h e  d e v a l ­
u a t i o n  o f  t h e  Mexican peso and t h e  r e c o g n i t i o n  
t h a t  t h e  c u r r e n c y  i s  h i g h l y  i n f l a t i o n a r y  under  t h e  
d e f i n i t i o n  o f  t h e  S t a t e m e n t . "

(A m pco-P i t t sbu rgh  C o r p ' s  10-Q, T h i rd  Q u a r t e r ,  
9 /3 0 /1 9 8 2 :  6 . )
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N e v e r t h e l e s s ,  no i n d i c a t i o n  o f  t h i s  change can be d e t e c t ­

ed from Value L i n e ' s  f o r e c a s t s  f o r  t h e s e  com pan ies .  As f o r  

f u n c t i o n a l  c u r r e n c y  s w i t c h e s  r e s u l t i n g  from t h e  changes  o f  

m ic ro -econom ica l  i n d i c a t o r s ,  t h e  d i f f i c u l t i e s  i n  f o r e c a s t i n g  

them i s  im a g in a b le .



TABLE 6

Exchange Rates for Major Currencies during 1981-1984

I
1 9  8 1 1 9 8 2 1 9  8 3 1 9 8 4

\
| Currency 10 2*5 3Q 40 10 20 30 40 10 20 30 40 10 2Q 30 40

| SDR* /US* 0.804 0.846 0.882 0.861 0.879 0.895 0.920 0,928 0.915 0.927 0.948 0.950 0.953 0.956 0.988 1.005

| Change<%)
i...........................

(3.5) (5.1) (4.2)(-2.3) (2.1) (1.7) (2.8) (0.8) (-1.3) (1.3) (2.2) (2.2) (0.3) (0.3) (3.4) (1.8)

Deutsch Mark/USS 2.086 2.275 2.432 2.244 2.345 2.378 2.481 2.501 2.407 2.484 2.642 2.677 2.702 2.709 2.918 3.052
French Frenc/USi 4.859 5.485 5.808 5.651 5.994 6.279 6.941 7.073 6.887 7.470 7.960 8.167 8.305 8.331 8.960 9.362
Japan Yen/US$ 205.5 220.0 231.9 224.0 233.4 244.2 258.8 259.6 235.7 237.5 242.5 234.2 231.0 229.6 243.4 246.0
UK Pound/USS 2.310 2.081 1.836 1.883 1.847 1.779 1.725 1.649 1.532 1.555 1.510 1.472 1.434 1.396 1.297 1.216

Canada S/USS 1.193 1.198 1.211 1.191 1.208 1.244 1.249 1.249 1.227 1.231 1.232 1.238 1.255 1.292 1.313 1.318
Australia S/USS 0.855 0.873 0,874 0.876 0.920 0.954 1.016 1.051 1.058 1.143 1.135 1.098 1.074 1.106 1.193 1.182
Mexico Peso/US$ 23.4 24.0 24.7 25.6 34.3 46.7 71.1 73.3 102.0 114.2 126.1 138.0 149.9 161.8 173.7 185.7
Brazil Cruz./USS 70 83 99 118 137 160 189 230 326 475 638 867 1140 1514 2004 2732
Argent. Peso/US$ 0.2 C,3 0.5 0.6 1.0 1.3 3.7 4.2 5.7 7.8 10.7 17.8 27.8 41.1 69.3 132.2

* Special Drawing Right (SDRis ix. jinning January 1( 1981, the SDR valuation basket consists of the currencies 
of the five members having the largest exports of goods and services during the period 1975-1979, i .  e. 
U.S. Dollar, Deutsche Mark, French Franc, Japanese Yen, and Pound Sterling.

(Source: International Financial S ta tis tics . IMF, April, 1985.)



C h a p t e r  VI

NEW-INFORMATION-DE-FACTO AND EXPLANATORY 
VARIABLES

6 .1  THE IMPORTANCE OF QUARTERLY DATA IN ACCOUNTING CHANGE 
STUDIES

As Lev and Ohlson (1982:308)  n o t i c e d ,  employing t h e  s t o c k  

p r i c e  CHANGE APPROACH in  i n f o r m a t i o n  c o n t e n t  s t u d i e s  "de ­

pends c r u c i a l l y  on t h e  e x p e c t a t i o n a l  model u s e d ,  and on an 

e x a c t  i d e n t i f i c a t i o n  o f  t h e  t i m in g  o f  i n f o r m a t i o n  d i s c l o ­

s u r e . "  The t im in g  problem needs a d e t a i l e d  d i s c u s s i o n  h e r e .

I t  i s  t r u e  t h a t  t h e  e x a c t  i d e n t i f i c a t i o n  o f  t h e  t i m i n g  o f  

i n f o r m a t i o n a l  d i s c l o s u r e  i s  c r i t i c a l  t o  t h e  Change Approach 

in  i n f o r m a t i o n  c o n t e n t  s t u d i e s .  APB Opinion No.28 r e q u i r e s  

"each  r e p o r t  o f  i n t e r i m  f i n a n c i a l  i n f o r m a t i o n  should  i n d i ­

c a t e  any changes  in  a c c o u n t in g  p r i n c i p l e s  o r  p r a c t i c e s "  

( p a r a .  . 2 3 ) ,  and s i m i l a r  d i s c l o s u r e  r e q u i r e m e n t s  f o r  a c ­

c o u n t in g  changes  i n  i n t e r i m  r e p o r t s  as  in  t h e  annual  r e p o r t  

( p a r a .  . 2 5 ) .  I f  an a c c o u n t in g  change happened in  t h e  f i r s t ,  

s econd ,  o r  t h i r d  q u a r t e r ,  s t u d y i n g  i t s  marke t  r e a c t i o n  on 

t h e  f i s c a l  y e a r  end i s  a p p a r e n t l y  not  a powerful  r e s e a r c h  

d e s i g n .  Using i n t e r i m  r e p o r t s '  i n f o r m a t i o n  i n  a c c o u n t in g  

change  s t u d i e s  i s  u s e fu l  i n  t h i s  a s p e c t ,  beca use  i t  a p p r o x i ­

mates  t h e  c o r r e c t  t i m in g  o f  t h e  change .

- 66 -



67

However, when t h e  a c c o u n t in g  changes  happen in  t h e  f o u r t h  

q u a r t e r ,  where t h e  f o u r t h - q u a r t e r  e a r n i n g s  a r e  i n c o r p o r a t e d  

i n t o  t h e  annual  r e p o r t  (no  s e p a r a t e  f o u r t h - q u a r t e r  i n t e r i m  

r e p o r t  i s  r e q u i r e d  by t h e  SEC o r  E xchanges ) ,  an im p o r ta n t  

q u e s t i o n  i s  which d a t a  s h o u ld  be used as t h e  b a s i s  o f  a n a l y ­

s e s  t h e o r e t i c a l l y  —  annual  d a t a ,  q u a r t e r l y  d a t a ,  o r  a com­

b i n a t i o n  o f  both?  and how?

THE CRITERION

I t  i s  g e n e r a l l y  a c c e p te d  t h a t  t h e  marke t  r e a c t s  t o  "new 

i n f o r m a t i o n "  o n l y .  The m a rke t  w i l l  no t  r e a c t  t o  " o ld  i n f o r ­

m a t ion"  t h a t  has been r e a c t e d  t o  i n  p r e v io u s  p e r i o d s .  The 

key t o  t h e  above q u e s t i o n  becomes "what new in f o r m a t i o n  i s  

p ro v id ed  when t h e  e a r n i n g s  news a r e  r e l e a s e d ? "  Befo re  annu­

a l  income was d i s c l o s e d ,  t h r e e  i n t e r i m  r e p o r t s  had been an­

nounced.  T h e r e f o r e ,  f o r  t h e  e a r n i n g s  i n f o r m a t i o n  pe r  s e ,  

o n ly  t h e  f o u r t h - q u a r t e r  income conveys r e a l  new i n f o r m a t io n  

t o  i n v e s t o r s  when annual  income i s  announced.  T h e r e f o r e ,  

t h e  m ark e t  w i l l  r e a c t  t o  t h i s  p i e c e  o f  new i n f o r m a t i o n .  In 

a SIMPLE SCENARIO where no a c c o u n t in g  change  happens in  t h e  

f o u r t h  q u a r t e r ,  u s in g  a f o r m u l a t i o n  o f  f o u r t h - q u a r t e r  s ig n a l  

i s  a p p a r e n t l y  a b e t t e r  c h o i c e  f o r  a n a l y s e s .  T h i s  n o t i o n  was 

s u p p o r t e d  by t h e  e m p i r i c a l  s tu d y  conduc ted  by Hagerman,  Zmi- 

j e w s k i , and Shah:
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"These  r e s u l t s  s u g g e s t  t h e  s t u d i e s  a t t e m p t i n g  t o  
examine o r  c o n t r o l  f o r  e a r n i n g s  s i g n a l  a round  t h e  
annua l  r e p o r t  d a t a  shou ld  fo c u s  on t h e  f o u r t h -
q u a r t e r  i n f o r m a t i o n  s i g n a l ,  r a t h e r  t h a n  use a f o r ­
m u l a t i o n  o f  an annual  s i g n a l . "

(HZS, 1984: 53 8 . )

6 . 2  NEW INFORMATION DE FACTO

R etu rn  t o  t h e  COMPLEX SCENARIO where a c c o u n t in g  change 

happens  i n  t h e  f o u r t h  q u a r t e r .  I f  a company e a r l y  adopted  

SFAS No.52 i n  t h e  f o u r t h  q u a r t e r  o f  1981,  i t  was r e q u i r e d  t o

d i s c l o s e  annual  e a r n i n g s  under  t h e  new r u l e ,  t h e  annual  im­

p a c t  o f  t h i s  a c c o u n t in g  c h a n g e ,  and f o u r  r e s t a t e d  q u a r t e r l y  

e a r n i n g s  f o r  p r e v i o u s  q u a r t e r s .  Accord ing t o  t h e  mechanism 

d i s c u s s e d  in  C h a p te r  I I I ,  t h e  "new i n f o r m a t i o n  de f a c t o "  

t h a t  t h e  m arke t  w i l l  r e a c t  t o  a r e :

1.  The f o u r t h - q u a r t e r  e a r n i n g s  under  t h e  o l d  r u l e  o f

SFAS No.8 ,

2 .  The f o u r t h - q u a r t e r  income impac t  o f  a d o p t in g  t h e  new 

r u l e  o f  SFAS No.5 2 ,  and

3 .  The income im pac t  o f  t h i s  a d o p t io n  f o r  t h e  p r e v io u s  

t h r e e  q u a r t e r s .

A s i m p l i f i e d  d iag ram  t o  i l l u s t r a t e  t h i s  t h e o r y  i s  shown 

in  F ig u r e  2.
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N o t i c e  t h a t  t h i s  s tu d y  combines  t h r e e  p r e v io u s  q u a r t e r s '

impac t  as  one new i n f o r m a t i o n  s o u r c e .  In f a c t ,  we can

i d e n t i f y  t h e  income impact  o f  a d o p t io n  f o r  each  q u a r t e r .

However, beca use  o f  t h e  c u n u l a t i v e  c h a r a c t e r i s t i c s  o f  income

f i g u r e s ,  i n v e s t o r s  g e n e r a l l y  a r e  more conce rned  ab o u t  t h e

c u m u la t i v e  income a s  t im e  has p a s s e d .  For example ,  t h e  WSJ

r e p o r t e d  X e r o x ' s  a d o p t io n  e f f e c t  as  f o l l o w s :

"The new f o r e i g n  c u r r e n c y  t r e a t m e n t  reduced  e a r n ­
in g s  in  t h e  f i r s t  n in e  months o f  1981 by s i x  c e n t s  
from t h e  p r e v i o u s l y  r e p o r t e d  $5 .81  a s h a r e ,  b u t  
added 37 c e n t s  a s h a r e  i n  t h e  f o u r t h  q u a r t e r . "
(WSJ, 1 /2 9 /1 9 8 2 :  4 0 - 1 . )

For  t h e  same r e a s o n ,  GAAP and t h e  SEC a l s o  r e q u i r e  

i n t e r i m  income s t a t e m e n t s  t o  d i s c l o s e  t h e  c u m u la t iv e  income 

from t h e  b e g in n in g  o f  t h e  f i s c a l  y e a r  t o  t h e  q u a r t e r  t h a t  

t h e  i n t e e e r i m  r e p o r t  i s  i s s u e d ,  in  a d d i t i o n  t o  d i s c l o s i n g  

t h e  income f o r  t h a t  s p e c i f i c  q u a r t e r .

6 . 3  MARKET EXPECTATION OF EARNINGS

To t e s t  t h e  c a u s a l i t y  t h a t  "unexpec ted  change i n  e a r n i n g s  

r e s u l t s  in  unexpec ted  change in  s t o c k  p r i c e s " ,  we need t o  

c o n s t r u c t  t h e s e  two unexpec ted  c h an g e s .  The c o n s t r u c t i o n  o f  

unexpec ted  change  in  s t o c k  p r i c e s  w i l l  be d i s c u s s e d  in  t h e  

nex t  c h a p t e r .  (C h a p t e r  V I I ,  "Dependent  V a r i a b l e " . )  The
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c o n s t r u c t i o n  o f  unexpec ted  change  in  e a r n i n g s  i s  d i s c u s s e d  

h e r e .

B e fo re  c o n s t r u c t i n g  unexpec ted  change in  e a r n i n g s ,  one 

must know what  t h e  market  e x p e c t e d .  In o u r  complex s c e n a r i o  

where a company adopted  SFAS No.52 i n  t h e  f o u r t h  q u a r t e r ,  

two m ark e t  e x p e c t a t i o n s  must  be i d e n t i f i e d :

(1)  Market  E x p e c t a t i o n  f o r  t h e  F o u r t h - Q u a r t e r  E a rn in g s

P re v io u s  s t u d i e s  used f o r e c a s t s  from v a r i o u s  f o r e c a s t  

m ode ls ,  such as  n a iv e  mode l ,  s u b m a r t i n g a l e ,  B ox-Jenk ins  mod­

e l s ,  o r  index  m ode ls ,  as  s u r r o g a t e s  o f  marke t  e x p e c t a t i o n  o f  

e a r n i n g s .  However, r e c e n t  r e s e a r c h  shows t h a t  f i n a n c i a l  an ­

a l y s t s '  f o r e c a s t s  ( h e r e a f t e r  FAF) i s  t h e  b e s t  s u r r o g a t e  f o r  

marke t  e x p e c t a t i o n  o f  e a r n i n g s ,  ( e . g .  B e rn h a rd ,  1975;  Brown 

and R o z e f f ,  1978;  F r i e d  and G i v o ly ,  1 982 ) .  These f i n d i n g s  

a r e  in  a c c o rd a n c e  w i th  t h e  r a t i o n a l i t y  in  t h e  m ark e t  f o r  

f o r e c a s t s  and t h e  l o n g - r u n  e q u i l i b r i u m  employment o f  ana­

l y s t s . 7 T h e r e f o r e ,  t h i s  s tu d y  w i l l  use FAF as  t h e  s u r r o g a t e  

f o r  t h e  m arke t  e x p e c t a t i o n  o f  e a r n i n g s  f o r  t h e  f o u r t h - q u a r ­

t e r  e a r n i n g s  in  o u r  s t u d y .

7 S ince  s e c u r i t y  a n a l y s t s  p ro c e s s  s u b s t a n t i a l l y  more i n f o r ­
m a t ion  th a n  t h e  t i m e  s e r i e s  o f  p a s t  e a r n i n g s ,  t h e i r  e a r n ­
in g s  f o r e c a s t s  shou ld  be s u p e r i o r  t o  t im e  s e r i e s  f o r e ­
c a s t s .  The demand o f  e a r n i n g s  f o r e c a s t s  in t h e  marke t  and 
t h e  wide c i r c u l a t i o n  o f  t h e  convey ing  media make FAF be 
b e t t e r  m easures  of  m arke t  e a r n i n g s  e x p e c t a t i o n .  The con­
t i n u e d  employment o f  a n a l y s t s  by p r o f i t - m a x i m i z i n g  f i r m s  
f u l l y  r e f l e c t s  t h i s  r e a l i t y .
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At p r e s e n t ,  f o u r  s o u r c e s  o f  a n a l y s t s '  f o r e c a s t  o f  e a r n ­

i n g s  a r e  a v a i l a b l e :

1.  The Value L i n e ' s  In v e s tm e n t  S u rv e y ;

2 .  The E a rn in g s  F o r e c a s t e r  o f  S ta n d a rd  and Poor ;

3 .  IBES S e r v i c e  o f  Lynch, Jones  and Ryne; and

4 .  ICARUS S e r v i c e  o f  Zacks Inves tm en t  R esea rch  In c .

Of t h e s e  f o u r  s o u r c e s ,  on ly  Value L ine  p ro v id e s  q u a r t e r l y  

EPS f o r e c a s t s  f o r  t h e  y e a r s  o f  s tu d y  (1981-1984 ) .  Among t h e  

t h r e e  co m p o s i t e  f o r e c a s t e r s ,  ICARUS S e r v i c e  s t a r t e d  p r o v id ­

in g  q u a r t e r l y  d a t a  from 1983;  IBES from 1984; and E arn ings  

F o r e c a s t e r  does no t  p r o v id e  q u a r t e r l y  f o r e c a s t s .  B e s i d e s ,  

t h e  Value L i n e ' s  Inves tm en t  Survey i s  t h e  most w id e ly  c i r c u ­

l a t e d  among t h e  f o u r .  (S o u rc e s  t h r e e  and f o u r  a r e  p r i v a t e  

and v e ry  hard  t o  a c c e s s . )  And, t h e  Brown and R o z e f f ' s  s tu d y  

used V alue  L i n e ' s  In v e s tm e n t  Survey as t h e i r  FAF sou rce  and 

d i s c o v e r e d  i t s  s u p e r i o r i t y  as t h e  s u r r o g a t e  o f  t h e  m arke t  

e x p e c t a t i o n  f o r  q u a r t e r l y  e a r n i n g s .  T h e r e f o r e ,  t h i s  s tu d y  

u s e s  Value Line  a s  t h e  s u r r o g a t e  o f  t h e  marke t  e x p e c t a t i o n  

f o r  q u a r t e r l y  e a r n i n g s .

(2)  Market  E x p e c t a t i o n  f o r  P r e v io u s  Three  Q u a r t e r s '  E a rn in g s

B efo re  annual  income was r e l e a s e d ,  t h r e e  i n t e r i m  r e p o r t s  

a l r e a d y  had been i s s u e d .  The e a r n i n g s  f o r  t h e  p r e v io u s  n in e
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months had been d i s c l o s e d  in  t h e  t h i r d  q u a r t e r  i n t e r i m  r e ­

p o r t .  O b v io u s ly ,  t h e  m arke t  would e x p e c t  t h e  p r e v io u s  n i n e -  

month e a r n i n g s  t o  be t h e  sum o f  t h e  p r e v io u s  t n r e e  q u a r t e r l y  

incomes under  SFAS No.8 when annual income was d i s c l o s e d .

6 . 4  THE CONSTRUCTION OF EXPLANATORY VARIABLES

Assume t h e  a c c o u n t in g  change happens in  t h e  k - th  q u a r t e r ,  

t h r e e  e x p l a n a t o r y  v a r i a b l e s  must  be c o n s t r u c t e d  based  on t h e  

above r e a s o n i n g :

(1)  A d j u s t e d  Unexpected E r r o r  f o r  t h e  k - t h  q u a r t e r  (A U E ^ )

A c t u a l ^ -  FAFkc.
A U E = -------------     (Eg* 6 -1 )

k<JFAF f

w he re ,
k = k - t h  q u a r t e r  in  which an a c c o u n t in g  change 

happens .
A ctua l  = a c t u a l  k - t h  q u a r t e r  EPS under  SFAS No.8 ;  

FAF®<i = f i n a n c i a l  a n a l y s t ' s  f o r e c a s t  on t h e  k - th  
q u a r t e r  EPS.

(2) C u r r e n t  A doption  Impact  f o r  t h e  k - th  q u a r t e r  (CAIKa)

A c t u a l ^  -  Actua l
CAIxc. = “ ” *■  (Eq .  6 -2 )

| FAFkjJ

w h e r e ,
k = k - t h  q u a r t e r  in  which an a c c o u n t in g  change  

happens .



74

A c t u a l ! !  = a c t u a l  k - t h  q u a r t e r  EPS under  SFAS No.52;  
Actual  = a c t u a l  k - t h  q u a r t e r  EPS under  SFAS No.8 ; 

FAFko. = f i n a n c i a l  a n a l y s t ' s  f o r e c a s t  on t h e  k - th  
q u a r t e r  EPS.

(3)  P r i o r  Adopt ion  Impac t  f o r  p r e v io u s  q u a r t e r s  (PAIKa)

K -l

£  (ACTUALft -  ACTUALfc,)
PA I kc. = j"K-i g-|.......................... ............ ( Eq • 6 -3 )

| - C  ACTUAL f«i|

w he re ,
k = k - t h  q u a r t e r  in  which an a c c o u n t in g  change

ACTUALft = a c t u a l  i - t h  q u a r t e r  n e t  income under
SFAS No. 52.

ACTUAL^ = a c t u a l  i - t h  q u a r t e r  n e t  income under
SFAS No. 8 .

N o t i c e  t h a t  AUE, CAI, and PAI a r e  t h e  t h r e e  s o u rc e s  o f  

NEW-INFORMATION-DE-FACTO t o  i n v e s t o r s  in  t h e  case  o f  an a c ­

c o u n t in g  change .  The whole c o n s t r u c t  f o r  t h e  a n a l y s e s  

t h e r e a f t e r  i s  based  on t h e s e  t h r e e  e x p l a n a t o r y  v a r i a b l e s .  

Of c o u r s e ,  a com pos i te  v a r i a b l e  (RUE«C) can be c o n s t r u c t e d  

s i m i l a r l y :

(4)  R epor ted  Unexpected  E r r o r  f o r  t h e  k - th  q u a r t e r  (RUEk a )

A c t u a l ^  -  FAFka.
R U E = -  - - -  ............ ( Eq . 6 -4 )

| FAF S  |

w h e r e ,
k = k - t h  q u a r t e r  in  which an a c c o u n t in g  change  

52 happens .
A c t u a l s  = a c t u a l  k - t h  q u a r t e r  EPS under SFAS No.52;  

FAFj*4 = f i n a n c i a l  a n a l y s t ' s  f o r e c a s t  on t h e  k - t h  
q u a r t e r  EPS.



75

N o t i c e  t h a t  RUEKC. = AUEK«. + CAIkc.  (Eq.  6 -5 )

As d i s c u s s e d  in  C h a p t e r  I I I  ("BASIS OF HYPOTHESIS"), t h e  

income impact  o f  a d o p t in g  SFAS No.52 i s  a s i g n a l  o f  p o s s i b l e  

changes  in  hedg ing a c t i v i t y .  T h e r e f o r e ,  t h e  s i g n  o f  t h i s

s i g n a l  w i l l  be i r r e l e v a n t  t o  t h e  marke t  r e a c t i o n  t o  t h e

a d o p t i o n .  F u r th e r m o re ,  s i n c e  t h e  CAI i s  t h e  a d o p t io n  impact  

t o  t h e  c u r r e n t  p e r i o d  accompanying w i th  t h e  c u r r e n t  e a r n i n g s  

s i g n a l ,  AUE, i t s  s i g n a l l i n g  s t r e n g t h  i s  e x p e c te d  t o  be 

s t r o n g e r  t h a n  t h a t  f o r  t h e  p r e v i o u s  p e r i o d ,  PAI. CAI i s  t h e  

p r im ary  s ig n a l  f o r  changes  in  hedges ;  PAI i s  on ly  a secon­

d a r y  s i g n a l .

A l though t h e  N e w - I n f o r m a t io n - d e - F a c to  Approach deve loped  

i n  t h i s  s t u d y  i s  e x p r e s s e d  i n  t h e  f o u r t h - q u a r t e r  a c c o u n t in g  

change ,  i t  a p p l i e s  t o  a c c o u n t in g  changes  happening  in  any 

q u a r t e r .  For example ,  i f  t h e  a c c o u n t in g  change  happens i n  

t h e  t h i r d  q u a r t e r ,  PAI w i l l  be c o n s t r u c t e d  from t h e  p r e v io u s  

two q u a r t e r s .  AUEK£L, CAIKc. , and RUExa a r e  c o n s t r u c t e d  in  a 

s i m i l a r  manner as  t h o s e  in  t h e  f o u r t h  q u a r t e r .  When ac­

c o u n t in g  change  happens in  t h e  second q u a r t e r ,  PAI i s  con­

s t r u c t e d  from t h e  p r e v i o u s  f i r s t  q u a r t e r .  As a c c o u n t in g  

change  happens in  t h e  f i r s t  q u a r t e r ,  PAI i s  equal  t o  z e r o .
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In o r d e r  t o  lo ok  i n t o  t h e  d i f f e r e n c e s  between q u a r t e r l y  

d a t a  (which i s  proposed  in  t h i s  s tudy )  and annual d a t a  

(which were  g e n e r a l l y  used in  p r e v io u s  s t u d i e s  i n  ac c o u n t in g  

c h a n g e s ) ,  t h i s  s tu d y  t a k e s  t h e  Exxon C o r p o r a t i o n  (1982) f o r  

i l l u s t r a t i o n .  ( R e s u l t s  from t h e  Vulcan M a te r i a l  Co. a r e  

s i m i l a r  a l s o . )  T ab le  7 shows t h e s e  d i f f e r e n c e s  in  e x p l a n a ­

t o r y  v a r i a b l e s .

I n t e r e s t i n g l y  enough,  f o r  t h e  Exxon C o r p o r a t i o n ,  u s in g  

q u a r t e r l y  d a t a  d r a m a t i c a l l y  changes  a l l  t h e  s i g n s  and s i z e s  

o f  e x p l a n a t o r y  v a r i a b l e s  o b t a i n e d  from us ing  annual  d a t a ,  

which were employed in  a l l  p r e v io u s  s t u d i e s !  I f  t h e  r e a s o n ­

ing  in  t h i s  c h a p t e r  i s  c o r r e c t ,  in  which t h i s  s tu d y  b e l i e v e s  

w i th  c o n f i d e n c e ,  u s in g  annual  d a t a ,  a p p a r e n t l y ,  m i s - s p e c i -  

f i e s  t h e  e x p l a n a t o r y  v a r i a b l e s .
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TABLE 7

A Comparison between Q u a r t e r l y  and Annual Data

Exxon C o r p o r a t i o n  (4Q/1982)

V a r i a b l e QUARTERLY DATA ANNUAL DATA

AUE ( 1 . 2 9 - 0 . 8 2 ) / 0 -82 = +57.3% ( 4 . 9 7 - 5 . 9 0 ) / 5 . 9 0  = -15.8%

CAI 0 .4 2  / 0 . S 2  = +51.2% - 0 . 1 5  / 5 . 9 0  = -2.5%

PAI - 4 9 0 /3 , 1 9 5  = -15.3% N/A

RUE ( 1 . 7 1 - 0 . 8 2 ) / 0 . 82 = +108.5% ( 4 . 8 2 - 5 . 9 0 ) / 5 . 9 0  = -18.3%

( U n i t :  D o l l a r  f o r  EPS; M i l l i o n  d o l l a r s  f o r  n e t  income.]

Note: (N aive  = Actual®t= $ 6 . 4 3 )

*FAFf* = $ 0 . 8 2 *FAF f  = $ 5 .9 0

Actual  %  = $1.71 Actual®2 = $4 .82

A c t u a l l y  = $1 .29 Actual  y = $4 .97

I m p a c t ^  = $0 .42 Im p a c t r  = - $ 0 .1 5

ACTUAL?* = 1 ,240 ($ 1 .4 3 ) IMPACT,* = -401 ( - $ 0 .4 6 )

ACTUALfa = 885 ($ 1 .0 2 ) IMPACT** = -36 ( -$ 0 .0 4 )

ACTUALf* = 1 ,070  ($ 1 .2 3 ) IMPACT:,* = -53 ( - $ 0 .0 6 )

** 3 ,195  ($ 3 .6 8 ) ** -490 ( - $ 0 .5 6 )

* The Value L in e  e a r n i n g s  f o r e c a s t s  a r e  i n  EPS.
** I f  s h a r e s  o u t s t a n d i n g  changed in  some q u a r t e r s ,  

EPS w i l l  no t  be added.  Th is  s tudy  use  q u a r t e r l y  
e a r n i n g  f i g u r e s  f o r  s e c u r i t y .



C h a p te r  VII 

THE DEPENDENT VARIABLE

The development i n  f i n a n c e  t h e o r y  makes t h e  c o n s t r u c t i o n  

o f  dependen t  v a r i a b l e  l e s s  c o n t r o v e r s i a l .  For s t a n d a r d i z i n g  

d i f f e r e n t  s t o c k - p r i c e  l e v e l s  o f  d i f f e r e n t  companies and em­

p loy ing  r e t u r n - g e n e r a t i n g  m o d e l s ,  r e s e a r c h e r s  have always  

used t h e  r a t e  o f  r e t u r n ,  i n s t e a d  o f  t h e  s t o c k  p r i c e  i t s e l f ,  

i n  t h e  Change Approach.

7 .1  CHOICE BETWEEN DAILY RETURNS AND MONTHLY RETURNS

In a c c o u n t in g  and f i n a n c e  s t u d i e s  on in f o r m a t i o n  c o n t e n t ,

d a i l y  r e t u r n s  ( e . g .  Hagerman,  Zmijewski and Shah ,  1984;

Morse,  1 9 8 1 ) ,  weekly r e t u r n s  ( e . g .  Haw, L i l i e n  and P a s t e n a ,

1985;  W a t t s ,  1 9 7 8 ) ,  and month ly  r e t u r n s  ( e . g .  B eave r ,

C l a r k e ,  and W r ig h t ,  1979;  Fama e t .  a l . ,  1969) have been em­

ployed r e s p e c t i v e l y .  However,  r e c e n t  s t u d i e s  s t r o n g l y  sup­

p o r t  u s ing  d a i l y  r e t u r n s  in  i n f o r m a t i o n - c o n t e n t  s t u d i e s  f o r  

i n c r e a s i n g  t h e  p r o b a b i l i t y  o f  d e t e c t i n g  t h e  m arke t  r e a c t i o n  

t o  t h e  i n f o r m a t i o n .

-  78 -
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The s u p e r i o r i t y  o f  u s in g  d a i l y  r e t u r n s  t o  month ly  r e t u r n s  

i n  i n f o r m a t i o n - c o n t e n t  s t u d i e s  i s  v e r i f i e d  i n  econom e t r i c  

t h e o r y  (M orse ,  1984) and i n  s i m u l a t i o n s  (Brown and Warner,  

1985;  Dyckman, P h i l b r i c k ,  and S tep h a n ,  1985) .  Assuming s e ­

r i a l  independence  o f  r e t u r n s ,  Morse (1984) shows t h a t  us ing  

d a i l y  r e t u r n s  w i l l  p roduce  more powerful  s t a t i s t i c a l  t e s t s  

t h a n  u s in g  monthly r e t u r n s  in  eco n o m e t r i c  t h e o r y .  Th is  gen­

e r a l  c o n c l u s i o n  i s  made by c o n s i d e r i n g  confound ing  e v e n t s ,  

u n c e r t a i n t y  abou t  even t  d a t e s ,  change  o f  b e t a s  and p o s s i b l e  

s p e c i f i c a t i o n  e r r o r  i n  r e t u r n s - g e n e r a t i n g  m ode ls .

Two s i m u l a t i o n  r e s u l t s  u s in g  d i f f e r e n t  r e t u r n s  (month ly  

v e r s u s  d a i l y )  by Brown and Warner (1980,  1985) f u l l y  r e f l e c t  

t h e  e m p i r i c a l  s u p e r i o r i t y  o f  us ing  d a i l y  r e t u r n s  in  in fo rm a­

t i o n - c o n t e n t  s t u d i e s .  Using month ly  r e t u r n s  i n  t h e i r  s imu­

l a t i o n ,  t h e  d e t e c t i o n  r a t e  o f  adding 1% r e t u r n s  under  a 5% 

c o n f id e n c e  l e v e l  i s  o n ly  22.8% (Brown and Warner,  1980) .  

However, u s ing  d a i l y  r e t u r n s  i n c r e a s e s  t h e  d e t e c t i o n  r a t e  t o  

80.4% (Brown and Warner,  1 9 8 5 ) .  The b e n e f i t  o f  u s in g  d a i l y  

r e t u r n s  i n  i n f o r m a t i o n - c o n t e n t  s t u d i e s  i s  o b v io u s .

Dyckman, P h i l b r i c k ,  and S tephan  (1985) used d i f f e r e n t  

p o r t f o l i o  s i z e s ,  d i f f e r e n t  number o f  days  o f  u n c e r t a i n t y  

( w i t h i n  5 t r a d i n g  d a y s ) ,  and d i f f e r e n t  m agni tudes  o f  abnor­

mal r e t u r n s  in  t h e i r  s i m u l a t i o n .  They c o n f i rm  t h e  argument 

t h a t  u s ing  d a i l y  r e t u r n s  w i l l  p roduce  more powerful  t e s t s
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t h a n  u s in g  monthly  d a t a  i n  i n f o r m a t i o n - c o n t e n t  s t u d i e s .  Ta­

b l e  8 summarizes t h r e e  s i m u l a t i o n  r e s u l t s  u s in g  d i f f e r e n t  

r e t u r n s  i n  l i t e r a t u r e .

TABLE 8

S im u l a t i o n  R e s u l t s  Comparing D a i l y  w i t h  Monthly R e tu rns

( i n  % o f  t im e s  a t - t e s t  r e j e c t s  t h e  n u l l  h y p o th e s i s )  
—  Market  Model (Sample s i z e :  50 s e c u r i t i e s )  —

MONTHLY RETURNS DAILY RETURNS

5% C onf idence  Level Brown & Warner 
\% Added R e t u r n s  (1980)

Brown a Warner 
(1985)

Dyckman e t  al 
(1985)

Event  d a t e  i s  C e r t a i n  22 .8 80 .4 96

Days o f  U n c e r t a i n t y

2 48
3 29
4 26
5 16

11 13.2

S o u rce :  Brown & Warner (1980:  224 ;  1985: 1 4 ) ;  Morse (1984:  6 1 8 ) ;  
and Dyckman e t .  a l . (1985:  1 3 ) .

7 . 2  DAILY PRICE REACTION TO QUARTERLY EARNINGS 
ANNOUNCEMENTS

P re v io u s  s t u d i e s  unanimous ly  prove t h a t  q u a r t e r l y  e a r n ­

in g s  announcements convey i n f o r m a t i o n  c o n t e n t  t o  i n v e s t o r s ,  

and t h e  marke t  r e a c t i o n  t o  t h i s  i n f o r m a t i o n  o c c u r s  d u r in g  a
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r a t h e r  b r i e f  t i m e  span .  For example ,  K ig e r  (1972) found 

s i g n i f i c a n t  m arke t  r e a c t i o n  t o  t h e  q u a r t e r l y  e a r n i n g s  an­

nouncements d u r in g  t h r e e  days  s u r ro u n d in g  t h e  WSJ d i s c l o s u r e  

d a t e  f o r  87 NYSE-l is ted  f i r m s  d u r i n g  1966-1969.

Using d a i l y  r e t u r n s  o f  20 NYSE-l is ted  f i r m s ,  5 AMEX-1ist- 

ed f i r m s  and 25 OTC f i r m s  d u r i n g  1973-1976 ,  Morse (1981) 

shows t h a t  t h e  most  s i g n i f i c a n t  p r i c e  changes  o c c u r  on t h e  

day  p r i o r  t o  and t h e  day o f  t h e  WSJ announcement o f  q u a r t e r ­

l y  e a r n i n g s .  The a c t i v i t y  on t h e  day p r i o r  t o  t h e  WSJ an­

nouncement c o u ld  be due t o  t h e  f a c t  t h a t  q u a r t e r l y  o r  annual  

e a r n i n g s  a r e  o f t e n  announced over  t h e  Broad Tape on t h e  day 

p r i o r  t o  t h e  WSJ announcement .

7 . 3  THE RETURN GENERATING MODEL

CHOICE OF MODELS: SCHOLES & WILLIAMS MODEL

However, s i n c e  many s e c u r i t i e s  a r e  t r a d e d  on ly  i n f r e ­

q u e n t l y ,  t h e  use  o f  d a i l y  d a t a  in  t h e  m arke t  model w i l l  

c a u s e  eco n o m e t r i c  prob lems i n  t h e o r y .  Assuming r e t u r n s  a r e  

n o rm a l ly  d i s t r i b u t e d ,  i t  i s  shown t h a t  measured v a r i a n c e s  o f  

r e t u r n s  o v e r s t a t e  t r u e  v a r i a n c e s ,  and measured  c o v a r i a n c e s  

u n d e r s t a t e  t r u e  c o v a r i a n c e s  when t r a d i n g  o f  s e c u r i t i e s  a r e  

nonsynchronous .  With t h e s e  e r r o r s  in  v a r i a b l e s ,  t h e  o r d i ­

n a ry  l e a s t  s q u a r e s  e s t i m a t e r s  o f  t h e  m arke t  model a r e  b i a s e d
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and i n c o n s i s t e n t .  For very  f r e q u e n t l y  o r  very  i n f r e q u e n t l y  

t r a d e d  s e c u r i t i e s ,  b e t a s  a r e  b ia s e d  downward. By c o n t r a c t ,  

f o r  a v e ra g e  t r a d e d  s e c u r i t i e s ,  b e t a s  a r e  b i a s e d  upward.  

(For  l o c a t i n g  n o n - t r a d i n g  d a t e s  from t h e  CRSP D a i ly  Tapes ,  

s ee  f o o t n o t e . 8 ) Scho le s  and W i l l i am s  ( 1 9 7 7 ) ,  t h e r e f o r e ,  

c o n s t r u c t e d  a model t h a t  can produce  c o n s i s t e n t  e s t i m a t e r s  

f o r  nonsynchronous  s e c u r i t i e s  ( " S c h o le s - W i l l i a m s  M odel" ) .  

The c o n s i s t e n t  e s t i m a t e r s  f o r  b e t a  i s  c a l c u l a t e d  as a combi­

n a t i o n  o f  l e a d ,  co n tem poraneous ,  and lag  OLS b e t a s  a d j u s t e d  

by market  a u t o - c o r r e l a t i o n :

Rit = a* + b* . R„t  ............................................................ (Eq.  7-1)

w he re ,

R*t = In  (1 + r j t ) ;

n t  = (P r ice , ' t  -  Price, t- i  + D i v i d e n d s  ) /  P r i c e , w  ; 

a t  = ( E  Rft ) / ( T - 2 )  -  b f  . (  %  RMt) / ( T - 2 ) j
t* 2 t=2

bt -  (bi + bi + bt ) / ( l + 2 p M) ;

pM = e s t i m a t e d  o f  t h e  f i r s t - o r d e r  a u t o - c o r r e l a t i o n  o f  
r e t u r n  o f  r e t u r n s  o f  t h e  marke t  p o r t f o l i o ;

b^ = OLS e s t i m a t e  o f  b when r e g r e s s i n g  Rjt on RMt_, ;

8 A TECHNOLOGICAL NOTE:
In CRSP D a i ly  Tapes ,  when a p r i c e  i s  no t  a v a i l a b l e  be­

ca u s e  o f  no t r a d i n g ,  t h e  CRSP M aste r  f i l e  i n c l u d e s  an av­
e r a g e  o f  t h e  b id  and asked  q u o t a t i o n s  by i d e n t i f y i n g  i t  
w i th  a n e g a t i v e  s i g n .  In such a c a s e ,  t h e  d a i l y  r e t u r n  i s  
c a l c u l a t e d  u s in g  t h e  a v e ra g e  o f  t h e  b id  and asked  q u o ta ­
t i o n  and r e c o rd e d  in  t h e  D a i ly  Return  F i l e .  (CRSP U s e r s '  
Guide,  1 9 8 6 :1 1 . )  Only when no q u o t a t i o n  i s  made, t h e  Dai­
l y  Re tu rn  F i l e  t r e a t e d  i t  as  a m i s s in g  v a lu e  o f  - 1 .  
T h e r e f o r e ,  i t  i s  no t  a p p r o p r i a t e  t o  l o c a t e  t h e  n o n - t r a d i n g  
d a t e s  t h ro u g h  CRSP D a i l y  Re turn  F i l e .  A combined usage o f  
CRSP D a i ly  Re tu rn  F i l e  and D a i ly  M as te r  F i l e  i s  n e c e s s a r y  
f o r  p r e c i s e l y  l o c a t i n g  t h e  n o n - t r a d i n g  d a t e s .
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bj = OLS e s t i m a t e  o f  b when r e g r e s s i n g  Rj* on RMt; 

b j  = OLS e s t i m a t e  o f  b when r e g r e s s i n g  Rrt on RMt+1 .

T h i s  s tudy  employs t h e  Sho les -W i11 iams Model t o  g e n e r a t e
A.

s e c u r i t y  r e t u r n s ,  R;t . The abnormal r e t u r n  on a s p e c i f i c  

d a t e ,  t h e n ,  i s :

u !t = Rit -  Rit  (Eq.  7 -2 )

The Cumula t ive  Abnormal R e t u r n s  ("CAR")9 f o r  an acc u m u la t io n  

p e r io d  t  i s  d e f i n e d  by:

CAR = Z, Ujt ...........................................................................(Eq.  7 -3 )
i

CHOICE OF RETURNS: LOGARITHMIC RETURNS

Two kinds  o f  s e c u r i t y  r e t u r n s  have been used in  c a p i t a l  

a s s e t  p r i c i n g  models  : (1)  l o g a r i t h m i c  r e t u r n s  and (2) p ro ­

p o r t i o n a l  r e t u r n s .  T h e o r i e s  a r e  g e n e r a l l y  in  f a v o r  o f  l i n ­

e a r  l o g a r i t h m i c  model f o r  a s s e t  p r i c i n g .  F i r s t ,  p r o p o r t i o n ­

a l  r e t u r n s  on s t o c k s  can n e v e r  be normal ly  d i s t r i b u t e d .  

Given l i m i t  l i a b i l i t y  f o r  an i n v e s t o r ,  t h e  l a r g e s t  n e g a t i v e

9 The a b b r e v i a t i o n  o f  CAR (C um ula t ive  Abnormal R e tu rn s )  i s  
d i f f e r e n t  from t h a t  used in  o r i g i n a l  work o f  Fam a-F ishe r -  
J e n s e n - R o l l  ( 1 9 6 9 ) ,  where  CAR s t a n d s  f o r  Cumula t ive  Aver­
age R e s i d u a l s  in  t h e  P a t t e r n  Approach.  S ince  a b b r e v i a t i n g  
Cum ula t ive  Abnormal R e t u r n s  as  CAR i s  w id e ly  a c c e p te d  in  
a c c o u n t i n g  l i t e r a t u r e ,  t h i s  s tu d y  fo l l o w s  t h i s  c o n v e n t io n .
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p r o p o r t i o n a l  r e t u r n s  i s  -100%. And e m p i r i c a l l y ,  Fama (1965) 

found t h a t  t h e  d a i l y  p r o p o r t i o n a l  r e t u r n s  o f  NYSE s t o c k s  

were  d i s t r i b u t e d  s y m m e t r i c a l l y  b u t  w i t h  " f a t  t a i l s " .  How­

e v e r ,  t h e  d i s t r i b u t i o n  o f  l o g a r i t h m i c  r e t u r n s  a r e  no t  o n ly  

sym m etr ic ,  b u t  a l s o  c l o s e  t o  normal d i s t r i b u t i o n .  Accord ing 

t o  Merton ( 1 9 7 3 ) ,  t h e  t h e o r e t i c a l  i n t e r t e m p o r a l  CAPM i s  

based  on t h e  n o r m a l i t y  a s s u m p t io n .  And t h e  t e s t s  o f  p r i c i n g  

models  a r e  b e s t  f o r  n o rm a l ly  d i s t r i b u t e d  e r r o r  t e r m s .  

T h e r e f o r e ,  t h i s  s tu d y  employs t h e  l o g a r i t h m i c  r e t u r n s  in 

Sho les  and Wil l i ams  model .

An a d d i t i o n a l  b e n e f i t  o f  t h e  l i n e a r  l o g a r i t h m i c  model i s  

i t s  a d d i t i v i t y  and c o n s i s t e n c y  in  m u l t i p e r i o d s .  As Rosen­

b e rg  and Marathe (1979) showed,  t h e  l i n e a r  l o g a r i t h m i c  model 

i s  c o m p le t e ly  r e s e r v e d  under  compounding. Compounded a lp h a  

and r e s i d u a l s  a r e  a d d i t i v e  from i n d i v i d u a l  a l p h a s  and r e s i ­

d u a l s  ( a d d i t i v i t y ) .  And b e t a  i s  no t  changed under  compound­

in g  ( c o n s i s t e n c y ) .  The l i n e a r  p r o p o r t i o n a l  model does  not  

have t h i s  ad v a n ta g e  i n  t h e o r y .  Using month ly  r e t u r n s ,  Ha- 

wawini and Vora (1985) a l s o  showed t h a t  t h e  means o f  p ro p o r ­

t i o n a l  r e t u r n s  a r e  l a r g e r  t h a n  t h a t  o f  l o g a r i t h m i c  r e t u r n s ;  

and v a r i a n c e  o f  t h e  fo rm er  i s  a l s o  l a r g e r  t h a n  t h e  l a t t e r  in  

t h e  u p m a r k e t ,  though t h e  c o e f f i c i e n t s  o f  d e t e r m i n a t i o n  o f  

b o th  models  a r e  ve ry  c l o s e .
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F u r th e r m o re ,  t h e  genu ine  d e f i n i t i o n  o f  " r e t u r n "  i s  t h e  

change in  t o t a l  v a l u e  o f  an i n v e s t m e n t  p e r  d o l l a r  f o r  some 

p e r i o d s .  C o n s e q u e n t ly ,  t h e  v a lu e  o f  a p o r t f o l i o  i s  c a l c u ­

l a t e d  by w e i g h t i n g  t h e  number o f  s e c u r i t i e s  i n v e s t e d .  Fo l ­

lowing t h i s  n o t i o n ,  a m arke t  r e t u r n ,  as  a " r e t u r n "  p e r  s e ,  

shou ld  be w e ig h t e d .  T h e r e f o r e ,  t h i s  s t u d y  u ses  w eigh ted  

marke t  r e t u r n  as  t h e  i n d e p e n d e n t  v a r i a b l e  in  SHoles -W il l iam s  

mode l .

7 . 4  ACCUMULATION PERIOD

In s t u d y in g  t h e  m arke t  r e a c t i o n  t o  t h e  q u a r t e r l y  e a r n i n g s  

s i g n a l s ,  t h e  acc u m u la t io n  p e r io d  can be e x t e n d e d ,  t h e o r e t i ­

c a l l y ,  from t h i s  e a r n i n g s  announcement d a t e  t o  p r i o r  an­

nouncement d a t e  i f  no s i g n i f i c a n t  e v e n t s  happened in  t h i s  

p e r i o d .  E m p i r i c a l l y ,  however ,  r e s e a r c h e r s  a r e  a p t  t o  accu­

m u la te  r e s i d u a l s  two o r  t h r e e  days  around e a r n i n g s - a n n o u n c e -  

ment d a t e  t o  avo id  p o s s i b l e  con temporaneous  e v e n t s .  Never­

t h e l e s s ,  bo th  t h e s e  two e x t re m es  a r e  no t  a p p r o p r i a t e  f o r  

s t u d i e s  o f  a c c o u n t in g  c h a n g e s .  In t h e  c a s e  o f  SFAS No.52 

p e r  s e ,  a v a i l a b l e  d a t a  show t h a t  some companies  d i s c l o s e  t h e  

d e c i s i o n  o f  ad o p t in g  t h e  new r u l e  b e f o r e  e a r n i n g s  announce­

ment d a t e s .  The Bangor Punta C o r p . ,  Dana C o r p . ,  and IBM a r e  

exam ples ,  as  d i s c u s s e d  e a r l i e r  in  S e c t i o n  5 . 2  and 5 . 3 .  Un­

l e s s  one i s  a s s u r e d  t h a t  f i r m s  d i s c l o s e  t h e  a d o p t io n  o f  SFAS
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No.52 and q u a r t e r l y  e a r n i n g s  s i m u l t a n e o u s l y ,  i t  i s  im proper  

t o  acc u m u la te  r e s i d u a l s  j u s t  two o r  t h r e e  days  around e a r n ­

i n g s -  announcement d a t e s .  T h i s  s tu d y  w i l l  e m p i r i c a l l y  t e s t  

t h i s  p o s s i b i l i t y  i n  S e c t i o n  1 1 . 2 .  On t h e  o t h e r  hand,  i t  i s  

a l s o  no t  s e c u r e  t o  a c c t m u l a t e  r e s i d u a l s  a long  t h e  whole 

q u a r t e r  by c o n s i d e r i n g  p o s s i b l e  contemporaneous  e v e n t s .  An 

a l t e r n a t i v e  i s  u s in g  t h e  Value L i n e ' s  i s s u e  d a t e  as t h e  

s t a r t i n g  d a t e  o f  a c c u m u la t io n  f o r  t h e  f o l l o w i n g  r e a s o n s :

1.  96.4% (349/362)  o f  V alue  L i n e ' s  q u a r t e r l y  f o r e c a s t s  

a r e  r e l e a s e d  a f t e r  t h e  p r i o r  e a r n i n g s  a n n o u n c e m e n t /0 

The a v e ra g e  p e r i o d  between Value L i n e ' s  i s s u e  d a t e s  

and t h e  WSJ e a rn in g s -a n n o u n c e m e n t  d a t e s  i s  48 d a y s ,  

which  i s  much s h o r t e r  t h a n  90  d a y s .  Using V alue  

L i n e ' s  i s s u e  d a t e ,  a p p a r e n t l y ,  s h o r t e n s  t h e  accumula ­

t i o n  p e r i o d .

2 .  S t a r t i n g  acc u m u la t in g  r e s i d u a l s  from Value  L i n e ' s  i s ­

sue d a t e  can  g u a r a n t e e  t h e  i n c l u s i o n  o f  t h e  a d o p t io n  

d i s c l o s u r e  d a t e  f o r  SFAS No.52.  Any d i s c l o s u r e  o f  

a d o p t in g  t h e  new r u l e  s h ou ld  be i n c o r p o r a t e d  i n t o  t h e  

e a r n i n g s  f o r e c a s t  and g e n e r a l l y  d e s c r i b e d  in  t h e  com­

p a n y ' s  q u a r t e r l y  s t o r y  in  t h e  Value L ine .  T h e r e f o r e ,

10 13 o f  362 (3.6%) q u a r t e r l y  f o r e c a s t s  made by V alue  L ine  
came b e f o r e  t h e  p r i o r  e a r n i n g s  announcements .  S ince  
e a r n i n g s  announcement i s  proven t o  have i n f o r m a t i o n  con­
t e n t ,  t h e  a c c u m u l a t i o n ,  t h e r e f o r e ,  s t a r t s  t h r e e  days  a f ­
t e r  p r i o r  e a r n i n g s  announcement d a t e  f o r  t h i s  s p e c i a l  
c a s e .  Only 3 companies  o f  f i n a l  158 sample a r e  t r e a t e d  
i n  t h i s  way. They a r e  Anchor Hocking C o r p . ,  Rockwell I n ­
t e r n a t i o n a l  I n c . ,  and G e a r h a r t  I n d u s t r i e s ,  I n c . .
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a r e s e a r c h e r  can e a s i l y  i d e n t i f y  i t s  b a s i s  o f  f o r e ­

c a s t s  and u s e s  f o r e c a s t s  under  t h e  o ld  r u l e  t o  con­

s t r u c t  t h e  e x p l a n a t o r y  v a r i a b l e s .  Th i s  s p e c i a l  f e a ­

t u r e  i s  p ro v id ed  by Value Line o n l y ,  and no t  by any 

o t h e r  f o r e c a s t e r s .

3 .  According  t o  Brown and R o z e f f  ( 1 9 7 8 ) ,  Value  L i n e ' s  

q u a r t e r l y  f o r e c a s t  i s  a b e t t e r  proxy f o r  m arke t  ex­

p e c t a t i o n  th a n  o t h e r  models  under  s t u d y .  I t  w i l l  i n ­

c r e a s e  t h e  v a l i d i t y  o f  c o n c l u s i o n s  t o  use f o r e c a s t e d  

e a r n i n g s  as t h e  b u i l d i n g  s t o n e s  o f  e x p l a n a t o r y  v a r i ­

a b l e s .

4 .  Value  Line  i s  t h e  o n ly  d a t a  s o u r c e  t h a t  p rov ided  

q u a r t e r l y  e a r n i n g s  f o r e c a s t s  f o r  t h e  y e a r s  o f  s t u d y ,  

1981-1984.

F u r th e r m o re ,  s t u d i e s  a l s o  showed t h a t  r e v i s i o n  o f  e a r n ­

i n g s  f o r e c a s t  has  i n f o r m a t i o n  c o n t e n t ,  ( e . g .  Givoly  and La- 

kon ishok ,  1979;  Im hof f ,  1984;  among o t h e r s . )  T h e r e f o r e ,  

t h i s  s t u d y  b e g in s  t o  a cc u m u la te  r e s i d u a l s  t h r e e  days  a f t e r  

t h e  Value L i n e ' s  i s s u e  d a t e  i f  i t  had r e v i s e d  i t s  f o r e c a s t .  

I f  no r e v i s i o n  was made,  t h e  s t a r t i n g  d a t e  f o r  acc u m u la t io n  

i s  i t s  i s s u e  d a t e .  The a c c u m u la t io n  ends  t h r e e  days  a f t e r  

t h e  e a r n i n g s  announcement d a t e  in  t h e  WSJ.



C h a p t e r  V I I I  

TESTED MODEL

To t e s t  t h e  m arke t  r e a c t i o n  t o  v a r i o u s  e a r n i n g  s i g n a l s ,  

i n c l u d i n g  t h o s e  from t h e  a c c o u n t in g  change ,  t h e  f o l l o w i n g  

s t r a i g h t f o r w a r d  model can be employed:

CAR = b0+ b, .(AUE) + b2 . |CAI I + b3 . | P A I |   (Eq.  8 -1 )

w here ,  CAR =(Eq.  7 -3 )=  Cumula t ive  Abnormal R e tu rn s ;
AUE =(Eq.  6 -1 )=  A d ju s t e d  Unexpected E r r o r s ;
CAI =(Eq.  6 - 2 ) =  C u r r e n t - Q u a r t e r  Adoption Impact ;
PAI =(Eq.  6 -3 )=  P r i o r - Q u a r t e r s  Adopt ion Impac t .

DOMINATION OF LARGE-VARIANCE FIRMS

However, r e g r e s s i n g  t h e  above model c r o s s - s e c t i o n a l l y  t o  

examine r e l a t i o n s h i p s  between c u m u la t i v e  abnormal r e t u r n s  

(CAR) and e x p l a n a t o r y  v a r i a b l e s  w i l l  i n t r o d u c e  b i a s  in  t h e  

e s t i m a t e d  c o e f f i c i e n t s  o f  t h e  l a t t e r .  The s o u rce  o f  t h i s  

b i a s  cornes from t h e  CAR. The v a r i a n c e  o f  abnormal r e t u r n s  

i s  n o t  c o n s t a n t  f o r  each  company.  And i t  i s  a l s o  c r o s s - s e c ­

t i o n a l  d ep e n d e n t .  J a i n  (1982) shows t h a t  l a r g e r  v a r i a n c e  

f i r m s  dom ina te  t h e  p o r t f o l i o  abnormal r e t u r n .  So,  t h e  s lo p e  

c o e f f i c i e n t s  a r e  no t  d i s t r i b u t e d  w i t h  a z e r o  mean. This  

phenomenon c a u s e s  prob lems b eca u se  t h e  expec ted  v a l u e  o f  t h e  

s l o p e  c o e f f i c i e n t  under  n u l l  h y p o t h e s i s  i s  assumed t o  be

-  88 -
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z e r o .  He p r o v id e s  a method e x p l i c i t l y  i n c o r p o r a t i n g  t h e  

c r o s s - s e c t i o n a l  dependence  among abnormal r e t u r n s  and p roves  

i t s  s u p e r i o r i t y  i n  o b t a i n i n g  u n b ia sed  e s t i m a t e s  o f  t h e  c o e f ­

f i c i e n t s  f o r  t h e  e x p l a n a t o r y  v a r i a b l e s :

CAR = b0+ b, ( f i r m  s p e c i f i c  v a r i a b l e )  + b^cov(e ;  ,T)
 (Eq.  8 -2 )

w here ,  c o v ( e , , T )  = c o v a r i a n c e  between r e s i d u a l  o f
f i r m  i and t h e  sum T = Z e < .

DIFFERENT EVENT DATES WITH DIFFERENT ACCUMULATION PERIODS

When even t  d a t e s  a r e  s p read  ou t  i n  c a l e n d a r  t i m e ,  t h e  a s ­

sumpt ion  o f  independence  o f  abnormal r e t u r n s  would be s a t i s ­

f a c t o r y .  In t h i s  c a s e ,  t h e  J a i n ' s  model becomes:

CAR = bc + b; ( f i r m  s p e c i f i c  v a r i a b l e )  + b¥ s2 ( e ; )
 (Eq.  8 -3 )

w here ,  s 2 (e*)  = v a r i a n c e  o f  r e s i d u a l s .

However,  t h e  J a i n ' s  model assumes t h a t  t h e  acc u m u la t io n  

p e r io d  i s  i d e n t i c a l  f o r  each  company. In t h e  c a s e  o f  t h i s  

s t u d y ,  t h e  f i r m ' s  a c c u m u la t io n  p e r i o d s  v a ry .  The l e n g t h  o f  

ac c u m u la t io n  p e r io d  in  t h i s  s tu d y  i s  a f u n c t i o n  o f  bo th  V al­

ue L in e  i s s u e  d a t e  and e a rn in g s -a n n o u n cem e n t  d a t e  in  t h e  

WSJ. S ince

s 2 ( t . e * ) = t 2 . s 2 ( e ; ) (Eq.  8 -4 )



T h e r e f o r e ,  t h e  t e s t e d  model o f  t h i s  s tu d y  i s :

9 0

CAR = b0+ b, .(AUE' + ba . |C A l |  + b3 . | PA 11 + b * . t 2 s* (e,*)
^  (Eq.  8 -5 )

w h e re ,  t  = a c c u m u la t io n  days ;
CAR =(Eq.  7 -3 )=  C um ula t ive  Abnormal R e t u r n s ;
AUE = (Eq.  6 -1 )=  A d jus ted  Unexpected E r r o r s ;
CAI =(Eq.  6 -2 )=  C u r r e n t - Q u a r t e r  Adoption  Impac t;  
PAI = (Eq.  6 -3 )=  P r i o r - Q u a r t e r s  Adoption Impact .



Chapter IX

DATA PROFILE OF THE AICPA-600 MULTINATIONALS

9 .1  TIMING OF ADOPTING SFAS NO.52

T h i s  s tu d y  u s e s  t h e  AICPA-600 companies  i n  t h e  Account ing 

Trends  and Techn iques  as  t h e  s u b p o p u l a t i o n .  The w id e r  s e ­

l e c t i o n  i n  t h e  s i z e  o f  i n d u s t r i a l  f i r m s  makes t h e  AICPA-600 

a b e t t e r  s u b p o p u l a t i o n  t h a n  t h e  F o r tu n e -5 0 0 .  For tune-500  

c o n t a i n s  o n ly  t h e  b i g g e s t  f i r m s  in  t h e  NYSE and i n c l u d e s  

many f i n a n c i a l  com pan ies .  On t h e  c o n t r a r y ,  AICPA-600 does  

no t  i n c l u d e  f i n a n c i a l  f i r m s .  I t  on ly  t a k e s  i n d u s t r i a l  sam­

p l e s  from NYSE (80%), AMEX (10%),  and OTC (10%).  S ince  f i ­

n a n c i a l  companies  have many d i f f e r e n t  a c c o u n t in g  a t t r i b u t e s  

from t h o s e  o f  i n d u s t r i a l s ,  t a k i n g  AICPA-600 a s  t h e  subpopu­

l a t i o n  would be a b e t t e r  r e s e a r c h  s t r a t e g y .

ADOPTION YEARS

Among t h e  AICPA-600, 385 companies  have f o r e i g n  o p e ra ­

t i o n s .  These 385 m u l t i n a t i o n a l s  can be s e g r e g a t e d  i n t o  f o u r  

g roups  a c c o r d in g  t o  t h e  f i s c a l  y e a r  i n  which th e y  adop ted  

t h e  SFAS No.52:

-  91 -
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1.  144 f i r m s  a r e  1981 a d o p t e r s ;

2.  165 f i r m s  a r e  1982 a d o p t e r s ;

3.  64 f i r m s  a r e  1983 a d o p t e r s ;  and

4 .  12 f i r m s  a r e  1984 a d o p t e r s . "

N o t i c e  t h a t  SFAS No.52 i s  e f f e c t i v e  f o r  companies  w i th  

f i s c a l  y e a r s  b e g in n in g  on o r  a f t e r  December 15 ,  1982.  (SFAS 

No.52 ,  p a r a .  3 3 . )  All 1981/1982 a d o p t e r s  and some 1983 

a d o p t e r  w i th  f i s c a l  y e a r  ends  b e g in n in g  b e f o r e  December 15,  

1982 a r e  e a r l y  a d o p t e r s .  So a t  l e a s t  abou t  80% (309/385)

a d o p t e r s  o f  SFAS No.52 a r e  e a r l y  a d o p t e r s .  (Actua l  number 

o f  e a r l y  a d o p t e r s  w i l l  be d i s c u s s e d  in  t h e  f o l l o w i n g  p a ra ­

g r a p h s . )  The p o p u l a r i t y  o f  SFAS No.52 i s  v e ry  o b v io u s .

ADOPTION YEARS AND QUARTERS

On t h e  o t h e r  hand ,  a c c o u n t in g  changes  may o c c u r  in  ANY 

q u a r t e r  o f  t h e  y e a r .  The 385 m u l t i n a t i o n a l s  in  AICPA-600

a l s o  can be c l a s s i f i e d  i n t o  f o u r  c a t e g o r i e s  a c c o rd in g  t o  t h e  

q u a r t e r  t h e y  adop ted  t h e  SFAS No.52:

"  G e n e r a l l y ,  t h e  f i s c a l  y e a r  o f  AICPA-600 c u t s  o f f  around  
c a l e n d a r  J a n u a r y  31:

F i s c a l  y e a r  1981 = 2 /2 7 /8 1  -  1 / 3 1 / 8 2 ;
1982 = 2 /2 6 / 8 2  -  2 /  3 /8 3 ;
1983 = 2 /2 5 / 8 3  -  2 /  2 / 8 4 ;  and
1984 = 2 /2 4 / 8 4  -  2 /  2 / 8 5 .

Among 12 f i s c a l - 1 9 8 4  a d o p t e r s ,  11 o f  them have f i s c a l  
y e a r s  end b e f o r e  December 15 .  The o n ly  one hav ing  f i s c a l  
y e a r  ending  on December 31 ( i . e .  S tana dyne ,  Inc .  t r a d e d  
i n  OTC) adopted  t h e  new r u l e  i n  t h e  t h i r d  q u a r t e r  because  
o f  s t a r t i n g  f o r e i g n  o p e r a t i o n .



9 3

1 .  150 f i r m s  a r e  f i r s t - q u a r t e r  a d o p t e r s ;

2 .  20 f i r m s  a r e  s e c o n d - q u a r t e r  a d o p t e r s ;

3 .  16 f i r m s  a r e  t h i r d - q u a r t e r  a d o p t e r s ;  and ,

4 .  199 f i r m s  a r e  f o u r t h - q u a r t e r  a d o p t e r s .

A p p a r e n t l y ,  most  companies adop ted  SFAS No.52 e i t h e r  in  

t h e  f i r s t  q u a r t e r  o r  in  t h e  f o u r t h  q u a r t e r .  However,  t h i s  

s t a t i s t i c  can n o t  e x p l a i n  t h e  r e a s o n  why a company s e l e c t s  a 

s p e c i f i c  q u a r t e r  t o  adopt  t h e  new r u l e .  S ince  SFAS No.52 

was announced on December 15 ,  1981,  a r e a s o n a b l e  q u e s t i o n  i s  

" a r e  most f o u r t h - q u a r t e r  a d o p t e r s  i n  1981?" The answer  i s  

" y e s " .  See t h e  c r o s s - t a b u l a t i o n  o f  (A dop t ion  y e a r )  x (Adop­

t i o n  q u a r t e r )  in  T ab le  9 .

TABLE 9

Adoption  Year and Adopt ion  Q u a r t e r

ADOPTION
FISCAL

YEAR

ADOPTION QUARTER
YEAR

TOTAL1 2 3 4

1981 0 0 1 143 144
1982 86 19 13 47 165
1983 54 1 1 8 64
1984 10 0 1 1 12

TOTAL 150 20 16 199 385
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T a b le  9 shows t h a t ,  g e n e r a l l y ,  f i r m s  adopted SFAS No.52 

i n  t h e  f i r s t  q u a r t e r ,  e x c e p t  t h o s e  in  1981 because  o f  t h e  

t i m i n g  o f  t h e  announcement o f  t h e  new s t a n d a r d .  N o t i c e  one 

1 9 8 1 - a d o p t e r  adop ted  SFAS No.52 i n  t h e  t h i r d  q u a r t e r .  I t  i s  

Jewel Companies,  I n c .  w i t h  i t s  t h i r d  q u a r t e r  ending  on Octo ­

b e r  3 1 ,  1981.  A p p a r e n t l y ,  Jewel Companies,  I n c .  w a i t e d  f o r  

t h e  pronouncement o f  t h e  new s t a n d a r d  and adopted  i t  in  t h e  

t h i r d  q u a r t e r  r i g h t  away.  Jewel Companies In c .  made i t s  

t h i r d  q u a r t e r l y  e a r n i n g s  announcement on December 15 ,  1981,

t h e  same d a t e  when SFAS No.52 was i s s u e d .

ADOPTION YEARS, QUARTERS, AND FISCAL ENDS

N o t ic e  a l s o  t h a t  most  o f  t h e  s e c o n d - q u a r t e r  and t h e  

t h i r d - q u a r t e r  a d o p t e r s  a r e  in  1982.  Are t h e i r  f i s c a l - y e a r  

ends n o t  in  December? The answer  i s  " y e s " .  These companies  

wanted t o  a dop t  SFAS No.52 a s  soon as  p o s s i b l e  when t h e  new 

r u l e  was announced so t h a t  t h e y  adop ted  i t  i n  t h e  second o r  

t h e  t h i r d  q u a r t e r  o f  1982 .  See t h e  t r i p l e  c r o s s - t a b u l a t i o n  

o f  (A dop t ion  y e a r )  x (A dopt ion  q u a r t e r )  x ( f i s c a l - y e a r  end) 

i n  Tab le  10.

Tab le  10 shows t h a t  7 o f  t h e  19 s e c o n d - q u a r t e r  a d o p t e r s  

o f  1982 adop ted  SFAS No.52 on o r  b e f o r e  December 31 ,  1981

b e c a u s e  t h e i r  f i s c a l  y e a r  ended b e f o r e  J u n e .  5 o f  19 a d o p t ­

ed t h e  new r u l e  on o r  b e f o r e  March 3 1 ,  1982. The rem a in in g



TABLE 10

A d o p t io n  Y e a r ,  F i s c a l  Y e a r  E n d , a n d  A d o p t io n  Q u a r t e r

+  —  +

jFiscal | FEB. | MAR. | APR. | MAY. | JUN. | JUL. | AUG. | SEP. | OCT. | NOV. | DEC. | JAN. j TOTAL |

l « l  I I  I I  I I  I I  I I  I I  I I  I - I  I - I  I I  I - I  I - I  I •
1W1| 2Q|  | |  | |  | | | | | |  | |  I I 1 I -I 3 | . |  | |  137|  . |  3 | . |  144 | .

1391 I I  I I  I I  I I  I I  I I  I I  I -I I -I I I  I -I M l  M
l « l  I I  I I  I I  I I  I I  I I  I I  M l  I 3|  I I  | 137|  I 2|  |143

|1Q| | . |  | . |  | . |  | . |  | . |  | 1 |  | 1 |  1121 | 6| | 3| | 62| | 1 |  I 86
198212Q | 4 | . |  4 | . |  2 | .[ 3 I . | 13 | 7| 8 | 2| 6 | 1| 19 | 2| 10 | . |  3 | . |  92| 7| 1 | . | 1 «  | 19

1391 | 1 |  I 2|  | . |  M l  M l  I 3|  M l  M l  I 2|  M l  I 3|  M l  M 3
|4Q| | 3| | 2| | 2| I 3| | 5| | 2| | 4| | 4| | 2| | -I I 20| | . |  I 47

1191 I 2|  M l  I 2|  I I  I 2|  | 1 |  M l  M l  M l  M l  I 421 I 2|  I 54
198312Q | 3 | . I 1 M l  2 | . |  I I 3 | . |  1 M l  2 | . |  5 M l  1 M l  2 I -I « l  -I 2 M l  « l  1

1301 M l  M l  M l  I I M l  M l  M l  M l  M l  M l  I -i M l  I '
1491 M l  M l  M l  I I  M l  M l  I 2|  | 2|  M l  I 2|  I . |  M l  I 8

I 1191 I I  I 2|  I I  I I  I 21 M l  I 2|  M l  I 2|  I I  | . |  I I  I 10|
11984|2Q | | | 2 M l  I I  I I 2 M M  M l  2 M M  M l  3 | . |  I I  1|  -I M l  12 I -I
I I 3q | I I  M l  I I  I I  M l  M l  M l  M l  M l  I I  M l  M l  M l
I 1491 I I  M l  I I  I I  M l  M l  M l  . M l  M l  I I  M l  M l  M l

I 1191 I 21 I 3|  | 2|  Ml Ml I 3|  | 3|  114f | 9|  | 3|  |104| | 3 | |150|
| SUM |2Q| 7 M l  7 Ml  4 1 . 1  3 | . | 1 8  I 7 | 1 0  I 2 | 1 °  Ml 26 | 3 | 1 7  Ml 5 Ml 272| 7 | 6 | . |  385 | 20| 
I 1391 | 1 |  I 2 | Ml l - f ' Ml  I 3 | Ml I 2| I 2 | Ml M l  Ml I 16|
I |40| Ml I 2 | | 2 | I 3 | I 6 | I 2| | 6 | I 7 I Ml I 2 | |157| | 2 | |199|

+     -  -  ..



7 companies  adopted  t h e  new r u l e  on J u n e  30 ,  1982.  In r e ­

s p e c t  o f  t h e  t h i r d - q u a r t e r  a d o p t e r s ,  o f  1982 ,  3 o f  t h e  13 

adop ted  SFAS No.52 on o r  b e f o r e  December 31 ,  1981 b e c a u se

t h e i r  f i s c a l  y e a r s  ended b e f o r e  March. One adopted  t h e  new 

r u l e  on March 31 ,  1982;  3 i n  A p r i l ,  1 i n  J u n e ,  2 i n  J u l y ,

and 3 in  September o f  1982.  N o t i c e  a l s o  t h a t  two t h i r d s  

(6 2 /9 2 )  f i s c a l - D e c e m b e r  a d o p t e r s  o f  1982 adop ted  SFAS No.52 

i n  t h e  f i r s t  q u a r t e r .  They compose t h e  m a j o r i t y  o f  c a l e n -  

dar -March-1982 a d o p t e r s  ( 6 2 / 6 7 ) .  (R e f e r  t o  T ab le  1 1 . )  No­

t i c e  t h a t  70.6% (272/385)  m u l t i n a t i o n a l s  have f i s c a l  end i n  

December; 6.8% (26 /385)  in  Sep tem ber ;  and 4.7% (18 /385)  i n  

J u n e .  The r e m a in d e r s  a r e  d i s t r i b u t e d  among t h e  o t h e r  

months .

CALENDAR TIMING OF ADOPTING SFAS NO.52

A f t e r  be ing  a d j u s t e d  t h e  d i f f e r e n c e s  in  f i s c a l  y e a r  e n d s ,  

t h e  a c t u a l  t i m i n g  o f  a d o p t i n g  SFAS No.52 i s  as  Table  11 

shows. As shown in  T a b l e  1 1 ,  December 1981 ( 1 5 8 ) ,  March 

1982 ( 6 7 ) ,  March 1983 ( 4 3 ) ,  December 1982 ( 2 1 ) ,  and June  

1982 (15) a r e  t h e  f i v e  most p o p u la r  months o f  a d op t ing  SFAS 

No.52 .  In f a c t ,  64.9% m u l t i n a t i o n a l s  adopted  t h e  new r u l e  

w i t h i n  one q u a r t e r  a f t e r  SFAS No.52 was announced.  B e fo re  

t h e  s t a r t i n g  d a t e  t h e  p ro m u lg a t io n  was e f f e c t i v e  (December 

1 9 8 2 ) ,  82.6% m u l t i n a t i o n a l s  a l r e a d y  adop ted  i t .  The popu­

l a r i t y  o f  SFAS No.52 i s  f u l l y  r e f l e c t e d  in  t h e s e  s t a t i s t i c s .



TABLE 11

A d o p t io n  o f  SFAS N o .5 2  i n  Q u a r t e r  E nd  o f  A d o p t io n

| Q End | JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC | TOTAL

| 1981 |   1 5 2 158 | 166
|(Cum. X)| ( 0.3) < 1.6) ( 2.1) (43.1)|(43.1)

| 1982 | 10 7 67 6 4 15 6 4 9 3 21 | 152
((Cum. X)[(45.7) (47.5) (64.9) (66.5) (67.5) (71.4) (73.0) (74.0) (76.4) (77.1) (82.6)[(39.5)

| 1983 | 1 1 43 2 . 4 . 2 4 1 4 1 | 63
((Cum. X)|(82.9) (83.1) (94.3) (94.8) (95.8) (96.4) (97.4) (97.7) (98.7) (99.0)|(16.4)

| 1984 | 2  1 1 . . | 4 |
|(Cum. X)|(99.5) (99.7) ( 100) |(  1.0)|
  .
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9 . 2  ADOPTING QUARTER IS THE ONLY VALID CRITERION

All  p r e v i o u s  s t u d i e s  in  p o s i t i v e  t h e o r y  use t h e  y e a r  as 

t h e  b a s i s  o f  c l a s s i f y i n g  e a r l y / l a t e  a d o p t e r s  f o r  v a r i o u s  a c ­

c o u n t i n g  c h a n g e s .  ( e . g .  A yres ,  1986 on SFAS No.52;  R ic k s ,  

1982 on LIFO a d o p t i o n ;  A r c h i b a l d ,  1972 on d e p r e c i a t i o n  

s w i tc h  back ;  among o t h e r s . )  A na lyses  based on annual  d a t a  

has  two p o t e n t i a l  d a n g e r s :

1.  Danger o f  m i s - c l a s s i f i c a t i o n  (which w i l l  be d i s c u s s e d  

i m m e d i a t e d l y ) , and

2.  Danger o f  r n i s - s p e c i f i c a t i o n  (which has been d e s c r i b e d  

i n  S e c t i o n  6 . 5 ) .

DANGER OF MISCLASSIFICATION

Using annual d a t a  w i l l  c a u s e  m i s - c l a s s i f i c a t i o n  in  g e n e r ­

a l .  The s e r i o u s n e s s  o f  m i s - c l a s s i f i c a t i o n ,  however,  depends  

on t h e  d i f f e r e n c e s  in  d i s t r i b u t i o n  between annual  d a t a  and 

q u a r t e r l y  d a t a .  In t h e  c a s e  o f  SFAS No.52 ,  many m u l t i n a ­

t i o n a l s  adopted  t h e  new r u l e  once i t  was announced.  That  

makes t h e  d i s t r i b u t i o n  o f  a d o p t e r s  h i g h l y  r i g h t - h a n d  skewed.  

T a b le  12 shows t h e  d i s t r i b u t i o n  o f  SFAS N o .5 2 - a d o p t e r s  in  

y e a r  end o f  a d o p t i o n .

Comparing T a b le  11 w i t h  T ab le  1 2 ,  one can o b s e rv e  t h a t



TABLE 12

A d o p t io n  o f  SFAS N o .5 2  i n  Y e a r  E nd  o f  A d o p t io n

Y End | JAN FEB MAR APR MAY JUN JUL AUG SEP OCT NOV DEC | TOTAL

1981 | 
(Cum. X)|

• • • • • . 1 3 
< 0.3) ( 1.0)

• 137 | 141 
(36.6)|(36.6)

1982 | 3 4 4 2 3 13 8 6 19 10 3 92 | 167
(Cun. X)|(37.4) (38.4) (39.5) (40.0) (40.8) (44.2) (46.2) (47.8) (52.7) (55.3) (56.1) (80.0)|(43.4)

1983 | 1 3 1 2 3 1 1 5 1 2 42 | 63
(Cum. X)|(80.3) (81.0) (81.3) (81.6) (82.6) (82.9) (83.4) (84.7) (84.9) (85.5) (96.4)|C16.4)

| 1984 | 2 . 2
|(Cum. X)|(96.9) (97.4)
+ —   -------

2 1 2 1 3  . 1 | 14 |
(97.9) (98.2) (98.7) (99.0) (99.7) ( 100)j( 3.6) |
. . . . . . . . . . . . . . . . . . . . . . . .  . . . . . . . ------- . . . . . . . ------- +



1 0 0

1.  P a r t  o f  c a l e n d a r  December-1981 a d o p t e r s  a r e  1982 f i s -  

c a l - y e a r  a d o p t e r s  w i th  non-December f i s c a l  y e a r  en d s ;

2 .  Most (62/67=92.53%) c a l e n d a r  March-1982 a d o p t e r s  a r e  

1982 December- f i s c a l - y e a r  f i r s t  q u a r t e r  a d o p t e r s .

That  makes c a l e n d a r  March 1982 a b ig  jump i n  t h e  d i s ­

t r i b u t i o n  o f  a d o p t io n  q u a r t e r  end.

3.  The jump on c a l e n d a r  March 1983 a r e  from t h e  f i r s t  

q u a r t e r  a d o p t e r s  o f  1983 w i th  f i s c a l  y e a r  end in  De­

cember .

F ig u r e  3 i l l u s t r a t e s  t h e  c o m p a ra t iv e  d i s t r i b u t i o n s  between 

a d o p t io n  q u a r t e r  end and a d o p t i o n  y e a r  end .  These o b s e r v a ­

t i o n s  a r e  e a s i l y  i d e n t i f i e d  from t h i s  f i g u r e .

T h e r e f o r e ,  a s tu d y  c l a s s i f y i n g  e a r l y / l a t e  a d o p t e r s  based  

on t h e  y e a r  1981 ( a s  A y re s ,  1986 d id )  w i l l  s u b s t a n t i a l l y

m i s - c l a s s i f y  i t s  sample .  For  SFAS No.52 p e r  s e ,  around 30%

o f  t h e  e a r l y  a d o p t e r s  w i l l  be e r r o n e o u s l y  c l a s s i f i e d  as  l a t e

a d o p t e r s  when us ing  f i s c a l - y e a r  ends as c u t - o f f  d a t e s ,  as  

Tab le  13 shows.

i
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TABLE 13

E r r o r  R a te s  in  Using F i s c a l  Year as  C l a s s i f i c a t i o n  b a s i s

EARLY ADOPTERS * LATE ADOPTERS *

V a l id  I n v a l i d  E r r o r  % V a l id  I n v a l i d  E r r o r  %
C u t o f f  Date
F i s c a l  Year A B B/(A+B) C D D/(C+D)

Y 811231 141 25 15.1% 219 0 0.0%
Y 820331 151 95 38.6% 139 0 0.0%
Y 820630 170 104 38.0% 111 0 0.0%
Y 820930 202 92 31.3% 91 0 0.0%
Y 821231 308 10 3.2% 67 0 0.0%

* V a l id  e a r l y - l a t e  c l a s s i f i c a t i o n  i s  based  on t h e  q u a r t e r  end 
o f  a d o p t in g  SFAS No.52 .

9 .3  MARCH 31,  1982 IS THE BEST CUT-OFF DATE

Because SFAS No.52 was i s s u e d  on December 15 ,  1981,  many 

companies might  want  t o  adop t  t h e  new r u l e  e a r l y  bu t  may not  

be  a b l e  t o  do so b e c a u se  o f  t i m e  c o n s t r a i n t .  As B lu e -B e l l  

I n c .  s t a t e d :

“Due t o  t h e  t im in g  o f  t h e  i s s u a n c e  o f  t h e  S t a t e ­
ment (N o .5 2 ) ,  a p p l i c a t i o n  o f  t h e  new r u l e  was not  
p o s s i b l e  f o r  t h e  December q u a r t e r .  However, 
S ta t e m e n t  No.52 w i l l  be adop ted  f o r  t h e  q u a r t e r  
end ing  March 1982.  And a c c o r d i n g l y ,  f i r s t  q u a r t e r  
r e s u l t s  w i l l  be r e s t a t e d  a t  t h a t  t i m e . "

( B lu e -B e l l  I n c . ,  10-Q, 1 2 /3 1 /1 9 8 1 :  4 . )

S in c e  84 f i r m s  (21.8% o f  385) adop ted  SFAS No.52 w i t h i n  

one q u a r t e r  a f t e r  i t  was announced ,  a s  B lue -B e l l  d i d ,  i t  

seems i n a p p r o p r i a t e  t o  c l a s s i f y  t h e s e  companies as  l a t e



a d o p t e r s .  T h i s  i d e a  can be proven s t a t i s t i c a l l y .  For  exam­

p l e ,  i t  i s  g e n e r a l l y  b e l i e v e d  t h a t  companies  e a r l y  a d o p t in g  

t h e  new r u l e  c o u ld  improve t h e i r  e a r n i n g s .  Taking t h e  e a r n ­

i n g s  improvement a s  a t e s t  v a r i a b l e ,  and c o n d u c t in g  t - t e s t s  

f o r  d i f f e r e n t  c u t - o f f  d a t e s  can l e a d  t o  t h e  l o c a t i o n  o f  t h e  

b e s t  one .  Tab le  14 a r e  t h e  t - t e s t  r e s u l t s  by t a k i n g  q u a r ­

t e r l y  e a r n i n g s  improvements a s  t h e  t e s t  v a r i a b l e .

TABLE 14

L o c a t in g  t h e  Optimal C l a s s i f i c a t i o n  Date

ADOPTION 
Q u a r t e r  End

EARLY 

Mean ( Nl)

LATE 

Mean ( N2) t - V a l u e S ig .

Q 811231 
Q 820331 
Q 820630 
Q 820930 
Q 821231

0 .4774  (150) 
0 .4536 (170) 
0.4321 (181) 
0 .4164 (192) 
0 .3934  (207)

0 .1962  ( 68) 
0 .1635 ( 48) 
0 .1821 ( 37) 
0 .1927 ( 26) 
0 .3200  ( 11)

1.8307
2.0725
1.7736
1.4512
0.2767

0 .0687  
0 .0394  v 
0.0777 
0 .1499 
0 .7860

* T e s t  V a r i a b l e :  QIMP=(QNI^ -  QNI k«.)/ |QNI 8 1 KQ.I

O b v io u s ly ,  A doption  q u a r t e r  end o f  March 3 1 ,  1982 can

b e s t  d i f f e r e n t i a t e  between t h e  e a r l y  and l a t e  g ro u p s .  At 

t h i s  c u t - o f f  d a t e ,  t h e  s i g n i f i c a n c e  i s  0 . 0 3 9 4 ,  t h e  lo w e s t  o f  

a l l  f i v e  d i f f e r e n t  d a t e s .



9 . 4  A TEST OF DISCRIMINATING POWER

104

Of c o u r s e ,  a r e s e a r c h e r  can a l s o  use  o t h e r  h y p o th e s i z e d  

v a r i a b l e s  t o  l o c a t e  t h e  op t im al  c u t - o f f  d a t e .  However, i f  

t h e  t - t e s t s  change randomly among d i f f e r e n t  c u t o f f  d a t e s ,  

t h e n  t h i s  t e s t  v a r i a b l e  may no t  have d i s c r i m i n a t i n g  power. 

Th i s  i s  a v e ry  d i r e c t  check  on t h e  v a l i d i t y  o f  h y p o th e s i z e d  

v a r i a b l e s .  For exam ple ,  one may a rg u e  t h a t  e a r l y  a d o p t e r s  

o f  SFAS No.52 w i l l  have a s i g n i f i c a n t  h i g h e r  r a t i o  o f  f o r ­

e i g n  a s s e t s  t o  t o t a l  a s s e t s  when compared t o  t h e  l a t e  adop­

t e r s .  The t - t e s t s  under  f i v e  d i f f e r e n t  c u t - o f f  d a t e s  do not  

v e r i f y  t h i s  a rg u m e n t ,  a s  shown in  T ab le  15.

TABLE 15

Does F o re ig n  A s s e t  R a t i o  have D i s c r i m i n a t i n g  Power?

ADOPTION 
Q u a r t e r  End

EARLY LATE

Mean ( Nl) Mean ( N2) t - V a l u e S ig .

Q 811231 
Q 820331 
Q 820630 
Q 820930 
Q 821231

0 .2762  (141) 
0.2711 (207) 
0 .2683  (227) 
0 .2694 (239) 
0 .2712  (259)

0 .2621 (173) 
0 .2632 (107) 
0 .2686  ( 87) 
0 .2650 ( 75) 
0 .2552  ( 55)

0 .8429
0.4565

-0 .0 1 5 3
0.2292
0.7419

0.4000
0.6483
0.9878
0.8189
0 .4587

* T e s t  V a r i a b l e :  FAR = ( F o r e ig n  a s s e t s ) / ( T o t a l  a s s e t s )
** A s s e t s  u sed :  For  IQ and 2Q a d o p t e r s ,  use l a s t  y e a r ' s  d a t a ;

For 3Q and 4Q a d o p t e r s ,  use t h i s  y e a r ' s  d a t a .
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From T a b le  15 ,  i t  i s  c l e a r  t h a t ,  on a v e r a g e ,  t h e  f o r e i g n  

a s s e t  r a t i o s  f o r  e a r l y  a d o p t e r s  a r e  no t  s i g n i f i c a n t l y  h i g h e r  

th a n  t h a t  o f  l a t e r  a d o p t e r s  o f  SFAS No.52 .  No t - v a l u e  i s

s i g n i f i c a n t  f o r  a l l  f i v e  c l a s s i f i c a t i o n s .  And when t h e

c l a s s i f i c a t i o n  d a t e  i s  J u n e  30 ,  1982,  t h e  av e ra g e  f o r e i g n

a s s e t  r a t i o s  o f  e a r l y  a d o p t e r s  i s  even low er  t h a n  t h a t  o f  

l a t e  a d o p t e r s ;  t h a t  makes t h e  t  v a lu e  n e g a t i v e .  T h e r e f o r e ,  

f o r e i g n  a s s e t  r a t i o  would no t  be an a p p r o p r i a t e  d i s c r i m i n a t ­

ing  v a r i a b l e  f o r  a d o p t e r s  o f  SFAS No.52 .  F in d in g  t h e  d i s ­

c r i m i n a t i n g  v a r i a b l e s  i s  no t  t h e  main purpose  o f  t h i s  s t u d y ,  

t h e r e f o r e ,  i t  i s  no t  d i s c u s s e d  f u r t h e r  h e r e .



C h a p t e r  X 

RESEARCH DESIGN

10.1 DISCLOSURES OF ADOPTING SFAS N0.52 ON THE WSJ

1 0 . 1 .1  DIGEST OF CORPORATE EARNINGS REPORT

The d i s p u t e  o f  SFAS No.52 n o t  on ly  a t t r a c t e d  t h e  a t t e n ­

t i o n  o f  academ ia ,  b u t  a l s o  drew n o t i c e  from t h e  f i n a n c i a l  

community.  The f i n a n c i a l  p r e s s  r e p o r t e r s ,  t h e r e f o r e ,  paid  

much a t t e n t i o n  t o  t h e  a c c o u n t i n g  change o f  f o r e i g n  c u r r e n c y  

t r a n s l a t i o n ,  which i s  unusual  in  compar ison  t o  most  o f  t h e  

o t h e r  FASB announcements.  For exam ple ,  P e a t ,  Marwick,  Mitc­

h e l l  & Co. i s s u e d  an a u d i t  r e p o r t  f o r  Rev lon ,  I n c . ' s  annual  

r e p o r t  o f  1981 on F e b ru a ry  2 3 ,  1982.  On t h e  n ex t  d a y ,  Feb­

r u a r y  2 4 ,  1982,  t h e  WSJ p u b l i s h e d  t h e  f o l l o w i n g  e a r n i n g s  

f i g u r e s  f o r  Rev lon ,  i n c .  i n  t h e  S e c t io n  o f  "D iges t  o f  Corpo­

r a t e  E a rn in g s  R epor t s"  ( h e r e a f t e r  "D ig es t"  ) as  T ab le  16 

shows.

N o t i c e  t h a t  a l t h o u g h  t h e  D i g e s t  d id  not  d i s c l o s e  t h e  i n ­

come impact  o f  a d o p t in g  SFAS No.52 on t h e  f o u r t h  q u a r t e r  o r  

on t h e  y e a r ,  an i n v e s t o r  would know t h e  c u m u la t i v e  ad o p t io n

-  106 -
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TABLE 16

An Example o f  Clean  D i s c l o s u r e :  D i g e s t

—  Revlon I n c o r p o r a t i o n  —  

( D i g e s t  o f  C o r p o r a t e  E a rn in g s  Repor t )

Revlon Corp (NYSE): 4Q/81

Year (Dec 3 1 ) :  a 1981 1980

S a l e s  $ 2 , 3 6 5 ,9 3 8 , 0 0 0 $ 2 ,2 0 3 ,3 3 4 ,0 0 0
Net income 174 ,821 ,000 192 ,407 ,000
s h r  e a r n s  ( p r i m a r y ) :

Net income 4 .10 4.87
Shr e a r n s  ( f u l l y  d i l u t e d ) :

Net income 4 .02 4 .75

Q u a r t e r  (Dec 3 1 ) :

S a l e s  630 ,3 2 6 ,0 0 0 638 ,8 3 0 ,0 0 0
Net income 4 0 ,5 2 3 ,0 0 0 54 ,78 1 ,0 0 0
Shr e a r n s  ( p r i m a r y ) :

Net income .94 1 .34
Shr e a r n s  ( f u l l y  d i l u t e d ) :

n e t  income .93 1.31

a -  R e f l e c t s  ad o p t io n  o f  t h e  new a c c o u n t i n g  change  f o r  
f o r e i g n  c u r r e n c y  t r a n s l a t i o n .

(S o u rce :  The WSJ, 2 /2 4 /1 9 8 2 :  24-5)

e f f e c t  f o r  t h e  p r e v io u s  n i n e  months j u s t  from i n f o r m a t i o n  in  

t h e  D i g e s t :

K-1
(Actual®2 -  A c tua l® !  ) -  ( 12  Actual  jq.)

PAIkci,= r ~ K ~ f  Vi""1””  (Eg* 6 - 3 ' )
1 2 3  Actual  i d

i=i
( 1 7 4 . 8 2 1 - 4 0 . 5 2 3 ) - ( 4 2 . 419+50.095+29.904) 11 .880
_________________________________________________  = 9 . 7 %

| 4 2 .4 1 9 + 5 0 .095+29 .904 |  122.418
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From p r e v i o u s l y - i s s u e d  i n t e r i m  r e p o r t s ,

A c tu a l / a =  42.419  m i l l i o n ;  A c t u a l l y  50 .095 m i l l i o n ;  
A c tua l f f t= 29 .904  m i l l i o n .

1 0 . 1 . 2  STAFF REPORT

A side  from p r o v i d i n g  i n f o r m a t i o n  i n  t h e  D i g e s t ,  t h e  WSJ 

a l s o  i s s u e d  a s p e c i a l  " S t a f f  Repor t"  ( h e r e a f t e r  "Repor t"  )

f o r  p o p u la r  f i r m s  as  Rev lon .  On t h e  same d a y ,  F eb rua ry  24 ,

1982,  t h e  WSJ f u r t h e r  d i s c l o s e d  t h e  income e f f e c t  o f  a d o p t ­

ing  SFAS No.52 on t h e  y e a r  in  t h e  "Repor t"  f o r  Revlon:

" Y e s t e r d a y ,  a Revlon spokesman s a id  t h e  h i g h e r -
t h a n - e x p e c t e d  r e s u l t s  were due t o  a change  l a t e
l a s t  y e a r  in  t h e  r u l e s  f o r  a c c o u n t in g  f o r  f o r e i g n  
c u r r e n c y  t r a n s l a t i o n s .  W ithou t  t h a t  change ,  g u l l y  
d i l u t e d  1981 e a r n i n g s  would have been 43 .62  a 
s h a r e ,  he s a i d . "

(The WSJ, 2 /2 4 / 1 9 8 2 :  2 4 - 3 . )

Tab le  17 shows t h e  s t a f f  r e p o r t  f o r  R e v l o n ' s  e a r n i n g s  an­

nouncement.  However,  no t  ev e ry  f i r m ' s  e a r n i n g s  announcement 

accompanies  a R e p o r t .  Only abou t  one f o u r t h  (104/385=27%) 

o f  companies  proceed  t h i s  way. F u r th e r m o re ,  from t h e  exam­

p l e  o f  Rev lon ,  i t  seems t h a t  a f i rm  on ly  hav ing  i t s  e a r n i n g s  

announced i n  t h e  D ig e s t  might  a l s o  have d i s c l o s e d  t h e  income 

e f f e c t s  o f  a d o p t in g  SFAS No.52 ,  a l t h o u g h  t h e  l a t t e r  d id  no t  

a p p e a r  in  t h e  WSJ. Th is  s tu d y  w i l l  show t h i s  argument em­

p i r i c a l l y .  (See  S e c t i o n  1 1 . 2 ,  "DISCLOSURE OF ADOPTION 

DECISION".)



109

TABLE 17

An Example o f  Clean D i s c l o s u r e :  Repor t

—  Revlon I n c o r p o r a t i o n  —  
( S t a f f  Repor t )

" B y  a  S t a f f  R e p o r t e r '

IjjjjW, YQRK-Re¥limẑ cC'':salt: Jom 
sparter earnings- fell %s% from a year ear-

-feeauty -a ii -beatth-care- -prafucts. 

$40.5 uillfoH, ©r SI cents a store* from $54.fr

l i j f m x r g .

were equal to $#.02 a share. _Last. Iktofer^

dlfntaf M-sfe to.he. between $3j0 and|3J6Q^ 
store:------■■' - ■-"■ -■----------~w z--

H^tfhto-prqlected results’ were, due to . a 
.change Jsite Jait year In-the-rsites'toE-ac**

^fflOTftf2dhin^9_fauy_flMMteC®leaFi|r 
tags would to?*© feCT |S.ffias!iare9.IiesaW.'.

(Source :  The WSJ, 2 /2 4 /1 9 8 2 :  24-3)
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1 0 . 1 . 3  OTHER FOOTNOTE DISCLOSURES IN THE DIGEST

N e v e r t h e l e s s ,  n o t  e v e ry  company 's  f o o t n o t e  d i s c l o s u r e  in  

t h e  D ig e s t  i s  so c l e a n  as  R e v l o n ' s .  G e n e r a l l y ,  i f  a company 

has  s i g n i f i c a n t  a c c o u n t in g  c h a n g e s ,  s p e c i a l  e v e n t s ,  and ex­

t r a o r d i n a r y  i t em s  t h a t  a f f e c t  income, t h e  WSJ a l s o  d i s c l o s e s  

them in  t h e  f o o t n o t e  i n  t h e  D i g e s t ,  a n d / o r  t h e  Repor t  ( i f  

a n y ) .  For exam ple ,  t h e  A i r  P ro d u c t s  & C hem ica l s ,  I n c .  made 

a n o t h e r  a c c o u n t in g  change f o r  i n v e s tm e n t  t a x  c r e d i t s  i n  t h e  

same q u a r t e r  i t  adop ted  t h e  SFAS No.52 .  Both changes  were 

r e f l e c t e d  in  t h e  D i g e s t ,  as  Tab le  18 shows.
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TABLE 18 

An Example o f  Mixed D i s c l o s u r e

—  A i r  P r o d u c t s  & C h e m ic a l s ,  I n c o r p o r a t i o n  —

( D ig e s t  o f  C o rp o ra te  E a rn in g s  Repor t )

A ir  P r o d u c t s  & Chem. (NYSE): IQ/82

Quar (Dec 3 1 ) : a 1981 1980

S a le s $373 ,550 ,000 $366 ,411 ,000
Income 3 4 ,56 2 ,0 0 0 32 ,257 ,000
Acctg Adj. c 61 ,93 7 ,0 0 0
Net Income 9 6 ,4 9 9 ,0 0 0 3 2 ,257 ,000
Avg S hares 28 ,60 6 ,9 4 6 28 ,47 5 ,7 7 2
Shr e a r n s

Income 1.21 1.13
Net income 3.37 1 .13

a -  R e f l e c t s  a d o p t io n  o f  t h e  new a c c o u n t in g  change  f o r
f o r e i g n  c u r r e n c y  t r a n s l a t i o n  and a change  in  t h e
method o f  a c c o u n t i n g  f o r  i n v e s tm e n t  t a x  c r e d i t s .

c -  C r e d i t ,  c u m u la t i v e e f f e c t  on p r i o r  p e r i o d s  o f  a
change in  t h e  method o f  a c c o u n t in g  f o r  in v e s tm e n t
t a x  c r e d i t s .

(S o u rce :  The WSJ, 1 /2 2 /1 9 8 2 :  36-1)

1 0 . 1 . 4  SAMPLE CLASSIFICATION

T h i s  s tu d y  assumes t h a t  i f  t h e  WSJ does  not  d i s c l o s e  any 

s i g n i f i c a n t  e v e n t ,  t h e n  t h e r e  i s  no even t  a f f e c t i n g  income 

in  t h e  r e p o r t e d  q u a r t e r .  T h e r e f o r e ,  i f  no i n f o r m a t i o n  o t h e r  

t h a n  t h e  a d o p t io n  o f  SFAS No.52 i s  d i s c l o s e d  in  e i t h e r  t h e  

" D ig e s t "  a n d / o r  t h e  "Report"  ( i f  a n y ) ,  a company i s  c l a s s i ­

f i e d  a s  a "CLEAN DISCLOSURE". O th e rw i s e ,  a company i s  cl a s -
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s i f i e d  as  a "MIXED DISCLOSURE". Revlon i s  an example o f  a 

c l e a n  d i s c l o s u r e ,  and A ir  P ro d u c t s  as  a mixed d i s c l o s u r e .

For  t h e  a d o p t io n  o f  SFAS No.52 p e r  s e ,  however,  n o t  ev e ry

a d o p t e r  made t h i s  d i s c l o s u r e  i n  t h e  WSJ. This  s tudy  c a l l s

t h e s e  f i r m s  as "NON-DISCLOSURES". For  example ,  Lenox In c .  

adop ted  t h e  new r u l e  i n  t h e  f o u r t h  q u a r t e r  o f  1981 w i th  im­

m a t e r i a l  income e f f e c t .  I t s  e a r n i n g s  announcement in  t h e  

D ig e s t  o f  t h e  WSJ d i d  n o t  i n d i c a t e  t h e  a d o p t io n  o f  SFAS

No.52 ,  as  shown i n  T a b l e  19.

TABLE 19

An Example o f  Clean N o n -D is c lo s u re

—  Lenox,  I n c o r p o r a t e d  —  

( D i g e s t  o f  C o r p o r a t e  E a rn in g s  Report )

Lenox I n c . (NYSE): 4Q/81

Year (Dec 3 1 ) : 1981 1980

S a le s
Net income 
s h r  e a r n s :

Net income

$2 4 0 ,6 9 6 ,0 0 0
20 ,67 2 ,0 0 0

4 .64

$242 ,591 ,000
18 ,781 ,000

4 .26

Q u a r t e r  (Dec 3 1 ) :

S a l e s
Net income 
Shr e a r n s :

Net income

7 9 ,34 4 ,0 0 0
9 ,1 1 3 ,0 0 0

2 .04

7 3 ,2 1 6 ,0 0 0
8 ,2 8 2 ,0 0 0

1.87

(S o u rc e :  The WSJ, 2 / 3 / 1 9 8 2 :  30-6)
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F u r th e r m o re ,  a n o n - d i s c l o s u r e  migh t  d i s c l o s e  o t h e r  r e l e ­

v a n t  i n f o r m a t i o n  in  t h e  " D ig e s t "  a n d / o r  in  t h e  "R epor t"  ( i f  

a n y ) ,  as  d i s c l o s u r e s  d i d .  For  example ,  Honeywell I n c .  

adop ted  SFAS No.52 i n  t h e  second q u a r t e r  o f  1982 w i th  "imma­

t e r i a l "  income e f f e c t .  I t  d id  not  d i s c l o s e  t h e  a d o p t io n  o f  

SFAS No.52 in  e a r n i n g s  announcement ,  r a t h e r  i t  f o o t n o t e d  

some o t h e r  i n f o r m a t i o n ,  as  Tab le  20 shows.

S i m i l a r  t o  d i s c l o s u r e s ,  a NON-DISCLOSURE can be "CLEAN" 

o r  "MIXED" depend ing  on w h e th e r  o r  n o t  o t h e r  i n f o r m a t i o n  i s  

d i s c l o s e d  in  t h e  WSJ when e a r n i n g s  a r e  announced.  Lenox i s  

an example o f  a c l e a n  n o n - d i s c l o s u r e ;  and Honeywell as  a 

mixed n o n - d i s c l o s u r e .



TABLE 20

An Example o f  Mixed N o n -D i sc lo s u re
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—  Honeywell I n c .  —  

( D i g e s t  o f  C o r p o r a t e  E a rn in g s  Repor t )

Honeywell I n c .  (NYSE): 2Q/82

Quar J u l y  4 :  1982 1981

Revenues $ 1 , 3 2 1 ,4 0 0 , 0 0 0  $ 1 ,3 0 4 ,3 0 0 ,0 0 0
Inc one a 8 4 ,5 0 0 ,0 0 0  70 ,70 0 ,0 0 0
b Extd Cred 1 ,1 0 0 ,0 0 0  700,000
Net Income 8 5 ,6 0 0 ,0 0 0  7 1 ,4 0 0 ,0 0 0
s h r  e a r n s :

Income 3 .78  3 .11
Met income 3 .83  3 .15

6 months:

Revenues 2 ,5 8 2 ,4 0 0 , 0 0 0  2 , 5 1 5 ,1 0 0 ,0 0 0
Income a 139 ,6 0 0 ,0 0 0  121 ,600 ,000
b Extd Cred 1 ,500 ,000  2 ,1 0 0 ,0 0 0
Net Income 141 ,100 ,000  123 ,700 ,000
Avg S hares  22 ,35 8 ,1 6 7  22 ,649 ,862
Shr e a r n s :

Income 6 .2 4  5 .36
Net income 6 .31  5 .46

a -  I n c l u d e s  g a in  o f  $ 3 0 ,3 0 0 ,0 0 0  i n  t h e  q u a r t e r  and 
$66 ,000 ,000  in  t h e  s i x  months from s a l e  o f  i n t e r e s t  
i n  CII  Honeywell Bull  and GE I n f o r m a t io n  S e r v i c e s ,  

b -  T ax-1oss  c a r r y - f o r w a r d .

(S o u rc e :  The WSJ, 7 /2 2 / 1 9 8 2 :  14-4)

1 0 . 1 . 5  MATERIALITY AND THE WSJ DISCLOSURE

In 385 m u l t i n a t i o n a l s  o f  t h e  AICPA-600, t h e s e  "N on-D isc lo ­

s u r e s "  o f  SFAS No.52 a r e  composed o f :  (See T ab le  2 1 . )
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1 .  most  a d o p t e r s  w i t h  " im m a t e r i a l "  income e f f e c t s  

(43/47=91.5%);

2.  most  a d o p t e r s  t h a t  d id  no t  d i s c l o s e  t h e  impact  

(115/154=74.5%);  a n d ,

3 .  some a d o p t e r s  w i t h  m a t e r i a l  income e f f e c t s  

(47 /184=25.5%).

N o t i c e  a l s o  t h a t ,  from T ab le  21 ,  a s i g n i f i c a n t  r e l a t i o n ­

s h i p  between t h e  WSJ d i s c l o s u r e  o f  t h e  a d o p t io n  o f  SFAS 

No.52 and t h e  m a t e r i a l i t y  o f  t h e  income impact  e x i s t s ,  

(w i th  Chi Square  = 1 1 7 .9 4 2 ,  S i g n i f i c a n c e  = 0 . 0 0 0 . )  However,  

t h e  r e a s o n s  why some a d o p t e r s  w i t h  m a t e r i a l  e f f e c t s  d i d  not  

d i s c l o s e  t h e  a d o p t io n  o f  SFAS No.52 in  t h e  WSJ a r e  n o t  

c l e a r .



TABLE 21

M a t e r i a l i t y  and t h e  WSJ D i s c l o s u r e

QUARTERLY
OR

ANNUAL
REPORT

DISCLOSURES

THE WSJ DISCLOSURES ABOUT SFAS N0.52

Cl ean 

D i s c l o s u r e

Mi xed 

D i s c l o s u r e

Cl ean 
Non- 

D i s c l o s u r e

Mixed
Non-

D i s c l o s u r e

WSJ-AR
In­

c o n s i s t e n c y

Not found 
on 

WSJ
TOTAL

P o s i t i v e  Impact 85 20 34 8 0 0 147
N ega t ive  Impact 21 7 3 2 4 0 37

M a te r i a l  Impact 106 27 37 10 4 0 184
Immateri al 3 1 35 8 0 0 47

Not A v a i l a b l e 24 8 98 17 4 3 154

T O T A L 133 36 170 35 8 3 385
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In o r d e r  t o  t e s t  t h e  h y p o t h e s i s  t h a t  d i f f e r e n t i a l  income 

from t h e  a d o p t io n  o f  SFAS No.52 has i n f o r m a t i o n  c o n t e n t ,  385 

m u l t i n a t i o n a l s  o f  t h e  AICPA-600 a r e  s c r e e n e d  a c c o r d in g  t o  

t h e  f o l l o w i n g  c r i t e r i a :

1. A f i r m  should  n o t  be a l a t e  a d o p t e r ,  which adopted  

SFAS No.52 f o r  f i s c a l  y e a r s  b e g in n in g  on o r  a f t e r  De­

cember 15 ,  1982 w ;

2 .  A f i rm  must  have d a t a  on t h e  CRSP d a i l y  f i l e s ;

3.  A f i r m  must  have t h e i r  q u a r t e r l y  e a r n i n g s  d i s c l o s e d  

in t h e  WSJ;

4 .  A f i r m ' s  q u a r t e r l y  e a r n i n g s  d i s c l o s e d  in  t h e  WSJ must 

be c o n s i s t e n t  w i th  t h a t  d i s c l o s e d  i n  t h e i r  i n t e r i m /  

annual  r e p o r t ;

5.  A f i r m  must d i s c l o s e  t h e  income e f f e c t  o f  a d o p t in g  

SFAS Mo.52 f o r  t h e  q u a r t e r  ( i f  a d o p t io n  q u a r t e r  i s  

n o t  in  t h e  f o u r t h  q u a r t e r )  o r  f o r  t h e  y e a r  ( i f  adop­

t i o n  i s  in  t h e  f o u r t h  q u a r t e r ) .  In o r d e r  t o  i n c r e a s e  

t h e  s e n s i t i v i t y  o f  t h e  a n a l y s e s ,  f i r m s  w i th  "immater­

i a l "  income e f f e c t s  and which d i d  n o t  d i s c l o s e  t h e  

a d o p t i o n  in  t h e  WSJ a r e  a l s o  d ropped ;

,A N o t i c e  t h a t  SFAS No.52 i s  e f f e c t i v e  f o r  companies  w i th  
f i s c a l  y e a r s  b e g in n in g  on o r  a f t e r  December 15 ,  1982.  
(SFAS No.52 ,  p a r a .  3 3 . )  T h e r e f o r e ,  a l l  1981/1982 adop­
t e r s  and some 1983 a d o p t e r  w i th  f i s c a l  y e a r  ends  b e g i n ­
ning b e f o r e  December 15 ,  1982 a r e  e a r l y  a d o p t e r s .
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6 .  A f i rm  must  be a company l i s t e d  on t h e  V a lu e -L in e  In ­

ves tm en t  Survey;

7 .  A f i r m ' s  q u a r t e r l y  e a r n i n g s  must  be f o r e c a s t e d  under  

SFAS No.8 by t h e  Value  L ine ;

8 .  A f i r m ' s  q u a r t e r l y  e a r n i n g s  shou ld  no t  be f o r e c a s t e d  

by t h e  management under  SFAS No.52 .

The d e t a i l e d  numbers o f  companies  sc reen ed  by each  o f  t h e  

above c r i t e r i a  i s  shown i n  T ab le  22 .  The f i n a l  sample con­

t a i n s  158 com pan ies ,  which  a r e  g rouped i n t o  f o u r  p o r t f o l i o s ;

1 .  Clean D i s c l o s u r e s  (78  f i r m s ) ,

2 .  Mixed D i s c l o s u r e s  (35 f i r m s ) ,

3 .  Clean N o n -D is c lo s u re s  (34 f i r m s ) ,  and

4 .  Mixed N o n -D i sc lo s u re s  (11 f i r m s ) .

T a b le  23 shows t h e  sample  d i s t r i b u t i o n  among a d o p t io n  

y e a r s  and a d o p t io n  q u a r t e r s .  64.5% (100/155)  o f  t h e  samples  

come from 1981 a d o p t e r s .  34.2% (53 /155)  a r e  1982 a d o p t e r s .  

Only two f i r m s  a r e  1983 a d o p t e r s .

\
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TABLE 22

S c re e n in g  P r o c e s s e s  in  T h i s  Study

ORIGINAL MULTINATIONALS IN THE AICPA-600 = 385

S u b t r a c t :

1.  Firms  a r e  no t  e a r l y a d o p t e r s 56
2.  Firms a r e  no t  in  t h e CRSP Tapes = 18
3.  Firms  d id  not  d i s c l o s e d  e a r n i n g s  in  t h e  JctSJ = 1
4 .  F i rm s '  e a r n i n g s  in WSJ no t c o n s i s t e n t  w i th  AR = 7
5.  F i rm s '  income im pac ts  u nava i l  a b l e / i m m a t e r i a l  = 119
6.  Firms a r e  not  i n  t h e Value Line 5
7 .  Firms f o r e c a s t e d  under  SFAS No.52 by Value  Line= 20
8.  Firms f o r e c a s t e d  under  SFAS No.52 by management= 4

SURVIVING COMPANIES - 155

Which a r e  composed o f :

(a )  CLEAN DISCLOSURES sr 78
(b) MIXED DISCLOSURES = 35
(c)  CLEAN NON-DISCLOSURES = 32
(d) MIXED NON-DISCLOSURES 10

TABLE 23

Sample D i s t r i b u t i o n  Among Years  and Q u a r t e r s

ADOPTION
FISCAL

YEAR

ADOPTION QUARTER
YEAR

TOTAL1 2 3 4

1981 0 0 1 99 100
1982 10 10 12 21 53
1983 0 0 0 2 2

TOTAL 10 10 13 122 155



C h a p t e r  XI 

RESULTS OF ANALYSES

11.1  INTERACTIVE RELATIONSHIPS AMONG EXPLANATORY VARIABLES

B efo re  s t u d y i n g  t h e  m a rk e t  r e a c t i o n  o f  ad o p t in g  SFAS 

No.52 ,  a g e n e ra l  e x am in a t io n  o f  t h e  r e l a t i o n s h i p s  among ex­

p l a n a t o r y  v a r i a b l e s  i s  d e s i r a b l e .  S in ce  t h e  acc o u n t in g  

change  o f  SFAS No.52 can a f f e c t  t h e  r e p o r t e d  income, an i n ­

t e r e s t i n g  q u e s t i o n  can be a sked .  That  i s ,  "Did management 

make t h i s  a c c o u n t i n g  change t o  c o u n t e r - b a l a n c e  th e  a n a l y s t ' s  

f o r e c a s t ? "  In o t h e r  w o rd s ,  when t h e  company f a r e d  worse  

th a n  a n a l y s t s  f o r e c a s t e d ,  d id  t h e  management t a k e  t h e  chance  

o f  ad o p t in g  SFAS No.52 e a r l y  t o  i n c r e a s e  t h e  r e p o r t e d  in ­

come? In o r d e r  t o  answer  t h i s  q u e s t i o n ,  Pearson  and f i r s t -  

o r d e r  p a r t i a l  c o r r e l a t i o n  c o e f f i c i e n t s  among e x p l a n a t o r y  

v a r i a b l e s  a r e  exam ined ,  a s  T ab le  24 shows.

T a b le  24 d e m o n s t r a t e s  t h a t  t h e  P e a r s o n  c o r r e l a t i o n  be­

tween AUE and CAI i s  s i g n i f i c a n t  a t  0 .0 0 0  w i th  a n e g a t i v e  

r e l a t i o n s h i p .  T h i s  r e l a t i o n s h i p  i s  even s t r o n g e r  when keep­

in g  PAI c o n s t a n t .  The f i r s t - o r d e r  p a r t i a l  c o r r e l a t i o n  c o e f ­

f i c i e n t  i n c r e a s e s  (f rom - 0 .4 6 9 0  t o  - 0 .4 7 5 3 )  w i th  t h e  con-

-  1 2 0  -
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TABLE 24

P e a r s o n  and F i r s t - O r d e r  P a r t i a l  C o r r e l a t i o n s

AUE

CAI

PA I

AUE

- 0 .4 7 5 3  
(P=0.000) 
df= 142

-0 .0 8 8 8  
(P=0.145) 
df= 142

CAI PAI

( P e a r s o n )

- 0 .4 6 9 0  
(P=0.000) 
df= 143

-0 .2 1 4 7  
(P=0.005)  
df= 142

( F i r s t - O r d e r  P a r t i a l  )

0 .0154  
( P=0.427)  
df= 143

- 0 .1 9 6 8  
(P=0.009) 
df= 143

t r o l l i n g  o f  PAI,  and t h e  s i g n i f i c a n c e  i s  0 .0 0 0 .  A p p a r e n t l y ,  

when t h e  q u a r t e r l y  e a r n i n g s  a r e  worse  t h a n  what  f i n a n c i a l  

f o r e c a s t e r s  e x p e c t e d ,  t h e  management i s  a p t  t o  a dop t  SFAS

No.52 e a r l y  t o  com pensa te  f o r  i t .  And v i s e  v e r s a .

The r e l a t i o n s h i p  between AUE and CAI i s  c o n t r o l l a b l e  f o r  

management.  However,  t h a t  be tween CAI and PAI i s  o u t  o f  i t s

c o n t r o l .  The r e l a t i o n s h i p  between CAI and PAI i s  a f u n c t i o n

o f  r e l a t i v e  s t r e n g t h  among t h e  U.S.  d o l l a r  and f o r e i g n  c u r ­

r e n c i e s .  In t h e  158 sam p le ,  more th a n  63.3% (100 /158)  of  

them made t h e  a c c o u n t in g  change  f o r  f o r e i g n  c u r r e n c y  t r a n s ­
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l a t i o n  in  t h e  f o u r t h  q u a r t e r  o f  1981.  (See  T ab le  2 3 . )  On 

t h e  o t h e r  hand ,  t h e  r e l a t i v e  U.S.  d o l l a r  s t r e n g t h  t o  t h e  SDR 

( S p e c i a l  Drawing R ig h t )  i n c r e a s e d  in  t h e  f i r s t  t h r e e  quar ­

t e r s  o f  1981 ,  b u t  d e c r e a s e d  f o r  t h e  f o u r t h  q u a r t e r .  (See  

T a b le  6 . )  T h e r e f o r e ,  i t  i s  u n d e r s t a n d a b l e  t h a t  t h e  n e g a t i v e  

r e l a t i o n s h i p  between CAI and PAI i s  s i g n i f i c a n t .  The r e l a ­

t i o n s h i p  between CAI and PAI i s  neve r  s t a b l e .  I t  i s  d e t e r ­

mined by t h e  exchange  r a t e s  f l u c t u a t i o n .  The s i g n i f i c a n t  

r e l a t i o n s h i p  between CAI and PAI i n  t h i s  sample i s  on ly  r e ­

f l e c t i n g  t h e  e x c h a n g e - r a t e s  change  in  t h e  t e s t i n g  p e r i o d .

1 1 .2  DISCLOSURE OF ADOPTION DECISION

"DID FIRMS DISCLOSE THE ADOPTION OF SFAS NO.52 ONLY AT THE 

TIME WHEN QUARTERLY EARNINGS WERE ANNOUNCED?"

T h i s  q u e s t i o n  i s  c r u c i a l  t o  t h i s  s t u d y .  I f  companies  

d i s c l o s e d  t h e  a d o p t io n  and e a r n i n g s  f i g u r e s  s i m u l t a n e o u s l y  

o n l y ,  th e n  t h e  acc u m u la t io n  p e r io d  f o r  abnormal r e s i d u a l s  

shou ld  be l i m i t e d  t o  a few days  around t h e  e a r n i n g s - a n -  

nouncement d a t e s ;  o t h e r w i s e ,  an acc u m u la t io n  p e r io d  t h a t  

g u a r a n t e e s  t h e  i n c l u s i o n  o f  t h e  announcement d a t e  o f  adop­

t i o n  must be employed.  T h i s  s tu d y  c o n c lu d e s  t h a t ,  i n  g e n e r ­

a l ,  f i r m s  d i s c l o s e d  t h e  a d o p t i o n  o f  SFAS No.52 b e f o r e  t h e  

e a rn in g s -a n n o u n c e m e n t  d a t e s  due t o  t h e  f o l l o w i n g  r e a s o n i n g  

and e v i d e n c e s :
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1 1 . 2 . 1  REASONING FOR EARLY DISCLOSURE OF ADOPTION DECISION

Companies do not  l i k e  t o  s c a r e  t h e i r  s h a r e h o l d e r s  w i th  

e a r n i n g s  s u r p r i s e s .  T h e r e f o r e ,  f i r m s  a r e  l i k e l y  t o  d i s ­

c l o s e ,  v i a  formal o r  in fo rm al  c h a n n e l s ,  t h e  a d o p t io n  o f  any 

s i g n i f i c a n t  a c c o u n t in g  change  b e f o r e  e a r n i n g s  a r e  o f f i c i a l l y  

r e l e a s e d .  Th i s  advance n o t i c e  can be a b u f f e r  f o r  p o s s i b l e  

v i o l e n t  s t o c k  p r i c e  r e a c t i o n s  t h a t  a r i s e  from t h e  puzz lement  

o f  i n v e s t o r s  when e a r n i n g s  a r e  f o r m a l l y  announced.

1 1 . 2 . 2  EARLY DISCLOSURE OF ADOPTION IN THE WSJ

i

The WSJ d id  d i s c l o s e  t h e  i n t e n t i o n  o f  a d o p t in g  SFAS No.52 

f o r  sane  companies  b e f o r e  t h e i r  e a r n i n g s  were announced.  

These d i s c l o s u r e s  a r e  g e n e r a l l y  a f t e r  t h e  Value  L i n e ' s  f o r e ­

c a s t s  under  SFAS No.8 .  For example ,  a f t e r  Value Line f o r e ­

c a s t e d  t h e  e a r n i n g s  under  t h e  o ld  r u l e  on August  28 ,  1981

(VL, 8 /2 8 / 1 9 8 1 :  1 3 8 1 ) ,  Bangor Punta  Corp (4Q/81) d i s c l o s e d

i n  t h e  WSJ t h a t  i t  was " a w a i t i n g  a p o s s i b l e  a c c o u n t in g  

change  t h a t  c o u ld  improve i t s  p r o f i t "  on November 23 ,  1981 

(WSJ, 1 1 / 2 3 / 1 9 8 1 : 3 7 - 3 ) .  Bangor P un ta  adopted  SFAS No.52 and 

announced i t s  e a r n i n g s  under  t h e  new r u l e  on December 11 ,  

1981,  f o u r  days  b e f o r e  SFAS No.52 was i s s u e d .  Two weeks a f ­

t e r  Value Line made f o r e c a s t s  f o r  e a r n i n g s  o f  IBM under  SFAS 

No.8 r u l e  (VL, 1 1 /1 2 ,1 9 8 2 :  1 1 0 3 ) ,  IBM a l s o  d i s c l o s e d  t h e
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a d o p t i o n  o f  new r u l e  b e fo re h a n d  by say ing  t h a t  "w e 've  s t u d ­

ied  t h e  change and i t s  a p p l i c a t i o n  f o r  some t i m e .  We d e c i d e  

t o  j u s t  go ahead and a dop t  i t  now," a l t h o u g h  "under  t h e  law 

t h e  company w a s n ' t  r e q u i r e d  t o  do so u n t i l  t h e  f i r s t  q u a r t e r  

o f  1983."  (WSJ, 1 2 /2 /1 9 8 2 :  5 - 1 . )  IBM made i t s  e a r n i n g s  an­

nouncements on J a n u a r y  2 4 ,  1983.

However, i f  t h e  Value L i n e ' s  In v e s tm e n t  Survey  was i s s u e d  

a f t e r  a company d i s c l o s e d  i t s  i n t e n t i o n  t o  adopt  SFAS No.5 2 ,  

Value L ine  p icked  up t h i s  i n f o r m a t i o n  and made f o r e c a s t s  un­

d e r  t h e  new r u l e .  For exam ple ,  Dana Corp .  (4Q/81) announced 

t h a t  i t s  board  approved  "changing  i t s  method o f  a c c o u n t in g  

f o r  f o r e i g n  c u r r e n c y  t r a n s l a t i o n "  i n  t h e  WSJ one week a f t e r  

t h e  SFAS No.52 was i s s u e d  (WSJ, 1 2 /2 2 /1 9 8 1 :  8 - 4 ) :

"Dana Corp.  s a i d  i t s  board  approved  two changes  in  
i t s  a c c o u n t in g  method,  w h ich ,  combined,  w i l l  r e ­
duce 1981 e a r n i n g s  by $ 7 .8  m i l l i o n ,  o r  22 c e n t s  
p e r  s h a r e .

Dana s a id  t h i s  y e a r  i t  w i l l  s w i tc h  t o  t h e  l a s t -  
i n ,  f i r s t  ou t  method o f  v a l u i n g  t h o s e  d om e s t ic  i n ­
v e n t o r i e s  t h a t  a r e n ' t  a l r e a d y  on LIFO. T h i s  
change w i l l  r educe d  e a r n i n g s  by abou t  $17 .5  m i l ­
l i o n ,  o r  49 c e n t s  a s h a r e .

Dana s a i d  i t  a l s o  i s  chang ing  i t s  method o f  a c ­
c o u n t in g  f o r  f o r e i g n  c u r r e n c y  t r a n s l a t i o n  on f o r e -  
ing  i n v e s t m e n t s  in  a c c o r d in g  w i th  t h e  F i n a n c i a l  
Accounting  S t a n d a rd s  Board r u l e  FASB-52. T h i s  
w i l l  r e d u c e  t h e  e f f e c t  o f  t r a n s l a t i o n  l o s s e s ,  and 
i n c r e a s e  e a r n i n g s  f o r  t h e  y e a r  by a bou t  $ 9 . 7  m i l ­
l i o n ,  o r  27 c e n t s  a s h a r e . "

(WSJ, 1 2 /2 2 /1 9 8 1 :  8 - 4 . )

Value  Line a l s o  go t  t h i s  i n f o r m a t i o n  and made i t s  f o r e c a s t s  

under  t h e  new r u l e  i n  t h e  i s s u e  o f  J a n u a r y  2 9 ,  1982:

"LIFO i s n ' t  t h e  o n ly  a c c o u n t i n g  a d j u s t m e n t .  In 
a d d i t i o n ,  t h e  company has chosen  t o  adop t  FASB 52,  
t h e  new c u r r e n c y  t r a n s l a t i o n  r u l e ,  which r e c o g n i z ­
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e s  on ly  t r a n s a c t i o n a l  e f f e c t s  and ,  t h e r e f o r e ,  r e ­
duces  t h e  impact  o f  c u r r e n c y  exchange r a t e  v a r i a ­
t i o n s .  With c o n s i d e r a b l e  i n t e r n a t i o n a l  b u s i n e s s ,
Dana w i l l  g e t  a bonus o f  a b o u t  27 c e n t s  a s h a r e  
from t h i s  r e v i s i o n .  The n e t  r e s u l t  i s  t h a t  nonop­
e r a t i n g  i t em s  chopped some 20 c e n t s  t o  25 c e n t s  a 
s h a r e  from t h i s  company 's  ne t  income l a s t  y e a r .
Dana i s  e x p e c te d  t o  r e l e a s e  t h e  f i g u r e s  in  about  
two weeks.  Upon r e c e i p t  o f  t h e  company' s  annual 
r e p o r t ,  w e ' l l  r e s t a t e  t h e  i n t e r i m  f i g u r e s  f o r  t h e  
two a c c o u n t in g  a d j u s t m e n t s . "

(VL, 1 /2 9 /1 9 8 2 :  7 9 5 . )

And f i n a l l y ,  Dana announced i t s  e a r n i n g s  on F eb rua ry  17,  

1982.

A few companies d i s c l o s e d  t h e  a d o p t i o n  o f  SFAS No.52 a c ­

companying w i th  management f o r e c a s t s  f o r  t h e  e a r n i n g s .  For 

example ,  Outboard  Mar ine Corp .  (4Q/82) announced t h i s  adop­

t i o n  when i t s  management made e a r n i n g s  f o r e c a s t s :

"Outboard  Marine Corp .  s a i d  i t  e x p e c t s  t o  r e p o r t  a 
34% d e c l i n e  i n  f i s c a l  f o u r t h - q u a r t e r  e a r n i n g s  from 
a y e a r  e a r l i e r ,  and to ok  c h a r g e s  in  bo th  p e r io d s  
r e l a t e d  t o  p lanned changes  i n  i t s  f a c i l i t i e s  and 
p ro d u c t  l i n e . . .

F o u r t h - q u a r t e r  p r o f i t  was e s t i m a t e d  a t  $6 .1  m i l ­
l i o n ,  o r  69 c e n t s  a s h a r e ,  down from $ 9 . 3  m i l l i o n ,  
o r  $ 1 . 1 1  a s h a r e ,  a y e a r  e a r l i e r .  The 1982 q u a r ­
t e r  r e f l e c t s  a c h a r g e  o f  ab o u t  $10 m i l l i o n ,  o r  59 
c e n t s  a s h a r e ,  f o r  'moving and o t h e r  c o s t s '  r e l a t ­
ed t o  a p la n  t o  b u i l d  o r  a c q u i r e  t h r e e  p l a n t s  in  
1983,  t o  produce  newly d e s ig n e d  moto rs  and t o  i n ­
c r e a s e  e f f i c i e n c y ,  t h e  company s a i d .  The 1981 
q u a r t e r  i n c l u d e s  a c h a r g e  from ' t h e  i n i t i a l  s t a g ­
e s '  o f  t h e  same program o f  $5  m i l l i o n ,  o r  30 c e n t s  
a s h a r e . . .

For  f i s c a l  1982,  p r o f i t  grew t o  an e s t i m a t e d  
$ 3 3 .8  m i l l i o n ,  o r  $4 a s h a r e ,  from $ 2 6 . 9  m i l l i o n ,  
o r  $ 3 . 2 2  a s h a r e ,  i n  f i s c a l  1 9 8 1 . . .

The company 's  e s t i m a t e s  o f  f i s c a l  1982 r e s u l t s  
r e f l e c t  t h e  a d o p t io n  o f  new o f  new f o r e i g n  c u r r e n ­
cy a c c o u n t in g  s t a n d a r d s ,  which b o o s t e d  1982 p r o f i t  
$ 7 .7  m i l l i o n ,  o r  91 c e n t s  a s h a r e ,  t h e  company 
s a i d . "

(WSJ, 1 0 /26 /1982 :  3 9 - 3 . )
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1 1 . 2 . 3  EARLY DISCLOSURE OF ADOPTION DECISION INFERRED FROM 
VALUE LINE

I t  i s  u n d e r s t a n d a b l e  t h a t  t h e  WSJ c a n n o t  p u b l i s h  a l l  t h e  

a d o p t io n  d i s c l o s u r e s  b e c a u se  o f  i t s  e d i t o r a l  p r i o r i t y .  

T h e r e f o r e ,  on ly  t h r e e  companies  mentioned  above  ( i . e .  Bangor 

Punta C o r p . ,  Dana C o r p . ,  and IBM) had R epor t s  c o n c e rn in g  t h e  

companies '  i n t e n t i o n  o f  e a r l y  a d o p t in g  t h e  new r u l e ;  and two 

o t h e r  companies  ( i . e .  E l i  L i l l y  & Co. ,  and Outboard Marine 

Corp . )  d i s c l o s e d  t h e  a d o p t io n  a long  w i t h  management f o r e ­

c a s t s .  All o t h e r  com panies '  a d o p t io n  i n f o r m a t i o n  was r e ­

p o r te d  in  t h e  VJSJ when i t  i s s u e d  f i r m s '  q u a r t e r l y  e a r n i n g s .

On t h e  r e v e r s e ,  once a company d i s c l o s e s  i t s  d e c i s i o n  t o  

adop t  SFAS No.52 ,  Value Line must t a k e  t h i s  i n f o r m a t i o n  f o r  

making t h e  e a r n i n g s  f o r e c a s t s .  In f a c t ,  most  o f  t h e  advance  

n o t i c e s  o f  a d o p t io n  a r e  r e p o r t e d  by t h e  Value L i n e ' s  I n v e s t ­

ment S urvey ,  r a t h e r  t h a n  t h e  WSJ. While t h e r e  was no any 

d i s c l o s u r e  o f  t h i s  a d o p t i o n  f o r  t h e  C o lg a t e - P a lm o l iv e  Co. 

(4Q/81) in  t h e  WSJ, however,  Value Line  s t a t e d  t h a t  " C o lg a te  

p la n s  t o  t a k e  advan tage  o f  FASB 5 2 . "  "We've e s t i m a t e d  what  

t h e  r e v i s e d  q u a r t e r l y  e a r n i n g s  w i l l  b e , "  V alue  Line f o r e ­

c a s t e d ,  " o u r  e s t i m a t e  o f  1981 f u l l - y e a r  e a r n i n g s  i s  $ 2 . 6 0  a 

s h a r e  (on t h e  new b a s i s ) ,  an i n c r e a s e  o f  23%":

"E a rn in g s  r e s u l t s  f o r  1981 w i l l  be r e s t a t e d  t o  e x ­
c l u d e  most f o r e i g n  c u r r e n c y  exchange  l o s s e s .  Col­
g a t e  p la ns  t o  t a k e  ad v a n ta g e  o f  FASB 5 2 ,  t h e  new 
a c c o u n t in g  r u l e  t h a t  l i m i t s  t r a n s l a t i o n  a d j u s t ­
ments  t o  a c t u a l  t r a n s a c t i o n s ,  m in im iz ing  d i s t o r ­
t i o n s  from b a l a n c e  s h e e t  v a l u a t i o n  c h an g e s .  As a
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r e s u l t ,  l a s t  y e a r ' s  n e t  w i l l  be r e v i s e d  upward by 
a bou t  55 c e n t s  t o  60 c e n t s  a s h a r e  (1980 e a r n i n g s  
i n c lu d e d  a 4 c e n t s - a - s h a r e  t r a n s l a t i o n  l o s s  under  
FASB 8 ,  t h e  o ld  r u l e ) .  We've e s t i m a t e d  what  t h e  
r e v i s e d  q u a r t e r l y  e a r n i n g s  w i l l  be.  Our e s t i m a t e  
o f  1981 f u l 1 - y e a r  e a r n i n g s  i s  $ 2 .6 0  a s h a r e  (on 
t h e  new b a s i s ) ,  an i n c r e a s e  o f  23%."

(VL, 2 /5 / 1 9 8 2 :  9 8 1 . )

C o lg a t e  announced i t s  e a r n i n g s  on F e b ru a ry  19 ,  1982.

S i m i l a r l y ,  Value Line  a l s o  d i s c l o s e d  t h a t  " though FASB 52 

i s  no t  mandato ry  u n t i l  1983 ,  General  ( S i g n a l )  w i l l  adop t  t h e  

r u l e  t h i s  y e a r , "  w h i l e  t h e  WSJ d id  not  d i s c l o s e  t h i s  adop­

t i o n  f o r  t h e  General  S igna l  in  any way.

"Genera l  S igna l  has been h u r t  more by c u r r e n c y  
t r a n s l a t i o n  l o s s e s  t h a n  by t h e  ongoing  b u s i n e s s  
slowdown. S a l e s  i n  1981 were s t r o n g  enough t o  
l i f t  e a r n i n g s  13% y e a r  t o  y e a r .  But w i th  General 
do ing  a bou t  20% o f  i t s  b u s i n e s s  in  f o r e i g n  m a rk e t ,  
c u r r e n c y  t r a n s l a t i o n  l o s s  t o o k  away ro u g h ly  25 
c e n t s  a s h a r e .

A new a c c o u n t in g  s t a n d a r d  w i l l  i n s u l a t e  e a r n i n g s  
from wide c u r r e n c y  g a i n s  and l o s s e s .  Under FASB 
52,  t h e  e f f e c t  o f  f l u c t u a t i n g  exchange r a t e s  on a 
company' s  p r o f i t - a n d - 1 o s s  s t a t e m e n t  w i l l  be l i m i t ­
ed t o  e n t r i e s  f o r  a c t u a l  t r a n s a c t i o n s .  By con­
t r a s t ,  p a p e r  g a i n s  and l o s s e s  on t h e  b a l a n c e  s h e e t  
w i l l  not  impac t  bottom l i n e  r e s u l t s .  Though FASB 
52 i s  not  mandato ry  u n t i l  1983,  General  w i l l  adop t  
t h e  r u l e  t h i s  y e a r . "

(VL, 2 /1 2 /1 9 8 2 :  1015 . )

General  S igna l  Corp.  ( IQ /82 )  made i t s  e a r n i n g s  announcement 

on A pr i l  2 6 ,  1983.  Same s t o r i e s  happened f o r  Johnson  &

J ohnson  ( 4 Q /8 1 ) ,  Burndy (4 Q /8 1 ) ,  CBS ( 4 Q /8 1 ) ,  Grace ( I Q / 8 2 ) , 

Levi S t r a u s s ( l Q / 8 2 ) , Chesebrough-Pond ( I Q / 8 2 ) ,  e t c .

As mentioned  e a r l i e r ,  most  companies  d id  not  d e c i d e  t o  

adopt  t h e  new r u l e  b e f o r e  Value Line were i s s u e d .  There ­
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f o r e ,  Value  L in e  made most  e a r n i n g s  f o r e c a s t s  based  on t h e  

o ld  r u l e .  That  makes t h i s  s tu d y  p o s s i b l e  because  t h e  e x p l a ­

n a t o r y  v a r i a b l e s  a r e  c o n s t r u c t e d  based  on t h e  f o r e c a s t s  un­

d e r  t h e  o ld  r u l e .

1 1 .3  UPWARD-ACCUMULATION TESTS FOR INFORMATION CONTENT

In o r d e r  t o  examine w h e th e r  t h e  in c re m e n ta l  income from 

a d o p t in g  SFAS No.52 has  i n f o r m a t i o n  c o n t e n t ,  t h i s  s tu d y  u ses  

78 c l e a n  d i s c l o s u r e s  t o  examine i t .  According t o  Morse 

( 1 9 8 4 ) ,  among o t h e r s ,  t h e  p r i c e  r e a c t i o n s  t o  q u a r t e r l y  e a r n ­

in g s  announcements o c c u r s  on t h e  d a t e  p r i o r  t o  and t h e  day 

o f  t h e  WSJ d i s c l o s u r e .  T h e r e f o r e ,  t h i s  s tu d y  acc u m u la te s  

abnormal r e s i d u a l s  backward from t h e  WSJ d a t e s ,  i . e . ,  [ - 1 ,

+ 1 ] ,  [ - 2 ,  + 1 ] ,  [ - 3 ,  + 2 ] ,  [ - 4 ,  + 3 ] ,  [ - 5 ,  +3] and f i n a l l y  up

t o  [VL, + 3 ] ,  and t e s t s  t h e  h y p o t h e s i z e d  model o f  Equa t ion  

8 - 5 .  The e m p i r i c a l  r e s u l t s  a r e  shown in  T ab le  25 .

As shown in  p r e v io u s  s t u d i e s ,  AUE i s  s i g n i f i c a n t l y  c o r ­

r e l a t e d  w i th  CAR f o r  a l l  c a s e s  in  T ab le  25.  That  means t h e

m arke t  r e a c t s  t o  t h e  unexpec ted  changes  in  q u a r t e r l y  e a r n ­

i n g s  under  t h e  o l d  r u l e  a round t h e  WSJ d a t e s .  For t h e  same 

a c c u m u la t io n  p e r i o d s ,  however,  t h e  m arke t  does  not  r e a c t  t o  

t h e  s i g n a l s  o f  income im pac ts  o f  a d o p t in g  SFAS No.52 .  CAI 

and PAI do no t  c o r r e l a t e  w i t h  CAR w i t h i n  few days  around t h e
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TABLE 25

Upward and Downward Accumula t ion  T e s t s  f o r  I n f o r m a t i o n
Content

+--------------
| CAR |Exp.| a AUE I CAI | |PAI| VARN F | R-SQ |
| around USJ |Sign| ( .) (+) (+) (+) ( .) (sig .) | ADJ. R-SQ|

|Coef| -0.0050 0.0070 0.0009 0.0000 0.6960
+.................I
I I

| £-1, +1] | t  | -0.589 1.963 0.048 0.002 0.416 1.094 | 0.0631 |
| (n=70) |s ig . | (0.557) (0.053)* (0.961) (0.998) (0.678) (0.367) | (0.0054) |

|Coef| -0.0047 0.0062 0.0035 -0.0000 -0.0757
+.........” "|
I I

| 1 - 2 ,  +1] | t  | -0.522 1.645 0.166 -0.005 -0.076 0.774 | 0.0455 |
| >:n=70) |s ig . | (0.603) (0.104)* (0.868) (0.996) (0.940) (0.546) | (-0.0133) |

|Coef| -0.0108 0.0030 0.0143 0.0157 0.4842
+.............1
1 1

| [-3, +2] | t  | -1.157 2.070 0.651 0.939 1.067 1.309 | 0.0756 |
| (n=69) |s ig . | (0.251) (0.042)** (0.517) (0.351) (0.289) (0.276) | (0.0178) |

|Coef| -0.0101 0.0093 0.0395 0.0207 0.3253
+.............I
I I

| £-4, +3] | t | -0.959 2.156 1.609 1.111 1.143 1.682 | 0.0965 |
| (n=68) |s ig .| (0.341) (0.034)** (0.112)+ (0.270) (0.257) (0.165) | (0.0391) |

I |Coef| -0.0158 0.0102 0.0492 0.0464 0.2196
+.................1
1 1

I £-5, +3] | t  | -1.189 2.163 1.815 1.160 0.899 1.667 | 0.1031 |
| (n=63) |s ig . | (0.239) (0.034)** (0.074)* (0.251) (0.372) (0.170) | (0.0412) |

|Coef| -0.0362 0.0279 0.1506 0.0663 0.0204 1 5 1
| £VL, +3] | t  | -1.974 3.338 3.132 1.818 1.763 5.018 | 0.2332 |
| (n=71) |sig . | (0.052)** (0.001)*** (0.002)*** (0.073)* (0.082)* (0.001)***| (0.1867) |

|Coef| -0.0243 0.0272 0.1200 0.0548 0.0129 1 1
| tVL, -1] | t  | -1.517 3.729 2.863 1.723 1.102 4.763 | 0.2267 |
| (n=70) |s ig . | (0.134) (0.000)*** (0.005)*** (0.089)* (0.274) (0.002)***| (0.1791) |

|Coef| -0.0200 0.0226 0.1141 0.0503 0.0068
r .................1
1 1

| £VL, -2] | t  | -1.323 3.307 2.895 1.683 0.597 3.967 | 0.1962 |
| (n=70) |s ig . | (0.188) (0.001)*** (0.005)*** (0.097)* (0.552) (0.006)*** | (0.1467) |

|Coef| -0.0193 0.0230 0.1099 0.0501 0.0107
f.................I
I I

| IVL, -3] | t  | -1.251 3.305 2.744 1.649 0.882 3.939 | 0.1976 |
| (n=69) |s ig . | (0.215) (0.001)*** (0.007)*** (0.104)* (0.381) (0.006)*** | (0.1474) |

|(1) Testing group is Group A: CLEAN DISCLOSURES (N=78), 1
with complete data indicated by n. 1

| (2) Estimation period = 240 trading days before accumulation period- 1
| Estimation period = 180 is also conducted; results are similar. 1
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WSJ d i s c l o s u r e  d a t e s .  N e v e r t h e l e s s ,  when t h e  acc um ula t ion  

p e r io d  e x t e n d s  back  tow ard  t h e  Value  Line d a t e s ,  t h e  e f f e c t s  

o f  CAI and PAI on c u m u la t i v e  r e s i d u a l s  a p p e a r  g r a d u a l l y .  As 

t h e  acc u m u la t io n  p e r io d  r e a c h e s  t h e  Value L i n e ' s  i s s u e  

d a t e s ,  t h e  s i g n i f i c a n c e s  o f  CAI and PAI t o t a l l y  emerge.  

These e m p i r i c a l  r e s u l t s  i n f e r  e i t h e r  t h e  d e c i s i o n  o f  a d o p t ­

in g  SFAS No.52 w ere  d i s c l o s e d  b e f o r e  t h e  e a r n i n g s  announce­

m e n ts ,  o r  t h e  marke t  had a l r e a d y  impounded t h e  exchange 

r a t e s  i n f o r m a t i o n  i n t o  t h e  e s t i m a t i o n  o f  e a r n i n g s .  Because 

o f  t h e  complex mechanism o f  SFAS N o .5 2 ' s  e f f e c t s  on e a r n i n g s  

( s e e  C hap te r  V, "SFAS No.52 and V alue  L i n e ' s  q u a r t e r l y  f o r e ­

c a s t s " ) ,  e a r l y  d i s c l o s u r e  o f  a d o p t in g  t h e  new r u l e  i s  more 

l i k e l y  t o  be t h e  c a s e .

1 1 . 3 .1  A CLOSER LOOK ON THE INCOME EFFECTS OF ADOPTION

S in c e  t h e  e x a c t  d i s c l o s u r e  d a t e  o f  a d o p t in g  SFAS No.52 

can n o t  be i d e n t i f i e d  th ro u g h  t h e  d a t a  a v a i l a b l e ,  t h e  o n ly  

method which g u a r a n t e e s  t h e  i n c l u s i o n  o f  t h a t  d i s c l o s u r e  

d a t e  i s  t h e  Value L i n e ' s  i s s u e  d a t e .  Because when Value 

L ine  f o r e c a s t s  t h e  e a r n i n g s  based  on t h e  o ld  r u l e ,  t h e  d i s ­

c l o s u r e  o f  a d o p t io n  s h o u ld  no t  have been made a t  t h a t  t i m e .  

And t h i s  s tu d y  i n c l u d e s  o n ly  t h o s e  companies  whose e a r n i n g s  

were f o r e c a s t e d  by Value  Line under  t h e  o ld  r u l e .  The em­

p i r i c a l  r e s u l t s  o f  t h i s  s tu d y  show t h a t  cu m u la t iv e  abnormal
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r e s i d u a l s  between t h e  Value  L i n e ' s  i s s u e  d a t e  and t h e  WSJ 

ea rn in g s -a n n o u n cem e n t  d a t e  i s  s i g n i f i c a n t l y  c o r r e l a t e d  w i th  

t h e  income im pac ts  o f  a d o p t in g  SFAS No.52 ,  as  t h i s  s tu d y  hy­

p o t h e s i z e s .  In o t h e r  w o rd s ,  t h e  in c re m e n ta l  income from 

a d o p t in g  SFAS No.52 has  i n f o r m a t i o n  c o n t e n t .  (See t h e  r e ­

g r e s s i o n  w i th  a c c u n u l a t i o n  p e r io d  o f  [VL, +3] in  T ab le  2 5 . )

Two c o n c l u s i o n s  can be obse rved  from t h e  r e g r e s s i o n  w i th  

a c c u m u la t io n  p e r i o d  o f  [VL, +3] in  T ab le  25:

1.  The s i g n i f i c a n c e s  o f  market  r e a c t i o n  t o  AUE, CAI, and 

PAI a r e  no t  t h e  same.  S ince  t h e  t e s t  model h e re  i s  a 

m u l t i p l e  r e g r e s s i o n ,  t h e  s i g n i f i c a n c e  i s  " p a r t i a l "  in  

n a t u r e ,  i . e .  g ive n  o t h e r  e x p l a n a t o r y  v a r i a b l e s  con­

s t a n t .  The marke t  r e a c t i o n  t o  t h e  AUE i s  more s i g ­

n i f i c a n t  t h a n  t o  CAI, t h e  l a t t e r  i s  more s i g n i f i c a n t  

t h a n  PAI. The s i g n i f i c a n c e  o f  AUE o v e r  t h a t  o f  CAI 

and PAI p robab ly  comes from t h e  c o g n i t i v e  p r o c e s s e s  

o f  t h e  marke t  t o  SFAS No.52.  And t h e  s i g n i f i c a n c e  o f  

CAI o v e r  t h a t  o f  PAI can be e x p l a i n e d  as t h e  s t r o n g e r  

marke t  r e a c t i o n  t o  t h e  r e c e n t  s i g n a l  o f  CAI t h a n  p r i ­

o r  s i g n a l  o f  PAI. CAI i s  a r e c e n t  and d i r e c t  s i g n a l  

o f  p o s s i b l e  changes  in  hedging a c t i v i t i e s .  PAI i s  

o n ly  a second s i g n a l  o f  t h i s  change  a t  t h e  b e s t .

2 .  Among t h e s e  78 Clean  D i s c l o s u r e s ,  on ly  9 f i r m s '  i n ­

come impact  o f  a d o p t in g  SFAS No.52 f o r  t h e  c u r r e n t  

q u a r t e r  can be found i n  t h e  WSJ. However, t h e  s i g ­
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n i f i c a n t  marke t  r e a c t i o n  t o  t h e  AUE and CAI shows 

t h a t  t h e  m arke t  i s  in fo rmed  o f  t h e  income e f f e c t  o f  

a d o p t io n  f o r  t h e  c u r r e n t  q u a r t e r .  Owing t o  t h e  e d i ­

t o r i a l  p r i o r i t y  o f  a new spaper ,  i n f o r m a t i o n  t h a t  d id  

no t  a p p e a r  i n  t h e  WSJ i s  n o t  n e c e s s a r i l y  u n d i s c l o s e d  

i n  f a c t ,

11 .4  DOWNWARD-ACCUMULATION TESTS FOR INFORMATION CONTENT

The e m p i r i c a l  r e s u l t s  s t a t e d  i n  t h e  p r e v io u s  s e c t i o n  con­

c luded  t h a t  in c re m e n ta l  income from t h e  a c c o u n t in g  change o f  

SFAS No.52 has  i n f o r m a t i o n  c o n t e n t .  In o r d e r  t o  v e r i f y  t h i s  

argument f u r t h e r ,  t h i s  s t u d y  a l s o  acc u m u la te s  CAR's from 

Value L ine  i s s u e  d a t e s  down t o  one ,  two,  and t h r e e  days  be­

f o r e  t h e  WSJ d a t e s  and t e s t s  t h e  h y p o th e s i z e d  model .  The 

e m p i r i c a l  r e s u l t s  a r e  shown by t h e  lower  p o r t i o n  o f  Tab le  

25.

Two c o n c l u s i o n s  can be drawn from t h e s e  a d d i t i o n a l  t e s t s :

1 .  CAI and PAI a r e  s i g n i f i c a n t l y  c o r r e l a t e d  w i th  CAR's 

when CAR's a r e  accum ula ted  from Value  Line d a t e s  down 

t o  few days  b e f o r e  t h e  WSJ d a t e s .  T h i s  i s  a d i r e c t  

v e r i f i c a t i o n  o f  t h e  argument drawn from p re v io u s  s e c ­

t i o n  t h a t  in c re m e n ta l  income s i g n a l s  o f  ad o p t in g  SFAS 

No.52 have i n f o r m a t i o n  c o n t e n t  and t h e  marke t  r e a c -
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t i o n  t o  CAI and PAI a r e  b e f o r e  t h e  WSJ d a t e s .  A l s o ,  

a s  no te d  in  t h e  p r e v i o u s  s e c t i o n ,  t h e  s i g n i f i c a n c e s  

o f  AUE, CAI, and PAI a r e  in  t h e  f o l l o w i n g  o r d e r :

AUE > CAI > PAI. Th is  r e l a t i o n s h i p  s t i l l  h o ld s  when 

a c c u m u la t in g  r e s i d u a l s  from V alue  Line d a t e s  down t o  

few days  b e f o r e  t h e  WSJ d a t e s .

2 .  S in c e  t h e  s i g n i f i c a n c e  o f  AUE i n c r e a s e s  s h a r p l y  from 

some 0 .0 3  t o  0 .0001 when acc u m u la t io n  p e r i o d s  ex tend  

from few days  b e f o r e  t h e  WSJ d a t e s  up t o  Value Line  

d a t e s ,  i t  i s  e x p e c te d  some " p r e d i s c l o s u r e  in fo rm a­

t i o n "  about  e a r n i n g s  under  t h e  o ld  r u l e  a r e  a v a i l a b l e  

b e f o r e  e a r n i n g s  announcements d a t e s  in  t h e  WSJ. This  

p o s s i b i l i t y  i s  p roven  by t h e  s i g n i f i c a n t  c o r r e l a t i o n  

between AUE and CAR, when t h e  l a t t e r  a r e  accum ula ted  

from t h e  Value  L ine  d a t e s  down t o  t h e  WSJ d a t e s .  As 

shown by t h e  low er  p o r t i o n  o f  T a b le  2 5 ,  AUE keeps i t s  

s i g n i f i c a n c e s  when CAR's a r e  accumula ted  from t h e  

Value  Line  d a t e s  down t o  few days  b e f o r e  t h e  WSJ 

d a t e s .  T h i s  means t h a t  " p r e d i s c l o s u r e  i n f o r m a t io n "  

f o r  AUE e x i s t s  in  t h e  sample  f i r m s .  The p r e d i s c l o ­

s u r e - i n f o r m a t i o n  phenomenon was obse rved  as e a r l y  as 

1968,  when Bal l  and Brown (1968) found t h a t  a s i g n i f ­

i c a n t  p o r t i o n  o f  t h e  i n f o r m a t i o n  a bou t  annual  e a r n ­

i n g s  was r e f l e c t e d  in  s e c u r i t y  p r i c e s  p r i o r  t o  t h e  

r e p o r t  month.  Brown and K enne l ly  (1972) a l s o  found 

t h i s  phenomenon f o r  q u a r t e r l y  e a r n i n g s .  The p r e d i s -
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c l o s u r e  i n f o r m a t i o n  a r e  no t  r a r e  f o r  p o p u la r  b ig  com­

p a n i e s .  Some i n d u s t r i e s  do d i s c l o s e  weekly  p roduc­

t i o n  d a t a ,  t e n - d a y s  s a l e s  d a t a  ( e . g .  au to m o b i l e  com­

p a n i e s ) ,  a n d / o r  month ly  s a l e s  d a t a  ( e . g .  dep a r tm en t  

s t o r e s ) .  O th e r  forms o f  p r e d i s c l o s u r e  i n f o r m a t i o n  

may a l s o  be a v a i l a b l e  i n f o r m a l l y .  And th ro u g h  p r e v i ­

ous e x p e r i e n c e s ,  t h e  marke t  can p r o c e s s  t h i s  " p r e d i s ­

c l o s u r e  i n f o r m a t i o n "  and make a r e a s o n a b l e  judgment 

ab o u t  t h e  coming q u a r t e r l y  e a r n i n g s  i f  t h e r e  i s  no 

s i g n i f i c a n t  a c c o u n t i n g  r u l e  c h a n g e s .  Resea rches  show 

t h a t  t h e  l a r g e r  a f i r m  i s ,  t h e  more p r e d i s c l o s u r e  i n ­

fo rm a t io n  i s  a v a i l a b l e .  However, a f t e r  c o n t r o l l i n g  

f i rm  s i z e ,  ex p o s t  unexpec ted  e a r n i n g s  s t i l l  have i n ­

c rem en ta l  e x p l a n a t o r y  power,  ( s e e  A t i a s e ,  1985;  Bam- 

b e r ,  1987,  among o t h e r s . )  S in c e  a l l  t h e  sample f i r m s  

in  t h i s  s tu d y  a r e  l i s t e d  i n  t h e  NYSE, t h e  e x i s t a n c e  

o f  p r e d i s c l o s u r e  i n f o r m a t i o n  i s  not  a s u r p r i s e .
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11 .5  GROUPING TESTS FOR INFORMATION CONTENT

1 1 . 5 . 1  ADDING THE MIXED DISCLOSURES

In o r d e r  t o  t e s t  t h e  v a l i d i t y  o f  c o n c l u s i o n s  drawn from 

t h e  c l e a n  d i s c l o s u r e s ,  t h i s  s tu d y  c o n d u c t s  t h r e e  a d d i t i o n a l  

a n a l y s e s .  F i r s t ,  t h i s  s t u d y  adds t h e  mixed d i s c l o s u r e s  i n t o  

o r i g i n a l  c l e a n  d i s c l o s u r e s .  The mixed d i s c l o s u r e s  a r e  t h o s e  

companies t h a t  d i s c l o s e d  t h e  a d o p t io n  o f  SFAS No.52 a long  

w i th  o t h e r  new i n f o r m a t i o n  f o r  t h e  q u a r t e r  o f  s w i t c h .  No­

t i c e  t h a t  t h e  " o t h e r  new i n f o r m a t io n "  on ly  d e t e r i o r a t e s  t h e  

p u re n e s s  o f  c u r r e n t  s i g n a l  CAI. I t  does  no t  a f f e c t  PAI un­

l e s s  t h i s  s im u l t a n e o u s  i n f o r m a t i o n  i n c l u d i n g  o t h e r  a c c o u n t ­

ing  changes  t h a t  a r e  r e q u i r e d  t o  r e s t a t e  p r e v io u s  f i n a n c i a l  

s t a t e m e n t s  under  APB Opin ion  20.  All 35 mixed d i s c l o s u r e s  

i n  t h i s  s tu d y  d id  not  make any a c c o u n t in g  changes  r e q u i r e d  

t o  r e s t a t e ,  i . e . ,  LIFO s w i tc h -a w a y ,  " s u c c e s s f u l  e f -  

f o r t " - " f u l l  c o s t "  s w i t c h ,  " co m p le te  c o n t r a c t " - " p e r c e n t a g e  

c o m ple t ion"  s w i t c h ,  o r  change  in  r e p o r t i n g  e n t i t y .  S ince  

t h e  PAI i s  not  " p o l l u t e d "  by t h e  o t h e r  new i n f o r m a t i o n  in  

t h i s  q u a r t e r ,  t h e r e f o r e ,  add ing  t h e  mixed d i s c l o s u r e s  t o  

c l e a n  d i s c l o s u r e s  g roup w i l l  s t i l l  keep PAI s i g n i f i c a n t .  

However,  t h e  s i g n i f i c a n c e  o f  CAI w i l l  d im in i s h  b eca u se  o f  

t h e  i n t e r f e r e n c e s  from o t h e r  s im u l t a n e o u s  i n f o r m a t i o n  f o r  

t h e  q u a r t e r .  The e m p i r i c a l  r e s u l t s  con f i rm  t h i s  a rgument.  

(See Tab le  2 6 . )
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TABLE 26

Grouping T e s t s  f o r  I n f o r m a t io n  Conte n t

+  +—     +-------------+ -+
[VL. +3] Exp. a AUE |CAI | |PAI| VARN I f R-SO

around USJ Sign ( .) <+) (+) (+) ( .) | (sig .) ADJ. R-SQ

Group A Coef -0.0362 0.0279 0.1506 0.0663 0.0204 I
(N=78) t -1.974 3.338 3.132 1.818 1.763 | 5.018 0.2332
(n=71) sig. (0.052) (0.001)*** (0.002)** (0.073)* (0.082)* |(0.001)*** (0.1867)

Groups A+B Coef -0.0223 0.0187 0.0339 0.0486 0.0219 I
(N=113) t -1.555 2.701 1.354 1.688 2.097 | 3.306 0.1178
Cn=104) sig. (0.123) (0.008)*** (0.178) (0.094)* (0.038)***|(0.013)** (0.0822)

Groups A+C Coef -0.0226 0.0204 0.0979 0.0349 0.0194 I
(N=110) t -1.355 2.741 1.941 0.935 1.850 J 2.999 0.1111
(n=101) sig. (0.178) (0.007)** (0.055)* (0.352) (0.067)* | (0.022)** (0.0741)

All Groups Coef -0.0183 0.0146 0.0297 0.0209 0.0204 I
CN=155) t -1.439 2.393 1.437 0.738 2.231 | 2 .4a 0.0661
(n=143) sig. (0.152) (0.018)** (0.152) (0.461) (0.027)**| (0.049)** (0.0391)

(1) Group A: CLEAN DISCLOSURES (N=78) with complete data (n=71).
Group B: MIXED DISCLOSURES (N=35) with complete data (n=33).
Group C: CLEAN NON-DISCLOSURES (N=32) with complete data (n=30).
Group D: MIXED NON-DISCLOSURES (N=10) with complete data (n= 9).

(2) Estimation period = 240 trading days before accumulation period. 
Estimation period = 180 is also conducted; results are similar.
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T a b le  26 shows t h e  i n f l u e n c e s  o f  adding  o t h e r  g roups  t o  

t h e  o r i g i n a l  c l e a n  d i s c l o s u r e s .  I f  mixed d i s c l o s u r e s  a r e  

added ,  t h e  s i g n i f i c a n c e  o f  CAI d i m i n i s h e s  from 0 .0 0 2  t o  t o  

0 . 1 7 8 ,  w h i l e  PAI keeps t h e  l e v e l  o f  s i g n i f i c a n c e  under  

0 .0 9 4 .  The r ed u c in g  s i g n i f i c a n c e  o f  AUE (f rom 0 .001  t o  

0 .008)  comes from t h e  i n t e r f e r e n c e  o f  s im u l ta n e o u s  changes  

i n  t h e  same q u a r t e r .  S in c e  PAI i s  j u s t  a second s i g n a l  o f  

p o s s i b l e  changes  in  hedging  a c t i v i t i e s ,  t h e  s i g n i f i c a n c e  i s  

n o t  so s t r o n g  as t h a t  o f  CAI o r  AUE. T h e r e f o r e ,  a small  r e ­

d u c t i o n  in  t  v a l u e  can make PAI o u t  o f  t h e  l e v e l  o f  s i g n i f i ­

cance  o f  10%. E m pi r ica l  r e s u l t  t h a t  keeps PAI s i g n i f i c a n t  

w h i l e  CAI becomes i n s i g n i f i c a n t  can no t  be e x p l a in e d  as j u s t  

by chanc e .

1 1 . 5 . 2  ADDING THE CLEAN NON-DISCLOSURES

On t h e  c o n t r a r y ,  i f  t h e  Clean N o n - d i s c l o s u r e s  a r e  added 

i n t o  o r i g i n a l  Clean D i s c l o s u r e s ,  PAI w i l l  be a f f e c t e d  more 

th a n  CAI b e c a u se  o f  t h e  weak s i g n i f i c a n c e  o f  PAI i n  t h e  

o r i g i n a l  c l e a n  d i s c l o s u r e s .  Tab le 27 shows t h i s  a rgument.  

When t h e  Clean  N o n -D i s c lo s u re s  a r e  added ,  t h e  s i g n i f i c a n c e  

o f  PAI d i m i n i s h e s  w h i l e  CAI s t i l l  shows i t s  l e v e l  o f  s i g n i f ­

i c a n c e  under  0 . 0 5 5 ,  though i t  i s  reduced  from 0 .0 0 2 .  The 

r e d u c t i o n  i n  s i g n i f i c a n c e  o f  AUE and CAI i s  u n d e r s t a n d a b l e  

i n  t h i s  c a s e  because  AUE i s  not  a v a i l a b l e  f o r  c l e a n  n o n - d i s ­
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c l o s u r e s .  Clean  n o n - d i s c l o s u r e s  only  announce RUE, which i s  

s i g n i f i c a n t l y  c o r r e l a t e d  w i th  AUE f o r  t h a t  g roup  (w i th  P e a r ­

son c o r r e l a t i o n  c o e f f i c i e n t  = 0 .99604 ,  s i g n i f i c a n c e  = 

0 . 0001.)

1 1 . 5 . 3  ALL SAMPLE

When a l l  f o u r  g roups  a r e  pu t  a l t o g e t h e r  f o r  a n a l y s i s ,  

on ly  AUE shows i t s  s i g n i f i c a n c e  o f  0 .0 1 8 .  CAI and PAI a r e  

s i g n i f i c a n t  a t  t h e  l e v e l s  o f  0 .1 5 0  and 0 .4 6 2  r e s p e c t i v e l y .  

The a b i l i t y  o f  e n d u r in g  t h e  " n o i s e "  i s  n o t  t h e  same f o r  

t h r e e  e x p l a n a t o r y  v a r i a b l e s .  AUE i s  t h e  s t r o n g e s t  one; CAI

n e x t ;  and PAI i s  t h e  w e a k e s t .  A na lyses  based  on t h e  lump­

sum sample can not  f i n d  t h e  s u b t l e  marke t  r e a c t i o n  of  t h e  

a d o p t io n  impact  o f  SFAS No.52.

1 1 . 5 . 4  REDUCED SAMPLE

To examine t h e  e f f e c t  o f  confound ing  e v e n t s  on our  c o n c l u ­

s i o n s ,  t h i s  s tu d y  r e v ie w s  t h e  WSJ Index and drops  t h o s e  

f i r m s  w i th  d iv i d e n d  change  announcements,  announcenen ts  o f  

h o s t i l e  p u rc h a s e  o f  s t o c k s ,  announcement o f  change  f i n a n c i a l  

p o l i c y ,  announcement o f  d e f a u l t i n g  lo a n  a g ree m en t ,  and t h o s e  

having  p o s s i b l e  marke t  r e a c t i o n s  ( t o  t h e  judgment o f  t h i s  

s tudy)  happened between t h e  Value L i n e ' s  i s s u e  d a t e  and WSJ
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e a rn in g s -a n n o u n c e m e n t  d a t e .  The r e s u l t s  a r e  b a s i c a l l y  con­

s i s t e n t  w i th  t h e  arguments  o b t a i n e d  from t h e  i n i t i a l  sample .  

As b e in g  e x p e c t e d ,  s i g n i f i c a n c e s  f o r  AUE, CAI and PAI i n  t h e  

reduced  sample a r e  s t r o n g e r  t h a n  t h o s e  in  t h e  o r i g i n a l  sam­

p l e ,  a s  Tab le  27 shows.

TABLE 27

R e g r e s s io n  R e s u l t s  f o r  Reduced Clean  D i s c l o s u r e s :  [VL, +3]

CAR 
around WSJ

Exp.
Sign

a AUE CAI PAI VARN 
( • )  (+) (+) (+) ( • )

Reduced 
Group A 

(n=59)

[VL, +3]

Coef
t

s i g .

- 0 .0 5 9 7  0 .0295  0 .1705 0 .1842 0 .0217 
- 2 .5 6 9  3.307 3 .237  2 .269  1.742 
( 0 . 0 1 3 ) * *  (0 .0 0 1 )* * *  (0 .00 2 )* * *  (0 .0 2 7 )* *  (0 .008 )***

F 5.330 F s i g . (0 .001 )***

R% 0.2830 Adj.  R% 0.2299



C h a p t e r  XII 

CONCLUDING REMARKS

Based on t h e  e m p i r i c a l  a n a l y s e s  on SFAS No.52 ,  t h i s  s tudy  

c o n c lu d e s  t h e  f o l l o w i n g s :

(1)  ADOPTING QUARTER IS THE ONLY VALID CRITERION FOR 

CLASSIFICATION.

Looking p r e c i s e l y  i n t o  t h e  e x a c t  q u a r t e r  a f i rm  made t h e  

a c c o u n t in g  change  o f  SFAS No.52 i s  n e c e s s a r y  f o r  i d e n t i f y i n g  

t h e  t i m i n g  o f  a d o p t io n  and c o r r e c t l y  c l a s s i f y i n g  e a r l y - l a t e  

a d o p t e r s .  O bsc u re ly  u s in g  t h e  y e a r  o f  a d o p t io n  a s  t h e  b a s i s  

o f  c l a s s i f i c a t i o n  w i l l  d e t e r i o r a t e  t h e  a n a l y s e s .  In t h e  

c a s e  o f  SFAS No.5 2 ,  u s in g  t h e  y e a r  c r i t e r i o n  w i l l  m i s - c l a s -  

s i f y  up t o  38.6% o f  e a r l y  a d o p t e r s  as  l a t e  a d o p t e r s .  (See  

T ab le  1 3 ) .  S ince  none o f  t h e  p u b l i s h e d  a r t i c l e s  c l a s s i f y  

e a r l y - l a t e  a d o p t e r s  based  on t h e  p r e c i s e  q u a r t e r  o f  adop­

t i o n ,  t h o s e  s t u d i e s  shou ld  be r e v i s e d  in  o r d e r  t o  v e r i f y  

t h e i r  a rgum en ts .

(2)  USING ANNUAL DATA WILL MIS-SPECIFY THE EXPLANATORY 

VARIABLES.

- 140 -
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S in c e  f i r m s  r e l e a s e  t h e i r  e a r n i n g s  q u a r t e r l y ,  lump-sum 

annual  e a r n i n g s  i s  a m i x tu r e  o f  new i n f o r m a t i o n  and o ld  i n ­

f o r m a t i o n .  I t  i s  g e n e r a l l y  a c c e p te d  t h a t  t h e  m arke t  r e a c t s  

t o  new i n f o r m a t i o n  o n l y .  The m arke t  w i l l  no t  r e a c t  t o  o ld  

i n f o r m a t i o n  t h a t  has been r e f l e c t e d  in  t h e  p r e v io u s  p e r i o d s .  

T h e r e f o r e ,  e x c l u d in g  t h e  o ld  i n f o r m a t i o n  and c o n s t r u c t i n g  

v a r i a b l e s  based  on t h e  New I n f o r m a t i o n  de F ac to  f o r  t h e  

q u a r t e r  o f  a c c o u n t in g  change  i s  t h e  on ly  v a l i d  approach  t o  

e x p l o r e  t h e  m arke t  r e a c t i o n  t o  t h e  new a c c o u n t in g  in fo rm a­

t i o n .  Using h y b r id  annual  s i g n a l  w i l l  m i s - s p e c i f y  t h e  ex­

p l a n a t o r y  v a r i a b l e s ,  as  T a b le  7 shows.

(3)  THE DECISION OF EARLY ADOPTION WAS DISCLOSED BEFORE 

EARNINGS ANNOUNCEMENTS.

F or  such an im p o r ta n t  p ro m u lg a t io n  a s  SFAS No.52 ,  m u l t i ­

n a t i o n a l s  a r e  l i k e l y  t o  d i s c l o s e  t h e i r  i n t e n t i o n  o f  a d o p t io n  

b e f o r e  t h e y  announce t h e i r  e a r n i n g s .  The m o t i v a t i o n  f o r  i t  

i s  t o  l e s s e n  t h e  puzzlement o f  i n v e s t o r s  when new e a r n i n g s  

a r e  o f f i c i a l l y  r e l e a s e d .  Bangor Pun ta  C o r p . ,  Dana C o r p . ,  

and IBM a r e  good examples o f  t h i s .  The e m p i r i c a l  r e s u l t s  o f  

t h i s  s tu d y  a l s o  show t h i s  t e n d e n c y .  (See  T ab le  2 5 ) .  Cumu­

l a t i v e  r e s i d u a l s  in  t h r e e  days around t h e  e a r n i n g s - a n -  

nouncement d a t e s  on ly  c o r r e l a t e d  w i th  AUE. And when t h e  a c ­

c u m u la t i o n  p e r io d  ex t e n d s  backward ,  a d o p t io n  s i g n a l s  s t a r t  

t o  p la y  t h e i r  r o l e s .  In o r d e r  t o  c a p t u r e  t h e  marke t  r e a c ­

t i o n  t o  t h e  a d o p t i o n ,  a c c u m u la t io n  p e r io d  f o r  r e s i d u a l s
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sh ou ld  be long enough t o  c o v e r  t h e  p o s s i b l e  a d o p t io n  d i s c l o ­

s u r e  d a t e ,  r a t h e r  t h a n  j u s t  l i m i t e d  t o  a few days around t h e  

ea rn in g s -a n n o u n c e m e n t  d a t e s .

(4)  VALUE LINE'S ISSUE DATE IS THE OPTIMAL STARTING DATE FOR 

ACCUMULATION.

T h e o r e t i c a l l y ,  t h e  a c c u m u la t io n  p e r io d  f o r  r e s i d u a l s  can 

be ex tended  backward t o  p r e v io u s  e a rn ings -a nnouncem e n t  d a t e .  

However,  a c c u m u la t in g  r e s i d u a l s  o v e r  t h e  whole  q u a r t e r  has 

t h e  d a n g e r  o f  i n c l u d i n g  t o o  many i r r e l e v a n t  n o i s e s .  The r e ­

s e a r c h  s t r a t e g y ,  t h e r e f o r e ,  i s  t o  s h o r t e n  t h e  acc um ula t ion  

p e r i o d  and a t  t h e  same t i m e ,  g u a r a n t e e  t h e  i n c l u s i o n  o f  t h e  

a d o p t io n  d i s c l o s u r e  d a t e s .  Value L i n e ' s  i s s u e  d a t e  i s  t h e  

b e s t  c a n d i d a t e  f o r  t h e  f o l l o w i n g  r e a s o n s :

1.  96.4% (349/362)  o f  Value L ine  q u a r t e r l y  f o r e c a s t s  a r e

r e l e a s e d  a f t e r  p r e v io u s  q u a r t e r l y  announcement d a t e s .  

The a v e ra g e  p e r i o d  between t h e  Value L i n e ' s  i s s u e  

d a t e s  and t h e  WSJ e a rn in g s -a n n o u n cem e n t  d a t e s  i s  48 

d a y s ,  which i s  much s h o r t e r  th a n  90 d a y s .  Using Val ­

ue L i n e ' s  i s s u e  d a t e s ,  o b v i o u s l y ,  s h o r t e n s  t h e  accu­

m u l a t i o n  p e r i o d .

2.  T h i s  s tudy  employs t h e  Value  L i n e ' s  f o r e c a s t  f i g u r e  

t o  c o n s t r u c t  e x p l a n a t o r y  v a r i a b l e s .  Using i t s  i s s u e  

d a t e s  as  s t a r t i n g  d a t e s  f o r  acc u m u la t io n  i m p l i e s  t o  

impound a l l  r e l e v a n t  macro-economic and f i r m - s p e c i f i c
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i n f o r m a t i o n  b e f o r e  t h e  i s s u e  d a t e  i n t o  t h e  e x p l a n a t o ­

ry  v a r i a b l e s .

3 .  Value L i n e ' s  q u a r t e r l y  d e s c r i p t i o n  o f  f o r e c a s t  back­

ground f o r  t h e  company e n a b l e s  r e s e a r c h e r s  t o  i d e n t i ­

f y  t h e  b a s i s  o f  t h e  f o r e c a s t  ( u n d e r  SFAS No.8 o r  SFAS 

No.5 2 ) .  This  s p e c i a l  f e a t u r e  i s  p ro v id ed  on ly  by t h e  

Value  L i n e ,  no t  by o t h e r  f o r e c a s t e r s .

4 .  Because o f  i t s  l a r g e  c i r c u l a t i o n  compared t o  o t h e r  

f o r e c a s t e r s ,  Value  L i n e ' s  q u a r t e r l y  f o r e c a s t s  a r e  

proven t o  be a good proxy f o r  marke t  e x p e c t a t i o n  o f  

e a r n i n g s  (Brown and R o z e f f ,  1978. )

5 .  Value Line i s  t h e  on ly  d a t a  s o u rc e  t h a t  p rov ided  

q u a r t e r l y  e a r n i n g s  f o r e c a s t s  f o r  t h e  y e a r s  o f  s tudy  

(1981-1984) .

(5)  INCOME IMPACT OF ADOPTING SFAS NO.52 HAS INFORMATION 

CONTENT.

Using 78 c l e a n  d i s c l o s u r e s  o f  SFAS No.52,  t h i s  s t u d y  ac­

c um ula te s  abnormal r e s i d u a l s  from Value L i n e ' s  i s s u e  d a t e  t o  

t h r e e  days  a f t e r  t h e  WSJ ea rn in g s -a n n o u n c e m e n t  d a t e .  The 

CAR a r e  th e n  r e g r e s s e d  w i t h  AUE, CAI, and PAI. As a l l  p r e ­

v io u s  s t u d i e s ,  t h i s  s tu d y  a l s o  f i n d s  v e ry  s i g n i f i c a n t  r e l a ­

t i o n s  between CAR and p u re  e a r n i n g s  s i g n a l ,  AUE. Aside from 

t h a t ,  two a d o p t io n  s i g n a l s ,  CAI and PAI, a r e  s i g n i f i c a n t  

t o o .  The s i g n i f i c a n c e  o f  CAI i s  s u b s t a n t i a l l y  h i g h e r  th a n  

t h a t  o f  PAI. (See T ab le  2 5 . )  This  i s  r e a s o n a b l e  because
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CAI i s  t h e  f i r s t  r e c e n t  s i g n a l  f o r  p o s s i b l e  change o f  hedg­

ing  a c t i v i t i e s .  Whereas PAI i s  o n ly  a remote  second r e f e r ­

ence s i g n a l .

In o r d e r  t o  make s u r e  t h a t  t h e  s i g n i f i c a n c e  o f  CAI and 

PAI a r e  n o t  by c h a n c e ,  t h i s  s tu d y  f u r t h e r  combines mixed 

d i s c l o s u r e s  and c l e a n  n o n - d i s c l o s u r e s  r e s p e c t i v e l y  t o  t e s t  

i t s  v a l i d i t y .  When t h e  mixed d i s c l o s u r e s  a r e  added ,  t h e  

s i g n i f i c a n c e  o f  PAI r e m a i n s ,  w h i l e  t h a t  o f  CAI d i s a p p e a r s .  

On t h e  o t h e r  hand ,  as  c l e a n  n o n - d i s c l o s u r e s  a r e  added ,  CAI 

keeps i t s  s i g n i f i c a n c e  w h i l e  PAI l o s e s  i t .  These r e s u l t s  

s t r e n g t h e n s  t h e  c o n c l u s i o n  t h a t  income e f f e c t  o f  ad o p t in g  

SFAS No.52 has  i n f o r m a t i o n  c o n t e n t .  (See  T a b le  2 6 . )

(6)  THE STRENGTH OF SIGNIFICANCES ARE RANKED IN THIS ORDER: 

AUE > CAI > PAI.

The market  i s ,  a p p a r e n t l y ,  f a m i l i a r  w i t h  t h e  p u re  e a r n ­

in g s  s i g n a l ,  AUE. The s t r o n g e r  s i g n i f i c a n c e  o f  AUE th a n  

t h a t  o f  a d o p t io n  s i g n a l s ,  CAI and PAI,  i s  u n d e r s t a n d a b l e .  

A l s o ,  s i n c e  CAI i s  t h e  r e c e n t  and f i r s t - r e f e r e n c e  s ig n a l  f o r  

p o s s i b l e  change i n  hedging  a c t i v i t i e s ,  i t s  s i g n i f i c a n c e  

shou ld  be s t r o n g e r  t h a n  t h a t  o f  PAI,  which i s  o n ly  a remote  

s e c o n d - r e f e r e n c e  s i g n a l .  (See  T a b le  2 5 . )

(7)  COMPANIES CHANGE THEIR HEDGING ACTIVITIES AFTER THE 

ADOPTION OF SFAS NO.52.
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S urvey  s t u d i e s  on SFAS No.52 unan imous ly  c onc lude  t h a t  

t h e  use  o f  fo rw ard  c o n t r a c t s  t o  hedge  t r a n s l a t i o n  e xposu re  

has  reduced  a f t e r  t h e  p r o m u lg a t io n  o f  t h e  s t a n d a r d .  (An­

d rew s ,  1984;  Evans and Doupnik ,  1986;  G r i f f i n ,  1 987 . )  Sane 

companies  a l s o  d i s c l o s e d  i n  t h e i r  annual  r e p o r t s  t h a t  t h e y  

had changed t h e i r  f o r e i g n  exchange r i s k  management a f t e r  

a d o p t in g  t h e  new s t a n d a r d .  For  example,  A i r  p r o d u c t s  and 

Chemicals  c a n c e l l e d  a l l  p a r a l l e l  hedges  beca use  o f  t h e  adop­

t i o n  o f  SFAS No.52.  McDonald 's  a l s o  change i t s  f o r e i g n  ex­

change  management p r a c t i c e s  a f t e r  t h e  a d o p t i o n .  Perhaps  t h e  

most  d i r e c t  e v id e n c e  o f  t h e s e  changes  i s  t h e  d r a m a t i c  16% 

r e d u c t i o n  in  f o r e i g n  exchange  t u r n o v e r  f o r  n o n - f i n a n c i a l  

c u s to m e r s  o f  U.S.  bank ing  i n s t i t u t i o n s  d u r in g  1980 t o  1983.  

However, in  t h e  same p e r i o d ,  t h e  f o r e i g n  exchange  t u r n o v e r  

r e p o r t e d  by t h e  banks  r o s e  a bou t  44%. (Andrews,  1 9 8 4 :7 0 ) .  

The changes  i n  hedg ing  a c t i v i t i e s  s tem from t h e  s h i f t  from 

a c c o u n t in g  hedges t o  economic hedge a n d / o r  change  in  t r a n s ­

a c t i o n  ex p o s u re  f o r  f i r m s  a d o p t in g  t h e  new r u l e .  (See Sec­

t i o n  3 . 2 . )

(8)  FINANCIAL FORECASTERS ARE NOT EXPERTS IN ACCOUNTING 

STANDARDS.

I t  i s  g e n e r a l l y  b e l i e v e d  t h a t  f i n a n c i a l  f o r e c a s t e r s  make 

b e t t e r  e a r n i n g s  f o r e c a s t s  b eca u se  of  v a r i o u s  i n f o r m a t i o n  

s o u rc e s  t h e y  have a c c e s s  t o .  However,  in  t h e  c a s e  o f  SFAS 

No.52 which management has  paramount d i s c r e t i o n a r y  power f o r
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d e t e r m i n i n g  f u n c t i o n a l  c u r r e n c i e s ,  f i n a n c i a l  f o r e c a s t e r s  

show t h e i r  awkwardness.  (See C h ap te r  V.) They made wrong 

f o r e c a s t  abou t  w h e th e r  companies  adop ted  t h e  new r u l e  e a r l y  

o r  n o t  ( e . g .  B r i s t o l - M y e r s  C o . ,  B a x te r  Travenol  L a b o r a t o r ­

i e s ,  S h e r in g -P lo u g h  Corp ,  e t c . ) .  They m is u n d e r s to o d  t h e

p u rpose  o f  hedges  and c la im e d  t h a t  companies would no t  adopt  

t h e  new r u l e  e a r l y  b eca u se  t h e y  a l r e a d y  hedged f o r e i g n  as ­

s e t s .  ( e . g .  A i r  P ro d u c t s  and C h e m ic a l s . )  They might  s imply  

t h i n k  a d o p t in g  SFAS No.52 i s  n o th i n g  b u t  d e d u c t in g  t r a n s l a ­

t i o n  g a i n s / l o s s e s  from c u r r e n t  income and i t  t u r n s  o u t  t h a t  

companies  dec id ed  t h a t  t h e  f u n c t i o n a l  c u r r e n c y  f o r  i t s  f o r ­

e i g n  o p e r a t i o n s  i s  t h e  U.S.  d o l l a r  ( e . g .  Texaco .)  And no 

f o r e c a s t i n g  c o n c e rn in g  t h e  change o f  f u n c t i o n a l  c u r r e n c i e s  

has been made.  ( e . g .  Acme-Cleveland C o r p . ,  A m pco-P i t t sbu rgh  

C o r p . ,  General  S ig n a l  C o r p . ,  e t c . )  For SFAS No.52 p e r  s e ,

f i n a n c i a l  f o r e c a s t e r s  d id  no t  do a s u p e r i o r  j o b  t o  t h e  a c ­

c o u n t in g  academia.



C h a p t e r  X I I I  

LIMITATION OF THIS STUDY

Although t h e  e m p i r i c a l  r e s u l t s  o f  t h i s  s tu d y  fo l low  t h e  

h y p o th e s e s  p ro p o s e d ,  some l i m i t a t i o n s  e x i s t :

(1) DRAIN OF SAMPLE.

Owing t o  l a c k  o f  mandated d i s c l o s u r e  f o r  a d o p t e r s  o f  SFAS 

No.52 a f t e r  March 3 1 ,  1982 ,  43.4% (167/385)  o f  t h e  a d o p t e r s  

d id  n o t  d i s c l o s e  t h e  a d o p t io n  e f f e c t  on n e t  income. The 

sample s i z e  i s  t h u s  s u b s t a n t i a l l y  r e d u c e d .  R e s e a rc h e r s  a r e  

p o w e r le s s  about  t h e  d r a i n  o f  sample companies  b e c a u se  o f  

r e g u l a t i o n s  t h a t  a r e  o u t  o f  t h e i r  c o n t r o l .

(2)  EXPLANATORY MODEL VS. PREDICTIVE MODEL.

The r e g r e s s i o n  model in  t h i s  s tu d y  i s  on ly  an e x p l a n a t o r y  

m ode l ,  r a t h e r  t h a n  a p r e d i c t i v e  model .  A good p r e d i c t i v e  

model must  have a h igh  R -s q u a re  v a l u e .  ( R - s q u a re  v a l u e  rep ­

r e s e n t s  t h e  r a t i o  o f  e x p l a in e d  v a r i a t i o n  t o  t h e  t o t a l  v a r i a ­

t i o n  i n  t h e  dependen t  v a r i a b l e . )  However,  a good e x p l a n a t o ­

ry  model o n ly  r e q u i r e s  a h igh  F v a l u e  f o r  t e s t i n g  a l l  

e x p l a n a t o r y  v a r i a b l e s  t o g e t h e r ;  (F v a l u e  r e p r e s e n t s  t h e  r a ­

t i o  o f  e x p l a i n e d  v a r i a n c e  t o  t h e  u n e x p la in e d  v a r i a n c e  in  t h e

-  147 -
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dependen t  v a r i a b l e . )  o r  a high  t - v a l u e  f o r  t e s t i n g  i n d i v i d ­

ual e x p l a n a t o r y  v a r i a b l e s .  A model i s  e x p l a n a t o r y  in  t h e
r '

s e n s e  t h a t  i t  can e x p l a i n  t h e  r e l a t i o n s h i p  between dependen t  

v a r i a b l e  and e x p l a n a t o r y  v a r i a b l e ( s ) .  However, t o  e s t i m a t e  

t h e  v a lu e  o f  a dependen t  v a r i a b l e  t h ro u g h  e x p l a n a t o r y  v a r i ­

a b l e s  i s  o u t  o f  i t s  p u rp o s e .  For most a c c o u n t in g  and f i ­

nance s t u d i e s  t h a t  t e s t  h y p o t h e s e s ,  an e x p l a n a t o r y  model i s  

a d e q u a t e / 3 Only in  a few s t u d i e s  t h a t  t h e  dependen t  v a r i ­

a b l e  must be r e a s o n a b l y  e s t i m a t e d  by e x p l a n a t o r y  v a r i a b l e s  

f o r  s u b se q u e n t  usage need a h igh R -s q u a re  v a l u e .  For exam­

p l e ,  in  a complex m a c ro -econom e t r ic  model where a p r e d i c t i v e  

model i s  one o f  s e v e r a l  s im u l t a n e o u s  e q u a t i o n s ,  t h e n  a h igh  

R -s q u a re  v a lu e  i s  r e q u i r e d  f o r  each  c o n s t i t u e n t  r e g r e s s i o n .  

I t  i s  beca use  t h e  p r e d i c t e d  v a l u e  o f  a dependen t  v a r i a b l e  

f o r  an e q u a t i o n  a c t s  as  an e x p l a n a t o r y  v a r i a b l e  f o r  o t h e r  

e q u a t i o n s .

/5 "Some r e s e a r c h e r s  p la y  t h e  game o f  maximizing  Ra , t h a t  i s  
choos ing  t h e  model t h a t  g i v e s  t h e  h i g h e s t  R* . But t h i s  
may be d a n g e ro u s .  F o r  in  r e g r e s s i o n  a n a l y s i s  ou r  o b j e c ­
t i v e  i s  no t  t o  o b t a i n  a h igh  R2 p e r  se  b u t  r a t h e r  t o  ob­
t a i n  d ep en d a b le  e s t i m a t e s  o f  t h e  t r u e  p o p u l a t i o n  r e g r e s ­
s io n  c o e f f i c i e n t s  and draw s t a t i s t i c a l  i n f e r e n c e s  about  
them. In e m p i r i c a l  a n a l y s i s  i t  i s  no t  unusual  t o  o b t a i n  
a v e ry  h igh  R2 b u t  f i n d  t h a t  some o f  t h e  r e g r e s s i o n  c o e f ­
f i c i e n t s  a r e  e i t h e r  s t a t i s t i c a l l y  i n s i g n i f i c a n t  o r  have 
s i g n s  which a r e  c o n t r a r y  t o  a p r i o r i  e x p e c t a t i o n s .  
T h e r e f o r e ,  t h e  r e s e a r c h e r  shou ld  be more concerned  about  
t h e  l o g i c a l  o r  t h e o r e t i c a l  r e l e v a n c e  o f  t h e  e x p l a n a t o r y  
v a r i a b l e s  t o  t h e  depende n t  v a r i a b l e  and t h e i r  s t a t i s t i c a l  
s i g n i f i c a n c e .  I f  in  t h i s  p r o c e s s  we o b t a i n  a h igh  R*, 
wel l  and good; on t h e  o t h e r  hand,  i f  Ra i s  low, i t  does 
not  mean t h e  model i s  b a d . "

( G u j a r a t i ,  1978:  111 . )
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G e n e r a l l y ,  t h e  R - s q u a r e  v a l u e  w i l l  be h i g h e r  when e x p l a ­

n a t o r y  v a r i a b l e s  a r e  main d e t e r m i n a n t s  o f  t h e  depende n t  

v a r i a b l e .  For  exam ple ,  consumpt ion  w i th  pe rsona l  d i s p o s a b l e  

income (Wu, 1981;  R2 = 0 . 9 9 ) ,  d i v i d e n d  change w i th  p r i o r

e a r n i n g s  and d i v i d e n d  ( W a t t s ,  1972;  R2 = 0 . 5 8 ) ,  c u r r e n t - c o s t  

income w i th  v a l u e  o f  t h e  f i r m  (Haw and L u s t g a r t e n ,  1986;  R2 

= 0 . 9 9 ) ,  e t c .

For  t h e  m ark e t  model p e r  s e ,  t h e  R -s q u a re  v a lu e  o f  a 

t i m e - s e r i e s  r e g r e s s i o n  f o r  a s p e c i f i c  company ( e . g .  e s t i m a t ­

ing  b e t a  f o r  a f i rm )  g e n e r a l l y  i s  h i g h e r  th a n  t h a t  o f  a 

c r o s s - s e c t i o n a l  r e g r e s s i o n  ( e . g .  t e s t i n g  CAPM). In t e s t i n g  

CAPM c r o s s - s e c t i o n a l l y ,  Fama and MacBeth (1979) go t  R -squa re  

v a l u e s  a round 0 .2 6  t o  0 . 4 4 .  F u r th e rm o re ,  i f  a CAR i s  used 

a s  t h e  dependen t  v a r i a b l e ,  t h e  R - s q u a re  v a lu e  i s  even lower  

b eca u se  o f  confound ing  e v e n t s  f o r  t h e  f i r m  a n d / o r  f o r  t h e  

i n d u s t r y ,  which may o r  may not  be i n  t h e  WSJ. (F o r  example,  

Hagerman, Zm ijewski ,  and Shah,  1984;  R2 = 0 . 0 5 ;  L e f t w i c h ,  

1981,  R2 = 0 . 1 8 ;  H o l th a u s e n ,  1981,  R2 = 0 . 1 3 ) .  The R -s q u a re  

v a l u e s  o f  t h e  t e s t e d  model in  t h i s  s tu d y  (R2 = 0 . 2 3 ,  w i th  

a d j .  R2 = 0 .1 9 )  a r e  on t h e  same, o r  h i g h e r ,  l e v e l  compared 

w i th  most  p u b l i s h e d  a r t i c l e s  u s in g  CAR's as dependen t  v a r i ­

a b l e s .  N e v e r t h e l e s s ,  t h e  model in  t h i s  s tu d y  can n o t  be used 

f o r  p r e d i c t i v e  p u r p o s e s .



Appendix A

SOME INTERESTING STATISTICS ABOUT MULTINATIONALS

C ru c ia l  d e s c r i p t i v e  s t a t i s t i c s  a bou t  m u l t i n a t i o n a l s  can 

p ro v id e  a ge n e ra l  p i c t u r e  f o r  them. Here a r e  some i n t e r e s t ­

i n g  s t a t i s t i c s  abou t  m u l t i n a t i o n a l s  i n  AICPA-600:

(a)  WHERE ARE THEY LOCATED?

The h e a d q u a r t e r s  o f  m u l t i n a t i o n a l s  a r e  l o c a t e d  in  34 o f  

f i f t y  s t a t e s  i n  t h e  Uni ted  S t a t e s ,  p lu s  one f i r m  in  Washing­

t o n  D .C . .  The f i v e  most p o p u la r  s t a t e s  f o r  m u l t i n a t i o n a l s  

a r e :  (1) New York,  (2)  I l l i n o i s ,  (3)  P e n n s y l v a n i a ,  (4)  Con­

n e c t i c u t ,  and (5) Ohio.  The g e o g ra p h ic a l  d i s t r i b u t i o n  i s  

shown in  Tab le  28.

(b) WHO AUDITED THEM?

Im a g in a b ly ,  mos t  U.S.  m u l t i n a t i o n a l s  a r e  t h e  b ig  e i g h t ' s  

c l i e n t s .  Who a r e  t h e  t o p  t h r e e ?  They a r e  (1 )  A r thu r  Ander­

sen  (2)  P r i c e  W aterhouse ,  and (3)  E r n s t  & Whinney.  The au­

d i t o r s  d i s t r i b u t i o n  i s  shown in  Tab le  29 .

(c)  WHERE ARE THEIR STOCKS TRADED?
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TABLE 28

Geographical D is tr ib u t io n  o* m u ltina tiona ls
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S T A T E Number %

( 1) New York 73 19 .0  %
( 2) 1 1 1 in o i s 47 12 .2  %
( 3) P e n n s y lv a n ia 31 8 .1  %
( 4) C o n n e c t i c u t 30 7 .8  %
( 5) Ohio 29 7 .5  %
( 6) C a l i f o r n i a 26 6 .8  %
( 7) New J e r s e y 24 6 .2  %,.
( 8) Mi c h ig a n 21 5 .5  %
( 9) Texas 16 4 .2  %
(10) M a s s a c h u s e t t s 15 3 .9  %
(11) Wi s c o n s in 11 2 .9  %
(12) Mi n n e s o ta 10 2 .6  %
(13) M issour i 7 1.8 %
(14) I n d ia n a 5 1 .3  %
(15) Maryland 4 1 .0  %
(16) North  C a r o l i n a 4 1 .0  %
(17) Oklahoma 4 1.0  %
(18) G eorg ia 3 0 . 8  %
(19) V i r g i n i a 3 0 .8  %
(20) Washington 3 0 .8  %
(21) Colorado 2 0 .5  %
(22) Delaware 2 0 .5  %
(23) Kentucky 2 0 . 5  %
(24) Rhode I s l a n d 2 0 . 5  %
(25) Alabama 1 0 .3  %
(26) A rkansas 1 0 .3  %
(27) Ar izona 1 0 .3  %
(28) FI o r i d a 1 0 .3  %
(29) Hawaii 1 0 .3  %
(30) Iowa 1 0 .3  %
31) Idaho 1 0 .3  %

(32) L o u i s i a n a 1 0 . 3  %
(33) Tennessee 1 0 . 3  %
(34) Utah 1 0 .3  %
(35) Washington D. C. 1 0 .3  %

T O T A L 385 100.0  %
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TABLE 29

A ud ito rs  D is tr ib u t io n  fo r  the M u ltin a tio n a ls

A U D I T O R Number %

( 1) A r th u r  Andersen 68 17.7 %
( 2) P r i c e  Waterhouse 65 17.0 %
( 3) E r n s t  & Whinney 49 12.7 %
( 4) P e a t  Marwick,  M i t c h e l l 47 12.2 %
( 5) Coopers & Lybrand 40 10.4 %
( 6) D e l o i t t e ,  H ask ins  & S e l l s 38 9 .7 %
( 7) A r th u r  Young 35 9.1 %
( 8) Touche Ross 19 4 .9 %
( 9) Main Hurdman 9 2.3 %
(10) A1exander G ran t 5 1 .3 %
(11) J .  H. Colm 2 0 .5 %
(12) David Berdon 1 0 .3 %
(13) Edward I s s a a c s 1 0 .3 %
(14) Geo S.  01 i v e 1 0 .3 %
(15) Laventbol  & Horwath 1 0 .3 %
(16) Moore,  Smith a  D a le 1 0 .3 %
(17) R o b in s ,  Greene a Horowi tz 1 0 .3 %
(18) Seidman a Seidman 1 0 .3 %
(19) W e in la u r ,  F i t z l y n  & Schab 1 0 .3 %

T O T A L 385 100.0

i 
i 

i 
i

i 
i

Of c o u r s e ,  most m u l t i n a t i o n a l s  a r e  b ig  enough t o  be l i s t ­

ed on t h e  New York S tock  Exchanges .  Some o f  them a r e  AMEX 

and OTC com panies .  See t h e  d i s t r i b u t i o n  o f  exchanges  in  Ta­

b l e  30.

(d)  DID VALUE LINE FORECAST THEIR EARNINGS’

F o r t u n a t e l y ,  i t  d id  f o r e c a s t  f o r  94.0% (362 /385)  o f  mul­

t i n a t i o n a l s .  That  makes t h i s  s tu d y  p o s s i b l e .  Tab le  31



TABLE 30

D is tr ib u t io n  o f Exchanges fo r  M u ltin a tio n a ls

EXCHANGE Number %

NYSE 348 90 .4 %
AMEX 13 3 .4 %
OTC 24 6 .2 %

TOTAL

i 
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100.0 %

shows t h e  d i s t r i b u t i o n  o f  V alue  Line  f o r e c a s t s  among f o u r  

y e a r s '  a d o p t e r s  (19 8 1 -1 9 8 4 ) .

TABLE 31

Value  L i n e ' s  F o r e c a s t s  f o r  M u l t i n a t i o n a l s

FISCAL FORECAST FORECAST YEAR
YEAR UNDER #8 UNDER #52 N/A TOTAL

1981 124 15 5 144
1982 142 9 14 165
1983 20 41 3 64
1984 2 9 1 12

TOTAL 288 74 23 385

(e)  HOW MANY COMPANIES USED U.S.  DOLLAR FOR THE ONLY 

FUNCTIONAL CURRENCY?
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Not many. Only 6.2% (24 /385)  o f  m u l t i n a t i o n a l s  d e c l a r e d  

t h a t  t h e  U.S.  d o l l a r  was t h e  o n ly  f u n c t i o n a l  c u r r e n c y  when 

t h e y  made t h e  a c c o u n t in g  change  o f  SFAS No.52.  These compa­

n i e s  d i s t r i b u t e d  more among l a t e r  a d o p t e r s .  O the rs  used 

some o r  a l l  l o c a l  c u r r e n c i e s  as  f u n c t i o n a l  c u r r e n c i e s  f o r  

t h e i r  f o r e i g n  o p e r a t i o n s .  See T ab le  32.

TABLE 32

D i s t r i b u t i o n  o f  Firms u s in g  U.S.  #  a s  t h e  on ly  F u n c t io n a l
Currency

FUNCTIONAL CURRENCY
FISCAL

YEAR U . S . $

1981 5
1982 8
1983 9
1984 2

TOTAL 24

YEAR
LOCAL TOTAL

139 144
157 165

55 64
10 12

361 385

( f )  DID FIRMS ANNOUNCE EARNINGS AFTER AUDITOR'S REPORTS WERE 

SIGNED?

Yes,  t h r e e  f o u r t h s  o f  t h e  f i rm s  d id  so ;  b u t  one f o u r t h  

d i d  n o t .  199 o f  t h e  385 m u l t i n a t i o n a l s  adop ted  SFAS No.52 

i n  t h e  f o u r t h  q u a r t e r  and had t h e i r  f i n a n c i a l  s t a t e m e n t  au­

d i t e d .  Among t h e s e  199 f o u r t h - q u a r t e r  a d o p t e r s ,  140 (70.4%)
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f i r m s  announced t h e i r  e a r n i n g s  AFTER t h e  a u d i t o r s  s ig n e d  t h e  

r e p o r t s ,  4 (2%) f i r m s  announced t h e  SAME d a y ,  and o n ly  55 

(27.6%) announced e a r n i n g s  BEFORE t h e  a u d i t o r ' s  r e p o r t  d a t e .  

The a v e ra g e  p e r io d  a f t e r  t h e  a u d i t o r ' s  r e p o r t  d a t e  i s  3 .6  

d a y s ;  and t h a t  b e f o r e  t h e  a u d i t o r ' s  r e p o r t  d a t e  i s  14.7

d a y s .  A p p a r e n t l y ,  management i s  e a g e r  t o  announce i t s  r e ­

s u l t s  a s  soon as p o s s i b l e ,  some even announced t h e i r  e a r n ­

i n g s  b e f o r e  t h e  a u d i t o r s  s ig n ed  t h e  r e p o r t s .  S ince  t h e  r e ­

p o r te d  income i s  proven t o  have in f o r m a t i o n  c o n t e n t ,

announcing e a r n i n g s  b e f o r e  t h e  a u d i t o r  s ig n e d  t h e  r e p o r t

might  make management f a c e  p o s s i b l e  l i t i g a t i o n .  The t im e

span between t h e  a u d i t o r  r e p o r t  d a t e  and t h e  e a r n i n g s  an­

nouncement d a t e  i s  r e p r e s e n t e d  in  T ab le  33.

TABLE 33

Time Span from A u d i t o r ' s  Repor t  Date t o  E a rn in g s  
Announcement Date

(A ud i to r ) - (W SJ  Date) SAMPLE MIN. MAX. MEAN • 
1

Q 
1 

• 
I

00 
1

< 0 140 -20 -1 - 3 . 6 3 .7
= 0 4 0 0 0 .0 0 .0
> 0 55 +1 +38 +14.7 10 .5

T O T A L 199 - 20 +38 - 1 . 5 10 .3

(g) DID FIRMS ANNOUNCE EARNINGS BEFORE MANAGEMENT SUBMITTED 

THE 10-Q ?



Yes,  most  companies  (168/183=91.8%) d id  so .  A ccord ing  t o  

t h e  SEC r e q u i r e m e n t ,  t h e  10-Q must  be f i l e d  w i t h i n  45 days  

a f t e r  t h e  end o f  each  o f  t h e  f i r s t  t h r e e  q u a r t e r s  o f  i t s  

f i s c a l  y e a r .  And g e n e r a l l y ,  i n t e r i m  r e p o r t s  t o  s h a r e h o l d e r s  

a r e  p r ep a red  b e f o r e  t h a t  d a t e .  Among 186 n o n - f o u r t h - q u a r t e r  

a d o p t e r s  o f  SFAS No.5 2 ,  t h r e e  f i r m s  a r e  dropped beca use  t h e y  

d i d  n o t  have t h e i r  e a r n i n g s  d i s c l o s e d  in  t h e  WSJ f o r  t h e  

q u a r t e r  o f  a d o p t in g  SFAS No.52 .  They a r e  S i m p l i c i t y  P a t t e r n  

Co. I n c . ,  P a x a l l , I n c . ,  and P e t t i b o n e  Corp.  Of 183 f i r m s  

w i th  e a r n i n g s  d i s c l o s e d  i n  t h e  WSJ, 167 (91.3%) announced 

t h e i r  q u a r t e r l y  e a r n i n g s  b e f o r e  t h e  management su b m i t t e d  

t h e i r  10-Q t o  t h e  SEC, one f i r m  on t h e  same d a t e ;  Only 14 

(8.2%) f i r m s  announced t h e i r  q u a r t e r l y  e a r n i n g s  a f t e r  t h e  

management s ig n ed  t h e  10-Q r e p o r t .  The t im e  span between 

e a rn in g s -a n n o u n cem e n t  d a t e  and 10-Q s u b m is s io n  d a t e  i s  shown 

on T ab le  34.

TABLE 34

Time Span from E a rn in g s  Announcement D a te  t o  10-Q Date

(WSJ D ate ) - (10Q  Date) SAMPLE MIN. MAX. MEAN S.D.

< 0 167 -34 -1 - 1 7 . 5 7 .1
= 0 1 0 0 0 .0 0 .0
> 0 15 +1 +19 +4.5 4 . 8

T O T A L 183 -34 +19 - 1 5 .6 9 . 2

IIIIIIIIIIII
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