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The association between asset write-downs

and future security returns

Abstract

Nissim and Penman (2006), and Ohlson (2006) notice that extant GAAP mixes
both balance sheet and income statement perspectives in measuring earnings and thus
will decrease accounting earnings’ usefulness in securities valuation. For example,
asset write-offs are recognized under balance sheet perspective, and they not only
decrease current earnings,ibut will also increase the future earnings due to the
reduction in subsequent depreciation -€xpenses-accompanied by the asset write-offs.
The purpose of this study is to'address whether investors understand the implications
of decreased depreciation” expense«due to writesdowns recognition, and hence the
market will not react to the increase-irll: reported garnings in the following year. The
sample includes all U.S.A firms in Con;;%fdt database that recognized write-offs in
their financial reports during the period d?_:2_002-200_6. The security.return - earnings
change regression results indicate tha-t :jche decreases 1in._depreciation expense
accompanied by the v{:rit.e-dowfl recognitiontis positively related to security return in
the next year. The hedge returhrresults also support the findings of regression
analysis. As expected, hedge returns are significantly different from zero when based
upon write-down amount or the decreased depreciation expense. This is consistent
with that investors do not anticipate correctly the earnings increase after write-downs
period. However, this study also examines the future security returns for a sample of
firms reported goodwill write-down which has no effect on the subsequent earnings,
and finds the amount of goodwill write-offs is positively correlated with security

return in the next year. It means that the possibility of reversal of overreaction in the

year of write-down cannot be ruled out. Overall, the results are consistent with that



investors cannot assess the implication of asset write-offs for future earnings in an
unbiased way. To avoid the misevaluation by investors, the accounting standard
boards might want to consider adopting the pure income statement approach in

earnings measurement (Ohlson, 2006).

Keywords: asset write-downs, balance sheet perspective,

income statement perspective, earnings measurement
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We hear over and over from corporate managers that_the market cares only

about the next quarter’s earnings. When valuing companies, investors are said

to do little more than apply a relative P/E multiple to trailing next year’s
projected EPS. (Trevor Harris, in an investor roundtable sponsored by Coulmbia
University’ s Center for Excellence in Accounting and Security Analysis. New

York, December 8, 2005.)
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REDMOND, Wash: =~ January.24;-2008 — Microsoft Corp. today announced

second quarter recordsfor_revenue, operating income and diluted earnings per

share of $16.37"billion, $6:48billion and-$0:50, respectively.;Compared to the
year ago period, these figures’ r.epresent grovvth of 30%, 87% and 92% for

revenue, operatingincome and dllﬂi‘t'ed earnlngs per share, respectively.
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B AR ES Kb Wilcoxon Test P value

N Mean Median % Negative N Mean Median % Negative Sign® Mean” Median”
BVE,, 1989 2118.89 358.15 0% 9682 1304.64 198.21 0% + <0001 <0001
MV, 1962 5726.51 684.83 0% 9533 3578.10 423.50 0% + <0001 <.0001
TA, 1989 6048.74 738.78 0% 9682 3576.94 396.77 0% + <.0001 <.0001
ROA,, 1989 -0.005 0.022 9682 0.011 0.034 28% - <0001 <.0001
ROA, 1989 -0.013 0.019 -|. j" = '.|I",:- 9& 0.024 0.041 23% . <0001 <.0001
ROA,, 1989 0.009 L 300/ . 0.027 0.044 23% - <0001 <.0001
AROA, 1989 nmz-i:'&ms i B *M% .é b@z“*?' - 0.024 0.041 23% . <.0001 <.0001
CFOTA, 1985 0.0k, 0078 ¥ 8% 9666 -q:on 0.087 16% - <0001 <.0001
CFOTA, 1985 .:3':868 r ;f 0,077 9668 l:""':'.__ o_(:p;g% 0.087 15% - <0001 <0001
CFOTA, 1976 0.07 ""n,,::" 0.080 0.086 16% - <0001 <0001
AROA, 1989 h -0.007 0.013° & 0.006 41% - <0001 <.0001
AROA,; 1989 10.022 0.003" 0.003 46% + <0001 <.0001
AAROA, 1989 [y 0,003 1 013 . 0.006 41% - 0.0011 0.2293
AAROA, 1989 g%'r-, 0003, 0003 46% + 0.0002 0.0015
ACFOTA, 1982 -0.003 Q_E)O'l'l . 0000 50% - 0.1255 0.462
ACFOTA, 1973 %0 0001 | 20.001  -0.002 53% + 0.0425 0.0082
Price., 1967 . 20350 2-15150 0% + 0.0024 0.0186
Price, 1989 o 20051 1416320 0% - 0.2028 0.2199
Price.., 1989  23.067 18.625 0% + 0.8635 0.8987
ARET, 1966 | 0205 . 0.105 41% - <0001 <.0001
ARET,, 1986 0.403 0150 34% + 0.004 0.0676
wp o 2l o
" Wilcoxon Test 5.5 2 # » 4 447 '»’T,-ré# 1 h""
CREEKRIZDE :-.' .'--.,lI
CRBAE iy
BVE., BPIR AT T~ i R 2 £ b Ay r-.,,l:
MV, AR - & AR E o %A + A5
TAu RIS D - & RATAIES l% (f'

| b o

ROA RAR B - £ R (1) 1:3%&5:@ 5 i’i.ﬂ{’ﬁ*} GrE RTGT A AT -
AROA, FVRAE & £ 2 F AP -#Ji»f%“ "‘rﬁiii-':ﬁﬁ'éﬁﬁi“ B %%a
AROA,., #A’tflzﬁkéi—kii?‘é_ﬁﬁ’“19&"“@‘“%?#313‘:5- PRI S T
AROA, B £ FAFPE A 1;
AAROA, ALY E 2 Eiﬁﬁ“’*#ﬂ*ﬂ*‘/ﬁ\#ﬁﬁﬁi @{ 20208 ﬁ_-i:-k'ﬁ* C R E R ERLTARFRRIE L ew o
AAROA, kﬂiffiiﬁﬁ”’*#ﬂﬁ*“zﬁﬂfﬁf'%*‘fﬁ;ﬁ?— '&”?é %fh PP ERE R ERZT ARSI FRRL e o
CFOTA HAFE D - ERC-D-F 2RO~ FERGHD R F Eﬁufmi'/ MEERZTEBRT AL
ACFOTA, VARG # R AP ?@ﬁfﬁ%#ﬂf'llbxﬁ f%? #ﬂiﬁf*‘w—ﬁ&’ Bhodg e
ACFOTA,., RGP FER KD Y ERE TR IE I TIOF R RN AR £ R BBk
PRICE BAFEF- 22D Fr2AM S & ;a(t+1)7 SRR
ARET, ROV ERMED Gt ¥ 8RS R B MMERFI Lok o £ R2 R > Db d- EERLK
ARET, #7)
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2= ROIFHFFLA LD FEF MR

Panel A HF|FFEZTEIHFT ﬁﬁﬁﬂ*ﬂ’u#w%—» [ e
ROA, = a, +oROA +a,D
DEPA,,, =, +a,DEPA + «,D
N o o Adj. R?
= tE 7 e t f
ROA 11451 0.70 104.37 0.008 3.830 0.49

o

DEPA 11451 0.79 156.69 -0.002 2.110 0.68
Panel B FARFF2Z L7 | B AN FAFPEFE T HF2 Bl iE
(24 »)

ROA,,, =, +1ci51 RP&[—E&W%@,{U{ e
DEPA ., —.qdﬂ--alDE%i+a2 E: --;--._

L I [

LT
ROA h . : h ) 4:,*‘?_4_}9
DEPA . . e o
o ¥ |.-"-'-I 7'6-§
Panel C *-’*g/m F% 43 g M
g |
L ™ .-..ll
H :-Ehﬁ-
Adj. R?
i
ROA A : 18 0.44
DEPA S ;30 3. 34 _,iig_fsg' 0.74
|_-. . ..-_- Cd
CiEy ey P e o
;fupq : - e
1.8 He Uk
DEPA, 5t thI 4T E R * &30 12 TR A T ;Fr??' 238 d R

DEPAw1 &7 4 ¢ 247 152 44 § * (data #125) - ir"r‘mz\ 2R ARS G
(data #65) - % \;ﬂ—'% o PR IE A Y 2192 4 8 97 (data#14) -

D R FEEWSE G RAFT AR 0 RID=1; FRID=0-
WDTA, : 330 5ty e 5 2 ?é FaW (R 0E) P ToRTELY

2R o ERLRRE EHERLE -
3 AL RS RRE L Rk BUEA 1960 47 AI%KET R HF -

oy
°
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o FIRFIFTARFEAERZITER Y EEIDP o B

Panel A #% 7| F A B4p ™ *# 73—1#‘?%? # —?’i’:'fﬁﬂif‘?%:? *gEe 2 Mg
DEPAi,t+1 =Q, +a2DEPAi,t +a;AM it T €t

N o o Adj. R?
% #ic t B % #ic t B
1949 0.81 70.84 1.00 411 0.737

Panel B £ 7| F A R4 A " M2 3T * S B B apP2L Bk e
ROAi,t+1 =a, +a,ROA | +a,AM its1 T €t
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I RAIFHFEFEARIFPFLEFZRFHEP R
#ORE R . Wilcoxon Test P value TT Test
N Mean i B . -g-FM_ lia S : Mean® Median® t & ©
CARy, 983 0.041 X <.0001 <.0001 6.33
CAR; 1022 0.080 0.086 2.52
CAR 1029 0.227 0.140 -2.09
CAR¢+ 142 749

- .‘ X . U . E
0312 & %gﬁ . E§3% 1.19

o

* Wilcoxon Test 855 i #c > 4 7 #& 7R 4F &

PREERERLpE

% pooled 2. t BT EF ctEL L AT

RRTE

CARy, © & Fama and French (1993).

CAR; : & Fama and French (19 .

CARy : i Fama and French (1993 L H

CARy 2 *  i% Fama and French (1993)z. + : A 2 - AT e o
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27 CERGIFARTHEGFEML BT (K0 HRAFFLER?)
Panel A EERINZFT AR EGFHEGFM2ZBE
B=a,+aWDPS;, +¢,
B N 0o o Adj. R?
rE 8 t B Gl Ot E

CAR, 1029 0.10  4.84 391 1.79 0.0022
CARy 1022 020 1033 -6.63  -3.31 0.0096
CARy 112 749 031 852 124 -0.35 -0.0012
Panel B FIRRAN T AR D 2 %iiﬁ)i;}»r%; S LRS-

B Adj. R?
CAR, ! 0.0038
CARy 0.0099
CARy 112 0.0012
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Panel C Al B AGFHFRL > R LI AT %f,’pf’ R A Fog? =3 PR i JFEY 2B R
Cari,t+1 =a,+ a1UEi,t+1 + a2WDPSi,t + &
Cari,t+1 =a,+ aIUEi,t+1 t+a, AMPSi,t+1 t &t
value relevance
N 0o test a1+0,=0 Adj. R?
Gl t aitan F i
WDTA 1029 0.19 0.0455
AM 1029 0.19 15.45 28.98 0.0492
Panel D Al 8 ATEH B AR
Cari,t+1 =a,+ aIUEi,t+1 +
value relevance )
%o test a;-+03=0 Adj-R
i dc t & [ o+os Il;_
0.19 11.20 B ) .39 -10.73  5.48 0.0499
R
UE.:% tHl  F 42 5 t R IRIED T2 EHAATER YR 2Bt PP ki hh g
BTz o BB T a8 42 42 %
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= Rl TIORIERE S

Panel A AT ER ¥ R E A ik

VEMN :”‘_& _i 0l

g (L) #5 N AR RS
%

R ITERY BRF A b2 ¢ il A
1 0.2% 258 0.35 0.18
2 0.05% 0.23 0.11
3 0.02% 0.15 0.06
4 0.005% 0.18 0.12
Wk b
t 2
Panel B FHLBRT 0

RN

1 1.01%

2 0.29%

3 0.11%
4 0.04%
W e b

t i
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Panel A 4xit

F A

A AT ET FARTRIRI BB R R AE 2 B
UEt+1
N T g '[_l_ ,,ﬁn.::g =
627 0.3495. 1__-* 0 1913 a0 .;“ _0.0007
Panel B "% 47 9 22 A SE 9 46 ~ R Af & *éw?ﬁ"’* i '-ngwm lii
Ca..i‘.,l‘:tl
@,Hl -
Tl value relevance .
Ty
N = 0'-;.1':_',"- test 0y+0,=0 Adj-R
i i o+ F g
WDPS 627 0.31 0.0815
AMPS 627 0&1 bl -31.71 48.63 0.0941
Panel C "L R vy KFE P @ 48 ~ AR #}?'f%%
%‘l,tﬂ
. a.i:;:ﬁ- y value relevance Ad R
0 1.'-".! - test o-03=0 J:
i -2 t & % fic g, . = = ; 010 F @&
030  11.96 1.68 3.§b‘-' W 060:7 054 lﬁ-?i 28 -27.10 7.88 0.0931
. i
- " T -!u. ol

B HH R
UE: M 2R - L9 2T RIT § T 2RI FHET - £ u*"" PHRFHFH FIAFHRH - TS tHPH A G T
EReiB i 22421k




34 RABFIFLEZDI Y EE 02 Bl

Panel A RFRFLFEHZPFEFIF a2 il
A, =% +taA +a,D;

A N o o Adj. R?
GE tE Gkt
AROA 11451 0.71 104.97 0.00 0.31 0.49
CFOTA 11451 0.69 101.59 0.00 -1.79 0.00

Pancl B FARIFIEL £ [ 2P R R FFS e it (230 4)

Ay =@ F el qfw;wa@n

A .:N“ 5 % al.%:' -3:,;.5_ o Adj. R?
-i.;', % t g Gt

%1 I
AROA [ L2 0.49
CFOTA-':E,'- = 54 299 0.48
Panel C F A R4 % 230 + LIENE P SRR
= =
A w®  Adj.R?
— =
- i i {_ t f‘El'!El'
- e ]
AROA. “7~ (] o . THh078 044
o 2 b it
CFOTA . . ) 1.90 0.48
L
¥ el 'rhll
Panel D @ﬁﬁ %&M(ﬁwﬁﬁﬁ*’ﬁ*)
A o Adj. R?
% t &
AROA 1952 0.63 37.35 0.66  1.14 0.45
CFOTA 1952 0.72 41.35 213 3.93 0.49

1 B2 2EF A2 A2
2FR G e r R RREE A ERLE -
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2L RPN R B OR G ATIEAR 2 B

Car,, = a, + @ ACFOTA ., + &;WDTA , +¢&,..,
Car,,, = a, + ,ACFOTA, +a2AM,, +¢,,.,

N (o1 o o
7 e t @& GE ot E Gl t®
WDTA 1027 0.20 1040 047 220 -6.55 -3.28
AM 1027 0.20 11.63 0.53 244 2133 -3.49

0.0134
0.0148

1. $#z Tak -3 &=
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FL- e VR R AR RIS

Panel A VLB AR s B RORTE R R AR B 2 R
N Mean Median
RET., 1917 0365 0212
RETi,t+1 =a,+aUE;,, +
A N 0 Adj. R?
WDTA, 1917 154 0.1636
AM 1917 1 0.164
Panel B MR R R ERGERT
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R L A

MR EGFAREH R D T IBRT A A2 B KL A Bikdy

%%ﬁ“>( ) BAE N BAR S E R 2 R
o GRIF £/ T A2 Y ) bt A S
1 3.5% 339 0.21 0.07
2 0.6% 338 0.21 0.09
3 0.2% 339 0.15 0.08
4 0.07% 338 0.13 0.07

0.00

A Ly E R AR T RE ™}
W TR R s 15 4
/ﬁ“#ﬁ”’k—i&* F i

oy AL R
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Lz S ERIPRERFEHENEML S (K BRI L LR A)

Pancl A & £3a7l2 pRRI £ FHERFPIL P T
B=¢,+ a’lGWPSi,t +&,

_B N )
G t B
CARy, 350 0.07 231
CAR; 366 0.12 3.52
CAR 375 0.21 6.42

Pancl B frdl=c¥) 2 i 4 415 >
Car,, =a,+aU

Oo

GWPS 375 0.20 6.17

IR 3 S
GWPS,: & £ % t 7|2 5 wp B4
UE.,; ' % t+l .ﬁ}’,é:—fl]ff-’gﬁ t‘»ﬂpﬁ'z']'f‘é%,ﬁk#ﬁ'ﬁ L

QH T EEL S A AT R

72



