NI ST ] &

63g-Ll> gLaULS a5 g 49

e Gl 9 SIS 3 50 dgw Slo ddlge O399 bogype )y y

s Alie LSSl Glgie

On the relevance of earnings components in

valuation and forecasting
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4 Discussion and conclusion

The analysis of informational relevance of earnings components in valuation and fore-
casting in Ohlson (1999) and Pope and Wang (2005) can be extended to non-transitory
earnings and a nonlinear framework to incorporate gains/losses. Suppose that aggregate
(core) abnormal earnings at time ¢ 4 1 is associated with aggregate (core) abnormal
earnings at time ¢ via a nonlinear function and in a Markovian system. Then the RIVM will
lead to a nonlinear relation between value of equity and aggregate (core) abnormal
earnings at time f. The nonlinearity of abnormal earnings and value of equity may be
characterized as option valuation components as documented in the prior literature
(Burgstahler and Dichev 1997; Yee 2000, 2005; Zhang 2000; Biddle et al. 2001). Although
a forecasting irrelevant earnings component is also valuation irrelevant in corresponding
type, i.e., FI-j implies VI-j (j = 1, 2, 3), Propositions 1-3 show that the converse is not
generally true. I investigate this issue by firstly c onsidering c onditions for dividend dis-
placement, and secondly the predictability of an earnings component for itself.
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