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Abstract

This paper examines the valuation effect of discretionary accruals for Japanese firms, taking into ac-
count the book value of equity. Consistent with US evidence, the Japanese market prices discretionary
accruals, indicating that discretionary accruals enhance the value relevance of reported earnings. This
value relevance is lower for cross-held firms, consistent with the view that cross-business sharehold-
ing aggravates tunneling or managerial opportunism through discretionary accounting choices. On
the other hand, foreign shareholding and bond financing provide effective monitoring on managerial
discretion of profit firms to enhance the valuation of discretionary accruals.
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1. Introduction

The role of accruals to reflect firm performance has been a subject of accounting research
for years. Yet, there is no consensus as to whether managerial discretion over accrual
choices within the latitude of accounting rules enhances or distorts the informativeness of
reported earnings. On one hand, information asymmetry between management and other
contracting parties allows management to use discretion over the recognition of accruals to
signal their private information. Managerial discretion could improve the value relevance
and informativeness of earnings if it represents a credible signal of manager’s private,
superior information about future profitability of the firm (e.g.,Dechow, 1994; Healy &
Palepu, 1993; Watts & Zimmerman, 1986). Under this circumstance, an efficient market
should value discretionary accruals. Consistent with this,Subramanyam (1996)provides
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evidence that the stock market prices discretionary accruals, and discretionary accruals
predict future profitability and dividend changes. In addition, there is evidence supporting
the stance of the FASB that accruals can mitigate the timing and mismatching problems
in measuring short-term cash flows and hence can better improve the ability of earnings
to measure firm performance. For instance,Barth, Cram, and Nelson (2001)andDechow
(1994)conclude that accruals, on average, have incremental information content over cash
flows.

On the other hand, information asymmetry allows managers to manipulate discretionary
accruals to maximize self interests so as to increase earnings-based compensations, re-
lax contractual constraints, or avoid debt covenants violations, etc. (e.g.,Healy, 1985;
Holthausen, Larcker, & Sloan, 1995; Watts & Zimmerman, 1986). To the extent that man-
agers opportunistically manage accruals, reported earnings would be distorted and become
a less reliable and informative measure of firm performance than cash flows. For instance,
Warfield, Wild, and Wild (1995)report a negative association between the information con-
tent of earnings and incentives to manage accruals.Defond and Jiambalvo (1994)find that
firms inflate earnings 1 year prior to covenant violations. Despite the foregoing, extant liter-
ature documents that sound corporate governance reduces the likelihood of misstatements
arising from fraud or errors, as well as helps restrain management opportunism (Beasley,
1996; Dechow, Sloan, & Sweeney, 1996). Corporate control and monitoring forces, such
as quality external auditing, internal auditing, independent board, and audit committee, are
found to be effective in restraining managerial opportunism. For example,Becker, DeFond,
Jiambalvo, and Subramanyan (1998)document that the level of discretionary accruals is sig-
nificantly lower for Big 6 than for non-Big 6 clients. For the US market, Klein (2002) finds
that abnormal accruals are negatively related to audit committee and board independence.
This suggests that independent boards and audit committees are effective in monitoring the
corporate financial reporting process, deterring opportunistic earnings management.

While prior studies have examined the informativeness of accruals, they have paid less
attention to corporate ownership and financial structures that can potentially affect the val-
uation of accruals.Jiambalvo, Rajgopal, and Venkatachalam (2002)provide evidence that,
on average, firms with high institutional ownership are more likely to have stock prices
leading earnings, which is consistent with the view that institutional investors have better
information acquisition and processing capacities. However, their focus is not on iden-
tifying if the discretionary component of earnings is value-relevant and affected by the
structure of ownership. Extending on extant literature, this paper examines the pricing of
discretionary accruals in Japan. The unique corporate ownership structure of Japan pro-
vides motivation for examining the impact of cross-held ownership, foreign ownership,
keiretsu affiliation, and bond financing on accruals valuation. Japanese firms are typically
cross-held by other business corporations, which bond together to form industrial conglom-
erates calledkeiretsu, with financial institutions having substantial stakes and assuming the
dual role of equity-holders as well as debt-holders. Member firms in the keiretsu maintain
close finance, business, and personnel ties through cross-shareholding, mutual loan guar-
antees, interlocking directorates, and various business tradings (e.g.,Gilson & Roe, 1993;
Hodder & Tschoegl, 1993). As such, managerial opportunism can be restrained effectively
through informed monitoring by member firms, rendering reported earnings more informa-
tive. Consistent with this,Douthett and Jung (2001)report that keiretsu firms have smaller
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