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| ncome Statement Classification and

Earnings Predictability

Conrad C. Chang

Abstract: In general, multiple-step income statement classifies current earnings
into three earnings components: operating income, non-operating income and
extraordinary income. The extents of earnings persistence for these earnings
components are not the same. Earnings persistence means the extent of an
earnings component that can persist into future periods. Operating income
usually enjoys higher earnings persistence than non-operating income.
Non-operating income has higher earnings persistence than extraordinary
income. Thus, the classification of income statement can help investor to predict
future earnings.

Since many firms on the Taiwan Stock Exchange own many important
investee companies, especially those that are qualified to use equity method to
account for investment income. If the investee companies perform wel, the
investing companies can recognize significant amounts of investment income
every year. Since the prior accounting research has not examined whether
investors can improve their earnings forecasts by using the persistence level of
each earnings component, especially the investment income, this study finds the
following empirical results:

1. By utilizing the persistence levd of each earnings component, investors

can improve their ability to explain current earnings.

2. By utilizing the persistence leve of each earnings component, investors

can improve their ability to forecast future earnings.

3. After considering the impacts of investment income on future earnings,

investors can improve their earnings forecasts.
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TAX (0.73) | (-139) | (0.16) | (25" | (082) | (21)* | 0199
0.2034 | 0.2077 | 0.1505 | 0.1672 | 0.1904 | 0.1895
EXTRA 153 | 279)* | (L99)* | (229)* | (2.50)* | (2.a9)* | 01848
wiFAFE | 1865¢ | 2282 | 2436¢ | 2782¢ | 2053 | 2665 | 2497
ARERE | 36.88% | 38.78% | 37.94% | 39.43% | 39.85% | 36.98% | 38.31%
AIC 5680 | -6523 | -7263 | -7806 | -8134 | -8276 | -7280
siC 5678 | -6521 | -7261 | -7804 | -8132 | -8274 | -7278
A 1271 | 1436 | 1588 | 1705 | 1778 | 1811

*hoTiE DR F R (O St 2RI AFERE Lo AIC 5 Akaike’s information
criterion ; BIC i Sawa’s Bayesian information criterion

25 FRES(Z)LeFA GRS

ERE R 82 83 84 85 86 87 | T
@® FpER | 7681 | 77-82 | 78-83 | 79-84 | 80-85 | 81-86
BRBE L

0.0296 | 0.0269 | 0.0331 | 0.0321 | 0.0255 | 0.0360

B IER 6.38)* | (6.68)* | (9.02)* | (9.16) | (7.52)* | (11.2)* | 00305

o 05445 | 0.5692 | 05381 | 0.5045 | 0.5890 | 05706 | 5577
(19.0* | 21.7)* | (22.6)* | (25.8)* | (28.3) | (27.5) | &
0.4873 [ 0.3021 | 0.1599 | 0.3074 | 0.3659 | 0.3838

INVEST | g 66)* | (5.15)* | (2.46)* | (3.95)* | (4.80)* | (5.18) | 0-33%4
0.2547 [ 0.2010 | 0.1292 | 0.1090 | 0.0869 | 0.1134

OTHER | 654 | (5.04) | (3.38)* | (2.75)* | (2.06)* | (2.56)* | 01490
-0.0542 [ -0.1661 | -0.0206 | -0.3070 | -0.0743 [ -0.2169

TAX (-0.38) | (-1.22) | (-0.16) | (-2.3) | (-0.66) | (-1.94) | 0139

ExTRA | 02074 [ 0.2048 | 0.1501 | 0.1626 | 0.1825 | 0.1840 | 4 1810

(L57) | (2.74)* | (1.99) | (2.23)* | (2.40)* | (2.43)*
wfFAFE | 153.1% | 1831 | 104.8* | 224.2¢ | 232.4* | 2162 | 2006

BEBR 37.45% | 38.83% | 37.91% | 39.58% | 37.91% | 37.29% | 38.16%

AlC -5690 | -6523 | -7262 | -7809 | -8142 | -8284 [-7285.0
SIC -5688 | -6521 | -7260 | -7807 | -8140 | -8281 |[-7282.8
R~ #ic 1271 1436 1588 1705 1778 1811

*hor ik DYREF KM (O St 2RI AFLRE 1o AIC 5 Akaike’s information
criterion ; BIC 5 Sawa’s Bayesian information criterion
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f22_ t5 » SALE -~ COGS - SGA ~INVEST 2 OTHER 3oi: i 5 # jaf§ = &
R eifiis 15 (NI)> @ 2 SALE~COGSSGA 2 it it #ic¥f #h + ** INVEST
shie fF il 0 T INVEST #hie ff thdic™ « 0 OTHER i fF ihdic > B 7
SALE ~ COGS ~ SGA #7 & % 2. #4341+ > INVEST 2= » @ OTHER
BIEEZ] 5 = o w § > TAX 2 EXTRA chiddiciz 5 4 %é%ﬁ%’ k& o 55 p
BRI )RmETEA B BRHEITFE . EToa s RS
30.57% 5 ivvs & AEFERIHN (v )T se3 A 15 RP > ® H T35 AIC(-7311.2)
% SIC(-7309.2) 7= vv F Bl B3N (2 )| o

%6 RENT)LeFATRI RS
PRE R 82 83 84 85 86 87 T

g FTHER | 76-81 | 77-82 | 78-83 | 79-84 | 80-85 | 81-86
TR

. . 0.0242 | 0.0192 | 0.0265 | 0.0239 | 0.0144 | 0.0256
A RETE

@74y | @45 | (670 | (620 | (385" | (697 | V%%
0.5372 | 0.5492 | 0.5218 | 0.5743 | 0.5576 | 0.5472
ALE (18.84)* | (20.69)* | (21.43)* | (24.47)* | (26.26)* | (25.73) | ©->47°
coGS -0.5365 | -0.5461 [ -0.5202 | -0.5721 | -0.5539 | -0.5462

(18.6) | (203" | (209 | (:28.9)* | (:255)* | (25.1)* | FFP
SGA -0.5060 | -0.5145 | -0.4837 | -0.5280 | -0.5014 | -0.4824

(-16.6)* | (-18.1)* | (-18.4* | (-20.6)* | (-20.6)* | (-18.9)* | "O-20%7
0.4963 | 0.3134 | 0.1717 | 0.3159 | 0.3849 | 0.4098

INVEST | g a5y | (5.38)* | (2.65) | (4.10)* | (5.12)* | 5.57)* | 23487
0.2637 | 0.2242 | 0.1395 | 0.1257 | 0.1066 | 0.1147

OTHER 1 677y | 5.62* | (366)* | (3.18)* | (2.56)* | (2.60) | 01024
20,1605 | -0.3051 | -0.1407 | -0.4318 | -0.2035 | -0.3107

TAX -110) | (-22)* | (-1.06) | (-33)* | (-1.80) | (-2.7)* | 0287
0.2083 | 0.1831 | 0.1298 | 0.1371 | 0.1501 | 0.1489

EXTRA | (158) | 247y | (1.73) | (190) | 2.00* | (197)* | ©-15%

eipiFs (121 [1368 [ [iore [ e | 151

AR 37.98% | 39.85% | 38.73% | 40.66% | 41.78% | 38.43% | 39.57%

AIC 5699 | -6545 | 7281 | -7838 | -8189 | -8315 | -7311.2

SC 5697 | -6543 | 7279 | -7836 | -8187 | -8313 | -7300.2
P 1271 | 1436 | 1588 | 1705 | 1778 | 1811

*A 7 BB ERE ()N A tE - L HETRFERA Lo AIC 5 Akaike’s information
criterion ; BIC i Sawa’s Bayesian information criterion
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EiRIHC (- )AFE 0.0803 | 0.0422 | 0.1478 0 2.5021
E R (= )AFE 0.0798 | 00419 | 0.1473 0 2.5010
3R HE5 (= )AFE 0.0781 | 0.0408 | 0.1447 0 2.4822
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Wilcoxon
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