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Do Stock Prices Rationally Reflect the One-year-ahead Earnings
Implications of Recurring and Non-recurring Earnings Components?

JIN Qing-lu1, DI Zheng-lin2

(1.Institute of Accounting and Finance, Shanghai University of Finance and Economics, 200433 China; 2.
Investment Banking, The Pacific Securities CO., LTD)

Abstract:Based on the sample of Chinese listed companies from 1999 to 2004, this paper investigates
whether stock prices reflect information about future earnings contained in the recurring and
non-recurring earnings components of current earnings. We find that the persistence of current earnings
performance is decreasing in the magnitude of the non-recurring earnings component and increasing in
the magnitude of the recurring earnings component. However, stock prices are found to act as if investors

“fixate” on earnings, failing to reflect fully information contained in the recurring and non-recurring
earnings components of current earnings. More specific, the market underestimates the persistence, or
one-year-ahead earnings implications, of the recurring earnings, but no mispricing on the non-recurring
earnings. The economic significance of deviation from market efficiency is further be assessed by
examining the returns of a trading strategy based on the magnitude of the recurring earnings component.
To sum up, our empirical results indicate that the regulations on the non-recurring earnings of CSRC do
improve the investors’  decision-making settings, and the regulators should do their endeavor to further
enhance the market efficiency in China.

Keywords: Recurring Earnings; Non-recurring Earnings; Stock Returns; Mishkin Test
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