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Accrual Anomaly, Earnings Quality and Stock Returns
——Evidence from China

LIN Shu, HU Yashuang, SHE Mingyuan, LIU Yajing
(School of Business, Nanjing University, Nanjing 210093, China)

Abstract: By using the financial data of A -share companies listed on the China stock market from 1998 to 2007, we examine
the existence of “accrual effect”. In addition, we first explore the relationship between the individual components of accruals
and future stock returns, thus checking the possibility of the three hypotheses which give an explanation of “accrual effect”.
The bulk of the evidence fits the hypothesis that accruals reflect managers’ manipulation of earnings, but also explains all the
details that requires compromising the three hypotheses. Then we use a model to extract the discretion of the accruals, finding
that market under-react to the manipulation of earnings. The result of check with accruals within the same industry demon-
strates the same conclusion.

Key Words: accrual anomaly; stock returns; management manipulation; market under-reaction; investing strategy; account-

ing accruals; earnings quality; earnings manipulation
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