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1. Introduction

We sincerely appreciate the constructive comments from Prof. Heibatollah Sami, which
are helpful to improve the quality of our paper. His rigorous criticism compels us to review
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the institutional development in China in every detail. We are especially grateful for the
tremendous effort and time Prof. Sami invested in understanding the continuous changes in
accounting standards and other related institutional environments in China's emerging and
transitional economy. It is a very hard topic, even for the Chinese professors who have
been involved in this field for the sample period.

Our response addresses several areas where we largely agree with Prof. Sami, but have
different views on the research method employed, analysis made, understanding on the
institutional background, and conclusions drawn. We make five central points below.
2. The division of time span of the investigation

We agree with Prof. Sami's opinion that some significant events, including the
disaffiliation of accounting firms from their sponsoring bodies and issuance of Independent
Auditing Standards (IAS), will improve the auditing and accounting environment. And it is
reasonable to expect that the betterment of auditing and accounting environment will
improve the quality of financial information. Although Sami and Zhou (2008) and Gul,
Sami, and Zhou (2009) verified that the implementation of auditing standards in 1997
improved the quality of the information environment in the Chinese markets, we have to
admit that the disaffiliation of accounting firms from their sponsoring bodies and the setup
of IAS were not completed within two years (1997–1998), as it says in the papers of Sami
and Zhou (2008) and Gul et al. (2009).

By tracing back the literature and related documents issued by the government, we have the
following findings to illuminate this issue. The first batch of IAS, which includes 1 fundamental
IAS, 7 detailed IASs, and 1 Statement of Independent Auditing Practices (SIAP), was issued by
the Ministry of Finance (MOF) in December 1995 and formally implemented on January 1,
1996 (MOF, 1995). Later on, the second batch, including 8 detailed IASs and 3 SIAPs, and the
third batch of IASs, including 9 detailed IASs and 2 SIAPs, were issued by the Chinese
Institute of Certified Public Accountants in 1996 (CICPA, 1996) and MOF in 1999 (MOF,
1999a), separately. Therefore, the complete system of Chinese IAS was set up by the end of
1999.

The disaffiliation of accounting firms formally started from the April 1998 (MOF, 1998)
and lasted for almost two years until the end of 1999 (Liu & Lin, 2000; Zhong, 2000) when
the MOF issued the announcement mandating all accounting firms to disengage from their
affiliated bodies by the end of 1999 (MOF, 1999b). In addition, Gul et al. (2009) finds that the
disaffiliation program introduced by the Chinese government has not significantly improved
auditor independence, as both auditors' independence for listed firms audited by affiliated
accounting firms and non-affiliated accounting firms increased at the same period. They
attribute this improvement to the increased surveillance by regulatory bodies.Wang and Chen
(2001) find that the auditing independence in 1998 has been improved compared with 1997,
and investors do not conceive that accounting firms' disaffiliation and reconstruction has
improved auditing quality. Their empirical results further support investors' judgment. They
even find auditing quality decreased after accounting firms' disaffiliation and reconstruction,
and they attribute the reason of the improvement of audit independence to the risk avoidance
after disaffiliation and the decrease in auditing quality to the pressure of market competition.
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On the other hand, other significant events in accounting also occurred during that period.
The Ministry of Finance, the accounting Standards setter, issued the first specific accounting
standard, Disclosure of Related Party Relationships and Transactions, in 1997 and issued the
other specific standards in the following years, that is, 3 in 1998, 1 in 2000, and 11 in 2001
(MOF, 2002).

Based on the aforementioned information we do not think that separating 1997–1998 as
the disaffiliation and specific accounting standards period is appropriate.

3. Measures used to decompose net income and book value

For the comment that “They decompose net income into net income before FVA and “profit
and loss” due to fair value adjustment, which is measured based on FVA application to trading
securities,” we have the following consideration and believe it fits China's real situation.

According to the Chinese Accounting Standards for Business Enterprises (ASBE) 22,
Recognition and Measurement of Financial Instruments, the amount of fair value changes in
trading securities is required to be disclosed as a “Profit and Loss from Fair Value Change”
item on the Income Statement, and the amount of fair value changes in financial assets
available for sale is required to be disclosed as a “Net Changes of Fair Value in Financial
Assets Available for Sale” item on the Statement of Changes in Stockholder's Equity. The
amount disclosed in Stockholder's Equity could not be transferred into income statement until
the financial assets available for sale is terminated, or impairment loss is recognized. Actually,
financial assets are classified into 4 types according to the ASBE 22 (MOF, 2006): financial
assets measured at fair value, with the changes of its fair value disclosed on the income
statement; financial assets available for sale; financial assets held for maturity; and loan and
accounts receivable. Chinese-listed firms also disclose their accounting policy for financial
assets based on the ASBE 22 in their annual report. Therefore, we can find the four types of
financial assets by reading the annual report and manually collecting the data in our testing
period. Fair value changes in financial assets available for sale are required to be disclosed in
the stockholder's equity before termination or impairment before the end of 2008 and other
comprehensive income from 2009. Financial assets held for maturity can be reclassified as
financial assets available for sale; therefore the fair value changes in financial assets held for
maturity could either be reported on the income statement or statement of stockholder's equity,
depending on management purpose, before the end of 2008 and other comprehensive income
from 2009. That is why we can collect fair value adjustment data for financial assets held for
maturity in the statement of stockholder's equity under the item of “Net Changes of Fair Value
in Financial Assets Available for Sale.” For rigorous study, it is more accurate to indicate that
“FV adjustment on Financial Assets Available for Sale is collected from the item of Net
Changes of Fair Value in Financial Assets Available for Sale.”

We agree that “the net income includes not only the fair value adjustments on trading
securities, but also the fair value adjustments on available for sale securities if these are deemed
permanent.” By reading annual reports, we find that the increase of fair value in financial assets
available for sale is disclosed on the balance sheet and the statement of stockholder's equity
respectively; the decrease of fair value in financial assets available for sale is also disclosed in
the same way before the end of 2008. For example, the 2008 annual report of Shenzhen
Zhenye (Group) Co. Ltd. (No. 000002) reveals that the fair value of financial assets available
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for sale in 2008 decreased by 296,520,688.30, which accounts for 1.70% of its total assets and
100% of its total financial assets; there is no additional purchase or sale of the financial assets.
The firm explains that the only reason for the decrease of its financial assets available for sale is
the drop in the stock price held by Shenzhen Zhenye (Group) Co. Ltd. from 23.09 RMB to
5.84 RMB per share. The firm disclosed this decrease both on balance sheet (financial assets
available for sale decreased 296,520,688.30, and the corresponding deferred income tax
liability decreased 53,087,347.70) and statement of stockholder's equity (decreased
243,433,340.57). We understand that when financial assets available for sale are terminated,
the amount disclosed on the statement of stockholder's equity should be transferred to the
income statement. However, this amount is not fair value change in the terminating period, but
the adjustment for fair value changes in the earlier period, and should not be considered for fair
value adjustment in the terminating period, according to ASBE 22.

We agree that the decomposition of book value should consider both fair value changes of
trading assets and available for sale assets. Therefore, we performed an additional test by
deducting both trading assets and available for sale assets from book value to get the book
value before fair value adjustment and fair value adjustment. We find this change does not
affect our regression results and conclusions. We rerun Table 4 below and the related tables,
and we have made a corresponding revision in our paper. We find that the only change in the
revised Table 4 is themean BADBVPS, which changed from 3.59546 to 3.59280. This change
only affects Tables 11–13. The only change in Table 12 is the coefficient of PLFVCPS,
which is less value-relevant and becomes statistically insignificant. This change further
supports our conclusion that the adjustment of FV does not have incremental explanatory
power on share price. The revised Table 13 evenmore clearly discloses that FV adjustment on
book value does not have any explanatory power on share price. These results provide
evidence that the application of FV does not contribute to the improvement of the combined
value-relevance of earnings and book value. We appreciated Professor Sami's suggestion.

4. The selection of industries

Considering the length of the article, we are sorry that we did not describe in detail why
we choose the four industries for our test. We further elaborate the reason here and in the
revised version of the paper. Based on ASBE 2006, FVA is more or less applied in 17
specific standards, most of which are appropriate for all industrial sectors, while a few are
only applicable to some specific industrial sectors, which allow the firm more professional
judgment on using the FVA or HCA, such as ASBE 5 Biological Assets and ASBE 27
Revised Table 4
Descriptive statistics for firm-year observations of the four industries for the years 2001–2010.

P BVPS NIPS BADBVPS BADNIPS FVADPS PLFVCPS

Mean 11.1320 3.6227 0.3964 3.5928 0.3937 0.0272 0.0027
Median 9.3350 3.3469 0.2726 3.3252 0.2707 0 0
Maximum 50.9900 20.8549 2.8987 26.929 2.6438 20.4514 0.7213
Minimum 2.1500 0.0040 0.0048 −1.8307 −0.1614 −16.7554 −0.7348
Std. dev. 7.0029 1.9690 0.4079 2.0211 0.4036 1.18595 0.0594
Observations 580 580 580 580 580 580 580



Revised Table 11
Yearly cross-sectional regressions in FV-applied firms in the four industries over 2007–2010.

Pit ¼ ∂0 þ ∂1BADNIPSit þ ∂2BADBVPSit þ ∂3PLFVCPSit þ ∂4FVADPSit þ εit ð5Þ
Year ∂1 ∂2 ∂3 ∂4 Adj. R

2007 11.273*** 0.388 −10.023 0.495 0.4139
2008 5.507*** 1.257*** −2.3726 1.474*** 0.6538
2009 6.789*** 1.121** 12.069* 0.238 0.5425
2010 6.689*** 0.954 −3.986 2.477 0.4305

Note: ***, **, and * indicate significance at the 1%, 5%, and 10% levels or better, respectively (two-tailed)
coefficient estimates are based on ordinary least-squares estimation.

Revised Table 12
Yearly cross-sectional regressions of price on net income in FV-applied firms in the four industries ove
2007–2010.

Pit ¼ β0 þ β1BADNIPSit þ β2PLFVCPSit þ β3BVPSit þ εit ð6Þ

Pit ¼ γ0 þ γ1BADNIPSit þ γ2BVPSit þ εit ð7

Year (A) (B) (A–B)

β1 β2 β3 Adj. R2 γ1 γ2 Adj. R2 Incr. PLFVCPS

2007 11.054*** −9.6374 0.490 0.429 10.582 0.541 0.437 −0.009
2008 5.644*** −3.275*** 1.118 0.656 5.774 1.093*** 0.660 −0.004
2009 7.914*** 11.615* 0.775** 0.539 7.910 0.781** 0.510 0.029
2010 7.774** 3.88159 0.690 0.439 7.401 0.769 0.452 −0.013

Note: ***, **, and * indicate significance at the 1%, 5%, and 10% levels or better, respectively (two-tailed)
coefficient estimates are based on ordinary least-squares estimation.
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Extraction of Oil and Natural Gas. So, we select the four industrial sectors (financial sector,
real estate sector, mining sector, and farming–forestry–fishery sector) that we conceive are
the ones most likely to apply FVA based on our preliminary analysis and understanding on
ASBE. As the current database could not provide the detailed information we need, we
manually collect FV and its adjustment information from annual reports of the aforementioned
four industries during 2007–2010. We classify the firm as FV-applied firms when we find it
applied FVA in any of the years we tested.

5. The motivation for hypothesis 4

There are a lot factors that will affect the consequence of FVA adoption. We agree that
capital structure and characteristics of assets and liabilities will affect the management's
option and the value-relevance of FVA information. Most importantly, the availability of
FV information and FV input levels will also affect the adoption and value-relevance of FV
information (Du, Li, & Xu, 2014; Hung & Mande, 2014). Song, Thomas, and Yi (2010)
find that value-relevance of level 1 and level 2 FV inputs are higher than level 3 FV inputs.
Goh, Ng, and Yong (2009) find the value-relevance of level 1 fair value measurements is the
highest. Hung and Mande (2014) prove that the value-relevance of fair value measurements
r

Þ

;



Revised Table 13
Yearly cross-sectional regressions of price on book value in FV-applied firms in the four industries ove
2007–2010.

Pit ¼ ∂0 þ ∂1BADBVPSit þ ∂2FVADPSit þ ∂3NIPSit þ εit ð8Þ

Pit ¼ γ0 þ γ1BADBVPSit þ γ2NIPSit þ εit ð9Þ

Year (A) (B) (A–B)

∂1 ∂2 ∂3 Adj. R2 γ1 γ2 Adj. R2 Incr. FVADPS

2007 0.934 0.573 9.247*** 0.408 0.575 9.673*** 0.393 0.015
2008 1.177*** 1.332** 5.535*** 0.621 0.412** 6.287*** 0.566 0.056
2009 1.040** 0.264*** 7.368*** 0.547 1.071** 7.298*** 0.556 −0.009
2010 0.679*** 1.027*** 7.803** 0.438 0.458 8.704*** 0.448 −0.010

Note: ***, **, and * indicate significance at the 1%, 5%, and 10% levels or better, respectively (two-tailed)
Coefficient estimates are based on ordinary least-squares estimation. FVADPS includes FV adjustment for trading
financial assets and available for sale financial assets.
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increases as the level of the fineness or disaggregation in fair value disclosures increases.
Different industries' reactions to FV are also different (Bhamornsiri, Guinn, & Schroeder,
2010). It is known that the availability of fair value information and the level of fair value
measurements depend on the level of market development; it is reasonable to expect that the
higher the fair value input level, the more value-relevant financial information will be obtained
in a well-developed market. However, in an emerging economy, market development is
imbalanced among industries. Therefore, FV input levels may differ in different industries.
Suppose the market mechanism development among industries were balanced in China, FV
information could be equally obtained from the market, and FV input levels were similar, then
it is reasonable to expect similar changes in the combined value-relevance of earnings and
book value in pre- and post-FV re-adoption periods. We expect that the four industries we
tested will mainly adopt FV to measure their assets and liabilities. If the market mechanism in
the four industries were balanced, the availability and input level of FV information would be
similar; therefore we proposed H4 to test the four industries' reaction to FVA adoption. We
hope this explanation of the findings we illustrated well supports H4. It is also an attempt to
detect the suitability of FVA in emerging markets that may not be mature enough. To support
H4, we revised our paper based on the abovementioned reason.
6. Results, explanation, and interpretation

We appreciate that Prof. Heibatollah Sami pointed out our mistakes in the interpretation of
some results (the results in Table 6 and Table 7 in the previous version of our paper). That is our
terrible negligence by misspelling consistent for inconsistent. We are really sorry about this.

Based on our testing results, there is no doubt that the incremental explanatory power
of book value (incr. BV) has increased over time (statistically significant, t = 2.359).
Although the decreasing tendency of the incremental explanatory power of net income
(incr. NI) is insignificant (t = −0.218), we still need to point out this tendency. To conform
to academic standards, we amended our paper according to Prof. Sami's suggestion.
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The interpretation that FV application worsened the financial information and caused the
value-relevance of financial information in P3 to drop to the lowest point is not just our
speculation. We conclude this based on the following facts. Firstly, the issuance of Securities
Law and New Accounting Law in P3 surely improved the accounting environment. It is
reasonable to expect that the betterment of accounting environment will improve the quality of
financial information. However, we did not find evidence that shows the improvement of
financial information; instead, the explanatory power of combined net income and book value
dropped in P3. Secondly, extant studies show that the policies of allotment of legal person
shares and reducing state-owned shares improved the stock market environment and lowered
the stock market price (Gao, 2001; Nai, 2000). Our testing also proves that the stock price
dropped in 2000. However, we did not find a drop in the increased explanatory power of net
income and book value in the same period. This means that betterment of the market
environment has not improved the value-relevance of financial information. Thirdly, extant
studies reveal that the application of fair value disturbed the market order due to the fact that the
evaluation of fair value was not based on themarket; therefore the application of fair value could
not reflect the economic difference of the period and caused unfair transfer of social wealth (Mo,
2002; Pan, 2002). Besides, the pro-cyclical effects of FVA also intensified the financial crises in
P3. Based on the institutional background of that period and the related findings, the
interpretation that FV application worsened the financial information and caused the value-
relevance of financial information in P3 to drop to the lowest point is not just our speculation.

Looking back on the institutional background of China's accounting development enabled
us more in-depth understanding in explaining FVA adoption and its economic consequence
in China. We are fortunate to have this opportunity to experience, understand and explain in
detail the institutional background in China and advance our study rigorously and logically.
Just like we stated in the introduction of the paper, different from the research results in
mature market, “the improved institutions and regulatory environment may eventually
improve the quality of financial information and increase the value-relevance of financial
reports,” as accounting standards and elements of the institutional environment are constantly
being improved so as to both correspond with and support the transition of the economy. As
an integrated part of internationally converged accounting standards, FVA is unavoidably
involved in the process of implementing the new Chinese ASBE (2006) and will result in
economic consequences.We do not mean to “attribute our results for this period [2007–2010]
and any difference in the results between this period and the prior period to fair value
accounting” (Sami's comments); actually, we are trying to discriminate the real factors that
contribute to the improved value-relevance of financial information and detect the economic
consequence of FVA as well as the suitability of FVA in China. We think that this dialogue
has been a valuable one in clarifying a number of issues related to the institutional background
of Chinese ASBE, the value-relevance of financial information, and the adoption of FVA in
China. More in-depth study still needs to be done to detect the suitability of FVA and its
economic consequence in emerging markets.

7. Shortened the title

The title of the previous version of our paper is “Value-relevance of Earnings and Book
Values Over the Institutional Transition and the Suitability of Fair Value Accounting in
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Emerging Markets: Evidence From China Stock Market”. To make it more concise, we
deleted the subheading of “Evidence From China Stock Market” and made corresponding
modification. Therefore, the title becomes “Value-Relevance of Earnings and Book Value
Over the Institutional Transition in China: The Suitability of Fair Value Accounting in This
Emerging Market.”
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