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Abstract

The Ohlson (1995) model assumes that abnormal earnings follow an AR(1) process

primarily for reasons of mathematical tractability. However, the empirical

literature on the Garman and Ohlson (1980) model finds that the data support an

AR(2) lag structure for earnings, book values and dividends. Moreover, the AR(2)

process encompasses a far richer variety of time series patterns than does the

AR(1) process and includes the AR(1) process as a special case. This paper solves

the Ohlson model directly for an AR(2) abnormal earnings dynamic. The model is

estimated on a time series firm-level basis following the approach used by Myers

(1999). It is found that, like the Ohlson AR(1) model, the Ohlson AR(2) model

severely underestimates market prices even relative to book values. These results

further bring into question the empirical validity of the Ohlson model.

Log in

Menu Search  Cart

Home  Review of Quantitative Finance and Accounting  Article

Linear Accounting Valuation When
Abnormal Earnings Are AR(2)
Published: May 2001

Volume 16, pages 191–204, (2001) Cite this article

Aims and scope

Submit manuscript

Review of Quantitative Finance and
Accounting

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 92 partners , also

use optional cookies and similar technologies for advertising, personalisation of content,

usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and

access personal data on your device, such as browsing behaviour and unique identifiers.

Some third parties are outside of the European Economic Area, with varying standards of

data protection. See our privacy policy for more information on the use of your personal

data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'. 

You can also change your preferences or withdraw consent at any time via 'Your privacy

choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,

audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences

https://link.springer.com/article/10.1023/A:1011255602608/metrics
https://link.springer.com/
https://idp.springer.com/auth/personal/springernature?redirect_uri=https://link.springer.com/article/10.1023/A:1011255602608
https://order.springer.com/public/cart
https://link.springer.com/
https://link.springer.com/journal/11156
https://link.springer.com/journal/11156/aims-and-scope
https://submission.springernature.com/new-submission/11156/3
https://link.springer.com/journal/11156
https://link.springer.com/privacystatement


 This is a preview of subscription content, log in via an institution  to check access.

Access this article

Subscribe and save

Springer+ from €37.37 /Month

Buy Now

Price includes VAT (Poland) 

Instant access to the full article PDF.

Institutional subscriptions 

Similar content being viewed by others

Log in via an institution 

Starting from 10 chapters or articles per month

Access and download chapters and articles from more than 300k books and 2,500 journals

Cancel anytime

View plans 

Buy article PDF 39,95 €

The dynamics of firms'
abnormal earnings and the
growth differential between
market and book value of…

Article  Open access

18 July 2024

The stock market boosts its
rewards for increasing
earnings patterns

Earnings quality and the
heterogeneous relation
between earnings and stock
returns

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 92 partners , also

use optional cookies and similar technologies for advertising, personalisation of content,

usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and

access personal data on your device, such as browsing behaviour and unique identifiers.

Some third parties are outside of the European Economic Area, with varying standards of

data protection. See our privacy policy for more information on the use of your personal

data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'. 

You can also change your preferences or withdraw consent at any time via 'Your privacy

choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,

audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences

https://wayf.springernature.com/?redirect_uri=https%3A%2F%2Flink.springer.com%2Farticle%2F10.1023%2FA%3A1011255602608
https://www.springernature.com/gp/librarians/licensing/agc/journals
https://wayf.springernature.com/?redirect_uri=https%3A%2F%2Flink.springer.com%2Farticle%2F10.1023%2FA%3A1011255602608
https://link.springer.com/product/springer-plus
https://link.springer.com/10.1057/s41260-025-00421-3?fromPaywallRec=true
https://link.springer.com/10.1007/s11156-024-01316-x?fromPaywallRec=true
https://link.springer.com/10.1007/s11156-017-0619-z?fromPaywallRec=true
https://link.springer.com/privacystatement


Explore related subjects
Discover the latest articles, books and news in related subjects, suggested using machine learning.

Accounting Financial Reporting Linear Models and Regression Mathematical Finance

Statistical Finance Financial Accounting

References

Bar-Yosef, S., J. L. Callen and J. Livnat, “Modeling Dividends, Earnings and Book

value of Equity: An Empirical Investigation of the Ohlson Valuation Dynamics.”

Review of Accounting Studies 1, 207–224, (1996).

Google Scholar 

Beaver, W., R. Lambert and D. Morse, “The Information Content of Security

Prices.” Journal of Accounting and Economics 2, 3–28, (1980).

Google Scholar 

Burgstahler, D. C. and I. D. Dichev., “Earnings, Adaptations And Equity Value.”

The Accounting Review 72, 187–215, (1997).

Google Scholar 

Collins, D., M. Pincus and H. Xie, “Equity Valuation and Negative Earnings: The

Role of Book Value of Equity.” The Accounting Review 74, 29–61, (1999).

Google Scholar 

Dechow, P. M., A. P. Hutton, and R. G. Sloan, “An Empirical Assessment of the

Residual Income Valuation Model.” Journal of Accounting and Economics 26, 1–

Article  23 August 2025
18 July 2024

Article  06 February 2017

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 92 partners , also

use optional cookies and similar technologies for advertising, personalisation of content,

usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and

access personal data on your device, such as browsing behaviour and unique identifiers.

Some third parties are outside of the European Economic Area, with varying standards of

data protection. See our privacy policy for more information on the use of your personal

data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'. 

You can also change your preferences or withdraw consent at any time via 'Your privacy

choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,

audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences

https://link.springer.com/subjects/accounting
https://link.springer.com/subjects/financial-reporting
https://link.springer.com/subjects/linear-models-and-regression
https://link.springer.com/subjects/mathematical-finance
https://link.springer.com/subjects/statistical-finance
https://link.springer.com/subjects/financial-accounting
http://scholar.google.com/scholar_lookup?&title=Modeling%20Dividends%2C%20Earnings%20and%20Book%20value%20of%20Equity%3A%20An%20Empirical%20Investigation%20of%20the%20Ohlson%20Valuation%20Dynamics&journal=Review%20of%20Accounting%20Studies&volume=1&pages=207-224&publication_year=1996&author=Bar-Yosef%2CS.&author=Callen%2CJ.%20L.&author=Livnat%2CJ.
http://scholar.google.com/scholar_lookup?&title=The%20Information%20Content%20of%20Security%20Prices&journal=Journal%20of%20Accounting%20and%20Economics&volume=2&pages=3-28&publication_year=1980&author=Beaver%2CW.&author=Lambert%2CR.&author=Morse%2CD.
http://scholar.google.com/scholar_lookup?&title=Earnings%2C%20Adaptations%20And%20Equity%20Value&journal=The%20Accounting%20Review&volume=72&pages=187-215&publication_year=1997&author=Burgstahler%2CD.%20C.&author=Dichev%2CI.%20D.
http://scholar.google.com/scholar_lookup?&title=Equity%20Valuation%20and%20Negative%20Earnings%3A%20The%20Role%20of%20Book%20Value%20of%20Equity&journal=The%20Accounting%20Review&volume=74&pages=29-61&publication_year=1999&author=Collins%2CD.&author=Pincus%2CM.&author=Xie%2CH.
https://link.springer.com/privacystatement


34, (1999).

Google Scholar 

Fama, E. F. and K. R. French, “Industry Costs of Equity.” Journal of Financial

Economics 43, 153–193, (1997).

Google Scholar 

Fama, E. F. and K. R. French, “Forecasting Profitability and Earnings.” Journal of

Business 73, 161–175, (2000).

Google Scholar 

Feltham, G. A. and J. M. Ohlson, “Valuation and Clean Surplus Accounting for

Operating and Financial Activities.” Contemporary Accounting Research 11, 689–

732, (1995).

Google Scholar 

Garman, M. B. and J. A. Ohlson, “Information and the Sequential Valuation of

Assets in Arbitrage-Free Economies.” Journal of Accounting Research 18, 420–

440, (1980).

Google Scholar 

Hamilton, J. D., Time Series Analysis, Princeton, NJ: Princeton Univesity Press,

1994.

Google Scholar 

Morel, M., “Endogenous Parameter Estimation: Ohlson Versus Nested Cash Flow

Models.” Rutgers University, mimeo, (1998).

Morel, M., Time Series Tests of the Ohlson Model, Ph.D. Dissertation, Rutgers

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 92 partners , also

use optional cookies and similar technologies for advertising, personalisation of content,

usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and

access personal data on your device, such as browsing behaviour and unique identifiers.

Some third parties are outside of the European Economic Area, with varying standards of

data protection. See our privacy policy for more information on the use of your personal

data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'. 

You can also change your preferences or withdraw consent at any time via 'Your privacy

choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,

audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences

http://scholar.google.com/scholar_lookup?&title=An%20Empirical%20Assessment%20of%20the%20Residual%20Income%20Valuation%20Model&journal=Journal%20of%20Accounting%20and%20Economics&volume=26&pages=1-34&publication_year=1999&author=Dechow%2CP.%20M.&author=Hutton%2CA.%20P.&author=Sloan%2CR.%20G.
http://scholar.google.com/scholar_lookup?&title=Industry%20Costs%20of%20Equity&journal=Journal%20of%20Financial%20Economics&volume=43&pages=153-193&publication_year=1997&author=Fama%2CE.%20F.&author=French%2CK.%20R.
http://scholar.google.com/scholar_lookup?&title=Forecasting%20Profitability%20and%20Earnings&journal=Journal%20of%20Business&volume=73&pages=161-175&publication_year=2000&author=Fama%2CE.%20F.&author=French%2CK.%20R.
http://scholar.google.com/scholar_lookup?&title=Valuation%20and%20Clean%20Surplus%20Accounting%20for%20Operating%20and%20Financial%20Activities&journal=Contemporary%20Accounting%20Research&volume=11&pages=689-732&publication_year=1995&author=Feltham%2CG.%20A.&author=Ohlson%2CJ.%20M.
http://scholar.google.com/scholar_lookup?&title=Information%20and%20the%20Sequential%20Valuation%20of%20Assets%20in%20Arbitrage-Free%20Economies&journal=Journal%20of%20Accounting%20Research&volume=18&pages=420-440&publication_year=1980&author=Garman%2CM.%20B.&author=Ohlson%2CJ.%20A.
http://scholar.google.com/scholar_lookup?&title=Time%20Series%20Analysis&publication_year=1994&author=Hamilton%2CJ.%20D.
https://link.springer.com/privacystatement


University, 1999a.

Morel, M., “Multi-lagged Specification of the Ohlson Model.” Journal of

Accounting, Auditing & Finance 14, 147–162, (1999b).

Google Scholar 

Myers, J. N., “Implementing Residual Income Valuation with Linear Information

Dynamics.” The Accounting Review 74, 1–28, (1999).

Google Scholar 

Nwaeze, E. T., “Regulation and the Valuation Relevance of Book Value and

Earnings: Evidence from the United States.” Contemporary Accounting Research

15, 547–573, (1998).

Google Scholar 

Ohlson, J. A., “Earnings, Book Values, and Dividends in Security Valuation.”

Contemporary Accounting Research 11, 661–687, (1995).

Google Scholar 

Qi, D. D., W. Wu and B. Xiang., “Stationarity and Cointegration Tests of the

Ohlson Model.” Journal of Accounting, Auditing & Finance 15, 141–160, (2000).

Google Scholar 

Rubinstein, M., “The Valuation Of Uncertain Income Streams And The Pricing Of

Options.” Bell Journal of Economics 7, 407–425, (1976).

Google Scholar 

Wei, W.W.S., Time Series Analysis: Univariate and Multivariate Methods, New

York, NY: Addison-Wesley, 1989.

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 92 partners , also

use optional cookies and similar technologies for advertising, personalisation of content,

usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and

access personal data on your device, such as browsing behaviour and unique identifiers.

Some third parties are outside of the European Economic Area, with varying standards of

data protection. See our privacy policy for more information on the use of your personal

data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'. 

You can also change your preferences or withdraw consent at any time via 'Your privacy

choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,

audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences

http://scholar.google.com/scholar_lookup?&title=Multi-lagged%20Specification%20of%20the%20Ohlson%20Model&journal=Journal%20of%20Accounting%2C%20Auditing%20%26%20Finance&volume=14&pages=147-162&publication_year=1999&author=Morel%2CM.
http://scholar.google.com/scholar_lookup?&title=Implementing%20Residual%20Income%20Valuation%20with%20Linear%20Information%20Dynamics&journal=The%20Accounting%20Review&volume=74&pages=1-28&publication_year=1999&author=Myers%2CJ.%20N.
http://scholar.google.com/scholar_lookup?&title=Regulation%20and%20the%20Valuation%20Relevance%20of%20Book%20Value%20and%20Earnings%3A%20Evidence%20from%20the%20United%20States&journal=Contemporary%20Accounting%20Research&volume=15&pages=547-573&publication_year=1998&author=Nwaeze%2CE.%20T.
http://scholar.google.com/scholar_lookup?&title=Earnings%2C%20Book%20Values%2C%20and%20Dividends%20in%20Security%20Valuation&journal=Contemporary%20Accounting%20Research&volume=11&pages=661-687&publication_year=1995&author=Ohlson%2CJ.%20A.
http://scholar.google.com/scholar_lookup?&title=Stationarity%20and%20Cointegration%20Tests%20of%20the%20Ohlson%20Model&journal=Journal%20of%20Accounting%2C%20Auditing%20%26%20Finance&volume=15&pages=141-160&publication_year=2000&author=Qi%2CD.%20D.&author=Wu%2CW.&author=Xiang%2CB.
http://scholar.google.com/scholar_lookup?&title=The%20Valuation%20Of%20Uncertain%20Income%20Streams%20And%20The%20Pricing%20Of%20Options&journal=Bell%20Journal%20of%20Economics&volume=7&pages=407-425&publication_year=1976&author=Rubinstein%2CM.
https://link.springer.com/privacystatement


Google Scholar 

Author information

Authors and Affiliations
Rotman School of Management, University of Toronto, 105 St. George

Street, Toronto, Ontario, M5S 3E6, Canada

Jeffrey L. Callen

School of Business Administration, The Hebrew University, Mount Scopus,

Jerusalem, Israel, 91905

Mindy Morel

Rights and permissions

Reprints and permissions

About this article

Cite this article
Callen, J.L., Morel, M. Linear Accounting Valuation When Abnormal Earnings Are AR(2). Review of

Quantitative Finance and Accounting 16, 191–204 (2001). https://doi.org/10.1023/A:1011255602608

Issue date

May 2001

DOI

https://doi.org/10.1023/A:1011255602608

linear accounting valuation models Ohlson model

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 92 partners , also

use optional cookies and similar technologies for advertising, personalisation of content,

usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and

access personal data on your device, such as browsing behaviour and unique identifiers.

Some third parties are outside of the European Economic Area, with varying standards of

data protection. See our privacy policy for more information on the use of your personal

data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'. 

You can also change your preferences or withdraw consent at any time via 'Your privacy

choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,

audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences

http://scholar.google.com/scholar_lookup?&title=Time%20Series%20Analysis%3A%20Univariate%20and%20Multivariate%20Methods&publication_year=1989&author=Wei%2CW.W.S.
https://s100.copyright.com/AppDispatchServlet?title=Linear%20Accounting%20Valuation%20When%20Abnormal%20Earnings%20Are%20AR%282%29&author=Jeffrey%20L.%20Callen%20et%20al&contentID=10.1023%2FA%3A1011255602608&copyright=Kluwer%20Academic%20Publishers&publication=0924-865X&publicationDate=2001-05&publisherName=SpringerNature&orderBeanReset=true
https://link.springer.com/search?query=linear%20accounting%20valuation%20models&facet-discipline=%22Finance%22
https://link.springer.com/search?query=Ohlson%20model&facet-discipline=%22Finance%22
https://link.springer.com/privacystatement


Search

Search by keyword or author

Navigation

Find a journal

Publish with us

Track your research

Your privacy, your choice

We use essential cookies to make sure the site can function. We, and our 92 partners , also

use optional cookies and similar technologies for advertising, personalisation of content,

usage analysis, and social media.

By accepting optional cookies, you consent to allowing us and our partners to store and

access personal data on your device, such as browsing behaviour and unique identifiers.

Some third parties are outside of the European Economic Area, with varying standards of

data protection. See our privacy policy for more information on the use of your personal

data. Your consent choices apply to springer.com and applicable subdomains.

You can find further information, and change your preferences via 'Manage preferences'. 

You can also change your preferences or withdraw consent at any time via 'Your privacy

choices', found in the footer of every page.

We use cookies and similar technologies for the following purposes:

Store and/or access information on a device

Personalised advertising and content, advertising and content measurement,

audience research and services development

Accept all cookies

Reject optional cookies

Manage preferences

https://link.springer.com/journals/
https://www.springernature.com/gp/authors
https://link.springernature.com/home/
https://link.springer.com/privacystatement

