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Abstract

Past literatures suggest the presence of ubiquitous disquiet among corporate financial managers, financial analysts and portfolio man-
agers that changes in certain accounting variable's results in changes in stock prices, irrespective of whether future cash flow's sub-
sume these changes in salient accounting variables. Using an empirical rational inquiry, this paper attempts to test whether there is
any relationship between salient accounting variables and equity returns for five major US industries (Manufacturing, Services,
Wholesale, Constructions and Retail) from the period 1996 to 2015, and as a result, may contribute to accretion or loss in stockhold-
ers’ wealth. To account for divergent industry-specific revenue generating process and the existing fluidity in industry-specific appli-
cation of accounting standards, this study thus disaggregates sample data by industry. The industry approach implies that the effect of
salient accounting variables on equity prices may be described as a conflation of industry-specific characteristics and capital market
synergies. Consistent with this notion, this study finds that salient accounting variables which are used to measure operating perfor-
mance, growth opportunities, investment management and profitability have the significant impact on equity returns. However, and
most importantly, the study finds that the impact of the salient accounting variables varies from one industry to another. As such, this
study is particularly useful for equity market participants in the identification of industry related, market-relevant accounting varia-

bles, which may be used to guide future financial policies.
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1. Introduction

Corporate managers’ ability to affect stock prices depends on the
efficiency level of the capital markets. Both efficient market hy-
pothesis (EMH) and the alternative hypothesis of profit-fixated
market participants assumed that only unanticipated reported earn-
ings or major corporate events may have the impact on equity
prices. These propositions accord credence to technical analysts
and skepticism towards the efforts of fundamental analysts. How-
ever, in this paper, both signaling and disclosure theories are em-
braced, given the fact that financial statements are manifestations
of both theories. Signaling theory is the concept that one party
credibly conveys some information about itself to another party,
while disclosure shares the same interpretation, except that signal-
ing under certain circumstances may be quite obscured. Thus, in
this paper, the relationships between salient accounting variables
and equity returns are examined from a purely-neutral empirical
perspective, without making presumptions about efficient market
argument or lack thereof. Specifically, this study uses certain key
variables from financial statements that in prior literature are be-
lieved to have influence on firms’ equity value. The salient ac-
counting variables are drawn from operating, investing and financ-
ing components of firms’ statements of financial condition. It is
expected that appropriate policy orientations in these three areas
may not only increase profitability and growth, but it may also
increase shareholder wealth through an increase in equity prices.
In addition, the industry-approach in this paper is expected to

make the contribution to the literature in identifying the account-
ing value drivers of share prices within the context of industry-
specific characteristics such as divergent revenue recognition
mechanisms, tangibility and growth opportunities. In other words,
the importance of a specific accounting variable may depend on
the structure within the industry, for example, manufacturing and
construction industries are relatively highly capital intensive than
other industries. Similarly, industries differ in their earning's gen-
erating process, particularly for manufacturing and construction
industries, where a percentage-of- completion- method of earnings
recognition is preferred. The aforementioned industry-specific
concerns render it necessary to disaggregate data by industry in
order to examine which accounting variables are crucial for re-
spective industries in relation to equity price mutation. The find-
ings of this study may facilitate corporate financial managers in
identifying and optimizing accounting value drivers, shareholders
in recognizing accounting value drivers of their investments and
portfolio managers in their diversification efforts.

The rest of the paper is organized as follows: section 2 reviews
literature related to accounting factors that influence equity prices.
The data generating process and methodology are presented in
section 3. Section 4 discusses the findings of the empirical tests,
and section 5 concludes the paper.

2. Literature

Financial accounting data has a function of facilitating investors’
risk assessments. Liu and Liu (2007) defined value-relevance as
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the ability of accounting numbers to summarize the information
underlying the stock prices, thus the value relevance is indicated
by a statistical association between financial information and stock
prices or returns." Justification for using accounting data to ex-
plain market value is both theoretical (e.g. Miller and Modigliani,
1961) and empirical (e.g. Easton and Harris, 1991). Another theo-
retical perspective on the market-accounting value relationship is
provide by Penman (1992), who also argued for a “return to fun-
damentals." Survey and behavioral research provided additional
evidence that analysts find accounting values useful in making
assessments about firm market values (Barker, 1999). The extant
literature provided evidence that capital market participants use
firms’ accounting information to analyze investment risk and that
there is a strong relationship between equity price volatility and
earnings volatility (Beaver et al., 1980, Ray, 1995). Scott (2003)
suggested that accounting data has value if it transmit information
that modifies investor’s exXpectation of firms’ future cash flows,
and subsequently triggers changes in equity valuation. The capital
market literature can be divided into three distinct groups. The
first group assumed that investors are sophisticated and the market
itself is efficient (i.e. efficient market hypothesis). Thus only un-
anticipated events in the probability distribution of expected future
cash flows influence market valuations (Fama, 1976; Tinic, 1990).
The assumption of the second group is that of a capital market
environment with unsophisticated investors (i.e. naive investor
hypothesis), and thus share prices are primarily driven by the an-
nouncement of reported earnings (Kothari, 2001; Hand, 1990). As
reported by Kothari (2001), the impact of financial statement data
on capital markets is an enduring and well documented area of
research. The third group adopts a functional fixation hypothesis,
which, in essence, is a mixed of the first two groups (Watts and
Zimmerman, 1986; Belkoui, 1992).

Irrespective of the hypotheses, much prior empirical evidence
shows financial accounting data has influence on equity prices
(Watts and Zimmerman, 1986; Dhaliwal, 1986; Dukes, 1976; Lev
and Sougiannis, 1996; Aboody and Lev, 1998, Christie, 2010, and
Cheng and Yang, 2003). In their seminal paper, Ball & Brown
(1968) established the claim that annual earning's announcements
convey information to the stock markets in the developed coun-
tries. After they empirically studied the correlation between annu-
al report earning's data and stock price, they found that a company
had excess earnings, and investors can get abnormal return. In
their study of the relationship between accounting values and eg-
uity return, Harris and Ohlson (1987) show that equity returns are
influence by the book values of gas and oil industry. Similar find-
ings on the relationship between accounting information and equi-
ty prices were documented throughout the literature (Kothari,
2001; Hopkins et al., 2000; Luft and Shields, 200; Richardson &
Tinaikar, 2004; Hirschey et al., 2001; Aaker and Jacobson, 2001;
Graham et al., 2005; Al-Harbi, 2003; Liang and Yao, 2005;
Junttila et al., 2005; Tan and Lim 2007).

Furthermore, Chandra and Ro (2008) provided evidence of value
relevance of earnings and revenues on equity prices, while
Burgstahler and Dichev (1997) suggested that the relationship
between earnings and stock prices is rather convex.

In another study, Garcia-Ayuso and Rueda (1999) using account-
ing data of Spanish companies, provided evidence of differential
marginal explanatory power of earnings and book values in ex-
plaining equity prices. Consistent with the findings of Garcia-
Ayuso et al.(1998), Negakis (2005) also suggested a differential
impact of earnings and book values on stock prices.

At an industry level, a number of prior studies have provided evi-
dence that the impact of earnings and book values on stock prices
varies in different industries (Hughes, 2000; Boone, 2002; and
Riley et al., 2003).

3. Data and methodology

All firm data are collected from Annual Compustat and CRSP
database from 1996 to 2015, and the industry classifications (SIC

codes) for the five major US industries (Manufacturing, Services,
Wholesale, Constructions and Retail) are obtained from US De-
partment of Labour classifications. In order to enhance the relia-
bility of the estimated values, firm level variables were trimmed at
the upper and lower 1%, firms with less than ten (10) years of data
are excluded from this study. This yields a total of 6,806, 2.839,
1,515, 18,798, and 642 observations for Services, Retail, Whole-
sale, Manufacturing, and Construction respectively. Consistent
with prior research, equity return (R), financial leverage (FLEV),
return on sales (ROS), asset turnover (AT), current ratio (CR),
return on assets (ROA), operating working capital turnover
(OWCT), inventory turnover (IT), market to book ratio (MV/BV)
variables is used in equations 1 and 2. Tests in the capital market
setting employ both a stock returns the model (e.g., Vincent 1999)
and a levels (price) model (Kothari and Zimmerman 1995; Francis
and Schipper 1999). The former is used in this paper in an effort to
investigate the effects of salient accounting disclosures on equity
returns, thus the following definition of stock return is developed.

R, = n{ i } @

P

it-1

Where R, is the annual returns at time t for firm i, and P, is the
share price on the last trading day of year t for firm i, P, is the

share price on the last trading day of the previous year t-1 for firm
i

The information content of salient accounting variables on the
stock return is therefore estimated:

R, =a,+FLEV, B +ROS, B, +AT, B, +CR, B, +ROA B, +

2
+OWCT B, +IT B, +(MV [BV ), B +¢, @)

4. Empirical findings

Tables 1a — 1d highlights descriptive statistics of the five (5) in-
dustries and salient accounting variable. Table 1c reports the t-test
matrix of log returns among the industries as well as a remarkably
low correlation between the variables in table 1d. The empirical
results from the model (2) are reported in table 2 for the entire
sample period and in table 3, 2008, data were excluded to account
to the effect of financial crisis of 2008. The results of pooled data
in both tables 2 and 3 shows that six (6) out of eight (8) salient
accounting variables have the statistically significant effect on
equity returns. Although the return on assets (ROA) varies from
industry to industry, it is consistently positively statistically signif-
icant on equity return for all five industries in both table 2 and 3.
Such consistencies of the importance of return on assets (ROA)
across all five (5) industries are in line with the findings from prior
studies (Scott Pirie and Malcolm Smith, 2008, and Christie, 2010).
The intensity of the impact of return on assets (ROA) on equity
return is more evident for construction, wholesale and retail indus-
tries in both table 2 and 3. In contrast to the implications of to
return on assets (ROA) on equity return, financial leverage
(FLEV) shows no effect on equity return across all five industries
in both table 2 and 3. A possible reason for no impact of an in-
crease in financial leverage on equity return is that the ratio did
not disaggregate long-term debt from other liabilities. Corporate
finance theory suggests that equity prices should rise if the return
on investments exceeds the cost of long-term borrowing. There-
fore, due to the accounting noise embedded in financial leverage,
the effect on equity price may not be easily predictable. Similar to
financial leverage, inventory turnover (IT) exhibit no effect on
equity prices. In both tables 2 and 3, return on sales (ROS) shows
significant negative association with equity prices for manufactur-
ing, services and wholesale and statistically insignificant associa-
tion with construction and retail industries. Investors rely on return
on sales (ROS) because it almost precisely communicates the
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portion of operating cash a firm actually makes on its revenue and
may provide intuition into potential dividends. Since dividend
announcements and payments generally tend to have inverse rela-
tionship with equity prices, the results of negative association
between return on sales and equity prices in tables 2 and 3 are
expected. The empirical results for current ratio (CR) and operat-
ing working capital turnover (OWCT) in both tables 2 and 3 are
not convincing for all five industries. The short term nature and

dynamics of CR and OWCT may not be proof essential for long-
term equity valuation. Finally, the impacts of market to book value
(MV/BV) on equity return in both tables 2 and 3 are strikingly
similar, with construction and wholesale been the two affected
industries. This empirical examination shows that when data is not
pooled, but disaggregated by industry, accounting variables tend
to exhibit differential effect on equity prices.

Table 1a: Descriptive Statistics - Salient Accounting Value Drivers, Log Return, and Market Value: Variables are Winterized at 1% (I.E. Trimmed Mean)

Pooled # of Obs. Mean Std. Dev Min Max
MValue 32444 4681.35 21703.38 .00 647506.90
Log Return 32264 -.02 .54 -1.92 1.65
FLEV 32247 2.55 71.97 -9032.20 4593.52
ROS 31769 -6.36 220.76 -29319 609.07
AT 32238 1.18 .93 -.39 20.78
CR 31328 3.25 5.54 0 664
ROA 32237 -.06 .48 -27.58 10.18
OWCT 31315 5.69 355.74 -35289.13 33430.67
IT 26205 25.37 508.94 0 66511
MV/BV 32239 3.45 57.09 -4027.24 7426.01
Services # of Obs. Mean Std. Dev Min Max
MValue 7184 4186.58 23185.9 .07 596475.8
Log Return 7188 -.03 .56 -1.92 1.64
FLEV 7187 2.84 128.28 -9032.2 4593.52
ROS 7151 -3.83 142.06 -8684 609.07
AT 7181 1.06 .86 -.39 15.96
CR 6822 2.52 3.55 .02 116.08
ROA 7181 -.05 A7 -12.33 10.18
OWCT 6817 7.31 270.13 -5051 18293.44
IT 3089 70.42 351.29 .06 13801
MV/BV 7184 3.84 33.22 -996.93 1371.57
Retail # of Obs. Mean Std. Dev Min Max
MValue 2991 6290.79 22028.41 .93 318344.20
Log Return 2993 .02 .51 -1.91 1.59
FLEV 2991 2.99 18.09 -198.93 573.95
ROS 2990 .03 14 -2.55 5.06

AT 2990 1.96 .86 0 8.61

CR 2966 1.92 1.36 13 17.26
ROA 2990 .05 A1 -1.82 .53
OWCT 2965 -.97 394.86 -13935 7556.56
IT 2968 21.29 34.23 .53 274.60
MV/BV 2991 3.88 29.54 -144.15 1404.03
Wholesale # of Obs. Mean Std. Dev Min Max
MValue 1594 1877.36 4184.87 .00 48158.56
Log Return 1599 .00 .48 -1.92 1.61
FLEV 1593 2.73 18.03 -416.20 529.79
ROS 1589 -25 7.25 -280.95 3.63

AT 1593 2.54 2.02 -.02 20.78
CR 1566 251 2.36 0 58.25
ROA 1593 .03 14 -2.91 Al
OWCT 1565 8.98 117.13 -2102.08 2619.94
IT 1536 29.70 193.57 .09 5292.45
MV/BV 1591 2.25 6.29 -101.52 120.65
Manufacturing # of Obs. Mean Std. Dev Min Max
MValue 19800 4951.92 22263.56 .04 647506.9
Log Return 19807 -.03 .54 -1.92 1.65
FLEV 19801 2.37 48.86 -2555.42 4565.58
ROS 19365 -9.01 269.21 -29319 369.11
AT 19800 .99 .63 -.03 7.14

CR 19589 3.79 6.56 .02 664
ROA 19799 -.08 .53 -27.58 2.55
OWCT 19584 5.83 390.19 -35289.13 33430.67
IT 17974 18.15 593.71 0 66511
MV/BV 19798 3.40 69.07 -4027.24 7426.01
Construction # of Obs. Mean Std. Dev Min Max
MValue 675 1501.72 2233.55 1.82 12949.81
Log Return 677 -.01 .52 -1.84 1.65
FLEV 675 2.45 3.67 -50.21 42.31
ROS 674 -.03 31 -5.14 A7

AT 674 1.39 .70 .02 3.73

CR 385 2.18 1.77 A7 15.30
ROA 674 .00 .14 -.81 31
OWCT 384 7.58 17.58 -87.46 224.82
IT 638 19.29 61.19 0 946.40
MV/BV 675 1.65 1.33 -10.30 10.05
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Table 1b: Descriptive Statistics: Log Return (Excluding 2008 Data)
# of obs. Mean Std. Dev.
Pooled 30600 .014 .516
Services 6806 .010 .534
Retail 2839 .056 479
Wholesale 1515 .031 .458
Manufacturing 18798 .010 .520
Construction 642 .025 499

Table 1c: T-Test Matrix: Log Return (Excluding 2008 Data). P-Values in Brackets.*, **, *** Denotes 1%, 5%, and 10% Significance Respectively

Industry Services Retail Wholesale Manufacturing Construction
Services 5.08 (0.000)* 1.81 (0.035)* -571 (0.284) 0.755(0.225)
Retail 5.08 (0.000)* -2.1(0.018)** -12.7 (0.000)* -1.5 (0.05)***
Wholesale 1.81 (0.035)* -2.1(0.018)** -12.7 (0.000)* -1.9 (0.06)***
Manufacturing -571 (0.284) -12.7(0.000)* -12.7 (0.000)* -1.5 (0.05)***
Construction 0.755(0.225) -1.5(0.05)*** -1.9 (0.06)*** -1.5 (0.05)***

Table 1d: Correlation Matrix
Variables MV LogReturn FL ROS AT CR ROA OWCT IT MV/BV
LogReturn .03 1.0
FLEV .00 .00 1.0
ROS .01 .01 .00 1.0
AT -.05 .03 -.00 .04 1.0
CR -.09 -.01 -.02 -.02 -.23 1.0
ROA .08 A7 .00 11 .13 -.00 1.0
OWCT .01 .01 .00 .00 .01 -01 .00 1.0
IT -.01 -.00 .01 -.01 .00 .01 -.03 -.00 1.0
MV/BV .01 .01 74 .01 -.00 -.00 .01 .00 .01 1.0

Table 2: Regression Results (Model 2) Using Least Squares Dummy Variable (LSDV): The Table Reports Coefficients of Variables and the T-Statistic in
Brackets. *, **, *** Denotes 1%, 5% and 10% Significance Respectively

Variables Pooled Construction Manufacturing Services Wholesale Retail
Constant .015 (.80) -.202 (.171) .025 (1.12) -13(-2.3)** 1020 (.29) .015 (.28)
FLEV -.00 (-1.3) .002 (.16) -.000 (-0.68) -.00 (-.29) -.001 (-1.43) -.000 (-.81)
ROS -.00 (-2.23)** -.038 (-.10) -0.000 (-1.74)*** -.0(-2.2)** -.162 (-4.0)* -.051 (-.41)
AT 012 (3.7)* .004 (.13) .016 (2.69)* .015 (1.03) 011 (2.0)** .011 (1.18)
CR -.002 (-2.1)** -.002 (-.16) -.003 (-2.43)** -.001 (-.26) .001 (.11) -.010 (-1.0)
ROA .261 (28.74)* .882 (2.56)** .254 (24.52)* .191 (8.53)* 1.13(10.1)* 1.1 (10.0)*
OWCT .00 (1.81)x** -.000 (-.73) .000 (1.42) -.000 (-.82) -8.7 (-.10) .00 (2.1)**
IT 2.38 (.43) -.000 (-.73) 2.61 (.46) .000 (.76) -.000 (-1.47) .000 (1.02)
MV/BV .00 (1.71)*** .139 (6.83)* .000 (1.05) -.000 (-.16) .010 (2.82)* .001 (1.62)
Year Dummy YES YES YES YES YES YES

Adj R-squared 0.230 0.445 0.237 0.206 0.282 0.288
F-stat 282.48 9.50 204.12 29.31 21.48 45.05
Prob(F-stat) 0.000 0.000 0.000 0.000 0.000 0.000

Table 3: Regression Results (Model 2) Excluding 2008 Data, Using Least Squares Dummy Variable (LSDV): The Table Reports Coefficients of Varia-
bles and the T-Statistic in Brackets. *, **, *** Denotes 1%, 5% and 10% Significance Respectively

Variables Pooled Construction Manufacturing Services Wholesale Retail
Constant .016 (.366) -.277 (-1.64) .021 (.91) -13(-2.4)** .030 (.43) .020 (.38)
FLEV -.000 (-1.53) .001 (.07) -.000 (-1.46) .000 (.57) -.001 (-1.19) -.00 (-.67)
ROS -.000 (-2.12)** -.128 (-.33) -.000 (-1.7)*** -.001 (-2.2)** -.156 (-3.9)* -.033(-.26)
AT .013 (-2.93)* 042 (1.14) .022 (3.51)* .016 (1.13) 01 (L.7)*** 012 (1.25)
CR -.003 (-2.93)* .007 (.47) -.003 (-2.91)* -.002 (-.42) -.001 (-.16) -.008(-1.3)
ROA .251 (27.36)* .967 (2.84)* .246 (23.41)* .180 (7.99)* 1.12 (9.8)* .966 (9.1)*
OWCT .000 (1.82)*** -.000 (-1.02) .000 (1.44) -.000 (.53) -9.20 (-.10) .00(2.1)**
IT 2.10 (.36) -.000 (-1.02) 2.70 (.47) .000 (-1.12) -.000 (-1.56) .000(1.16)
MV/BV .000 (2.04)** .134 (6.74)* .000 (1.92)*** -.000 (-1.12) .006 (2.6)** .001(1.60)
Year Dummy YES YES YES YES YES YES

Adj R-squared 0.165 0.381 0.172 0.133 0.216 0.231
F-stat 185.02 8.75 135.66 17.42 16.02 33.15
Prob(F-stat) 0.000 0.000 0.000 0.000 0.000 0.000

5. Conclusion

This paper tests whether there is any relationship between salient
accounting variables and equity returns of five US industries
(Manufacturing, Services, Wholesale, Constructions and Retail)
over a period of twenty years (1996-2015). Using a disaggregated
industry data, the study finds that some but not all selected ac-
counting variables used to measure operating performance, growth
opportunities, capital structure and profitability affect stock re-
turns when data is not pooled. However, the impact and direction-
al effect of the salient accounting variables appear to be industry-
specific. Such differential effect may be influenced by industry-

specific revenue generating process and the existing fluidity in
industry-specific application of accounting standards. The empiri-
cal examination shows that when data is not pooled, but disaggre-
gated by industry, accounting variables tend to exhibit the differ-
ential effects on equity prices. This study is particularly useful for
corporate managers; portfolio managers and the general capital
market participants to identify industry-related, market-relevant
accounting variables and accordingly adopt policies to achieve
their respective financial objectives.
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Appendix

FLEV (Financial leverage) = Total Assets/Total Equity: This ratio
shows how many dollars of assets a firm generates for every dollar
invested by its shareholders.

ROS (Return on sales) = Net Income/Revenue: This ratio provides
an indication of the capability of a firm to generate profits from
each dollar of sales.

AT (Asset turnover) = Revenue/Total Assets: This ratio indicates
how effective and efficient firms employ assets in order to in-
crease sales.

CR (Current ratio) = Total Current Assets/Total Current Liabili-
ties: This ratio measures a firm’s ability to cover its short-term
obligations with its current assets

ROA (Return on assets) = Net Income/Total Assets: This ratio
shows how much profit a company is able to generate for each
dollar of assets invested.

OWCT (Operating working capital turnover) = Revenue/ (Total
Current Assets — Total Current Liabilities): This ratio measures
what amount of sales has been achieved by each dollar of average
working capital.

IT (Inventory turnover) = Cost of Goods Sold/Inventory: The
inventory turnover ratio evaluates how efficient firms manage
inventory and generate sales

Market to book (MV/BV) = (Closing price * # of Common Shares
Outstanding) / Net Asset Value: The market to book ratio
measures the market value of a company relative to its book
or accounting value.


https://www.thebalance.com/what-are-market-value-ratios-and-how-are-they-used-393224
https://www.thebalance.com/mark-to-market-accounting-1286951

