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Abstract
Customary accounting performance measures, likeoffROA, ROE and EPS is all frequently being uasdhe
foundation when it comes to appraising a compaopsrating performance. It is the foundation of nggamaal
compensations when it comes to bonus plans. Allirap research studies have shown that accourtasgd
performance measures have a positive associatiem wtomes to stock returns and it clarifies timpartant
proportions of variations of stock returns.
(67) Companies represent the study sample forptreod 2004-2011, the number of observations iD)Y46
company-years measures.
The main findings indicate that thtaree models show that earnings and stock pricespasitively and
significantly related and the forecasting abilifyreturn and differenced models are lower thanepnmdels
Based on these results we recommend that improveofighe return-earnings relation through aggregatf
stock earnings and returns over a long periodneé ti
Keywords. Stock Returns, EPS, Return-Earnings Models, Ammaok3Exchange.

1. Introduction

The relationship that is found between the stotlkrns and accounting accrual earnings is an extsepopular
area for study on a global scale and for the pastytyears. Ball and Brown (1968) recorded the \ah0
mentioned relationship in a large number of acdagriiterature. The goal of this literature is tg to figure out
how is it possible to familiarize the incentivestioé relationship between earnings and returndevetiithe same
time making it possible to predict future accougtperformance measures from stock prices changksiee-
versa.

Beaver (1989) revealed that the EPS in financakstents gets the most attention from investorslitiaally,
earning numbers are meant to aid financial accogrgixternal users when it comes to predicting &uash
flows and it is also meant to help them handletirdainvestments risks. This is why there have bseveral
studies that have studied the option of realizimig dbjective. If there is an ability to bring ight the roots that
cause the drive in the return earnings relatiom ttiat means that an environment were less riskysibe
making will have been created.

The main focus of accounting research is that ihguees if stock prices have the ability to moveaxs the
direction and magnitude of the specified earnirftgr ahat information has been revealed to thekstoarket.
The literature for value relevance usually lookshatlink that is found between the returns-earmirggation for
the adjusted coefficient of determination (Adj}fn the forecasting models of stock returns whegomes to
earnings.

The goal of this research is to study the link iedbund between the published accounting aceraaiings and
stock returns. The setting of this research willrbthe context of the Jordan Capital Market. Mufsthe studies
in this field concentrate on the well-developeditzdpnarkets. The problem in this is that it creaéegap in the
literature when it comes to less developed anddeganized stock markets. Consequently, this cunesearch
adds to the currently studies by probing the egshitopic importance when it comes to an emergimitala
market, like that of Jordan. Using that as the dmarious earnings and return relationship modetigipations
were examined (Price, Return, and Differenced ng)dbht followed Kothari and Zimmerman (1995). Twis
done by using the yearly data from firms that hake listed on the ASE during an eight year timeng{2904-
2011).

Due to globalization most emerging markets, with thclusion of Jordan have relaxed their restrittion
foreign investments. Taking a look at this issuestlying this topic in emerging markets shouldobeleep
interest to investors both globally and locallyrtRermore, the findings of this research could Hegal policy
makers when it comes to observing the financiatldgures for publicly held companies. Since thaificance
of traditional accounting measures when it comesxgaining variation in stock returns is as oéldeclining,
revision of the regulations should be considereldest considerations should be taken when it comes t
encouraging or even forcing firms to reveal nonfitial measures and financial information that isdesl to
calculate the newly developed measures (such as Bellance Scorecard).

The whole of the research is structured in theofathg manner. Then literature already availableuakibe
returns-earnings relation are reviewed. Lastly, tiethodology of the study is introduced and the igogh
results along with the conclusions are reported.
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2. Literature Review

The link that is found between the accounting mezsand the stock returns is what many empiriaadiss
have focused on in the accounting literatures sBak & Brown, (1968). Research in this line oflfiehave
relied on the link that is found between the stoeturns with accounting performance measures, sisch
earnings or cash flows, when it comes to assesigracticality of financial information for invess. Studies
done early on that have looked at the usefulnesacobunting based performance measures have rdveale
confirmation that shows that earning or/cash flavéa positive association with stock returnsldo goes on

to explain a statistically significant proportiohsiock return variations (e.g., Bowen et al., (2P8t should be
noted that most of these findings report a weakiegs —returns association. The maximum R2 convefyat
this was 10%, showing that earnings describe a small proportion of stock returns variations (L2989).

The quick changes that are found in the businegsogmment has led to a discontent with traditioaatounting
measures. Amir and Lev, (1996) studied the foraugstbility of financial and nonfinancial informati. The
studied the information of independent cellular pamies and did so by regressing stock price arak s&iurns
through a set of financial (accounting) and noniiial variables.

The study’s results show that accounting perforraameasures such as cash flows, earnings, and lado&sv
are unrelated when it comes to the valuation diilzel companies. Though it should be noted thatrwihés
joined with nonfinancial measures when it cometh&oprice regression, accounting variables do #uehto the
explanation of stock prices. It has also been ealed that the predictive ability of nonfinanciafarmation
engulfs that of traditional accounting measureselular industry. It is also likely that this witle the situation
for other science based, high growth sectors. Baekeal. (2000) studied the forecasting ability sfme
nonfinancial methods, such as customer satisfactieasures and they have indicated that they halreaiied
that customer complaints and returning customegsa#iradding factors for accounting measures inhbiel
industry. The findings also suggest that the naasftial measures contain extremely important in&tiom that
go beyond what was included in past financial messsu

Several papers have studied the capacity of retachprice models, while at the same time lookingther
alternative ways to enhance this relationship. da€othari and Zimmerman (1995) agreed with tiselte by
Dumontier and Labelle (1998) and Martikainen ef1897) they also agreed with the results that viewed in
France and Finland. Kothari and Zimmerman (199%dusvo different income measurements, the adjusted
earnings and the published figures. The conclusidhat the differenced model specification yieldsre lower
than return model specification. The first modetdisdjusted earnings data while the other usegubéshed
accounting data. Dumontier and Labelle (1998) reacthe same results and assert that return mauklte
highest ability to evaluating the return-earninglation.

Dimitropoulos and Asteriou, (2009) study appliedirfonodels that were tested by Kothari and Zimmerman
(1995) to look at the earnings-return relationsHipis was applied on Greek stocks during the tiregop of
1994 until 2004. The general result showed thatetlreas a significant value relevancy in Greek stogket
using the price model which gave a less biasedireareturns relationship comparing with return mlode
Similarly, the use of the time-series and crossiseal aggregated data shows that there was aaaserin the
predictive ability of returns using accrual earsirend this resulted in a more significant EarniRgsponse
Coefficients.

In emerging markets Alkhalialeh, (2008) delivergdence of Jordan when it comes to the capacityaafitional
earnings measures forecasting ability for the stodkes and returns diminishing in the 1990s. Tihdifgs
revealed that the performance measures in 1980%eitex in comparison with 1990s in the explanafmwer
to the stock returns. Furthermore, the consequenfciss show that the accounting earnings basefbieance
measures are in fact still significant as they hidneeability to explain an important proportiontbg variation
in stock returns.

In the emerging markets also, Alfaraih and Alan¢2011) study on Kuwait the forecasting ability foook
value and accounting earnings information durirgy pleriod of 1995-2006. This was done empiricallytigh
the use of two valuation models (return and pricelets). The findings showed of two models that beakie
and accounting earnings are both individually avidtly linked. The findings indicate that the pretilie ability
of firms that are listed on the KSE were highentb¢her emerging and developed countries.

To conclude the explanatory power studies that weree in emerging countries used models that werdas
to mature financial markets studies and the resudte overall similar with those of mature markétewever
there were some discrepancy that should be stuidiedder for them to be better understood.

In conclusion it can be said that we have differesults in regard to the valuation ability wheradmes to the
different model specifications. There are sevarakarches that favor price model’s forecastingtglhiecause it
has the best ability to reveal the relationshipMeein returns and earnings. While another groupmslahat

249



European Journal of Business and Management www.iiste.org
ISSN 2222-1905 (Paper) ISSN 2222-2839 (Online) g
Vol No.20, 2013 ISt

return model performs better in comparison to otmedels. Yet all model stipulations provide econtiioe
problems that are serious and show that it is miabe used with caution and care in mind. As Kothad
Zimmerman (1995) have argued, the use of each nsegarately had the probability to give less sutiigtband
reliable evidence instead of taking into considera&ll model specifications.

3. Research M ethod
3.1Study Sample
Industrial companies listed on the Amman Stock BErge during the period 2004-2011, represent thdystu
sample. The required information for two conse@utyears needs to be available at the least in &iudy of
this kind. After the criterion has been appliet ttriterion, 67 companies then went on to repreten study
sample. The number of observations for this sangp#60 company-years measures; this was afteringléte
outliers’ observations.
3.2 Study Hypotheses
Ho1: There is no statistical relationship between BR& stock prices (Price Model).
Ho2: There is no statistical relationship between ER&led by past year stock price and current stoiges
divided by past year stock price (Return Model).
Hos: There is no statistical relationship between ER&led by past year stock price and change inkspoices
divided by past year stock price (Differenced Mgdel
3.3 Research Modelsand Variables
The following three models were used to predictemings-returns relation.
The relationship between share price and EPS imiega using model 1 (Price Model). It's used td the first
hypothesis.
Pit= a0t a X1+ € 1

Where:
oo, 01 - Coefficients;
i: firm;
t: year;
X: earnings per share; which equal net income/totagihted average outstanding shares;
P: Closing price;
e = Error term.
The price model studies the link that is found feetwthe stock prices and the earnings per shaseoltld be
noted that we had two assumptions to evaluatingetimeodels. The first being that random walk isofed by
earnings and secondly that returns do not leadustioy earnings, instead prices are setting inlidestock
markets and this is done only by using the pastcamdent time series of earnings (Dimitropoulos &msteriou,
2009).
The return model examine the relationship betwee8 Hivided by past year stock price and curremkspoices
divided by past year stock price.

Pit/ Pita= Yot v1 Xit / Pieat €4 ()
The returns model studies the link that is fountivieen changes of accounting earnings and the sébgins.
On the other hand, stationary series can be pradusimg differenced model. It makes a stationanjeseyy
differencing the earnings and price measures. Bhimportant because taking the first differencelves the
econometric problems that show up in the forecgstirthe price regression model. This is used $ottee third
hypothesis.

AP/ Pea= Bot B 1 Xit / Piat € 3
Table (1) shows the descriptive measures of thevkegbles. When observing the table it revealstti@data is
skewed to the right side because except of/PBShe median of all variables is in fact lower, thhe mean.
This also shows that standard deviation for alliakdes (except {P/P.;) are higher than the means. The
maximum and minimum values indicate a large rarfggbeervation. Lastly the mean EPS is 0.087 Jhpaljh
the mean stock price is 2.61 JD. This provides anrstock return of up to -0.007 during the wholeqzkof
investigation.
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Table (1): Descriptive Measures
(67 Industrial companies listed on Amman Stock Exge, 2004-2011, 460 observations)

Variable | P, | EPS | P /Py | EPS/P. | AP/ Py
Mean 2.61 | 0.087| 0.992 -0.007  -0.008
Median | 1.760 | 0.044| 0936  0.027| -0.064
SD 3.040 | 0.320] 0.394 0121 0.394
Kurtoss | 33.363| 26.744 4.164  4.644  4.16h
Minimum | 0.250 | -0.583| 0.159 -0.614  -0.841
Maximum | 34.890| 3.180| 3.174  0.254] 2172

Notes:

The study main variables descriptive statisticerafeleting outliers defined as lowest of 1% arehiyhest 1%
of the observations.

Variable definitions: Pis stock price at year t, ERS earnings per share at year /AR, is current stock price
divided by past stock price, Eff% is earnings per share divided by past stock pA&¥®, P, is the change in
stock prices divided by past stock price.

4. Analysisand results

4.1 Correlation Analysis

Looking at the Pearson correlations coefficientdrinaamong the study measures in table (2) we find
significant and positive relationship between thelg variables.

It is reasonable to assume that there would besdiym® relationship between the variables in thedgt The
highest correlation coefficient is between EPS stodk price which means that Jordanian investanease the
demand on stock prices that have high EPS whiahtleéncrease in stock prices.

The variables expected when it comes to forecastiagk prices are significantly correlated to theck price
and of course to each other. When studying thepexéent variables inside price and the returns fadtiey
are also positively and significantly correlatedtie stock returns which indicate that they exptrct
forecast stock returns.

Table (2): Correlation matrix

Variable EPS, P, /P EPS/P., AP/ P,
P, 0.767* 0.361* 0.342% 0.361*
EPS, 0.261* 0.597* 0.261
P, /P 0.273% 0.273*
EPS/P.. 0.273*

Notes:

The study main variables Pearson correlation aoeffts after deleting outliers defined as lowest%f and the
highest 1% of the observations.

Variable definitions: Pis stock price at year t, ERS earnings per share at year /MR, is current stock price
divided by past stock price, Eff% is earnings per share divided by past stock pA&¥, P, is the change in
stock prices divided by past stock price.

** Correlation is significant at the 0.01 level {@iled).

4.2 Regression analysis

The foundation of the economic explanation for hlationship between earnings and returns instighiten a

fixed valuation model. In that model the operattash flows are used as independent variable (Véaits
Zimmerman, 1986; Ohlson, 1991). Current earningsuaed now because the expectations for the mardath

flows from operating activities cannot be measwaedn estimate for the market’'s expectation. Thezethree

model specifications that will be used using stprikes and returns as dependent variables.

The statistical link that is found between the ktpdce and earnings is the main metric that isduséen it
comes to measuring the predictive ability of actmgnfigures. If accounting earnings are value vafg to
external users, then a link will of course existween the stock price and the earnings, and thficeats

of the earnings will be significant. The predictadeility (Adj-R?) of the regression model is used to measure this
association.

The three regression models results are reportdaliate (3). Model 1 aims to examining the stoclcgrand
EPS relation. The results show that coefficiente®5 is 7.724 and is statistically significant a thOllevel.
The adjusted fof this model is 58.7%.

251



European Journal of Business and Management www.iiste.org
ISSN 2222-1905 (Paper) ISSN 2222-2839 (Online) g
Vol No.20, 2013 ISt

In other hand, model 2 investigate the relation&t@fween stock price and EPS the results showctiedficient
on EPYP,., is 0.888 and is statistically significant at th@Devel. The adjusted’Rf this model is 7.3% so
there is a huge decrease in the forecasting abiityparing with model 1.

Lastly Model 3 results show that coefficient on EP.% is 0.888 and is statistically significant at th@Xevel.
The adjusted Fof this model is 7.3% which is the same comparitittp wiodel 2 but there is a huge decrease in
the forecasting ability comparing with model 1.

The outcomes of the price regression model indiinbe higher than the findings that were obtaimeadnfin
Collins et al. (1997) that used the price modelddd.S. sample during the time period of 1953-1998s was
done to report the earnings and book value andaggd 54% of the variation that was found in theusigy
returns. However this current study obtained 58i@%omparison to their 54%. In addition, when conmm
with other emerging markets studies Jordanian indlidisted firms seem to be more value relevéd#e and
Jeong (2007) examined the forecasting ability ofdém companies' earnings and book values from L8l
1998. The findings of that study revealed that iegsclarified 34% of stock returns. At Egypt,dther side of
the world, Ragab and Omran (2006) show that easramgl book value clarified 40% of the dissimilarity
in share returns during the time period of 1998 @002.

To conclude the results of the price regressioe gisbstantial evidence that the value of earnifidsS&-listed
firms that were reported during the period of 2@@4 2011 played a vital role in the equity valuafio the ASE
and there is higher explanatory power in Jordasomparison to other emerging and developed cousntrie
Just like the price model, the findings that weasdd on the returns model reveal that the investeasured
ASE companies’ earnings to be value relevant thmougthe study period.

Table (3): Regression analysis Results

Model 1 Model 2 Model 3
EPS 7.724**
(25.096)
EPS/P..1 0.888** 0.888**
(5.907) (5.907)
Constant 1.981** 0.993** -0.007
(20.636) (54.950) (-0.379)
F-test 629** 34.891** 34.890**
Adjusted R? 0.587 0.073 0.073

Notes:

Variable definitions: Pis stock price at year t, ERS earnings per share at year /MR, is current stock price
divided by past stock price, Eff%, is earnings per share divided by past stock pA&¥, P, is the change in
stock prices divided by past stock price.

Model 1. R= oo+ 01X+ €; Model 2: Py / Ba= yot+ v1 Xit / Pra+ € Model 3APY Puy= Bo+ B1 Xit / Prat &

** Correlation is significant at the 0.01 level {&Hled). * Correlation is significant at the 0.G#ve&l (2-tailed).

5. Conclusion and Recommendations

Driven by the absence of research when it comethdéoexplanatory power of accounting information in
emerging markets and the exceptional issues tHatiigl in in Jordan, the goal of the research isxamine the
predictive ability of accounting earnings and stpcices. This will be based on information thapieduced by
firms listed on the Amman Stock Exchange during thme period starting from 2004 until 2011. The
information is used empirically through the use tbé three valuation models, being price, returnd an
differenced models. The study revealed that theetinodels display that the earnings and the stackgphave

a positive and significant relation. It also shdiwst the predicative ability of return and diffeced models is in
fact lower than price models.

Currently two opposite views exist on what caudezldecrease in the relationship between accourgitgns

and market prices. The first view suggests thatghsening link is because of the changes thafoara in the

nature of earnings. The sequential increase tlbeaviewed in the asymmetry and lags of earniogsditional

conservatism, shows a strong predictive ability svieeomes to the decreasing association thatisddoetween
accounting returns and market prices. Others cthahthe growth in special items has decreasedbelwe of
accounting earnings, which in turn reduces theevalithe relevance of earnings. The special iteave lcreated
the decline in the association that is found bebnbe revenue and the expenses and this decliaecounting
earnings, and the increasing pattern of incomeaass.
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The second assessment isolates a rise in theliglafireturns that is not connected to earniragsa main drive
for the lessening association. The temporal ineréashe non-information-based trading is the maimdation

of the decreasing association that is found betwleearnings and the returns.

Numerous groups and individuals maintain that taditional financial measures have reduced in seiee is
because of the change in the business models, vdicteant to reflect the new economy. It is reabtnéo

argue that the wide implementation of the receasiiablished measure, an example being that of EndAtlae

increased recognition and implementation of noasirial performance measures, within the last dechie
shows or possibly adds to the supposed insuffiigsrthat are found in traditional accounting measur

Outside the value irrelevant noise that is founce@mnings that can affect the relationship modate must
contemplate that accounting earnings informati@nrent accepted as fast as share prices informdtlusa.leads
to a delay in the fusion of significant measure® ithe financial statements which means that theeot
earnings, does not attain the whole economic events

The findings of the low value relevancy of the ratand differenced models can be credited to theeap of
earnings recognition. If this really is the cadeisirecommend that improvement of the relationdfgpveen
returns and earnings through aggregation the desiaalong period of time.
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