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VALUATION RELEVANCE OF ANALYSTS’ PERCEPTION -PRICE VS. 
RETURN

Background

This thesis presents a thorough analysis of the results from the Most Admired 
Companies in Finland - survey (1997-2000) within the framework provided by 
Ohlson (1995).

In Finland the Most Admired Companies -survey is conducted annually by LTT 
Research Ltd. Since 1997, the results of the survey have been published annually in 
Talouselämä -the leading business journal in Finland. LTT Research Ltd. prepares 
and markets detailed reports based on the survey. These reports are widely used by the 
management of the surveyed companies in decision making and strategy formulation 
and evaluation.

Research Problem

As the title of this thesis implies, this study aims to answer the question: What is the 
valuation relevance of the analysts' perception -price or return? The question 
essentially asks whether the quantified analysts’ opinions (as measured by the Most 
Admired survey) augment the financial statement information in explaining current 
prices. On the other hand, this study aims to examine whether analysts' opinions bear 
any relevance in explaining future returns.

Objectives of this Thesis

The objectives of are directly related to the presented problem. Firstly, this thesis aims 
to identify the valuation relevance of analysts’ perception within the framework 
provided by Ohlson (1995). Secondly, I assess the analysts’ ability in predicting 
future abnormal returns. I aim to deal with both aspects in exhaustive and conclusive 
fashion.

Data and Methodology

The data used in this study is obtained from the Most Admired Companies survey 
conducted by the Finance Institute at the LTT Research Ltd. in years 1997-2001. 
Statistical methodologies include multiple linear regression, best subsets regression 
utilizing Hamiltonian walk, principal component factor analysis and correlation 
analysis.

Results

The analysts’ perceptions are tested incrementally to book values, current abnormal 
earnings and expected abnormal earnings. The price level regressions indicate that the



analysts’ perception, signified by the Most Admired -survey ranking, is highly 
significant and robust in explaining the cross sectional variability in prices during 
1997, 1998 and 2000 while 1999 is an exception. The explanatory power of the 
pricing model increased significantly as the value vs. growth segregation was 
introduced. However, the separation is only significant in assessing the value 
relevance of book values and expected abnormal earnings.

Price-to-book (P/В) ratio exhibits a non-linear relationship between the accounting 
variables included in the pricing model and analysts’ perception. A semi-log model 
fits the data considerably better than a linear model.

During the period under inspection, analysts’ perception scores provided significant 
explanatory power for future abnormal returns, which can not be explained by cross 
sectional deviations in price to book (P/В), price to earnings (P/E) or size. 
Furthermore, the analysts’ perception score, by itself, overperforms the more 
sophisticated value estimates based on the Ohlson (1995) framework in predicting ex
post abnormal returns. The testing is conducted with 3, 6, 12, 18 and 24-month return 
intervals.

Keywords

Ohlson model, Most Admired Companies, residual income valuation, valuation, non- 
financial information
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1. INTRODUCTION

The Coopers & Lybrand Accounting Advisory Committee (1997) advocates that 

empirical research evaluating financial reporting standards promulgated by standard 

setting bodies is best conducted through the Ohlson (1995) framework. Several research 

papers (Barth et al. (1998); Aboody and Lev (1998); Tiras et al. (1998); Hughes (2000); 

Ballester et al. (1999) and Black et al. (1999)) apply the Ohlson (1995) model as the 
methodological paradigm in determining the value relevance of a specific variable ot 

interest. Falling into the same strand with these papers, this thesis presents a thorough 

analysis of the results from the Most Admired Companies in Finland - survey (1997- 

2000) within the framework provided by Ohlson (1995).

1.1 Background & Motivation

Fortune magazine in the US conducted the Most Admired Companies -survey for the 

first time in 1983. The Fortune study is well established in the US and receives great 

publicity. Several corporations state improvement of their rank as one of their strategic 

goals. Often companies establish incentive schemes for the top management based on 

the firm's performance in the study. In recent years, the Most Admired Companies - 

study has established its position in several countries and serves as an international 

benchmark in evaluating firm management. In Europe, the study is conducted by 

Månadens Affärer (Sweden), L'expansion (France) and the Economist (UK), for 

instance.

In Finland the Most Admired Companies -survey is conducted annually by LTT 

Research Ltd. Since 1997, the results of the survey have been published annually in 

Talouselämä -the leading business journal in Finland. LTT Research Ltd. prepares and 

markets detailed reports based on the survey. These reports are widely used by the 

management of the surveyed companies in decision making and strategy formulation 

and evaluation. The firms included in the survey find it extremely useful to analyze their 

rank and work hard to improve their relative position each year. Furthermore, one of the 

top investment banks in Finland applies the results of the study in fund management.

Karja, Aki E. 2000. Valuation Relevance oj Analysts’ Perception - Price vs. Return, Master’s Thesis

in Finance, HSEBA
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As the management of a firm is designated with the task of maximizing shareholder 

wealth one would also be interested in the significance of this study from the investors' 

perspective. Figure 1 exhibits the ex-post share price development of two portfolios - 

the most and the least admired companies. The weight restricted Hex portfolio index is 

used as the benchmark. The portfolios are equally weighted and updated each year in 

the end of August to correspond with the latest rankings.
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Figure 1. The Most vs. the Least Admired Returns. This figure exhibits the ex-post share 

price development of the Top 5 and Bottom 5 companies from the Most Admired Companies -survey. 

The portfolios are equally weighted. The weight restricted Hex portfolio index is used as the benchmark. 

The portfolios are updated in the end of August each year to correspond with the latest rankings.

As it may be noted the Most Admired portfolio has significantly overperformed the 

benchmark while the Least Admired has underperformed. Not only is this notion 

observable within the three-year horizon but also in the annual returns presented in 

Table 1. Considering the increasing management interest in the survey and the return 

figures presented in Table 1 it seems evident that the a scientific analysis of the 

information content of this study is more than justified.

Karja, Aki E. 2000. Valuation Relevance of Analysts' Perception - Price vs. Return, Master’s Thesis

in Finance, HSEBA
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Table 1. Compounded Annual Portfolio Growth Rates

This table presents the compounded annual growth rates of the Top 5 and Bottom 5 portfolios. The weight 
restricted Hex portfolio index is used as the benchmark. The annual periods always begin and end in the 
end of August.

CAGR

Top 5
HEX Portfolio

Index
Bottom 5

Portfolio Return (97-98) 66% 26% 23%
Portfolio Return (98-99) 10% 7% -17%
Portfolio Return (99-00) 46% 20% -4%
Portfolio Return (97-00) 38% 17% 0%

1.2 Research Problem

As the title of this thesis implies, this study aims to answer the question: What is the 

valuation relevance of the analysts’ perception -price or returns? The question 

essentially asks whether the quantified analysts’ opinions (as measured by the Most 

Admired survey) augment the financial statement information in explaining current 

prices. On the other hand, this study aims to examine whether analysts' opinions bear 

any relevance in explaining future returns.

1.3 Objectives of this Thesis

The objectives of are directly related to the presented problem. Firstly, this thesis aims 

to identify the valuation relevance of analysts’ perception within the framework 

provided by Ohlson (1995). Secondly, 1 assess the analysts’ ability in predicting future 

abnormal returns. I aim to deal with both aspects in exhaustive and conclusive fashion.

1.4 Contribution of the Thesis

This thesis contributes to the current literature in several aspects. Firstly, it presents a 

pioneering synthesis of measuring valuation relevance of the Most Admired Companies 

survey in the framework provided by Ohlson (1995). Secondly, it contributes to the 

existing finance literature by providing additional evidence on equity analysts' ability to 

predict future returns on average - a matter that has not been overly researched in 

Finland. Consequently, this thesis will be of interest to Finnish investors and other

Karja, Aki E. 2000. Valuation Relevance of Analysts’ Perception - Price vs. Return, Master’s Thesis
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practitioners as well. Also, unique analysis is provided on the analysts’ average 

investment horizon in evaluating Finnish equities. The previously thought to be a linear 

relationship between price to book value and the OM accounting variables is found to 

be non-linear.

1.5 Summary of the Results

Regression analysis has been conducted on four different annual cross-sections: 1997, 

1998. 1999, 2000 and a pooled dataset. The analysts’ perceptions are tested 

incrementally to book values, current abnormal earnings and expected abnormal 

earnings for the following period. In these cross sectional regressions, the variable 

signifying analyst perception is found to be highly value relevant in all datasets except 

in 1999. During 1999, the analyst perception proxy does not receive a significant 

loading in the regression while the accounting variables do. The results are also 

confirmed through careful robustness testing, which is conducted by drawing a best 

subsets regression on price, a controlling regression where several independent 

variables are controlled for and a book value deflated regression mitigating the possible 

scale effect. The price level regressions indicate that the analysts’ perception, signified 

by the Most Admired -survey ranking, is highly significant and robust in explaining the 

cross sectional variability in prices during 1997, 1998 and 2000 while 1999 is an 

exception.

The pooled dataset was used to test the segregation of the firms into value and growth 

categories. These results have some noteworthy properties. The explanatory power of 

the OM increased significantly as the value vs. growth segregation was introduced. 

However, the separation is only significant in assessing the value relevance of book 

values and expected abnormal earnings for the following period (v). Interestingly the 

segregation is not significant for current abnormal earnings and analysts’ perception as I 

would have expected.

Deflating the independent accounting variables wáth book value per share mitigates the 

possible scale effects that may cause a an upwards bias in the overall R" of the price 

level regressions. In fact, the resulting analysis shows that price-to-book (P/В) ratio

Karja, Aki E. 2000. Valuation Relevance of Analysts ’ Perception - Price vs. Return, Master 's Thesis
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exhibits a non-linear relationship between the OM accounting variables and analysts’ 

perception. A semi-log model fits the data considerably better than a linear model. For 

all cross sections under analysis, the relationship between P/В and analysts perception 

score is convex and increasing. However, the relationship remains insignificant in 1999. 

The book value deflation confirms the results of the price level regression. If anything, 

the significance of the perception is found to increase rather than decrease.

During the period under inspection, analysts’ perception scores provided significant 

explanatory power for future abnormal returns, which can not be explained by cross 

sectional deviations in price to book (P/В), price to earnings (P/E) or size. Furthermore, 

the analysts’ perception score, by itself, overperforms the more sophisticated value 

estimates based on the Ohlson (1995) framework in predicting ex-post abnormal 

returns. The testing is conducted with 3, 6, 12, 18 and 24-month return intervals. The 

significance of the analyst perception score peaks in the 12-month regression indicating 

that the average analysts’ investment horizon is approximately one year in the Finnish 

stock market.

Karja, Aki E. 2000. Valuation Relevance of Analysts ' Perception - Price vs. Return, Master’s Thesis

in Finance, HSEBA
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2. LITERATURE REVIEW

I have segmented the literature review into two main sections. Firstly, I will review the 

literature available on the corporate reputation and its financial implications. Since the 

literature concerning the results of the Most Admired Survey has identified the 

underlying concept measured as “corporate reputation” this term will be used 

interchangeably with "analyst perception”. Generally, the most notable studies utilizing 

the results of these surveys are made in the U.K or in the U.S. The second section of the 

literature review discusses thoroughly the recent and emerging literature around the 

residual income valuation model. The review has been constructed in two sections in 

order to better examine the valuation relevance of the Most Admired survey within the 

residual income valuation framework.

2.1 The Most Admired Companies

Since the early 1990s here has been a steady, though moderate, flow of research papers 

utilizing the results of this survey. The research started by examining the determinants 

of grades and rankings and was generally conducted by regressing the reputation scores 

with historical accounting figures and ratios. Performance measures in the Fortune 

survey and the relationship with ex-ante and ex-post stock returns have also been 

examined with contradictory results.

2.1.1 Operating Performance

Fombrum and Shanley (1990) conducted a study based on the 1985 Fortune survey in 

the US, and found that reputation assessments appear to be positively related to prior 

accounting profitability, advertising intensity and size, and negatively related to prior 

performance-adjusted risk. This sentiment is supported by McGuire et al. (1988, 1990) 

who indicate that past accounting performance is related to evaluators' perception of 

various qualitative measures.

Riahi-Belkaoui and Pavlik (1991) examine the reputation rankings by linking them 

specifically to asset management performance (i.e. management's ability to extract 

value from corporate assets). They define asset management performance as a

Karja, Aki E. 2000. Valuation Relevance of Analysts ’ Perception - Price vs. Return, Master's Thesis

in Finance, HSEBA
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combination of asset size, market's assessment of the value of the assets in place, asset 

turnover and profit margin. Riahi-Belkaoui and Pavlik use the 1987 and 1988 fortune 

rankings and found that total assets, Tobin's Q, asset turnover and profit margin adjusted 

for the industry averages explain 23.44% of the variability in the overall reputation 

scores in 1987 and 29.36% in 1988.

Herremans and Akathaporn (1993) examine the linkage between reputation and 

economic performance. The authors were motivated by the widespread belief in the US 

regarding ethically and socially responsible investing i.e. investors would be willing to 

trade economic utility for psychic utility. Herremans and Akathaporn hypothesize that 

companies with superior reputations for social responsibility should exhibit lower risk- 

adjusted returns. They used grades on one of the seven criteria in the Fortune survey as 

the assessment of the firm's “social responsibility” and found a positive relationship 

between the rankings for social responsibility and reported profitability. They report a 

negative relationship between reputation and total risk and a positive relationship 

between reputation and abnormal returns. Herremans and Akathaporn use Fortune grade 

as an indicator for “social responsibility” and argue that possessing good reputation for 

social responsibility gives corporations better access to resources such as management 

explaining the positive correlation between operational measures and Fortune rankings. 

However, the authors recognize the limitations of their study and state that the 

correlation may only present associations while the causal relationship between the two 

remains hypothetical.

Koch and Cebula (1994) employ the average Fortune grade as an indicator of the 

quality of firm management. They apply past values of return on stockholders' equity, 

earnings growth and an assessment of risk in explaining the Fortune grades and find that 

these variables at the best explain no more than 30% of the variability in the Fortune 

scores and conclude that the ratings contain additional characteristics that may reflect 

impressionistic judgements regarding the firm's future status and the personal 

characteristics of its management. Koch and Cebula's results support the earlier 

arguments of Peters and Waterman (1982) that financial analysts may form impressions 

of management quality only partially based upon historical firm performance. The

Karja, Aki E. 2000. Valuation Relevance of Analysts’ Perception - Price vs. Return, Master's Thesis
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authors find statistically significant relationships between the fortune grades and S&P 

ratings, the amount of international sales, dividends and capital gains, stockholder 

concentration and size. The relationship between firm size and the Fortune rankings is 

found to be surprisingly negative. This is reasoned to be a result of the fact that the 

Fortune sample only includes the 500 largest companies in the US, which makes the 

sample average significantly larger than an average corporation. Koch and Cebula 

extend their analysis to intra-industry comparisons by standardizing the variables with 

the industry average. However, the intra-industry analysis does not improve the 

explanatory power of any of their regressions. In fact, as the tested independent 

variables maintain their signs the statistical significance of the variables generally 

declines. Consequently Koch and Cebula conclude that the managers and analysts may 

take a broader view in company analysis.

2.1.2 Stock Returns

Many studies (Shefrin and Statman, (1994, 1995); McGuire et al. (1988, 1990); Nanda 

et al. (1996)) find little correlation between most admired scores and future excess risk 

adjusted security returns. This is in contradiction with the results of Antunovich and 

Laster (1998), who report that the most admired companies in the Fortune study achieve 

a high ex-post return performance and the less admired firms generally underperform 

the market.

Chung et al. (1999) found little relationship between high corporate reputation rankings 

and a firm's future risk-adjusted equity performance. They state that primarily a firm's 

equity market performance in the pre-survey and survey period affects published 

rankings of a firm's reputation qualities. In addition, they maintain that the publishing oí 

these rankings, as an event, has no impact on a firm's future risk-adjusted returns. 

Chung et al. argue in their explanation for generally found positive relationship between 

size and Fortune grade (McGuire at al. (1988); Nanda et al. (1996); Sheírin & Statman 

(1994, 1995)) that for the time period of their analysis small firms outperform large 

firms during the first two quarters of the year and consequently respondents for the 

study witness higher returns for large firms relative to smaller firms during the study

Kärjä, Aki E. 2000. Valuation Relevance of Analysts’ Perception - Price vs. Return, Master’s Thesis

in Finance, HSEBA
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period (the last two quarters of the calendar year). Chung et al. also evince that 

independent of size, the rankings are effected by the equity performance during the 

survey and the pre-survey period. They use the data from the UK survey conducted by 

the Economist and offer comparative results from the Fortune study in the US.

2.2 The Ohlson Model

This section provides a review on the theoretical basis as well as empirical applications 

and tests within the market based accounting research literature based on the pioneering 

ideas of Ohlson (1995). My attempt is to shed light on the empirical literature based on 

the residual income valuation model and the model rendered by Ohlson. Firstly, I will 

discuss the broader positioning of Ohlson's work within the market based accounting 

research. Thereafter, I will review the theoretical background on the issue and move on 

to discuss the empirical work conducted within the Ohlson paradigm. Generally, the 

empirical work may be divided to direct tests of the Ohlson’s model and so-called 

policy- or valuation relevant literature.

Walker (1997) provides a review on the literature concerning the theoretical basis of the 

market based accounting research developed on the pioneering ideas of Ohlson (1995) 

and Feltham and Ohlson (1993, 1995)1. He states that following the papers of Solomons 

(1961) and Edwards and Bell (1961) the accounting literature divided into two different 

strands. One strand continued to pursue the fundamental concept of accounting income 

as a proxy for economic income as the other strand concentrated on constructing the 

practical techniques that satisfied users’ perceived needs irrespective of their properties 

and performance as measures of economic income. Walker positions the work ot 

Ohlson and his co-authors in the fundamental income strand of accounting literature. 

More specifically, this category of the neo-classical economics-based approach is 

referred to as the market based accounting research (MBAR, for short). MBAR is 

focused in modeling the effects of financial reporting on capital markets in general and 

more specifically on the stock markets. Walker characterizes Ohlson’s model as an

1 Whittington (1981) provides a beneficial review on the earlier state of the literature, which is not 

covered extensively in this thesis.

Karja, Aki E. 2000. Valuation Relevance of Analysts’ Perception - Price vs. Return, Master’s Thesis
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attempt to combine traditional notions of income measurement in accounting with 

advances of the economic theory of capital asset pricing.

The literature around the pioneering papers by Ohlson (1995) and Feltham and Ohlson 

(1995) is recent and constantly increasing. The existing literature has broadly 

segmented into three strands. The first strand continues Ohlson’s work of providing 

parsimonious theoretical background, critique and extensions to the model. The second 

strand is concentrated in empirical testing the Ohlson model and its different properties. 

Of particular interest has been the empirical testing of the information dynamics 

assumptions. The third strand has focused on using the residual income model in policy- 

or valuation relevant accounting research. That is, because of the convenience of easily 

testable regressions, the model has been used to draw regressions on book value, 

abnormal earnings and an accounting or non-accounting variable of particular interest.

2.2.1 Theoretical Background

Several derivations of the residual income valuation model have surfaced in the finance 

literature since the 1930's. Ohlson (1995) further developed the residual income 

valuation model. By introducing the assumptions on the stochastic time-series behavior 

of the abnormal earnings, Ohlson made the traditional model intuitively appealing and 

more attractive to empirical testing. Since the publishing of the paper in 1995 the model 

has gained tremendous popularity in several empirical applications.

Ohlson (1995) derives the parsimonious method of using accounting data in the 

valuation of a firm’s equity. He defines price of a stock as a sum of the book value (of 

equity) and the present value of the abnormal earnings discounted from perpetuity. By 

making specific assumptions of the information dynamics concerning abnormal 

earnings, the model allows for valuation relevant information other than earnings, book 

values and dividends. The fourth value relevant information source is motivated by the 

idea that currently observable valuation relevant events affect expected future earnings 
rather than current earnings and accounting information incorporates these events only 

after a delay. In its parsimony the model satisfies several intuitive properties such as the 

Modigliani & Miller (1961) dividend policy irrelevance. As is standard in neo-classical

Karja, Aki E. 2000. Valuation Relevance of Analysts’ Perception - Price vs. Return, Master's Thesis
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security valuation, Ohlson assumes that market value is determined by the present value 

of expected dividends. The implied probabilistic framework entails ”homogenous 

beliefs” while maintaining risk neutrality. The second assumption is that dividends and 

book values maintain the clean surplus relation (CSR, for short). That is, dividends are 

paid out of book value while current earnings remain unaffected by current dividends. 

The third assumption specifies the stochastic time-series behavior of the abnormal 

earnings. It is precisely this time-series based information dynamics assumption that 

distinguishes the Ohlson (1995) model from the previous derivations of the residual 

income valuation models. In Ohlson’s model abnormal earnings are defined as current 

earnings minus the risk free rate times the beginning period book value. This enables 

the empiricist to concentrate on predicting abnormal earnings rather than dividends 

while maintaining the M&M dividend payment irrelevancy and the neo-classical 

assumption that market value of equity equals the present value of expected dividends." 

The information dynamic in the model further specifies that date /+/ abnormal earnings 
consist of an autoregressive component of period / abnormal earnings plus a correction 

factor incorporating other information than accounting data and dividends. The 

correction factor is also assumed to follow a simple linear autoregressive process with 

one lag (i.e. AR(1)). Intuitively, this means that abnormal earnings are deteriorating 

while the correction factor ensures that all value relevant events realized as earnings and 

book values. Based on the three assumptions, Ohlson derives a closed form solution 

explaining market value of equity. The result has intuitive appeal since it explains 

goodwill, that is, the difference between market and book values of equity. This 

difference is positive if the expected value of abnormal earnings is positive. 

Consequently, the model also leads to an intuitive interpretation for book to market 

ratio. Ohlson (1995) also provides some observations on risk in his paper. He maintains 

the risk neutrality assumption but discusses the possibilities of incorporating risk in the 

expected dividend sequence. He states that the CAPM concept of risk should be 

adequate for many empirical applications of the model. However, he points out that the 

CAPM approach lacks theoretical appeal in his view. He further argues that the source

2 Ohlson gets a grip on what he calls an apparent paradox in neoclassical security valuation. That is, the 

present value of expected dividends equals firm value, yet the prediction of the future dividend sequence 

is irrelevant since in the M&M world the underlying dividend policy is irrelevant.

Karja, Aki E. 2000. Valuation Relevance of Analysts' Perception - Price vs. Return, Master's Thesis
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for the risk inherent in abnormal earnings is due to distinctive sources than the CAPM 

concept of risk measured by beta.

Feltham and Ohlson (1995) derive the residual income model incorporating operating 

and financing activities. They define the CSR relation to financial and operational assets 

and state market value of equity as a sum of time t financial and operational assets plus 

the (until perpetuity) discounted present value of operating income less a charge. The 

latter has been popularized as Economic Value Added (EVA) by Stewart (1991).

Penman and Sougiannis (1996) document and compare the empirical performance of 

the equity valuation methods focusing on GAAP accrual earnings and book values with 

dividend discounting and discounted cash flow models. More specifically, they examine 

issues concerning the terminal value calculation in finite-horizon valuation models. 

They conduct valuations based on ex post payoffs with various horizons (with and 

without terminal value calculations) and compare them with ex-ante market prices to 

derive the errors in the terminal value calculations in each ol the techniques. Penman 

and Sougiannis conclude that accrual earnings techniques (i.e. RIV models) dominate 

the free cash flow and dividend discounting models in terminal value calculations. 

GAAP accounting facilitates better finite horizon valuations than discounted cash flow 

techniques. However, they also find that GAAP does not perform well in the cases 

where the firms have high and low В/P and low E/P.

Penman (1997) calculates weights that combine capitalized earnings and book values 

into equity price and weights that combine forecasts of future earnings from past 

earnings and book values. By utilizing the theoretical framework in Ohlson (1995) and 

Feltham and Ohlson (1995) he concludes that the weights on book values and current 

earnings differ by an amount that is dependent on the spread. This has intuitive appeal 

in a sense that book value is the balance sheet measure of net assets that generate 

earnings and earnings is the income statement measure of the returns generated by these 

assets. Thus Penman argues that they probably have information in common while both 

may also have information that the other does not have. Fie further argues that the 

analysis of the two variables together would produce more exact valuation than by
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calculating two distinct multiples and inferring the correct price from two separate 

multiples. He shows that the weights vary in a non-linear way over the amount of 

earnings relative to book value, and systematically over time. When earnings are 

particularly high or low relative to book value (in the cross section) more weight is 

given to book value and less to earnings. Penman suggests the following for getting the 

composite benchmark multiplier for a particular firm: each year calculate the difference 

between earnings realized for that year and apply weights to the earnings and book 

value that are appropriate for that difference.

Penman (1998) contrasts the theoretical framework of the dividend discounting models, 

discounted cash flow models, and residual income models based on accrual accounting. 

He presents a unifying framework in which each technique is shown to be a particular 

application of the dividend discount model. For instance, he shows that the DCF 

technique which forecasts free cash flows to the horizon and capitalizes expected 

terminal free cash flows is equivalent to specifying expected net debt plus capitalized 

financing flows as the terminal value in the dividend discount formula. The residual 

income technique that capitalizes terminal residual income is equivalent to capitalizing 

terminal income and adding the present value of dividends forecasted to the horizon.

Hand and Landsman (1998) test the predictions emerging from the information 

dynamics assumptions presented by Ohlson (1995). They claim that dividends play an 

informational role that is ruled out by Ohlson’s model and state that Ohlson’s 

information dynamics are therefore misspecifled. They conclude that information 

dynamics assumption is violated because larger dividends are associated with larger 

future abnormal earnings, especially for loss firms. This leads them to the claim that 

role of information outside key accounting numbers in current financial statement in 

equity valuation may be more limited than previously thought. The authors state that 

neither the assumptions that v is zero or that v is incorporated into abnormal earnings 

via Ohlson’s modified AR(1) information dynamic fit the data. They draw annual cross- 

sectional, industry-fixed effect regressions for 1974-1996. Hand and Landsman further 

argue that per-share deflation of the accounting variables and market prices introduces 

significant size-based non-linearity, which has an upwards bias in the regression
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coefficients. In fact, Brown et al. (1999) and Lo and Lys (1999) strongly critique and 

question the results of Hand and Landsman and further pursue this scale effect and the 

possible bias it brings into the empirical evaluation of the OM.

Motivated by the well-documented (e.g. Burgstahler & Dichew (1997)) phenomena ol 

non-linear relationships between price and accounting numbers (i.e. earnings convexity) 

Yee (2000) incorporates adaptation into the Ohlson’s (1995) residual income valuation 

formula. Yee’s approach has intuitive appeal in that he argues that part ot a firm’s value 

resides in it’s ability to exploit new opportunities, that is, to adapt. In his model, 

abnormal earnings contingency (that imposed by adaptation) generates a non-linear 

relationship between price and accounting numbers. His article highlights the contingent 

nature of future abnormal earnings by pointing out the widespread adoption of Ohlson s 

linear information dynamics. In his view, the regression ready linear models can not 

capture the true relationship between price and accounting numbers. Yee demonstrates 

that dynamic programming may be applied also, besides contingent claim pricing in 

finance, in accounting-based securities valuation. He develops an intriguing line of 

reasoning to back up his methodology. While continuing operations comprise a large 

amount of firm value; capital budgeting options that pass through the activities of all 

firms also contribute to firm value. Thus, the possibility to replace ongoing projects 

with more profitable ones should have value as the expected future cash flows from 

these potential investments. Yee defines adaptation as a perpetual ability to replace 

existing projects with better ones. An adaptive firm exercises these options optimally. 

His methodology proceeds analogously to the dynamic programming approach of 

contingent claim pricing in financial economics, apart from the fact that the underlying 

asset in this case is not publicly traded and that their prices are exogenously imposed 

rather than endogenously determined by a market equilibrium. In this sense the value ot 

the option available to an adaptive firm is more of a real than bona-fide option. Apart 

from this, Yee employs the traditional elements of the no-arbitrage principle in pricing 

the set of options in the context of the residual income model. When exploring the 

practical illustrations of financially поп-distressed firms with significant adaptation 

value, Yee refers to Internet firms. These firms withhold significant adaptation value. 

The market valuations of several of these firms are not justified by their negligible
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ROEs from ongoing operations (even when projected forward). Rather, many of these 

firms’ market values are supported by their claims as steady footholders positioned to 

take advantage of the forthcoming opportunities, which may arise when the Internet 

develops. Therefore, Yee reasons that the main driver of the Internet firms’ market 

capitalization is adaptability. Interestingly, Hand (2000) reports that net firms’ market 

values are linear and increasing in book value of equity but concave and increasing 

(decreasing) in positive (negative) net income. Hand also reasons that the concavity 

with net firms is stemming from the large operating options or increasing returns to 

scale.

Lo and Lys (1999) take a critical view on the Ohlson’s (1995) and Feltham and 

Ohlson’s valuation metrics. They critique the model itself and the empirical studies 

based on the model. Lo and Lys remind (as was already pointed out previously by 

Penman (1998) and Ohlson (1995)) that residual income valuation model is in fact the 

Ohlson model omitting the assumption of the information dynamics. Lo and Lys 

investigate the CSR assumption and find that the median deviation of US GAAP from 

dirty surplus is only 0.40% while the mean deviation is 15.71% and a full 14.4% of the 

company years have CSR violations that exceed 10% of comprehensive income. The 

study was conducted on COMPUSTAT firms for the years 1962-1997. Lo and Lys 

make a valid point regarding the CSR assumption. Although dirty surplus items in 

historical accounting earnings may be substantial, what matters for residual income 

valuation is that book values and expected earnings satisfy CSR. Lo and Lys also reason 

that residual income model is not a good candidate for empirical testing. Since it is 

based on an assumption that the stock price is equal to the present value of expected 

dividends (PVED), many researchers allegedly resort to an alternative explanation 

rather than rejecting PVED. The authors further argue that the Ohlson model does not 

allow for project selection by managers. Their argument is that for the market value to 

equal book value within the OM. all projects need to be earning the cost of capital i.e. 

all projects must have zero NPV. Lo and Lys state that any test of the Ohlson model is a 

joint test of the PVED, CSR and the information dynamics. The authors have been put 

off by research that while referring to Ohlson ignores the information dynamics since 

this is equivalent in using the RIV. Lo and Lys pursue the scale effect by replicating
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some of the analyses by Hand and Landsman (1998). They argue that the results tor 

Hand and Landsman are significantly upwards biased due to the scale effect. Deflating 

the variables by lagged market values of equity the R" from the Ohlson model is a more 

modest 41% instead of 64%. By doing this, the coefficient on dividends reverses sign 

invalidating the conclusion of Hand and Landsman regarding the informational role of 

dividends. Lo and Lys explain that the negative coefficient was a result of a positive 

relationship between firm size and dividends. They report a Pearson correlation of 0.83 

between annual dividends and market value. Thus, any variable that would be related to 

firm size would receive a positive coefficient. This leads Lo and Lys to conclude that 

there is ample opportunity for Hand and Landsman to increase the explanatory power of 

the model by including firm-specific discount rates and persistence of abnormal 

earnings. There seems also to be plenty of room for other information (v) to play role in 

valuation.

Liu and Ohlson (1999) develop rigorous empirical implications of the Feltham and 

Ohlson (1995) model. They specifically discuss the effects of conservative accounting 

in the Feltham and Ohlson model. Two additional aspects of the FO model are also 

discussed. The first one relates to the dichotomy between operating and financial 

activities while the second concerns the empirical relevance of so-called other 

information. The paper shows in a similar manner that was done by Ohlson (1998) how 

the information dynamics assumption can be handled in the empirical context of the FO 

model. Liu and Ohlson state that most of the empirical studies referring to Ohlson 

(1995) either neglect the other information or deal with it on ad hoc basis. Ohlson 

(1998) shows how v can be made empirically concrete by introducing analysts’ earnings 

expectations. Liu and Ohlson (1999) conduct similar analysis for the FO model.

Myers (1999a) investigates the effect of omitting terminal income from the residual 

income valuation model. According to Myers, databases such as COMPOSTAT do not 

include terminal income. Terminal income is the accounting gain that firms realize 

when they are delisted. Because accounting is conservative, book values are generally 

less than market values and companies record accounting gains in delisting. It suggests 

that liquidation price is an important component of firm value and that many oí the
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previous empirical papers have neglected this and, therefore, underestimated value 

based on the Ohlson (1995) model. Myers also suggests that prediction of future price to 

book ratios is important for valuation.

Ohlson (2000) discusses problems related to RIV. Firstly he states the per-share basis 

clean surplus relation will not hold if there are expected changes in shares outstanding. 

Secondly, if the firm brings in “new” shareholders who derive a benefit from their 

capital contribution it will invalidate the all-equity approach. Third, GAAP is said to 

violate the clean surplus assumption because some capital contributions are not 

accounted for in market value terms. As an alternative to RIV, the paper suggests that, 

in some cases. It makes more economic sense to concentrate on expected earnings per 

share, adjusted for dividends, as a valuation attribute rather than current book value and 

expected residual earnings.

Feltham and Ohlson (1999) develop the Ohlson (1995) and Feltham and Ohlson (1995) 

models further by incorporating risk and stochastic interest rates. Their generalized 

analysis rests only on the assumptions of no arbitrage in financial markets and clean 

surplus accounting.

Provoked by the critique of Lo and Lys (1999) and Holthausen and Watts (2000) 

Ohlson (2000) analyzes the time-series behavior of residual earnings as it relates to the 

existence of positive NPV opportunities. Ohlson aims to show that the Ohlson (1995) 

model rules out neither zero nor positive NPV opportunities contrary to frequently made 

claims. He demonstrates that the model allows for positive abnormal earnings, on 

average, given proper parameterization. This setting is consistent with positive NPV 

opportunities, that have been discussed previously in the research as the existence of 
“real options” and "abandonment options” (see Yee (2000) or Lo and Lys (1999), for 

instance).

2.2.2 Empirical Applications

Finance and accounting research involving the residual income valuation differs, in a 

sense that accountants are interested in how certain variables explain current value
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while finance theorists use the model to predict returns and to gain insight to previously 

documented market anomalies. The ultimate purpose of accounting reporting is to 

provide a realistic view on the economic profitability of a firm. Accounting research is 

therefore concerned on the model's ability to track value while finance research has 

been concerned on the model's ability to identify investment opportunities and market 

anomalies.

The empirical work of the Ohlson model has divided into two main branches. One 

branch of research has focused on the empirical testing of the Ohlson model while the 

other strand has focused on measuring “value relevance” of specific items disclosed (or 

not disclosed) in financial statements. Some of the tests of the Ohlson model assume 

market efficiency while others apply the model in identifying mispriced securities.

Frankel & Lee (1996) assess the residual income model in international setting. They 

discuss several practical problems that must be resolved in international 

implementations. They point out three specific areas of potential difficulty: the 
availability of reliable earnings forecasts, systematic violations of the clean-surplus 

assumption and "poor quality” accounting rules that result in delayed recognition of 

value changes. They state that across 20 countries and over 8 years their value estimate, 

V, consistently dominates earnings and book values in explaining variations in stock 

prices. Most of the improvement is due to the inclusion of analysts’ earnings forecasts 

rather than the country specific interest rates. They also construct cross-country hedge 

portfolios that produce significant positive returns suggesting that the residual income 

model might be useful in asset allocation decisions. They find that in most countries 

their value estimate explains over 70% of cross sectional stock price variation. They 

also test the ability of country-level P/V ratios predictive power for cross-sectional 

returns. Frankel & Lee provide results for Finland and report that the regression 
including V, BPS and EPS is highly significant with an exceptionally high R2 of 96% 

and most of the explanatory power coming from V.

Karja, Aki E. 2000. Valuation Relevance of Analysts ’ Perception - Price vs. Return, Master 's Thesis

in Finance, HSEBA



19

Bar-Yosef et al. (1996) empirically test the information dynamics assumption in the 

OM. They reject the one-period lagged linear dynamic for a large sample of firms. They 

also find that book values, dividends and earnings were valuation relevant for a 

multilagged information dynamic. The median lag structure for their estimated multilag 

system varied between 1.5 and 3 depending on the specific variable and the optimal 

multivariate model. In most cases, however, the optimal lag structure was 2 indicating 

the inappropriateness of the single period lag assumption in the OM.

Also, the linear information dynamics are examined by Myers (1999b). He finds that, 

when estimated as a time series, the linear information dynamics of OM and TO provide 

value estimates no better than book value alone. He estimates the TIM from a rigorously 

modeled accounting system but fails to capture the stochastic relationship among the 

accounting variables. Myers uses order backlog as other information in the OM and 

ends up concluding that the inclusion of an additional variable may reduce value 

estimates.

Dechow et al. (1999) provide an empirical assessment of the residual income valuation 

model based on the OM. They design and conduct empirical testing for the OM and 

consider different cases of the information dynamics. Dechow et al. determine the 

persistence parameters for abnormal earnings and other information for their annual 

regressions by inferring the persistence parameters from the past data. They develop an 

idea, in that they let the persistence parameter vary as a function of several items, 

including a “special items” variable. Then, by plotting the inferred persistence 

parameters they determine the implied coefficients for the closed form Ohlson (1995) 

model. Then, by drawing the regressions for the OM, they comment the differences 

with the regression and the implied coefficients. They assert that the stock market 

appear to place too low a weight on book value and too high a weight on earnings. 

According to the authors, this can be interpreted in two ways: a misspecification in the 

OM or that the stock prices do not reflect the rational expectations, because investors 

overestimate the persistence of abnormal earnings. They further pursue the latter by 

conducting testing on the prediction of future returns following a similar argumentation 

to Lee et al. (1999). They state that while the models explaining current stock prices
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work best by incorporating analysts’ earnings forecasts, in fact, the model forecasting 

future returns works the best when this information is ignored. They hypothesize that 

this would be the case when the stock market would naively incorporate the analysts’ 

erroneous earnings forecasts into stock prices. They report a weak statistical 

significance with the systematic errors in analysts’ earnings estimates and the “'errors“ 

in stock prices.

Beaver (1999) provides a beneficial commentary on the paper by Dechow et al. (1999). 

Beaver critiques the authors’ choice of using a stationary discount rate of 12% over time 

and across firms. He points out that if the abnormal earnings and earnings were both 

divided by beginning period book value of equity, they would only differ by a constant 

and would therefore exhibit identical statistical behaviour. Importantly, Beaver 

comments the use of market value as a deflator. He states that the market value 

deflation makes the ratio hard to interpret, since the ratio is confounded by the 

movement in the market value over time and could obscure the persistence of abnormal 

earnings. He suggests that a plausible alternative for deflation would have been book 

value of equity.

Frankel and Lee (1999) examine the usefulness of analyst-based residual income model 

in predicting cross-sectional stock returns. They find that the intrinsic value estimate 

(based on a residual income model) is highly correlated with contemporaneous stock 

price and is a good predictor for future returns. They also find systematic errors in 

analysts' earnings forecasts and by incorporating this into the valuation model they 

manage to improve the predictive power of value-to-price ratio (V/P). They infer that 

analysts tend to be overly optimistic for firms with high price to book and higher past 

sales growth. Also, companies with higher forecasted earnings growth, higher 

forecasted ROEs relative to current ROEs tend to have overly optimistic earnings 

forecasts. They construct "zero cash investment strategies based on the V/P measure 

and find that the strategy yields cumulative buy-and-hold returns of 45% over 36 

months during their sample period of 1979-1991. The effect is not explained by market 

beta, firm size, or the В/P ratio.
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Lee at al. (1999) lift the traditional assumption of market efficiency by calculating the 

intrinsic value for Dow 30 stocks as a cointegrated system so that price and value are 

long-term convergent. Their findings are similar to those reported by Frankel and Lee 

(1998). They conclude that during the sample period (1963-96) traditional market 

multiples had little predictive power, while V/P ratio, based on the residual income 

valuation model has statistically reliable predictive power in predicting returns. They 

also show that time varying interest rates and analysts’ forecasts are important to the 

success of V/P. More specifically, the short-term T-Bill rates are found more useful than 

long-term rates in estimating intrinsic value. When used alone, the analyst earnings 

forecasts have little predictive power for returns. However, when used in conjunction 

with the time varying discount rates, the consensus forecasts enhance the performance 

of V/P estimates. They also test the predictive power of the model while accounting for 

short-term interest rate, term structure risk premium and default risk premium.

2.2.3 Policy Assessment and Valuation Relevance

The Ohlson (1995) and Feltham and Ohlson (1995) papers have stimulated a growing 

body of “policy-relevant” work examining the link between the equity market values 

and items disclosed in financial statements. As an illustration of the model’s influence 

on policy questions, the Coopers & Lybrand Accounting Advisory Committee (1997) 
advocates that the empirical research evaluating financial reporting standards 

promulgated by standard setting bodies is best conducted through the Ohlson model.

Barth et al. (1998) apply the OM in measuring valuation relevance of brand values. The 

paper is of interest here because it represents the strand of “valuation relevance" 

literature that applies the methodological framework set forth by Ohlson (1995). 

Furthermore, Ohlson provides a review on the paper as well. Barth et al. conclude that 

brand values are significantly related to prices and returns, incremental to book values 

and earnings. They use estimates for brand values from the annual survey of Financial 

World -magazine. Ohlson (1998) reviews the work of Barth et al. Ohlson discusses this 

often-applied research paradigm. He emphasizes the need for “control” in this 

methodology. He calls for better testing for the robustness in the results by including 

such measures as prior periods’ earnings growth, analysts’ expectations of earnings and
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measures of the quality and predictability of earnings. He comments that in his view, 

Barth et al. do not deal sufficiently on the issue how the brand value estimates relate to 

future earnings. Ohlson comments: “Ultimately, the research needs to resolve 

conceptually what kinds of expectational measures are permissible as regressors”. He 

further visualizes the concept with an example: “...as a special case value may simply 

equal capitalized next period expected earnings. This possibility does not exclude that 

earnings or book values, or any other information are value-relevant in the sense that 

they may relate to the prediction of next period earnings. It follows that value-relevance 

now becomes a question how information contributes to earnings forecasting rather than 

how it explains value”. He further questions whether it makes sense to explicitly 

recognize brand values by some estimation procedure. Ohlson’s reasoning that analysts' 

earnings forecasts should include the earnings produced by intangible assets backs this 

argument.

Aboody and Lev (1998) examine the relevance to investors of information on the 

capitalization of software development costs. Their paper is clearly “policy relevant" in 

a sense that it investigates the justification of expensing R&D under GAAP. After 

discreet analysis they conclude that capitalization related variables (annual amount 

amortized, value of the software asset and its amortization) are significantly associated 

with capital market variables and future earnings. They conclude that software 

capitalization procedures summarize relevant information for investors.

Tiras et al. (1998) argue that data pertaining to a firm’s reputation for satisfying 

stakeholder demands is informative on how both earnings and net book values are 

associated with firm value. Tiras et al. apply the standard Ohlson (1995) “valuation 

relevance framework”. However, their methodology differs essentially Iroin the 

standard in that they use a binary indicator variable in testing whether a firm has good 

or bad stakeholder relations. They use end-of-period book values in standardizing 

earnings and book values. Thus they effectively move to analyze price to book 

relationship, which is explained with current ROE and the interaction effects between 

the binary variables and ROE. Since they use book values to standardize earnings and 

book values the binary variables enter the regression with unity coefficients in

Karja, Aki E. 2000. Valuation Relevance of Analysts’ Perception - Price vs. Return, Master's Thesis

in Finance, HSEBA



23

measuring the interaction with book values. This enables them to interpret the changes 

in regression intercept directly as changes of the book value coefficient.

Hughes (2000) examines the relation between the market value of equity and 

nonfinancial pollution measures that capture utility companies’ exposure to future 

environmental liabilities. He reports that firms with exposure to unbooked future 

liabilities suffer a share price reduction of 16% relative to the firms with no liabilities. 

He draws regressions on several variables measuring the pollution activity of a 

company and book values and concludes that investors discount pollution in firm value. 

The study possesses a very similar research design to the one published by Barth et al. 

(1998). However, Hughes only provides results for book value regressions and mentions 

that regressions including earnings provides similar results.

Ballester et al. (2000) investigate the disclosure of labor related costs by US firms and 

estimates the proportion of these costs that is investment in human capital. Their study 

finds that about 16% of these costs represent an investment in human capital, which 

averages about 5% of the total market value of the company and is depreciated at a rate 

of about 34% a year. In that sense the paper carries some policy relevance since the 

practice is to expanse all labor related costs for the current period while a significant 

portion of them, according to Ballester et al., represents investments in human capital, 

the benefits from which will accrue in future periods.

The value relevance of firm reputation has roused interest in the recent years despite the 

fact that as a qualitative asset the determination and timing of reputation's future 

benefits to a firm are extremely difficult to quantify. Quantifying the worth of a 

favorable firm reputation should have value to the investor since it results in financial 

benefits to the corporation. Edvinsson and Malone ( 1997) argue that somehow (“it only 

by hunches and intuitions ”) the market is putting a value on invisible assets. They 

claim that some of these qualitative assets seem to hover in the ether almost 

indefinitely; converting to line items on the balance sheet years after the market has 

accounted for them.
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Black et al. (1999) used the Ohlson model to study whether or not the firm reputation, 

measured as the average score from the Most Admired Companies in the US - survey, 

is a significant explanatory component of market value of equity. By taking into 

account the Brown and Perry ( 1994) finding that there is a financial performance halo 

that heavily influences the Fortune ratings and thereby segregating financial measures 

(market value, risk and growth) in the Fortune rankings, they used the Fortune rankings 

as a proxy for an aggregation of non-financial information. Black et al. (1999) find 

evidence of value-relevant information provided by the Fortune survey that cannot be 

explained by financial information available from financial reporting sources. They 

argue that this non-financial reputation component is evidence of an invisible intangible 

asset that is value-relevant in explaining the market value of the firm and appears to 

demonstrate the validity of corporate decisions to make reputation-enhancing 

expenditures.
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3. SAMPLE COMPANIES & THE MOST ADMIRED SURVEY

For the purposes of this study, I will solely work with the analysts’ ratings and opinions. 

Though corporate CEOs also participate in the survey, the use of analysts’ opinions may 

be justified by the existing research that has attempted to evaluate the analysts’ added 

value to investor decision making. Furthermore, analysts’ opinions may be argued to be 

publicly available while CEOs’ often are not.

In the following, 1 will discuss the general issues in the study. I conducted the 2000 - 

survey myself while the information from previous years has been well documented by 

LTT Research Ltd.

3.1 Sample Companies

The number of companies included in the study has slightly evolved during the four 

years. Companies are included in the study on the basis of their market capitalization on 

the Helsinki Exchanges (HEX) on the last trading day of May.

3.2 Methodological Issues in the Survey

To maintain comparability with the international surveys the survey in Finland has been 

conducted on the following criteria:

1. Quality of management

2. Quality of products and services

3. Innovativeness

4. Ability to attract, develop and keep talented people

5. Quality of investor relations

6. Wise use of corporate assets

7. Long-term investment value

Finnish and foreign analysts and the Finnish CEOs evaluated companies’ performance 

in each of the seven criteria on a scale from 1 (poor) to 7 (excellent).
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3.3 Respondents

The target group for the survey consists of Finnish equity analysts and foreign equity 

analysts actively covering Finnish equities.

In the survey, analysts only rank the firms and industries that they specifically cover or 

are familiar with. Finnish analysts usually restricted their answers to few industries that 

they were specialized in. Foreign analysts are often specialized by industry as opposed 

to by country basis. Therefore, most foreign analysts only rank specific companies. 

Within the Finnish analyst group, several responses were drafted in a team in order to 

provide a wider coverage of the firms and industries while maintaining the same 

benchmark. Table 2 provides the general information on the annual answer percentages 

and the number of firms included in the survey.

Table 2: Annual Survey Information

This table reports the number of firms included in the Most Admired Companies in Finland survey 
during 1997-2000. It also reports the number of analysts who received the questionnaire as well as the 
answer percentages. The analyst group consists of both Finnish and foreign equity analysts.

1997 1998 1999 2000

# of firms included 50 57 55 55
# of analysts 247 243 469 339
# of answers received 76 63 152 134
Answer % 30% 26% 32% 40%
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4. METHODOLOGY

Section 4.1 provides a general overview of the OM. This is followed by a discussion on 

the application of the OM as the research paradigm in determining the valuation 

relevance of a nonfinancial metric such as analyst perception. Section 4.3 provides the 

theoretical framework for analyzing the deviations between price and value. This is 

followed by the factor analysis on the Most Admired data. Before moving on to 

analyzing the results. I report the descriptive statistics of the key variables.

Note that the research design does not aim to test the OM directly or provide any 

fundamental critique on it. More importantly, the aim is to provide a research design, 

where I can reliably investigate the incremental valuation relevance of the analyst 

perception. Consequently, all the regressions based on the OM call for detailed 

robustness testing.

4.1 Methodological Paradigm - the Ohlson (1995) Model

One of the most fundamental theories in finance describes equity value as a sum of 

expected future dividends.

PVED p,=j^R-TE{dl+I)
T — \

where:

p, is price at time t;

R is 1+ required return on equity;

E(* ) is expectation at time t;

d, is dividends per share at time /;

Though one of the centerpieces in finance theory, the empirical application of PVED 

has been problematic. Applied in practice, the formula requires prediction of dividends. 

Nevertheless, Modigliani and Miller (1961) dividend irrelevance proposition suggests
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that price is unrelated to the timing and the payout of dividends. This paradox has been 

a popular topic in neo-classical finance literature.

Consider an accounting system satisfying the clean surplus relation (CSR):

CSR b, =b,_, +x,-d,

where:
b, is book value at time t\

x, is earnings per share at time t\

d, is dividends per share at time t;

It has been long recognized (Preinreich (1938)) that solving CSR for d, and substituting 

it to PVED yields:

RIV p, =6,+¿/?-r£(x,+r-fc*6,+r.,)
r=l

The term in parenthesis is often referred to as “abnormal earnings” and will be denoted 

as xa hereupon.

Ohlson (1995) models the time series behavior of the information dynamics of the 

abnormal earnings evolution. His information dynamics are expressed via two 

equations:

ID1
and

ID2

xi+\ - <m',“ + v, + £i+\

v,+i = 1У, + П,+\

He defines v, as relevant information about future abnormal earnings not implicit in 

current abnormal earnings. Abnormal earnings are assumed to follow an AR(1) process
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while the “other information” variable (v) also follows an AR(1) and incorporates into 

abnormal earnings with one lag. Coefficients со and у are the deterioration parameters 

for the AR( 1 ) processes.

Based on the information dynamics and the residual income valuation model, Ohlson 

(1995) derives following closed-form representation for RIV:

OM p, = b, + axx° +a2v,

where

K1 or, = со / (R - со)

K2 a2 - R/ (R- co)(R - y)

OM states price as a linear sum of current book value, current abnormal earnings and 

the information regarding future abnormal earnings not implicit in current abnormal 

earnings. The model incorporating both of the information dynamics assumption (OM) 

has been applied to time-series data (e.g. Dechow et al. (1999)), where v has been 

approximated by using analysts’ earnings expectations. These expectations, combined 

with current accounting data are used to infer the values for со and y.

As a critique on the empirical applications of RIV, Lo and Lys (1999) state that the 

residual income valuation model (RIV) is not a good candidate for empirical testing. 

Since the model relies on the assumption that prices are equal to the present value of 

expected future dividends (PVED), rejection of the model is equivalent to rejecting 

PVED. However, in many cases (e.g. Hand and Landsman (1998)) the empirical 

application of the OM lead to the rejection of the information dynamics rather than 

PVED.

According to Lo and Lys empirical tests require truncation for the infinite series of 

abnormal earnings and proxies for investor expectations. Consider the following 

representation of RIV (Lo and Lys (1999)):
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1. a =6,+2У'£«,,)+ É «"£,«,)
г=1 т=Т+1

The second term in equation 1 represents the expected value of abnormal earnings for 

the finite horizon. The third term represents the truncation of the abnormal earnings till 

perpetuity.

For instance, Lee et al. (1999) develop a time series model for analyzing the intrinsic 

value of the Dow 30 stocks. Lee et al. employ analysts’ earnings forecasts as proxies for 

the abnormal earnings for t+3 years and then forecast earnings implicitly by linearly 

fading year the t+3 abnormal earnings figure to the industry median. They state RIV as 

follows:

2. P, = B,+
(FROE„, - r.) „ (FKOEM-r.)

Ы (i+0 5,„ + TV

where terminal value (TV) is estimated using three different forecast horizons. Lee et al. 

(1999) test two different transitory periods during which the abnormal earnings for the 

company will converge to zero. The TV in equation 2 is described as follows:

3. TV =
(FROEl+3 -re)
------~-----"1 o,

Recent literature regarding the empirical testing of the residual income valuation model, 

has often ignored the information dynamics assumption (ID 1 and ID2). In those studies 

that apply the OM time series properties the deterioration coefficients have been 

inferred from the analysts’ forecasts and actual earnings. By rearranging terms in ID 1 v 

can be stated as:

4. v, = E(x^)-cüx? + el+{

which may also be stated as:
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э. £, «, ) = cox‘¡ + [e(x‘;+í )-ûjx°\+ ei+1

Intuitively, equation 5 means that expectation for future abnormal earnings consists of 

two components: the transitory component and the difference between the expected 

abnormal earnings and the transitory component. Provided the freedom to analyze the 

information dynamics in the context of corporate strategy, the first term in equation 5 

represents the competitive situation that the company has achieved. If the current 

management does not keep it up by introducing new positive NPV projects, the 
abnormal earnings will converge to zero over time3. The rate of deterioration is 

presented by со. The second variable in the equation (v) represents investors’ 

expectations regarding the company’s ability to enhance abnormal earnings 

incrementally to the transitive part. In empirical applications the construction tor 

abnormal earnings expectations has been often presented as follows:

El{xl,) = coBVl_,
EPS,
bi:

- r.
/-1

+ \bv,
FEPS,i+1

BV.
— r„ -coBV,i-i

EPS,
BV,i-i

■ + £,i+l

where

B,

re
EPS, 

FEPS/+,

Et+i

is book value per share from the most recent financial statement; 

is the cost of equity;

is earnings per share from the most recent financial statement;

is analysts’ forecast for next year’s earnings per share;

is an error term capturing the unexpected shocks top abnormal earnings,

which has an expected mean of zero and serially independent

distribution;

3 Corporate strategists have for long examined the length and persistence of abnormal earnings. For 

instance, Michael Porter’s five forces analysis’ objective is to determine the abnormal earnings 

opportunities within an industry.
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The implicit assumption in these models is that all other information (v) regarding 

future abnormal earnings is included in the consensus analyst earnings forecasts. 

However, several researchers argue that analysts’ forecasts for future earnings are 

upwards biased (e.g. Hong et al. (1998)). It may be argued further that other 

information, besides short-term earnings expectations, should affect stock price. The 

earnings estimates used in most empirical studies cover only t+3 years after which the 

erosion of competitive advantage, as measured by deteriorating abnormal earnings, is 

expected to linearly revert to zero. This logic ignores additional value that may not be 

implicit in analysts’ forecasts. For instance, takeover stocks tend to trade with a 

premium. Announcements for corporate divestitures are claimed to increase value even 

when the earnings forecasts for the combined businesses remain unchanged. Investors’ 

expectations concerning management’s ability to make decisions that will benefit 

shareholders in the future should increment stock prices beyond earnings expectations.

Yee (2000) develops the residual income valuation model for an adaptive firm. He 

incorporates adaptation4 into the OM. Though parsimoniously cast, the model does not 

offer the same empirical appeal in comparison with the OM. As a critique on the 

discussion involved around these deficiencies in the OM, value Ohlson (2000) argues 

that the OM can indeed incorporate this value through the parameterization of the 

information dynamics. For an empiricist, the question then becomes whether the 

analysts' earnings expectations already incorporate value of adaptation.

4 Yee (2000) defines adaptation as the prerogative to terminate and replace existing projects. The source 

for this value resides in expected future cash flows of prospective future investments to be drawn from the 

firm’s investment opportunity set at the appropriate time.
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4.2 The OM as the Framework for Evaluating Valuation Relevance

Several research papers (Barth et al. (1998); Aboody and Lev (1998); Tiras et al. 

(1998); Hughes (2000); Ballester et al. (2000) and Black et al (1999)) apply the OM as 

the methodological paradigm in determining the value relevance of a specific variable 

of interest. Also, the Coopers & Lybrand Accounting Advisory Committee (1997) 

advocates that empirical research evaluating financial reporting standards promulgated 

by standard setting bodies is best conducted through the Ohlson framework.

As 1 noted in the previous sections, Ohlson (1995) originally defines the “other 

information” variable as the “information of the expected abnormal earnings that is not 

implicit in current abnormal earnings”. The application of the OM in determining the 

valuation relevance of a variable that does not necessarily bear any direct relation to 

accounting information calls for some additional discussion. Observing ID 1, one comes 

to think that how can v be replaced with variables that are not directly derived by taking 

the expected abnormal earnings and deducting a persistence component.

Collins et al. (1999) report that negative earnings are considered transitory by the 

financial markets. When hypothesizing that next year’s expected earnings are not 

necessarily indicative of the future expected earnings one may find that by applying a 

measure that is not affected by this phenomenon may actually exhibit better results than 

by simply using the analysts’ forecasts. In fact, this would testify that the OM is subject 

to valuation bias stemming from the transitory nature of earnings. It may also be that the 

linearization of the next period expected abnormal earnings does not correctly describe 

the relationship for firms with significant set of available options (Yee (2000)). If the 

model can be augmented by introducing additional information, such as analysts' 

perception, I can conclude that recognizing factors that are not implicit in current 

earnings or even in expected short-term earnings can provide essential benefit in 

valuation. The idea may be illustrated with a simple example. Say, a company has a 

single very promising product that it has developed (for instance, software for G3 

cellular phones) but has not begun to commercialize the product yet. It has sales 

forecasts of zero for the next three years after which it is expected to receive significant 

sales when the G3 networks open up. In this case, the rational investor discounts the
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expected cash flows from the future to determine the current market value of the stock. 

Therefore, the application of additional variable within the OM may actually augment 

the short-term expectations in a fashion that will provide better explanatory power for 

current prices. That is, one may question whether the reported earnings give a correct 

indication of the current economic income achieved by the firm. The principle of 

depreciation in accounting is based on the notion that the firm makes a lumpy 

investment that will generate income in the future. By expensing the asset through 

depreciation, the expenses will be better matched with income. The same idea applies in 

capitalizing intangible assets. However, the capitalization of these items does not flow 

through the income statement earnings to the balance sheet.

The incremental pricing information implicit in analysts’ perception is, of course, is 

dependent on whether the variable proxies for investors’ expectations for the 

companies’ ability to generate return on equity in the future. On the other hand, this 

ability could be merely affected by the past and bear no relevance to the companies’ 

expected performance. In this case, Most Admired Scores should not bear any value 

relevance in the OM.

Table 3 reports the correlation coefficients between the modified Most Admired Scores 

(STSCORE, see Section 4.4) and return on equity (ROE) and price to earnings ratio 

(P/E). There seems to be an evident pattern. As the horizon of the estimate in both ratios 

is increased the association between the ratio and STSCORE increases and strengthens. 

This is a clear indication that the analysts perceptions are very much “forward looking” 

and not solely dependent on the past. In my view, the relevant question then becomes 

whether STSCORE provides any incremental information relative to analysts’ earnings 

forecasts. Another interesting point is to examine whether the analysts’ perceptions are 

already prevalent in the current pricing or will they be of any use in determining future 

returns.
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Table 3: Pearson Correlations between STSCORE, ROE and P/E

This table provides the Pearson correlation coefficients and the associated p-values for the pairwise 
correlation between ROE and P/E values of different horizons with the STSCORE. What is evident in the
data is that the correlations seem to increase, the further away the EPS estimate horizon is. This is also 
evident in the strength of the statistical relationship as indicated by the t-test.

T t+1 t+2 t+3

ROE 0,21 0,11 0,21 0,28
p-value 0,005 0,151 0,007 0,000

P/E 0,19 0,18 0,39 0,44
p-value 0,013 0,017 0,000 0,000

4.3 Convergence of Price and Value

Set aside the assumption that price has to equal intrinsic value all times (PVED), Lee et 

al. (1999) use PVED to define V* as follows:

7.
r=l

Lee et al. consider a framework where price may deviate from intrinsic value. That is 

they define p as a mere estimate of V*. They introduce the following structure for the 

price and value estimation:

8. log(p,) = log(0 + £;

9. log(J^) = log(^*) + er,

which may be stated as:

10. log(k) / P,) = —

By assuming that the error terms are not perfectly correlated and that et is mean 

reverting (due to arbitrage) they argue that the V/P ratio should be a viable measure in 

assessing the alternative measures of V. Consequently, they state that better intrinsic 

value estimates yield V/P ratios that have greater predictive power for future returns.
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The aforementioned framework for the convergence of price and value has intuitive 

appeal for evaluating any valuation model. The error produced by the valuation model 

may be attributed to two sources: the model parameters may be misspecified or price 

may be divergent from intrinsic value. While the past accounting literature has 

concentrated on the former, finance literature has been occupied with the latter. Lee et 

al. (1999), however, show that these concepts are both closely knit together and should 

be considered simultaneously.

4.4 Factor Analysis on the Most Admired Data

A common goal when analyzing multivariate data is to gain insight on the relationships 

between and among variables. Many studies aim to determine and quantify the common 

latent factors in the data identifying that many variables may be reflecting the same 

underlying process. The methodology applied in the Most Admired Companies -survey 

is rather standard in surveys or studies measuring an intangible factor such as quality or 

general intelligence. The classic motivation for factor analysis is IQ testing. In the early 

1900s Charles Spearman gave different types of aptitude tests to people and found that, 

in general, good performance in one category is associated with good performance in 

others (and bad performance was accompanied with bad performance). He ascribed this 

pattern to an underlying level of general intelligence, which he called “g”. Table 4 

provides the Pearson correlation coefficients between the average scores from the 7 

criteria applied in the Most Admired Companies in Finland - survey in 1997, 1998, 

1999 and 2000. As it may be noted as well as expected, the correlations between 

variables are relatively strong and highly significant. This is supportive to my prior 

notion that the data reflects one general underlying concept.
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Table 4. Pearson Correlations for the Most Admired Scores

This table presents the Pearson correlation coefficients and the respective cumulative t-test probabilities 
(p-value). The variables are defined as follows: MGMT = Quality of management. PRSRV = Quality of 
products and services, 1NNO = Innovativeness, EMP = Ability to attract, develop and keep talented 
employees, INVREL = Quality of investor relations, ASUT = Wise use of corporate assets and LTINV 
= Long-term investment value. The dataset consists of the pooled four consecutive years’ average 
ranking scores given by equity analysts.

MGMT PRSRV INNO EMP INVREL ASUT

PRSRV 0,781
p-value 0,000

INNO 0,760 0.817
p-value 0,000 0,000

EMP 0,791 0,800 0,849
p-value 0,000 0,000 0,000

INVREL 0,638 0,531 0,548 0,670
p-value 0,000 0,000 0,000 0,000

ASUT 0,885 0,750 0,791 0,829 0,614
p-value 0,000 0,000 0,000 0,000 0,000

LTINV 0,885 0,800 0,840 0,843 0,603
p-value 0,000 0,000 0,000 0,000 0,000

In order to quantify how much of the data is driven by the first factor I draw a principal

component factor analysis on the pooled dataset. Table 5 presents the unrotated factor

loadings and communalities from the analysis. The first factor accounts for almost 80%

of the variability in the pooled data. The second factor accounts only for about 7,9%. 

The further examination of the factor loadings confirms my preset notion that the first

factor should represent the overall “perceived competitive advantage” of these 

companies. The second factor seems to only account for one variable (INVREL), the 

quality of investor relations."'

5 Though out of the scope of this thesis, this result may be of interest in its own right. It suggests that, on 

average, analysts do not perceive the quality of investor relations to be dependent on the other 

performance measures. I would also like to mention that in the 2000 survey the participating analysts 

were also asked to rate the importance of each factor and quality of investor relations emerged as the least 

important criterion.
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Table 5. Unrotated Factor loadings and Conimunalities -Pooled Dataset

This table presents the unrotated factor loadings and conimunalities from the principal components 
factor analysis. The variables are defined as follows: MGMT = Quality of management, PRSRV = 
Quality of products and services, INNO = Innovativeness, EMP = Ability to attract, develop and keep 
talented employees, 1NVREL = Quality of investor relations, ASUT = Wise use of corporate assets and 
LT1NV = Long-term investment value. The dataset consists of the pooled four consecutive years’ 
average ranking scores given by equity analysts.__________________________________ ____________

FACTOR LOADINGS
Variable Factor 1 Factor 2 Factor 3 Communality (1-3)
MGMT -0,92 0,01 0,28 0,93
PRSRV -0,88 0,21 -0,25 0,88

INNO -0,90 0,19 -0,23 0,91
EMP -0,93 -0,02 -0,16 0,89
1NVREL -0,72 -0,68 -0,10 0,99
ASUT -0,93 0,04 0,27 0,94
LTINV -0,95 0,10 0,15 0,93
Variance 5,58 0,56 0,32 6,46
Var (% of total) 79,7 % 7,9% 4,6% 92,3 %

Factor Number

Figure 2. Eigenvalue Profile Plot. This figure shows the eigenvalues associated with each factor 

versus the number of the factor. The eigenvalues are from the pooled principal components factor 

analysis also exhibited in Table 2.

The scree plot presented in Figure 2 plots the factor specific eigenvalues. The analysis 

of the figure is also supportive that the underlying process in the data is well captured 

by the first factor. The eigenvalue of the second factor is already well below unity.

Karja, Aki E. 2000. Valuation Relevance of Analysts ’ Perception - Price vs. Return, Master ’s Thesis

in Finance, HSEBA



39

Now that it seems well founded that the variability in the several dimensions may be 

explained sufficiently with one common theme, I have to quantify the relative 

differences between firms. Also, the fact that the results are year specific has to be 

accounted for. I proceed with four annual (instead of pooled) principal components 

factor analysis runs and use the factor scores from first components of these annual 

regressions as the indicator for the “perceived competitive advantage”. The results for 

the annual runs are provided in the Appendix. The annual factor scores are then 

standardized by subtracting by the annual mean and then dividing by their annual 

standard deviation. The standardized values are scaled to range from zero to unity to 

ease the interpretation in the following analysis. The annual standardized and scaled 

score is referred to as STSCORE hereupon.

4.5 Variable Definitions

Before conducting empirical testing on the OM one has to choose whether to work on 

per-share or absolute value basis. The traditional problem in accounting research has 

been termed as “scale effect”. To and Lys (1999) discuss the “scale effect” in the 

empirical applications of the OM. Lo and Lys discuss the alternatives to control for the 

problem. One solution would be to find a point where all firms are of same value at the 

same point in time i.e. researchers should be dividing the variables used in valuation 

equations by the value of the firm at the beginning of the investment horizon. 

Alternatively, the researcher can control for scale by including a scale proxy as a control 

variable. My approach to control for the scale effect is to examine the heteroscedasticity 

in the regression residuals on a per regression basis. However, a scale proxy is included 

in the robustness tests in two aspects. Firstly, logarithmic market values are included in 

the controlling regression. Secondly, the price level regression is deflated by the book 

value of equity.

Security Prices (PRICE)
Companies listed in the Helsinki Exchanges often have more than one series of stock 

outstanding. Therefore, determining which price to use in the per-share analysis may be 

problematic. Since I decided to operate on per-share basis, my objective is to make the

Karja, Aki E. 2000. Valuation Relevance of Analysts’ Perception - Price vs. Return, Master's Thesis

in Finance, HSEBA



40

share price comparable to the dependent variables such as book value per share and 

abnormal earnings per share. IBES calculates earnings per share (EPS) as net income 

divided by the sum of the total shares outstanding, i.e. both series [NI/ ( SHARESserles ¡+ 

SHARES senes 2)]- Therefore, to make price comparable with these EPS estimates I first 

added together the total market values provided by Datastream for both series and 

divided the sum by the total shares outstanding on that day [PRICE = (MVseries /+ 

MV senes ?)/( SHARESseries /+ SHARESseries 2)]- This scaling process should make price 

comparable to book values and earnings on per-share basis.

Book Values per Share (BV)

Book value per share has been calculated by taking the Book value of equity item 

(Source: ETLA), which is first converted to EUR (FIM 5,94573 /EUR) and then divided 

by the total shares outstanding.

Current Period Earnings per Share EPS(t)

Earnings per share for the current period has been calculated by taking the Net Income 

item (Source: ETLA) converting it to EUR and then dividing it by the total shares 

outstanding. This EPS figure is always the last full fiscal year’s. For instance, in 1997 I 

use the fiscal 1996 as period t.

Earnings Forecasts (EPS(t+x)E)

The earnings per share expectations are the IBES consensus EPS forecasts in EUR. 

Each year, the forecasts are dated in the end of August, approximately in the end of the 

survey period.

Standardized Most Admired Scores (STSCORE)

Standardized score (STSCORE) is the factor scoring of the first component derived 

from the unrotated principal component factor analysis (See Section 4.3). The annual 

factor scorings have been standardized by subtracting the mean and dividing by 

standard deviation.
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Beta (BETA)
Kallunki & Martikainen (1998) investigate how the price adjustment delays affect the 

estimation of risk- adjusted performance of mutual funds. These price adjustment delays 

may result because of market inefficiencies, thin trading or the calculation procedures. 

They find that the traditional market model beta is apparently downwards biased for 

Finnish stocks during their estimation period. The traditional market model beta is 

usually inferred from an OLS regression, which can be written as:

11. rjj = a, + ß/mj + Zjt

where

rm,t

(Xj and ßj

is the return on security j in interval t;

is the return on the market in the same interval

are the alpha and beta coefficients of security j;

is the random residual component of the return on security j in the 

interval t with a mean of zero and serially independent distribution.

Kallunki and Martikainen conclude that this procedure in beta estimation understates 

the true betas. They employ a beta estimation technique introduced by Cohen et al. 

(1983) specified as follows:

fi+br+t/r
12. ---- F1----- Sr—

i+Iæ"+Iæ”

where

N is the number of leads and lags in the estimation;

ßj is the market model beta based on equation 11 ;

y£T" is the market model beta of stock j relative to the HEX-portfolio index

with n period lead;
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p " is the market model beta of stock j relative to the HEX-portfolio index

with n period lag;

PI" is the market model beta of the HEX-portfolio index relative to HEX-

portfolio index with n day lead;

pp is the market model beta of the HEX-portfolio index relative to HEX-

portfolio index with n day lag;

Kallunki and Martikainen employ the aforementioned beta adjustment procedure for 

different mutual funds in order to construct Treynor ’s indices for enhanced performance 

evaluation. They find that using four leads and lags gives the highest average beta and 

therefore the most valid results.

Even though the sample in this thesis consists only of the largest companies in the 

Helsinki Exchanges, one may find similar beta adjustments justified. I have applied a 

similar estimation technique to that presented above. However, instead oí daily returns I 

have applied weekly returns6 with one lead and one lag. The basis for choosing one lead 

and one lag was that inclusion of more lags increased the average beta only marginally.

Risk Premium
The calculation of cost of equity capital requires an estimate for equity risk premium. I 

apply a stationary risk premium of 5,8%, which has been the historical difference 

between the nominal stock and government bond returns during the period 1970-1990 

(Kivisaari & Puttonen (1997)). Stock returns during this period amounted to 14,4% 

while bond returns were 8,6%. Lee et al. (1999) test the different variations for risk 

premia and conclude that the choice of risk premia has insignificant importance for the 

performance of their model.

Risk-free Rate (rß
Lee et al. (1999) find that time varying interest rates are particularly important for their 

model’s performance. As a risk free rate, I apply the 6 month Helsinki Interbank

6 Barro, Bloomberg and ValueLine all employ weekly returns in beta estimation.
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Offered Rate (HELIBOR) and subsequently the respective EURIBOR rate. The rate is 

updated for each annual estimation of re.

Cost of Equity Capital (re)

Empirical applications of the residual income model call for a discount rate that 

corresponds to the riskiness of future cash flows to the shareholders. Frankel & Lee 

(1998) find that the choice of re has little effect on their cross-sectional analysis. Since 

the OM relies on the risk free rate as the discount factor the theory has been based on 

risk neutrality. Most direct approach allowing for risk replaces the discount factor with 

re, which adjusts the risk-free rate for risk. For instance, required return on equity has 

been approximated using the capital asset pricing model (CAPM) and may be 

algebraically expressed as follows:

i3. rc,j=rt +№„-'>)

where

(rm - rf is the equity risk premium;

Ohlson (1995) states that the risk concept described above should be adequate for most 

empirical purposes of the OM. However, he also points out that while this approach is 

simple and useful, it lacks theoretical appeal. He argues that the incorporated concept of 

risk should depend on the risk inherent in (abnormal) earnings, book values, dividends, 

etc.

I apply the regular CAPM procedure in estimating re. The cost of equity capital is 

calculated in August each year applying equation 13.

Abnormal Earnings for the Current Period AB(t)A

Abnormal earnings for the current period are calculated as the current period EPS less 

the prior period book value multiplied by the discount rate [AB(t)A=EPS(t)A-Re*BV(t- 

1)A\.
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Expected Abnormal Earnings AB(t+x)E

Abnormal earnings for “next” (t+x) periods are calculated as the IBES consensus EPS 

forecast less the prior period book value multiplied by the discount rate 

[AB(t+x)A=EPS(t+x)E-Re*BV(t+x-l)E]. One may note that this calls for estimation of 

the future book values. Ohlson (1995) shows that under the CSR assumption, MM 

dividend policy irrelevance holds in the OM. Therefore, my assumption of zero 

dividends should provide a consistent estimate in future book value calculation. Future 

period book values are estimated simply by adding the current period EPS to current 

book value.

Other Information Variable (v)

The “other information” variable (v) defined as the difference between the expected 

next period abnormal earnings per share and current abnormal earnings per share [v = 

AB(t+x)-AB(t+x-1 )]. This representation of v differs slightly from the one presented in 

ID1. That is. to is assumed to be one to begin with. I would argue that in this point of 

the analysis, the choice of to should have very little (if any) influence on the regression 

results. Since to is assumed to be same for all firms, the only regression that may be 

affected is the pooled model. One may also notice that in fact the inference of to from 

the OM regression has to be an itinerary process. Since со is assumed to be constant 

cross sectionally, this approach does not seem unreasonable.

4.6 Descriptive Statistics

There are four datasets used in the regression analysis. Table 6 presents the descriptive 

statistics for each of the annual datasets as well as the pooled dataset. Insurance 

companies and banks have been omitted from the analysis. Furthermore, Datastream did 

not offer price information for Rauma, Länsivoima and Raute. All per share data is in 

EUR.
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Table 6. Descriptive Statistics

This Table exhibits the descriptive statistics for the five datasets applied: pooled, 1997, 1998, 1999 and 
2000. TrMean = Trimmed mean which means that 5% of the largest and 5% of the smallest observations 
are omitted for the calculation, SE Mean = Standard error of the mean calculated as standard deviation 
divided by square root of n. Variable definitions are as follows: PRICE = price in EUR (Markka 
quotations have been converted to EUR at FIM 5,94573 EUR), BV is the book value of equity per share, 
EPS = earnings per share, AVG = the average Most Admired score, Re = required CAPM return on 
common equity, AB = abnormal earnings for the period and v = (t+1) period expectation for abnormal 
earnings less current period abnormal earnings.

Variable N Mean Median TrMean StDev SEMean Min Max Ql Q3

Panel A. Descriptive statistics for the pooled dataset

PRICE 176 29,99 20,30 25,48 34,62 2,61 0,69 316,36 10,07 35,70
BV 175 14,42 9,30 11,48 18,30 1,38 0,17 132,45 4,74 17,06
EPS96A 175 1,46 1,16 1,24 2,00 0,15 -1,99 15,73 0,42 1,70
EPS97E 176 1,74 1,32 1,44 2,19 0,17 -0,08 19,19 0,74 2,03
EPS98E 176 2,12 1,59 1,81 2,31 0,17 0,06 19,97 0,98 2,57
EPS99E 170 2,39 1,75 2,06 2,46 0,19 0,07 20,75 1,17 2,76
AVG 176 4,57 4,58 4,56 0,59 0,04 3,28 6,38 4,14 4,94
STSCORE 176 0,39 0,39 0,39 0,23 0,02 0,00 1,00 0,19 0,53
BETA 176 0,78 0,75 0,76 0,53 0,04 -0,28 2,61 0,42 1,08
Re 176 0,08 0,08 0,08 0,03 0,00 0,02 0,20 0,06 0,10

AB(t) 176 0,41 0,23 0,35 1,73 0,13 -5,20 12,83 -0,09 0,77
AB(t+l) 176 0,70 0,48 0,53 2,21 0,17 -4,10 19,19 0,03 1,06
AB(t+2) 176 0,98 0,65 0,80 2,22 0,17 -4,64 19,97 0,19 1,31
AB(t+3) 174 1,05 0,86 0,90 2,26 0,17 -4,72 19,20 0,25 1,48
V 176 0,29 0,15 0,26 1,97 0,15 -11,80 19,19 -0,01 0,61

Panel B. Descriptive statistics for the 1997 dataset

PRICE 42 31,36 22,80 29,33 26,47 4,09 3,85 104,28 10,61 42,72
BV 41 14,81 10,30 12,85 14,39 2,25 2,48 88,63 6,77 19,76
EPS96A 41 1,34 1,40 1.32 1,26 0,20 -1,99 4,68 0,56 1,76
EPS97E 42 1,73 1,57 1,64 1,18 0,18 -0,05 6,00 0,91 2,22

EPS98E 42 2,23 1,92 2,12 1,30 0,20 0,39 6,19 1,23 2,93
EPS99E 40 2,64 2,24 2,50 1,58 0,25 0,47 7,62 1,47 3,59
AVG 42 4,70 4,73 4,68 0,52 0,08 3,74 6,06 4,23 5,00
STSCORE 42 0,41 0,42 0,40 0,22 0,03 0,00 1,00 0,21 0,54
BETA 42 0,81 0,79 0,81 0,42 0,06 -0,12 1,66 0,47 1,08
Re 42 0,08 0,08 0,08 0,02 0,00 0,03 0,13 0,06 0,10

AB96A 42 0,24 0,39 0,31 1,39 0,21 -4,63 2,89 -0,26 0,93
AB97E 42 0,67 0,73 0,68 1,28 0,20 -3,69 4,22 0,04 1,41
AB98E 42 1,06 0,90 1,03 0,98 0,15 -1,10 4,01 0,29 1,68

AB99E 41 1,26 1,09 1,26 U2 0,18 -1,77 3,95 0,55 2,03
V 42 0,42 0,28 0,42 0,61 0,09 -1,25 1,94 0,12 0,86
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Table 6 - Continued

Variable N Mean Median TrMean StDev SEMean Min Max Qi Q3

Panel C. Descriptive statistics for the 1998 dataset

PRICE 46 29,21 18,88 25,70 30,89 4,55 1,45 136,07 8,17 37,26
BV 46 13,27 8,65 11,19 14,56 2,15 1,47 90,87 5,65 15,95
EPS97A 46 1,45 1,20 1,37 1,31 0,19 -0,75 5,83 0,73 1,86

EPS98E 43 1,92 1,61 1,82 1,27 0,19 0,13 5,85 1,04 2,42
EPS99E 43 2,23 1,80 2,06 1,62 0,25 0,17 8,81 1,13 2,67
EPSOOE 36 2,62 2,05 2,33 2,04 0,34 0,39 11,03 1,33 3,06
AVG 46 4,58 4,54 4,57 0,53 0,08 3,45 6,14 4,19 4,97
STSCORE 46 0,42 0,40 0,42 0,20 0,03 0,00 1,00 0,27 0,56
BETA 46 0,76 0,72 0,74 0,53 0,08 -0,27 2,25 0,44 1,04
Re 46 0,08 0,08 0,08 0,03 0,00 0,02 0,17 0,06 0,10

AB97A 46 0,42 0,40 0,49 1,46 0,22 -5,66 4,50 0,00 1,03
AB98E 43 0,90 0,76 0,86 0,96 0,15 -0,95 3,81 0,31 U4
AB99E 43 1,09 0,77 1,04 0,94 0,14 -0,17 3,92 0,41 1,64
ABOOE 36 1,22 0,97 1,14 0,97 0,16 -0,09 3,70 0,35 1,83
V 43 0,47 0,26 0,42 1,15 0,18 -2,10 4,70 0,05 0,69

Panel D. Descriptive statistics for the 1999 dataset

PRICE 43 28,80 16,74 23,47 35,43 5,40 4,25 161,02 11,64 31,29
BV 43 15,08 7,78 11,62 23,18 3,54 0,17 132,45 2,20 17,87
EPS98A 43 1,87 1,10 1,31 3,14 0,48 -0,28 15,73 0,29 1,97
EPS99E 43 1,81 1,21 1,37 2,67 0,41 0,00 16,50 0,48 2,01

EPSOOE 43 2,13 1,33 1,65 2,84 0,43 0,28 17,20 0,81 2,42
EPS01E 43 2,40 1,59 1,89 2,97 0,45 0,30 17,40 1,04 2,80
AVG 43 4,69 4,63 4,66 0,55 0,08 3,77 6,38 4,20 5,01
STSCORE 43 0,37 0,35 0,36 0,21 0,03 0,00 1,00 0,18 0,48
BETA 43 0,87 0,85 0,86 0,55 0.08 -0,18 2,40 0,52 1,16
Re 43 0,08 0,08 0.08 0,03 0,00 0,02 0,17 0,06 0,10

AB98A 43 0,91 0,19 0,48 2,58 0,39 -1,95 12,83 -0,01 0,81
AB99E 43 0,85 0,56 0,53 2,66 0,41 -3,09 15,25 -0,19 1,05
ABOOE 43 1,06 0,64 0,71 2,80 0,43 -3,00 15,65 0,19 1,31
ABOIE 43 1,21 0,76 0,83 2,85 0,44 -2,75 15,51 0,19 1,51
V 43 -0.06 0,10 0,09 2,25 0,34 -11,80 5,66 -0,30 0,51
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Table 6 - Continued

Variable N Mean Median TrMean StDev SEMean Min Max 01 Q3

Panel E. Descriptive statistics for■ the 2000 dataset

PRICE 50 28,28 19,02 21,38 45,03 6,37 0,69 316,36 9,56 32,90
BV 49 11,76 6,92 9,18 16,91 2,42 0,20 96,54 2,43 13,29
EPS99A 49 1,16 0,62 1,03 1,36 0,19 -0,27 7,14 0,36 1,55
EPSOOE 50 1,70 0,90 1,17 2,95 0,42 -0,08 19,19 0,52 1,67
EPS01E 50 1,93 1,30 1,40 3,04 0,43 0,06 19,97 0,61 1,99
EPS02E 49 1,94 1,49 1,47 3,05 0,44 0,00 20,75 0,53 2,17
AVG 50 4,26 4,20 4,24 0,63 0,09 3,28 5,69 3,75 4,68
STSCORE 50 0,41 0,38 0,40 0,26 0,04 0,00 1,00 0,19 0,58
BETA 50 0,68 0,61 0,62 0,65 0,09 -0,28 2,61 0,27 0,78
Re 50 0,09 0,09 0,09 0,04 0,01 0,04 0,20 0,07 0,10

AB99A 49 0,20 0,12 0,21 1,17 0,17 -5,20 4,17 -0,10 0,48
ABOOE 50 0,75 0,14 0,35 2,86 0,41 -2,58 19,19 0,02 0,61
ABOIE 50 0,90 0,32 0,50 2,94 0,42 -2,37 19,97 0,08 0,92
AB02E 50 0,72 0,35 0,44 2,86 0,41 -3,65 19,20 0,14 1,00

V 50 0,56 0,10 0,18 2,75 0,39 -1,14 19,19 -0,04 0,45
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4.7 Implementation Issues

Consider the following well specified regression:

14. PRICE, = a + ßBV,+ß_AB(t) + ßv + ß^STSCORE + S,

In regression 14,1 test explanatory the incremental explanatory power of STSCORE by 

controlling for the standard OM variables. In all regressions, heteroscedasticity in the 

standardized residuals is controlled for with Levene’s test. Outliers are identified by 

their studentized t-values. Each time an outlier has been identified and removed, all the 

regressions have been redrawn. This procedure has been repeated until all outliers have 

been identified and removed. This procedure has been done to maintain internal 

consistencies within the datasets and the regressions. I test five different models on five 

different datasets resulting to 25 different price level regressions. Tests for robustness 

are conducted with a controlling regression, best subsets regression and book value 

deflated regressions (price to book analysis).

Given the assumptions in equations 7-10, 1 use regression 14 to estimate deviations 

from intrinsic value. Assuming the independent variables in regression 14 may form a 

linear combination to explain value and that value and price may be short-term 

divergent (though medium term convergent due arbitrage), the current deviations from 

value may be expected to explain ex-post returns. Taking 5 and dividing it by p, can be 

presented in the following form:

15. K-P, S, 
P, P,

Term ц/ is then used to predict future stock returns, which are defined as follows (firm 

subscripts are understood):
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16. RET = log(pl+v ) - log(p, )

Since the OM incorporates the discounted values of abnormal earnings, the convergence 

to value should only be prevalent in discounted returns. I apply a rolling methodology in 

calculating cumulative abnormal returns:

17.
C4£ = ¿{r'-r;¡

i=t

where CAR is defined as the cumulative sum of the weekly abnormal returns in the end 

of the n-week horizon (again, firm subscripts are understood). Consequently, I check 

whether у/ exhibits any significant association with subsequent CAR or RET. The 

testing is conducted with 3, 6, 12, 18 and 24 -month returns and is done in comparison 

with STSCORE.

Brown et al. (1999) analytically examine the so-called scale effect and its consequences 

for regression diagnostics often applied in market based accounting research. More 
specifically, they demonstrate that regression R: is upwards biased in price level 

regression unless the omitted correlated variable, scale, is controlled for. The authors 

argue that cross sectional or over time comparisons of this metric call for correct 

deflation of the variables under inspection or accounting for the differences in the 

coefficients of variation in the scale factor between the cross sections.

The recognition of the scale effect is not new to accounting research. Barth et al. (1992) 

and Kothari and Zimmerman (1995) suggest using per share values in order to reduce 

the heteroscedasticity in the data. Brown et al. (1999) argue that using per-share values 

does not sufficiently deal with the scale effect. They note that while some shares in the 
US trade with considerably low prices, others are traded in very high nominations.7 In

7 As an example, Brown et al. (1999) note that Berkshire Hathaway’s stock was quoted around $45,000 in 

the fourth quarter of 1997.
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Finland, the trading range has traditionally been significantly smaller and the outliers 

have been easier to control for due to small number of observations.

Though Brown et al. suggest lagged price as the “correct” deflator they state that within 

their analysis, the same results are achieved by deflating the accounting variables with 

the book value of equity. Considering the goals of this thesis, the lagged price based 

deflation introduces some analytical problems. By “standardizing” the variables with 

lagged price one effectively moves to analyzing past returns. Brown et al. base their 

argument on using the lagged price on the notion that the deflator should present the 

“size of a share”. In their view, the size of a share is best reflected by the value of the 

economic resources it has a claim on. However, in conducting MBAR, the researcher is 

often interested in explaining goodM’ill (i.e. market value’s deviation from book value ot 

equity) with the predicted earnings sequence rather than by modeling the dependencies 

between past returns and different multiples. By standardizing with book value, the 

analysis concentrates on analysing the variability of goodwill by comparing cross 

sectional differences in return on equity expectations.

Beaver (1999) comments the use of lagged market value as a deflator within the OM. 

He states that the market value deflation makes the ratio hard to interpret, since the ratio 

is confounded by the movement in the market value over time and could obscure the 

persistence of abnormal earnings. He suggests that a more plausible alternative tor 

deflation would be book value of equity.

Since the research in this front is still somewhat preliminary and there is no universal 

agreement on the issue of variable deflation within the OM, I argue that working on per 

share basis and conducting book value deflation to test the robustness of the per share 

models can not be considered unreasonable. In addition, even if the accounting 

variables in the regression analysis would be driven by scale, the testing of the 

incremental valuation relevance of STSCORE will not be effected since this variable 

should by no means be driven by scale. However, the analysis of the overall fit of the 

regression across different samples calls for additional care and robustness checking.
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5. RESULTS

The results section is constructed as follows. Firstly I will present and discuss the price 

level regression results testing the valuation relevance of STSCORE. Thereafter I will 

introduce a binary variable into the price level regression. The binary variable indicates 

value or growth and is determined through the firms’ price to book ratio. Before moving 

on to analyze the relationship between the analysts’ perception and subsequent returns I 

conduct robustness testing on the OM regressions.

5.1 Price-level Regression Results

Pooled Dataset
Table 7 reports the results from the OM Regression Testing the Incremental Valuation 

Relevance of Current Abnormal Earnings, v and STSCORE, presented in regression 

equation 14. Panel A in Table 7 presents the results for the pooled dataset. BV receives 

loadings above the predicted value of unity. Both BV and AB(t) receive highly 

significant loadings in all models tested on the pooled data. Though regression A3, 

which employs v as the proxy for “other information”, exhibits a better fit than the one 

utilising STSCORE (A4), both of the “other information” variables remain highly 

significant in regression A5.

1997

Panel В in Table 7 presents the cross sectional results utilising the 1997 survey. Within 

this dataset STSCORE seems to provide not only incremental explanatory power to the 

other variables but also a better fit than v, when applied as the other information 

variable in regression B4.

1998

The results for 1998 are displayed in Panel C in Table 7. The models exhibit slightly 

lower R2s in comparison with 1997 results. Book values and latest abnormal earnings 

seem to bring in the most explanatory power. STSCORE, however, is still significantly 

loaded in C4 and provides incremental explanatory power to BV and AB(t) while v 

does not.
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1999

In 1999, STSCORE does not bring in any explanatory power into the OM. v, however, 

loads highly significantly and increases the fit materially when going from model D2 to 

D3. Interestingly, BV loadings are below predicted value of unity in all models. Current 

abnormal earnings are not significant, unless combined with v (see model D3 in 

comparison with D2). One interpretation for this could be that unless the investor knew 

something about the expected change in abnormal earnings, current abnormal earnings 

did not provide any explanatory power for pricing the Finnish equities in August 1999.

2000

The results in 2000 seem to deviate materially from previous years. The R"s are 

generally lower the highest being modest 47,9%. However, v does not load significantly 

in any of the models and STSCORE seems to bring in the most explanatory power. 

Interesting is that the highest loading BV receives is 0,38 in regression El while the 

predicted value is one. However, none of the BV loadings receive significant t-values. 

In the 2000 dataset, pricing seems to be more closely tied with current abnormal 

earnings and analyst perception as opposed to book values and expected next period 

abnormal earnings.

5.1.1 Discussion on the Price Relevance of Analyst Perception

Observing the results of the OM regression incorporating STSCORE leads one to 

conclude that the explanatory power of the models seems to vary across years. There are 

two reasons for this. Firstly the explanatory power of the different independent variables 

in the OM may vary from year to year and secondly, the sample across years does not 

remain consistent. That is, the firms within the group under inspection are not the same 

between datasets. For instance, in the 2000 dataset the sample companies changed 

significantly from the 1999 dataset and included even more companies from the high 

technology sector. The changes in the samples, or possible stock splits, may also result 

to changes in the scale of the regression variables. Therefore, attributing the changes in 

the explanatory power of the accounting variables between samples calls for additional
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analysis. However, this does not undermine the inter-sample analysis of the significance 

of STSCORE.

The incremental explanatory power brought in by the analyst perception through 

STSCORE also changes over time. Again, this may be attributed to stem from the 

differences in sample or the valuation preferences of the stock market at different points 

in time.

The results provided in Table 7 indicate that analysts’ perceptions are definitely 

reflected in the prices of Finnish equities. That is, their quantified opinions seem to 

account for significant portion of the pricing differences relative to current period book 

values, current abnormal earnings and analysts’ expectations for next period abnormal 

earnings.

While this result is of great interest by itself, it does not tell anything how well the 

analysts are performing in their ultimate task: finding securities that will be better 

investments than their benchmark. To evaluate analysts’ ability to add value to 

investors' decisions, we move on to analyze returns after conducting robustness tests on 

the OM.
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Table 7. OM Regression Testing STSCORE

PRICE, =a + ß[BVl+ß1AB(t) + ßiv + ДSTSCORE + S

This table presents the OLS-regression coefficients and diagnostics from five different datasets. The 
testable regression is described above. The variables (BV, AB(t), v and STSCORE) are described in
Table 6. Panel A draws the regression on the pooled dataset, while Panels A to E employ the four different 
annual cross sections of data, t-value is a regression coefficient divided by its standard error.

a P. p2 Рз P4 F R2

Panel A. Pooled Results

AI 13,26 0,99 96,5*** 36,1 %
t-value 6,98*** 9,82***
A2 7,69 1,25 8,07 90,65*** 51,6%
t-value j 77*** 13,21*** 7,39***
A3 3,68 1,25 11,69 10,18 98,93*** 64,1 %
t-value 2,21** 15,18*** /0,95*** 7,48***
A4 -2,22 1,17 6,66 26,89 88,92*** 61,4%
t-value -0,93 14,29*** 6,93*** 5,42***
A5 -3,86 1,18 9,53 7,35 23,70 81,20*** 66,4 %
t-value -1,69* /5,38*** 59*** 4,96*** 4,91***

Panel B. 1997 Results

B1 5,59 1,87 26,00*** 40,6 %
t-value 0,99 5,1***
B2 2,80 1,74 12,07 54,81*** 78,4 %
t-value 0.75 7,15*** 7,07***
B3 0,04 1,63 13,92 9,12 44,51*** 78,8 %
t-value 0,01 7,09*** 8,01*** 2,6**
B4 -9,54 1,75 8,60 32,90 52,38*** 81,4%
t-value -2,01* 8,26*** 4,84*** 3,57***
B5 -10,42 1,66 10,46 7,31 29,33 45,43*** 83,9 %
t-value -2,31** 8,16*** 5,63*** 2,32** 3,32***

Panel C. 1998 Results

Cl 7,97 1,38 15,67*** 27,6 %
t-value 1,78* 3,96***
C2 3,44 1,32 9,89 36,36*** 64,5 %
t-value 1,06 5,35*** 6,45***
C3 1,71 1,34 10,10 0,51 96 99*** 69,2 %
t-value 0,44 5,41*** 525*** 0,21

C4 -6,84 1,39 8,58 23,89 99 9]*** 69,7 %
t-value -1,37 5,98*** 5,64*** 2,59**
C5 -5,40 1,35 9,23 0,46 18,13 21,98*** 71,5%
t-value -0,95 5,58*** 4,74*** 0,19 1,68

Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below
0,10.
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Table 7 -Continued

a Pi ß2 ßs ß4 F R2

Panel D. 1999 Results

D1 13,51 0,33 24 99*** 41,0%
t-value 7,69*** 5,00***
D2 13,43 0,34 -0,29 12 90*** 41,1 %
t-value 742*** 3,46*** -0,23
D3 7,28 0,80 4,03 8,77 27,31*** 70,7 %
t-value 4,37*** 7,59*** 3,48*** J,S6***
D4 10,52 0,33 -0.13 8,94 8,56*** 43,0 %
t-value 3 23*** 3,31*** -0,11 1,08
D5 5,36 0,79 4,07 8,65 6,17 20,80*** 71,6%
t-value 2,16** 7,38*** 3j2*** 5,76*** 1,04

Pane! E. 2000 Results

El 16,35 0,38 2,60 5,6 %
t-value 5,71*** 1,61
E2 16,11 0,21 8,19 5,50*** 20,4 %
t-value 6,05*** 0,94 2,83***
E3 15,03 0,23 8,94 6,35 4,54*** 24,5 %
t-value 5,53*** 1,00 3,09*** 1,51
E4 6,18 0,15 8,54 25,41 1129*** 44,6 %
t-value 1,92* 0,77 j 49*** 429***
E5 5,40 0,16 9,21 5,63 24,96 94]*** 47,9 %
t-value 1,68 0,84 3,78*** 1,59 429***

Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below
0,10.

5.1.2 Assessing Value vs. Growth

The performance of accounting based valuation techniques differs for different types of 

firms. Generally the so-called value stocks (low P/В ratio) are easier to value using 

accounting items from the past and short-term growth forecasts. However, when the 

firm is facing high growth opportunities in the future, the ability of current accounting 

performance in explaining cross sectional may decline. As the current situation and the 

short term expectations may lose value relevance the long-term growth prospects may 

gain in value relevance in valuing growth firms. As I have already demonstrated the 

forward-looking nature of the STSCORE, it does not seem unreasonable to hypothesize 

that the segregation of the firms into value vs. growth stocks may improve the results. 

Furthermore, the regression analysis is only conducted on the pooled dataset because 

the number of observations in individual years may be limited.
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Table 8 reports the results of the OM regression testing the valuation relevance for 

growth vs. value firms. The firms have been segregated according to their P/В ratio. 

Firms with P/В below 2 have been classified as value while firms with P/В above 2 are 

classified as growth firms. Methodologically, the distinction has been implemented by 

using a binary variable (VG) with unity signifying growth and zero value. In order to 

test the aforementioned hypothesis the interactions have to be controlled for all the 

independent variables. By only including the interaction between STSCORE and VG 

the possible interactions between VG and the OM variables would be ignored and the 

results on STSCORE could be reflecting a phenomenon that is already prevalent in the 

accounting items.

The regression R: from the model in Table 8 increases significantly from 66,4% (in 

Table 7) to 84,9% implying a notably better fit in the new model including the value vs. 

growth interactions.

The interaction for book value is highly significant. The implied book value coefficient 

for a value firms is 1,08 while for a growth firm it is significantly higher, 1,81 

(1,08+0,73). The distinction of value vs. growth is not statistically significant when the 

interaction for current abnormal earnings is inspected. The loading for current abnormal 

earnings for growth companies (holding everything else constant) does not significantly 

differ from the loading received by value firms. The coefficients for the other 

information variable (v) differ also significantly. For value firms, the coefficient is 6,52 

while for growth companies it is -0,07 (6,52-6,59). The negative sign (though very low 

coefficient) would imply that the stock markets would see the expected enhancement in 

next period abnormal earnings as slightly negative. However, it could also be that for 

growth firms the short-term realization of earnings may decrease long-term growth 

prospects. The results for STSCORE provide further insight to the analysis of valuation 

relevance of analysts’ perception. The coefficient is surprisingly negative for value 

firms but does not load significantly, which is in contradiction with my hypothesis. For 

growth firms, the coefficient receives highly significant loading indicating that there is
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no statistically significant difference between growth and value when STSCORE is 

inspected within the OM.

These results have some noteworthy properties. The explanatory power of the OM 

increased significantly as the VG variable was introduced. However, it seems that the 

value versus growth separation is only significant in assessing the value relevance of 

book values and v. Interestingly the segregation is not significant for current abnormal 

earnings and analysts’ perception as I would have expected.

Table 8. OM Regression Testing STSCORE for Growth vs. Value Stocks

PRICE, = a + ß]BVl + ß2AB{t) + ß,v + ßrSTSCORE + 
ß5 В Vt * VG + ßbAB(t) * VG + ß1v*VG + ßsSTSCORE *VG + ö

This table presents the OLS-regression coefficients and diagnostics from the pooled dataset. The testable 
regression is described above. The variables BV, AB(t), v and STSCORE are described in Table 6. 
Variable V-G is a binary dummy that is 0 when the firm’s P/В ratio is below 2 and 1 when the ratio is

Variable Coefficient t-value F R2

a 1,18 0,73 111,2*** 84,9 %

P. 1,08 15,08***
ß: 4,63 4,07***
Рз 6,52 4,92***
ß4 -6,82 -1,38
ß5 0,73 4,61***
ßö 1,18 0,64
ß7 -6,59 -3,12***
ßs 32,043 6,55***
Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below
0,10.

5.1.3 Robustness Tests

I apply three different methodologies in testing the robustness of regression 14. Firstly I, 

conduct best subsets regression on the pooled dataset while controlling for the annual 

effects through binary dummies. Secondly, I draw a “controlling” regression including 

several controlling variables. Thirdly, I deflate the variables with the beginning period 

book values in order to control for the possible R' bias caused by the “scale effect”
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discussed earlier. While the book value deflation should mitigate the possible scale 

effect, it also enables fruitful analysis of the price to book ratio.

Best Subsets Regression Methodology

Robustness testing and general statistical evaluation of the OM performance is best 

conducted through the application of the best subsets regression methodology instead of 

the more traditional stepwise regression. The results from stepwise regression can be 

misleading in variable selection and may therefore lead to wrong conclusions regarding 

model and variable choice and performance (Hocking (1976)).

The best subsets regression employs a procedure called Hamiltonian Walk in 

determining the best subsets within a certain number of predictors. The procedure 

prevents having to go through the tedious calculation of R~s on each possible subset. 

Hamiltonian Walk is a method for “visiting” all possible subsets in the same number of 

steps: one step for each subset. That is, all subsets are visited in steps, and different 

subset regression is evaluated at each step. Each subset in the Hamiltonian Walk differs 

from the preceding subset by the addition or deletion of only one variable. The sweep 

operator “sweeps” a variable in or out of the regression on each step of the Hamiltonian 

Walk, and calculates the SSE for each subset. The C-p statistic (often referred to as 

Mallow’s C) is given by the formula: [C-p = (SSEp / MSEm) - (n-2p)] where SSEp is 

SSE for the best model with p parameters (including the intercept, if it is in the 

equation), and MSEm is the mean square error for the model with all m predictors. If 

the model is adequate (i.e. it fits the data well), then the expected value of C-p is 

approximately equal to p (the number of parameters in the model). A small value of C-p 

indicates that the model is relatively precise (has small variance) in estimating the true 

regression coefficients and predicting future responses (Hocking, 1976).

Table 9 reports the results from the pooled best subsets regression. Not surprisingly, BV 

is the first variable to be loaded and remains on in all tested models. The inevitable 

conclusion is that book values are particularly important in determining stock prices. In 

the model with two independent variables, the best fit is achieved by including BV and 

AB(t+3)E (i.e. analysts’ expectation for year t+3 abnormal earnings). The best fit with
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three independent variables is achieved by including BV, AB(t+2)E and STSCORE. 

According to the OM, the model of three predictors should consist of BV, AB(t)A and 

v. However, v had to be left out from the best subsets regression because of the 

increased multicollinearity among the independent variables. Replacing AB(t+l)E with 

v (as this has been defined earlier) did not change the results reported in Table 9 in any 

material way.

In the best subsets methodology the model of choice is determined through minimizing 

Mallow’s C while maximizing adjusted R:. Also, simplicity in the model is regarded as 

a virtue. I have bolded the model of choice in Table 9. This includes four independent 

variables (additional to the ones that are controlled for). The model consists of BV, 

AB(t)A. AB(t+3)E and STSCORE. This result is supportive to my prior conclusions 

regarding the price relevance included in the analyst perception. Variables BV and 

AB(t)A are included in the model as the theory would suggest. However, instead of 

loading AB(t+l)E as the “other information” variable the best subsets methodology 

would choose a linear combination of STSCORE and AB(t+3)E. Perhaps these 

variables together provide a better estimate of the markets’ expectations regarding 

future abnormal earnings than AB(t+l)E by itself would.

Controlling Regression

The results for the controlling regression are reported in Table 10. This is the model on 

the last row of Table 9. Interestingly, STSCORE remains highly significant even when 

all other variables are controlled for. The same holds for BV and AB(t)A. Due to the 

induced multicollinearity between abnormal earnings estimates, AB(t+3)E loses some 

of its significance but is still close to highly significant (p-value=0,018). The controlling 

regression further confirms our finding that book values, current abnormal earnings, 

year t+3 expected abnormal earnings and analyst perceptions explain 73,5% of the cross 

sectional variance in prices during years 1997-2000 for the companies included in the 

Most Admired Companies in Finland - survey.
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This table presents the best subsets regression results. Results are provided for two best models from each 
possible subset. The regressions are drawn on the pooled dataset and annual effects are controlled for with 
binary variables in all models. Also, including LOG MV in all of the models presented controls for size 
effect. Variables 1997, 1998, 1999 and LOGMV are present in all models. Adj. R2 has been adjusted for 
degrees of freedom. The model of choice (based on the Mallow’s C criteria and evaluation of fit) has been 
bolded.

Table 9. The Best Subsets Regression

Predictors R2 Adj. R2 C-p S >oa

A
B(

t)A

A
B(

t+
l)E

A
B(

t+
2)

E

A
B(

t+
3)

E

BE
TA

ST
SC

O
RE

1 42,4 40,5 214,1 17,3 X
1 26,7 24,4 313,1 19,6 X
2 67,4 66,1 58,2 13,1 X X
2 66,6 65,3 63,3 13,3 X X
3 72,2 71,0 29,6 12,1 X X X
3 71,8 70,6 32,0 12,2 X X X
4 74,9 73,5 14,9 11,6 X X X X
4 73,6 72,2 23,0 11,9 X X X X
5 75,6 74,1 12,5 11,4 X X X X X
5 75,0 73,5 15,9 11,6 X X X X X
6 75.8 74,2 12,9 11,4 X X X X X X
6 75,6 73,9 14,5 11,5 X X X X X X
7 76,3 74,5 12,0 11,4 X X X X X X X

Table 10. The Controlling Regression

This table provides the results of the controlling regression for the OM. T signifies the corresponding t-
value for the coefficient and p is the respective two-tailed probability. R2 has bee adjusted for the degrees 
of freedom. VIE signifies the Variance Inflation Factors.

Predictor Coefficient T P VIF F Adj. R2

Constant -14,6** -2,6 0,010 43,8*** 74,5%
1997 -1,6 -0,6 0,557 1.8

1998 -6,5** -2,4 0,018 1,6

1999 -6,0** -2,3 0,021 1,5
BV II*** 14,2 0,000 1,6

AB(t)A 5 7*** 4,0 0,000 3,1
AB(t+l)E -5,6* -1,7 0,091 15,0
AB(t+2)E 8,6** 2,1 0,036 20,4
AB(t+3)E 49** 2,4 0,018 6,3
BETA 4,3** 2,3 0,024 1,4
LOGMV 3,3* 1,8 0,071 1,3
STSCORE ¡7 7*** 3,7 0,000 1,4
Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below 
0,10.
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Book Value Deflated Regressions; Price to Book Determinants

By deflating the OM regression with BV. I move on to investigating the widely used 

variable, price to book ratio. The analysis of price to book provides essentially more 

intuition into the analysis that using lagged price as the deflator. Even though. Brown et 

al. argue that lagged price would be more appropriate deflator, they state that they get 

similar results using book value. Therefore, it does not seem unreasonable to expect that 

the book value deflation would test the OM results robustness to the hypothesized scale 

factor. Furthermore, Beaver (1999) criticizes the use of lagged price as a deflator in the 

OM and finds the use of book value as more intuitively appealing.

I repeat the regression analysis presented in Table 7 for the deflated variables. However, 

the book value deflation caused severe heteroscedasticity in the regression residuals. 

Table 9 presents the results of the book value deflated OM regression where the 

dependent variable has been transformed by taking a tenth logarithm. Essentially, the 

semi-log model seems to fit the data considerably well and also removes the 

heteroscedasticity problem completely. The semi-log model assumes the following 

relationship between the dependent and the independent variables:

18. y = aßx

This is a mixed additive / multiplicative relationship; it is consistent with additive 
changes in x being associated with proportional changes in y. Adding к to x multiplies у 

by ft. The functional form is linearizable by taking logarithms on both sides:

19. log у - log a + log ßx

The function is linear after logging y but bot x. The additional fit observable in the semi

log regressions is also a strong indication of the non-linear relationship between the 

price to book values, the OM accounting variables and the analyst perception. 

Furthermore, the semi-log model is testable with negative abnormal earnings since it 

does not require taking logarithms of negative values.
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Table 11. The Book value Deflated Regressions

log
f PRICE x
l BV, )

= a + fi + &STSCORE + ß
ßK ßK

This table presents the OLS-regression coefficients and diagnostics from five different datasets. The 
testable regression is described above. The variables (BV, AB(t), v and STSCORE) are described in 
Table 6. Panel A draws the regression on the pooled dataset, while Panels A to E employ the four 
different annual cross sections of data, t-value is a regression coefficient divided by its standard error. 
This table repeats the analysis in Table 6 with the exception that all the variables are deflated with the

..W, |----- -------- -
a Pi ß: ß3 F R2

Panel A. Pooled Results

A1 0,25 1,61 63,81*** 27,6 %
t-value 7,87*** 7 pp***
A2 0,22 1,49 0,45 54,66*** 40,0 %
t-value 7,35*** 7,98*** 5,80***
A3 -0,03 1,45 0,73 53,8*** 39,3 %
t-value -0,47 7,71*** 5,65***
A4 -0,06 1,33 0,44 0,73 57,33*** 51,3 %
t-value -1,05 7,81*** 6,52*** 6,/7***

Panel В. ¡997 Results

B1 0,20 2,15 57,28*** 60,1 %
t-value j p j * * * 7 j7***
B2 0,14 2,21 1,75 33,92*** 64,7 %
t-value 3,07*** 8,13*** 2,19**
B3 0,00 1,80 0,54 52,61*** 74,0 %
t-value -0,03 7,34*** 4,44***
B4 -0,06 1,86 1,70 0,53 43,39*** 78,3 %
t-value -1,17 8,17*** 2,69** 4,76***

Pane! C. 1998 Results

Cl 0,17 1,30 32,15*** 44,0 %
t-value 3,96*** 5,67***
C2 0,15 1,28 0,04 15,81*** 46,1 %
t-value 3,1 /*** 5,59*** 0,18***
C3 -0,20 1,19 0,88 42,00*** 67,7 %
t-value -2,60** 6,69*** 5,43***
C4 -0,23 1,21 0,02 0,92 24,23*** 66,9 %
t-value -2,59** 6.65*** 0, /5 4,75***
Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below
0,10.
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Table 11. -Continued

a Pi p2 Рз F R2

Panel D. 1999 Results

D1 0,26 1,24 7,13** 16,5 %
t-value 2,78*** 2,67**
D2 0,19 0,88 0,51 23,36*** 57,2 %
t-value 2,64** 2,56** 5,76***
D3 0,13 1,18 0,42 3,96** 18,5%
t-value 0,72 2,53** 0,91
D4 0,11 0,85 0,51 0,23 15,5*** 57,8 %
t-value 0,86 2,45** 5,62*** 0,69

Panel E. 2000 Results
El 0,33 2,92 21,56*** 32,9 %
t-value 4,68*** 4,64***
E2 0,26 2,38 2,77 16,56*** 43,5 %
t-value 3,72*** 3,89*** 2,84***
E3 0,00 2,43 0,88 21,60*** 50,1 %
t-value -0,08 4 32*** 3,85***
E4 -0,01 2,13 1,95 0,75 17,1*** 55,0 %
l-value -0,07 3,81*** 2,13** 3 77***

Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below
0.10.

The results from the book value deflated regressions further confirm my earlier results. 

In fact, STSCORE seems to add even more explanatory power in the annual regressions 

confirming my notion on the value relevance of analyst perception. Excluding 1999, 

STSCORE seems add more to the annual regression R2s than the “other information” 

variable based on analysts’ earnings forecasts. Also, the R2s across different datasets 

seem to be more stable indicating that the regressions using the price-level data may 

have been, to some extent, driven by the previously discussed scale effect.

From the point of view of accounting research, I can conclude that the ability of the OM 

to explain cross sections of prices seems to vary across years (e.g. 1998 and 1999 

samples consisted mainly from the same companies). It also seems to be dependent on 

the firms included in the study.
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5.2 Explaining Ex-post Returns

I evaluate the performance of alternative у/ measures through analyzing the Pearson 

correlation coefficients exhibited in Table 12. Panels through A to D provide results for 

the pooled and the annual datasets. Analysis for 2000 is left out since at the time of 

preparing this thesis there was not sufficient time series data for stock prices yet 

available.

Evidently, STSCORE outperforms any alternative measures for у/ within the pooled 

dataset as well as in any annual datasets. There is also a slight tendency for the CAR 

values to provide stronger association wdth у/. This is consistent with my expectation as 

well as the assumption regarding price convergence towards value within the OM 

paradigm. The convergence of price and value should be prevalent in the discounted 

returns rather than the nominal returns.

Alternatives for vy seem to exhibit only moderate association with subsequent returns. 

However, models incorporating STSCORE seem to provide better у/ estimates, i.e. 

estimates with smaller ra (measurement error). This would also indicate that e may be 

nonzero and mean reverting.

An interesting issue stemming from the results is the fact that none of the alternatives 

for у/ seem to outperform STSCORE in return prediction. This result is somewhat 

surprising to me and therefore it will be discussed more thoroughly in the following 

section.

5.2.1 Discussion on the Return Prediction

The regression methodology implicitly assumes that on average the market prices 

equities correctly. However, the OM has been originally written for a single firm and by 

applying it to a cross sectional regression I make certain implicit assumptions. For 

instance, со and у are assumed to stay constant throughout the sample. Any deviations in 

the persistence parameters from their true values will contribute to m and thus reduce
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the reliability of \\i. Furthermore, violations of CSR and CAPM based discount rate may 

further reduce reliability in ц>.

Since the OM was initially written for a single firm it is not necessarily suitable for 

cross sectional testing. If со and у are firm specific, part of the lost explanatory power 

should be traceable to this. Furthermore, Ohlson (1995) defines the other information 

variable as:

20. v, =£«.)- < +Ç+i.

When one examines this representation of v, which in fact is consistent with the testable 

regression equation (OM) we see that со should be firm specific. When I replace v with 

STSTCORE in the OM regression I must be accounting for similar relative differences 

between firms that the former representation does. However, the correlation between 

v/BV (v standardized by book value) and STSCORE is very low not significantly 

different from zero (p-value=0,66).

Provided the freedom to bring some intuition into the analysis, my approach evaluating 

the valuation relevance of STSCORE may be inherently problematic. It seems widely 

accepted that analysts’ ultimate objective is to find securities that are priced not in line 

with their intrinsic value estimates. Therefore, one would expect the analysts’ 

perceptions to be directly related to the current deviations of price from value rather 

than exhibit a direct relation to the current price of the stock. Though, the two concepts 

need not to be mutually exclusive. In other words, analysts' perceptions may be more 

directly related to the predictions of future changes in price rather than expected 

development in abnormal earnings and therefore STSCORE may be less consistent with 

the OM definition of the “other information” variable.
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RET and CAR

This table provides Pearson correlation coefficients. The variables in rows are cumulative monthly 
returns, calculated from the end of August each year. CAR signifies that the return has been adjusted 
for risk with a weekly rolling return requirement. RET is the unadjusted cumulative measure. VRES 
signifies the residuals from regressions 3 (A,B,C & D signify the respective Panel) in Table 11. STRES 
signifies the residuals from regressions 4. VSTRES signifies the residuals from regressions 5 (Panel 
references are understood to be matched by the estimation period). The Panel A uses the pooled dataset, 
while Panels A to E employ the four different annual cross sections of data.

Table 12. Pearson Correlation Coefficients and Respective p-values Comparing vj/,

STSCORE VRES/P STRES/P VSTRES/P

RET CAR RET CAR RET CAR RET CAR

Panel A. Pooled Results

3-mth 0,208** 0,069 0,131 0,123 0,07 0,149 0,06 0,128
p-value 0,024 0,447 0,164 0,185 0,452 0,103 0,524 0,167
6-mth 0,229** 0,165* 0,121 0,227** 0,021 0,149 0,041 0,207
p-value 0,012 0,069 0,196 0,013 0,818 0,102 0,660 0,024**
9-mth 0,302*** 0,228** 0,090 0,205** 0,046 0,118 0,023 0,171
p-value 0,001 0,012 0,340 0,026 0,622 0,198 0,804 0,064*
12-mth 0,307*** 0,289*** 0,097 0,158* 0,075 0,119 0,025 0,113
p-value 0,001 0,001 0,299 0,086 0,422 0,193 0,791 0,224
18-mth 0,384*** 0,316*** 0,079 0,162 0,078 0,134 0,081 0,195*
p-value 0,000 0,003 0,499 0,150 0,496 0,228 0,489 0,083
24-mth 0,373*** 0,288*** 0,229** 0,246** 0,210* 0,273** 0,222** 0,294***
p-value 0,001 0,008 0,045 0,028 0,064 0,012 0,053 0,008

Panel B. 1997 Results

3-mth 0,106 0,073 -0,154 -0,094 -0,106 -0,035 -0,13 -0,056
p-value 0,526 0,653 0,362 0,568 0,530 0,834 0,444 0,737
6-mth 0,240 0,089 -0,211 -0,130 -0,244 -0,139 -0,24 -0,133
p-value 0,141 0,586 0,204 0,432 0,141 0,398 0,147 0,419
9-mth 0,399** 0,370** -0,125 -0,181 -0,193 -0,271 -0,187 -0,259
p-value 0,012 0,019 0,455 0,269 0,246 0,096 0,260 0,111

12-mth 0,392** 0,356** -0,083 -0,082 -0,122 -0,117 -0,129 -0,124
p-value 0,014 0,024 0,618 0,620 0,466 0,477 0,440 0,453
18-mth 0,419*** 0,416*** 0,079 0,021 0,027 -0,017 0,027 -0,014
p-value 0,009 0,008 0,644 0.901 0,873 0,917 0,875 0,935
24-mth 0,466*** 0,389** 0,072 0,011 0,015 -0,009 0,002 -0,02

p-value 0,003 0,013 0,667 0,947 0,931 0,959 0,988 0,905
Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-•value below
0,10.
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Table 12. -Continued

STSCORE VRES/P STRES/P VSTRES/P

RET CAR RET CAR RET CAR RET CAR

Panel C. 1998 Results

3-mth 0,379** 0,175 0,201 0,105 0,19 0,101 0,173 0,065
p-value 0,014 0,262 0,220 0,518 0,235 0,520 0,293 0,692
6-mth 0,270* 0,342** 0,203 0,335** 0,324** 0,31 1** 0,309* 0,297*
p-value 0,088 0,025 0,215 0,034 0,039 0,042 0,055 0,063
9-mth 0,321** 0,274* -0,025 0,021 0,104 0,064 0,057 0,006
p-value 0,041 0,076 0,881 0,896 0,519 0,684 0,730 0,968
12-mth 0,328** 0,259* 0,031 0,061 0,088 0,097 0,052 0,054
p-value 0,036 0,094 0,849 0,708 0,585 0,537 0,754 0,742
18-mth 0,270* 0,188 0,051 -0,003 0,194 0,145 0,170 0,100

p-value 0,088 0,227 0,757 0,986 0,224 0,353 0,301 0,539
24-mth 0,243 0,164 0,142 0,171 0,271* 0,278* 0,260 0,269*
p-value 0,126 0,292 0,389 0,292 0,086 0,071 0,110 0,094

Panel D. 1999 Results

3-mth 0,314* 0,015 -0,095 -0,16 -0,05 0,009 -0,149 -0,173
p-value 0,055 0,930 0,571 0,345 0,768 0,957 0,372 0,305
6-mth 0,361** 0,289* -0,063 0,116 -0,067 0,068 -0,129 0,075
p-value 0,026 0,083 0,707 0,493 0,691 0,691 0,439 0,659
9-mth 0,266 0,060 -0,084 0,041 0,005 0,149 -0,132 0,03
p-value 0,112 0,726 0,620 0,809 0,976 0,378 0,435 0,858
12-mth 0,250 0,176 -0,146 -0,009 -0,025 0,093 -0,192 -0,042
p-value 0,131 0,298 0,381 0,958 0,882 0,583 0,247 0,807
Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below 
0,10.

5.2.2 Analysts ’ Ability to Predict Risk Adjusted Returns

Since the analysis incorporating STSCORE into the OM did not provide ip measures 

that would outperform STSCORE I move on to test the predictive ability of the 

unmodified STSCORE. Table 11 provides the results from the following regression:

21. CAR = a + ßvSTSCORE + Д1997 + Д1998 + Д В/P + ßsE / P + Д LOG MV + £

The controlling variables are the inverse values of price to book ratios (В/P), inverse 

values of price earnings ratio (E/P), logarithmic market values of equity (LOGMV) and 

two binary variables referring to years 1997 and 1998. Since the 2000 dataset is left out 

from the pooled regression, coefficients on the dummy variables indicate the constant
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shift in the regression intercept relative to the base case, year 1999. I test the regression 

on six different return horizons. As dependent variables, I apply the 3, 6, 12, 18 and 24- 

month cumulative abnormal returns (CAR). The results are reported in Panels A to E in 

Table 13 in ascending order with the return horizon.

STSCORE gains a highly significant loading with 6-month abnormal returns, a highly 

significant loading with 12-month abnormal returns and a marginally significant loading 

with 18-month returns. However, the models applying 18-month CAR as the dependent 

variable do not receive significant F-values. Introducing the controlling variables (B/P, 

E/P and LOGMV) does not affect any of the results materially.

Panel В in Table 13 presents the results for regression 14 with 6-month CAR as the 

dependent variable. STSCORE becomes significant when the binary variables 1997 and 

1998 are included. The model including STSCORE, 1997 and 1998 accounts for 30,7% 

of the cross sectional variation in the 6-month abnormal returns. The coefficients on 

1997 and 1998 further suggest that given the same level of analyst perception 

(STSCORE), the abnormal returns were approximately 12% lower during the 6-month 

period in 1997 and 34% lower during the 6-month period in 1998 relative to the 

corresponding 6-month period in 1999. The low returns in 1998 may be partly 

explained by the general turbulence caused by the Russia’s default on its government 

bonds in September 1998.

The results are similar when the 12-month interval is inspected. However, the binary 

variable indicating 1998 does not load significantly suggesting that abnormal returns 

during the 1998 period did not differ significantly from the abnormal returns during the 

respective 1999 period. STSCORE receives highly significant loadings in regressions 

Cl and C2 and significant loadings in regression C3, in which В/P, E/P and LOGMV 

are controlled for.
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CAR = a + ßSTSCORE + ß21997 + Д1998 + ß4B / P + ß5E / P + Д LOGMV + £

This table presents the regression residuals where the dependent variable is the cumulative abnormal return 
calculated weekly starting from September each year. The return requirement used in the calculation is rolled 
over weekly and uses stochastic 6 month HELIBOR (later EURIBOR) rate as the risk free rate and stationary 
5,8% as the equity risk premium. The independent variable STSCORE is first factor score from the 7 grades 
given to each company annually in the Most Admired Companies in Finland - survey. Variables 1997 and 
1998 are binary dummy variables accounting for the constant shift in the returns between the different years. 
В/P is the inverse of the price-to-book ratio and E/P is the inverse of the price-to-earnings ratio, both of 
which have been calculated using the prior full year’s book values and earnings. LOGMV is the 10th 
logarithm of the company’s market value, t- value is the coefficient’s standard error divided by its variance. 
Values ofR- have been adjusted for the degrees of freedom in the regressions.

a ß, ß2 ßj ß4 ß5 ß„ F p R2

Table 13. The Predictive Ability of STSCORE for Future Risk Adjusted Returns

Panel A. Dependent variable is the 3-month cumulative abnormal return calculated weekly

A1 -0,06 0,01 0,01 0,934 0,00 %
t-value -2,02** 0,08
A2 -0,06 0,02 0,08 -0,09 15,44 0,000 26,80 %
t-value -2,09** 0,40 3,01*** -3,55***
A3 -0,03 0,00 0,08 -0,09 -0,02 0,04 0,00 8,13 0,000 26,80 %
t-value -0,43 0,01 2,87*** -3,34*** -1,04 0,25 -0,10

Pane! В Dependent variable is the 6-month cumulative abnormal return calculated weekly

B1 -0,06 0,16 1,85 0,176 1,50%
t-value -1,14 1,36
B2 0,07 0,25 -0,12 -0,34 18,57 0,000 30,70 %
t-value 1,38 2,58** -2,6** -7,13***
B3 0,14 0,23 -0,12 -0,34 -0,02 -0,05 -0,02 9,56 0,000 30,30 %
t-value 1,10 2,22** -2,35** -6,99*** -0,60 -0,18 -0,44

Panel C. Dependent variable is the 12-month cumulative abnormal return calculated weekly

Cl -0,12 0,37 7,97 0,006 5,50 %
t-value -2,08** 2,82***
C2 -0,16 0,33 0,24 -0,06 14,47 0,000 25,30 %
t-value -2,84*** 2,86*** 4,15*** -1,14
C3 -0,09 0,30 0,24 -0,06 -0,04 0,16 -0,02 7,49 0,000 24,80 %
t-value -0,61 2,34** 3,82*** -1,04 -0,81 0,51 -0,34

Panel D. Dependent variable is the 18-month cumulative abnormal return calculated weekly

D1 -0,29 0,42 3,89 0,052 3,40 %
t-value -2,87*** 1,97*
D2 -0,25 0,42 -0,07 2,29 0,108 3,10%
t-value -2,34** 1,97* -0,84
D3 -0,56 0,38 -0,02 0,00 0,50 0,11 1,35 0,252 2,10%
t-value -1,98* 1,49 -0,26 0,00 0,77 1,17
Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below 0,10.
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Table 13. -Continued

a ß, ß2 ß, ß4 ß5 ß6 F p R2

Panel E. Dependent variable is the 24-month cumulative abnorma! return calculated weekly

D1 -0,22 0,06 0,05 0,828 0,00 %
t-value -1,76* 0,22
D2 -0,20 0,05 -0,04 0,10 0,902 0,00 %
t-value -1,45 0,20 -0,40
D3 -0,40 -0.10 0,00 -0,13 -0,67 0,15 0,64 0,672 0,00 %
t-value -1,13 -0,31 0,03 -1,15 -0,86 1,31

Notes: *** indicates p-value below 0,01, ** indicates p-value below 0,05 and * indicates p-value below 
0,10.

The reported results show that the analysts’ opinions provide clearly significant 

explanatory power for future returns, even after controlling for generally recognized 
anomaly-related variables.
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6. CONCLUSIONS

This thesis aimed to shed light on the equity analysts’ added value in valuing Finnish 

equities as well as in making investment decisions. The analysts’ quantified opinions, as 

measured by the Most Admired Companies in Finland -survey, were found to be highly 

value relevant in 1997, 1998 and 2000. During 1999 the variable exhibited no statistical 

significance in price level regressions. The explanatory power of the Ohlson (1995) 

model increased significantly as the value vs. growth segregation was introduced. 

Flowever, the separation is only significant in assessing the value relevance of book 

values and expected abnormal earnings for the following period (v) and, against 

expectations, was not found to be significant for current abnormal earnings and 

analysts’ perception. The reported results persisted through careful robustness testing. 

The analysis of price-to-book ratio in the robustness testing showed that analysts’ 

perception and the included accounting items in return on equity form are actually 

exponentially related to the price-to-book levels. The relationship was best described 

through a semi-log regression model.

While the fact that analysts’ opinions significantly explain current value may be of 

interest in the accounting point of view it does not tell us anything how well the analysts 

are conducting their ultimate task -that of predicting future returns and thus aiding 

investor decision making. As this study reports, not only do the analysts’ opinions help 
explain current value of the stock but provide a highly significant proxy for future risk 

adjusted returns. The proxy for analysts’ perception exhibited highly significant 

association with the ex-post returns and overperformed the models based on the Ohlson 

(1995) framework in return prediction. This suggests that the equity analysts are able to 

process the accounting and other information to predict relative stock returns. The 

analysis of the correlation coefficients between abnormal returns of different horizon 

and analysts' perception showed that the statistical significance between this 

relationship peaks when the 12-month horizon is inspected indicating that the average 

analysts’ investment horizon is approximately one year. Furthermore, the evaluation of 

the value estimates derived through the OM showed that the analysts’ ability to predict 

returns is not prevalent in book values or medium-term earnings estimates. Neither,
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could this ability be explained through deviations in price to book, price to earnings or 

size.
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8. APPENDIX

Table 14. Unrotated Factor Loadings and Conimunalities from the Four Annual
Principal Component Factor Analysis

This table presents the unrotated factor loadings and conimunalities from the principal components 
factor analysis. The variables are defined as follows: MGMT = Quality of management, PRSRV = 
Quality of products and services, INN О = Innovativeness, EMP = Ability to attract, develop and keep 
talented employees, INVREL = Quality of investor relations, ASUT = Wise use of corporate assets and 
LTINV = Long-term investment value. The dataset consists of the four annual datasets, average ranking 
scores given by equity analysts.

Variable Factor 1 Factor 2 Factor 3 Communality

Panel A. 1997 Unrotated Factor Loadings and Conimunalities

MGMT -0,886 -0,117 0,351 0,922
PRSRV -0,847 -0,334 -0,251 0,891
1NNO -0,873 -0,126 -0,276 0,855
EMP -0,904 0,107 -0,268 0,901
INVREL -0,624 0,765 -0,05 0,978
ASUT -0,909 0,005 0,31 0,923
LTINV -0,954 -0,086 0,139 0,937
Variance 5,2095 0,7451 0,4521 6,4066
% Var 0,744 0,106 0,065 0,915

Panel B. 1998 Unrelated Factor Loadings. and Conimunalities

MGMT -0,909 0,318 -0,009 0.927
PRSRV -0,878 -0,279 -0,218 0,895
INNO -0,903 -0,192 -0,207 0,895
EMP -0,913 -0,225 0,004 0,885
INVREL -0,817 -0,143 0,549 0,99
ASUT -0,916 0,28 -0,043 0,919
LTINV -0,936 0,207 -0,029 0,92
Variance 5,6291 0,408 0,3943 6,4314
% Var 0,804 0,058 0,056 0,919

Panel C. 1999 Unrelated Factor Loadings and Conimunalities

MGMT -0,924 0,093 0,276 0,938
PRSRV -0,866 0,092 0,063 0,762
INNO -0,911 0,118 -0,334 0,956
EMP -0,91 -0,072 -0,296 0,92
INVREL -0,598 -0,796 0,054 0,995
ASUT -0,931 0,113 0,213 0,925
LTINV -0,926 0,176 0,036 0,89
Variance 5,3439 0,7141 0,3289 6,387
% Var 0,763 0,102 0,047 0,912
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Table 14. -Continued

Variable Factor 1 Factor 2 Factor 3 Communal ity

Panel D. 2000 Unrotated Factor Loadings and Communalities

MGMT -0,941 -0,179 0,079 0,925
PRSRV -0,893 0,221 -0,36 0,976
INNO -0,924 0,259 -0,057 0,924
EMP -0,95 0,108 0,073 0,919
1NVREL -0,778 -0,599 -0,145 0,985
ASUT -0,949 0,011 0,233 0,954
LT1NV -0,953 0,09 0,128 0,932
Variance 5,8524 0,5269 0,2358 6,6151
% Var 0,836 0,075 0,034 0,945
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