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I. Introduction

 Market inefficiency: 

People are too “fixate” on reported earnings and neglect the information contained in 

accrual and cash flow components of earnings.

Information content of these components is systematically different, but that stock prices 

do not reflect the information fully until it impacts future earnings. 

1. What is the difference?

2. What is the neglected 

information?

3. How to exploit the 

inefficiency?

4. When to implement the 

strategy?



II. Development of Hypotheses

H1: What’s the difference?

The persistence of current earning performance is decreasing in the magnitude of the 

accrual component of earnings and increasing in the magnitude of cash flow component.

H2(i): What is the neglected information?

The earnings expectations embedded in stock prices fail to reflect fully the higher earnings 

persistence attributable to the cash flow component of earnings and the lower earnings 

persistence attributable to the accrual component of earnings.



II. Development of Hypotheses (cont.)

H2(ii): How to exploit the inefficiency?

A trading strategy taking a long position in the stock of firms reporting relatively low levels 

of accruals and a short position in the stock of firms reporting relatively high levels of accruals 

generates positive abnormal stock returns.

H2(iii): When to implement the strategy?

The abnormal stock returns predicted in H2(ii) are clustered around future earnings 

announcement dates.



III. Sample Formation and Variable Measurement

• Sample

 40,679 firm-year observations

 1962 - 1991

 Compustat / CRSP merged database



III. Sample Formation and Variable Measurement(cont.)

• Variables

 Earnings: Income from continuing Operations

 Accrual Component

Accruals = (Δ𝐶𝐴 − Δ𝐶𝑎𝑠ℎ) − (Δ𝐶𝐿 − Δ𝑆𝑇𝐷 − Δ𝑇𝑃) − 𝐷𝑒𝑝

Δ𝐶𝐴 = change in current assets

Δ𝐶𝑎𝑠ℎ = change in cash/cash equivalents

Δ𝐶𝐿 = change in current liabilities

Δ𝑆𝑇𝐷 = change in debt included in current liabilities

Δ𝑇𝑃 = change in income taxes payable

𝐷𝑒𝑝 = Depreciation and amortization expense

 Cash Flow Component = Earnings – Accrual Component

• Variable Measurement Standardized by size

 Divided by average total assets



III. Sample Formation and Variable Measurement(cont.)

• Abnormal Returns

 Size-Adjusted Return

Measure the buy-hold return in excess of the buy-hold return on a value weighted 

portfolio of firms having similar market values

 Jensen’s Alpha

(𝑅𝑝𝑡−𝑅𝑓𝑡) = 𝛼𝑝 + 𝛽𝑝(𝑅𝑚𝑡 − 𝑅𝑓𝑡) + 𝜖𝑝𝑡

𝑅𝑝𝑡 = equal-weighted return on portfolio p in year t

𝑅𝑚𝑡 = market return in year t

𝑅𝑓𝑡 = risk free rate in year t



IV. Empirical Analysis: Descriptive Statistics

• Accruals increase

 Earnings increase

 Cash Flows decrease

• U-shaped beta: extreme 

portfolios contain smaller 

and more risky stocks

increasing



IV. Empirical Analysis: Descriptive Statistics

Accruals = (Δ𝐶𝐴 − Δ𝐶𝑎𝑠ℎ) − (Δ𝐶𝐿 − Δ𝑆𝑇𝐷 − Δ𝑇𝑃) − 𝐷𝑒𝑝

Current Asset Current Liability Depreciation

Majority of variation in accruals is attributable to variation in current asset 

component.



IV. Empirical Analysis: Tests of H1

H1: The persistence of current earning performance is decreasing in the 

magnitude of the accrual component of earnings and increasing in the magnitude 

of cash flow component.

𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠𝑡+1 = 𝛼0 + 𝛼1𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠𝑡 + 𝑣𝑡+1
𝐸𝑎𝑟𝑛𝑖𝑛𝑔𝑠𝑡+1 = 𝛾0 + 𝛾1𝐴𝑐𝑐𝑟𝑢𝑎𝑙𝑠𝑡 + 𝛾2𝐶𝑎𝑠ℎ 𝐹𝑙𝑜𝑤𝑠𝑡 + 𝑣𝑡+1
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IV. Empirical Analysis: Tests of H1 (Opt.)

High Earnings 

Portfolio

Low Earnings 

Portfolio

Low Accrual

Portfolio

High Cash Flows 

Portfolio

Low Cash Flows 

Portfolio

High Accrual 

Portfolio

Longer mean reverting process for  cash flow 

portfolios



IV. Empirical Analysis: Tests of H2(i)

H2(i): The earnings expectations embedded in stock prices fail to reflect fully the 

higher earnings persistence attributable to the cash flow component of earnings and 

the lower earnings persistence attributable to the accrual component of earnings.

• Efficient Market: abnormal returns are zero in expectation

• A model that satisfies the efficient-markets condition



IV. Empirical Analysis: Tests of H2(i)

• A model that satisfies the efficient-markets condition

• Combining the Earnings forecasting model

• Combining the expanded Earnings forecasting model



IV. Empirical Analysis: Tests of H2(i)

• Test Statistics: 

Market efficiency is tested using a likelihood ratio statistic which is distributed 

asymptotically 𝜒2(𝑞)



IV. Empirical Analysis: Tests of H2(i)

• 𝛼1 = 𝛼1
∗

• Stock price correctly reflect the implications of current annual earnings for 

future annual earnings



IV. Empirical Analysis: Tests of H2(i)

• 𝛾1 < 𝛾1
∗, 𝛾2>𝛾2

∗

• Stock price do not anticipate rationally the lower(higher) persistence of 

earnings performances attributable to accrual(cash flow) components of 

earnings



IV. Empirical Analysis: 

Tests of H2(ii)

H2(ii): A trading strategy 

taking a long position in the 

stock of firms reporting 

relatively low levels of 

accruals and a short 

position in the stock of firms 

reporting relatively high 

levels of accruals generates 

positive abnormal stock 

returns.



IV. Empirical Analysis: Tests of H2(ii)

Hedge Portfolio Return



IV. Empirical Analysis: Tests of H2(ii)



IV. Empirical Analysis: Tests of H2(iii)

H2(iii): The abnormal 

stock returns predicted 

in H2(ii) are clustered 

around future earnings 

announcement dates.



V. Conclusions

• The persistence of earnings performance depends on cash and 

accrual components of earnings

• Stock prices act as if investors fail to identify the difference of the 

components correctly

• Inconsistent with efficient market, but do not necessarily imply 

investor irrationality or unexploited profit opportunities

 Information acquisition and processing costs




