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ABSTRACT: This paper investigates whether stock prices reflect information about
future earnings contained in the accrual and cash flow components of current
earnings. The extent to which current earnings performance persists into the future
is shown to depend on the relative magnitudes of the cash and accrual components
of current earnings. However, stock prices are found to act as if investors “fixate” on
earnings, failing to reflect fully information contained in the accrual and cash flow
components of current earnings until that information impacts future earnings.
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I. INTRODUCTION

exts on financial statement analysis frequently advocate examining the accrual and cash
flow components of current earnings for the purpose of predicting future earnings.!
Indeed, some financial analysts argue that since investors tend to “fixate”” on reported
earnings, analysis of this type can be used to detect mispriced securities.? This paper examines

! See, Grahametal. (1962, 108—110), Brownlee et al. (1990, 803-804), Bernstein (1993, 461), Haskins et al. (1993, 642—
649), Schilit (1993, 123-130), Stickney (1993, 102), White et al. (1994, 138-159) and Kieso and Weygandt (1995,
1231).

2 For example, several analysts sell investment advice based on this type of analysis. They include Thornton O’Glove
(The Quality of Earnings Report), Jack Ciesielski (The Analyst’s Accounting Observer), David Tice (Behind the
Numbers), Michael Murphy (Overpriced Stock Service) and Kellogg Associates (Financial Statement Alert). Specific
examples of such recommendations are discussed in “Early Warnings,” (Forbes 1990, 246), “Financial Misstatements”
(Institutional Investor 1993, 171) and “The Sherlock Homes of Accounting,” (Business Week 1994, 48).

This paper has benefited from the comments of workshop participants at Harvard University, Hong Kong University
of Science and Technology, Massachusetts Institute of Technology, the University of Michigan, the University of North
Carolina, the University of Pennsylvania, Washington University, the 1993 annual meetings of the American Accounting
Association and anonymous referees. I acknowledge a special debt to the late Vic Bernard, whose comments and
encouragement were instrumental in the completion of this project.
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the nature of the information contained in the accrual and cash flow components of earnings and
the extent to which this information is reflected in stock prices. The results indicate that earnings
performance attributable to the accrual component of earnings exhibits lower persistence than
earnings performance attributable to the cash flow component of earnings. The results also
indicate that stock prices act as if investors “fixate” on earnings, failing to distinguish fully
between the different properties of the accrual and cash flow components of earnings. Conse-
quently, firms with relatively high (low) levels of accruals experience negative (positive) future
abnormal stock returns that are concentrated around future earnings announcements.

The paper adds to the growing body of evidence indicating that stock prices reflect naive
expectations about fundamental valuation attributes such as earnings. In particular, it adds to the
evidence in Ou and Penman (1989), which employs a mechanical statistical prediction model to
predict one-year ahead earnings changes, and in Bernard and Thomas (1990), which uses the auto-
regressive properties of quarterly earnings to predict future quarterly earnings. In addition to
corroborating the findings of these studies in a different setting, this paper contributes in three key
respects. First, instead of relying on a statistically motivated model to predict future earnings, this
paper employs a model that relies on characteristics of the underlying accounting process that are
documented in texts on financial statement analysis. Second, while Ou and Penman (1989) and
Bernard and Thomas (1990) use a random walk model to represent investors’ naive earnings
expectations, this paper uses a less restrictive model that assumes investors might not fully
discriminate between different components of earnings. Finally, unlike previous research, this
paper assesses the extent to which the magnitude of the predictable stock returns is consistent with
the predictions of the naive earnings expectations model.

The paper also has implications for prior research investigating the differential information
content of the cash flow and accrual components of earnings by examining contemporaneous
stock price responses (Wilson 1987; Bernard and Stober 1989; Lev and Thiagarajan 1993). For
example, Bernard and Stober (1989) find no evidence that stock prices respond in a systematic
manner to the release of information about the cash flow and accrual components of earnings and
conjecture that the information content of these two components of earnings may not be
systematically different. However, the results in this paper demonstrate that the information
content of these components is systematically different, but that stock prices do not reflect this
information fully until it impacts future earnings.

The remainder of the paper is organized as follows. Section II develops testable hypotheses
concerning the relation between the accrual and cash flow components of current earnings, future
earnings and future stock returns. Section III describes sample formation and variable measure-
ment. Section IV presents the empirical results and section V concludes the paper.

II. DEVELOPMENT OF HYPOTHESES

The importance of analyzing the accrual and cash components of current earnings in the
assessment of future earnings is frequently emphasized in texts on financial statement analysis.
For example, Graham et al. (1962) emphasize the importance of information in current earnings
and its components for estimating the future earnings power of an enterprise.3 They recommend
a five-step process for adjusting current earnings to arrive at earnings power. These steps adjust
current earnings for various operating accruals including arbitrary reserves, unusual levels of
depreciation (or amortization) and different inventory valuation methods. The reasoning under-

3 Graham et al. (1962) define earnings power as the level of earnings an enterprise can be expected to sustain over the
next five to ten years.
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lying these steps is that these accruals are less likely to recur in future periods’ earnings. This line
of reasoning is frequently reiterated. For example, Bernstein (1993, 461) states that:

CFO (cash flow from operations), as a measure of performance, is less subject to
distortion than is the net income figure. This is so because the accrual system, which
produces the income number, relies on accruals, deferrals, allocations and valuations, all
of which involve higher degrees of subjectivity than what enters the determination of
CFO. That is why analysts prefer to relate CFO to reported net income as a check on the
quality of that income. Some analysts believe that the higher the ratio of CFO to net
income, the higher the quality of that income. Put another way, a company with a high
level of net income and a low cash flow may be using income recognition or expense
accrual criteria that are suspect.

Similar reasoning was used by the FASB (1980, para. 54) as a justification for greater emphasis
on cash flow information in firms’ financial statements.

The common theme underlying this reasoning is that the accrual and cash flow components
of current earnings have different implications for the assessment of future earnings. While both
components contribute to current earnings, current earnings performance is less likely to persist
if it is attributable primarily to the accrual component of earnings as opposed to the cash flow
component. For example, high earnings performance that is attributable to the cash flow
component of earnings is more likely to persist than high earnings performance that is attributable
to the accrual component of earnings. This reasoning forms the basis for the first testable
hypothesis:

H1: The persistence of current earnings performance is decreasing in the magnitude of the
accrual component of earnings and increasing in the magnitude of the cash flow
component of earnings.

The remaining hypotheses concern the extent to which stock prices reflect the different
properties of the accrual and cash flow components of earnings. The relation between stock prices
and earnings has been widely researched. Following Ball and Brown (1968), many studies have
documented a positive contemporaneous association between stock returns and earnings, which
is generally attributed to earnings’ ability to summarize value relevant information. However, a
number of recent studies present evidence that investors do not correctly use available informa-
tion in forecasting future earnings performance (Ou and Penman 1989; Bernard and Thomas
1990; Hand 1990; Maines and Hand 1996). This evidence raises the possibility that the well
documented association between earnings and stock returns may, in part, reflect investors’ naive
fixation on reported earnings, rather than earnings’ ability to summarize value relevant informa-
tion. By identifying the role of information in the accrual and cash flow components of current
earnings in the forecasting of future earnings, this study provides a natural setting in which to
corroborate and extend prior evidence.

A meaningful test of whether stock prices fully reflect available information requires the
specification of an alternative “naive” expectation model, against which to test the null of market
efficiency. The naive model employed in this study is that investors “fixate” on earnings and fail
to distinguish between the accrual and cash flow components of current earnings. This naive
earnings expectation model is consistent with the functional fixation hypothesis, which has
received empirical support in capital markets, behavioral and experimental research (Hand 1990;
Abdel-khalik and Keller 1979; Bloomfield and Libby 1995). This model is not as restrictive as
the random walk model implicit in Ou and Penman (1989) and Bernard and Thomas (1990).
Earnings expectations are permitted to reflect the overall level of persistence in earnings



