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Abstract

This thesis consists of an introductory chapter and four self-contained essays on
the value relevance of financial statement information.

Essay 1 The purpose of this essay is to examine relevance of environmental infor-
mation from an investor’s perspective. The study proposes that the market value
of companies will reflect both financial and environmental performance. The
theoretical foundation of the study is the accounting based valuation theory out-
lined by Ohlson (1995). This study provides new insights into how environmen-
tal performance is reflected in the market value of Swedish companies listed on
the Swedish Stock market.

Essay 2 In financial accounting research, much effort has been devoted to study
the relation between accounting earnings and stock prices. The primary purpose
of the second essay is to investigate the effect of alternative return-earnings model
specifications to the estimated returns-earnings relation, that is, the earnings re-
sponse coefficients. The returns-earnings models investigated include the tradi-
tional earnings levels and changes, and models including analysts’ earnings fore-
casts based on Ohlson’s (1995) extended residual income model.

Essay 3 Fundamental analysis research that focuses on the use of accounting in-
formation to estimate equity value, has surfaced as a central theme in market
based accounting research of the 1990s (Lee, 1999). The purpose of third essay is
to compare two different approaches to valuation based on the theory presented in
Ohlson (1995) in terms of explanatory and predictive power of the value estimates.
Both approaches are implemented with and without the use of analysts forecasts.

Essay 4 In this essay data from the Swedish stock market is used to investigate the
profitability of two different types of investment strategies based on fundamen-
tal-to-value ratios and past insider trading activity. The purpose of the research is
to explore four related research questions: (i) Do accounting based trading strat-
egies generate abnormal returns on the Swedish stock market?; (ii) Do trading
strategies based on insider trading behaviour generate abnormal returns on the
Swedish stock market?; (iii) Do insiders who buy stocks tend to favour value
stocks and do insiders who sell stocks tend to dispose growth stocks?; and (iv) Are
insiders able to discriminate between temporary high/low fundamentals and tem-
porary low/high prices when buying/selling value stocks and growth stocks?

Key Words equity valuation, stock market, financial accounting, non-financial
information, insiders, trading strategies, earnings response coefficients, analysts’
earnings forecasts, environmental accounting, environmental performance
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1 Introduction

The value relevance literature deals with the usefulness of financial statement
information in equity valuation. Examples of overall research questions addressed
in such studies are: How well do accounting figures measure value? What ac-
counting figures capture information about value? What accounting figures can
be used to predict value attributes? Can accounting figures be used to predict
future value? These overall research questions are also addressed in this thesis.
The main objective of this thesis is to study the relevance of financial statement
information for the valuation of Swedish listed companies by means of the Ohlson
(1995) valuation models.

From the perspective of an actual or potential equity investor it is desirable
that a firm’s financial statement information in general and accounting informa-
tion in particular be usable in generating indications of equity value. Accrual
accounting is designed to measure performance over past periods. While accrual
accounting mostly deals with the history, valuation is about the future. Accord-
ing to traditional valuation theory based on economic theory, the value of a stock
is equal to the present value of future net dividends. Hence, the principal purpose
of accounting is not to facilitate valuation. The trade-off between the relevance
and reliability principles is also likely to influence the value relevance of account-
ing information. For example, the historical cost basis of accounting is fairly reli-
able, but historical costs might lack relevance (Scott, 2003). Abandonment of the
revenue-recognition principle might increase the relevance of accounting infor-
mation, but it would surely result in decreased reliability. Similarly, income meas-
urement based on fair values of assets might increase the relevance of accounting
information, but might result in decreased reliability. The reliability principle is
one of the main reasons why financial statements lack forward-looking informa-
tion that influence market values (Kothari, 2001).

Several recent studies of the usefulness of accounting information for equity
valuation have questioned the current financial reporting model in the US (see,
e.g., Amir and Lev, 1996 and Lev and Zarowin, 1999). They suggest that the
value relevance of accounting information has decreased over time due to, for
example, decreased timelines of financial statement information, increased eco-
nomic reporting of losses and one-time or special items, and increased impor-
tance of unreported intangible assets because of the increased relative importance
of high-tech industries. The same concerns can be raised in Sweden about the
value relevance of accounting information for investors. Hence, it is far from
obvious to what extent Swedish accounting information is useful in equity valu-
ation. Even if accounting information is useful for valuation, it is not clear what
kind of accounting information should be used. Other information sources such
as analysts’ forecasts might be more timely than current accounting figures. In
addition, non-financial information might be more relevant for valuation than
accounting information.
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The purpose of this thesis is fourfold: (i) to examine the value relevance of
environmental information, (ii) to investigate the importance of analysts’ earn-
ings forecasts relative to accounting earnings in explaining returns, (iii) to exam-
ine the explanatory and predictive power of accounting-based value estimates
based on the Ohlson (1995) valuation models, and (iv) to evaluate the predict-
ability of accounting-based fundamental-to-price ratios and their relationship with
insider trading.

The thesis consists of four related but separate essays on the relevance of finan-
cial statement information for equity valuation in a Swedish setting. All four
studies rely on the concept of value relevance and share three distinctive features.
First, consistent with the principles of market-based accounting research (MBAR),
all four articles apply a user perspective, as opposed to a preparer or standard-
setter perspective, toward accounting information. Second, they all directly or
indirectly rely on the residual income valuation model. Third, all studies have
been conducted from the perspective of the equity investor. Conducting accounting
research from an investor perspective is a natural starting point, because stock
market participants are the most frequent users of financial statement informa-
tion (Ball and Kothari, 1994).

The rest of this introductory chapter introduces the reader to the MBAR lit-
erature and positions the dissertation research within the field. A number of key
issues related to MBAR are discussed, such as the value relevance and informa-
tion content of accounting information, market efficiency, and valuation theory.
The adoption of the value relevance approach and the Ohlson (1995) valuation
models are two important components of the theoretical and empirical founda-
tion of the essays. Both these components will, therefore, be presented in the
introduction. The general understanding is that MBAR is empirical by nature.
For that reason, a whole section of the introductory chapter is devoted to
presentating the various databases used in the papers. Important steps of the data-
collection work are also described. The last section presents a brief summary of
each essay. I describe the problem approached, purpose, research methods ap-
plied, main contributions to the MBAR literature, findings, and conclusions of
each essay. As previously stated, each study can be classified as a value relevance
study, and they all draw on the same theoretical framework for valuation, namely,
the residual income model and its analytical extensions.

2 Value relevance research

The value relevance literature is comprehensive and diverse. The various studies
differ, among other ways, in the perspective on accounting (measurement versus
information), market assumptions (efficient versus inefficient), and research meth-
ods applied. Francis and Schipper (1999) have identified four different approaches
to studying the value relevance of accounting information. I refer to these ap-
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proaches as: (i) the fundamental analysis view of value relevance, (ii) the predic-
tion view of value relevance, (iii) the information view of value relevance, and (iv)
the measurement view of value relevance. I will use this classification to position
my research relative to prior research on value relevance. The introduction, there-
fore, continues with a detailed description of each of these approaches.

2.1 The fundamental analysis view of value relevance

The first approach is related to fundamental analysis research in accounting. Fun-
damental analysis involves determining a firm’s intrinsic value without reference
to the price at which the firm’s equity trades on the stock market (Bauman, 1996).
According to this approach, accounting information cause stock prices to change
by capturing values toward which market prices drift (Francis and Schipper, 1999).
It is not assumed that the market at all times reflects all available information,
which means that this approach allows for an inefficient stock market. The value
relevance of financial statement information is inferred by measuring returns gen-
erated by implementing trading strategies based on accounting information. Hence,
depending on the degree of market information inefficiency, investors might be able
earn abnormal returns using public accounting information. This implies that ac-
counting information can be relevant in valuation if portfolios formed on the basis of
accounting information are associated with abnormal returns.

Many studies have examined the usefulness of various types of accounting in-
formation in predicting future returns (see, e.g., Bernard, Thomas and Wahlen,
1997 for a review of accounting-based trading strategies). They include, for ex-
ample, investment strategies based on the histories of accounting earnings growth
(Chan et al., 1996), trading strategies that imply a long position in firms with
relatively less accruals and selling short firms with relatively more accruals in their
accounting earnings (Sloan, 1996), and investing in firms with low ratios of mar-
ket value to accounting fundamentals (see, e.g., Fama and French, 1992 and
Lakonishok et al., 1994). Most of these studies indicate that accounting informa-
tion is useful in predicting future returns.

2.2 The prediction view of value relevance

The second interpretation of term value relevance identified by Francis and
Schipper (1999) is also related to fundamental analysis research. It focuses on the
relevant variables to be used in valuation and how to predict them. According to
this definition of value relevance, financial statement information is regarded as
value relevant if it helps in forecasting underlying value attributes derived from
valuation theory. Hence, information is relevant if it can be used to predict future
earnings, dividends, or future cash flows. Most previous studies in this field have
focused on earnings prediction. For example Ou and Penman (1989) examined
whether the information in financial ratios can be combined to yield accurate
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forecasts of future earnings. Consistent with the fundamental analysis view, they
also studied whether trading strategies based on information about future earn-
ings growth generated abnormal returns. A similar Swedish study was conducted
by Skogsvik (2002), who examined whether the information contained in a large
number of financial ratios could be combined to accurately predict future return
on equity. Trading strategies were then implemented based on these predictions.
Another example of a study that adopts the second view is that of Lev and
Suogiannis (1996). They examined, among other matters, whether current re-
search-and-development expenditures were associated with future earnings.

A main purpose of accounting is to provide investors with relevant informa-
tion for their investment decisions (see, e.g., Redovisningsrådet [The Swedish
Financial Accounting Standards Council], 1995). A large body of research has,
therefore, studied the statistical association between accounting information and
stock prices. The purpose of this research is to identify accounting items that
indicate firm value, and consequently can be useful for valuation purposes. Ac-
cording to Dumontier and Raffournier (2002), this field is probably one of the
most frequently researched areas in accounting nowadays. The third and forth
interpretations of value relevance provided by Francis and Schipper (1999) focus
on the statistical association between financial statement information and stock
prices or returns.

2.3 The information view of value relevance

According to the third interpretation of value relevance, accounting information is
value relevant if is used by investors when setting prices (Francis and Schipper, 1999).
Under the assumption that the stock market is efficient, statistical association meas-
ures are used as indicators as to whether investors actually use the information in
question when making investment decisions. Studies adopting this approach gener-
ally concentrate on short time periods (Beaver, 1997). Their purpose is to study the
market reaction to accounting disclosures over short time intervals, such as the days or
weeks around an announcement date. Accounting information is hypothesised to be
value if it conveys information that modifies investor expectations of the firms’ future
cash flows, and ultimately causes the stock price to change (Scott, 2003). Hence,
returns is the natural market metric in such studies. This approach implies that value
relevance is measured terms of market reactions to new information. In other words,
accounting information has value relevance if the stock market reacts upon the disclo-
sure of it. Note, however, that researchers adopting this approach typically refer to the
accounting figures as having “information content” instead of using the term “value
relevance” (Beaver, 1997).

The starting point for research in this field was the ground-breaking research
of Ball and Brown (1968) and Beaver (1968). The former study examined the
average firm’s market response, in terms of returns, to announcements of annual
earnings. Beaver (1968), on the other hand, studied the stock trading volume
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effects of earnings announcements. Following and extending the research meth-
odology established in Beaver (1968) and Ball and Brown (1968), numerous re-
searchers have been investigating the market reaction to announcements of ac-
counting information. The majority of the work in this field deals with the rela-
tionship between earnings and its components and stock prices. This is not sur-
prising, since earnings together with book value are the most important account-
ing figures under accrual accounting.

Foster (1976), for example, investigated the market reaction to quarterly earn-
ings announcements in the US. Pope and Inyangete (1992) observed a strong
increase in the volatility of security returns around the annual earnings announce-
ment date in a sample of UK firms. Moreover, Kallunki (1997) studied returns
around earnings announcement dates in Finland. Other studies have focused on
the price effect of specific accounting items and various measures of earnings in
financial statements. For example, Booth et al. (1996) suggest that net income in
Finland might be strongly manipulated by top management. Therefore they in-
vestigated the market reaction to various adjusted earnings measures. Livnat and
Zarowin (1990), on the other hand, investigated whether the information in the
various cash flow components is more value relevant than the information in a
summary cash flow number. Another example of a study based on the informa-
tion view of value relevance is that of Peasnell et al. (1987); they studied the value
relevance of current cost information.

2.4 The measurement view of value relevance

The underlying idea behind the fourth approach is simple but compelling. A key
role of financial statements is to summarise business transactions and other events.
Under this construct, the value relevance of financial statement information is
measured by its ability to capture or summarise information, regardless of source,
that affects equity value (Francis and Schipper, 1999). The fourth interpretation
is consistent with a measurement perspective on accounting. That is, accounting
is viewed as an instrument for measurement (Marton, 1998). Note that this ap-
proach, in contrast to the information view, does not assume that investors are
actually using the information under examination, or that the information is the
most timely source of information. Instead, inference is based on the notion that
if an accounting item (or other items) has a reliable association with a market
metric, then the accounting metric captures or aggregates the information that is
used by market participants to determine prices or returns. In that respect, they
can be classified as indirect tests of the usefulness of accounting information for
valuation purposes (Dumontier and Raffournier, 2002). Another implication is
that they never can answer the question as to whether market participants are
using the information correctly. Also note that one implication of this approach
is that accounting information can be value relevant, but not decision relevant, if
it is outdated because more timely information exists (Barth et al., 2001).
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Unlike in the third approach to value relevance, both price and returns are
used as market metrics under the measurement approach, the choice between the
two depending on the research question (Easton, 1999). Price-based studies ad-
dress the validity of financial statement information as summary measures of the
events that have affected the firm up to a specific date. Return-based studies, on
the other hand, consider the ability of accounting items to capture events that
have affected the firm over the return interval. Although timeliness is not a key
issue under this approach, studies that adopt a short return window (e.g., one
quarter) can provide evidence regarding the timeliness of the accounting item
(Easton and Sommers, 2002).

In the 1990s, a large number of MBAR studies have adopted the measurement
view of value relevance. According to Easton (1999) most recent studies inter-
ested in value relevance seem to have dropped the information view in favour a
more measurement oriented view. Many studies adopting the latter approach
have examined the value relevance of earnings, book values, or combinations of
the two; see, for example, Easton and Harris (1991) for an early US example.
Easton et al. (1992) extend that study by aggregating earnings and returns over
periods up to 10 years. They found that the relationship between earnings and
returns is stronger the longer the interval of study. Using somewhat different
approaches, Marton (1998) and Runsten (1998) provided evidence of the value
relevance of earnings and book values in Sweden. A number of US studies have
recently examined whether the value relevance of earnings and book values has
changed over time due to, for example, suggested decreased timelines of financial
statement information, increased economic reporting of losses, one-time, and
special items, and the increased importance of unreported intangible assets be-
cause of the increased relative importance of high-tech industries (see, e.g., Collins
et al., 1997, Lev and Zarowin, 1999, and Francis and Schipper, 1999).

Research has also examined the relationship between market values (or returns)
and alternative earnings measures (e.g., Dhaliwal et al., 1999), examinations of
the value relevance of earnings under different  GAAP regimes (e.g., Harris et al.,
1994, and Hung, 2001), and studies of the value relevance of the accrual and
cash flow components of earnings and cash flow measures (Barth et al., 1999).
Other studies have addressed various issues related to fair value as opposed to
historic cost as the basis for accounting amounts. As discussed by Holthousen
and Watts (2001), many of these studies make assumptions, based on a valuation
model, about the association between financial statement items and price (or
returns) in order to predict coefficient values and/or to assess the difference in
error depending on how the value attribute is measured. An observed difference
between the estimated and predicted values is consistent with a measurement
error in the accounting. Hence, the connection to the measurement view is evi-
dent in such value relevance studies. For example, Amir (1993) studied the value
relevance of pension and other post-retirement obligations; Barth and Clinch
(1998), on the other hand, examined the value relevance of fair value estimates of
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debt and equity securities in the banking sector. The value relevance of fair values
of intangible assets has also been investigated. One example is Barth et al. (1998),
who studied the relationship between market values and estimates of brand value.
Finally, a number of recent studies have examined the value relevance of non-
financial information. One example is Amir and Lev (1996), who examined the
value relevance of non-financial information, such as population size, in the wire-
less communications industry. Another example is Trueman et al. (2001), who
investigated the relevance of various measures of internet usage in the valuation
of internet companies.

2.5 Significant differences between the information perspective and

measurement perspective on value relevance

As previously discussed, market-based accounting research in the tradition of Ball and
Brown (1968) and Beaver (1968) typically embraces an information perspective on
accounting information. These studies were typically referred to as information con-
tent studies before the 1990s. The association between accounting numbers and eq-
uity values received renewed interest at the beginning of the 1990s under the label
“value relevance” (Ryan et al., 2002). According to Easton (1998), the researchers
behind these studies distanced themselves from the information content perspective
and focused more clearly on the view that financial statements are a summary of the
events that have affected the firm over the reporting period. In that respect, they are
moving closer to a measurement perspective on accounting (see, e.g., Runsten, 1998
for a similar discussion). However, as discussed by Skogsvik (2002), the terms “infor-
mation content” and “value relevance” have both been used to designate accounting
figures as having the ability to convey information relevant for valuation. Since both
terms are designed to facilitate research on the relevance of accounting information
for valuation, they have both been used to describe similar phenomena. One way to
discriminate between “information content” and “value relevance” studies, i.e., to
discriminate between Francis and Schipper’s (1998) third and forth approach to study-
ing value relevance, is to highlight differences in research methods and underlying
assumptions.

As previously discussed, one difference between information content and value
relevance studies is the length of the return window. The former type of study concen-
trates on the market reaction to accounting disclosures over short time intervals, such
as the days or weeks around an announcement date. The latter type of study, however,
analyses the relationship between stock returns and accounting information over longer
periods – years, or even longer periods. Information content studies often adopt a
event-study method, while regression analysis is the bread and butter of value rel-
evance research from the measurement perspective.

Accounting information is hypothesised to have information content if it con-
veys information that modifies investors’ beliefs pertaining to a firms’ future cash
flows, ultimately causing the stock price to change (Beaver, 1997). On the other
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hand, accounting information is hypothesised to be value relevant if it captures
or summarises events that have affected the firm during a reporting period. In
general, value relevance does not imply that accounting information is the only
type of information or even the most timely information available. Hence, unlike
in information content studies, the timeliness of accounting information is not a
main issue in value relevance studies, since the study period is basically a re-
search-design choice. That means it is possible that an accounting amount may
be value relevant but lack information content.

The two perspectives also differ with respect to the assumption as to whether
investors actually use the accounting information. If the market reacts to account-
ing information releases, it is assumed that investors have used this information.
Hence, accounting information has information content if it is used by investors.
Value relevance studies do not presume that investors actually use the accounting
amounts directly when valuing stocks (Shipper, 2002). Instead, this approach
proposes that if accounting figures are good summary measures of the events
incorporated in prices, i.e., capturing the information actually used by investors,
they are value relevant. This implies that the use of accounting information might
provide a value of the firm that is close to its market value (Dumontier, 2002).
Another difference is whether causality can be inferred or not. Researchers using
information content tests usually, implicitly or explicitly, make inferences about
the causality between accounting information and returns. Such inferences might
be warranted because they reflect an experimental design (Lo and Lys, 2000).
Due to their short period of study around the time of accounting announce-
ments, thereby implicitly controlling for other information, it can be argued that
accounting information is the cause of the market reaction.

2.6 Efficient versus inefficient stock markets and value relevance

Accounting legislation and standard setters’ recommendations as to what to rec-
ognise as assets, liabilities, equity, revenues, expenses, gains, and losses, and what
only to disclose in footnotes, are fundamental to the design of financial state-
ments (Barth, 2000). Whether the stock market is efficient or not is of great
importance to legislators, standard setters, and practising accountants. If the stock
market is not efficient, the practice of complementing historical cost-based fi-
nancial statements with supplementary information may not be enough for valu-
ation purposes (Scott, 2003). Another implication of an inefficient stock market
is that the practice of fundamental analysis might be more fruitful than if the
stock market is efficient (see Kothari, 2001 for a discussion of the role of funda-
mental analysis in an efficient market).

The assumption that the stock market is informationally efficient is crucial in
information content studies. This assumption implies that all value relevant in-
formation is reflected in stock prices and that the market will react immediately
to new information, which is exactly what information content studies are de-
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signed to examine. In most value relevance studies, market efficiency is assumed
(Holthausen and Watts, 2002). However, according to Barth et al. (2002), value
relevance research does not require this assumption. They argue that in most
value relevance research it is not necessary to assume that observed market values
are unbiased estimates of value given publicly available information. Instead they
suggest that the only assumption required is that market value reflects investors’
consensus beliefs. This assumption implies that the resulting inference relates to
the extent to which the accounting amount captures or summarises the informa-
tion investors use to set prices. On the other hand, Barth et al. (2002) point out
the importance of the efficient market hypothesis assumption when testing whether
estimated coefficients on the accounting variables differ from theoretical bench-
mark values derived from a theoretical valuation model.

Recent studies adopting a fundamental analysis view of value relevance, and
drawing on behavioural finance theories, suggest that investors might not process
information in a way consistent with an efficient market. For example, interna-
tional evidence exists in the form of abnormal returns to portfolios created on the
basis of publicly available accounting information (see, e.g., Beaver, 2002 for a
discussion of accounting-related inefficiencies), results not in accordance with an
efficient stock market. In this thesis I do not try to determine whether the Swed-
ish stock market is efficient or not. Neither is the efficient market hypothesis a
crucial assumption for any of the four studies. In the first two essays, The Value
Relevance of Environmental Performance and Accounting Earnings, Analysts’ Fore-
casts and Stock Returns, the measurement perspective on value relevance is adopted.
The third study, The Explanatory and Predictive Power of Different Specifications of
the Ohlson (1995) Valuation Models, examines different specifications of the Ohlson
models in terms of explaining current stock prices, predicting future earnings,
and predicting future returns. Hence, all the approaches to studying value rel-
evance suggested by Francis and Schipper (1999), except the information per-
spective, are implemented in this study. The last study, Accounting-Based Trading
Strategies and Insider Trading, adopts a fundamental analysis approach to study-
ing the value relevance of accounting amounts. Consequently, the last study al-
lows for the possibility of an inefficient stock market. Although the four articles
have somewhat different starting points, they are all designed to examine whether
accounting information contains relevant information for investors.

3 The valuation models

The theoretical groundwork of value relevance studies adopting a measurement
approach is a combination of a valuation theory plus contextual accounting and
financial reporting arguments that allow the researcher to predict how account-
ing variables and other information items relate to market value (Beaver, 2002).
Fundamental analysis research can also be structured around valuation theory. It
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helps the researcher to identify those tasks which are essential in valuation and
what value attribute to focus on. Most current value relevance research draws on
the valuation theory set forth in Ohlson (1995) and its subsequent refinements
(e.g., Feltham and Ohlson, 1995 and 1996). This thesis is no exception, as all
four articles directly or indirectly rely on the valuation models presented by Ohlson
(1995). This section of the introduction is therefore devoted to presenting the
valuation theory outlined in that article.

3.1 The residual income model

Ohlson’s (1995) valuation models rely on two key assumptions. First, there is the
non-controversial assumption that the market value of a firm’s equity, P

t
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the present value of future dividend payments, d
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where r equals the cost of equity capital that is assumed to be constant, andEt[.] is
the expectation operator, conditional on available information at time t. The sec-
ond assumption requires that changes in book value over time adhere to clean
surplus accounting; that is, the change in book value from period to period is
equal to earnings minus net dividends (dividends adjusted for capital contribu-
tions). This can be written:

tttt dxbvbv −+= −1 , (2)

where bv
t
 equals book value of equity at time t, x

t
 is the term for earnings for

period t, and d
t
 denotes the net dividends distributed to shareholders at time t.

Clean surplus accounting implies that all value relevant information is eventually
reflected in the profit and loss statement. It is also assumed that the book value
eventually starts growing at a rate less than the cost of capital, 1 + r,
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Combining the clean surplus assumption (2) with the dividend discount model
in (1) yields
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The last expression of equation (4) is assumed to be zero by the regularity condition
(3), and the value attribute- residual income or abnormal earnings – is defined
as 1tt

a

t rbvxx −−≡ . If we make use of this definition, equation (4) can be restated as
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which is the residual income model, also called the abnormal earnings model.
Although equivalent in form to the earlier dividend discount model, Ohlson’s
abnormal earnings formulation has some attractive properties compared with less
developed valuation models (Peasnell, 1982; Frankel and Lee, 1998). Firm valu-
ation now depends on two components: a measure of capital invested (bv

t
), and a

measure of the present value of all future wealth generating activities (the infinite
sum). Second, the firm can only create value by generating a positive residual
income. Income earned at a rate exactly equal to the firm’s cost of equity capital
merely covers cost, so that firm value equals its book value.

The residual income model can be used to analyse implied market expecta-
tions for two of the most well-known valuation ratios. Based on equation (4), the
following expression for the price-to-book ratio (P/bv) can be derived by dividing
and multiplying each of the numerators by bv

t
, bv

t+1
, and so on, and scaling by

current book value (bv
t
):
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where 1−+++ = τττ ttt bv/xroe  is the return on equity. Equation (6) shows that
the P/bv ratio is a function of the expected level of abnormal profitability and
growth in book value. A ratio value above one indicates market expectations of
roe above cost of equity capital. Hence, a high P/B ratio implies expected above-
average rates of return on book value.

Substituting for book value (bvt) based on the clean surplus relation in equa-
tion (2), and restating prior-year book value (bv

t-1
) based on the definition of

residual income, and scaling by current earnings (x
t
), yields the following expres-

sion for the price-earnings ratio (P/x):
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The first expression on the right-hand side represents a normal ratio when earn-
ings are permanent. The bracketed term represents expected growth in residual
income. According to the model, an increase (decrease) in expected residual in-
come will generate an increase (decrease) in the ratio.

Lakonishok et al. (1994) suggest that if the market participants are too opti-
mistic when forming their expectations for firms with a history of  high profit-
ability and high earnings growth, they might overvalue such firms. Consequently,
firms with the opposite characteristics might be undervalued since investors place
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too much weight on the firm’s history of poor performance. As seen from equa-
tion (6), a high (low) price-to-book ratio may result from a too optimistic (pessi-
mistic) view as to the firm’s future profitability. Therefore, firms with high (low)
ratios could be overvalued (undervalued). Similarly, according to equation (7),
firms with high (low) price-earnings ratios may be overvalued (undervalued) due
to biased market expectations of future growth in earnings. Whether simple valu-
ation ratios such as the price-earnings or price-to-book ratio can be used to iden-
tify mispriced stock is investigated in the fourth essay.

3.2 The analytical extension of the RIV-model by Ohlson

From the accountant’s point of view, one problem with the RIV is that it does not
relate current earnings figures to equity value. Besides current book value of eq-
uity (bvt), the variables on the right hand side of equation (5) are expected future
values, not past realisations. Ohlson’s analytical extension of the RIV-model pro-
vides a solution to this limitation.

Information on expected future abnormal earnings (or residual income) comes
from both past abnormal earnings history and information not captured in ab-
normal earnings history (v). The extended Ohlson (1995) model includes a lin-
ear information dynamic (LIM) specifying the form of evolution of expected
abnormal earnings and non-accounting information on expected abnormal earn-
ings. The series evolves as a modified first-order autoregressive process, and the
latter as a simple first-order autoregressive process. Thus he postulates that the
time-series behaviour of abnormal earnings is as follows:

1t,1t

a

t

a

1t vxx ++ ++= εω , (8a)

1t,2t1t vv ++ += εγ , (8b)

where w and g are fixed persistence parameters that are assumed to be known,
non-negative, and less than one. The variable v

t
 represents non-accounting infor-

mation about expected future abnormal earnings that is observed at the end of
period t. Hence, it represents information about future earnings known by the market
at time t but not yet recognised by the accounting system. The symbol e denotes
stochastic error terms assumed to be mean zero and uncorrelated over time.

Ohlson’s linear information dynamics provides a solution to the finite valuation
problem attributed to most traditional valuation models. If w and g are assumed
to be less than one, abnormal earnings will converge to zero, which implies even-
tual convergence between the firm’s book and market values. This assumption
makes theoretical sense, since competition should erase long run firm-specific
abnormal earnings (accounting conservatism aside). Combining the residual income
model given by (5) with the information dynamics in (8a) and (8b) yields the follow-
ing valuation function (See Ohlson, 1995, Appendix 1 for a derivation):
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This formulation treats the value of shareholders’ equity as the sum of three com-
ponents: (i) current book value, (ii) capitalised current residual income, and (iii)
capitalised value implied by other information. Alternatively, Ohlson (1995) shows
that equation (9) can be expressed as a weighted average of two accounting-based
valuation models, one earnings model, and one book value model plus the addi-
tional value implied by non-accounting information. By replacing a

tx  with 1−− tt rbvx
and invoking the clean surplus relation, equation (9) can be restated as:
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At his presidential address at the 2001 annual American Accounting Association
meeting, William Beaver stated that the analytical work of Ohlson and Feltham
has been one of the most important research areas of MBAR (see, http://faculty-
gsb.stanford.edu/beaver/). According to him, it represents a innovative attempt
further to develop the relationship between market value and accounting figures
(see also Barth, 2000, Barth, et al., 2001, Bernard, 1995, and Walker, 1997 for
discussions in the same spirit) Other researcher do not share Beaver’s enthusiastic
view (see, e.g., Holthausen and Watts, 2001 and Lo and Lys, 2000). The model
has, for example, been criticised for being empty of accounting due to the reli-
ance on the clean surplus relation. Although the clean surplus assumption applies
to any type of accounting system, the model’s demonstration that equity value
depends on accounting variables is consistent with a measurement perspective on
accounting (Scott, 2003). The reinvention of the RIV-model by Ohlson and the
parsimony of equations (9) and (10) and the added theoretical support they give
for using accounting data to explain and predict stock prices/returns, has sparked
substantial empirical research based on the two models.

4 The data sources used in the essays

In this section I present the data sources used to complete the thesis. A number of
different sources of data were used in the thesis, each of which is carefully de-
scribed here. However, sample-selection procedures are not discussed here; for
details on sample selection, see each essay respectively. I start by describing the
three large databases used in the thesis work, then end with a discussion of the
complementary data that were collected.
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4.1 Accounting data

First, annual accounting data were collected from the Bonnier-Findata database.
Three of the four studies comprising the thesis are based on accounting figures
from this data source, which includes all firms listed on the Stockholm Stock
Exchange since 1970, including delisted companies. Besides accounting infor-
mation, the Bonnier Findata database also contains stock market data such as
stock prices, returns, number of stock, and estimated betas. The database is very
comprehensive and detailed. As discussed by Skogsvik (2002), the level of detail
of the accounting information that can be obtained is determined by the annual
account presented by the companies. One exception is the data available for banks
and insurance companies. Due to their different accounting practices, only account-
ing aggregates such as net income and book value of equity are available in the data-
base for such companies. Consequently, no specific variables to account for the differ-
ent accounting practices of banks and insurance companies exists in the database.

The database has previously been used in a number of doctoral theses at the
Stockholm School of Economics, for example Skogsvik (1988), Runsten (1998),
and Skogsvik (2002). None of these studies report any serious systematic errors
in the database. On the contrary, Skogsvik (2002) performs various checks and
finds that the recorded data are in accordance with actual figures in financial
reports. Since the database had been frequently used with no reported systematic
errors, I did not check the data against the financial reports. However, I did dis-
cover a few errors in the database during my initial work with it, for example, two
observations of negative market value, and missing data for some active compa-
nies. This is not surprising in view of the size of the database. The erroneous
observations were simply removed from the samples. In spite of the few errors
found, I judge the reliability of the database to be satisfactory.

Accounting data has also been manually collected from financial statements.
The first study, The Value Relevance of Environmental Performance, is based on
accounting data from quarterly interim financial statements. The interim reports
were downloaded from company web sites. In cases when it could not be found
there, the company was contacted and the report was received by mail. All rel-
evant variables were first typed into Excel and then transferred to the SAS statis-
tical package. All estimations and calculations in this thesis were done with SAS.
The manual data-collection process was double-checked, so the risk of systematic
or random errors in the database is likely to be slim. In general, the use of primary
rather than secondary data increases the reliability of a study.

4.2 Analysts’ forecast data

The US-based company, I/B/E/S, kindly supplied me with data on analysts’ fore-
casts for Swedish firms. Two of the studies in the thesis would have been impos-
sible without access to the I/B/E/S data. I/B/E/S has been collecting analysts’
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forecast data pertaining to Swedish firms from investment banks and brokerage
firms since 1987. The I/B/E/S database contains a vast variety of data. Besides
mean, median, and individual forecasts, I/B/E/S also provides data for actual
earnings per share, dividends per share, share prices, and the number of outstand-
ing shares. An industry classification can also be found in the database.

Analysts’ forecasts supplied by I/B/E/S have been used in numerous US stud-
ies. On the other hand, their international (non US) data has not been frequently
used before. A recent study by Liu et al. (2002) uses I/B/ES forecasts from 10
countries, including England, France, and Germany, to investigate the perform-
ance of relative-valuation models. To the best of my knowledge no study other
than that of Olsson (2001) has utilised the I/B/E/S forecasts for Swedish firms.
That makes a priori judgements as to the quality of the database more difficult.
After working with the database, however, my opinion is that it is of a relatively
good quality. However, I identified two flaws in the database. First, in some cases
the forecast per-share calculations for companies with dual class shares is based
on the number of shares of the most traded class of shares, instead of the total
number of shares issued. Even though this is not a serious problem, since I/B/E/
S collects forecasts on a total basis, it is important to be aware of it when linking
forecast data with accounting data from a different database. Second, according
to the I/B/E/S manual they provide annual earnings forecasts for at least two
years ahead and up to five years ahead at the most. For the initial first four years
(1987–1991) in the database, the forecasts are not always updated with respect to
the forecast year. For example, the one-year-ahead forecast issued in June 1990
for Ericsson might refer to 1989 instead of 1990. One reason for the lack of
updated forecasts for the initial period might be the late publication of annual
financial reports by companies having reporting periods equal to the calendar year.
However, this flaw causes no estimation or computational problems, since both the
forecasting date and the forecast-period end date are easily accessible in the data-
base. Nevertheless, the number of available forecasts for the period is reduced.

4.3 Insider transaction data

The last study made use of information on past insider transactions to predict
future returns. Finansinspektionen (FI, the Swedish Financial Supervisory Au-
thority) has been registering information about insider transactions in Sweden
since 1972. In January 1991, the agency started to register insider transactions in
a computerised database. This database is available for researchers, and after a
telephone call it was kindly sent to me. The data received from FI contains infor-
mation on fourteen different variables, including company name, ISIN code,
insider code, type of transaction, type of security, number of securities in each
transaction, disclosure date, and transaction date. One disadvantage with the
database is that it does not contain information about the value of each transac-
tion. Another is that it is impossible to identify the position of the insider through
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the insider code, so it is impossible to study the trading habits of different insider
categories. Besides those two shortcomings in the database, I had no complaints.

In order to extend the sample size, thereby preserving degrees of freedom in
the statistical tests, the sample period was extended by four years (1987–1990).
Prior to 1991, data on insider transactions is only available on paper at the Na-
tional Archives and had to be collected manually. Since the number of insider
transactions is rather large, the measurement of insider activity was restricted to
May and June for each of the first four years.

4.4 Environmental performance data

The first study in this thesis examines the value relevance of environmental per-
formance. Thus, a measure of environmental performance was required in order
to implement the study. The environmental performance information used in
this study was not collected directly from financial reports. Instead, the Stock-
holm-based firm, CaringCompany (CC), kindly provided information about
environmental performance for the firms included in the sample. CC markets
itself as one of Europe’s leading analyst companies for socially responsible invest-
ments. Among other things, the company offers quarterly ratings on five dimen-
sions of corporate environmental performance for portfolio managers and other
institutional investors, so they can incorporate environmental factors into their
investment decisions. CC is a member of an international network (Sustainable
Investment Research International Group, SiRi Group) that provides informa-
tion on the ethical and environmental responsibility of firms. Their clients are
leading investment companies, banks, and insurance companies in Sweden.

The performance measure used in the study is secondary data and its measure-
ment was out of my control. Hence, potential validity and reliability problems
exist. To give the reader an idea of the issue of validity and reliability, I will discuss
the performance measures based on information received from CC. CC’s propri-
etary performance-rating model is built on 23 criteria and aggregated into 5 cat-
egories. Firms are evaluated according to their performance in the following cat-
egories: (I) environmental objectives and strategy, including environmental re-
porting (5 criteria), (II) implementation of environmental processes (5 criteria),
(III) production-related environmental issues (5 criteria), (IV) product-related
environmental issues (5 criteria), and (V) service company-related issues (3 crite-
ria). The evaluation of the criteria is based on official documents (e.g., annual
and interim reports) and also on information obtained from direct contacts with
the companies (e.g., surveys and visits). Information is also collected from au-
thorities and to some extent newspaper reports. A firm that is analysed receives
points according to how well the various criteria are met; the resulting environ-
mental index is an equally-weighted average of the points from the various crite-
ria. The index can range from 0 to 3, with a high score indicating high environ-
mental performance. According to CC, their measure summarises the environ-
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mental information contained in financial reports, as well as drawing on other
publicly available and private information.

It is not sure that CC’s five categories of environmental performance capture a
company’s true environmental performance. In addition, the scale used might be
too crude. Moreover, the aggregation rule used to aggregate the information from
the 23 criteria into one summary measure of environmental performance might
be erroneous. These potential validity and reliability problems should be kept in
mind when interpreting the results. The measure has not previously been used in
research, but, according to CC, is frequently used by large institutional investors,
which clearly helps to limit potential doubt. Also note that given the implemented
definition of value relevance in the study, the measure only has to capture the
environmental performance information used by investors to be valid.

4.5 Other data sources and a note on the linking of databases

Besides analysts’ forecasts and accounting data, one of the studies also required
access to a proxy for the risk-free interest rate. This was obtained from the Na-
tional Bank’s Statistical Yearbook and proxied by rates on 6-month Treasury bills
issued in June of each year. Data availability was the criterion for choosing the 6-
month interest rate. Inflation forecasts have also been collected from the Swedish
business magazine Affärsvärlden. The magazine has been publishing the average
inflation forecasts of four Swedish banks since 1990. The forecast period is 1.5
years, and the data was collected from the last issue in June each year. For the
1987-1989 period, a similar forecast, issued in March, was obtained from
Konjunkturinstitutet (The National Institute of Economic Research).

Finally, a few words about the work done to connect the databases. Unlike the
I/B/E/S database and FI’s insider database, the Bonnier Findata accounting data-
base does not contain any standardised company identifiers. The companies can
only be identified by a number or name, but no official ticker symbol or I/S/I/N
code is available. That means that the database cannot be connected to the other
databases in a straightforward way. This problem was solved by manually match-
ing the firms by company name. To avoid errors I let my colleague Rickard Olsson
double-check my matching. For example, the company Ericsson is assigned the
number 44 in the Bonnier Findata database; consequently, all forecasts in the I/
B/E/S database referring to Ericsson were given the number 44. However, match-
ing companies by name is not unproblematic because of different and incom-
plete spellings, and changed company names. In cases when I could not be sure of
a perfect match, the firm was removed from the sample.
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5 Summary of the essays

Essay 1: The Value Relevance of Environmental Performance

Statements from various organisations and authorities imply that there is a close
connection between economical and environmental development. Moreover, the
Swedish Society of Financial Analysts (SFF) has recently updated their recom-
mendation for environmental reporting. According to these, environmental in-
formation is considered important when predicting future cash flows of publicly
listed companies. Hence, information about a company’s environmental policy, envi-
ronmental liabilities, and contingent liabilities, are assumed to be important in the
process of determining the market value of a firm (SFF, 2000). The first essay in this
thesis provides insights into how environmental performance is reflected in the mar-
ket value of Swedish companies listed on the Swedish Stock market.

The purpose of essay 1 is to examine the value relevance of environmental
information from an investor’s perspective. The study proposes that the market
value of companies will reflect both financial and environmental performance.
The theoretical foundation of the study is the accounting-based valuation theory
outlined by Ohlson (1995). The market value of equity is modelled as a function
of the book value of equity, accounting earnings, and environmental perform-
ance. The last variable is used as a proxy for other value relevant information in
the model. Its inclusion in the model is motivated by the recent focus on environ-
mental performance by SFF and among accounting researchers (see, e.g., the
special issue on environmental accounting of European Accounting Review, Vol. 9,
No. 1, 2000). Hence, environmental performance is hypothesised to be a poten-
tial driver of expected future company earnings, which means that financial per-
formance is not the sole determinant of value.

The main analysis in the paper is based on the whole sample, where market
value is regressed on earning, book value, and environmental performance. The
levels regressions estimated are consistent with the measurement perspective on
value relevance. Additionally, the model is extended to include an industry dummy
to allow for differential usefulness of environmental performance information
across the service and manufacturing industries. Another extension is the exami-
nation of a possible change in value relevance over time. Swedish accounting
legislation was changed on January 1, 1999. After that date, Swedish firms have
to inform stakeholders as to how their business affects the environment. Since the
amount, quality, and availability of environmental information might differ be-
tween the two periods, this part of the study allows for a study of a potential
change in value relevance over time.

The data used in the study are Swedish stock-market data and quarterly finan-
cial statements. In addition, the Stockholm based firm, CaringCompany (CC),
provided information about environmental performance for the sample firms. As
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previously discussed, CC’s measure of environmental performance is quarterly
based and includes five dimensions of environmental performance. Altogether,
the measure is based on 23 variables with values ranging from 0 to 3, and the
resulting environmental index is an equally weighted average of the points from
the various criteria.

The paper contributes empirical findings to the current debate on the relation-
ship between environmental performance and shareholder value. From one stand-
point it is argued that environmental investments represent only increased costs
and decreased earnings and thereby decreased market values. Environmental ef-
forts may, on the other hand, increase the firm’s competitive advantage and result
in improved financial returns to investors. The results presented in the first essay
indicate that environmental performance information complements accounting
information and is useful in explaining market values on the Swedish stock mar-
ket. Hence, environmental performance information seems to be value relevant.
More, specifically, we find a significant negative relation between the market value
of Swedish listed companies and their environmental performance ratings. The
results also indicate that the negative relationship is more profound in the later
period, after the change in accounting legislation. However, we do not find a
significant difference between the service and manufacturing industries when it
comes to the relationship between environmental performance and market values.
The paper suggests a number of possible explanations for the negative correlation
between high environmental performance and market values: “window-dressing”,
waste of money, and short-term orientation. A further reason could be that it is
the firms that have the highest environmental impact that report the most: the market
has already put the hazardous industry in an environmentally risky category.

Essay 2: Accounting Earnings, Analysts’ Forecasts and Stock Returns:

Swedish Evidence

In financial accounting research, much effort has been devoted to studying the rela-
tion between accounting earnings and stock prices. A common finding of these stud-
ies is that the estimated relationship between stock returns and accounting earnings
remains surprisingly low (see, e.g., Lev, 1989). One underlying reason for this weak
relationship is that current earnings or earnings changes may not totally reflect the
future earnings prospects that are reflected in stock prices. In other words, prices may
reflect expectations that are not captured by current earnings.

The fact that current earnings may not reflect the future earnings growth of a
firm has recently motivated researchers to directly incorporate information about
future earnings, using analysts’ earnings forecasts, in a return/price-earnings rela-
tion. According to the results presented in Dechow et al. (1999) and Liu and
Thomas (2000), the analysts’ earnings forecasts seem to have value relevance in
the return/price-earnings relation. Both these studies make use of the residual
income framework to model the relation between stock prices/returns and ac-
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counting earnings. As stated by Kothari (2000), the natural step in studies investigat-
ing the returns-earnings relation is to compare the residual income model and its
analytical extensions with simpler models, with and without analysts’ forecasts.

The primary purpose of essay 2 is to investigate the effect of alternative return-
earnings model specifications on the estimated returns-earnings relation, that is,
the earnings response coefficients (ERC, hereafter). The returns-earnings models
investigated include the traditional earnings levels and changes, and models in-
cluding analysts’ earnings forecasts based on Ohlson’s (1995) extended residual
income model. The article contributes to the current literature in two ways. First,
the strength of the returns-earnings relationship is analysed by using alternative
returns-earnings model specifications based on accounting earnings and analysts’
earnings forecasts. Several studies compare the ERCs estimated by using the tra-
ditional earnings levels and/or changes approach (see, among others, Collins and
Kothari, 1989, Kothari and Zimmerman, 1995 and Brown et al., 2001). There is also
a growing body of literature that applies Ohlson’s (1995) residual income approach
and analysts’ earnings forecasts (see, for instance, Liu and Thomas 2000 and
Dechow et al. 1999). The current paper extends these two research areas by esti-
mating the ERCs based on both approaches, thereby facilitating a comparison. In
this respect, the paper contributes to the literature by investigating the adequacy of
various types of earnings information as a summary of value relevant events. The
second contribution is that the study is, at least to my knowledge, the first one to
examine the value relevance of analysts’ forecasts in a European setting.

Ohlson’s (1995) accounting-based valuation model constitutes the theoretical
background for studies investigating the returns-earnings relation from the value
relevance perspective. In essay 2, a number of regression models are derived from
the model in order to study the adequacy of accounting earnings and analysts’
forecasts as a summary of the value relevant information that affects the stock
price over the return period. Specifically, various versions of the valuation model
are derived to investigate the contemporaneous association between stock returns
and levels of earnings, changes of earnings, levels of forecasted earnings, and changes
in analysts’ earnings forecasts.

To check the robustness of the results, various sensitivity analyses are performed.
First, all the models are re-estimated cross-sectionally for each year in the sample
period. Second, all the models are re-estimated as random-coefficient models by
including annual dummy variables to control for the time variation in returns
and by allowing random firm-specific intercepts and random ERCs. Third, in-
dustry-effects in the estimated ERCs are investigated. The sample includes firm-
year observations of data for Swedish firms that were listed during the 1987-1998
period on the Stockholm Stock Exchange. The data, except for the analysts’ earn-
ings forecasts, are from the Bonnier-Findata database; the earnings forecasts are
from the I/B/E/S database.

The results indicate that the analysts’ earnings forecasts and changes in these
forecasts are important in explaining stock returns. The forward-looking orienta-
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tion of analysts’ forecasts outperforms current earnings and earnings changes in
explaining returns. Moreover, the findings indicate that the levels of the pub-
lished earnings and the levels and changes of the analysts’ earnings forecasts are
significantly related to stock returns. The results also indicate that different earn-
ings measures have incremental importance with respect to each other. In sum-
mary, the extended versions of the Ohlson (1995) residual income model seem to
generate reasonable returns-earnings models in terms of their empirical validity.

Essay 3: The Explanatory and Predictive Power of Different

Specifications of the Ohlson (1995) Valuation Models

Fundamental analysis research that focuses on the use of accounting information
to estimate equity value has surfaced as a central theme in market-based account-
ing research of the 1990s (Lee, 1999). Much of this research is centred on the
valuation theory set forth in Ohlson (1995). There are two alternate approaches
to implementing Ohlson’s valuation framework. The first approach estimates equity
values based solely on an RIV specification (e.g., Frankel and Lee, 1998, Claus
and Thomas, 1997 and Dichev, 1997). The second approach adds a variable to
include non-accounting related expectations about future abnormal earnings (v),
and models the linear information dynamics of expectation formation from both
current abnormal earnings and non-accounting information related as approxi-
mating first-order, autoregressive processes (Dechow et al., 1999). The purpose
of essay 3 is to compare the two modelling approaches in terms of the explana-
tory and predictive power of their value estimates. Both approaches are imple-
mented with and without the use of analysts’ forecasts. The study makes two
major contributions. First, although other studies have compared the predictive
and explanatory value of different specifications of RIV-models or of LIM-models,
most studies are based on US data and all investigate each approach separately. Sec-
ond, the study responds to the call for valuation research under different accrual ac-
counting systems (Penman and Sougiannis, 1998). A number of studies present evi-
dence of both significant differences between Swedish and US GAAP, and a more
conservative accounting system in Sweden compared to the US. Conservatism can
distort accounting-based earnings and book values, and therefore produce significant
differences in equity valuations when compared to other countries.

A number of different research methods are implemented in this study. Re-
gression analysis is used to estimate the parameters in Ohlson’s information dyna-
mics. Correlation coefficients are calculated to measure the relationship between
value estimates and observed stock prices. In order to get an idea of the accuracy
of the estimates, mean signed, mean absolute, and mean squared valuation errors
are calculated. Finally, a portfolio approach is used to examine the predictive
ability of each valuation model.

The results pertaining to the mean reversion of abnormal earnings reinforce
those of Dechow et al. (1999) using US data. A first-order autoregressive process



22

seems to be a reasonable empirical approximation of the generation process for
abnormal earnings and “other information” for listed Swedish firms. However,
on average, mean reversion in residual income is faster for Swedish firms. The
opposite was found for the mean reversion in “other information”.

The inclusion of analysts’ forecasts in the RIV and LIM versions of Ohlson’s
models improves both their explanatory power and accuracy in relation to the
current market prices of listed Swedish firms, even though the improvement in
accuracy is sometimes marginal. Moreover, estimates based on the LIM-model
seem to be somewhat better than the RIV estimates in explaining stock prices.
Finally, the RIV-model that includes analysts’ forecasts is found to improve the
prediction of cross-sectional stock returns over a twelve-month period. Our find-
ings suggest that earnings expectations from non-accounting sources may con-
tain value relevant information, and that an accounting-based valuation frame-
work is a good starting point for predicting cross-sectional returns.

Essay 4: Accounting-Based Trading Strategies and Insider Trading

A large body of research, using data from various stock markets, has found that
firms with high fundamental-to-price ratios (so-called value stocks) have system-
atically higher future stock returns than firms with low fundamental-to-price ra-
tios (so-called growth stocks). The positive association between fundamental-to-
price ratios and subsequent returns appears to be significant and not explained by
conventional risk measures (Beaver, 2002). The relationship between future stock
returns and accounting-based valuation ratios (e.g., the book value-to-price and
earnings-to-price ratio) might arise from market overreaction that provides ab-
normal profit opportunities or from rational risk factors that do not provide similar
opportunities (see, for instance, Fama and French, 1992 and Lakonishok et al.,
1994). In order to discriminate between these two competing explanations, re-
cent studies have started to investigate the relationship between the level of vari-
ous fundamental-to-price ratios and investment decisions made by sophisticated
and well-informed market participants. The governing hypothesis of this research
is that sophisticated investors are better informed and/or skilled, and therefore
less prone to overreact than average investors (see, for instance, Rozeff and Zaman,
1998 and Lakonishok and Lee, 2001).

In essay 4, data from the Swedish stock market is used to investigate the prof-
itability of two types of investment strategies. The first is based on accounting-
based fundamental-to-value ratios, whereas the other strategy is based on past
insider trading activity. The purpose of the research is to explore four related
research questions: (i) Do accounting-based trading strategies generate abnormal
returns on the Swedish stock market?, (ii) Do trading strategies based on insider
trading behaviour generate abnormal returns on the Swedish stock market?, (iii)
Do insiders who buy stocks tend to favour value stocks and do insiders who sell
stocks tend to dispose growth stocks?, and (iv) Are insiders able to discriminate
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between temporary high/low fundamentals and temporary low/high prices when
buying/selling value stocks and growth stocks? The study contributes to the lit-
erature in three ways. First, the relationship between insider trading behaviour
and fundamental ratios has, at least to my knowledge, not been investigated out-
side a US setting before. The Swedish stock market is a relatively small stock
market and is interesting to study because of its relatively weak insider trading
legislation and regulation compared to that in the US. Second, the results of prior
studies on the predictability of returns based on past insider activity might be
sensitive to the metric used to measure insider activity. Lakonishok and Lee (2001)
and Rozeff and Zaman (1998) use measures based on the frequency of purchases
and sales transactions to measure insider trading activity. Their measure, how-
ever, might fail to capture the strength of insiders buy and sell signals. In this
study we therefore use an additional measure of insider activity based on the
actual volume of shares traded by insiders. Third, essay 4 explicitly investigates
whether insiders seem to be able to discriminate between firms with temporarily
high/low fundamentals and temporarily low/high prices when making invest-
ment decisions. The predictive ability of past insider trading and fundamental-
to-price ratios is studied using regression analysis and portfolio analysis.

The results of essay 4 pertaining to accounting-based trading strategies differ
from those of prior studies based on US and European data. No evidence of a
positive relationship between the level of fundamental-to-price ratios and future
returns is found. This means that simple contrarian investment strategies, involv-
ing buying value stocks and selling growth stocks, do not seem to have worked
during the research period. On the other hand, insider trading activity seems to
be useful in predicting future returns. The results suggest that the average differ-
ence in annual abnormal return between a portfolio containing companies with
extensive insider buying and companies with extensive insider sales is 12.62 per-
cent. This finding is consistent with prior research using US data on insider trad-
ing activity (see Lakonishok and Lee, 2001). In addition, the results are robust
with regard to various changes in measurement of insider activity, measurement
of abnormal returns, and time period. Hence information on past insider trading
seems to be value relevant. We also present results that indicate that the stocks
that insiders buy and sell tend to be different. Insiders seem to buy stocks with
high fundamental-to-price ratios, and sell stocks with low fundamental-to-price
ratios. This is an interesting finding since we do not find any evidence that value
stocks outperform growth stocks. Additional analysis reveals that insiders are good
at discriminating between temporarily high fundamental and temporarily low
price when buying value stocks.
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