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ABSTRACT
The study examine whether the stock prices can reflect the information of future earnings
contained in the accrual components of the current period. The magnitude of accruals
component determines the extent to which the current earnings performance persists in the
future. However, the current earnings show that the investors hardly reflect the information
contained in the accruals components. All listed and non-listed companies (662) on Karachi
Stock Exchange, form January 1993 to December 2015 are incorporated in the study. The
study concluded that accruals anomaly does not exist in the Karachi Stock Exchange. Which
implies that an investor who follows an investment strategy on the basis of accruals will not
earn excess returns. Moreover, it implies the Capital Asset Pricing Model is a valid model
to capture the effect of accruals.
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INTRODUCTION
Market's inability to predict the existing pattern always brings an opportunity for investors
to earn the excess profit. Accruals and cash flows from operations are important aspects of
finance. These two factors are very important for estimating the future earnings. Yet, in the
case of Pakistan, there is limited research explaining the properties of the accruals. It is a
first comprehensive study which helps the investors to make better decisions. The study
emphasizes that only the earnings of a company is not a true measure of its performance.
There is a lot of information hidden in the accruals. Adoption of accruals strategy can bring
investor excess profit. A common investor forecast future earning of a firm without taking
accruals into account. These patterns are hard to predict by using a simple asset pricing
model. In this research, we will examine the effect of accruals on stock returns of Karachi
Stock Exchange (KSE) using the data of 902 companies from 1993 to 2010. Furthermore,
the study uses CAPM to test the efficiency of portfolios on KSE.
Research Problem
Publically available information of stock may predict the future stock prices. The analysis
of the financial statements of the companies can earn excess returns to the investors. Accruals
are helpful in determining future earnings. A company following high accruals tends to have
low future earnings and a company having low accruals tends to have high future income.
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If accruals exist in KSE then investors will exploit the opportunity of accruals to earn excess
profit which implies that CAPM fail to capture the effect of accruals.
Relationship between Accruals and Stock Returns
There are two types of accounting systems for recording of financial transactions; accrual
based system and cash based system. In cash based accounting system the expenses are
recorded when they are paid and revenue are recorded when money is received. In accrual
based accounting system expense is recorded as it incurred even unpaid. While revenue is
recorded when it is realized no matter cash is received or not. There is a negative relationship
between accruals and stock returns so as in accruals and future earnings. Here we are talking
about accrual base earnings only. Those are the non-cash earnings which have been realized
but not yet received. This relation holds on the ground of rationale that a company's accrual
income is in doubt. There is no surety that all the accrual earnings will be paid in future. It
implies that an investor should take high position with small accrual firms while long position
is preferred with the firms having low accruals.
Market Anomalies
Market anomalies existence is considered to be an indication of inefficient market. The market
anomalies are defined as deviation from common or natural pattern George and Elton (2001).
The presence of market anomalies is considered as a threat to Efficient Market Hypothesis.
There are different types of anomalies few may happen once and disappeared while others
may keep on happening. In financial literature the market anomalies are defined as a situation
where the stocks show uncommon pattern that are not in line with the basic assumptions of
efficient market hypothesis (Silver, 2011).
Anomalies are not general; they occur for specific groups. For them anomalies went right
in the beginning but now it is going wrong for them and they are facing the crisis (Kuhn,
1977). Frankfurter and McGoun (2002) found that anomalies occur because social science
failed to incorporate the qualitative aspects. Jensen (1978) believes that anomalies exist due
to our limitations of data. We face inconsistencies in our old data when new refined data
becomes available to us. It also happens because we use the same techniques on new data
that we have been using on the previous data. We can better understand the market efficiency
by studying the anomalies in details. Watt (1978) argued that abnormal returns are not because
of the invalidity of Capital Assets Pricing Model it is due to the inefficiencies of the financial
markets.
There are different models given for the explanation of the anomalies but most of them failed
to explain anomalies. The famous three factors model of Fama and French (1993) was
criticized by Daniel and Titman (1997) that it does not explain momentum effect and longterm effect. There are many classifications of market anomalies. They can be fundamental,
technical or Calendar / seasonal. The details of each are as follows:
1.
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Fundamental Anomalies: Fundamental anomalies are book to market equity, dividend
yield, price to sales, and price to earnings (Karz, 2011).
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2.

Technical Anomalies: Technical anomalies are those techniques that are used by
analysts to predict the future price of a stock using its past price and existing information.
Resistance support and moving average are examples of technical anomalies.

3.

Calendar or Seasonal Anomalies: Calendar or seasonal anomalies influence the market
in particular seasons. For example: Hess (1981) studied that there are high returns on
Friday and low return on Monday, it was also found that there exists higher variance
on Friday and lowest on Monday. In European markets like Hong Kong and Canada
there is low return in the beginning of the week, not only on Monday (Agrawal &
Tendon, 1994).

4.

Operating Cash Flow and Accruals as the Determinants of Future Income
In estimating the future earning the accruals and cash play a vital role. These are the
core components of financial statement analysis. Graham et al. (1962) studied that
the current financial information is a key for estimating the future earnings. They
followed the five steps for estimating the earning power of an enterprise. The adjustment
includes operating accruals, depreciation or amortization and countering for different
methods of inventory valuation. The rationale behind the accruals was that there are
less chances of recurrence of accruals in future periods.

There were many researchers who believed that, for example: Bernstein (1993) stated that
"Cash from operations" is a better measure of future income as compared to "current net
income" because the current income is obtained through accrual based accounting system.
In accrual system there is a great degree of variation and adjustment while the determinants
of cash flow from operations subjected to less variability. The center point here is that the
cash flows from operation and accruals have different implications for the estimation of the
future earnings. Both of these elements contribute enough in the current earnings. The current
earnings are less vital if there is more impact of accruals as compare to cash flow.
There are several evidences studied that show the investors usually fail to distinguish between
the different predicting power of operating cash flow and accruals. They do not assume that
high accruals may result in the suspicious future income. (Bradshaw et al., 2000; Teoh &
wing, 2002).
LITERATURE REVIEW
There are two schools of through who have opposite views regarding the validity of EMH.
One school of thought, on the basis of some empirical results, argues that EMH is invalid.
They support their views by presenting the empirical results that show the significant effect
of market anomalies on prices. Market anomalies are those movements in the market that
are found inconsistent with EMH (Bostanc, 2003). While the other group does admit the
existence of market anomalies (Fama, 1990) but they defend the EMH and invalidate the
methods used to calculate the returns. They argue that EMH holds but there are imperfections
in the model that is used for the computations of the returns (that is CAPM).
There are extensive evidences of anomalies in literature. There are two types of anomalies
exist in the market (market anomalies and accounting anomalies). The study focuses on the
accrual anomaly which is a part of accounting anomaly. There was negative relationship
studied between accruals and future earnings (Lewellen, 2014). Which implies that the
investor will prefer to invest in the firms that have low accruals because high accruals put
the future EPS of a company in doubt. The most prominent work on Accruals was done by
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Sloan (1996). He tested the theory that investors rely heavily on the earning to determine the
stock price. They do not take the cash flow of the companies into account. He also studied
that the investors ignore the two important aspect of future earnings which are cash flow
from operations and accruals. These both elements contribute differently in determination
of stock price. When we compare accruals and operating cash flow, the accruals are found
to be less persistent. If the investors do not consider the operating cash flow and accruals and
only rely on earnings, they may underprice or overprice a stock.
Moreover, Sloan (1996) empirically explained that in US market short position with high
accruals firms or long position with low accruals firms will earn positive returns. Sloan
further explained that it happens because the investors do not analyze the financial statements
and they consider two companies of same earnings but with different accruals. Although, it
is fact that high accruals company's earnings may reverse in future. Xie (2001) studied the
results consistent with the study of Sloan (1996) and improved upon by adding measure of
earnings management. Cheng and Chen (2002) also studied the results in the line with Sloan
(1996). They concluded that there is negative association between future abnormal returns
and abnormal accruals.
Sloan's work is considered to be a high academic research. Subsequently the researches
decomposed accruals into many different elements (i.e. change in working capital, debts,
inventory stock and accounts payables) and tested the effect of each component individually.
Collins and Hribar (2000) and Thomas and Zhang (2002) followed the same approach, both
of the researchers concluded that Sloan's results are linked to accruals which were generated
by extreme change in inventory accounts. Thomas and Zhangd (2002) took further step, they
tested the effect of material inventories and studied that there is a higher abnormal return
associated with change in raw material inventories. Fairfield, Whisenent and Yohn (2003)
studied no correlation between accruals and future earnings. They studied the high ratio of
accruals will lead to high unproductive assets. They show that when accruals, future earnings,
and cash flows are calculated, they are divided by different variables to scale the variables.
When the same denominator, which is used for the calculation of accruals and cash flows,
is used to compute future earnings, the magnitude of coefficients of accruals and cash flow
are found statistically equal.
The relation between the elements of current earnings and future earnings include both
variables; cash flows and accruals. Both variables were found to be significant. Cash flows
had larger coefficient than accruals, which suggests that accrual mean reversion is faster than
the mean reversion of cash flows (Sloan, 1996). In few studies the researchers found accruals
effect is diminishing but in general accrual effect is found in many recent and past studies.
The vanishing or diminishing effect of accruals is specific with some region or some countries
of world.
Richardson et al. (2010) argued that the weak effect of accruals was studied. He concluded
that it may be the result that investors have started understanding the effect of accruals and
cash flows. Benish and Vargus (2002) argued that one-year return is higher when investment
strategy is based on accruals and inside trading then it is based on accruals alone. Deasi et
al. (2004) found that the accrual effect disappears when value glamour effect is controlled.
Leippold and Lohre (2010) did not study accruals effect in more than 10 countries of total

108

Jan-June 2016

Volume 14

Number 1

JISR-MSSE

26 countries. He concluded that accrual anomalies were found in only few countries. Dechow
et al. (2011) came up with a conclusion that accruals are more active either in the countries
of common law as compare to civil law countries or in the countries which have accounting
system similar to United States. It was further studied that accruals anomaly is weak in the
countries that slowly response to the earnings news.
In the light of given literature, it can be concluded that the anomalies do exist in the market
and traditional approach of computing returns will not help to capture the effect of market
anomalies. The recent studies provided evidence of the existence of the accruals. In this work,
we will examine whether the accruals anomaly exists in Karachi Stock Exchange.
RESEARCH METHODOLOGY
The study is explanatory in nature. The study is a contribution toward the field of portfolio
management and asset pricing in Pakistan. The study incorporates monthly bases data for
18 years from January 1993 to December 2015. The study uses both descriptive and inferential
statistics to test the consequences of study.
Data and Sampling
The source of data is "Thomson Reuters". The study collected data of 902 listed companies
of Karachi stock exchange from the year 1993 to 2015. Monthly returns are available on
Thomson Reuter's data-stream. The returns are adjusted for the dividend payments. There
are two approaches determined in the literature for the calculation of returns; discrete returns
and continuous returns. More appropriate return calculation method for the temporal behavior
of the asset return is discrete return while continuous return calculation method is more suited
for cross sectional returns. To remove the biasness from the estimates we calculate discrete
monthly returns.
In 902 companies, the delisted, merged and suspended companies are also included to remove
biasness in sample selection. Delisted companies may possess important information therefore,
excluding those companies means loss of that information and one-sided data refers to the
firms that are doing well in the market. All financial companies are excluded from the sample
because they will create one more dimension, due to different features of financial firms and
non-financial firms. Shunway (1997) suggested a method to deal with the delisted companies
Table 1.
Summary of the companies before and after applying the filters and criteria from 1991 to 2015
Total number of companies available from 1991 to 2010

905

(100%)

companies that offer financial services)

243

(29%)

Number of Companies left for the analysis

662

(71%)

The number of financial firms excluded from the sample firms
(all banks, modaraba companies, insurance companies and the
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For the calculation of accruals, there many balance sheet components used. The study used
current assets (wc02201), cash and cash equivalents (wc02001), current liabilities (wc03101),
depreciation (wc01151), income tax payable (wc03063) and total assets (wc02999). We
collected financial data from Thomson Reuters therefore we assigned the Thomson Reuters
codes.
Returns, Accruals and Portfolios
The study uses discrete returns because in continues returns the weighting of portfolios is
not possible (Campbell, Lo & MacKinlay, 1997). There is a large literature suggesting that
discrete returns are more appropriate for cross sectional studies. Continuous returns are more
suited for the analysis of temporal behavior of asset returns. We incorporate monthly returns
instead of daily returns and yearly returns. Because the daily returns have more noise and
annual returns neglect the lot of valuable information.
Sloan (1996) was the first to identify the accrual effect. He argued that in forming investing
strategies, investors too much rely on the listed income and do not consider accruals, which
can have significant effect on income. He tested the accrual effect on stock price and concluded
that the companies with low accruals performed better than having high accruals. To calculate
accruals, the study uses equation (1) which is widely used formula for accruals calculation
in literature (Sloan, 1996; Soares & Stark, 2009).
....................................................................................................
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EMPIRICAL RESULTS
Preliminary Findings
The table 2 shows the characteristics of the portfolios. Which were formed on the basis of
accruals from January 1993 to December 2015. In the column of EW returns P1 which has
low level of accruals, exhibits high returns while the P5 which has high level of accruals,
exhibits low returns. The difference between the portfolio of low level of accruals firms and
high level of accruals firms is positive. Hence the results of EW returns are in line with the
previous researches. Similar pattern is observed in case of VW return. If we compare the
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performance, there is a high return in EW than VW and there is more variation in the extreme
portfolios on the basis of EW than VW. The t-value suggest there is no difference between
high accruals and low accruals firms. Hence, accruals sorting criteria may not earn excess
returns. These descriptive results are not enough to invalidate the accrual-sorting criteria. For
further exploration the Time series analysis is performed in next section.
Risk Adjusted Performance
In this section, we presented the risk adjusted performance of our pantiles portfolios constructed
on the basis of accruals. The study uses equation (4) to test the risk adjusted performance
with the help of intercept. We regress equation (4) under the GMM framework with NeweyWest procedure. We tested the significance of Jensen's alphas to study the risk adjusted
performance of our portfolios. The detailed results are presented in table 3. The table 3 reveals
some very important information. There is a positive difference studied between the alphas
of low accruals portfolios and the alphas of high accrual portfolios. It implies that there is
positive return between the two extreme accruals portfolios. Furthermore, all portfolios are
statistically significant. The portfolio spread is also significant at 0.01 level; therefore, it can
be concluded from this finding that our model captures risk on KSE-All index. Conversely,
the Wald Chi-square statistic is only significant at 0.1 level. Therefore, the performance of
pantiles portfolios is not very much strong. In the context of equally weighted portfolio
returns the accruals based strategy works on Karachi Stock Exchange but after the robust
results, we study the different evidences.
Robustness Check
In table 4, the same analysis is done on the portfolios of the value weighted returns. It is to
check if there is difference in the output when the returns are modified. The table presents
some very important information. In pantiles portfolios there is a positive difference between
the alphas of low accruals portfolios and the alphas of high accrual portfolios. It implies that
there is positive return between the two extreme accruals portfolios. The significant alpha
equal to zero implies there is no excess return. The table statistic shows there is no change
in the output. All the alphas of the table 4 are insignificant. Although the value of most of
the alphas is positive but statistically insignificant. Again to check the joint significance of
alpha Wald-test is applied. The null hypothesis of the test is that the all alpha jointly equal
zero. Value of Chi-square in each of the portfolios is insignificant. It implies that there is no
equal alpha. Conversely, the portfolios do not bring different returns. The joint significant
explain that the formal Capital Asset Pricing Model is enough to explain the returns and
enough to capture the risk in the stocks on Karachi Stock Exchange. It also explains that the
alphas are jointly same which implies that accrual based strategy will not earn excess profit
to the investors.
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Table 2
Performance and characteristics of portfolios constructed on the basis of accruals
P1

P2

P3

P4

P5

P1-P5

t-value
-136.74

Sample period from January 1993 to December 2015
Avg. Accruals

-8.99

-6.97

-5.56

-4.36

-2.33

-6.65

EW Returns (% p.a.)

1.2

1.19

1.96

1.57

0.54

0.66

1.11

VW Returns (% p.a.)

1.23

0.81

0.99

0.4

1.12

0.11

0.14

3954.5

2768.8

2624.5

2857.3

2211.8

1742.7

8.2

MV (million)

The table 2 presents the characteristic of pantiles accrual portfolios during the period of 1993 to 2015. KSE-All
index listed firms' accruals of year t-1 are used as a sorting criteria for construction of portfolios. The excess return
on pantiles portfolios is calculated on monthly basis at time t. P1 is the portfolio that contain the stocks with lowest
accrual values and P5 contain highest accrual value stocks. P1-P5 is the hedge portfolio return. Portfolios are
rebalanced annually. EW return is the annualized return of EW portfolio, VW return is the annualized return of VW
portfolio and MV is the average market value of each portfolio. The t-value analyzes the null hypothesis of no
difference in returns on P1 and P5. The significance levels of t-statistic at 0.1, 0.05 and 0.01 are 1.65, 1.96 and 2.58
respectively.

Table 3
Alphas of the Equally Weighted Return Portfolios
P1

P2

P3

P4

P5

P1-P5

t-value

0.58

9.92

Sample period from January 1993 to December 2015
CAPM Alpha

0.76

0.78

(9.15)*** (9.33)***

1.5

1.2

(18.01)***

(14.41)***

0.18

(2.15)** (7.00)*** (0.08)*

The table 3 presents the performance of equally weighted pantiles accrual portfolios constructed on the basis of
accruals for the period 1993 to 2015. KSE-All index listed firms' accruals of year t-1 are used as a sorting criteria
for construction of portfolios. The excess return on pantiles portfolios is calculated on monthly basis at time t. P1
is the portfolio that contain the stocks with lowest accrual values and P5 contain highest accrual value stocks. P1P5 is the hedge portfolio return, which is used to capture the risk sensitivity of accruals on Karachi Stock Exchange.
The study uses t-statistic for significance benchmark. The significance levels of t-statistic at 0.1*, 0.05** and 0.01***
are 1.65, 1.96 and 2.58 respectively. The Walt-test analyzes the null hypothesis of no difference in returns on P1 to
P5 portfolios. For the significance of Walt-test, Chi-square and p-value is used.

Table 4
Alphas of the Value Weighted Return Portfolios
P1
CAPM Alpha

P2

P3

P4

P5

Sample period from January 1993 to December 2015
0.63
0.09
0.27
-0.23
0.42
(1.03)
(0.16)
(0.48)
(-0.43)
(0.65)

P1-P5

t-value

0.21
(0.25)

1.92
(0.86)

The table 3 presents the performance of value weighted pantiles accrual portfolios constructed on the basis of accruals
for the period 1993 to 2015. KSE-All index listed firms' accruals of year t-1 are used as a sorting criteria for
construction of portfolios. The excess return on pantiles portfolios is calculated on monthly basis at time t. P1 is
the portfolio that contain the stocks with lowest accrual values and P5 contain highest accrual value stocks. P1-P5
is the hedge portfolio return, which is used to capture the risk sensitivity of accruals on Karachi Stock Exchange.
The study uses t-statistic for significance benchmark. The significance levels of t-statistic at 0.1*, 0.05** and 0.01***
are 1.65, 1.96 and 2.58 respectively. The Walt-test analyzes the null hypothesis of no difference in returns on P1 to
P5 portfolios. For the significance of Walt-test, Chi-square and p-value is used.
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CONCLUSION
The study emphasizes on the accrual based portfolio strategy on Karachi Stock Exchange.
The basic purpose of the study is to test the strength of accrual anomaly in capturing the
stock risk. First of all, we constructed the portfolios on the basis of accruals. As suggested
by the literature that high accruals firms lead to low returns while low accruals firms exhibit
high returns (Sloan, 1996). We tested the effect of accruals using the value weighted and
equally weighted portfolio returns. The pantiles portfolios were formed on the bases of accrual
strategy. Where, P1 portfolio contains the firms with low level of accruals and P5 portfolio
contains the firms with high level of accruals. The literature suggests that the CAPM has
been failed to capture the effect of anomalies. This encouraged the researchers to modify the
formal CAPM model and to come up with more advanced models. Fama and French (1993)
three factor model is an example of modified CAPM. We tested the validity of CAPM by
using the Wald test. As it was discussed in the methodology section, the Wald test was used
to test the joint significance of the pantiles portfolios. This work is a contribution toward the
existing literature by testing the effect of accrual as portfolio investment strategy in Karachi
stock exchange (KSE). It is a comprehensive study on KSE which includes all the listed and
delisted non-financial companies on KSE-All index for the period 1993 to 2010. On the basis
of the results it is concluded that the investing strategy based on accruals will not earn excess
returns to investors in KSE. In other words, the accrual anomaly does not exist in KSE.
Furthermore, the study justifies the role of CAPM in capturing the effect of accruals. It
confirms CAPM is a valid model to capture the effect of accruals in case of KSE stocks. The
research can be extended by analysis the moments with accruals and comparing the effect
of accruals with operating cash flow.
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