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ABSTRACT

Thesis Title: Impact of Quality of Financial Reporting on Equity Returns: A Case of
Pakistan and China

This study examines the relationship between market premium, size premium, quality of
financial reporting premium and stock returns in Pakistani, and Chinese equity market for the
period of June 2011 to June 2017 by using Fama and French (1992, 1993) methodology. This
is the first study in these Asian emerging markets i.e Pakistan, and China that explores the
relationship among stated variables in combined form by employing a sample of 36
companies from each stock exchange i.e Pakistan Stock Exchange, and Shenzhen Stock
Exchange on the basis of market capitalization. Moreover, quality of financial reporting
variable is measured through Barth, Cram and Nelson (2001) method. An analysis of the
results reveals that there is some difference in Pakistani and Chinese market with reference to
asset pricing. Market premium has significant positive impact on equity returns in all
Pakistan in most of the portfolios but in China its insignificant. Inconsistency is observed in
case of size premium in case of China. But, for Pakitan, size premium has shown different
results. However, quality of financial reporting premium is found significant and positive in
Pakistan stock exchange and insignificant in most of the portfolios of China stock exchange.
So, this quality of financial reporting based asset pricing model can facilitate investors in
making stylized portfolios and also helpful in making resource allocation decisions.
Therefore, it can be hypothesized that quality of financial reporting premium has also positive
and significant impact on equity returns in Pakistan and China.

Keywords: Financial reporting quality, asset pricing, BCN (2001)
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CHAPTER NO.1

INTRODUCTION

1.1 Introduction

Companies published financial statements at the end of the financial year for three purposes. first
provided the information about the financial position of the company and the financial
statements helps to control and plan. Financial statements play a very important role to provide
detailed information to those people who have directly and indirectly interested with the affairs
of the company. These are the stakeholder of the company which includes suppliers’ customers,

managers, employees, lenders, public at large.

A large number of these studies have been based on the quality of financial reporting and have
found a significant relationship between financial information and share prices as it is considered
to be the most difficult financial subject. Financial statements and ratios are considered to be the
most effective source of information for all end users or stakeholders as they make effective
decisions based on these basics.

In past it was concept that financial reports have no effect in equity return and only market forces
are that which can affect the equity return. In market forces most considered force is market size,
market premium and other many variables but is this study we indicate a new variable which

have much impact internally and externally.

We have come to know that managers want to meet the income benchmark to build credibility
with Capital markets, maintaining or raising stock prices, improving external credit. The
management team present future growth prospects. Traditional justifications to meet
benchmarks, such as affecting employees' bonuses or credit ratings, do not receive much survey
support. Failure to beat target earnings creates uncertainty about a firm's future prospects,

performance and indicators. Potentially invisible, deep issues in the firm. Further, managers are
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concerned about costs. Not long after the earnings announcement, explaining why they missed

the standard instead of presenting the vision of the firm's future.

Managers and the employees are directly related to the affairs of the company and they can
easily get any information and record about the company. To get the important information about
the financial position and the health of the company there is the only way that is the financial
statements published by the company. Financial statements which are audited by the external
auditors consider fair and reliable. Share holder that is the ultimate owner of the company make
the important decision about the financial health of the company and control the director’s who
manage the company. When companies compare their financial statements to the other
companies which are similar in nature then it provides the help to set the important benchmark to
measure the managers efficiency. In the same way when companies do comparison of the
financial statements the investors identify the different positive and negative trends and avail
the positive ones. Future decisions are also base on the financial statements so that for all these
purposes financial statements must be in good quality. Financial statements must be the pure
easily understand able and much reliable so that the shareholder make decisions

confidently(Nagar and Rajan 2005)

The basic intention of obvious disclosure of accounting data is to assist the resourceful allocation
of capital in the economy as they improve the funding and financing selections. Reliable
monetary statements offer less biased performance measures and market performance
additionally advanced because transparent disclosure of accounting information decreased
information asymmetry at lower value which consequences marketplace overall performance.
Return and risk go collectively in investment certainly those are the two aspects of the same
coin. Everything an investor does, or is involved with is tied without delay or circuitously to
return and risk. There are many asset pricing theories such as (CAPM) capital asset pricing
models developed by the Sharpe (1964),Lintner (1965) and Black (1972), Merton developed the
intertemporal models in (1973), Rubinstein (1976), and Cox (1985), and Ross developed the
arbitrage pricing theory (APT)in (1976),but CAPM is most important and reliable pricing model
in the literature. Literature also discuss the multi factor pricing models.Markowitz’s model of

portfolio choice (1952, 1959) paves the way for the basic foundations for asset pricing models. If
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we discuss the (CAPM) capital asset pricing model only the single aspect the portfolios that are

the market premium (Rm - Rf).

The international accounting standards committee (IASC) that the financial statements are the
statements that provide the information about the financial position of the company performance
of the company and the capability of the firm that is very helpful for the stakeholder for making
the economic decision of the company(Elliot and Elliot 2011, 22-23). Various measured are used
to assess the information of quality of financial reporting published by a firm such as
determination of its earning, characteristics of the firm, outstanding accounts, corporate
governance and its control etc. however in general senesce that the quality of financial reporting
considered that the reports shows actual and accurate economic condition of the company using
the relevant and reliable data. But mostlymanagers give the significant amount option in
preparing financial statements due to the choice of accounting methods. Sometimes it may be
cases misused in order to accomplish the short-term personal goals or overall company short
term goals. This procedure of misreporting in the financial information is called the “Earning
management” there are various means for doing the earning management such as, do changes in
firm’s capital structure, changes in the accounting methods and use of accruals (Jones model
1991, 206). Xie (2001) studied that the quality of earning presented by any company can be
measured accurately by eradicating the normal accruals from the equation.

Previous studies suggested that the investment efficiency should be increased by the quality of
financial reporting (Bushman and Smith, 2001; Healy and Palepu, 2001; Lambert et al., 2007).
(Biddle and Hilary (2006) suggested that any firm with the high quality of financial information.
show the higher investment efficiency proxied. The connection between the financial reporting
quality and the efficiency of investment is helpful in reducing the information asymmetry among

the firm and the external capital supplier.

(Martin, 2008; Hope and Thomas, 2008; McNichols and Stubben, 2008) verified the connection
between the quality of financial reporting and efficiency of investment both are the macro

economic and firm level implications.

However, the existence of information asymmetry between the firm and investors could also
lead suppliers of capital to infer that a firm raising capital is of a bad type and to discount the

stock price (Myers and Majluf, 1984). Financial reporting quality may mitigate this problem.
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Consistent with this view, Chang et al. (2009) propose a model of dynamic adverse selection and
show empirically that firms with better financial reporting have more flexibility to issue capital.
If financial reporting quality reduces adverse selection costs, it can be associated with investment
efficiency through the reduction in external financing costs and through the reduction in the
likelihood that a firm obtains excess funds because of temporary mispricing. These findings
suggest that high-quality financial reporting also operates to reduce adverse selection.

The multi-factor asset pricing model means that the predictable returns of asset are associated
with their sensitivity to change the economy of every country. The first experimental studies
connecting monetary marketplace to real economy is the take a look at of Chen, et al. (1986).
The research used the complete set of economic variables as a measure of economic risk and
examines that these risks are satisfied in the stock market. Most of scholars find out the
evidences of the behavior of risk which flatulate and the risk premiums connected with these
economic variables (Freson and Harvey, 1991; 1993 and 1999). The investors used the
environmental information according to their expectations which is provide by the conditional
multifactor model. An assets expected return is associated with its sensitivity of change in the
economy of any country suggested by the conditional multifactor CAPM. However, the time
series of beats can be evaluating for the change in the economy of any country. every relevant
country has a market price or premium per unit of beta.So that the multifactor stretched in this
way that the expected return are calculated by the changes in the beta and change in the
compensation of betas over time (Ferson and Harvey, 1993).

The studies on linking macroeconomic variables to asset returns are significantly achieved for
advanced markets. It is comparatively new area for developing markets. Although it's miles
generally believed that macroeconomic factors affect stock returns, the nature and direction of
have an impact on inventory expenses isn't always so clean in case of Pakistani marketplace. The
linkage of asset costs and macro-economy is investigated for Pakistan in statistic and dynamic
settings. The main reason of this take a look at is to explain the assets and nature of
macroeconomic risks that force chance charges in Pakistani Stock Market. The emerging
markets have special characteristics, which make them distinct from evolved markets. This take
a look at contributes to present literature by deciding on the financial variables and statistics
variables in step with the business conditions of Pakistan. These two units are decided on
following two standards. First, the monetary variables should be representative of pervasive
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source of chance for investor in Pakistan and second, they may be substantially utilized in
empirical literature. The tool variables in statistics set are wellknown and commonly used in
literature and the power the business conditions in Pakistan. Another contribution of this
examine is that the firm level evaluation of multifactor model for different time durations gives
greater perception in the problem. In addition, in exploring the time variability of the threat-go
back dating within the statistics set both beyond variances (GARCH-M specification) and

commercial enterprise-cycle variables are used.

Portfolio return is the economic return experienced through a holder of a portfolio. Portfolio
returns may be calculated on a every day or lengthy-time period foundation to serve as a
technique of assessing a particular funding strategy. Dividends and capital appreciation are the
primary aspects of portfolio returns. Literature shows the different theories on portfolio
investment and return, some of these theories are discussing in this study.Markowitz Portfolio
model become first brought in 1952. Since its appearance, it had end up a general and reliable
theoretical reference for maximum monetary present-day researchers and traders. The Markowitz
model illustrates geometrically family members among ideals and choice of portfolio counting
on the "expected returns-variance of returns" rule (Markowitz. H, 1952). It changed into
recounted as the medical-based formalization of the investment diversification idea, which

turned into "Don’t put all of your eggs in a single basket".

Before Markowitz advanced his portfolio selection strategies, previous research had in particular
focused on assessing rewards generated with the aid of character investment possibility.
Markowitz model retained the emphasis on return but it raised traders’ awareness approximately
the same importance of threat. At the same time, the concept of portfolio hazard was first
formally evolved. "To lessen hazard, it's miles vital to avoid a portfolio whose securities are all
exceptionally correlated with each different.” He affirmed in his e-book (1959). Markowitz
turned into additionally the first to formally and certainly display how diversification should
work to lessen the variance of a portfolio. Instead of building portfolios based on appealing
threat-reward traits of individual securities, it changed into encouraged for buyers to depend
upon standard chance-reward traits of the complete portfolio. "Probably the most vital thing of
Markowitz’s work become to expose that it’s no longer safety’s own hazard that is important to

traders however as an alternative the contribution the security makes to the variance of his entire
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portfolio”(Rubinstein. M, 2002). To put it without a doubt, it turned into rational to make threat-
go back evaluation on the whole portfolio, as opposed to on simply unmarried security. This

perspective become sincerely neglected from previous research and findings.

Above all, Markowitz model objectives to maximize the terminal wealth, while minimizing the
threat using the variance as a criterion, which supports investors to are trying to find maximum

return given their desirable danger stage.

After Markowitz Portfolio, the capital asset pricing version (CAPM) of William Sharpe (1964)
and John Lintner (1965) marks introduced Capital asset expenses principle. In the previous
years, the CAPM s still usually utilized in packages together with approximating the cost of
fairness capital for agencies and examining the efficiency of handled portfolio. The motive of the
CAPM is its strongly primary reasoning and intuitively fascinating forecasts about the way to

decide danger and about the relation in between anticipated return and threat.

Arbitrage pricing theory presented by the Ross 1976 has been a topic of hypothetical argument
and the experimental analysis. One of the most essential issue of experimental analysis of

arbitrage pricing theory and any pricing model for that matter.

The Arbitrage Pricing Theory APT introduced by Ross 1976 has been the subject of considerable
hypothetical debate and experiential analysis, especially for the United States. One of the most
fundamental issues that arises in empirically analyzing the APT, and any asset pricing model for
that matter, outside of the question of whether it adequately prices assets, is that it be robust
whilst simultaneously offering economic insight into the determinants of security returns.
Arriving at a model that offers economic insight is relatively straightforward since it is always
possible to use prespecified macroeconomic variables as candidates forpervasive risk factors
rather than using statistical factors extracted through the use Z. of principal components see, for
example, Chen et al., 1986 . However, offering Z. economic insight does not necessarily generate

a valid model for as Fama 1991 argues,

Determining those macroeconomic factors that are priced, then, is not sufficient to evaluate the
empirical content of the APT. Any evaluation of the empirical performance and validity of the

APT must also focus on its ability to price assets outside of the sample used for estimation. This
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point is made by Connor and Z. Korajczyk 1992 who argue that a testable implication of the
APT is the equality of the prices of risk across different subsamples of assets. The point here is
that if we have a vector of asset returns R with prices of risk | and we partition R into tt i subsets,
Ri must also have prices of risk equal to | . In other words, the returnt generating process must be
unique in that the same factors price different subsets of assets and these factors carry the same

prices of risk for different subsets of assets

IASB and FASB are the setters of accounting standards explain the objective of financial
statements. past research also discuss the reasons of expose the financial statements. As the
accounting standard-setters IASB and FASB have justified the aims of financial reporting, prior
academic literature also gives various reasons for the disclosures. These include among others
the reduction of transaction costs in the markets, the avoidance of adverse selection and the
prevention of big negative share price changes due to the earnings releases (Lang and Lundholm,
1993). Moreover, the financial reporting aims to ease the efficient allocation of capital in the
markets (Chen et al., 2011).

Considering the quality and timeliness of financial statements, they both are of high significance
to the wide array of various users; stakeholders, managers, financial analysts, regulatory
authorities and professional bodies (Mahajan and Chander, 2008). In fact, the importance of
financial information is in many cases justified with the agency problem. Managers usually
possess superior information compared to many stakeholder groups (Kothari et al., 2009). The
stakeholders are parties who affect or are affected by the company explicit or implicit. These
parties include among others investors, employees, customers and suppliers. (Bowen et al., 1992)
In this context, the stakeholders are usually interested in monitoring the company, but the level
of interest varies. According to Bowen et al., the stakeholders with big commitments are more
interested in overseeing than the parties who have smaller ties to the company and who prefer
low-cost monitoring e.g. financial press news. The authors argue that the managers might
manipulate the timing ofearnings releases since they know that influencing these less informed

stakeholders can probably be beneficial to the company.
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1.2 Problem Statement

Portfolio investment helps investor to reduce the risk and increase wealth maximization. Past
concept only one factor which effect stock return. And only market forces able to in increase or
decrease the return on investment. But in modern studies there are so many factors diagnose
which affect the return on equity and one of them important fact is quality of financial reporting.
There are different studies on factors which effect equity return; in Pakistan & China no detail
study on quality of financial reporting is examined. Therefore, the basic aim of this study is to
analyze the impact of quality of financial on equity return as well as it will helps to form
analyzed portfolios. This study check the applicability of model by cross comparison of countries
and also check the robustness of result by extending time frame and also in different
geographical circumstances. To gain the confidence of investors in investing in home as well as
in international markets by knowing the transparency condition of companies. In literature the
quality of financial reporting is calculated by various qualitative and quantitative measure, but no
clear picture about the disclosure was achieved. So, here | would use BCN (2001) approach to

calculate quality of financial reporting as it is more effective approach.

1.3 Research Questions

e Does Quality financial reporting explain the equity returns?

e [s asset pricing mechanism is constant in Pakistan and China’s equity market?

1.4 Research Objectives

e To explore the impact of quality of financial reporting on equity return in Pakistan?
e To identify the impact of quality of financial reporting on equity return in China?
e Whether quality of financial reporting help in preparing appropriate model for assets

pricing?

1.5 Significance of Study

17



Financial reporting is most important for analyzing firm’s financial position and also for decision
making about investment. Financial reporting has great importance for both investors and market

participants in making their financial and investing decisions.

In literature, most of the studies measured quality of financial reporting by using qualitative
measures such as by picking top winner companies from ICAP website by reviewing
sustainability reports, but this study measures quality of financial reporting in quantitative way
by using Barth, Cram and Nelson (2001) approach for calculating residuals. Moreover, this
comparative study of Pakistan and China facilitate investors in making optimal decisions in
resource allocation and investment. The investors can also get tremendous benefits in these

Asian emerging economies through CPEC.
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CHAPTOR NO. 2
REVIEW OF LITERATURE

2.1 Introduction

This chapter define the large theoretical background of the research problem. The earlier studies
have reviewed on the quality of financial reporting and return on quality by different researches
which are analyzed at different farm of time. which helps me to indicate the variables, also
provides the basis for relationship among variables. The thoroughly review of past empirical
studies provide motivation to researchers for current research. The literature in the field of
financial reporting is reviewed. There are so many literatures on the financial reporting and
equity return and its various of researches. Different studies and analysis uses different ways and
methodologies for evaluation of relationship among these variables. The literature focused on the
effect and implications of quality of financial reporting on equity return. This chapter provides
insight in the concept of equity return; asset pricing and it provide detailed literature and
thoroughly concept on quality of financial reporting with its different dimensions and aspects. It
has also throw light on the importance and impacts of financial reporting. Furthermore, It will
also focus on definitions of important variables and their main concepts of their impacts and
relationships. In financial variables literature, number of studies have been investigated the
effects of fundamental variants on the rate of return on equity. With the help of past studies the
dimensions of quality of financial reporting have understandable in depth also other variable

different prospect can be understand.

Ahmad and Javid (2008) examined a lot of macroeconomic factors alongside market return as
the precise wellsprings of dangers clarifying varieties in expected stock returns for 49 stocks
exchanged at Karachi Stock Exchange for the period 1993-2004. A portion of these financial
factors are observed to be critical in clarifying anticipated stock returns. The trial of contingent
multifaceted CAPM is done by indicating restrictive difference as a GARCH (1,1)- M process.
The aftereffects of the restrictive multifaceted CAPM-with-GARCH-M model uncover that

contingent model shows peripheral improvement in clarifying danger return relationship in
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Pakistani Market amid the example time frame. As respects the hazard premium for fluctuation
chance, the outcomes are not all that strong, just for a couple of stocks critical pay for difference
hazard to financial specialists is watched. The model is then stretched out to permit fluctuation in
monetary hazard factors and molding data is taken as slacked macroeconomic factors that impact
business conditions in Pakistan. The outcomes show proof in help of contingent multifaceted
CAPM. The monetary factors that are seen to perform generally well in clarifying varieties in
resources' profits incorporate utilization development, swelling hazard, call cash rate, term
structure. Be that as it may, the market return, outside trade hazard and oil value chance, which
clarify a noteworthy part of the time arrangement fluctuation of stock returns, have restricted
impact on the advantage estimating.Consequently, we can infer that normal returns variety could
be clarified by macroeconomic varieties and this changeability has some business cycle
relationships.

In this research the major variable which analyzed in quality of financial reporting. Because in
this study Fama and French three factor model has applied and two factor are same the one factor
which changed in this research is quality of financial reporting. Because in past there is no
detailed study on quality of financial reporting which can play an important role in equity return
because when the financial reports have high quality the trust of investor and other stake are
high. Also it decrease internal biasness. And management take far decision making also
transparent information give confidence to management promotion and demotion on

performance base instead relation.

Sultana et al (2014) analyzed Financial statements distributed by an organization toward the end
of each financial year fill three needs: they advise, they to help control and help to plan. The
fundamental point of straight forward revelation of book keeping data is to help the creative
distribution of capital in the economy as they improve the speculation and financing choices.
Solid fiscal reports gives less one-sided execution measures and market proficiency likewise
improved on the grounds that straight forward exposure of book keeping data diminished data
asymmetry at lower cost which impacts advertise execution. This study researches the
advantages evaluating instrument in Pakistani value advertise by utilizing month to month
information of value costs from 2007-2012.To investigate the joint impact of size, showcase and
new factors nature of money related revealing by utilizing Three Factor Model of Fama and
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French .Results demonstrates that FRQP is giving negative comes back with less hazard yet size
and market premium have negative comes back with higher hazard. All portfolios demonstrating
negative returns mean they were in misfortune, so showcase was in decrease stage. For future
this investigation banter that data asymmetries can be scaled down by straightforward revelation
of bookkeeping data since business venture methodologies are influenced by budgetary
disclosure.From two pass relapse we further reason that from past beta we can't foresee future
returns since all outcomes are unimportant so it implies advertise value the nature of money
related announcing of the present data yet it doesn't not impact on future returns. Discoveries of
the investigation additionally demonstrates that clarifying intensity of our proposed model is
likewise better when contrasted with traditional CAPM So speculator ought to carefully and

persistently utilize these elements in planning their venture, financing and valuation techniques.

US GAAP remains separate from IFRS. The Securities Exchange Committee (SEC) requires the
use of US GAAP by domestic companies with listed securities and does not permit them to use
IFRS; US GAAP is also used by some companies in Japan and the rest of the world.

In 2002 IASB and the Financial Accounting Standards Board (FASB), the body supporting US
GAAP, announced a programme known as the Norwalk Agreement that aimed at eliminating
differences between IFRS and US GAAP. In 2012 the SEC announced that it expected separate
US GAAP to continue for the foreseeable future but sought to encourage further work to align

the two standards.

IFRS is sometimes described as principles-based, as opposed to a rules-based approach in US
GAAP; so in US GAAP there is more instruction in the application of standards to specific

examples and industries.

Ataullah.A (2001) analyzed Arbitrage Pricing Theory (APT) of Ross [1976] is a standout
amongst the most significant structure squares of current resource valuing hypothesis, and the
prime option in contrast to the observed Capital. Asset Pricing Model (CAPM) of Sharpe [1964],
Lintner [1965], and others. This paper quickly surveys the hypothetical underpinnings hidden the
APT and features the econometric systems used to test the APT with pre-indicated
macroeconomic components. Other than this, the prime goal of this examination is to play out an
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observational trial of the APT in the Pakistani securities exchange by utilizing pre-determined
macroeconomic factors and utilizing Iterative Non-Linear Seemingly Unrelated Regressions
(ITNLSUR). These exact outcomes will be, ideally, useful for corporate administrators
undertaking cost of capital figuring’s, for residential and global store directors settling on venture
choices and, among others, for individual speculators who wish to survey the presentation of

managing reserves.

Priestley et al (1998) analyzed the presentation of the APT for securities exchanged on the
London Stock Exchange. Researcher dissect execution as far as the nearness of regular
inescapable factors crosswise over two unique examples taking into consideration the way that
profits display an estimated factor structure. Monthly data was used from January 1980 to august
1993 and total observations are 164and used the 138 returns that are selected randomly. The
research divided into two samples first estimation sample and second was validation sample. In
contrast to most past investigations, we find that for two subsamples of benefits it is conceivable
to land at a unique return producing process as in three components identifying with the cash
supply, inflation and abundance returns on the securities exchange are valued and convey similar

costs of risk in the two samples.

Lehtinen.T (2013) investigatedto comprehend the reporting practices of the case organization as
far as practicality and quality. The research means to clarify and explain the components behind
the behavior, both persuasive elements and those influencing the quality and reporting lag.
Furthermore, it plans to watch and investigate the case organization's view of revealing slack and
nature of money related data. This research does not especially expect to search for a speculation
to a more extensive exhibit of organizations however the objective is to comprehend and
decipher the wonder in this particular case organization, in the long run offering us a superior
understanding of its reporting practices. The observational part of the investigation is led for a
situation organization by completing a qualitative research. The subjective research was executed
as interviewees. The case organization was selected dependent on the way that it has experienced
significant changes in its detailing condition as of late and these progressions have concerned
particularly the affixing of monetary announcing and enhancements of value. This offers an

incredible reason for breaking down the revealing conduct.
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The fundamental results of this research present that the size and multi-nationality influence the
reporting lag just as tax assessment and other interior determinants expressed in the
investigation. The board and CFO's job can be viewed as significant factor adding to quicker
revealing and the workers likewise influence this training by executing the changes. On the
persuasive side, organization picture is a noteworthy explanation behind quicker revealing for
the situation organization. What's more, the welfare of representatives and the board ability are
significant helpers behind case organization's detailing conduct. In conclusion, the great nature
of money related detailing shows better straightforwardness and best practice conduct which

eventually improves the organization image.

Lam k (2002) examined the connection between stock returns and B, size (ME), influence, book-
to market value proportion, and earnings— value proportion (E/P) in Hong Kong securities
exchange utilizing the Fama and French (FF) [J. Money 47 (1992) 427] methodology. FF
discover that two factors, size and book-to-market equity, consolidate to catch the cross-sectional
variety in normal stock returns related with B, measure, influence, book-to-market equity, and
E/P proportions. In this paper, like past studies in Hong Kong and US financial exchanges,
researcherfind that B, is unfit to clarify the normal month to month returns on stocks ceaselessly
recorded in Hong Kong Stock Exchange for the period July 1984— June 1997. Yet, three of the
factors, measure, book-to-advertise value, and E/P proportions, appear to be ready to catch the
cross-sectional variety in normal month to month returns over the period. The other two factors,
book leverage and market, are likewise ready to catch the cross-sectional variety in normal
month to month returns. Be that as it may, their belongings appear to be ruled by size, book-to-
advertise value, and E/P proportions, and viewed as repetitive in clarifying normal returns when
measure, book-to-showcase value, and E/P proportions are likewise considered. The outcomes
are steady crosswise over subperiods, crosswise over months, and crosswise over size gatherings.
These propose that the outcomes are not driven by extraordinary perceptions or unusual return

conduct in a portion of the months or by size gatherings.

Fama and French (1992, 1993) analyzed three factor asset pricing on a model-by-Ross basis, an
extension of CAPM, for equity dynamics, including risk dynamics, including risk dynamics
related to size and market value in addition to market factor. Therefore, Fama and French (1992)
say that risks are multidimensional when stocks are priced rationally. The magnitude effect
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shows that companies with small market capitalization show a return above those with high
market capitalization. The book's effect on market value indicates that the average rate of return
is lower with the book value being lower than the market value, and the book value and market

value ratio yield ratio is higher.

Yang and Kelton (2007) analyzed the relationship between corporate governance components
and exposure straightforwardness estimated by the dimension of Internet financial reporting
(IFR) conduct. researcher measured corporate administration by investor rights, ownership
structure, board composition, and review advisory group attributes. researcher build up a
disclosure list to quantify the degree of each example association's IFR by presentation design,
data content, and corporate administration revelations. Results demonstrate that organizations
with powerless investor rights, a lower level of blockholder ownership, a higher level of free
executives, a progressively persistent review board of trustees, and a higher level of review
council individuals that are viewed as money related specialists are bound to participate in IFR.
The discoveries propose that corporate administration instruments impact an association's
Internet revelation conduct, apparently because of the data asymmetry among the executives and
financial specialists and the subsequent organization costs. Extra exploratory investigation
demonstrates that the relationship between corporate governance and IFR changes with firm size.
Our outcomes recommend that new administrative direction in corporate administration prompts

improved revelation straightforwardness by means of IFR.

Fu.R et al (2012)investigated Utilizing hand-gathered information on firms' between time
announcing recurrence from 1951 to 1973, researcher examined the effect of reporting financial
frequency on data asymmetry and equity cost. Our outcomes demonstrate that higher reporting
frequency diminishes data asymmetry and the equity cost. and they are dynamic towards
contemplations of the endogenous idea of firms' announcing reporting decision. study acquire
comparative outcomes when we center around required changes in reporting frequency. Our

outcomes propose the advantages of expanded reporting frequency.

Cohen.J et al (2004) investigated on corporate administration and its effect on monetary
revealing quality. This audit will fill three needs: (1) to recommend a corporate governance
mosaic(i.e., the cooperation among the entertainers and foundations that influence corporate

governance) that incorporates a more extensive perspective on governance than has been
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considered in earlier accounting research; (2) to give a review of the essential discoveries of
earlier research; and (3) to distinguish significant gaps in the examination that speak to

promising avenues for future investigation.

DeZoort et al. (2003) examine the effects of earnings per share (EPS) proximity to analyst
forecast, financial-report timing (quarterly versus year-end), and external auditor argument
consistency on audit committee members’ support for a proposed audit adjustment. Using source
credibility theory, the study predicts that audit committee members will provide greater support
for a proposed audit adjustment when: (1) the financial report relates to the year-end rather than
at interim; (2) when unadjusted EPS is above rather than below analysts’ consensus forecast; and
(3) when the auditor consistently argues for the adjustment rather than agreeing with the
management to avoid adjustment. The study found that audit committee members are more likely
to recommend an audit adjustment for annual rather than quarterly financial statements and when
the auditor consistently argues in favor of making the audit adjustment. However, no significant
effect was found for the EPS proximity variable. The study adds to the growing literature on the
conditions under which audit committees will support external auditors in resolving contentious

financial reporting issues with the management.

Hassan.W (2018) analyzed the relationship between size premium, value premium and value
returns in Pakistani value advertise for the time of June 2002 to June 2017 by utilizing Blitz
(2014) organization-based resource valuing model. This examination investigates the
relationship among expressed factors by utilizing office-based model. Test of 84 firms recorded
at the Pakistan Stock Exchange is utilized. An examination of the outcomes uncovers that size
and book to advertise proportion are estimated by market. Size factor is found significantly
decidedly identified with stock returns at 95% confidence interim for little stocks portfolio while
insignificant for portfolio having huge firms. Book to market factor is additionally found
significantly decidedly identified with portfolio returns but little and huge stocks with low book
to showecase proportion. The logical intensity of Blitz three factor model is 30% and 12% higher
than informative power of traditional capital resource estimating model (CAPM) and F&F three
factor model separately. The consequences of this investigation demonstrate the legitimacy of

agenc-based resource valuing model in Pakistani financial exchange. These outcomes are
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significant, in the sense, that these can encourage financial specialists in efficient asset

assignment.

Reinganum (1981) investigates whether APT predicts the difference in both large firms and
small firms average returns, that is not captured by CAPM. Chen (1983)compares APT and
CAPM and report contrary results with Reinganum (1981) findings. Results of studies conducted
by Cho et al. (1986) and Conor and Korajczyk (1988) support APT than that of CAPM, by
employing principal component model and factor analysis. Cook and Roze (1984) study the
negative impact of size and P/E effect in NYSE stock returns. The undertaken study uses,
Basu(1977) and Banz (1981) methodology for period of 1964-1981. This study suggests that size
effect has an advantage over the P/E effect and this is inconsistent with Reinganum (1981) and
Basu (1983).

Stoll & Whaley (1983) state that there is no small firm’s effect if we do not consider transaction
cost; actually, they discover an opposite relationship between small and large firms, when they
consider transaction cost, the large firms do better than small firms. What Stoll & Whaley (1983)
find in their study is that the firm’s size effect exists, but with reverse effect where large firms
rather than smaller ones showed positive excess returns. These outcomes are based on one-month
holding period and transaction costs afterwards, as returns are evaluated monthly. At the same
time as the holding period is increased the small firm effect seems to recover, but not to a degree

which makes it factually significant (Stoll & Whaley, 1983).

Schultz (1983) reconsiders the Stoll & Whaley (1983) work but reduces the size of the firms
included and increases the transaction costs. He concludes that the transaction cost cannot
encourage the abolition of the small firm anomaly as he found that small firms have abnormal
returns even in one month period, when a January month is incorporated. Therefore, a counter
argument put forward concerning the transaction cost’s ability to eradicate the small firm effect

and an additional confirmation of the January effect is provided.

Proposing a theoretical model and relating expected returns to increasing bid-askspread (Amihud
& Mendelson, 1986) arguing that an investor needs to be recompensed for expected trading cost.
In contrast a study states that the differentiation of transaction costs between smaller and larger
firms cannot solely explain the size effect (Schultz 1983). According to Coleman (1997),

considering market capitalization as a measure of firm’s size is a misleading explanation of
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market returns because normally investor has an impression that the firms with larger

capitalization lead to earn higher returns in contrast to firms with low capital.

French et al. (1987) investigates risk and return relationship by using GARCH and ARIMA
model for the period of 1928-1984 in NYSE. The study reports that volatility and stock returns
have inverse relation. In contrast market risk is positively related with beta while, preceding
studies reveal that there is no appropriate model for estimating risk effect. Fama and French
(1992) study size and BTM equity jointly to capture the cross-sectional variation in stocks

returns associated with market beta, size, leverage, B/M equity and EPS ratio.

Chan and Chen (1988) look into the suggested firm size anomaly and find that the capability of
firm’s size to explain the returns is not captured by the CAPM, but it can be explained by the
unconditional beta measure and a bigger data sample. Chan and Chen (1988) using the
unconditional beta for five and 34 years to measure the abnormal returns of small company
stocks, find that, the small firm effect abolished as 34 years are used to assess the unconditional
beta, whereas, the effect does not disappears with a five year sample. Therefore, the sample size
used is highly relevant when used with unconditional CAPM to eliminate the firm size’s ability

to explain the returns that CAPM is unable to measure.

Fama and French (1993) further extends their study to five factors comprising market effect, size
effect; value effect, term effect and default effect by using time series regression approach.
Furthermore, the undertaken study is extended to bonds and stocks of listed companies on
NYSE, Market effect, size effect and the value effect are found significant in case of stocks and
term effect and default effect are found significant in case of bonds. Based on findings of their
study, Fama and French (1993) proposes a three-factor asset pricing model for stocks that consist
of market, size, and the value effect. Three factors model is an extension of the CAPM. The size
effect predicts that firms having low market capitalization earn higher average returns than that
of large size firms. The value effect indicates that firms with higher B/M ration have higher

returns than that of lower B/M ratio firms.

Herrera and Lockwood (1994) investigate the firms listed at Mexican stock exchange and report
negative relationship between size and stocks returns. In addition, Berk (1997) argues that small
stocks may not outperform big stocks when, size factor is considered. Fama and French (1995)

compare the characteristics flow values firms with high values firms and find that low B/M firms
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have sustained profit than that of high firms, which have persistent distress over the study period.
Findings suggest HMI as proxy for distress in three-factor model. Furthermore, weak performing
firms have low earnings that lead to high B/M and positive slopes on HML and good performing

firms have high earnings that causes to low B/Mration and negative slopes on HML.

Fama and French (1998) present further substantial evidence by testing the F&F3 factor model in
various equity markets for the period 1975-1995. This study finds that 12 out of 13 markets they
tested witness an annual effect of minimum7.68% to value stocks, whereas significant BE/ME
betas are observed in seven markets. Daniel and Titman (1997) in disagreement with Fama and
French (1992,1993, 1996) has suggested that the high returns related to size and value factors
cannot be viewed as compensation for factor risk. Daniel et al. (1997) explore he impact of factor
loadings on stock returns for the period 1973-1993 and state that expected required returns are

not a loading function on risk factors that are identified by F&F.

Halliwell, Heaney and Sawicki (1999) has tested the F&F 3-factor model in Australian equity
market and find results similar to Fama and French (1993). Hereported that value and size effect
are observed in small size firms and high B/Mratio and vice versa. Same study taken up by
Connor and Sehgal (2001) in Indian stock market and found the same results regarding the size
and B/M ratio.

Horowitz, Loughran and Savin (2000) analysed Japanese markets and find that firms with small
capital are performing better then large capital firms and there isno evidence of size effect in that
market although these results are contradictory to the findings of Chan et al (1991), who
performed the same test in Japanese market. Faff (2001) hold a study on the Australian stock
market for a period of five years i.e. 1996 to 1999 using monthly data and 672 observations for
daily data for successive five years period. The study explores the application of three factor
model in the market and focuses the size and value effect and its implications finding that there is
a significant negative effect of size of the firms in the market and value effect is positively
correlated with firm’s performance. Lee, Chen and Rui (2001) sorted out that the expected risk is
insignificant and have no influence while determining the expected returns of the stock. They
applied GARCH and EGARCH Models to identify the volatility of stocks effect for a period of
eight years from 1990 to 1997 in the Australian market.
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Faff (2001) uses one-step multivariate test model to analyse the stocks in Australian market
finding a significant positive relationship between expected riskand the expected outcomes. The
results for the studies of Elsas, Shaer and Theissen (2003) for the period of 35 years from 1960
to 1995 in the German market are also consistent with those of Faff (2001), reporting some

significant correlationbetween the attached risk and return of stocks.

Giffn and Lemmon (2002) study the non-financial firms in NYSE market for the period 1965 to
1996 and find the significant effect of value and expected risk on there turns of stock in
American companies. The study applied the Fama and Macbeth(1973) methodology and results
suggest that extreme high risk is positively related to the returns and low risk bearing stocks
rewards less in these markets. The study further explored the difference between high and low

B/M stocks and suggests that there is a significant influence of the value of B/M on returns.

Lam (2002) uses Fama and Macbeth (1973) regression model to analyse the Hong Kong stock
market taking a ten year period from 1980 to 1997 under consideration. The study explored the
correlation of stock with the leverage, BTM Ratio and earning to price ratio. The study reports a
significant relationship and positive influence of earning price ratio and BTM ratio on the equity
returns. The positive correlation of stocks with size reported in the study is not in line with Fama
and French (1992) who declared negative effect of size on the returns associated with the stocks.
The small-cap firms are priced in Germany and France and in UK the large-cap firms are priced
as high ranks. Malin and Veeraraghavan (2004) explain the volatility of stocks and its influence

onthe equity returns finding some positive relationship between these variables.

Drew, Naughtan and Veeraraghavan (2003) while analysing Shangai stock market explore the
possibility of using F&F three-factor model to explain risk and return relationship. The earlier
studies of Fama and French (1996), Drew and Veeraraghavan (2002), states that the large firms
report high returns over time but this study find that beta is not the only measure that describe
variations inequity returns but there are some others as well. The results discover that smallsize

growing firms generate higher returns than larger ones.

Ali, Hwang and Trombley (2003) study the phenomenon of arbitrage risk and effect of firms
with high and low value on the stocks in the American NYSE and AMEX markets for 1976-1997
period. Using Fama and Macbeth (1973) regression model, the study find that mispriced stock
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lead to BTM anomaly and taking into consideration the investor sophistication and arbitrage risk

the returns become more predictable and strongly correlated to the risk.

Marshall and Young (2003) explore the Australian market to find out the influenceof liquidity,
risk and size using cross sections correlated time wise auto regressive(CSTA) model and
Unrelated Regression (UR) model. Market value is taken as the proxy for size measure and
turnover, bid-ask spread and amortized spread are used as the proxies for liquidity. The study
suggests that return on equity is inversely correlated with liquidity and size in the Australian

equity market.

Daniel et al. (2004) report significant size and value effect in cross-section regression model and
insignificant market effect in CAPM settings in UK equity marketing two different setups, one
before separation and other after making separation inup and down markets. The study also
applied the Pettengill et al. (1995) modeland declares some significant market effect,

insignificant size effect and unchangedvalue effect under same settings.

Tang and Shum (2004) study the Singapore market, separating the up market and down market
settings as held by Daniel et al. (2004) in the UK market. Theresults report significantly positive
relationship between risk and returns in up market and an inverse relation in down markets.
Similarly, Le"on, Nave and Rubio(2007) determined the same results in different European

markets using MIDAS, which is one of the better technique to explore the samples.

Guant (2004) also applied Fama & Macbeth (1973) methodology to investigate the influence of
large cap and small cap firms on returns in the Australian markets. They also explore the effect
of B/M ration on equity returns for the period 0f1991-2000. Their result is consistent with the
study of Fama and French (1993) showing positive relationship of size on returns and high with

risk high returns for small caps while low returns and lower risk for large cap firms.

Guan et al. (2004) investigate the behavior of firms in NASDAQ, NYSE and AMEX markets
using stable beta, B/M ratio and price earnings ratio for a period of 1967-1997. The study
suggests that when CAPM declares some unusual results it supports the argument that there are
other factors i.e. beta anomaly, size anomaly, value anomaly or may be some other factors

affecting the expected returns of the stocks.
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Djajadikerta and Nartea (2005) hold a study in New Zealand equity market taking into
consideration the three factors Fama and French (1973) methodology to investigate the effect of
size and value on returns using Fama and Macbeth (1973)regression model. They suggest a

lower influence of value anomaly and larger effect of size of the firm on the returns.

Estrada and Serra (2005) conduct a comprehensive study using many different factors that affect
the expected returns on stock and find some significant positive influence of downside risk on
returns. However, the small effect of value and size was also declared through this study.
Rehman, Betan and Alam (2006) userisk, size and value measure to explain the returns on stock
and find a significant positive relationship for the variables in the less developed market of

Bangladesh.

Fama and French (2006) explain value premium in US stock return and result sindicates that the
stocks having low B/M ratio can earn low return as compare to stocks having high B/M ratio.
This study provides that the expected returnsare significantly explained by SMB and HML
factors. Sharma and Mehta (2013)used Fama and French (1993) suggested the three factor model
on Indian Stock Market and explain the behaviour of return of all portfolios. The study provide
that the market factor cannot explain the behaviour of the stock but the behavior of returns of

stocks has greatly described by the factors of market with value(B/Mratio) and size factor.

Houge and Lughran (2006) use F&F three factor model point that the big companies have low
returns than the small companies and the low B/M ratio have lower turns than the high B/M ratio
stocks value. Fama & French propose that size and value premium is proxy for risk. Results
indicate that there is no significant evidence in historical value premium of style index of Russell

3000, style index of S&P 500, style indexes and big cap companies.

The non-financial sector of Pakistan is studied by (Mirza & Shahid, 2008). They analyse the
validity of F&F 3F model from 2003 to 2007 and reported the significant results of size and
value premiums in Karachi Stock Exchange (here onward KSE) for two portfolios out of six.
Similarly Khan (2012) investigate the impactof P/E and value factors on equities return of KSE
for the period of 2001-2006and found the insignificant presence of both explanatory variables,

which means these variables are not priced in equities returns of Pakistan equity market.
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Senthilkumar (2009) conducts a study in Indian stock market to examine the size and value
factor’s effect on equity returns for the period of 2002 to 2008 by employing Fama and Macbeth
(1973) regression. They find significant relationship between size and average returns. The
results of this study show that size and B/M equity are priced in Indian equity market. This study
also finds that small firms have higher returns as compared to big firms furthermore; B/M equity

has robust part in explaining stock returns.

Falkenstein (2009) suggests a model which states that risk is not only un-pricedin cross-sections
of equities returns, but also un-priced in general. This approach based on the presumption that
investors have mostly derive utility not from absolute returns, but from the level of others
returns. In other words, rather than greedy, investors are better described as being envious.
Additionally, Falkenstein’ simplies that the equity risk premia should be zero by assuming that
comparative utility preferences do not only apply to delegated portfolios managers, but to all

investors.

Another study conducted by Homsud et al. (2009) to check the validity of CAPM and FF 3F
model in Thailand stock exchange for the period of 2002 to 2007. Their study uses data of 421
firms by dividing it into six clusters. The results reveal that predictive power of three factor
model is very strong in Thailand stock market ascompare to CAPM. Zhang and Whilborg (2010)
employ both conventional and conditional CAPM in their study to analyse the relation between
market risk and security returns for six European emerging markets. They use 1,131 firms as
asample for the period of 1996-2006 and found considerable relationship between equity returns
and beta. On the basis of their findings they suggested that beta is considered as a good measure
of risk for investors. It is also observed that CAPM has more usefulness in domestic level than

internationally.

O’Brien, Brailsford and Guant (2010) conduct a study in Australian Stock Exchange by
employing a large data of 300 firms of 24 years period. They divide the sample in large, medium
and small portfolios on the basis of market capital(size) and BE/ME. They used GMM and
multivariate regression for analysis andfind significant negative relationship of size variable with
stock returns where as BE/ME has significant and positive relationship. Van Dijk (2011) find
similar results by employing the data of small cap companies listed on NYSE for forty years
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period. The results show that size effect is not linear but present in smaller firms and also the

effect is not consistent in different periods.

Hassan and Javed (2011) examine the relationship between size, value and market impact on
return in the Pakistan stock market. The study analyzes 250 companies stock exchange Karachi
stock exchanges in the period 2000-2007. The results show that the value effect is significantly
and positively related to all portfolios except low B / M stocks. The size effect is significantly

and positively associated with small portfolio returns.

Fama and French (2012) study the 3 Factor model in four regions of the world to confirm the
impact of size, BE/ME and momentum with risk adjusted returns in23 countries of the world.
Their results showed that size and value premiums are significant in all regions of the world

except Japan where results are insignificant.

Khan, Ali and Hassan (2012) explored the effect of size premium and leverage premium by
using market capitalization and B/M value respectively in KSE by employ a data of 200 stocks
from 2001 to 2007. They reported the significant and positive results for the size premium while
insignificant results for leverage premium. Their results are in line with other studies in this area

that positive and significant relation between size and stock return.

The explanations for the presence of size effect are different in behavioral finance school of
thought than that of standard finance. Chan and Chen (1991) state that investor perceives small
firm as weak performers due to low capitalization and therefore generally inclined to invest in
larger equities. Lakonishok, Shleiferand Vishny (1992) state that in relation to the agency
concerns it is not easy for professional equity managers to justify the investment in small stocks.
In addition, small firms have less information accessibility. Merton (1987) while examining big
size effect argues that prominent equities with higher capital base are expected to earn high
returns. Moreover, degree of size effect additionally relies on various other factors such as

trading mechanisms, efficiency of equity markets, investor types and market micro-structures.

However empirical evidence did not offer assist that the fee of equity capital is reduced in
instances that low incentives to installation new financial reporting practices exist, meaning that
they'll be no longer supported by way of manner of a strong jail enforcement and economic
surroundings. But they provide evidence that price of equity capital is reduced for agencies in
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countries with incentives like UK “(Findings do no longer help the prostandard college of belief,
which predicts greater IFRS advantages for smaller countries with lower-extraordinary home
GAAP. Given that UKGAAP changed into diagnosed to be roughly identical in disclosure
extraordinary to IFRS). In addition to that, display that the charge of fairness capital has been
decreased extra within the UK for organizations which call for extra capital from overseas
markets and buyers, seeing that monetary statements comparison is extra and companies looking
for distant places capital are benefited by using manner of that transition, located by way of
manner of better accounting splendid and disclosures. However, go-sectional variations
nevertheless may additionally stay throughout European global places, even after mandatory
IFRS adoption across Europe, putting a common accounting language and enforcing comparison
across borders. Additionally, institutional variations throughout Europe are large in terms of
disclosure incentives and accounting notable and can't be changed by way of the repute quo of
new accounting necessities. In precise, they display that in the first years after the transition
period of obligatory IFRS adoption, corporations in countries wherein fairness-based totally
financing and higher disclosure high-quality are nicely set up like UK, are benefited more from
IFRS adoption. Finally, they argue that over an extended length organizations may be benefited
via the usage of the important IFRS adoption even in international places with low accounting
satisfactory characterized through way of nearby accounting necessities. The global accounting
harmonization in an extended duration encourages groups that became debt-based totally
financed to end up equity-based financed. This approach that companies in countries with
formerly low-wonderful monetary reporting incentives and coffee enforcement framework could
possible boom their compliance to new requirements which will provide more records to outside
traders through IFRS and be benefited thru greater cheaper capital supply. Additional regulatory
interventions may want to improve incentives and enforcement, even for corporations in
countries with low monetary reporting incentives and inclined felony enforcement of the
economic surroundings. In short, this have a take a look at emphasizes that accounting
requirements aren't quality part of the regulatory system that governs the relationship amongst
companies and buyers. IFRS can be perfect to inventory-market based economies like US and
UK, but won't be suitable to other styles of economies with wonderful institutional policies,
social, political and business practices like European nations. These differences might also want
to display feasible disagreements among US (FASB) and EU (IASB) about the appropriateness
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of the brand new accounting standards. Contributing to the equal go with the flow of literature,
Li examines the consequences of compulsory IFRS adoption to the value of fairness capital, and
whether or not the charge of fairness capital is reduced after the essential IFRS adoption inside
the European Union [4]. The mandatory IFRS adoption establishes a completely unique and
uniform set of accounting standards to be discovered via corporations, which enhance
information assessment and financial disclosure and as a end result it's miles anticipated the

value of equity capital to be decreased.

Empirical findings manual that obligatory IFRS adoption extensively reduces the price of
fairness to companies after 2005 and that for voluntary IFRS adopters after 2005 the cost of
equity does now not considerably change.

Prior to 2005, evaluating voluntary as opposed to obligatory IFRS adopters, cost of fairness
capital is notably lower however this difference is eliminated after 2005. In quick, primarily
based on a sample of EU organizations, Li [4] unearths evidence that organizations after the
required IFRS adoption growth disclosure and enhance assessment which has for this reason the
price of equity capital to be great lower. Similarly identifies that in international locations with
strong felony enforcement mechanisms, obligatory IFRS adoption reduces substantially the fee
of equity capital and the outcomes depend upon the power of the prison enforcement of the
financial environment. Contributes to the literature presenting new outcomes to the monetary
effects of obligatory IFRS adoption, because of the truth there may be no ok evidence on its
capital market results and additionally figuring out the implications of compulsory IFRS
adoption via offering new evidence at the drastically lower cost of equity capital. Furthermore,
this have a look at contributes to the literature through incorporating the monetary outcomes of
enhancing the guidelines in phrases of disclosures. It highlights that it is critical for
establishments to have monetary reporting convergence and accounting facts quality which

absolutely have an effect on price of equity capital (Supplementary file).

The method adopted to degree the market premium become to use the common of returns on
equity. Market returns to class do not change over the years. The average used for marketplace
top class will be sensitive if marketplace premium change with time as advised by means of the

asset pricing principle. The average returns are changed with sensitivity of the marketplace
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danger top class. To measure the market top rate appropriately, the information that motive
change in market risk needs to included in evaluation of market premium. Market top class is the
effective characteristic of hazard as suggested via the Merton (1980). The writer similarly
cautioned that market chance relies upon on the version in equity returns. Merton (1980) evolved
the international pricing model (IAPM). IAPM indicated that because of larger versions in
fairness returns, to cover this hazard the traders would require more premium. Scurggs (1998)
rejected the version by way of Merton (1980) and counseled that return on government bonds
will effect the relationship among market return and marketplace risk. Guo and Whitelaw (2006)
concluded that there is strong correlation among marketplace go back and marketplace danger

while the variations in returns are included in analysis.

The authors consisting of Markowitz (1952) and Sharpe (1964) had developed the asset pricing
fashions. The elements of asset pricing were primarily based on single explanatory issue returns
as investigated by means of these authors. Mirza et al. (2013) advanced a loan issue, imitating
size and marketplace rate factors based on money-related force. The factor HLMLL changed into
the difference among shares with high electricity and low pressure. Since risk is a wellspring of
money associated threat; financial professionals would require better returns for putting assets
into agencies with more outstanding leverage justifying a superb HLMLL issue. The instance
contained nine European countries between 1989 moreover, 2008 and the examination revealed a
large market top class for the associated stocks. The finest check to size and return has been from
Fama and French (2015) who tried a model that is improved for go back and assignment layout.
They introduced that version better clarify regular returns in their instance portfolios contrasted

with a 3-factor model.

The element in portfolio investment decisions is chance and return on portfolio. The traders
analyze the equity portfolios earlier than funding. Investors analyze how a whole lot to invest
and what assets should be selected for funding and how go back that particular portfolio will
provide due to the fact the high go back portfolio have excessive risk. Past researchers concluded
that the fine financial reporting has impact at the volume ofportfolio funding (Jaballah et al.,
2014). Tetlock, (2011) in studies take a look at indicated that businesses will obtain more
portfolio investment that provide fine economic disclosure. Market reacted positively to the great
financial reporting because the buying and selling of those stocks expanded (Brown and
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Hillegeist 2007). Bolo and Hassani (2007) concluded in their research have a look at that the

most important thing in portfolio investment decisions is financial.

Portfolio returns can also be calculated on lengthy-time period foundation or every day, to work
as an assessment tool for some precise funding strategy. Dividends and capital appreciation are
the primary components of portfolio returns. Markowitz Portfolio model, (1952) had controlled
to emerge as a reliable and trendy theoretical research-reference for most cutting-edge financial
buyers and researchers. The Markowitz version elucidates geometrical courting between choices
and beliefs of portfolio relying on the "predicted returns-variance of returns” rule (Markowitz. H,
1952). Earlier than the portfolio choice strategies of Markowitz had been developed, beyond
researches centered on return via portfolios. But Markowitz (1952) also targeted on portfolio
danger.

Financial Reporting and its Impacts

Quality of financial reporting is described as honesty and trustworthiness of records and facts
provided in reports disclosed via groups. Jonas and Blanchet (2000) stated that final outcome of
organizational operations isn't simplest economic reporting; high-quality financial reporting
relies upon on accounting standards, judgment of know-how, organization’s transaction
disclosure and facts associated with financial topics. Quality economic reporting is critical for
traders, as they want it to make selections of funding. Quality financial reporting isn't always
only essential for investors but it's miles vital for other key stakeholder i.e. Creditors, authorities
regulatory corporations, managers, society, and consumer. So, there is want to investigate the
effect of financial reporting nice on returns on investment. Gunny, (2005) conducted a research
in this difficulty and determined out that agency that report excellent facts concerning financial

count number were given better price assessment in market and led to better equity returns.

The consequences exhibit that groups that file economic matters with higher data exceptional
(associated with higher equity returns, conservatism in accounting also, better collections
satisfactory) admire higher financial overall performance, envisioned by using market measures
that are greater sufficient with the quit goal to observe if economic specialists can distinguish the

corporate social duty entrenchment rehearses. Alongside whatever remains of marketplace
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measures, mirror the consider that partners have within the organisation at gift, as well as inside
the beyond and future (Choi and Pae, 2011).Lu et al., (2011) give an explanation for that it
become responsibility of the corporation to disclose information so that participants in market
are well privy to company. Risk is decreased and liquidity of business enterprise because of
pleasant financial reporting and it helps managers to make powerful investment selections and it

protect company from misuse of sources via personnel (Lambert et al., 2007).

Information asymmetry is information collection this is obscure via different gatherings with the
goal that some specific consequences might be regarded by means of one collecting where
unique gatherings don't have such information they want (Nuryatno et.Al. 2007). This can reason
an change statement among the gathering who gives statistics and a meeting who gets the
statistics (Salehi and Rostami; 2008). Connelly (2011), clarifies that the statistics asymmetry will
occur whilst "various individuals realize various things"”, with the purpose that the records
asymmetry can trigger an unequal economic condition. Information asymmetry occurs when as a
minimum one gatherings engaged with an trade technique get trustable or more facts contrasted
with distinctive gatherings which might be moreover related to the trade method. For instance,
each (maker) knows extra or has better facts approximately the great of its objects than its
clients. One technique to reduce facts asymmetry is by giving a first-class financial reporting
articulation (Ma Tao, 2012). These effects are predictable with the speculation that superb open
revelation of facts can diminish the ignorant (outdoor) economic specialists' facts obstacle in
respect to the knowledgeable (close by) speculators and lessen the fee of price. Given that
information asymmetry amongst local and outside financial experts can avoid faraway
speculation, my consequences suggest giving astounding bookkeeping records can encourage out
of doors undertaking (Ma Tao, 2012).

A great economic reporting with stable economic records additionally affects the effectiveness of
venture via the accessibility of statistics which is increasingly balanced among directors and
traders (Li and Wang, 2010; 199). Financial reporting is the gathering and creation of chronicled
and brand new monetary information of an company (Drake &Fabozzi, 2012: 4). Financial
reporting is the reporting of monetary facts on how an agency's enterprise is looked after out
(Drake &Dingler, 2001: a hundred sixty five).
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Financial reporting is an alternate between two gatherings, in which one collecting may be the
reports distributer which control the planning ( structuring) and arrangement of the reviews for
the opposite birthday celebration, that's the file's purchaser which use it to improve their
monetary choice this is associated with the entire substance of the gathering who repots it .
Quality financial statistics is sizable data in settling on hypothesis choices. To improve its
advantage, economic reporting wishes to satisfy the attributes as a pleasant financial document.
In spite of the reality that the gain of a financial document calls for high-quality, take a look at
effects display the way that economic reports are not generally of accurate satisfactory. These
result in query in monetary document excellent. In Indonesia , there are as yet severa troubles
diagnosed with economic reporting both in enterprise associations (Hoesen, 2014; Johannes
Soetikno, 2014; Ito Warsito, 2012; Andre Toelle, 2012; Yunus Husein, 2011; M.Yuliadi, 2014)
and non-enterprise (non-benefit) institutions (Tjahyo Kumolo, 2014; Bambang Pamungkas,
2014). In non-advantage institutions (government groups ), as in keeping with grumblings made
by way of the Supreme Audit Agency (BPK) and the Corruption Eradication Commission (KPK)
, just 23% of close by governments in Indonesia methodical report their economic duty , and

seventy seven% of the administration workplaces have turned into an issue to research.

Hypothetically, the effect of reporting recurrence on records asymmetry is misty. A progression
of systematic papers show that open exposures lessen facts asymmetry by way of giving
speculators equal get right of entry to to data (Diamond, 1985; Bushman, 1991; Lundholm,
1991). Progressively go to financial reporting therefore could activate decrease statistics
asymmetry on the off danger that it builds the degree of information reachable to human beings
in trendy. Be that as it may, as Verrecchia (2001) out, one simple suspicion of those papers is
that economic professionals' private fact is exogenously provided. Loosening up this suspicion, a
few examinations version non-public data received as an endogenous preference and reveal that
modern speculators have motivating forces to advantage non-public information completely
waiting for pending divulgences. These motivations increment with reporting recurrence for the
reason that Electronic replica on hand at: https://ssrn.Com/summary=1927696 2 higher reporting
recurrence offers complicated monetary experts greater chances to benefit from private

information.

39



It is subsequently attainable that an increasing number of visit economic reporting activates
better records asymmetry because of expanded non-public facts procurement sporting events by
means of superior speculators. Besides, no matter whether gradually successive reporting builds
the degree of statistics is hazy when you consider that it may affect the records from exceptional
assets. Gigler and Hemmer (1998) show that increasingly visit compulsory monetary exposures
can also lessen affiliation's deliberate revelations. Furthermore, high reporting recurrence may
additionally empower or demoralize data generation of economic go-betweens, as an example,
economic experts and the business press (Bhushan, 1989a and 1989b; Healy and Palepu, 2001;
Lang and Lundholm, 1993). In this manner, the difficulty of how financial reporting recurrence
impacts facts asymmetry turns out to be progressively muddled whilst we do not forget its
impact on other facts resources. Likewise, it isn't always clear thoughtfully how economic
reporting recurrence impacts the cost of price. While early works, as an example, Diamond and
Verrecchia (1991), have for the most part proposed that more divulgences bring down the
expense of price by way of lowering unfriendly determination and estimation risks, later
investigations have presented numerous views (Kim and Verrecchia, 1994; Zhang, 2001). What's
extra, Hughes et al. (2007) and Lambert et al. (2007) reflect onconsideration on the electricity of
growth and advocate that exposures haven't any effect on the rate of value at the off chance that
they skip on simply information on diversifiable risks. Steady with the numerous views in
hypothetical works, observational evidence is blended on the connection among divulgences and

data asymmetry.

Leuz and Verrecchia (2000) demonstrate that a promise to more revelations fundamentally
decreases facts asymmetry for 2 out of the three information asymmetry estimates they take into
account, however now not for the third degree, stock go back unpredictability. Van Buskirk
(2011) finds no evidence that the information asymmetry is lower for companies that provide
gradually visit divulgence of advertising and marketing projections. Likewise, earlier actual
investigations show blended evidence on the connection among exposures and the cost of cost.
Botosan (1997) reviews a negative connection between her self-advanced publicity document
and the company's cost of cost for companies with low investigator following, yet now not for
companies with excessive professional after. Botosan and Plumlee (2002) locate that the fee of

price diminishes in the yearly document divulgence level yet increments in the quarterly record
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revelation level. Francis et al. (2008) additionally exhibit that the connection with the fee of fee
takes on diverse signs and symptoms for various varieties of exposure measures. In general, the
mixed hypothetical and observational evidence proposes that the impact of financial reporting

recurrence on records asymmetry/value of fee remains a considerable actual issue

The troubles of financial reporting moreover arise in enterprise institutions where there are three
companies recorded within the Indonesia Stock Exchange which their every year financial
articulations got qualified assessment. Terrible satisfactory economic reporting causes the
economic reporting by way of the agencies had been not submitted on agenda. Inventory
alternate and it turns into an awful point of reference for the Indonesia inventory trade in which
there had been 5 groups did now not file their economic proclamation.

Corporate finance presents compelling arguments that firmlevel investment policies end up
suboptimal within the presence of information asymmetries amongst managers and capital
providers. Myers and Majluf bear in mind that a company so as to undertake a valuable
investment possibility should trouble commonplace stock to raise company’s coins [7].
Additionally, it's far taken into consideration that control is aware of extra about the
organisation’s charge than outdoor consumers. They propose that companies may additionally
refuse to hassle stock and this has an impact that they do now not benefit from present funding
possibilities. They have superior, below these assumptions, an equilibrium version of the
problem and invest choice. The model shows causes like that organizations generally tend to
depend on internal generated coins flows and to choose debt than equity if outside assets of
finance are desired. In the economic environment if there can be no facts asymmetry then
internally generated coins flows need to no longer straight away have an effect on investment
alternatives. But if records asymmetry dominates within the financial environment among
managers and shoppers then companies might rely upon internally generated coins flows on
investment picks if you want to finance their funding obligations. Of route, banks have more
access to private information about corporations evaluating to different public debt holders. It is
anticipated that internally generated cash flows are a whole lot much less full-size in investment
selection making method for financial group-debt financed companies in preference to public-
debt financed. Debt covenant that restrict managers’ opportunistic investments, through the debt

agreements, gives banks the possibility to mitigate facts asymmetry issues, however additionally

41



reduces the importance of internally generated coins flows on investment selections. Beatty et al.
Expand the research that examines the consequences of accounting superb on agencies’
investments, discussing the relation between monetary frictions and funding alternatives [8].
Their look at offers empirical proof about the effects of the deliver of financing to funding picks,
helping that accounting records reduces financing frictions, identifying that banks reduce
financing frictions thru informational and monitoring ways, because of this both getting access to
personal information or accomplishing direct monitoring. Beatty et al. Attempt to reconcile that
extra accounting nice allows lenders to decrease statistics asymmetry, which means that that
accounting splendid need to beautify investment efficiency even for debt financed groups. They
discover the results of lenders’ non-public statistics and the consequences of monitoring on the
economic reporting fine and how this incredible complements funding overall performance. In
unique, Beatty et al. Examine the effect of personal statistics and monitoring to coins flow
sensitivity of investment and specifically the internally generated cash flows Moreover they find
out how this sensitivity is reduced with the useful resource of the enhancement of monetary
reporting great. They finish, best for financially confined corporations, that personal statistics not
most effective lowers the funding-coins flow sensitivity, however additionally lowers the

significance of economic reporting satisfactory.

Beatty et al. (2008) inspect the relation amongst conservatism and debt contracts. In many
studies this relation has been proven: as an example, Watts (2003) gives an in depth description
of the relation among debt contracts and conservatism. As cited in advance in this thesis, lenders
call for conservative accounting of groups. They argue that if the employer prices of debt are too
immoderate and if litigation, tax and fairness desires for conservatism are low, then conservative
agreement amendment is executed. Then it is not for the enterprise its self-interest to file
conservative, due to the fact the litigation, tax and fairness needs for conservatism are low. Then
the lender positioned into effect the corporation with the useful useful resource of covenants in
debt contracts to file greater conservative. An example of such conservative contracts
modifications are profits escalators. Income escalators are systematic changes that exclude a
percentage of powerful income even as the current covenant threshold is decided (Beatty et al.,
2008). An example of an income escalator is a covenant in a debt agreement that states that to

begin with, internet property must be as a minimum one million dollar and that ultimately, every
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3 hundred and sixty 5 days fifteen percent of the net profits must be retained and is added to the
reserves. This avoids that businesses take too much danger via using unwarranted shelling out of
dividend or a purchase of very personal stocks which results in low fairness, i.E. Extra hazard for
creditors. In case that the commercial enterprise employer faces losses, there may be no growth

of the quantity stated within the covenant, but additionally no decline.

The have a look at of Beatty et al. (2008) covers the period 1994-2004. Their sample consists of
2096 groups which is probably placed inside the USA. With a regression system they look at the
association among accounting conservatism and profits escalators. Other variables which can be
taken into consideration are proxies for litigation call for, tax demand and fairness holder call for
for conservatism. At the instantaneous that a organization reviews no longer conservative
sufficient within the opinion of lenders, they will use earnings escalators to enforce extra

conservatism

The important detail of this take a look at is that once a desired setting body like US GAAP
could make accounting standards which might be less conservative (e.G. Greater use of sincere
price accounting), banks and one-of-a-kind lenders will appoint earnings escalators or other

covenants to compensate the reduced conservative accounting requirements.

Is economic reporting fashioned thru fairness markets or with the useful resource of debt

markets? An worldwide study of timeliness and conservatism. - Ball, Robin and Sadka (2008)

Beatty et al. (2008) have a have a look at the relation amongst accounting conservatism and debt
covenants. Ball et al. (2008) examine the relation amongst conservatism and the debt and
fairness market. The studies are based definitely totally on theories. The first one is the
contracting concept, which means that that especially conditional conservatism arises, due to the
reality lenders name for that companies understand losses quicker than profits. Lenders call for

added conservatism to lessen their downside danger.

The unique concept is primarily based definitely totally on fee relevance and has to do with the
fairness market. The idea states that there can be a symmetrical relation amongst income and
inventory returns. The financial statements should deliver facts that help shareholders in their

investment preference. Shareholders do no longer offer desire to accounting conservatism,
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because of the fact the overall performance of the employer is then undervalued. With greater
unbiased economic declaration facts a shareholder has better opportunities to make his funding
choice.

So these theories consequences in a battle of pastimes, due to the reality creditors desire greater
conditional conservatism but shareholders need more independent financial statistics what may
be finished with greater truthful price accounting. A company reviews extra unbiased at the
identical time because the valuation on the stableness sheet corresponds extra with the actual fee
of the property and liabilities. Lenders pick out conservatism because of the reality the drawback
risk lower. Shareholders determine upon greater impartial statistics because of the reality then
greater records is integrated in the monetary statements. If a organization use more accounting
conservatism no longer all sales are diagnosed inside the earnings announcement and thru way of
this shareholders have plenty less modern-day data. With extra modern records a shareholder is
better be capable of take an investment choice. So, to serve every pastime, the agencies have to
discover a stability inside the diploma of conservatism.

The have a look at of Ball et al. (2008) covers the duration 1993-2003. The studies are carried
out in 22 worldwide locations and their pattern is 80272 financial years. After evaluation of the
records, Ball et al. (2008) give up that businesses satisfy the debt markets’ name for f conditional
conservatism in economic statements. However, this leaves the equity markets opposite demand
of independent reporting unfulfilled. Therefore the authors end that the contracting concept is

extra vital than the price relevance concept.

The authors furthermore take a look at whether the size of the fairness and debt marketplace
impacts the diploma of conservatism. The assumption is that a bigger debt market favored that
companies record more conservative. The marketplace length is measured with the gross
countrywide product of a country. The assessment of the records suggests that the debt market
length have an impact on. The massive the debt market in a country is, the extra conditional
conservatism is demanded from the creditors. For the equity marketplace no such relation was

found.
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Zhang (2008) suggested with this empirical take a look at that debtors gain ex-ante of accounting
conservatism, because of the truth hobby expenses is probably decrease. On the alternative hand
lenders advantage ex-placed up, due to the fact the downside threat reduces. This is due to the
fact a business company this is extra conservative is much more likely to violate the covenants.
He explains this with the following instance. Suppose a covenant states that debt divided with the
useful resource of EBITDA (earnings earlier than interest, taxes, depreciation and amortization)
isn't always allowed to exceed three. At the instant that a enterprise corporation faces a awful
three hundred and sixty 5 days, EBITDA will lower and the ratio will probable exceed 3 and
therefore violate the covenant. A firm it is accounting conservatively is much more likely to have
a decrease EBITDA, because of the reality they apprehend and method losses earlier. In that
manner the covenant might be violated earlier on. When a covenant is violated it's far a signal for
the lender to take steps, e.g. Boom the interest expenses to compensate for the elevated danger.
They indicates in his look at that conservative borrowers will violate covenants in advance and
that that is in advantage of the creditors, due to the fact they get quicker an ex-submit signal and
then they could take movement. One trouble that | virtually have to say here is that borrowers
want to not have the possibility to govern their earnings as short as it is probably that they may
be going to violate covenants. In that case the ex-positioned up gain of the lender can be
prolonged lengthy gone. However, in different research numerous advantages of conservatism to
the lender are said, like reducing the downside chance. So whilst there is profits control and the
benefit described above does not exist anymore to creditors, it does now not imply that the

creditors haven't any benefits anymore.

In the conclusion of the detail, the author states that besides the blessings of accounting
conservatism to creditors there also are benefits to the borrowers. This due to the reality the extra
conservative a corporation is, the lower the interest price may be. So, every creditor and
borrowers benefit from a greater conservative manner of drafting the economic statements. By
figuring out what the first rate stability of accounting conservatism is, is it critical to remember
that there also are distinct users of the monetary statements for whom greater accounting

conservatism may be bad.

For instance, Fariba and Mehran (2016) examined the impact of economic reporting fine and

investment possibilities and dividend based totally on preference making of Insurance companies
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in Iran. They located that, funding opportunities and exceptional of company financial reporting
has a brilliant relationship with dividend insurance and investment selections Nwaobia, et al
(2016) explored financial reporting pleasant on consumers’ selections the usage of 10 selected
manufacturing groups listed at the Nigerian Stock Exchange Market blanketed duration of 2010-
2014. Correlation matrix, Vector automobile regressive estimation and Pooled OLS version were
employed for the assessment. Data used proxied as accrual incredible, quantity of funding, Size,
age and increase rate and income in keeping with share. They observed that there has been a nice

association among buyers’ decision and financial reporting quality.

Chan-jane , Tawei and Chao-jung (2015) investigated the affiliation among funding selections
and monetary reporting superb in the context of own family agencies versus non-family agencies
the use of a pattern of indexed groups in Taiwan from 1996 to 2011. Their findings advised that,
own family organizations are much more likely to under-invest than non-circle of relatives
businesses on the manner to defend their socio emotional wealth, and monetary reporting
splendid is extra negatively associated with circle of relatives organizations’ below-investment
behavior. The existence of internal financing channels attenuates this negative affiliation and
have a look at does now not find a large role on such affiliation at the same time as a family
member serves because of the fact the leader government officer. They contributed to the
literature on the relation among financial reporting first-rate and funding alternatives by
highlighting the precise developments of circle of relatives organizations. Other research use the
predicted funding model to estimate the importance of the deviation from the predicted degree of
funding to proxy for funding inefficiency. The deviation is captured thru the use of the excessive
nice or poor residuals from the predicted investment model and is denoted as the extent of over-

investment or underneath-funding.

For example, McNichols and Stubben (2008) used publicly-traded businesses imagined to have
manipulated earnings and show that the ones companies over-make investments extensively in
capital expenditure during misreporting period however now not accomplish that after the
misreporting period and used all publicly-traded companies (besides economic establishments) in
the US. Biddle, Hilary and Verdit (2009) confirmed a bad association amongst financial
reporting extraordinary (proxied with the useful resource of the usual deviations of discretionary
accruals) and every underinvestment and over-funding in R&D, capital expenditure and
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acquisition, suggesting financial reporting first-class can mitigate each beneath-funding and
over-funding. In a setting of personal businesses in growing markets ,Chen, Hope and Wang
(2011) observed a horrible, association among monetary reporting excellent (proxied via
discretionary accrual) and funding inefficiency of capital expenditure and R&D expenditure.
Such affiliation is laid low with economic institution financing and the incentives to lessen

earnings for tax purposes.

Capital organizations to businesses in the European Union lease panoply of gadgets and
financing preparations along aspect: personal and public equity, economic organization and
securitized debt, convertibles and awesome hybrids, easy and quasi-business loans, government
gives, rentals, assignment bonds, derivatives, undertaking capital, business enterprise angels, hire
purchase, and asset-sponsored finance. Further, a percentage of shorter-term financing is
conventionally dealt with through way of using many three companies as a issue of longer-time
period capital, and such financing can include: change credit rating score, overdrafts, lines of
credit score, short-time period loans, debt factoring, invoice discounting, and numerous short-
term debt securities. At the extent of small and medium sized enterprises (SMEs), Tucker and
Lean (2001) discover the type of financing resources for UK organizations within the face of
detrimental choice and ethical threat, drawing upon survey evidence which indicates that outside
finance derives predominantly from traditional assets for smaller businesses, and that an fairness

hollow in location of a debt hole exists for such corporations.

A check through manner of the Competition Commission (2002) indicates that the chief sources
of finance for UK SMEs are loans (38%), overdrafts (24%), rent purchase (22%) and leasing
(22%), with distinctive sorts which include factoring and invoice discounting concerning a far
smaller percentage of organizations. Hewitt (2003) examines asset finance inside the UK and
observes it to be a large form of finance for SMEs, with such finance considerably focusing on
balance sheet values in area of at the coins flows. More nowadays, Kramer-Eis and Schillo
(2011) focus on the equity finance hole by using the use of manner of analyzing enterprise angels
in Europe with a selected focus on Germany, and discover that there may be large greater call for

for early-level financing inside the absence of a relatively superior market for task capital.

47



To illustrate the link among SME financing and accounting requirements in transition
economies, Barth et al. (2011) find out that organizations the use of International Accounting
Standards and which have interaction outdoor auditors revel in less tough access to much less
costly monetary organization finance. At the volume of the larger listed organization, Beattie et
al. (2006) survey UK agencies and discover that they will be heterogeneous of their capital shape
selections, that financing picks are the stop end end result of complex group techniques and that
every the trade-off and the pecking order 4 idea can help to offer an purpose for placed financing

behaviour.

Peek et al. (2010) discover that the claimholders of public organizations in Western European
international places have a extra demand for publicly said accounting records than the
claimholders of personal corporations, and that creditors from worldwide places with sturdy
creditor protection name for extra timely accounting reputation of economic losses than of
monetary profits, at the equal time as shareholders from worldwide locations with sturdy investor

protection do not.

In a concept check, Dutordoir and Van de Gucht (2007) query why massive European groups
characterized with the resource of huge scale and small capital trouble expenses will be
predisposed to trouble convertible debt in preference to have interaction in more traditional
financing. Their protection desire version illustrates that convertibles are hired as ‘sweetened
debt’ in preference to as not on time equity, in contrast to america experience. With regard to
financing patterns in Europe greater usually, Murinde et al. (2004) version empirically European
enterprise forms of organization financing and find out proof of a convergence of EU monetary
structures in the course of the Anglo-Saxon version, thereby illustrating a sturdy reliance on
inner financing and monetary markets-primarily based definitely debt and equity capital, with

bank debt diminishing in importance.

Deeg (2009) studies internal range inner countrywide fashions of European capitalism and
reveals that few agencies have moved to a cutting-edge and further worldwide institutional
context and far from domestic establishments and guidelines. Whilst he observes evidence of
growing diversity for the motive that early Nineties, some staying power is apparent in country

wide financing styles. In terms of the equity market, a European Commission RICAFE file
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(2005) well-known that threat capital provision can create greater fee inside the presence of more
accounting records assessment and that the challenge capital market in Europe requires similarly

improvement.

In evaluation, Bodie and Briére (2011) argue that traditional equity has turn out to be lots much
less suitable for the desires of prolonged-time period customers within the five western
international, and that the point of interest of customers need to rather be on inflation-related
bonds, very prolonged-dated bonds, undertaking bonds or maybe new by-product merchandise
on the concept that such customers can not count on all of the dangers in more turbulent markets.
Thus, the critical factor literature on capital agencies has a bent to attention on issues of capital
form aggregate, the presence or in any other case of a finance hole, scale effects on capital
provision, and variations in financing patterns at some stage in nations. Financial reporting
problems are frequently embedded in variable definitions and size. Three. How do fairness
holders and their marketers use financial statements of their very own accord and of their models
and awesome metrics? The IASB Conceptual Framework (1989) identifies fairness investors due
to the fact the precept individual organisation for whom the economic statements are prepared.
As an entire lot as their feature consists of assessing the stewardship of the manage, the main
popularity of fairness buyers is to decide about their investments in finding out whether to shop
for, maintain, or promote. This is the ex-ante or valuation role of accounting statistics (Beyer et
al., 2010). Literature on the valuation feature of accounting data normally assesses how specific

accounting based surely data influences the valuation of inventory.

From the early proof of Ball and Brown (1968), who studied the impact of accounting income on
the atypical returns, to the theoretical version of Ohlson (1995), who finished a framework
referring to proportion costs to ebook values and income, many research have been performed on
this place. In modern-day years, studies on rate relevance have targeted on worldwide variations
and the outcomes of 6 differing types accounting information on charge relevance. The adoption
of International Financial Reporting Standards (IFRS) as an occasion has triggered many
research that check out the effects of such adoption and the usage of IFRS-based absolutely

accounting numbers with the aid of the usage of way of investors and their dealers.
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Daske et al. (2008) locate that IFRS adoption will growth marketplace liquidity and equity
valuations, and reduces the cost of capital in international locations in which agencies have
incentives to be apparent and in which criminal enforcement is strong. IFRS disclosures are also

a important supply of facts for shoppers and analysts as they lower uneven records.

Hodgdon et al. (2008) discover that compliance with the disclosure necessities of IFRS improves
analyst forecast accuracy. The blessings of IFRS adoption for analysts is also relying on
enforcement regimes and company incentives as Byard et al. (2010) find that analysts’ forecast
mistakes and forecast dispersion decrease for obligatory IFRS adopters domiciled in
international locations with each robust enforcement regimes and domestic accounting
requirements that fluctuate considerably from IFRS. Their have a look at famous that if the
enforcement regime is willing and home requirements aren't appreciably splendid from IFRS,
forecast mistakes and dispersion lower for agencies with stronger incentives to interact in

obvious financial reporting.

A modern-day-day observe through manner of Landsman et al. (2012) reveals that the
information content material cloth of earnings announcements will increase for compulsory IFRS
adopting international locations with the aid of the use of lowering the reporting lag, developing
analyst following, and growing overseas funding. Analysts who act as statistics intermediaries
for shoppers additionally use accounting information to generate their stock advice and
valuations. An early have a examine by means of the usage of way of Govindarajan (1980)
exhibits that the focus of analysts is extra on income than coins flows, a locating confirmed in

later research.

In their seminal test, Previts et al. (1994) of their content material assessment have a have a look
at locate that analysts: base their guidelines in big element at the profits declaration in desire to
the stableness sheet and cash waft assertion; disaggregate the agency into its segments; and
region EPS, middle income variability and profits momentum at the centre in their evaluation.
Further, they discover that analysts examine property and liabilities on a fee in preference to a
marketplace price basis, that non-GAAP cash go with the flow schedules are not unusual, and

that nonfinancial records which includes enterprise employer threat and technique is well-known.
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Barker and Imam (2008) discover that accounting-based statistics concerning income

outstanding exerts a great impact at the assessment and tips in analysts’ reviews.

This is later showed with the useful resource of Orens and Lybaert (2010) who find out that extra
non-financial statistics is hired at the same time as income are less informative. Thus, the
important thing issues here will be inclined to interest on stewardship, the fee-relevance of
accounting facts, the impact of IFRS adoption on traders, and the contribution of economic
reporting and associated records to equity investment recommendations. Four. How do debt
holders and their entrepreneurs use financial statements in their non-public accord and in their
fashions and exclusive metrics? Traditionally, carriers of debt capital and their dealers have used
accounting facts for a plethora of functions. Arguably, initial and ongoing assessment of a
functionality and/or contemporary borrower's creditworthiness has been the most essential
problem (Beaulieu, 1994). At the same time, lenders and specifically banks also use monetary
announcement statistics for specifying 8 covenants in debt agreements, most of the people of
which rely on said stability sheets and income statements (Smith and Warner, 1979; Leftwich,
1983). Principally, banks and other agencies of debt capital use accounting facts to expect the
opportunity of employer default so you can informing their lending choices. In the context of
expert structures, in which lending officers are chargeable for the remaining granting of a
mortgage, every quantitative and qualitative risk component are taken beneath attention (Carey,
2001). The quantitative elements are usually extracted from audited financial statements and
offer a top level view of the profitability, liquidity, capital shape and cash flow producing
capability of the potential borrower. Meanwhile, the qualitative factors, together with control
enjoy and organisation perspectives, are each received right now from the borrower or arrived at
due to the lending officer's judgement. However, because of the dearth of consistency and rate
problems regarding professional structures, debt capital groups rapid grew to turn out to be to

guantitative models to evaluate the creditworthiness of corporations for financing capabilities.

The majority of information used within the ones early fashions consisted definitely of
accounting records and financial ratios extracted from the audited monetary statements of
defaulted and surviving companies for the cause of organising a reference model that might
classify organizations correctly. Interestingly, the predictive functionality of financial ratios has
no longer declined considerably through the years; that decline, but, is offset thru an
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improvement inside the incremental predictive potential of marketplace-associated danger
elements, consequently highlighting the ever growing reliance on marketplace-based danger
ratios (Beaver et al., 2005). Nevertheless, the more stringent capital necessities imposed with the
aid of using way of regulators introduced about capital organizations producing greater correct
credit score assessment fashions as a manner to optimize capital allocation and in the end boom
profitability. These models started out out out incorporating non-financial risk elements. For
instance, German banks use qualitative elements of their in-house lending models; with most of
them arguing that the inclusion of “gentle” elements in truth improves default prediction. This is
also the case in huge US banks. More specifically, the models incorporate a business enterprise’s
positioning in the enterprise (market percent), the wonderful of manage, the high-quality of
collateral or guarantees for precise financing structures, market positioning or even the exposure
to litigation or environmental criminal obligation. This interaction of quantitative (financial) and
non-quantitative (non-economic) facts in internal score models generally improves their

performance, irrespective of the specification of those models (M&hlmann, 2004).

In the context of SMEs, information opaqueness is greater incredible (Binks and Ennew, 1997).
In such conditions, information of every a quantitative and qualitative manner can go along with
the glide from the corporation to the capital issuer with out the intermediation of the posted
economic statements. Equally, lenders will request records that might bypass above and past
what companies may want to display of their monetary reports. Indeed, many banks request and
function access large debts of aged debt, receivables and payables, which lets in them to evaluate
their clients’ cash go along with the go with the flow generating capability and debt insurance.
Meanwhile, the terrific of economic data is also essential to debt agencies. A conservative
approach to monetary reporting permits corporations to understand terrible information in a
properly timed manner, for that reason decreasing any organisation expenses related to debt
financing and in the end reaching a lower price of capital (Guay, 2008). Equally, properly timed
incorporation of monetary losses in economic statements will growth their credibility and brings
about many advantages, which include first rate debt agreements with financial establishments
and powerful organization governance mechanisms (Ball, 2001; Arvanitidou et al., 2010). In
addition, economic facts, at the element of the internal control mechanisms decided without
delay with the resource of creditors, dictates to a terrific quantity using financial covenants, with
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lenders lowering their use of monetary statement primarily based clearly covenants for
organizations experiencing material internal manage weaknesses (Costello and Wittenberg-
Moeman, 2010). There is a documented fashion of financial group creditors implementing lots
much less stability sheet covenants because of the use of the steadiness sheet method (Demerjan,
2011). Finally, credible economic facts furthermore advantages capital providers as dependable
monetary reviews are important for banks to raise capital, however the reliability of these
reviews is primarily based upon on customers’ perceptions. Thus, there's an incentive for
banking institutions, especially small specialized ones, to engage in (sometimes pricey) physical
sports of verifying the credibility of their economic statements with the assist of outside audits.
Hence, the presence of audited financial statements in itself communicates credible records
which in flip facilitates small banks lower financing frictions while trying to accumulate outdoor
financing, especially in times of economic tightening and exogenous liquidity constraints (Lo,
2011). Thus, the crucial problem issues in the debt capital literature are the usage of monetary
reporting statistics to installation the degree of creditworthiness of ability borrowers and inside
the estimation of default risk, the usage of quantitative in preference to qualitative statistics to
gauge risk, and tackling the information asymmetry hassle implicit in debt funding, and
especially glaring for SMEs. Five. What is the general use of financial declaration statistics and
the way does this look at with man or woman desires? In the last 90 years the evolution of
accounting principle has been dramatic. The reason of accounting because the matching of fees

with earnings has evolved to the adoption of market-based accounting.

Today the primary attention on monetary reporting, which can be described because the
conversation of accounting information about an entity to patron businesses (Higson 2005), is to
provide useful economic facts about the reporting entity to capital carriers (traders and creditors)
in preference making, and to help them to assess the future internet coins flows of the entity
(IASB, 2010). The call for for honest price accounting may be described through way of fairness
charge statistics desires. Shareholders use marketplace-based accounting statistics for a higher
know-how of what fairness is truly well worth (Penman, 2007). A good sized considerable
variety of empirical research suggest that fair charge is the most applicable accounting degree for
selection making relative to historical fee accounting (Landsman, 2007). In addition, the needs

for such economic information can range from professional customers (collectively with
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economic analysts) to the person 12 customers (Beaver, 1998). Future-oriented disclosures and
predictive values are simply center additives of economic statements for the capabilities of
selection making. However, traders commonly delegate selection making to managers (GJesdal,
1981).

The courting amongst managers and shoppers is mentioned inside stewardship idea, which
requires managers to behave in the interests of shareholders as a efficient agent, hazard bearer,
and facts agency (Beaver, 1998). It is argued that there is a desire for ancient fee accounting over
destiny-orientated information underneath the stewardship objective in earlier research
(GJesdal,1981). But nowadays honest values are argued to boost the stewardship characteristic
for monetary reporting due to the reality the values of belongings at disposal are contemplated
inside the financial statements (Barth, 2006). Furthermore, honest charge accounting gives
statistics about fairness fee and the stewardship of the manipulate to customers (Penman, 2007).
Even notwithstanding the truth that financial statements offer useful records for choice making
and severa control mechanisms, the use of accounting records can be laid low with numerous

endogenous and exogenous elements (Ball, 2006).

Riistama and Vehmanen (2004) argue that the goals of SME customers range from the ones in
multinational companies. The price of fairness in SMEs is much less essential than their
profitability or liquidity (Evans et al., 2005). These findings provide a few evidence regarding
how SME monetary statements are utilised in every different way. For instance Evans et al.
Suggest that research achieved in the UK famous that the tax authorities, banks, lenders and
bosses are the important clients of the economic statements of SMEs. The fee of financial
statements in SMEs may be wonderful thirteen from market-based totally definitely corporations
due to the fact the latter are issue to monitoring requirements for their operational and financial
sports. Thus, the critical element issues right here embody the underlying function of economic
reporting from a stakeholder mind-set, the evolution of accounting statistics to arrive at sincere
charge, variations in use of such records thru using specific stakeholders, and the drivers of
economic reporting data and its very last use. The relevance and reliability of financial facts

encapsulate a whole lot of the literature in a summative experience
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Zhang (2009) showed that there are blessings of accounting conservatism to creditors and
borrowers. Li (2009) studied the conservativeness of financial reporting systems in global places
everywhere in the worldwide. She moreover investigated the relation among the
conservativeness of the economic reporting device and the rate of capital in one among a type
global locations. The end result of the studies is that the extra conservative a country’s financial

reporting tool is, the decrease the not unusual value of capital is.

The area of expertise of this research is that no longer best the rate of debt is tested, however
furthermore the charge of fairness. Creditors have an interest in the conservativeness of agencies
so that they've prevention of excessive dividends distribution. For equity holders it is essential
that the records asymmetry among managers and shareholders is decreased. Managers have
incentives to overstate unverifiable profits and understate unverifiable losses. Therefore
accounting conservatism, that is just the opposite, can partially save you this information
asymmetry and serve the interest of equity holders. This is contradictory to the belief of Ball et
al. (2008) due to the reality they emphasize that equity holders are much less interested in

conservative reporting, however as a substitute in more unbiased economic reporting.

The research of Li (2009) covers the length 1991 and 2006 and the pattern period is one hundred
forty. 774 enterprise years for the fee of debt and sixty-.292 employer years for the value of
fairness. In this have a look at 31 nations are tested on the degree of conservatism of the financial
reporting systems. Li (2009) used several measures of conservatism and additionally certainly
one of a kind measures of the fee of capital. All analyses resulted inside the identical end that

conservative accounting requirements in a country bring about decrease prices of capital.

The importance of independent monetary facts to conventional placing our bodies has extended
the last few years. This is also because of honest price accounting. Conservatism has truely the
alternative effect and outcomes in plenty a good deal much less impartial monetary data. In this
newsletter it is confirmed that conservatism has its blessings by way of manner of reducing the

commonplace rate of capital.

Ahmed et al. (2000) examine the location of accounting conservatism on mitigating bondholder-

shareholder conflicts over dividend insurance. They use the following definition of accounting

55



conservatism: “accounting conservatism is the extent to which internet property are continuously
understated relative to their market values”. To diploma this they use the e book to marketplace
ratio described earlier in this thesis, the steadiness primarily based completely honestly diploma

of conservatism.

They take a look at out the following hypotheses. The first states that agencies that face more
bondholder-shareholder conflicts are more conservative of their economic reporting.
Shareholders need as many dividends as viable and this may bring about a transfer of wealth
from bondholders to shareholders, because of the reality in case of problems too much dividend
has been paid to the shareholders and the belongings left for the bondholders have a good deal
much less price. The second one is set the terrible relation among accounting conservatism and
the rate of debt.

They use 4 proxies for measuring bondholder-shareholder conflicts approximately dividend
coverage which may be: taking walks uncertainty, leverage, dividend payout and stuck asset
intensity. The final one seems to be now not of big having an impact on accounting
conservatism. For the second one hypothesis they use the Standard and Poor’s senior debt scores
as proxy for the price of debt. They find out that there exists a sturdy relation some of the rate of
debt and accounting conservatism. As soon as conservatism decreases, lenders face extra threat

and ask better interest chances. This consequences is an increase of the rate of debt.

This have a look at consists of periods of six years. The first duration is from 1987 until 1992
and includes 581 agencies. The 2d length is from 1993 until 1998 and embodies 702 businesses.
In their give up the United States that companies that face extra and severe conflicts
approximately dividend coverage will be predisposed to be extra conservative. Another very last
effect of their observations is that organizations which can be greater conservative are able to get
debt at decrease fees. Those effects guide the notion that accounting conservatism performs a

function in inexperienced contracting.

This article is the finalization of the studies of the previous article, and it consists of some
improvements. For example, within the preceding studies of Ahmed et al. (2000) handiest the e-

book to marketplace ratio is used to measure accounting conservatism, in the ones research

56



additionally the accrual primarily based degree of conservatism is used, that may be a earnings
based totally absolutely diploma of conservatism. There is likewise a exchange in proxies: the
primary one is the sum of general accruals besides depreciation, the second is the quantity of
dividends and the 1/three one is leverage. The proxy for debt is unchanged. They argue that
conservative accounting reduces earnings and retained earnings quantity utilized in debt
contracts which can be used to constrain dividends. So the extra conservative a firm is, the more
no longer going that they'll pay immoderate/company killing dividends. When bondholder-
shareholder conflicts are extra immoderate, the threat on such dividends is likely to be extra
important. So, on the identical time as corporations are greater conservative bondholders might

be given lower fee of pass again in mild of the lower risk of immoderate dividends.

In their conclusion the country that accounting conservatism seems to mitigate bondholder-
shareholder conflicts over dividend coverage and reduce the rate of debt. As inside the preceding
paper, they finish that corporations managing more extreme bondholder-shareholder conflicts
over dividend coverage choose out more conservative accounting. Also, the second give up that
greater conservative corporations are able to get debt at decrease fee, is ordinary with their

previous paper and with other research.

Nikolaev (2010) gives a test of agencies that depend on covenants in their public debt contracts
and he investigates whether or not or now not they apprehend financial losses in earnings in a
greater well timed style. Debt contracts is a key purpose of conservatism, due to the fact the
contracts pressure organizations to be in a positive degree conservative otherwise even as the
settlement isn't fulfilled this have monetary results for the company. Ahmed et al.(2002) that
conservatism permits to resolve troubles among bondholders and shareholders.

Further he states that primarily based upon earlier studies public bondholders have extra interest
by timely loss recognition compared to awesome creditors/banks, due to the fact they've got
plenty a great deal much less manage over control actions and characteristic lots much less
incentives to expose managerial actions. After that he furthermore mentions that there may be a
hyperlink among debt covenants and opportunistic conduct of a manager within the period in-
between that a organization is in a awful economic scenario. Without debt covenants there may

be a possibility that an excessive amount of coins is transferred to the shareholder. He that the
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overall performance of covenants is anticipated to be superior with the aid of using manner of
properly timed loss recognition. Based upon the belief that accounting serves contracting wishes
(Watts & Zimmerman, 1986) using debt covenants must result in an increased name for for well

timed loss popularity.

Nikolaev (2010) makes a distinction among non-public debt and public debt. Public debt holders
(bondholders) are more likely to demand timelier reputation of losses. Reasons that public debt
holders have extra interest in timely loss recognition is that a public debt holder have much less
control on a firm. A public debt holder is a smaller celebration than a private debt holder and by
using this he has tons much less opportunities to negotiate with the corporation approximately
debt contracts. The private debt holder gets greater and quicker statistics approximately the
organization and features the opportunity to quick intervene at the same time as something going
wrong with the enterprise organization. A public debt holder has therefore tons much less
possibilities, however will positioned into impact corporations to do no longer take too much

threat and consequently accounting conservatism is a solution.

Nikolaev’s (2010) information is extracted from the Mergent Fixed Income Securities Database,
from which he counts the amount of covenants within the contracts. He moreover constructs
proxies to diploma using accounting in covenants. Finally, he makes use of for his have a take a
look at 5420 organization yr observations at 2466 companies inside the duration of 1986 till

2006. With some proxies for using debt covenants the degree of conservatism is anticipated.

Following Basu (1997) he defines properly timed loss popularity due to the fact the diploma of
recognition of economic losses over economic income. Finally, he concludes that the extra a
organization relies on defensive covenants in its public indentures (a written contract among a
bond organization and bondholder) the greater its diploma of well timed loss recognition. He
moreover finds that debt contracts of firms which use covenants notably display off a significant
growth in well timed loss popularity inside the years after the debt troubles. Apparently nicely
timed loss popularity is promoted with the useful resource of reliance on covenants.
Furthermore, the presence of private debt weakens the relation among loss recognition and
covenants that is normal with the lower call for for reporting timeliness in non-public debt

marketplace in comparison with the general public debt market, as defined above.
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Verrecchia (2001) elements out, one commonplace assumption of the theoretical research on
disclosure decreasing statistics asymmetry is that traders’ private records is exogenously
endowed. Relaxing this assumption, numerous studies version private statistics acquisition as an
endogenous decision and display that it is able to widen the statistics asymmetry amongst
knowledgeable and uninformed traders preceding to scheduled disclosure (Kim and Verrecchia,
1991; Demski and Feltham, 1994; McNichols and Trueman, 1994). Because each financial
reporting represents an opportunity to make the most of private statistics, higher reporting
frequency encourages knowledgeable buyers to collect personal information, thereby growing
facts asymmetry. Common reporting may also want to modify the facts manufacturing of
economic intermediaries along with financial analysts and the enterprise press. On one hand, the
effect can be bad due to the fact extra frequent financial reporting enriches the information set
publicly to be had to investors, thereby lowering the value of records provided by means of way
of records intermediaries (Healy and Palepu, 2001). On the alternative hand, the effect may be
excessive first-class because greater not unusual economic reporting reduces the statistics
acquisition prices of these intermediaries, allowing them to provide facts of higher first rate
(Bhushan, 1989a and 1989b; Lang and Lundholm, 1993).

The consideration of the impact on different facts resources similarly complicates the question of
the way economic reporting frequency influences facts asymmetry. Leuz and Verrecchia (2000)
look at the effect of adopting extra laborious economic requirements on statistics asymmetry the

use of a sample of German businesses that voluntarily transfer from German GAAP to an

We use measures — bid-ask unfold and price impact to proxy for records symmetry The first
diploma, bid-ask spread, is a common diploma of statistics asymmetry. The more severe the
statistics asymmetry, the wider the spread important to cover higher predicted marketplace-
maker losses from buying and selling with informed investors. We study Mohd (2005) and Silber
(2005) and calculate every day bid-ask unfold as (Ask — Bid)/ ((Ask + Bid)/2). Since in our
sample duration the bid-ask unfold may also moreover seize the difference some of the everyday
low and day by day immoderate costs, we regress our raw unfold degree on the each day
absolute go back for each organization three hundred and sixty five days and use the anticipated
intercept term in our empirical analyses. Our 2d degree of facts asymmetry, fee effect, is a
degree of illiquidity encouraged by using Amihud (2002). This proxy is meant to capture the
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ability of an investor to exchange in a inventory without moving its rate. Following Daske et al.
(2008) we calculate illiquidity due to the fact every yr median of the Amihud (2002) illiquidity

measure (i.e., each day absolute go again divided with the resource of the $ trading amount).

2.2 Hypothesis:

Ho: Quality of financial reporting has significant and positive relationship with equity

returns.

H1: Quality of financial reporting has no significant relationship with equity returns.

This study uses monthly closing prices of 36 stocks listed at Karachi Stock Exchange (KSE) and
36 companies of China for the period 20011 to 2017 which fulfills following criteria. Sample
comprises of 18 companies that were awarded with best corporate and sustainability award and
18 companies from similar sectors but were not such awarded. List of companies that won the
award of Best corporate and sustainability reports will be obtained from website of ICAP. Stock
prices and KSE index data is obtained from websites of business recorder and Yahoo finance

respectively. The sources are considered as reliable sources of information.
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CHAPTER NO.3
METHODOLOGY AND DATA DESCRIPTION

3.1Methodology and Data Description

3.1.1 Data set and Sample

This research uses monthly closing prices of 36 companies of Pakistan stock exchange and 36
companies of China for the period of 2011 to 2017 on the base of Market capitalization. The
reason choose just 36 companies to limited availability of data. Convenient sampling method is

used.

For Pakistan, monthly stock prices has been collected from Business record website. For China,
monthly stock price data has been collected from OSIRIS database and Taiwan Economic
Journal database (TEJ). Both countries financial reports have been collected from company’s

official websites. Sources of information consider as reliable source.

3.1.2 Data

The data is collected from 2011 to 2017 June. The description of variables is given below:

Variable Definition
Rft Risk free Rate
MKT¢ Market Premium = Rm — Rf
SMB: size premium=Small — Big
QFRP: Quality of financial reporting premium=return
of high quality firm-return of low quality firm

3.2Methodology:
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In Capital Asset Pricing Model Market premium is the only element which influence the returns
but as per Arbitrage pricing Theory there are so many other elements that can be influence on
returns , similarly Fama and French (1992, 1993) identify three factor model in which size
premium , value premium and market premium used. To analyze the effect of a new factor i.e
quality of financial reporting on stock return ,Fama and French three element model

methodology has been adopted.

Below is the construction of the portfolios:

3.3Portfolio Construction.

1. To indicate the size sorted portfolio, 36 companies market capitalization has been
calculated that all companies have arraigned on the basis high market capitalisation to
lowest market capitalization.

2. Top 18 companies have been grouped B and bottom 18 companies have been grouped S.
Also average return of both groups top companies and bottom companies have been
calculated.

3. 18 (B) sample companies further divided in two groups on the base of high and low
turnover Ratio , top 18 companies divided in to two groups , 9 companies have high
turnover ratio that named as B/ HQFR and 9 companies have low turnover ratio that
named as B/ LQFR.

4. Similarly the sample of 18 (S) companies divided in to two groups on the basis of high
and low turnover ratio. 9 companies have high turnover that named as S/HQFR and 9
companies that have low turnover ratio named as S/LQFR.

5. Above method has been repeated for each year 2011 to 2017 an d4 4 portfolio have been
created.

This study does not modify or develop the methodology to measure the quality of financial
reporting rather follows the Barth, Cram, & Nelson (2001) (BCN hereafter) model. Several
studies use BCN (2001) model to assess power of current period accruals in predicting future
cash flows (Johnson & Ramesh 1986; Finger 1994; Dechow et al. 1998; Othman 2012). The
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model suggests that future operating cash flows are predicted by current disaggregated earnings.
The model emphasizes significance of accruals given that information reflected by these accruals
regarding future cash flows is used by investors to predict firm’s future cash flows. The model
implies that investors are better off by using these accruals rather than realized cash flows in
predicting future cash flows.

The quality of financial reporting measure is obtained from residuals of regression from next
period cash flows and lagged period’s earning component. These earning components are cash
flow from operations and accruals segment of earnings. Accrual accounting is considered as a
better indicator of firm’s performance than current period’s receipt and payment. On basis of this
assumption, forward looking nature of accruals such as receivables can be assessed. The
residuals obtained from equation given below provide a firm-specific measure of financial
reporting quality. Absolute values of residuals are used, denoted by |ei,t+1|, as proxy measure of
financial reporting quality (QFR hereafter). The obtained residuals reflect magnitude of future
cash flows unrelated to current disaggregated earning (Cohen 2008). Hence, lower value of
residuals represent a higher financial reporting quality choice by firm. Lower the value of
absolute error term |ei,t+1|, higher will be the quality of financial reporting, which corresponds to
higher level of cash flow predictability. Quality of financial reporting choice of firm is
determined now, it is suggested that low value of absolute residuals indicate high choice of
financial reporting quality by firm. Using these residuals, financial reporting quality choice of a
firm is determined and firms are then sorted on the basis of this reporting quality proxy to
categorize them as ‘Good financial reporting quality firms’ and ‘Bad financial reporting quality

firms’

CFOi,+1 = a + B1 CFOi,t + B2AARi,t + B3AINVi,t + PAAAPIt + BSDEPi,t + B60thersi,t +

git+1

where

CFO0i,+1 = Cash flow from operations as per statement of cash flows for firm i at time t+1.
CFOi, = Cash flow from operations as per statement of cash flows for firm i at time t.

AARi, = Changes in accounts receivable per the statement of cash flows;
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AINVi,= Changes in inventory account per the statement of cash flows;
AAPi,= Changes in accounts payable per the statement of cash flows;
DEPi,=Total Depreciation and Amortization expenses;

Othersi,t = The variable is calculated as EARN—- (CFO +AAR-AINV-AAP- DEP) where EARN

is the net;

gi,+1=Error term

3.4 Variables:

Fi il i lit ium = FR P—l[( 5 o )]+[( > > )]
Inancial repor 1ng quallty premium = Q - 4 HQFR LQFR HQFR LQFR
y - —SMB—1[< > B )]+ ( > o )
ize premium = =2 HQFR  HQFR LQFR LQFR

Market premium (MKT) = (Rmt-Rft)

3.4.1 Variable Construction:

Average return of all portfolios such as S, B, B/[HQFR,B/LQFR,S/HQFR and S/LQFR have
been calculated and then these averages are used to construct size premium and market

premium. Their construction is as follows

The algebraic relationship among the variables is as follow
Rpt =R = o+ B1MKTt + 3,SMBt+ B3QFR: + e
Where

Rptis Return of portfolio ‘i’ for period‘t” and Ry is Risk free rate.

64



This formula will capture the following dimensions

. Rf: = Risk free Rate

. MKT; = Market Premium = Rm — Rf

o SMB: = size premium=Small - Big

J QFRP; = Quality of financial reporting premium=return of high quality firm-return of
low quality firm

o o = The management’s impact (Alpha)

° e = Term of random error
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RESULTS AND DISCUSSIONS

CHAPTOR NO. 4

Central tendency and Variability of data are the important element which deliberates with

descriptive figures. Mean is simple measure of Central tendency of the data and means both

deviation reflected by standard deviation.

4.1 Descriptive Analysis

4.1 (a)Table Descriptive statistics (Pakistan)

Variable B B HQFR B_LQFR S S HQFR S LOQFR
Mean 0.023971 0020352  0.013095 0.001984  0.011584  0.007118
Median 0.020111  0.017978  0.013125 -0.016286 -0.006394  -0.021177
Maximum 0.189801  0.406565  0.251688  0.345925  0.386044  0.305805
Minimum -0.150176  -0.179401  -0.181155 -0.342615 -0.159001  -0.274127
Std. Dev. 0075198  0.086923  0.091572  0.110121  0.108179  0.115811
Skewness 0.009865 0911893  0.122626 052208  1.052254  0.619339
Kurtosis 2601669  7.129259  2.835966  4.873625  4.518094  3.183431

StatisticalProperties of portfolios sorted by Size and quality of financial reporting is given table

Table 4.1 (a) shows that B and B/HQER is higher return and lower risk compare to the portfolio

of S/HQFR.

Similarly big firms that financial reports are lowe in quality is higher by return and lower by risk

portfolio as compare to small firms that financial reports are lower in quality. Mean of the B

value is 0.023971 with standard deviation 0.075198 that shows efficient compare to S value.

Average value of S is 0.001984 with 0.110121 Standard deviation. Maximum B value is
0.189801 and S -0.3459525. Minimum B value is -0.150176 and S -0.342615.

The mean of big firms that financial reports are higher in quality and small firms that financial
reports are higher in quality is 0.020352 and 0.011584 with standard deviation of 0.086923 and
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0.108179. The maximum value of big firms that financial reports are higher in quality and small
firms that financial reports are higher in qualityis 0.406565 and 0.386044. The minimum value
of big firms that financial reports are higher in quality and small firms that financial reports are
higher in quality is -0.179401 and -0159001.

Value of mean of S 0.001984with standard deviation 0.110121. Maximum value of B is
0.189801and S is 0.345925. Similarly, minimum value of B -0.150176and S is -0.342615. The
mean of big firms that financial reports are lower in quality and small firms that financial reports
are lower in quality is 0.013095and 0.007118 with standard deviation of 0.091572and
0.115811. The maximum value of big firms that financial reports are lower in quality and small
firms that financial reports are lower in quality is 0.251688 and 0.251688. The minimum value
of big firms that financial reports are lower in quality and small firms that financial reports are
lower in quality is -0.181155 and -0.274127

Distribution of data shows by Skewness. Skewness must be zero for normal distribution and its
graph shaped is bell but exact Zero Skewness in not liked in real word. Positive skewness shows
that data is positively skewed or right skewed means right tail is longer than left one but if its

negative skewed means data is negative an left tail is longer than the right one.

Skewness results are positive in table 4.1 forbig firms with high quality of financial reports
0.911893 and big firms that financial reports are lower in quality 0.122626 and B 0.009865
same as result of small firms that financial reports are higher in quality1.052254 and small firms
that financial reports are lower in quality 0.619339 and S 0.52208 which is also positive.

Kurtosis shows the comparison between heavily distribution and normal distribution. 3 is the
kurtosis normal distribution. If the Kurtosis is more than 3 means data distribution is peaked or
too tall and is Kurtosis is less than 3 it shows platykurtic distribution or to flat.

Data is portfolios or peaked is indicated by Kurtosis.

4.1(b) Table Descriptive statistics Size — CAPM. (China)

Variable B B HQFR B LQFR S S HQFR S _LQFR
Mean -0.00103  0.001329  0.002369  0.00131  -0.00463  0.002731
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Median 0.00222 0.009378 -0.00042  -0.00006 0.00202  0.007143
Maximum  0.209341 0.16048  0.299175 0.232318  0.266841  0.197795
Minimum -0.19329 -0.22549 -0.20752  -0.21754 -0.25274  -0.205573
Std. Dev. 0.071624 0.070917  0.077122  0.075197  0.085091  0.082949
Skewness -0.12467 -0.42487  0.513329  -0.26105 -0.36273  -0.084707
Kurtosis 3.758767 3.699454 5464417 4420192  4.937862  3.124895

Properties of statistical portfolios sorted by Size and quality of financial reporting. Table 4.1(b)
shows that B/HQER is higher return and lower risk compare to the portfolio of S/HQFR.

Similarly B/LQFR is higher return and lower risk portfolio as compare to S/LQFR. Mean of the
B value is -0.00103 with standard deviation 0.071624 that shows efficient compare to S value.

S Value mean is 0.00131 with 0.075197 Standard deviation. Maximum B value is 0.209341 and
S 0.232318. Same as pervious minimum B value is -0.19329 and S -0.21754.

The mean of B/HQFR and S/HQFR is 0.001329 and -0.00463 with standard deviation of
0.070917 and 00.085091. The maximum value of B/HQFR and S/HQFR is 0.16048 and
0.266841. The minimum value of B/HQFR and S/HQFR is -0.22549 and -0.25274.

Value of mean of S 0.00131 with standard deviation 0.075197. Maximum value of B is 0.209341
and S is 0.232318. Similarly, minimum value of B is -0.19329 and S is -0.21754.

The mean of B_ LQFR andS_LQFR is 0.002369 and 0.002731 with standard deviation of
0.077122 and 0.082949. The maximum value of B_ LQFR andS_LQFR is 0.299175 and
0.197795. The minimum value of B_LQFR andS_LQFR is-0.20752 and -0.205573

Distribution of data shows by Skewness. Skewness must be zero for normal distribution and its
graph shaped is bell but exact Zero Skewness in not liked in real word. Positive skewness shows
that data is positively skewed or right skewed means right tail is longer than left one but if its

negative skewed means data is negative an left tail is longer than the right one.

Skewness results are positive in table 4.1(b) for B/HQFT -0.42487 and B/LQFR -0.084707 and
B -0.12467 same as result of S/HQFR -0.36273and S/LQFR -0.084707 and S -0.26105 which is

also positive.
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Kurtosis shows the comparison between heavily distribution and normal distribution. 3 is the

kurtosis normal distribution. If the Kurtosis is more than 3 means data distribution is peaked or

too tall and is Kurtosis is less than 3 it shows platykurtic distribution or to flat.

4.2 Descriptive Analysis

4.2 (a) Table Descriptive statistics:Fama and French three factors(Pakistan)

Veriable MKT SMB QFR

Mean -0.003375 -0.003686 0.003254
Median -0.0109 -0.00606 0.000297
Maximum 0.091395 0.133091 0.063085
Minimum -0.095927 -0.136655 -0.033467
Std. Dev. 0.035106 0.043551 0.019237
Skewness -0.048575 0.441982 0.692415
Kurtosis 4.070142 5.012588 3.456722

Table 4.2(a) indicated properties of statistical construction of variables that includes market
premium, size premium and quality of financial reporting. Descriptive statistics indicates either

data is normal or abnormal.

MKT mean value is -0.003375 with standard deviation 0.035106. SMB mean value is -0.003686
with standard deviation 0.043551 and QFR mean value is 0.003254 with standard deviation
0.019237.

Maximum values for MKT, SMB and QFR are 0.0.091395, 0.1336655 and 0.063085 showing
that maximum market premium, Size premium and quality of financial reporting, demand by
investors for taking risk. While, minimum premium demand by investors for MKT, SMB and
QFR are -0.095927, -0.136655 and -0.033467.

Skewness is negative for MKT -0.048575 and positive for SMB and QFR 0.441982 and
0.692415. MKT, SMB and QFR all are greater than 3 which shows data distribution is peaked.
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4.2 (b) Table Descriptive statistics: Fama and French three factors. (China)

MKT SMB QFR
Mean 0.011237 -0.0014 -0.0021
Median 0.010412 -0.00534 0.002937
Maximum 0.186774 0.144911 0.032684
Minimum -0.25706 -0.06394 -0.0648
Std. Dev. 0.065756 0.028259 0.018832
Skewness -0.72513 1.883714 -0.89675
Kurtosis 6.819204 11.45063 3.732728

table 4.2(b) indicated properties of statistical construction of variables that includes market
premium, size premium and quality of financial reporting. Descriptive statistics indicates either

data is normal or abnormal.

MKT mean value is 0.011237with standard deviation 0.065756. SMB mean value is -0.0014with
standard deviation 0.028259and QFR mean value is 0.0-0.0021with standard deviation 0.018832.
Maximum values for MKT, SMB and QFR are -0.25706, 0.144911and 0.032684showing that
maximum market premium, Size premium and quality of financial reporting, demand by
investors for taking risk. While, minimum premium demand by investors for MKT, SMB and
QFR are -0.25706, -0.06394and -0.0648.

Skewness is negative for MKT and QFR -0.72513 and -0.89675and positive for SMB1.883714.
MKT, SMB and QFR all are greater than 3 which shows data distribution is peaked.
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4.3 Correlation Analysis
4.3(a) TableCorrelation of Quality of financial reporting based three-factor model
(Pakistan)

0.038333 0.342508
SMB 0.038333 1 0.394743
QFR 0.342508 0.394743 1

Correlation is the analysis to analyze the two variable relations between each other. There is two
types of correlation. If one variables increase and other is also increase its called positive

correlation and if one variable is increase and other is decrease its called negative correlation.

In case of Pakistan positive correction shows between MKT and SMB same as MKT and QFR
have positive correlation. SMB and MKT have positive correction and SMB and QR have

positive correlation. Same as above QFR have positive correlation with MKT and SMB.

4.3(b) Table Correlation of Quality of financial reporting based three-factor model (China)

0.000687 0.14851
SMB 0.000687 1 0.262858
QFR 0.14851 0.262858 1
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In case of China positive correction shows between MKT and SMB same as MKT and QFR have

positive correlation. SMB and MKT have positive correction and SMB and QR have positive

correlation. Same as above QFR have positive correlation with MKT and SMB.

In both table Pakistan and China all variables have positive correlation.

4.4 Regression Analysis

4.4(a) Table Quality of Financial Reporting based three factor model (Pakistan)

Portfolios Intercept MKT SMB QFR Adj R2 F Stat

P 0.015551 0.750724 0.104 9.303
T

Statistics 1.803928 3.050112

P Value 0.0755 0.0032

P -6.54E-18 1.88E-16  -1.51E-16 4 097  3.37E+32
T

Statistics -2.605264 254021  -2.486006  2.73E+16

P Value 0.0113 0.0134 0.0154 0.012

Portfolios Intercept MKT SMB QFR Adj R2 F Stat

S 0.005438 1.023378 0.093 8.33798

T

Statistics 0.438067 2.887558

P Value 0.6627 0.0052

S -0.007214 0.28841 0.570273 3.771551 0.638506 42.80239
T

Statistics -0.885253 1.202954 2.885723 7.925839

P Value 0.3791 0.2332 0.0052 0
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Portfolios Intercept MKT SMB QFR Adj R2 F Stat

B 0.02612 0.636816 0.07536 6.7866

T

Statistics 3.050887 2.605123

P Value 0.0032 0.0112

B 0.010384  -0.002555 -0.55253 3.546688 0.682218 51.80789

T

Statistics 1.990139  -0.016645  -4.366936 11.64118

P Value 0.0506 0.9868 0.013 0.056

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
B_HQFR 0.022316 0.581892 0.041733 4.092091

T

Statistics 2.215017 2.022892

P Value 0.03 0.0469

B_HQFR 0.003697  -0.089459  -1.044649 3.841781 0.610751 38.13411

T

Statistics 0.55385  -0.455551  -6.453787 9.856666

P Value 0.5815 0.6502 0.056 0

Portfolios Intercept MKT SMB QFR Adj R2 F Stat

B_LQFR 0.015609 0.745075 0.068469 6.218602

T

Statistics 1.49162 2.493713

P Value 0.1403 0.015

B_LQFR -0.005282  -0.053468  -0.964222 4.4991 0.738198 67.73232

T

Statistics -0.915852  -0.315141  -6.894786 13.36049
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P Value 0.363 0.7536 0 0.107

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
S_HQFR 0.013408 0.540639 0.016936 2.22314

T

Statistics 1.055803 1.49102

P Value 0.2947 0.1404

S_HQFR -0.001794  -0.353519 0.73584 4577794 0.882411 178.5991
T

Statistics -0.39296 -2.63177 6.645865 17.1703

P Value 0.6956 0.0105 0 0

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
S_LQFR 0.010413 0.976547 0.074595 6.723157

T

Statistics 0.789416 2.592905

P Value 0.4325 0.0116

S_LQFR 0.000209 0.210592 1.255289 3.763086 0.874927 166.5565
T

Statistics 0.041542 1.419943 10.2685 12.78382

P Value 0.967 0.1602 0.104 0

In this research, financial reporting qualitystudied with market premium andSMB premium for

explainingreturns of a portfolio. Multivariate regression is used and results are placed in table

4.4(a):When average returns of securities has been regress with market premium, it is significant

and positive and t value is3.05that indicates that MKT is positively explain variations in stock

returns. Adjusted RZ%is 0.104, which depicts that 10.4% of variations in dependent variable

explained by market premium so there is need to explore more independent variables that can also

explain equity returns for Pakistan.
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On the other hand, when size and financial reportingquality are regressed then MKT premium &
SMB become significant and QFR also significant which is showing that variation in equity
returns is explained through MKT and SMB premium and quality. Adjusted R? is 0.97, which
illustrates that 97% of variations in P is explained by MKT, SMB and QFR.

When S has been regressed with market premium it become significant positive and t-value of
2.887558that indicates that market premium is explaining equity returns significantly. Adjusted R?
is 0.093671, whichdepictsthat only9% changes in returns can be determined by MKT.

However, when Quality and size are added then size is found positive and significant but Quality
of financial reporting become insignificant. Results demonstrates that only size premium
significantly explain returns. Adjusted R? is 0.6385which indicates that 63.85%of variations in S
can be explained by MKT premium, size and QFR.

When B is regress separately with MKT, the result is significant and positive along with t value of
2.605123and adjusted R? is 0.0753, which shows that 7% changes in B is explained by market

variable.

When size&quality premiumallare added then SMB is significant and negative and QFR laos
significant. While other variables are insignificant. Adjusted R? is 0.682218, which shows that
68.22% variation in B is being explained by MKT, size and QFR.

When B_HQFR portfolio is regressed with MKT alone, it is found significant and positive with t
value of 2.022892 and adjusted R? is 0.041, which shows that 4% variations in B_HQFR is being
explained by MKT variable.

When size and QFR are added then size is found negative and significant but MKT and QFR
areinsignificant. Adjusted R? is 0.610which shows that 61% variations in B_HQFR is being
explained by MKT, QFR and size.

When B_LQFRhas been regressedseperately with market premium only then it seems to be
significant positive and its t value is 2.4937while the adjusted R? is 0.068which demonstrates that

only 6% variations in B_LQFR can be explained by conventional CAPM.
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When size and Quality premium are being added then MKT looking significant but size
significant and negative and QFR also got significant. Adjusted R square is 0.73 whichis showing

that 73% of changes in B_LQFRcan be explained through independent variables.

When S_HQFR is regresse with MKT, it is found insignificant and adjusted R? is 0.0169,
whichillustrates that only 1% variation in S_HQFR is being explained by MKT variable.

On the contrary, when size and quality are added then MKT found significant positive but size and
quality found insignificant. Adjusted Rsquare is 0.88, that shows that 88% of variations in

S_HQFR can be determined by these variables.

When S _LQFR portfolio has been regressed separately with MKT premium,the result is
significant and its t value of 2.59with adjusted R?0.0745, whichdepicts that 7.45 % variation in
S_LQFR is explained by Market premium.

When size and QFR added then only size found significant but positive Results indicate that only
size premium positively explain variations in equity returns. Adjusted R? is 0.8749which is

illustrating that 87.49% of variations in S_LQFRcan be explained by these independent variables.

It can be seen that market premium is positive and significant which indicates that market is
pricing and in favor of CAPM.

Size premium is somehow found significant positive with small stocks related and negatively
related to big returns of portfolio, which is in accordance with Hassan and Javed, 2011. Financial
reporting quality Premium is significant for P, B, and B_LQFR. These regression results are

highlighting that quality effect is priced by Pakistanequity market.

4.4(b) Quality of Financial Reporting based three factor model (China)

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
P 0.000158 0.016728

T

Statistics 0.019149 0.133916

P Value 0.9848 0.8939
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P 0.000747 0.019056 0.527162 -0.05838 0.003557 1.084491
T

Statistics 0.090242 0.152057 1.763775 -0.12872

P Value 0.9284 0.8796 0.0823 0.898

Portfolios Intercept MKT SMB QFR Adj R2 F Stat

S 0.001009 0.026798

T

Statistics 0.111424 0.196111

P Value 0.9116 0.8451

S 0.002225 0.038541 1.392386 -0.28577 0.227012 7.950469
T

Statistics 0.278805 0.319156 4.834564 -0.65388

P Value 0.7812 0.7506 0 0.5154

Portfolios Intercept MKT SMB QFR Adj R2 F Stat

B -0.00109 0.005158

T

Statistics -0.12612 0.039617

P Value 0.9 0.9685

B -0.00125 -0.00108 -0.38888 0.149379 -0.02125 0.507633
T

Statistics -0.14286 -0.00818 -1.23332 0.312206

P Value 0.8868 0.9935 0.2217 0.7558

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
B_HQFR 0.000859 0.041828

T

Statistics 0.100678 0.32473

77



P Value 0.9201 0.7464

B_HQFR 0.002963 0.000195 -0.30345 0.980978 0.024723 1.59995
T

Statistics 0.350434 0.001526 -0.99461 2.118942

P Value 0.7271 0.9988 0.3235 0.0378

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
B_LQFR 0.002461 -0.00821

T

Statistics 0.264985 -0.05858

P Value 0.7918 0.9535

B_LQFR -0.00121 0.038242 -0.61682 -1.08792 0.11427 4.053279
T

Statistics -0.13797 0.288454 -1.9508 -2.26748

P Value 0.8907 0.7739 0.0552 0.0265

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
S_HQFR -0.0055 0.077442

T

Statistics -0.53771 0.501593

P Value 0.5925 0.6175

S_HQFR -0.00121 0.038242 1.383181 0.91208 0.272415 9.861023
T

Statistics -0.13797 0.288454 4.374569 1.900989

P Value 0.8907 0.7739 0 0.0615

Portfolios Intercept MKT SMB QFR Adj R2 F Stat
S_LQFR 0.00321 -0.04264
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T

Statistics 0.321525 -0.28299

P Value 0.7488 0.778

S_LQFR 0.002963 0.000195 1.696552 -1.01902 0.287145 10.53318
T

Statistics 0.350434 0.001526 5.560787 -2.20112

P Value 0.7271 0.9988 0 0.0311

In case of China, When P is regressed alone with MKT, it is found insignificant with t value of
0.133916and adjusted R? is -0.01403, which shows that residuals sum of squares equal to the total
sum of squares and variation in dependent variable due to independent factors is negligible and

variables are insignificant.

When size and QFR are added then size found significant and positive. Adjusted R? is 0.00357,

which shows that minor variationsin returns of P are being explained by independent variables.

When S (small portfolio returns) is regressed alone with MKT it is found insignificant with t value
of 0.196111and adjusted R? is -0.01373, whichillustrates that explanatory variables are unable to

explain equity returns.

Meanwhile, when size and QFR are added then only size is found significant and positive and
other variables are insignificant. Adjusted R? is 0.22which shows that 22% variations in returns of

S are being explained by MKT, size and QFR variables.

When B (big portfolio returns) is regressed with MKT separately and with other variables, single
factor and three factors all become insignificant. Adjusted R square is negative, so explanatory

power of variables is very low in Chinese economy.

When B_HQFR portfolio is regressed alone with MKT, it is found insignificant. Adjusted R? is
again negative, In China, variation in dependent variable due to explanatory variables is not

appropriate.
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When size and QFR are added then Quality found significant and positive and all others are
insignificant. Adjusted R? is 0.02473which shows that only 2% variations in returns of B_HQFR
are being explained by MKT, size and quality.

When B_LQFR portfolio is regressed alone with MKT, it is found insignificant while when

regressed other variables then size and QFR become significant and positive.adjustedR? is 11%,

When S_HQFR portfolio is regressed alone with MKT, it is found insignificant and and when it is
regressed with other variables, size and Qulaity become significant. adjustedR? is 0.27, which

shows that 27% variation in B/HL is being explained by MKT variable.

When S_LQFR portfolio is regressed alone with MKT, it is found insignificant. Adjusted R? is

very less which depicts that independent variables are not able to explain returns.

When size and QFR are added then quality found significant and positive while, Adjusted R? is
0.2871, which shows that 28.71% variations in returns of S_LQFR are being explained by these

variables.

These results indicate consistent with conventional asset pricing model that market premium is
found significantly positively but most of the time for China market premium is not significant.
related to portfolio returns which shows that market factor is significantly explaining equity

returns. Size premium is found significantly positively related to small portfolio returns.
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4.5 Quality of Financial Reporting based three factor model along with dummy variable

Portfolios Intercept MKT SMB QFR C F F Adj R2
Statistics  Significance

B 0.016822 0.062815 -0.19177 -0.06434 -0.01896 0.898843 0.466559 -0.00284

T 1.963098 0.558569 -0.85854 -0.19128 -1.56624

Statistics

S -0.00145 0.06528 0.611094 -0.39979 0.002037 1.158114 0.332065 0.004403

T -0.12929  0.44505 2.097479 -0.91123 0.128995

Statistics

B HQFR 0.002959 0.001851 -0.30322 0.980494 -1.6E-05 2.452943 0.04876 0.039055

T 0.360958 0.017203 -1.41892 3.046845 -0.00136

Statistics

B_LQFR -0.00069 -0.01594 -0.6226 -1.06154 0.000136 6.169983 0.000134 0.126344

T -0.08097 -0.14292 -2.80972 -3.18123 0.011292

Statistics

S HQFR -0.00069 -0.01594 1.377396 0.93846 0.000136 15.06419 2.97E-10 0.282333

T -0.08097 -0.14292 6.215997 2.812381 0.011292

Statistics

S LQFR 0.002959 0.001851 1.696779 -1.01951 -1.6E-05 16.14841 6.97E-11 0.29762

T 0.360958 0.017203  7.94007 -3.16807 -0.00136

Statistics

P 0.001122 -0.00738 0.530699 -0.04292 -4E-05 1.686617 0.156487 0.018844

T 0.139408 -0.06982 2.528789  -0.1358 -0.00356

Statistics

Table 4.5 indicates that there is not significant difference in Pakistan and China with respect to

asset pricing except some portfolios. So, Quality of financial reporting is mostly significant in

Pakistan than China.
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CHAPTER NO.5

CONCLUSIONS & RECOMMENDATIONS

5.1 Results and Discussions

This study analyzed the assets pricing mechanism in Pakistan and China of equity return by
using monthly stock prices from 2011-2017. To analyze the collective effect of market, size and

new factor quality of financial reporting by adopting Fama and French three factor model.

For this purpose data is collected from stock exchange for Pakistan and from OSIRIS database
and Schenzen stock exchange for China for the period of 2011 to 20170n the basis of Market
capitalization.

Financial reports have been collected from companies’ official web sites. Capitalization and
some other variables have been calculated through monthly share price and some of financial

report variables.

There are so many other variables have been analysis with Fama and French three factor model.
In this research quality of financial reporting has analysis with market premium and size
premium. In literature, quality of financial reporting is measured through qualitative manners but
here quality of financial reporting is measured through Barth, Cram and Nelson (2001) method

in which residuals are calculated and used for sorting.

Three factor model shows the companies which have low quality of financial reporting having
the high risk because uncertainty is there and no actual or close to reality information is there
which doubted the investor. Every investor want high return in exchange of low risk but is there
is no transparent information or there is information asymmetries investor didn’t invest and if
invest that company they want high return. So, by this investor trust have increase. And

ultimately investor will charge more premium.

These studies also help in managerial decision making without any favor and biasness. Managers
can be generates effective strategies on the base of accurate information. Also promotion and

demotions can be on actual performances.
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Above results shows that B/HQER is higher return and lower risk compare to the portfolio of
S/HQFR. Similarly B/LQFR is higher return and lower risk portfolio as compare to S/LQFR.

It has been indicated when financial reporting premium is significantly explaining stock returns
in Pakistan than China but not there is significant and clear difference.

5.2 Conlusion and Recommendations

This study helps to show the importance of finance reporting quality and how itaffects stock
returns along with size and market premium. At the time of investment investor should consider
different component, as they consider size, premium return, investor should also consider
financial reports for more efficient decision making. Because financial reports are those which
define the financial potion and if financial reports have high quality means no false information
the result of financial decision is more close to the actual result. There are some steps should take
by the Government because the standards which set by Government everyone should follow it.
In that prospect Government should make strategy for Transparency of financial reports. And
already set standards should improve and have check and balance on this kind of information.
There should be some standards that must be follow by every company and Government have
back and balance that financial reports should be per Government rules and ever one have to
follow the standards. Even due to limited data availability, it can be seen that Chinese data is not
easily available and so their results can not be generalized because some of their websites are
loacked, so results are showing that Quality of financial reporting is significantly priced in
Pakistan for some portfolios.

5.3 Limitation of Study

In this research data availability is limited especially in case of China; many companies are
excluded on data collection stage because websites are locked. In country privacy terms its good.
Small sample size due to non availability of data. In this research only non financial sector have

been analysed.This study can be carried out by using new proxies and financial sector also.
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