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Overview 

I. What are we talking about? 
– Introduce a framework for using accounting (fundamental) information to forecast returns 

II. What are the key elements of a valid attribute to forecast returns? 
III. A case study on ‘accruals’ 
IV. Where to now? 

– Attempts to link it all together 
– Going beyond equity markets 
– Going beyond a ‘firm level’ focus 

 
 
 



Framework 
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Motivating observations 

• Fundamentals, such as earnings and cash flows, explain only a small portion 
of the variation in stock returns (annual horizon). 
• Less than 10% using earnings realizations. 
• Up to 30% including revisions in analysts’ short term and long term earnings forecasts. 

• This explanatory power is positively associated with the return horizon decomposed. 

• Stock prices respond to events that do not have any direct link to 
fundamentals: 
• Index changes 
• Initiation/cessation of analyst coverage 
• Glamour/Neglect stocks 
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A framework for Fundamental Analysis 

• Where 
─ Pt = Observed stock price at time t  
─ EM[CFi,t+t] = Consensus market expectation at time t of cash distribution at time t+t  
─ rM,t = Market’s required rate of return at time t 
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So what makes stock prices move? 

• The cum-dividend stock price change between period t and t+1 has three components: 
1. E[rM,t] : The expected return that was priced into the stock at period t (“Expected 

Return”) 
2. dt,t+1 EM[CFt+t] :  News causing revisions to the market’s cash flow expectations (“Cash 

Flow News”) 
3. dt,t+1 [rM,t] : Changes in the market’s required rate of return (“Expected Return News”) 
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Richardson, Sloan and You (2011 FAJ) 

• Develops empirical proxies for the three components of security returns: 
1. “Expected Return” 

• Ohlson (1995) links expected returns to life-time cum-dividend earnings: 
 

 
• RSY (2011) use a short term approximation: 

2. “Cash Flow News” 
 

3. “Expected Return News” 
• The ‘bit that is left’   
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Relative importance of the three components 
Richardson, Sloan and You (2011 FAJ) 
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Relative importance : different horizons 
Richardson, Sloan and You (2011 FAJ) 

 

Fundamentals 

Investor 

Recognition 

 

Combined 

 

Unexplained 

 

Quarterly Returns 

 

9% 

 

18% 

 

22% 

 

78% 

Annual 

Returns 

 

38% 

 

32% 

 

47% 

 

53% 

5-Year 

Returns 

 

57% 

 

38% 

 

62% 

 

38% 
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How might accounting information fit into this framework? 

• E[rM,t] : ex ante expected returns (value). 
• dt,t+1 EM[CFt+t] : changing expectations about future cash flows (quality). 

 
• Link between them. 

• The return decomposition appears to be additive but these components are 
clearly correlated. 
• This creates a challenge (and hence an opportunity) to measure the pieces. 
• After all, risk is uncertainty about the future path of earnings realizations. 

 
 



What are the key elements for a 
valid attribute to forecast returns? 
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Richardson, Tuna and Wysocki (JAE 2010) 

1. Credible alternative hypothesis 
2. Robust predictive ability 
3. Additive to known return forecasts 
4. Robust to transaction costs 
5. Robust to a risk-adjusted analysis 
6. Non-price based confirmatory tests 

 



Case Study : Accruals 
Does it pass the validity tests? 
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Accruals: Credible alternative hypothesis? 

• Yes 
• Components of earnings exhibit differential persistence. 
–Earnings = Accruals + Cash Flows 
–Cash flows more persistent than accruals. 

 
• Stock market did not appear to understand this relation. Why? 

1. Mis-understanding of accounting distortions (likely) 
2. Over-investment/hubris (likely) 
3. Diminishing marginal returns to new investment (possible) 
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Accruals: Robust predictive power? 

• Yes 
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Accruals: Additive to known return forecasts? 
• Yes (but caveat). 
– See appendix B of Richardson, Tuna and Wysocki (2010) 
 

• There are many (deterministically) related concepts floating around all of which are associated with future 
returns: 

1. Working Capital Accruals 
2. Total Accruals 
3. Change in Net Operating Assets 
4. Balance Sheet Bloat 
5. Investing activities 
6. Financing activities 
 

– Know what it is you are measuring and why! 
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Accruals: Robust to transaction costs? 

• Yes, but lately? 
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Accruals: Robust to risk? 

• Yes, but someone please define risk  
• Stephen Penman may have something to say about this later… 
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Accruals: Non-price based confirmatory tests 

• Yes 



Is the approach still useful?: 
Hey it stopped working in the last 

few years… 
This time it is different… 
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A short (cynical) history of scientific (but fundamentally driven) investing 

Pre 1980s: prehistoric times 
1980s: birth of a new investing discipline 
1990s: steady growth, rudely interrupted by .com boom 
2000-2007: bubble grows and bursts 
2008-2009: out of favor and overcapacity 
2010: survival of the fittest 
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Some casual phrases 

‘Quantamental’ (Macquarie) 
‘Fundatative’ (Citi conference 2009) 
Adapters vs. Stickers (Bob Jones 2009) 
Shades of gray between ‘quantitative’ and ‘fundamental’ 

 

• Returns are still returns:  
 The drivers have not, and will not, change. 
 Maybe in relative terms, and in your ability to forecast them: 

– Initial expectations  
– Cash Flow News 
– Discount Rate News 
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But there are some key differences 

1. Much easier to be systematic about investing. 
– Large inflows. 
– Lots of data vendors. 
– IT improvements. 

 
2. Price discovery is getting quicker 

 
3. Cross sectional dispersion and volatility still exist 
– Need to be smarter. 
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Remember: knowledge of fundamentals is always important 

Long term return to earnings based value models (%)
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1. Note the scale difference. 
2. While fundamentals can be less relevant at certain points in time (slide 9), it can also be the case that fundamentals are harder to forecast at 

certain points in time. 



Where to now? 
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Searching for a framework 

 Current academic and practitioner approaches to combining the many 
related return forecasting attributes can be improved. 
• Some approaches worth mentioning: 

– Fama and French (2006) Profitability, investment and returns 
– Fama and French (2008) Dissecting anomalies 
– Penman and Zhang (2006) Modelling sustainable earnings and E/P with 

financial statement information 
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Going beyond equity markets 

Correia, Richardson and Tuna (2012) 

 Return forecasting in credit markets. 
• This has become easier with the development of credit markets and machine 

readable data: 
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Going beyond equity markets 
Correia, Richardson and Tuna (2012) 

Page 28 
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Compare actual spread (CS) to model implied spread (CS*). 
When CS > CS*: 

Market believes the issuer is risky than you think it is: 
You go LONG that issuer (sell CDS protection or buy bond) 

When CS < CS*: 
Market believes the issuer is less risky than you think it is: 

You go SHORT that issuer (buy CDS protection or sell (short) the bond) 
All relative in the cross-section.  Repeat every month. 
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Going beyond equity markets 
Correia, Richardson and Tuna (2012) 

Page 29 
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Going beyond the firm level 

1. There are always ‘macro’ events impacting the markets 
• The implication that this has for the decision usefulness of fundamental analysis for stock return 

prediction is not immediately clear. 

2. Incorporating ‘macro’ views will be become increasingly common 
• Conditioning 

• Firm specific exposures to macro driver 
• Trading baskets 

3. Firms are linked to each other as well as to macro-economic drivers 
• Customer-Supplier 
• Competitors 
• Explicit investments 
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Going beyond the firm level 

Li, Richardson and Tuna (2012) 



1 

 
Going beyond the firm level 

Li, Richardson and Tuna (2012) 



1 
33 

 
Going beyond the firm level 

Li, Richardson and Tuna (2012) 
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Going beyond the firm level 

Momente, Reggiani and Richardson (2013) 
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Going beyond the firm level 

Momente, Reggiani and Richardson (2013) 
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Conclusion 

• Accounting information has been and will continue to be an important 
component to any security return forecasting exercise. 

• There are lots of smart people doing similar things. 
• Easy to find results in historical data when not as many people were 

trolling through. 
• Increasing skepticism of back tests. 

• Need to sharpen our forecasting.  Simplistic measures are getting 
priced more quickly. 

• Maybe academics are assisting the price discovery process  


