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Abstract

This study examines the relationship between atajuality and stock price informativeness. Studydis
secondary data collected from prowess databaséasitaoi prior studies Ansari &Khan 2012 and Dholeak
2012. The study used sample of 91 companies listeBSE 100 during the period of 2007 to 2011. We
employed Breusch-Pegan Lagrange multiplier (LM)s&dect panel regression model and also eliminage th
effect of outliers by deciles rank of accrual gyasimilar with prior study (Johnston 2009 and J&@D7). We
employed random effect panel regression model wesitigate relationship between accrual quality stodk
price informativeness. The results suggest thauatquality is positively related to stock pricgdrmativeness.
The present findings are similar with Jing (200@y dohnston 2009 who find positive significantlg@dation
between accrual quality and stock price informatass in USA. Results support that accrual qualigtens in
the process of incorporating firm specific inforioat

Keywords: Stock price informativeness, Stock price synchibpidEarnings quality, and Accrual quality:
synchronicity and informative will be interchangiato mean inverse of each other.

1. Introduction
Stock price informativeness has attracted inteirestapital market research for the past three decdRoll,
1988, Mock, et al 2004, Wurgler 2000; Durnev, e2@D4; Piotroski and Roulstone 2004; Cheng, e2@il3). It
is becoming difficult to ignore the importance ¢dck price informativeness in financial markets dexe as it
represents resources allocation. In addition, impment of stock price informativeness results ifficiency
allocation of capital in financial market. Moreoyv#te importance of improving the stock informathees been
increasingly international recognized by reguland policy makers (Durney, et al. 2004; and Chesid§ein
& Jiang, 2007).
The financial system in India is divided in threleape, Pre-1951, 1951-to mid 1980 and post ninéfiban
2000). The post nineties was characterized by prafaransformation of the financial system to frearket
economies. Many reforms were implemented in thia far example banking reforms, capital market,
privatization, tax reforms, trade liberalizatiomdaother many (Khan 2000).The early 1990s reflahts
recognition of the need to improve informative bare price so as stimulate efficiency allocatiorcaybital and
support economic growth. Understanding factorsueriting stock price informativeness is key issue far
regulators and policy makers in India so as to owprresources allocation in capital markets an@atimore
foreign direct investment.
Since stock price informativeness is influencedwy factors, first factor is release of public infaation such
as earnings while second factor is arbitragersrtgadctivities in financial markets (Durnev, et 2004). In this
study, we focus on earnings specifically earningality indicator that influence stock price infortiv@ness.
Although there are many earnings quality indicatidnat reflect the quality of earnings in this studg are
interested on accrual quality indicator. We spealfy investigate the relationship between accuality and
stock price informativeness. Similar to prior stsgjithis study uses stock price synchronicity aasme of
stock price informativeness.
Prior studies Jing 2007 and Johnston 2009 usinghsgnicity as measure of stock price informativenes
investigate the relationship between informativenaad accrual in USA. They find a positive assamiat
between accrual quality and stock price informatess. However, use of synchronicity as measurgogks
price informative has been criticized by prior @msh (Kelly 2007; Skeife, et al. 2006; Rajgopal &
Venkatachalam 2011).
This study derives its motivation from two reasoRgst is on contemporary debate on the abilityclstprice
synchronicity to measure firm specific informatiompounded into share price. Despite synchronicégn used
extensively in measuring information efficiencybdé on ability of synchronicity as measure of ktpdce
informative is not yet resolved. Therefore this grajs interested to test the theory in emerging ketar
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particularly in India.

Second, a considerable amount of prior researckeesire relationship between accrual and stock Heeen
done in developed economy particularly USA (Jin@2@nd Johnston 2009). Therefore, this study isvaietd
to study the relationship between accrual qualiy stock price informativeness in emerging marleatipularly
India where business settings and financial stafsdare not similar to developed economies wheree thee
more efficient market and financial reporting systdo my best knowledge no study has done in It@istudy
this relationship, therefore this study is inteedsto fill the knowledge gap in emerging market.

The rest part of this paper is structured as fdadlosection two covers the review of literature. tecthree
discusses research design, data, and model sp#ioific Section four presents descriptive statistiosrelation
and regression output. Section five forms the agsioh of this research paper.

2.0 Literature Review

This section explains the key parameters in thidysiind summarizes the empirical findings relastagk price
informativeness and accrual quality. However, aggar¢hrough the literature we found out limiteddsés link
direct accrual quality and stock price informatitkerefore this part will also discuss prior stedieat are
closely related to the topic.

2.1.Accrual quality

Barth, et al 2001 reveals that accrual play vitée iin forecasting future cash flow of entity. Agal quality has
been defined differently by researchers. Accrualiyis defined “as the extent to which accrualpniato cash
flow realization, where a poor match signifies laacrual quality” (Dechow & Dichev, (2002, 36p). Hewver,
the term also accrual quality refers to the clossne cash flow and reported earnings where snifédirence
indicates high quality (Richardson, et al. 2001s&leet al. 2006).

The accrual quality indicators which measures thality of reported earnings split into two majopég; first
those focusing on magnitude of accrual (Desai, Hf@snurthy, & Venkataraman, 2006; Richardson 2003),
second, those focusing on the error in estimatiogruals (Francis, et al.2005; Sloan 1996; Jone81)19
However, the two types of accrual quality leadsliference in interpretation of accrual quality, ilehthe first
focus on the magnitude as base on difference betwesit and net cash flow from operation, the setéocus

on error in estimating the accrual. The two typé#dicators are commonly used to measure accruality;
however this study will follow magnitude of accrualassessing the relationship between accrualtguatd
stock price informativeness.

Jing (2007) affirm that earnings quality gets lretthen accrual is well estimated and used to spbireelevant
changes in cash flow. The study also reveals thatquality of reported earnings decreases wherualscis
used by preparers of financing report to hide irtgaarchanges in the cash flow of an entity. Furttere, Leuz,
Nanda & Wysocki (2003), show that accrual qualisy dommonly used as proxy measure of earnings
manipulation; large amount of reported accrual bypany can be sign of earnings manipulation ancesgmt
poor quality of the reported earnings entity.

2.2 Sock priceinformativeness

Stock price informativeness is defined as the a@xtenvhich firm specific information is impoundenitd stock
price (Wurgler, 2000; Chen, Goldstein & Jiang, 2084l, Srinidhi, & Ng, 2011; Ferreira, et al. 201Therefore
more informative stock prices refers to firm stodkat incorporate more firm specific informationdaless

informative stocks refers to firm stock impoundsiéism specific information.

Stock price synchronicity is inverse measure ofclstprice informativeness, therefore lower stockceri
synchronicity refers to more informative stocks dmgher stock price synchronicity refers to lesfimative

stocks.

Studies have used various stock price informatisemeethods such as stock price synchronicity, PidNzero
return matrixes as measure extent of firm spedaifieormation impounded into stock prices (Easleyaletl996;
Gelb, & Zarowin, 2002; Skeife, et al. 2006). Howevstock price synchronicity is prominent measufe o
informativeness of share price (Chen, et al. 2@H; Srinidhi, & Ng, 2011; Ferreira, et al, 2011).

2.3. Empirical Literature

Morck, et al. (2000) conducted study to evaluatechyonicity of stock markets across developed andrging
countries. The study used data for 40 countries fleveloped and emerging economies finds that stickns
are more synchronous in emerging countries thaeireloped countries. The findings suggest thatkstace
less informative in emerging economies than in tex economies. Furthermore, the study reveatssthang
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investor’s protection is associated with more infative stock prices. However, Skeife, et al. (20@§hg the
same model used by Mock et al. (2000) finds thatehis no significant evidence to support stoclcepri
synchronicity as measure of price discovery (infatire stock price) in international market. Thimdings
affirm that more informative countries are ass@tawith large forecasting errors. However, theselifigs
contradict synchronicity as measure of stock priéermativeness.

Wourgler (2000) and Durnev, et al. (2004) find tettck price informativeness is significant posityvassociated
with efficient allocation of capital in financial arkets. Piotroski & Roulstone (2004) and Chan & i€(2011)

find that insider dealing, securities that are cedeinvestors accelerate the process of impoundioge firm

specific information on stock prices, hence negatiglationship between synchronicity and securitieger

more by analyst. In contrast, Chan & Hameed (20i0@8) that securities that are covered more by astaye
positively related to the stock price synchroniatyntrary with the notion of price synchronicity measure of
firm specific information impounded into share ric

Consequently, Kim & Shi (2007), Bushman, et al.02) Watanabe & Trulaske (2012), and Dasgupta] et a
(2010) find that lower stock price synchronicitysignificantly associated with higher transparefidyis means
that higher transparency is represent better mliseovery (more informative firms). In additionettindings
reveal that lower transparency is associated wih Informative firms. In contrast to the aforermmd studies
Kelly (2007), finds that more informative firms nsesed by stock price synchronicity are associategld few
informed trading, high trading cost and greaterde@f information asymmetric. This findings cootrthe use

of synchronicity as measure of stock price infoiueatess.

Recently, Cheng, et al. (2013) examines the relaligp between stock price informativeness and dwgpawth

in 62 emerging markets. The finding affirms thaterth is positive relationship between stock price
informativeness and output growth in emerging eocwoine. This result affirms that stock price inforivatis
good indicator for measuring capital allocation dzhson output growth. In this context, the results a
consistency with prior studies that support stodkepinformativeness as measure of firm specifforimation
incorporated into share price.

Jing (2007) investigated the relationship betwettks price synchronicity and earnings quality iradars.
Using data from USA stock markets the study fourat stock price synchronicity is significantly négaly to
accrual quality. The findings imply that companiegh high accrual quality are more informative thus
incorporate more firm specific information on thehare price. Similarly, firms with lower accrualaijty are
less informative and hence are associated withfieasspecific information impounded into sharegari In this
context, finding shows that accrual quality is inmtpat parameter that matters in the process ofrporating
firm specific information.

Consequently, a study conducted by Johnston (203%)g USA data from COMPUSTAT database from 1993-
2007 finds that the quality of accruals is positiveslated to stock price informativeness. Thisgdfirg suggests
that accrual quality matters in improving infornaattiefficiency.

In contrast to Jing (2007) and Johnston (2009) &ajgopal & Venkatachalam (2011) posit findingst thee

contrary with stock price synchronicity as measafréirm specific information incorporated into skaprice. In
their study they find that higher idiosyncratic atlity that represents lower R-square in regregsisset pricing
model is positively related to poor accrual quallty this context, one may argue that lack of cstesicy in
stock price informativeness measure signal thatenstndies need to be conducted to uncover the frath

various markets.

Collectively, these studies show the importancemgroving accrual quality as mechanism of improvstgck

price informativeness which signals efficient res@s allocation in capital markets. However, mixedults

reported from prior studies question the abilityspihchronicity to measure stock price informativeankave also
emerged. The finding for prior studies provide ax@to investigates the relationship between ac@mdlstock
price informativeness in India where tremendouw$ of foreign investment have been see in regeats.

3.0 Research Design

The study employed panel technique using multivar@ealysis which enabled the study to capture $ipercific
observation with time. The study use multivariatelgsis technique to study relationship betweerruatc
quality and stock price informativeness. Multivégianalysis is influential methods for analyzintatienship
among many variables, it helps to control for otfemtors that may influence the study results abié &
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measure relationship that may not be captured by goss sectional or time series(Cooper & Schir2d®3).

3.1 Hypothesis Development

Our study investigates the relationship betweemuata@uality and stock price synchronicity. Sinceaecrual
quality improves more firm specific information areorporated into share we propose the main hgsighn
alternative form as below.

H1: There is negative relationship between stoatepgynchronicity and accrual quality.

Thus, a negative and significant value of coeffitiof a; from equation 4 will support the alternative
hypothesis proposed by our study.

Since our study uses stock price synchronicity Whi inverse measure of stock price informativenass
negative relationship between synchronicity andwadaquality will imply positive relationship betea accrual
quality and stock price informativeness.

3.2 Data and sample size

The study use secondary data extracted from Prodaabase that is maintained by the Center for Madng

Indian Economy similar to prior studies Ansari &khé012) and Dhole, et al. (2012) who studied maonan
anomalies and business group affiliation and egmuality in India.

The sample period for this study is 5 years raffigen 2007 to 2011. The sample is comprised of @hganies
listed in BSE 100 after removing companies withgimg information for computing earnings quality icators,

stock price synchronicity and control variables.

3.3 Measurement of variablesand M odel specification

3.3.1 Dependent Variable

We compute the value R-square by regressing fitarmeon market on current and lagged market toioktar
independent variable similar with Watanabe & Trkéag012) as given in equation 1.

RT;, = fo+BMARKTR, +B,MARKTR,  +W, (1)

Where,

RTI-’t = Compounded return for company j for week t.
MARKTR,,; =Compounded weekly market return for weighted mairkex

MARKTR,;, = Lagged compounded weekly market return index.

The study follow Piotroski & Roulstone (2004) armhdston (2009) log transformation of synchroniditym
the bounded value of 0 tol to make the dependeritbla continuous variable. In this context, the
transformation of the dependent variable usuabylts to variable with normal distribution.

SYNC = Log(R? /11- R?) @)

3.3.2 Independent Variable

We use accrual quality as independent variabl@igdtudy similar with prior studies (Richardso®@3). It is
given by difference between earnings before extiiaary item and cash flow operation scaled by aye@sset
as depicted in equation 3 below. Furthermore, lovadue of accrual represents better earnings guahi
higher the value of accrual represents poor quafitye reported earnings. We follow prior studiesegate the
value of accrual so that large value indicates lgtrual quality and small value indicates pooriguaimilar
with prior studies Francis, et al. 2004 and Jirgf) 2

Where,

AQ = Accrual quality

Earnings =Earnings before extraordinary item,

CFO=cash flow from operations

3.3.3Model Specification

The study follows the model similar to the one ubgdlohnston (2009), to study relationship betwaesrual
quality and stock price informativeness measuredtbgk price synchronicity. The model is given bela the
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following equation 4.

SYNC,, =a, +a,(AQ) +a,IDRIXK, ; +a,InstOwner;  +a,Ln(MV, ) +a; Reg+u;, (4)
SYNC, ; =Stock price synchronicity for firm i in year t

(AQ) ={Accrual quality}

IDRISK =Idiosyncratic risk for firm i in year t

Ln(MV) = Natural log for market value of equity of firm i tiie beginning of year

InstOwner =Percentage institutional ownership

Reg= Dummy variables equal to one for regulatedstries and zero otherwise.

Control Variables

The study included control variables to control $ome variables that may affect synchronicity aasuee of
stock price informativeness similar to prior stwd{fiotroski & Roulstone 2004, Zing 2007 and Jobm&009).
We include sum of squared residual from equatida @¢ontrol for idiosyncratic risklIDRISK) like prior study
conducted by Johnston 2009. Since idiosyncraticiegatively and stock price synchronicity relat@édhnston
2009, we predict negative relationship betweenkspoice synchronicity and idiosyncratic risk.

We also control for the size by including log oftimarket value of equitkn(MV) alike prior studies

(Piotroski & Roulstone 2004 and Johnston 2009)gedirm have ability to offer more information asnepared
to small firm. In this context, we predict negatiedationship between synchronicity and size.

We control for institutional ownership by includitag of one plus institutional ownership similargdor study
(Johnston 2009). Institutional investors have poteasbtain firm specific information from managenswever
may also trade using broad indexes (Johnston 20@predict negative relationship between syncloinand
institutional ownership.

We also control for regulated firm by including ofee financial institution or zero otherwise sintilaith prior
studies (Johnston 2009). Regulated firms are stibjesame conditions, we predict positive relatiopswith
stock price synchronicity (Johnston 2009).

4.0 Empirical Results

This part covers descriptive statistics; it disessthe correlation among variables and last dissuee result of
regression analysis.

4.1 Descriptive Statistics and Correlation

Table 1 provides information on the descriptivdistas for six variables used in this study. Ouerage stock
price synchronicity is -0.2950759 and standard aten of 0.457642, the average value is slightbselto the
finding of Gul, et al, (2010) of -0.232. The meaalue is too large compared to studies by Piotrasid
Roulstone (2004) and Johnston2009) which reporinsiea-1.742, and -1.644 respectively. The acoguality
measure has a mean of -0.0889 which is slightlyefotian mean value of accrual quality of 0.09 regzbby
Richardson (2003).

In addition, table 1 shows that average institwtianwnership is 0.31 which is slightly closer te tfindings of
Johnston (2009) of 0.293. Size as proxied by nhtogaof market value of equity has a mean of 12aMch is
higher compared to other studies done by Piotraskli Roulstone (2004) and Johnston (2009) whichrtego
mean of 4.836 and 5.579.

Furthermore, mean value of idiosyncratic risk 328143 which is too low compared to the findingshaf study
done by Johnston (2009) which reported a mean34f50.

Table 2 reports the results of pair wise correfatid the variables included in the model. We findemative
correlation between synchronicity and accrual qualot significance at 5% level. We also find ther@ositive
correlation between synchronicity and both institol ownership and regulated firm at 5% signifioarevel.
Furthermore there is significant negative correlatietween idiosyncratic risk and accrual quality% level of
significance. Furthermore, size as proxied by |l@gkat value of equity is statistically negativetyri@lated with
idiosyncratic risk at 5% significance. In additioagulated firms are statistically positively coateld to
idiosyncratic and institutional ownership.

4.2 Satistical test and regression output

The study used deciles rank of accrual qualityitatte in finding the relationship between stockceri
informativeness and accrual quality (see FrancialeR005; Jing, 2007; Johnston 2009). This wasedin
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alleviate the effect of outliers that might inflienthe study.

This study employed panel data model. Breusch-Péggrange multiplier (LM) results to large chi-sqgiaf
82.2 which lead to the rejection of null hypotheaisd support random effect model rather than pooled
regression.

Table 3 below depicts the relationship betweenkspyce informative and accrual quality. The coméint of -
0.1197 and p- value of 0.067 faw, affirms that there is significance negative relaship between

synchronicity and accrual quality at 10% significanlevel. Since stock price synchronicity is anerse
measure of stock price informative, the findingplyrthat there significant positive relationshipgvween accrual
and stock price informative. The findings of thiady is similar with previous studies Johnston @0&nd Jing
(2007) that find positive association between stpdke informativeness and accrual quality in USFe

finding support that as accrual quality improveseniirm specific information is impounded into sharice.

For the case of control variable we find th@t = -0.0697 with p-value of 0.005 that reveals nizgat

relationship between synchronicity and size. Alg® find thatag =0.3413 with p- value of 0.000, affirm

positive relationship between synchronicity anduteted firm. We do not find any significance retaiship
between synchronicity with idiosyncratic risk andtitutional ownership.

5.0 Conclusion

This study empirically examined the relationshipween accrual quality and stock price informativenenNe
use stock price synchronicity as measure of stoicke pnformativeness similar with prior studies (Belinck, et
al 2010; Watanabe, & Trulaske, 2012). Using 458 firrar observations for 91 companies listed in BSE
from 2007 to 2007, we find that there is positivgndicant relationship between accrual qualityctqrice
informativeness. The findings are similar with primdings analyzing the same (Jing 2007; John&@®0) in
USA.

Our study show that accrual quality matters inpghacess of incorporating firm specific informatidtowever,
there is need to carry further studies to investiglae relationship between stock price informategas and other
earnings quality indicators such as value relevasowothness, persistent, predictability, earnswgprise and
conservatism.
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Table 1: Descriptive statistics

Variables Obs Mean Std. Dev Min Max
Synchronicity (synch) 455 0-29507 0.4576242 -2.496097 0.55401
Accrual quality (AQ) 455 -0.0889 0.169 -0.9128 ®25
Idiosyncratic risk (IDRisk) 455 0.028143 0.0496618 0.0046786 0.71059

Ln market capitalization In(Mv) 455 12.34556 1.057888 9.500451 15.2477
Institutional ownership 455 0.3177837 | 0.1544743 0.0137 0.8832
(InstOwnwer)

Regulated firms (Reg) 455 | 0.1538462 | 0.3611984 0 1

Notes: Descriptive statistics of the variables udeld in this study. Obs stands for the number rofi fyear
observation. Size is proxied by natural log of nearkalue of equity at the begging of year. Insidmal
ownership is given by log of one plus percentageaership. Regulated firm given by dummy variablestand
for regulated firm and zero otherwise. ldiosynaratsk is given by the residual of regression modelthe
synchronicity. Synchronicity is inverse measurstotk price informativeness.

Table 2: Pair wise Correlation of the Variables

Sync AQ IDrisk Ln(Mv) InstOwner Re
Synch 1
AQ -0.0864 1
IDrisk 0.0408| -0.0987** 1
Ln(Mv) -0.032 -0.0370 -0.1735* 1
InstOwner| 0.1099** 0.0377 0.0069 -0.1261p* 1
Reg 0.2664**| 0.2036** 0.0194 -0.0545  0.1447¢* 1

Notes: pair wise correlation coefficient of the ightes. ** depicts up to 5% level of significanc®ther

variables are defined in table 2 above.

Table 3: Regression Results
Dependent | Coefficient and probability values attached to jpeledent variables
variable a, a,AQ | a,IDrisk | asLn(Mv) | @,InstO | a5 Reg No.of | R-
observatio | square
wner n
synch 0.539 | -0.1197 | 0.4324 -0.0697** | 0.06717 | 0.3413** | 455 0.0567
(0.088) | (0.067)* | (0.251) (0.005) (0.723) | (0.00)

Notes: These represent results of random effect @g&ession. The values presented in parenthepessent
the probability values attached to the coefficiémt, ** and * represent levels of significance &#o, 5% and
10% respectively according to two tailed hypothe&#hker variables are defined above in table 2.
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