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THE INFORMATION CONTENT OF
EARNINGS ON STOCK PRICES ;

THE KUWAIT STOCK EXCHANGE*

Key words : Price-Leading Earnings, Earning Response Coefficients,

Kuwait Stock Exchange.

I. Introduction

The role of accounting earnings on
equity valuations has been a topic
of considerable research since the
1960s. It was mainly motivated
by the fact that.

“[1]f accounting earnings are
related to stock prices, the EMH
[efficient market hypothesis]
suggests that earnings can be
useful measures or indices of
value contrary to the 1960s
argument that earnings numbers
are useless because they are not
measured using a single concept
of income.” (Watts and
Zimmerman, 1986, p.37).

The seminal study by Ball and
Brown (1968) analysed the
price-earnings relation within a
very restrictive one-year return
period model. This was consistent
with the period covered in an
annual report but it was noticed
that, to a large extent, the market
anticipates the information content
of an annual report prior to the
date of its release. Much of the
data contained in the annual report
is made available on a timelier
basis by many existing interim
sources of information so earnings
may be reflected in the security’s
price before they have been
announced (Grant, 1980, Bublitz,
Frecka and Mckeown, 1985). This
is the basic idea underlying the
theory of prices leading earnings.

Indeed, Kothari (1992) and
Kothari and Sloan (1992) argued
that stock prices contain
information about future earnings
because market expectations are
based on a richer information set
than the one embedded in
contemporaneous earnings. They
showed that the estimation of the
price earnings relation improved
by exploiting the information
contained in leading period
returns.

Among other, Beaverm Lambert
and Ryan (1987) have tested it for
US companies. Donnelly and
Walker (1995) study the share
price anticipation of earnings of
UK companies and showed that
the estimation of the
price-earnings relation improves
when firms with transient earning
are excluded from the sample; and
Li and Wearing (2000) investigate
the prices leading earnings and
explore the information content of
cash flows for the Australian
Stock Market.

As stated earlier, one of the most
active research areas is the role of
earnings information on equity
valuation. In particular, how does
the market react when earnings
figures are released? How are the
stock prices of firms affected and
how much of the earnings
announcements explain abnormal



security returns? Empirical tests of the price-earnings
relation are plentiful for developed economies but not so
for developing countries.

I1. Sample design and data collection

The KSE data covered the years from 1981 through to
1997. The sample data of this study was restricted to
companies which were listed in the KSE with available
annual trading data. By the end of 1997, there were 65
listed companies across seven sectors in the KSE.

Industry classification Number Percentage
Banks 8 12.31
Investments 15 23.08
Insurance 4 6.15
Real Estate 7 10.77
Manufacturing 16 24.62
Services 10 15.38
Food 5 7.69
Total 65 100.00

in the KSE, the end of the fiscal year is 31st of December,
but the deadline for submitting annual reports is 31st of
March, This Difference between the end of the fiscal
year and the deadline for submission might have an
effect on the price earnings relationship. Therefore, I
estimate separate price-earnings regressions for the
closing prices of shares at the end of December and at
the end of March. The closing prices of end of December
will be based on the 12 month return measure over the
fiscal year (Kothari and Zimmerman, 1995). The closing
prices of end of march analysis will be based on a return
period extending from 9 months prior to 3 months after
the fiscal year-end, corresponding approximately with
the period between earnings announcement (Easton and
Harris, 1991).

Two important modifications were made to the stock
price data series so that they could be compared across
time. Firstly, I had to adjust the outstanding number of
shares and modify the dividends per share accordingly.
Companies often issued bonus shares as a percentage of
the total outstanding number of shares, and also
companies increased their capital by issuing new shares.
Secondly, adjustments were made to all listed companies
affected by the split order. The 1986 stock split was

mandated by the KSE for all listed companies. Before

the stock split order was issued, the share par value was
one Kuwaiti Dinar (KD), yet, the market value for some

_0_

companies had increased by up to twentyseven
fold. The stock split order was to split each
share into 10 shares with the par value of
100 Fils for all listed companies in the
KSE. This order was issued in an attempt
to make the prices ‘affordable’, to spread
the shares among a wider base of investors,
and to attract more traders to the KSE.

It is important to mention that the Iraqi
invasion of Kuwait took place in August
1990 and had an overwhelming effect in
the Kuwaiti economy. The KSE’s operations
were suspended from the invasion day until
29 September 1992. The Kuwait market
regulators dealt with the two-year stoppage
by issuing a Ministerial order that allowed
listed companies to combine their two-year
operations into the reporting year of 1990. 1
take this into account in constructing my
data set.

I11. Conclusions

This paper has investigated the relationship
between share returns and earnings. The
paper has provided empirical evidence that
both the Earning Response Coefficients
(ERC) and the strength of the relationship
between share returns and earnings improves
with the inclusion of leading period returns
and other control variables i.e.

macroeconomic indicators. My estimation
was based on the December and March
closing prices and the results were similar.
In other words, the adoption of a slightly
different return period did not appear to
change the nature of the results. Moreover,
They are robust to exclusion of outliers and
changes in the sample criteria.

The KSE pattern of the returns-earnings
relationship seems to follow that of the
developed markets. I find results that are
consistent with those of developed markets
of the US' (Kothari and Sloan, 1992) and
the UK (donnelly and Walker, 1995). Li
and Wearing (2000), in addition to earnings,
have also studied the effect of macroeconomic
variables on share return for the Australian
stock market. My findings for the KSE are
generally consistent with their study except
for the
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negative effect of inflation on share prices.

The paper has provided empirical support for the
view that investors in the KSE are able to
anticipate earnings in a similar manner to
investors in developed markets. One might argue
that information sources are adequate and
regulators therefore need take no further actions
with respect to improving information
dissemination in the KSE. However, this would
be a superficial and perhaps misleading
conclusion since the way in which information is
impounded into share prices is not yet well
understood. Encouraging more private consulting
agencies and widening the brokers , role(in
relation to investment advice) in the KSE may be

Reference

necessary to improve the dissemination of
information.

One of the caveats of this study is that the results
are subject to the unavoidable small nature of the
sample. Another limitation was the interruption of
the KSE and economic activates caused by the
Iraqi Invasion of Kuwait in 1990. For further
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The New CPA Exam.

The November 2003 CPA exam is now scheduled to be the last
paper and pencil CPA exam. Starting from Spring 2004 the CPA
exam will be computerized. The following is based upon current
AICPA and NASBA documentation.

Computerized Expected Old Current
CPA Sections Length (HRS) CPA Sections Length(HRS)
1) Auditing & Attestation 4.5 Auditing 4.5
2) Financial Accounting 40 Fiancia!l Accounting & 45
& Reporting : Reporting :
= Accounting & Reporting
3) Regulation 3.0 (ARE) 35
4) Business Environment 2.5 Business Law & 3.0
& Concepts Professioan] Resposibilities

Important notes about the new CPA exam.

+ Business Law & Professional Responsiblities and Taxation
will be under the Regulation section. 22.5% for Business Law,
17.5 % for Legal Responsibilites and 60% for Taxation.

* Government Accountmg and non-for-profit accounting will be
under the financial Accounnng and Reportig Section. 20% for
both Government accounting and non-for-profit accounting,
the rest will be financial accounting

« Business Environment and concepts section will be devided as
follow, Business Structure (20%), Information Technology (IT)
(20%), Financial Management (25%), Economics Concepts
(10%), Planning and Budgeting (12.5%), Measurement (12.5%)
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* The total time to test the above 4 new
sections is now planned to bel4 hours.

* Candidates would be approved to take the
CPA exam by their State Boards of
Accountancy upon approval and payment
would call Prometric Testing Service to

schedule an exam location and time.

* Candidates in some states may have to
make seperate checks out to their state
Board and to Prometric.

» Conditional candidates after the November
2003 exm will be allowed to take the
remaining equivalent sections of the exam
under the old rules applicable at the time,
including the number of retakes and the time
period allowed (whichever is first
exhausted).

* First time candidates could take each
section of the CPA exam independently and
in any order with no conditions on passing
any other section, but must pass all sections
within a rolling 18 months period, which
begins on the date that the first section(s)
passed is taken.

* Candidates will retain conditional credit
for any section(s) passed for eighteen
months, without having to attain a minimum
score on failed sections and without regard
to whetehr they have taken other sections.
Candidates will not be allowed to retake a
failed section(s) within the same
examination window,

« In the event all four sections of the exam

are not passed within the rolling
eighteen-month period, credit for any
section(s) passed outside the eighteen month
period will expire and that section(s) must
be retakn.

* Each exam will consist of both
multiple-choice questions and constructive
response questions. Hopefully, the AICPA
will share more about the extent of
constructed response questions. presumably
they would be short answer and
multiple-choice in response to an

abbreviated case study presentation.

* There will be four three-month exam
windows each year, with two months for
exam taking and one month for exam
research, reporting, etc. Candidates can take
each window.

Important: All CPA candidates should strive
to pass the CPA exam, or as many parts as
possible, by November 2003 to avoid the
uncertainties of this new.
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« Business Law & Professional Responsiblities and Taxation
will be under the Regulation section. 22.5% for Business Law,
17.5 % for Legal Responsibilites and 60% for Taxation.

« Government Accounting and non-for-profit accounting will be
under the financial Accounting and Reportig Section. 20% for
both Government accounting and non-for-profit accounting,
the rest will be financial accounting

« Business Environment and concepts section will be devided as
follow, Business Structure (20%), Information Technology (IT)
(20%), Financial Management (25%), Economics Concepts
(10%), Planning and Budgeting (12.5%), Measurement (12.5%)
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Saud Khaled Al-Khashti

Financial & Internal Control
Bank of Bahrain & Kuwait

Benefiting from
foreign banks

Entering the new millenium
Kuwait has still not achieved
sustainable economic growth
and still is counted as a developing
country which has no significant
agricultural or industrial sector
except for the production of both
crude oil and gas for being its
primary source. As what we all
know that since the approval of
foreign banks opening branches
in Kuwait, after an agreement
held by the government and the
national assembly under the law
approved by the Amir of Kuwait,
after having an exhausting
bureaucratic marathon we still
know that significantly Kuwaiti
banks have helped the way
already to a very successful
standard laying down a platform
for future growth and

diversification, with the number
of ways implanted internally
and then number of new products

and services launched externally

for customers in Kuwait, comprise
a total achievement that’s is
remarkable if not unusual for a
regional financial services
institutions sector in Kuwait.
Foreign banks will come to
Kuwait to play a fundamental
role in helping the Kuwait market
to develop both in size and
sophistication bringing their
capital and making a stronger
economy for Kuwait and whom
will play a very professional
way, where they have already
paid close attention to research
Kuwait and its banking sector
by monitoring them simultaneously
Foreign banks is a world apart
from Kuwaiti banks offering
choice, expertise, challenges it
poses opportunities it presents,
results it would deliver and a
high level of personal service
available in Kuwait which is
strategically through six divisions

which are :
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1) Corporate finance as a whole for companies 4) Treasury and investment services sorting

conducting and contemplating international out professional teams in Kuwait to widen
business which they offer in a wide range the scope of activities in Kuwait through
of corporate and institutional financial services their procedures of areas in the interbank,
including to be ready to whatever the companies capital market and the management of assets
require to meet the challenges of the growing and liabilities.

market place with helping through many
financial centres around the world whether 5) Information technology, which makes these
it is inshore internationalglobal or local. banks, view technology as an agent for

change internally to improve effiencey,

2) Retail banking through many new products productivity and competitiveness and
and services further extending its comprehensive externally to improve standards of service,
range of financial services. usability and convince for customers.

3) International banking whom have maintained 6) Human resources for foreign banks which

its emphasis in increasing their branches is carried out to being something important
world wide actively seeking opportunities where they focus on competencies, values,
through many ways. experience, qualifications and key results

of ensuring smooth implementation of staff.
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