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This paper examines th e relevance of a simple fundamental analysis.
This tool is basically uses=:q assess the firms’ activities and prospects, partly
through published finanoi ents. Bond credit rating and analyst’s long-term
earnings growth forecasts afQ used as proxies for the firms’ value. The fundamental

: . O e :
signals of interest{(zre xxlected based on existing literature on fundamental analysis.

In general, t provide some supports for the value relevance of basic

fundameny8|s. Additional analyses also reveal that there is a two-way

relationship=petween bond credit rating and analysts’ forecasts. However, the

relatig=>xdoes not exist in the case of commercial paper credit rating.
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INTRODUCTION Alt@ there are many assumptions
The users of financial statements have long  undgrksing~ne financial statement preparation

concerned whether the accounting numbers ( as” historical cost principle), financial
are accurate and reliable. Their potential to atements prepared under generally accepted
be manipulated has been brought to attention unting principles can be a key source of
recently considering from the frequent appearance  @hformation about the firm’s financial health. Based
of the topic of earnings management i on conceptual framework, financials statements
the business press and academic Nets.  are purported to provide useful (reliable, relevant,
Nonetheless, existing research providence and comparable) information to decision makers.
that accounting data do have vaLue to the  An audit is done to offer a reasonable assurance

decision making process. For ipatance, asserting  that the entity's financial statements fairly present
that academic researchers tend move toward its financial position and results of operation in
the elimination of ratio a%as an analytical  accordance with certain accounting principles.
technique in assessin rmance of the firm, Under the Sarbanes-Oxley Act in a post-Enron
Altman (1968) const%counting—based model  world, any reporting errors may be punishable by

to predict bankru

e evidence indicates that  imprisonment. As a result, the new generation of
accounting da f value since his model can  CEOs must personally vouch for their companies'
predict theruptcy of 36% of the 33 bankrupt financial statements (France et. al., 2004). As this

samp e years before bankruptcy. situation continues at the cost of the firms, users
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The Value-Relevance of a Simple Fundamental Analysis

gain benefits from greater reliable information
which is readily and publicly available.
Fundamental analysis “involves an
assessment of a firm’s activities and prospects
through published financial reports as well as
other sources of information concerning the firm,
the product markets in which it competes, and
the overall economic environment. An advantage
of fundamental analysis is that it avoids many
of the pitfalls inherent in the discounted cash
flow valuation method” (Buaman, 1996, p.1).
As basic (and essential) as its name indicates,
fundamental analysis applies simple techniques to
analyze financial statements. Provided that some
users are not “sophisticated”, this fundamental
analysis should be a handy tool for the so-called

“not too advanced” decision makers. Therefore,

fundamental anal

forecasts. '-
model. Samp tion is addressed in Section
4 and Sectiesents empirical results. Section

6 con @

der efficiency markets hypothesis, investor

Review

if accounting data are of value, can we go bman%ot use publicly available information to

to the simple fundamental analysis? Obviously,

enerate abnormal returns. However, research

the answer to this question is an empirical issue® shows that investors routinely use information from

The purpose of this paper is to inve@t@e
question addressed above by app a~wmple
fundamental analysis to the fir luation and
examine whether some selectre?c@ciat ratios
can explain the firm’s valuand its changes.
Credit rating and analysts’. fuxezasts, which have
ate for the firms’
value, are applie udy. The fundamental

e

lected based on existing

long been used as a

publicly available financial statement to assess the
value of the firm. For instance, Previts et al. (1994)
show that (sell-side) analysts commonly evaluate
assets and liabilities based on a cost, not a market
value basis, and base their recommendation
primarily on an evaluation of company income.
Watts and Zimmerman (1986) conclude from
existing research that accounting variables are
associated with market-based measures of risk
and can be used to produce estimates of risk for
unlisted securities and that rating agencies use
accounting data publicly available in the published
financial statements to predict bond ratings and
their changes.
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One of the key tasks in the fundamental
valuation approach is the analysis of a firm’s
financial statements (Bauman, 1996). Ou and
Penman (1989) derive a summary measure from
financial statements that predicts future stock
returns. The value measure is based on observed
correlations with one-year-ahead earnings and
ignored earnings for years further in the future. The
evidence shows that their fundamental measure
can capture equity values that are not reflected
in stock prices. Stober (1992) then extends Ou
and Penman’s study by distinguishing between the
information contained in the Ou and Penman’s
(1989) measure and that contained in analysts’
forecasts of earnings per share. He finds the
evidence consistent with the Ou and Penman’s
measure capturing at least some information not

impounded in market prices.

largely used as a surrogate measure forﬁhe

bond ratings capture the
Copeland and Weston (1 N %~ that the rating

srovided that on

is a useful source of info&
average, the raters punbiased estimates of

default risk of

Short-term gleébt r@irket is also an important
source of fumond (1991) shows that
reputation 6}% borrower affects whether the
firm boirectLy or through an intermediary.

?ost (1994) follow Diamond’s model

Cra
investigate the effect of a rating downgrade

n utstanding commercial paper' (CP). They
The Ou and Penman’s findings are also  sh&Ww that outstanding CP does not fall significantly

supported by Holthausen and Larcker’s (1992)
statistical model, which is based on hi@O considerably in the weeks after the downgrade,
esexts

cost accounting information. Their ove
indicate that financial statement @can be
combined into one summary meastre <o yield

insights into the subseque

Qefore the downgrade; however, it declines

which means that the downgrade does convey
new information to the market. Uday and Nayar

(1998) show that the information on lower and/or

ovement of higher variability of future earnings associated with

stock prices. In addition, Abarbx and Bushee

n o
traditional rules of fal analysis, find the
it

evidence consistent e underlying focus of

severe downgrades constitutes new information
(1997), using a collectio unavailable to the market prior to the rating
change announcement.

Serving somewhat different groups of investors,

financial analysts evaluate values of the firm and

O

' Asho : m unsecured promissory notes issued by a corporation in which the maturity is typically less than 270 days.
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The Value-Relevance of a Simple Fundamental Analysis

express their opinion to the investors. Abarbanell
et al. (1995) assert that the use of forecasts to
proxy for investor beliefs has become a routine
methodological practice in accounting and finance
research. They construct a model of rational trade
that incorporates earnings forecasts. The evidence
shows that investor uncertainty can be expressed in
terms of the information available to the investor
including forecast precision. However, dispersion
alone is not sufficient to proxy for investor
uncertainty since other forecast properties such
as the number of forecasts also affect forecast
precision. Dechow et al. (1999) find evidence
consistent with the hypothesis that sell-side
analysts make overly optimistic long-term earnings
growth forecasts for firms issuing equity, which are

reflected in stock prices. Das et al. (1998) show

Hypotheses and Model Development

1. Fundamental Signals and Credit Ratings
The objective of this study is to j
the information content of fun :

in explaining short-term and |g

ratings and long-term earning

Commercial paper c&

measure of short-term r
sed as a proxy for

whereas bond credit&
long-term credit rae undamental signals of
.

Tm creditworthiness is related to its
cture. The firm’s capital structure

potential of default and bankruptcy,

s affects its credit rating. Long-term debt

results consistent with the hypothesis that analy to common equity is normally used as a proxy

have greater incentives to seek and acquire non-

r the firm’s capital structure. In general, firms

public information for low predictability firm& with relatively high debt to equity ratio are more

because firms characterized by lo a '%s
predictability offer g¢reater opp ites to
improve upon the market’s earniectations.
As a result, they tend to issueoptimistic
forecasts for the low predici=kility firms than for
high predictability firms.

susceptible to adverse effects in economic changes
and thus expose to more risk. Therefore, both the
levels and changes in debt to equity ratios are
hypothesized to negatively associate with the level
of credit rating and its change.

1.2 Short-Term Liquidity (Current Ratio and

Cash Flow)

Short-term liquidity measures the ability of
the firm to pay short-term debt. Two measures
are used to capture short-term debt paying ability.
The first indicator is current ratio. In general, the
higher the ratio, the more liquid the company.
Cash flow is another indicator of the ability to pay
dividends and liabilities. The higher the cash flow,
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the better the paying ability. Therefore, positive
relations between short-term liquidity measures
and credit ratings are expected.

In addition, Nayar and Rozeff (1994) show that
firms with high CP ratings have higher announcement
period stock returns than those with lower ratings
due to the fact that firms with high CP ratings can
enter into the debt market at cheaper transaction
costs. As such, short-term liquidity measures are
expected to be more pronounced in the case of
CP ratings than in the case of bond credit ratings.

1.3 Profitability (ROA, Times Interest Earned,

and EPS)

Three measures are used in profitability test.
The first ratio is return on asset (ROA), which
measures profitability of the firm in performing its
primary business functions. In general, the higher
the ratio, the better the performance. The second
and third measures are times interest earned

ratio, which reflects the likelihood that creditor

will continue to receive their interest pa>@O
and earnings per share (EPS), which@W S

accounting performance of the ﬁ three

signals are expected to associate ly with

credit ratings. In addition, EPS expected to

associate positively with an%@recasts.

2. Fundamental Sign aalysts’ Forecasts
To investigate tho? fundamental analysis

captures value l@m proxied by analyst’s

long-term earnin owth forecasts, fundamental

xd following Lev and Thiagarajan’s

ev and Thiagrajan (1993) (see
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be useful in evaluating firm’s perfogma
estimating future earnings. Based
the following signals that may affe
growth forecasts are included.
calculated in the way t%
each signal is a priori perdejga

2.1 Inventories (Rela 0 U4

Disproportionate inantory increases relative
W' v -\r analysts as a negative
signal, consiste it e production-smoothing
garajan (1993) show that the

to sales are mo

motive. Lev and T

inventorygsignatyy negatively correlated with stock
retums.ore, the hypothesized argument is
thatrtionate increases in inventory (to

S sigrial should negatively affect the revisions

@(L)ong—term growth forecast.
2.2 Accounts Receivable (Relative to Sales)

© Lev and Thiagarajan (1993) claim that

disproportionate increases in accounts receivable
(to sales) are mentioned by analysts as conveying
a negative signal almost as often as inventory
increases, i.e., they might suggest the earnings
manipulation. Therefore, disproportionate increases
in accounts receivable (to sales) signal is expected
to associate negatively with the revisions in long-
term growth forecast.

2.3 Gross Margin (Relative to Sales)

Gross margin is defined as net sales minus costs
of goods sold. Analysts view a disproportionate
decrease in the gross margin (to sales) as a
negative signal. Lev and Thiagarajan (1993) note

that variation in the gross margin fundamental



The Value-Relevance of a Simple Fundamental Analysis

clearly affects the long-term performance of
the firm and is thus informative with respect to
earnings persistence and firm values. As such,
the disproportionate decrease in the gross margin
signal is hypothesized to associate negatively with
the revisions in long-term growth forecasts.

2.4 Selling and Administrative (S&A)

Expenses (Relative to Sales)

A disproportionate increase in S&A expenses
(to sales) reflects the inefficiency of management.
Lev and Thiagarajan (1993) shows evidence
consistent to this perception. Therefore, a negative
relation between the disproportionate increase
in S&A expenses and the revisions in long-term
growth forecast is expected.

Accordingly, the general forms of the

estimating equations are:

RATE, =

+ BLROA, + BINT, + B(EPS,

+ B,LASSET, , + € [5)
GF, = Bo+PBiINV +BAR + @

+ B,SA, + PsEPS, +

+ €&

where RATE, is either BOND2when bond credit
rating is a dependent vaxia or CP, when CP
, and t is the year-

rating is a dependent

index.

GF, = Pe e of long-term earning
0 forecast

DE, t to equity ratio

CR,

@ Current ratio
CF Level of cash flow

ROA, = Return on asset &

INT, = Times interest earned ratio %

EPS, = Earnings per share

INV, = Level of inventori s

AR, = Level of accounts regeivabyy relative
to sales

GM, = Level of @ relative to
sales

SA = Level Wlin and administrative
expela ive to sales

LASSET, , \.

2 s of the beginning of year
sets. This variable is added
a control variable for firm size.

3 &rror term

o-MV, AR, GM, and SA, are deflated by
e beginning of year total assets. The general

s of the estimating equations for changes in

for
+ B.DE, + B,CR, + B;CF Q
o+ B:DE,+ B.CR.+ B.CF. ependent variables and changes in fundamental

? ratios are as follows.

ARATE, = B, + B,ADE, + B,ACR, + B,ACF,
+ B.AROA, + BAINT, + B,AEPS,
+B,LASSET, , +¢ (3)
AGF, = f,+B,AINV, + B,AAR,

+ B,AGM, + B,ASA, + B.AEPS,
+ PLASSET, , + € (4)

where A represents changes in respective
variables. The definitions of terms are the same
as addressed above. The measurements of each
variable examined in this study are summarized
in Table 1.
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Table 1 Definition and Measurement of Variables Examined in the Study &

Variables

O
Measurement

Bond ratings (BOND,)

CP ratings (CP)

Changes in credit ratings (ARATE,)

Changes in long-term growth forecasts (AGF,)

Earnings per share (EPS,)
Change in earnings per share (AEPS,)
Debt to equity ratio (DE,)

Change in debt to equity ratio (ADE,)

Current ratio (CR,)
Change in current ratio (ACR,)

Cash flow (CF)

Change in return on asset (AROA,)

Times interest earned ratio (INT.
Change in times interest eamed(AINT)

Level of inventories reLatlve es (INV,)

Change in 'nventor@e to sales (AINV)*

Level of as receivable relative to sales

Bond ratings take value 1 through 18 for b ra

through CCC.

CP ratings take value 1 through 6 for CP ra

A-1+ through D.

Changes in ratings are calculated -- the rates are

upgrades, downgrades, or non-chan

(GF,-GF,_,)/P,_, where P_, is s \‘ at the beginning
of the year

Basic EPS before extra@name

(EPS,— EPS, ) /P, %
Long-term debt mon equity

(DE,-DE, ,)/ MWK, Wwaere MVE, , is the beginning of year

market va“ gdity

Curren s to current liabilities

(CR@/ MVE, ,

Cash 8)WS deflated by total asset, ,

Change in the level of cash flow (ACF,) @9 CF.,)/ MVE,_,
Return on asset (ROA) & et income to total assets

(ROA,-ROA.;)/ MVE,_,
Net income to interest expense
(INT, = INT,_,) / MVE,_,

INV, - sales,/ TA._, where TA_, is the beginning of year
total assets

Percentage AINV, - Percentage changes in sales
%AINV, = (INV,—E(INV,)/E(INV,)
E(INVY) = %NV, +INV,_,)

%Asalest are measured similarly.

AR, -sales,/TA,_;

(AR %

42 91sa1sdvBwlry  UR 10 adUR 29 SudAu 2557




The Value-Relevance of a Simple Fundamental Analysis

Table 1 Definition and Measurement of Variables Examined in the Study (Cont.)

Level of gross margin relative to sales (GM,)

Change in GM relative to sales AGM,)*

Level of selling and administrative expenses
relative to sales (SA)

Changes in S&A expenses relative to sales
(ASAY*

Natural log of total assets (LASSET,,)

sales, —
Percentage changes in sales— c
(The measurement is similar r

SA, —sales./ TA.,

Percentage ASA,

P
(The measurement@ @%
Natural log of theéég?\(ﬁing of year total assets

Variables Measurement
Change in AR relative to sales (AAR)* Percentage AAR, - Percentage changes in@ﬁes Qj
(The measurement is similar to that of i

GM/ TA.,

td that of inventory)

* These signals are calculated following Lev and Thiagarajan’ mudy.

Sample Selection
S&P’s bond credit ratings and CP ratings

ozoals, 35 CP downgrades, 31 CP upgrades, and
CP neutral.

Data on long-term earnings growth forecasts

are used in this study and are obtained for m
active firms from Compustat database during the uring the same period are obtained from IBES
period of April 1994 — April 2004. Ratings_of A%ip summary statistics file. In this study, long-term

are chosen in order to assure that ratin{iyaceryies
have utilized publicly available inf iorn’ from
published financial statemen ume that
financial statements of most ﬁrms are available

at this month). Bond ratings alues 1 through
18 for bond rated AAA thr C. CP ratings take

ed A-1+ through D.

values 1 through 6 f
Current ratings a ed to previous ratings

to measure wh ey have been upgraded,
downgraded, g stant. The neutral case is

included i

ample because excluding firms

ges in credit ratings may create bias

he final samples are as follows: 123
ngrades, 119 bond upgrades, 1,013 bond

growth forecast is chosen because its effects
on credit rating of the firm should be different
depending on the types of credit ratings. That is,
the effect of long-term growth forecast should be
more pronounced in the case of long-term credit
rating than in the case of short-term rating. Other
accounting data are obtained from Compustat
database during the period 1993-2004. After
eliminating observations with missing or extreme
values, the final samples are 2,266 observations
(firm-years) for the level and 2,125 for the changes.
Summary statistics of each variable are shown in
Table 2.
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Table 2 Summary Statistics

Panel A: Summary Statistics for the Measurement Level* (N =2,266)

Variables Mean Median Std. dev. Skewness Minimum
BOND; 7.10 7.00 3.42 0.42 CCC (18)
CP, 2.04 2.00 0.90 0.63 C (6) i
GF, 12.49 11.83 3.78 2.23 2.00@ 5291
DE, 80.81 44.80 232.58 14.23 & 5325.05
CR; 1.74 1.58 0.86 6.76 ] \ 17.48
CF, 86.68 39.38 128.55 3.29 @ 956.02
ROA, 6.10 6.21 6.45 -1.44 .59 34.54
INT, 7.02 4.13 16.72 11.87@ 45.24 486.59
INV, -718.17 -390.66 983.49 -3.68 7130.88 -12.84
AR, -629.77 -356.50 784.66 - -5618.21 -7.97
GM, 462.33 241.88 739.63 é& —-7940.88 10493.92
SA -559.83 -306.09 736.94 -5567.51 18.27
EPS, 1.23 1.19 1.50 % .99 -11.79 12.54
LASSET,, 8.04 8.00 1.251/\ 0.12 4.00 11.50
Panel B: Summary Statistics for the Measurem LQz}ges* (N =2,125)
Bond downgrades 123 observations CP downgrades 35 observations
Bond upgrades 119 observations (@) CP upgrades 31 observations
No changes 1,013 observations mo No changes 804 observations

Variables Mean Mediap/qg\“ td. dev. Skewness Minimum Maximum
AGF, -0.02 Q= 0.30 -8.45 -7.27 3.30
ADE, 0.03 1.17 16.07 -12.67 35.89
ACR, -0.00 0.00 0.00 -6.47 -0.05 0.04
ACF, 0.01 01 0.11 -7.92 -2.84 1.10
AROA, 0.00 @ 0.00 0.04 18.45 -0.46 1.29
AINT, 0.00@ 0.00 0.01 16.88 -0.10 0.36
AINV, IN -0.02 0.27 2.62 -1.21 2.99
AAR, 0. 0.00 0.23 6.49 -1.05 4.09
AGM, 0x6 0.01 2.59 -16.52 -66.84 20.59
ASA, 0.00 0.00 0.11 2.64 -0.69 1.62
AEPS, @ 0.00 0.01 0.11 -7.37 -2.92 1.29
LAS 8.09 8.00 1.24 0.14 4.01 11.54

44

915d15981BWONYT

* The :tion and measurement methods are as described in Table 1.
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The Value-Relevance of a Simple Fundamental Analysis

Empirical Results

Panel A of Table 3 shows the regression results
for the level of bond rating on the explanatory
variables. The adjusted R’ for the regression is
0.49. The coefficient of debt to equity ratio is
positive and significant at the 0.01 level. Recall
that rating takes value 1 through 18 for bond
rated AAA through CCC. Thus, the interpretation
is that as debt to equity ratio is increasing, the
agencies tend to decrease the firm’s credit rating.
The coefficient of return on asset is negative at
the 0.01 level, which means, the higher the return,
the better the rating. The coefficient of EPS is
positive and significant at the 0.01 level. It seems
counterintuitive that as EPS increases, bond rating

will be downgraded. The possible explanation is

that this ratio may proxy for the level of risk. Thus, & e

rating tends to be upgraded.

sample firms with bond downgr

neutrals. The coefficients of ch

terest earned ratio

and change in EPS ar itivaly significant at the

0.01 and the 0.05 lel’als,

that as ﬁrm@’> 3 »
raters tend tg their rate upward.

Table s the results for commercial

vratio, ROA, and EPS are significant at the

respectively. This shows
EPS and cash flows, the

el. The coefficient of natural logarithm of

as EPS increases, the firm is more risky (take tmota asset is significant at the 0.05 level. These
f

internet firm as an example). The coefficient o
natural logarithm of the beginning of year tota®

asset is negative and significant at the

@vel,
which means as firm gets bigger, it@ ating
is of higher level.

Logistic regression is us@test the
association between changnd credit rating
and financial signals. Firms ‘Wse/divided into two
groups; the first group bond upgrades or

constant, the s bond downgrade or

for ease of interpretation.

constant. The diviaion
Panel B of T§®wows the results of logistic

regression f@r ample firms with bond upgrades

y neutrals. Only the coefficient of total

sitive and significant at the 0.05 level,

eans as firm is getting bigger, its credit

oefficients have the same signs as those in the
case of bond rating. Therefore, the interpretations
for each case are similar. However, the coefficient
of cash flow, which is not significant in the case
of bond rating, is negative and significant at the
0.01 level in this case. This shows that as firm
increases its level of cash flows, the raters tend to
increase the quality of the firm’s CP rating. This is
possible because the lender, when granting short-
term loan, tends to focus on the firm’s short-term
liquidity.

Panel B of Table 4 shows the logistic regression
results for the sample firms with CP rating upgrades
compared to neutrals. Only the coefficient of
change in debt to equity ratio is significant (at the
0.05 level). The interpretation is that as the firm
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Table 3 Results of Bond Credit Rating Regression

Panel A: BOND, = f3, + [3,DE, + B,CR; + B;CF, + B,ROA, + B5INT, + P<EPS, + B,LASSET,_, + €

Variable Coefficient t value
Intercept 19.4900 28.16
DE, 0.0009 3.00
CR, 0.0526 0.62
CF, 0.0007 0.81 &
ROA, -0.2064 -15.03
INT, 0.0073 1.90 &
EPS, 0.2759 5.01
LASSET, , -1.5006 -18.32 7 AR
Adjusted R?=0.49 &\ e
Panel B: Logistic Regression for the Sample with No Change Upérades
ABOND, = 3, + 3,ADE, + 3,ACR, + B,ACF, + 3,AROA, + [35AINTf\®F”t + B,LASSET,, + € (3)
Variable Coefficient é’\@) Pr>x*
ADE, 0.0082 V@OO& 0.9355
ACR, -46.8013 & 0.7637 0.3822
ACF, -5.9849 m 1.1071 0.2927
AROA, 6.0545 0.6781 0.4102
AINT, -24.3071 OO 1.5649 0.2110
AEPS, 7.6321 @ 1.7496 0.1859
LASSET, , 0.1(84 4.4718 0.0345
. 2
Likelihood ratio %" =9.748 (p = 0.2033) @
Panel C: Logistic Regression far the Sample with No Change or Downgrades
ABOND, = 3, + 3,ADE, + 3,ACR, @b F.+ B,AROA, + B,AINT, + B,AEPS, + B,LASSET,_, + € (3)
Variable @b Coefficient Wald > Pr >’
ADE, @U 0.0165 0.0774 0.7809
ACR, N 10.8527 0.1833 0.6686
ACF, [@ -9.6069 4.0898 0.0431
AROA, i % -14.2587 5.7701 0.0163
AINT, 55.3648 8.4203 0.0037
AEPS, @ 9.8226 4.2930 0.0383
LAS -0.0871 1.2375 0.2660

i0 % =22.810 (p=0.0018)
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Table 4 Results of Commercial Paper Rating Regression

Panel A: CP, =B, + B,DE, + B,CR, + P:CF, + B,ROA, + P5INT, + B(EPS, + P,LASSET, , + €

Variable Coefficient t value
Intercept 29871 9.50
DE, 0.0031 2.99 0e2
CR, 0.0407 1.21 @
CF, -0.0013 -3.96 & .
ROA, -0.0718 -11.58 .
INT, -0.0016 -0.58 &
EPS, 0.1437 6.96
LASSET, , -0.0719 —17 R
Adjusted R?=0.30 e
Panel B: Logistic Regression for the Sample with No Cha %\o grades
ACP, = 3, + B,ADE, + 3,ACR, + 3,ACF, + 3,AROA, + BSAINTMEP i+ B,LASSET, , + € (3)
Variable Coefficient é’\ wald o Pr> 1’
ADE, -0.4039 0) 5.4357 0.0197

ACR, -1276.1000 & 0.0000 0.9952
ACF, 5.6126 @ 0.2087 0.6478

AROA, 25.5032 ® 0.0875 0.7674
AINT, -7.25 @ 0.0130 0.9093
AEPS, -2.5 0.0330 0.8558

LASSET, , @m\\g 0.0448 0.8324
Likelihood ratio x*=6.244 (p = 0.5115(/\
(D

Panel C: Logistic Regressiogn for the Sample with No Change or Downgrades

ACP, =, + B,ADE, + B,ACR, % F,+ B,AROA, + BAINT, + B,AEPS, + B,LASSET,_, + € (3)
Variable @b Coefficient Wald > Pr>®
ADE, -~ 0.1866 0.2820 0.5954
ACR, N 1253.9000 0.0000 0.9970
ACF, [@ -21.0231 5.4956 0.0191
AROA, 88.1594 2.0576 0.1514
§ -17.4274 0.0996 0.7523
@ 19.1669 3.7448 0.0530
-0.0451 0.0873 0.7676

ratio %> =7.222 (p = 0.4062)
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increases the level of debt, the credit agencies
tend to revise the rate downward. Panel C of
Table 4 shows the results for the sample firms
with CP rating downgrades compared to neutrals.
The coefficient of change in cash flow is negative
and significant at the 0.05 level.

Panel A of Table 5 reports the results for the
long-term earnings growth forecast. All coefficients
except for that of inventories are significant. The
interpretation is that analysts tend to increase their
forecasts as the firm (1) decreases its level of

accounts receivable (relative to sales), (2) increases

its gross margin (relative to sales), and (3) incr

its selling and administrative expenses (relative

sales). However, the coefficients of
logarithm of total asset are negati
with growth forecast.

The regression results of th

shown in Panel B of Table
of change in inventory, ch v‘
logarithm of total asset ar@ Ant. These results
n5|der the decrease
of inventory (r@? ~ o\ es) as a good signal,
and Thiagarajan’s (1993)

which is consist

S, and natural

Aw

show that the anal

Table 5 Results of Long-Term Earnings Growth Forecast Regﬁ@

Panel A: GF, =, + B,INV, + B,AR, + B,GM, + 3,SA, + [SSEPStg\g@TF1 +¢€ (2)
Variable Coefficient V@alue P value
Intercept 14.2955 ((\ 18.63 0.0001
INV, -0.0010 m -1.46 0.1444
AR, -0.0032 -3.991 0.0001
GM, -0.0005 OO -2.25 0.0245
SA 0.0045 6.06 0.0001
EPS, —O.l@ -3.745 0.0002
LASSET, , ﬂ&f\ -1.79 0.0736
Adjusted R*=0.42 I} .
Panel B: AGF,=f3,+ B,AINV, + @ﬁt + BAGM, + B,ASA, + BAEPS, + B,LASSET, , + € (4)
Variable @79 Coefficient t value P value
Intercept @ -0.1875 -4.424 0.0001
AINV, N -0.0468 -1.92 0.0546
AAR, [@ 0.0173 0.61 0.5450
0.0022 0.89 0.3749
§§ 0.0178 0.31 0.7594
-0.3216 -5.32 0.0001
0.0213 4.107 0.0001
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findings. However, we cannot conclude from the
negative coefficient of change in EPS that the
analysts will decrease their forecasts as the EPS is
changing upward. The rational is that the forecast
does not only depend on the amount of changes
but also on the quality of changes. We have to
investigate whether the change is transitory or
persistence.

The results when growth forecast is included
as an explanatory variable are shown in Table
6. Two-stages least square is used to deal with
the chance of causality. The results from the first
stage (not reported here) show that there exists
a probability of simultaneity problem between
growth forecast and bond rating, but this problem
does not pronounce in the case of CP rating. The

possible explanation may be that, in order to rate

in the case of CP rating.

Panel A of Table 6 shows regression re

the level when long-term earnings,growtaxrey
is included as one of the inde %

This may be that the ‘- .

the increase in risk -‘- as the internet
firm). The coefficients b

times interest earn, and EPS have the same
sign as thos@ 5 -» here GFt is not included
in the modely“The @Jditional coefficients that are
significant %ut are not pronounced in the

f e 3) are those of current ratio and

0 equity ratio, ROA,

As the firm increases its cash flow, the
d to increase the quality of the firm’s

ing=However, the result for current ratio is not

short-term rating and estimate long-term growm: expected because as current ratio increases, the

raters and analysts focus on different time horizon.

ting tends to be lower. Again, the explanation is

The effect of near term forecast, rather than tha® that both quantity and quality of the increases do

of long-term forecast, should be more p@gd

matter. The causes of the increase in current ratio

Table 6 Results of Two-Stages &@”?&‘\Square
Y

Panel A: BOND, = 3, + 3,GF ,DE, + B5CR, + 3,CF, + P;ROA, + P4INT, + 3;EPS, + €
R

Variable QVCoefficient t value P value

Intercept b -16.7372 -20.05 0.0001
GF, @ 2.0116 31.74 0.0001
DE, N 0.0005 1.79 0.0738
CR, [@ 0.4036 5.917 0.0001
CF, i § -0.0056 -10.36 0.0001
ROA, -0.2209 -18.56 0.0001
INT, 0.0079 2.38 0.0173
0.7672 15.18 0.0001

Ad;&%yéz =0.637
1 4
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Table 6 Results of Two-Stages Least Square (Cont.)

Panel B: Logistic Regression for the Sample with No Change or Upgrades

Variable Coefficient Wald *
AGF, -106.4000 191.6675
ADE, 0.0422 0.0523
ACR, —-6.7930 0.0017
ACF, -10.6665 0.5980
AROA, -2.4332 0.0252 (\
AINT, -28.2206 0.5430
AEPS, 65.2349 20.10847
LASSET, , 1.6161 51.4098 é/\m

Likelihood ratio %”=590.67 (p = 0.0001)

Panel C: Logistic Regression for the Sample with No Cha
ABOND, = 3, + B,AGF, + 3,ADE, + B,ACR, + 3,ACF, + B;ARO

A0
] wngrades

LAINT, + B,AEPS, + BgLASSET, , + €

Variable Coefficient V@Id x> Pr> 1’
AGF, -103.0000 ((\142.5194 0.0001
ADE, -0.1306 1.7359 0.1877
ACR, 39.1597 0.8652 0.3523
ACF, -24.8710 OO 4.4319 0.0353
AROA, -11.5830 @ 0.6935 0.4050
AINT, 0.5® 0.0002 0.9899
AEPS, O 3.3682 0.0665
LASSET, , . 3.6746 94.6314 0.0001

Likelihood ratio x* = 642.068 (p = O,P(@

may be the increase/ account receivable,

or inventory. The la re usually viewed as a

bad sign from the\a
Panel B

Sts’ perspective.

le 6 shows the results of
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significant at the 0.01 level. The interpretation is
that as analysts revise their forecasts upward, the
likelihood of the raters changing the rate upward
is decreased (compared to neutrals). Panel C of
Table 6 shows the results for the sample firms with
bond downgrades compared to neutrals. Again,

the coefficient of estimated long-term growth



The Value-Relevance of a Simple Fundamental Analysis

is negative and significant at the 0.01 level. As
the analysts revise their forecasts upward, the
likelihood of the raters changing the rate downward
is increased. The results in both groups seem to
be counterintuitive. The explanation may be that
growth forecast is viewed by the agencies as an

indicator of risk.

Conclusions

Fundamental analysis is used in this study
as an analytical tool to analyze the valuation of
the firm, which is represented by its credit rating
and long-term earnings growth forecast. In the
level regression, most fundamental signals have
an incremental explanatory to the valuation of
the firm. However, in the case of the changes,

the incremental explanatory power decreases.

The interpretation of some ratios seems to m
counterintuitive. The rational for the opposite

on the time period chosen. Secondly, L ‘

growth forecast revisions are not groupe

upward and downward. The grouping p2

change in credit rating different
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