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Prior research demonstNa a composite score constructed based on
historical accounting infoca be used to predict future stock returns. This

paper employs the composite S<ore used in Piotroski (2000). The composite score

is the sum of binary scoresGnarked from each individual financial measure related
O

to profitability, I@(quuidity, and operating efficiency. This paper provides

empirical evi@7 ing 1994 to 2008 for listed firms in Thailand. Our empirical

evidence s that a portfolio of stocks with higher score earn higher one-year
and two-year arfead market-adjusted returns and that a zero-investment portfolio
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INTRODUCTION

One of the most controversial issues in today’s

investment world is the challenge posed to the  ra

value of fundamental analysis as a reliable tool

. - (@)
to reach profitable investment decisions. @
it being supported by numerous st a

useful means of stock trading, thementaL
analysis has raised many questions¥retating to
the efficient market hypothesis H). According

to EMH, one cannot explo
and publicly available info n to gain profits

if a stock market ifse ong form efficient.
Specifically, if the C arket is efficient, no

profitable tradin

=nalysis is a useful tool to predict

gs and stock returns; and (2) financial

52 91sd1s9v1Bwlryd O 11 alui 30 19U 2558

NA\|
dm%wﬁ\]ﬂ
SEMUANAZ L UAT

A NAIDUTITINNALAS

a

AsuUsEnAdans a1

r have long been employed by investors and
ancial analysts for fundamental analysis, have

d a question relating to the usefulness of

Qiistorical accounting information to predict future

stock returns. This question may have been
extensively addressed in developed countries, but
little has been done on emerging markets, and
even if there have recently been some findings,
the results are neither solid nor reliable due to the
limited numbers of samples. Therefore, this paper
aims at examining whether historical accounting
information can be used to predict future stock
returns for Thai stock markets.

Lev and Thiagarajan (1993) document
that financial signals have predictive power in
explaining contemporaneous stock returns of U.S.
firms and Abarbanell and Bushee (1998) show that

investment portfolios formed by longing high-
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score stocks and shorting low-score stocks based
on fundamental signals suggested by Lev and
Thiagarajan (1993) yield significant positive returns.
In addition, empirical results in Piotroski (2000)
and Mohanram (2005) suggest that a portfolio
with higher composite scores constructed based
traditional financial measures earn higher future
returns for high and low book-to-market (BM) firms
in U.S. markets, respectively.

In Japan, Nguyen (2003) constructs a simple
financial score for each sample firm and finds that
the financial scores exhibit a strong correlation
with contemporaneous and future market-
adjusted returns. In Thailand, Sukanjanapong
(2007) documents that historical financial ratios
can be used to form profitable stock portfolios,
particularly in the small low BM stocks.

This paper empirically examines whether t

composite score constructed based on historical

Our empirical results indicate that ﬁ i

higher composite score earn higher one-ye
two-year market-adjusted buy-and-holahres
than do firms with lower comp Mo

additional risk and that a zero—inv

of longing high score stocks and.5aartine low score

portfolio

stocks earn significant i arket-adjusted

returns. This suggests orical accounting

information can be ed'ct future stock

returns.

Piotrosests that his composite
score is apprgpriatdQor high BM firms. This paper
then examhether the score is associated
with f: mck returns for subsamples of high
BM F@ms with BM ratio above 70" percentile
ed as high BM firms. Consistent with

ults”for our full sample, our empirical results

for nigh BM firms show that portfolios of stocks

ith higher score earn higher one-year and two-

accounting information can help investors ear’® year market-adjusted buy-and-hold returns than

excess future stock returns for listed ﬁ@t@e
Stock Exchange of Thailand (SET) a e Warket
for Alternative Investment (ma'99ﬂr to
2008. Consistent with Piotroski this paper
employs simple, yet coensive sets of
financial measures to consy the composite
O

from each individual

scores (1 or 0)Axa
financial measu e score represents nine
financial mea lr@ggested by Piotroski (2000).

score. The composite the sum of binary

These finapCi easures include signals related

to proﬁty, leverage/liquidity, and operating
eff

do those with lower score without additional risk
and zero-investment portfolios of longing high
score stocks and shorting low score stocks earn
significant positive market-adjusted returns.

Our empirical results contribute to the
literature on the usefulness of historical accounting
information in predicting future stock returns.
While prior research finds that financial ratios are
associated with future stock returns, our study,
together with Piotroski (2000), provide empirical
evidence suggesting that the composite score
constructed based mainly on historical accounting
information can be used to choose stocks to invest
to earn positive abnormal returns and they can
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be applied for not only high BM firms, but also
for all firms. Moreover, our results contribute to
the literature on the efficient market hypothesis.
Specifically, our results that investors can use
publicly available, historical accounting information
to choose stocks and earn abnormal stock returns
seem to suggest that Thai stock markets are not
semi-strong form efficient.

The next section of this paper discusses
literature review. Section 3 discusses a construction
of composite scores, stock return calculation as
well as sample selection and data collection.
Section 4 present empirical results. Finally, section

5 concludes the paper.

LITERATURE REVIEW
1. The Book-to-Market Effect

A large number of studies demonstrate that
book-to-market (BM) ratio is strongly positively

associated with future stock returns. Chan et al.

(1990) document that BM ratio, along with e@o
to-price ratio, among others, exhibits a t

role in explaining future stock ret Tokyo
Stock Exchange. In the U.S. stock nidrkets, high

(low) BM firms generally earn” $2aificant positive
(negative) returns. Chen and. ¢ (1998) also

en BM ratio and

explore the relationship he

oped and emerging

stock returns from
markets during 197(%and find that BM ratio
is highly positive l@(ated to stock returns in
the United St

while the rns ip is not observed in Thailand
and Q
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Although Fama and French (1992)
Lakonishok et al. (1994) show that a portfot'
hish BM firms outperforms that of lq g
they provide two different expLan

risk and mispricing explanations, respe
and French (1992) explain that the.!

underlying risk-based co \
that different types of 6%
different amount of systm

carry different expect

they show thon of cross-sectional
stock returns ca pLained by two different
factors, nameLtio and firm size. They claim

risk or financial distress risk is

; and therefore,

that bankrlipt

represe BM ratio, while firm size acts as a
pr0|dity risks. High BM ratio means the
tjud

ges firm’s prospects to be poor relative

(%the entire market, so BM ratio may capture
finghcial distress effect. Thus, high BM firms are

Qkely to have greater bankruptcy risks; and hence,

higher excess returns in compensation for higher
additional risk. Nevertheless, this explanation is
less valid for low BM firms, since it is contrary to
the fact that low BM stocks are more risky than
the stock market as a whole; and therefore, should
generate high returns.

Alternatively, Lakonishok et al. (1994) argue
that there is little evidence that high BM stocks
are fundamentally riskier. They claim that high
BM stocks produce superior returns because
typical investors consistently overestimate future
growth of low BM stocks relative to high BM
stocks. In other words, investors are extremely

pessimistic (optimistic) about high (low) BM stocks
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as they tie expectations of future growth to past
bad (good) growth/earnings; hence, they put
excessive weight on the recent past for prediction
of future returns. They oversell the stocks that
have recently performed poorly and overbuy
the stocks that have performed well. Therefore,
these stocks are either underpriced and have
a high BM, or overpriced and have a low BM.
This mispricing explanation implies that typical
investors make systematic errors in predicting
future growth earnings of stocks; therefore, one
can exploit the mistakes of typical investors by
purchasing high BM stocks and shorting low BM
stocks. This is a common judgment error and
may explain the investor preference of low BM
stocks (growth stocks) over high BM stocks (value
stocks). Their empirical evidence also suggests that
institutional investors prefer low BM stocks ov,

higsh BM stocks, and are willing to pay them at a

the nature of business competition. Indt

investors are misled by past growth and \ ok
\
4 to

Surprisi

brokerage hogises donot recommend their clients
to buy highcks (value stocks). Stickel (1998)

aalysts prefer recommending firms
k

stocks) because they anticipate high BM

o continuously underperform the market in

&c
the near future and they recognize the profits from

e strategy that depends on purchasing low BM

premium price because they represent pruden® stocks. This is consistent to the mispricing concept

investments. LaPorta (1996) also su r ﬁ)is

mispricing explanation.

Investors are often the victim e mispricing
effect. They often estimate ﬁrm’zs(gd;%e prospect
from past performance Whilng the tendency
of corporate profit growt ert to the mean.
Fuller et al. (1993) exp

rates tend to rev
e

of the nature of, pital markets. They find

that, although £aminds per share (EPS) growth rate
of high pr@ammgs (PE) group substantially

at of low PE group in the first year

formation, it converges closely to

after only 4 years. Stated differently,

discussed by Lakonishok et al. (1994) and LaPorta
(1996).

2. Fundamental Analysis

Lev and Thiagarajan (1993) introduce 12
financial signals widely used in analyst’s reports,
and find that most fundamental signals have
predictive power in explaining contemporaneous
stock returns of U.S. firms. Abarbanell and Bushee
(1998) show that forming investment portfolios by
longing high-score stocks and shorting low-score
stocks based on 9 fundamental signals suggested
by Lev and Thiagarajan (1993) yields significant
positive returns.
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Piotroski (2000) applies fundamental analysis
to develop investment strategy for high book-to-
market (BM) firms in U.S. markets. He observes
that although high BM firms earn high future stock
returns, these high stock returns only come from
a few firms suggesting that BM ratio alone might
sometimes not be adequate to identify good
quality stocks in which investors should invest.
Hence, a binary score of financial ratios is given
to each firm, with 1 indicating that firms possess
strong financial status in each of these 4 aspects:
profitability, operating efficiency, liquidity, and
leverage, and with 0 otherwise. Firms are then
ranked by total binary scores. He indicates that a
simple strategy of separating winners from losers
by using basic financial ratios has the ability to
earn large future excess returns. Further, since
weak fundamental firms, on average, generate
negative excess returns, an investment strategy
that buys strong fundamental firms and shorts
weak fundamental firms can earn a large ma((pit

of positive returns.

In contrast, Mohanram (2005 uments
that one can also apply a fundam@ driven
strategy, appropriately modiﬁeher measures
specifically for growth firms sue the stability
of R&D, capital

on a sample of low

of earnings, sales growth, inte

expenditures, and a
K

to separate winners

BM stocks in U.S.
from losers, thogg@ge portion of returns is

conditioned b vestor’s ability to short sell

guyen (2003) constructs a simple

e for each sample firm and finds that

stocks.

=
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the financial scores exhibit a strong corre

with market-adjusted returns in the current_dor

the following periods, though tLon

holding period, the lower the retur {200
Sukanjanapong (2007) document@wing
historical financial ratios to form portfolios

RESEARCH METHODO

1. Composite S{ore
The paper ts the composite score

based on finakCialjenals. A realization of each

financial:@&s classified as either good or

bad defferrag on its implication to stock future
0 and 1 score representing bad and

retu [
implication, respectively. The composite

ore (SCORE) is the sum of binary scores (1 or

0)Sarked from each individual financial signals.
O  This paper implements all nine fundamental
signals used in Piotroski (2000). These nine signals
are divided into three categories: profitability,
liquidity/leverage, and operating efficiency.

1.1 Profitability Signals

Albeit of its rising stock price in the previous
period, growth firms are very likely to experience
low earnings and negative cash flow; consequently,
any firm currently generating positive cash flows or
more profits than its counterparts displays a signal
of improving profitability and should earn a score
of 1. For value firms, given the poor historical
earnings performance, any firms generating positive
profits or cash flows are demonstrating stronger

financial health in the future, with positive cash
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flows showing improving flow of internal funds
injected in operating activities, while positive
earnings representing higher margins and/or
improvement of cost control.

In total, there are four signals for the
profitability aspects: ROA, AROA, CFROA, and
ACCRUAL. ROA is defined as operating income
divided by total assets. A binary score for ROA
(bROA) equals 1 if a firm’s ROA is greater than
industry-median ROA and 0 otherwise. We use
median ROA instead of mean ROA to avoid
possible extreme values. Median is also applied
to other signals where applicable.

Furthermore, being profitable is also measured
by an increasing trend of profitability. Firms that

exhibit a growing trend of profits are more likely

to achieve higher future returns. Even if the ﬁrms&oyet

generally underperform in the future due t¢

lower quality of earnings. In other words,/
is greater than cash flow from , i

with greater accrual component in their% gs

if CFROA > ROA and 0&
1.2 Leverage/Liqui JJoals
The next three ALEV, ALIQ, and

EQOFF. These signa e included in the composite
r capital structure and its

s ALEV is negative and 0 otherwise.

ease in financial leverage is viewed as a

have negative ROA (losses) in the previous ﬁsmos ive signal because it demonstrates the firm’s

period, but if they show an improving trend, they
are potentially more likely to be profitable in thé®

future. Therefore, a binary score for ARO@O%)
equals 1 if a AROA is positive, 0 o is
CFROA is defined as a ﬁrm’sows from
operations divided by total assee analysts
generally use operating cashto predict firm’s
financial position, in additja Sarnings, a binary
score for CFROA (bCFRUA

CFROA is greater .

0 otherwise.

rd (1994), the importance of

According

ing the future prospects of a firm.

ore, Sloan (1996) demonstrates that firms

bility to service existing debt obligations. Also, as
suggested by Myers and Majluf (1984), by raising
external capital, the firm is signaling its inability
to generate sufficient internal funds for future
operations. Besides, an increase in long-term
liabilities may pose more challenges and extra
constraints to the firm’s financial flexibility, in
addition to its current covenants. This is especially
true for high BM firms, which generally experience
poor performance recently; however, if they are
able to decrease their leverage, this might signal
that they are starting to have more capabilities to
handle their financings.

ALIQ is a change in liquidity measured by
a firm’s current assets divided by its current
liabilities (a.k.a. current ratio). A binary score for
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ALIQ (bALIQ) equals 1 if ALIQ is positive and 0
otherwise, as an improvement in liquidity should
imply that a firm is able to meet its short-term
debts. A binary score for EQOFF (bEQOFF) is equal
to 1 if a firm “registers” to issue common equity
in the year before construction of portfolio (even if
a firm does not issue an equity in that given year)
and 0 otherwise. Common equity issuance refers
to equity transactions between firms and investors
that involve a firm receiving cash. Examples
of these transactions include public offerings,
private placement, pre-emptive rights for current
stockholders, and exercises of warrant, convertible
debentures. However, IPO and ESOP exercise are
excluded. This signal really holds true in high BM
firms. The fact that these firms are willing to issue

equity even when their stock prices are likely to

condition of these firms.

1.3 Operating Efficiency Signals

The last two signals relate to op@O
efficiency which is the firm’s ability t erte
returns from its asset base. ROA can bmposed
into two components: operating proin and
total asset turnover. AOPM is ge inafirm’s
operating profit margin mea by the firm’s
'rating revenues,

and ATATO is a ¢ e A firm’s total asset
turnover measured ’s operating revenues

operating profit divided

58 UR 11 QUURA 30 WG 2558
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2. Stock Return Galculation

7

Raw return of each firm in each yea
calculated as a buy-and-hold strategy. B
hold returns are calculated as th

ending and beginning stock price p

per share (if any) and divided b
stock price. They captur
yield and dividend yield.

A

one year and two conse vars starting from

the beginning of fourtb.'aanth after the fiscal year
7 & \n of third month after

T

be depressed in the future highlights the poor&rm’s accounting period.

Return of each portfolio formed based on the

Qomposite score is calculated by equally weighted

all raw returns in the portfolio. Market-adjusted
return (MAR) is also calculated by subtracting
market returns from portfolio returns over the
corresponding period. Market return is simply
computed using value-weighted approach. Guay
(2000) suggests that the use of value-weighted
approach to compute market-adjusted returns in
high BM stocks may contaminate the benefits of
empirical results. Given that high BM firms tend to
be relatively small, an equally-weighted market-
adjusted return, which receives equal weights from
every firm, may seem more appropriate. However,
we rely on market-adjusted return throughout our

paper as (1) our samples include both high and
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low BM firms, and (2) to allow for consistency.
We apply buy-and-hold returns throughout the
paper as Blume and Stambaugh (1983) state that
the buy-and-hold strategy has an advantage in
explaining the portfolio performance since it does
not require frequent portfolio rebalancing which
leads to higher transaction costs. Therefore, this
strategy is more likely to make large profits for

investors.

3. Sample Selection and Data Collection

All historical financial statement data, stock
price, market capitalization, and trading volume are
obtained from Datastream database during 1994
to 2008. Equity issuance data are obtained from
SETSMART, a sophisticated database consisting of
all important news for each Thai public listed
company. The sample excludes firms in t

banking, finance and securities, and insurance

(%sc

of Thailand (SET) and the Market for Alte

Investment (mai).

of 425 firms listed in both the Stock % ce

value of equity divide
We classify high BM st¥ 6%
m al observations for

ish BM stocks consist of

above 70th percentil

firm-years, respectively.

t ial characteristics of the sample firms.
Otive statistics are presented for the full
sample as well as high BM firms. The means for

ost financials are greater than the medians,

sector, as well as property funds, and companie® indicating the presence of some very large values.

under rehabilitation since they requir@e@wt
framework for financial statem ysis.
Property funds are excluded as hemselves
are simply listed in the stock mor ease of
investor’s transferability, ane their business
nature and income are sinilg he owner of the
fund. Therefore, inclusio ese property funds

might cause red and autocorrelation of

sample. We also
dispose extre es at 1 and 99" percentile
because t@bution of stock returns is largely

inﬂuenc outliers. The final sample consists

y5phe trimming procedures to

High BM firms are relatively smaller in size and
generate relatively lower sales, operating income
and cash flows from operating activities. Consistent
with Fama and French (1995) and Piotroski (2000),
high BM firms earn relatively lower ROA. This may
partly be due to the fact that high BM portfolio
consists of a vast majority of poor performing firms.
Table 1 also presents the descriptive statistics of
stock returns. Consistent with Lakonishok et al.
(1994), stock returns of high BM firms are relatively

more positive.
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Table 1 Descriptive Statistics

Mean S.D. 10" Percentile 25" Percentile ~ Median 75" Percentile 90" Per,
Al Firms (3,579 observations)

Book to Market Ratio 0.6679 6.4673 0.2693 0.5236 0.9615 1.

Assets (in Million Baht) 12,007.55 12,007.55 566.85 1,054.98 2,356.06 7,411.79

Sales (in Million Baht) 9,896.15 9,896.15 371.50 789.20 1,955.51 5,328.4% 14/883.96
Operating Income (in Million Baht) 841.12 841.12 -98.79 12.67 1,368.66
Cash Flow from Operations (in Million Baht) 1,061.41 1,061.41 -127.27 20.29 1,901.55
Return on Assets 0.0511 0.1512 -0.0431 0.0082 0.1616
One-Year Market-Adjusted Returns 0.0923 0.6106 -0.5032 -0.2621 0.7170
Two-Year Market-Adjusted Returns 0.2299 0.9170 -0.5793 -0.2831 1.1429

High BM Firms (1,075 observations) &
Book to Market Ratio 2.5093 1.7749 1.2346 1. 2.9412 4.0000
0

Assets (in Million Baht) 6,520.54 6,520.54 565.02 89 96.23 476069 1387566
Sales (in Million Baht) 4,182.84 4,182.84 279.95 96 1,364.81 3,186.46 7,750.98
Operating Income (in Milion Baht) 119.38 119.38 -96.92 (\81 4085 133.15 443.74
Cash Flow from Operations (in Million Baht) 269.54 269.54 -104.49 12.3 90.18 265.99 741.08
Return on Assets 0.0213 0.0777 -0.046 9.0047 0.0280 0.0611 0.0899
One-Year Market-Adjusted Returns 0.1565 0.6239 % -0.2175 0.0423 0.3648 0.8088
Two-Year Market-Adjusted Returns 0.3502 1.0147 /\Q\:\4921 -0.2075 0.1089 0.5764 1.3542
2. Correlation Analysis &Signiﬁcant correlations between the composite
Table 2 presents the correlations between Qcore (SCORE) and subsequent market-adjusted
: : : ® , :
the financial measures (in a binary score) returns (MAR) provide evidence of return
as the one-year and two-year mark i d predictability based on past financial measures.

returns (MAR) for all firms. We t both  With one-year MAR, which is corresponded to

Pearson’s correlation and Spearman Tank‘order’s a four-month lapse after accounting period,

correlation as our sample consigzdof both ordinal  correlations for the composite score are

and ratio scale. In addition tg e correlations  significantly positive, indicating that returns are

between increasing profi ®| y (bROA) and predictable based on a combination of financial

increasing profit masin turnover (bAOPM  information that is available at the time of portfolio

and bATATO), deno evidence of Dupont construction. However, the correlations between
ROA decompositi mework, there is also a the composite score and returns decrease when
positive relati between the earnings-based the investment horizon is lengthened to 2 years.
and cash- ased measures of profits (bROA  One possible reason is that the information
and b 5 contained in the score has already been integrated

into stock prices.
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Table 2 Correlations Analysis

bALIQ bEQOFF ;3\5@

1-YRMAR 2-YRMAR bROA  bAROA  DbCFROA DACFROA bAOPM  bATATO  bALEV
1-YR MAR 0.581** 0.054%* 0.016 0.070** 0.076**  -0.006 0.029 0.045** 0.087** 0.026 N
2-YR MAR 0.032** 0.042% 0.026 0.060** 0.064** 0.002 0.058** 0.051** 0.043%, 0.01
bROA 0.016 0.004 0.173** 0.370**  -0.128** 0.096** 0.146** 0.716** 0.113** 0. 0.658**
bAROA 0.039* 0.048* 0.173** 0.061**  -0.068** 0.138** 0.151%* 0.141 0.027% % 0.401**
bCFROA 0.030 0.010 0.370** 0.061** 0.356** 0.076** 0.236** 0.329** Q162%* 0.666**
bACFROA 0.041* 0.036 -0.128** -0.068** 0.356** 0.007 0.177** 0.011%** 0.291**
bAOPM -0.019 0.020 0.096** 0.138** 0.076** 0.007 0.305%* . 0.044** 0.413**
bATATO 0.017 0.021 0.146** 0.151** 0.236** 0.177** 0.305** 0.. 0.045** 0.536**
bALEV 0.004 0.000 0.716** 0.141** 0.329** -0.123** 0.073** 0.133** .087**  -0.073** 0.564**
bALIQ 0.066"  -0.012 0.113* 0,027 0.110% 0057  -0076% - ‘% 0.035%  0.230"
bEQOFF 0.007 0.004 0.471% 0037 0162 0011 0.044** .007 0,035 0.343*
SCORE 0.043* 0033 0651  0401%  0.657  0305%  0.420% @;\ U560 0235 0.353*
S
3. Composite Score and Future Stock Returns con stocks with scores of 5, 6 and 7 while

We first examine whether SCORE are positively

associated with future stock returns for all sample& arnd 1.

firms. Specifically, we empirically examine whet
firms with higher SCORE earn higher future market-

adjusted stock returns. Our empirical results aréd
discussed in section 3.1. In addition, we @a@e
whether SCORE are positively as tewy with
future stock returns for a sue of high
BM firms. Specifically, we empinvestigate
whether High BM firms vvier SCORE earn
higher future market-adjuste ock returns. The
in section 3.2.
d Future Stock

3.1 Composi c
Returns ample Firms

Panel A 3 demonstrates portfolios
s from each SCORE with the

empirical results are di

of all sam

two-year investment horizons. SCORE

0 to 9 since it is constructed based

nancial measures. The high score group

ore group consists of stocks with scores

Our results show that higher SCORE firms
gnificantly outperform lower SCORE firms in
both one and two years after portfolio formation.
Specifically, the mean (median) of one-year MAR
for the high and low group is 11.98% (4.08%)
and 1.98% (-11.58%), respectively, producing a
significant return difference (High — Low) of 10.00%
(15.66%). Similarly, the mean (median) of two-year
MAR for the high and low group is 31.14% (14.70%)
and 7.23% (-8.82%), producing a significant return
difference (High - Low) of 23.90% (23.52%). The
results suggest that SCORE constructed based on
historical accounting information can be used to
predict future stock returns and a zero-investment
portfolio of longing higsh SCORE stocks and shorting
low SCORE stocks earn significant positive future
stock returns.
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3.2 Composite Scores and Future Stock
Returns for High BM Firms

Panel B of table 3 reports portfolios of a
subsample of high BM firms formed based on
SCORE with the one-year and two-year investment
horizons. Similar to results for all sample firms
discussed earlier, our results for a subsample of
high BM firms indicate that higher SCORE firms
earn more positive subsequent abnormal returns
than do lower SCORE firms. Specifically, the mean
(median) of one-year MAR for the high and low
group is 24.09% (12.97%) and 5.39% (-3.82%),
respectively. Consequently, a mean (median)
return difference (High - Low) is 18.70% (16.78%),
respectively. Similarly, for two-year MAR, the mean
(median) for the high and low group is 50.27%
35.11%) and 18.71% (3.89%). As a result, a mean

31.22%). Our results are consistent with Piotroski

3.3 Do Greater Returns Come with H@s??
Higher returns for firms with hig may
potentially come with high risks ther words,
high score portfolio may generate@etums just

because of a vast majority of xh-risk stocks in the

portfolio, and the lower in the low score

portfolio may solely resut\fr
of low-risk stoc I historical accounting
information maysot as useful as we would

{@ors can obtain high returns

sing stocks with high risks. Thus,
in this s, we further examine the relationship
; Wzt tfolio returns formed based on SCORE

associated ex-post risks.

hope becaus

merely fro

This paper employs 3 indicators

proxy: beta, return volatility (RVOL),
eqwty ratio (DE). These three ri

proxies between high 3
find that almost all

for low SCORE fir

groups are @

summary, p oliog@yith higher SCORE earn higher
s than do portfolios with lower

t additional risk.

future stoc
SCO

Is paper shows that a simple accounting-

f all firms and high BM firms can effectively earn

( ) ﬁ

(median) return difference (High —Low) is 31. SA sed fundamental-driven strategy on a sample
( ).

(

significant positive future abnormal stock returns.
Our sample includes listed firms in the Stock
Exchange of Thailand (SET) and the Market for
Alternative Investment (mai) during 1994 to 2008.
We employ the composite score (SCORE) used in
Piotroski (2000). The composite score is the sum of
binary scores (1 or 0) marked from each individual
financial measure. SCORE represents traditional
financial measures in three areas: profitability,
leverage/liquidity, and operating efficiency.

Our empirical evidence suggests that a
portfolio of stocks with higher SCORE earn higher
one-year and two-year ahead market-adjusted
returns and that a zero-investment portfolio of
longing high SCORE stocks and shorting low SCORE
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earn significant positive future market-adjusted
returns for both all sample firms and a subsample
of high BM firms. Our results for high BM firms are
consistent with Piotroski (2000).

We also further examine whether higher
future stock returns for portfolios with higher
SCORE come with higher risk. We employ three
risk proxies: beta, return volatility, and debt-to-
equity ratio. Our results show that high SCORE
portfolios are not riskier than low SCORE portfolios.
Overall, high SCORE portfolios earn more positive
abnormal returns than do low SCORE portfolios
without additional risk.

Our empirical results contribute to the
literature on the usefulness of historical accounting
information in predicting future stock returns.
While prior research finds that financial ratios are
associated with future stock returns, our study
provide empirical evidence suggesting that the
composite score constructed based mainly on
historical accounting information can be

choose stocks to invest to earn positiv ormral
returns and they can be applied forLy high
BM firms, but also for all firms. er, our
results contribute to the Uterat the efficient
market hypothesis. Specificallyshaur results that

investors can use publ abLe, historical

i
accounting informat'ose stocks and earn

abnormal stock ret S to suggest that Thai

stock markets arean

O

mi-strong form efficient.
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