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CHAPTER II 

LITERATURE REVIEW 

2.1 Previous Study 

Ball and Brown (1968) assessed the usefulness of existing accounting 

income number by examined the financial information content and timeliness. 

They provide convincing scientific evidence that stock return respond to the 

financial statement information with examined 261 New York Stock Exchange 

(NYSE) firms from 1957 to 1965. They concentrated on information regarding to 

the earning of the firms to the informative financial statement such as liquidity 

and capital structure. 

Wu and Xu (2006), use both rough set theory and neural networks 

approach to get an effective model of stock price movement for China’s young 

stock market. The model is modified and tested by the most recent 6 years of data 

collecting from China’s stock market to make sure it is updating and withstanding 

in a long time. The results stated that the strong fundamental analysis can predict 

stock prices. This study showed that Return Ratio on Asset (RRA), Earning Per 

Share (EPS), Current Ratio (CR), Quick Ratio (QR), Debt to Asset Ratio (DAR), 

Net Cash Flow per Share (NCFS), and Account Receivable Turnover (ART) and 

other financial performances have significant effect on stock price changes. 

Martani, Mulyono and Khairurizka (2009) in their study examined the 

value relevance of accounting information in explaining stock return. The study 



16 
 

uses profitability, liquidity, leverage, market ratio, size and cash flow as proxies 

of accounting information. The samples of the study are listed companies in 

manufacturing industries that actively trading between 2003-2006 in Indonesia 

Stock Market. The study finds that NPM, ROE, DER, PBV have positive effect to 

the market adjusted return as stock return variable. 

Chowdhury (2010) studied the impact of capital structure on the value of 

firm, this study analyzed 77 companies from four different dominant sectors of 

Bangladesh capital market, i.e. pharmaceuticals and chemicals, fuel and power, 

food, and engineering industry which are listed in Dhaka Stock Exchange (DSE) 

and Chittagong Stock Exchange (CSE) of Bangladesh. This study put value of the 

firm (share price) as dependent variable; Firm size (share capital), profitability 

(EPS), public ownership (in percentage), capital structure ( ratio of long term debt 

to total assets), dividend payout (at actual), efficiency (fixed asset turnover), 

growth rate (sales growth rate), liquidity (current ratio), and business risk 

(operating leverage) were taken as independent variables. The study showed that 

Long Term Debt to Asset Ratio, Dividend Payout, EPS, and CR have positive 

correlation with Firms’ Stock Price. 

Kabajeh, Nu’aiamat, and Dahmash (2012) examined the relationship 

between the ROA, ROE and ROI ratios together and separately with Jordanian 

insurance public companies share prices during the period (2002-2007). Based on 

the empirical evidence, the results showed a positive relationship between the 

ROA, ROE and ROI ratios together with Jordanian insurance public companies 



17 
 

share prices. The results also showed a positive but low relationship between each 

of ROA ratio separately and ROI ratio separately with Jordanian insurance public 

companies share prices.  

Saqafi and Vakilifard (2012) investigate the role of variables in 

fundamental stock analysis on the future stock Returns. Research data involves 

financial performances of 120 companies listed in the Tehran Stock Exchange for 

the past 6 years; including Return On Asset (ROA). Result indicated a significant 

relationship between ROA and stock return.  

Relate to the previous studies, it is explained that the study are as follows: 

1. This study entitled The Effect of Financial Performance on The Firm’s 

Value. 

2. Independent variables are CR, ROE, DER, EPS, PBV, and ROA. 

3. Dependent variable is the stock price as an appreciation of the firm’s value  

4. The data is the financial report of Food and Beverage Company listed in 

the Indonesia Stock Exchange period of 2008-2011. 

5. The analytical tool used is multiple linear regressions. 

2.2 Previous Study Mapping 

These are presented in table 2.1 mapping of some of the previous studies 

result on the effects of financial performances on stock prices. 
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Table 2.1 
Previous Study Mapping 

N
o Author Title Independent 

Variable 
Dependent 
Variable Explanation 

1 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Wei Wu 
Jiuping Xu 

 
(2005) 

 

Fundamental 
Analysis of 
Stock Price 
by Artificial 
Neural 
Network 
Model based 
on rough set 
theory 
  
 

Profitability: 
EPS 
NAPS 
RRA 
MBPR 
RRS 
NAIR 
Risk: 
CR 
QR 
DAR 
Development: 
MBG 
NAG 
Current: 
NCFS 
Operation: 
ART 
IT 
TAT 

Stock Price This Study 
showed that 
Ratio (CR), 
Earning Per 
Share (EPS) 
have 
significant 
influence on 
stock price 
changes. 

2 
 
 
 
 
 
 

Martani 
Mulyono 

Khairurizka 
 

(2009) 
 
 
 

The Effect of 
Financial 
Ratios, Firm 
size, and 
Cash flow 
from 
operating 
activities in 
the interim 
report to the 
stock return 
 

(NPM,ROE) 
(CR) 
(DER) 
(TATO) 
(PBV) 
(TA) 
(CFO/Sales) 

Stock 
Return 
  
  
  
  
  
  

The study 
finds that 
NPM, ROE, 
DER, PBV 
have positive 
effect to the 
market 
adjusted 
return as 
stock return 
variable 
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N
o Author Title Independent 

Variable 
Dependent 
Variable Explanation 

3 
 
 
 
 
 
 
 
 

Anup 
Chowdhuri 
Suman Paul 
Chowduri 

2010 
 
 
 
 
 
 

Impact of 
Capital 
Structure in 
firm's value: 
Evidence 
from 
Bangladesh 
  
  
  
  
  
  

(share capital) 
(EPS) 
ownership (%) 
(longtermdebt/as
set) 
DP(actual) 
fixed asset 
turnover 
sales growth rate 
CR 
operating 
leverage 

Stock Price 
  
  
  
  
  
  
  
  

The study 
showed that 
Long Term 
Debt to 
Asset Ratio, 
Dividend 
Payout, EPS, 
and CR have 
positive 
correlation 
with Firms’ 
Stock Price 

4 
 
 
 
 
 

Majed 
Abdel 
Majid 

Kabajeh 
Said 

Mukhled 
Ahmed AL 
Nu’aimat 

Firas Naim 
Dahmash 

 
(2012) 

The 
Relationship 
between the 
ROA, ROE 
and ROI 
Ratios with 
Jordanian 
Insurance 
Public 
Companies 
Market Share 
Prices 
  

ROA 
ROE 
ROI 
  
  
  

Stock Price 
  
  
  
  
  

Based on the 
empirical 
evidence, the 
results 
showed a 
positive 
relationship 
between the 
ROA, ROE 
and ROI 
with 
Jordanian 
insurance 
public 
companies 
share prices 

5 
 
 
 
 
 

Vahid 
saqafi 

Hamidreza 
vakilifard, 

Ph.D 
2012 

 
 

The Effect of 
Variables of 
The 
Fundamental 
Techniques 
on Returns of 
The Stock in 
Tehran Stock 
Exchange 
  
  

∆INV 
∆AR 
∆GM 
ROA 
∆LEV 
∆LIQUID 

Stock 
Return 
  
  
  
  
  

∆INV, ROA,  
and 
∆LIQUID 
have 
significant 
relationship 
with future 
stock return 
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2.3 Theoretical Framework 

Accounting theory may be defined as a coherent set of hypothetical, 

conceptual, and pragmatic principles forming a general frame of reference for 

inquiring into the nature of accounting (Porporato, 2007). Modern accounting 

theory, which is founded in microeconomics, focuses on the company as an 

economic entity that their operation in the market affects the economic condition. 

This approach assumes that financial information has inevitable economic 

consequences. The objective of accounting theory is to explain and predict 

accounting practice, with explanation meaning to provide reasons for observed 

practice, and prediction of accounting practice meaning that the theory predicts 

unobserved accounting phenomena. 

Accountants have long attempted to interpret accounting concepts in terms 

of economic concepts. Since the 1960’s there has been an explosion of research 

exploring the correspondence between economic interpretations and accounting 

data. The objective of most research is to provide an understanding of the theory 

underlying the economics-based empirical literature in accounting. The various 

parties are selecting their accounting and auditing procedures act to maximize 

their own welfare. If the corporate manager’s welfare is dependent on the market 

value of the corporation (as it is via stock option plans, debt agreements, stock 

awards and other mechanisms), the corporate manager wants to know the effect of 

the accounting decision on stock prices.  Therefore the manager wants a theory 

that explains the relation between accounting reports and stock prices, in order to 
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assess the impact on their own welfare that a certain accounting rule might have. 

While a single general theory of accounting may be desirable, accounting as a 

science is still in a primitive stage for such a development. The best that can be 

accomplished in this development stage is a set of theories and sub-theories that 

may be complementary or competing. Currently competing theories arise in 

accounting because available theories are still imperfect and none can prove a 

theory correct beyond any doubt. So far, all academics and researchers can do is 

test theories’ hypotheses. 

2.3.1 Historic Evolution of Accounting 

As a social science, accounting has experienced radical changes during the 

twentieth century. Through the recent history of accounting three stages can be 

identified: 

a) Merely descriptive of facts and practices 

Early in the twentieth century, accounting theory evolved into a 

stewardship theory of how best to measure assets, liabilities, equity, and earnings, 

comparing the accounting measures with economic concepts. Early this century 

we have a good example of this approach that was aimed at collecting and 

organizing good and widespread practices.  

b) Prescriptive 

Previously, accountants were primarily concerned with describing 

observed practices. Later after the United States (US) Securities Acts of 1933 and 
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1934, which regulated disclosure by corporations with securities listed stock 

exchanges and which established the Security Exchange Commission (SEC), 

accounting theorists became much more concerned with prescribing how firms 

should report. During this time the stewardship approach was the paradigm. 

Management is the steward to whom capital suppliers entrust control over a 

portion of their financial resources. Financial statements provide a report to 

capital suppliers that facilitate their evaluation of management’s stewardship, 

therefore the “best” measure should be achieved according to these concepts. 

In the normative times, the researcher attempted to produce principles, 

objectives and standards. After the US Securities Acts the accounting literature 

became normative in the sense that it sought to prescribe the contents of 

accounting reports. The majority of the research between 1940 and the mid- 1960s 

is not directed at trying to explain why accounting is as it is, but rather at how it 

should be. During those times accrual accounting was essential to proper financial 

reporting, since they search for the “best” accrual method. 

c)  Descriptive with explanatory and predictive power 

The prescriptive literature’s increased substantially following the passage 

of the 1933 and 1934 US Securities Acts and came to dominate the academic 

literature by the 1950s. Since the-mid 1960s the prescriptive literature’s 

importance has declined. In the late 1960’s the perspective shifted from economic 

income measurement to an informational approach. Towards the end of the 1970s, 

a new line of economics-based positive accounting study emerged from the 
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approach opened by Ball and Brown (1968). This study emphasizes the 

explanation of accounting practice variations across firms and industries, not 

accounting’s role in providing valuation information. 

There has been a paradigm shift from the stewardship approach towards 

usefulness decision approach. The reasons for this shift are the facts that the 

concept of economic income is not well defined when there are imperfect or 

incomplete markets for the assets and claims related to the firm, and the inability 

to reach a consensus of the best method of reporting. There is no consensus 

among the constituencies on what financial reporting is “best”. This is due to the 

fact that the consequences may affect the various constituencies differently 

therefore the selection of a financial reporting system is a social choice. 

2.3.2 Information Asymmetry in Financial Accounting 

Financial reporting plays two distinct informational roles. One role is to 

facilitate decision making, as in the case of investors when selecting the best 

action among the available alternatives, such as investment portfolios. A second 

role is to facilitate contracting between parties, such as managers and investors, by 

having the payment under the contract defined in part in terms of financial 

reporting data. A key concept is that an income measure that is reasonably 

correlated with managerial effort may be a different measure than the one that best 

informs investors which has been the approach adopted by FASB (1974), as the 

Trueblood Report suggested it and refers to investors facing the adverse selection 

and moral hazard problems simultaneously. Under uncertainty, problems arise 
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from two main fronts: 1) those related with users of accounting (investors), and 2) 

those related with the producers of accounting information (managers), but that 

are affected by its outcomes. 

2.3.3 Accounting Research from the Users Perspectives (Investors) 

In this section two main approaches will be described. The information 

and measurement perspectives are addressed, being the first divided in the 

information content of earnings and the information content of prices. From an 

informational perspective, financial reporting provides value-relevant information. 

A measurement perspective takes a different view, because its origins are in the 

setting of complete and perfect markets. From a measurement point of view, the 

financial reporting measures assets, liabilities and equity.  

2.3.3.1 Earnings and Stock Prices Relation 

In the literature we can find that two hypotheses have been tested 

empirically. The Efficient Market Hypothesis (EMH) with the role of accounting 

earnings in stock valuation, and the mechanical relation between accounting 

earnings and stock prices, implies that accounting procedures systematically 

misleads the stock market. The EMH does not predict the direction of the change, 

only that the price will not drift up or down after the changeis announced. Under 

the Capital Asset Pricing Model (CAPM), capital structure and accounting 

procedures are just form and have no value effects. The mechanistic hypothesis 

predicts that stock prices changes are associated with those particular accounting 

changes. The mechanistic hypothesis predicts that an earnings increasing 
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accounting change is accompanied by a positive abnormal stock return and that an 

earnings-decreasing change is accompanied by a negative abnormal stock return 

regardless of the effect of the change on the present value of cash flows. 

If accounting earnings are related to stock prices, the EMH 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. Therefore the mechanistic hypothesis, relation between 

accounting earnings and stock prices, was discharged implying that accounting 

procedures cannot systematically mislead the stock market.  

3.3.3.2 Information Content of Earnings (earning changes lead price changes) 

Despite the difficulties of designing experiments to test the implication of 

decision usefulness, accounting study has established that security market prices 

do in fact respond to at least the net income component of accounting information. 

The first evidence was Ball and Brown (1968). This equating of usefulness to 

information content is called the information perspective of financial reporting, an 

approach that has dominated financial accounting theory since the mid-1960’s. 

The relation between stock prices and accounting earnings from an 

informational perspective implies that earnings can be viewed as a signal from an 

information system. One class of study that has examined the price-earnings 

relation is known as the information content of earnings studies and often uses an 

events study approach. The evidence of the studies of the late 1960’s is also 

consistent with a more ambitious interpretation that prices behave as if investors 
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perceive that accounting earnings convey information about the value of a 

security, recognizing this value determination as one of the purposes of 

accounting. 

2.3.3.2.1 Early Studies on the Information Content of Earnings 

Ball and Brown (1968) assumed that EMH is descriptive for accounting 

purposes based on evidence taken from finance. Given the EMH they investigate 

whether accounting earnings are empirically related to stock prices and therefore 

useful. Having found an association between accounting earnings and stock 

prices, they also investigate whether accounting earnings merely reflect factors 

already incorporated in stock prices or whether earnings announcements convey 

information to the stock market (earnings announcements have information 

content). They found a significant association between the sign of the price 

changes and the sign of earnings changes, and were able to predict that 

unexpected increases in earnings are accompanied by positive abnormal rates of 

return and unexpected decreases by negative abnormal rates of return. Changes in 

earnings are serially uncorrelated, this implies that earnings follow a random 

walk. The result of this study is consistent with the hypothesis that earnings 

announcements convey information. 

2.3.3.2.2 Studies on the Sensitivity of Price Changes to Earnings 

Changes and the Earnings Response Coefficient (ERC) 

It is accepted that the correlation between price changes and earnings 

changes is less than one. Previous study estimate a linear regression in which 
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price changes are the dependent variable and earnings changes are the 

independent variable, where a 33% earnings changes on the average is associated 

with approximately a 10% change in prices. This might be explained by several 

factors, among them the existence of other sources of information, and transitory 

components of earnings. It shows that the earnings sensitivity coefficient is lower 

for firms reporting losses rather than positive net income. Therefore is concluded 

that losses are less informative than profits about the firm’s future prospects, 

because losses are not expected to perpetuate. Another interesting element of this 

line of study is the hypothesis that the earnings sensitivity coefficient varies across 

firms.  

The identification and explanation of different market response to earnings 

information are related with the Earnings Response Coefficient (ERC) study. An 

earnings response coefficient “measures the extent of a security’s abnormal return 

in response to the unexpected component of reported earnings of the firm issuing 

that security”. Scott (1997) makes an interesting list of reasons used to explain 

ERC: 

a) Beta: lower ERC for higher-beta securities  

b) Capital structure: lower ERC for more highly levered firms 

c) Persistence: ERC will be higher the more the good or bad news in 

current earnings is expected to persist into the future 

d) Earnings quality: higher ERC for higher quality earnings  

e) Growth opportunities: higher ERC are related with higher larger 

variations of reported earnings 

f) Informativeness of price: the more informative the price is, the less the 

information content of current accounting earnings will be 
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2.3.3.2.3 Studies on Securities Prices and Differences in Accounting 

Methods 

If prices are not dependent on the method of accounting used but 

accounting earnings are, the ratio of price to earnings will be dependent on the 

method of accounting used. The choice of accounting method may constitute a 

signal, which permits the firm to distinguish it from firms that choose other 

methods. A typical example is related with Research and Development (R&D) 

expenditures. Security prices behave as if investors implicitly regard research and 

development expenditures as assets, even though the firm entirely expensed them 

for financial reporting purposes. Previous studies show that R&D disclosures are 

value relevant because they can alter prices when released, although they also 

offer evidence that the market may not fully adjust. Other types of research are 

those that try to measure the value relevance of a certain standard.  

2.3.3.2.4 Studies on Earnings and Cash Flows 

Given that the price of a security is a function of what is expected in the 

future, it is not unreasonable to suppose that accrual accounting, if it provides data 

on management’s expectations about the future, may in fact convey information 

over and above the cash flows. Several studies have examined the price reaction 

to the cash flow and accrual components of earnings changes, being the accrual 

component the difference between earnings and cash flow. The first study, Ball 

and Brown (1968), used operating income as surrogate for operating cash flows. 

The absolute abnormal returns for both positive and negative cash flow changes 
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are slightly lower than those for earnings changes, suggesting that current cash 

flows are less associated with abnormal returns. 

There have been many studies devoted to identify if accruals or cash flows 

do have more information content. Some researchers prove that cash and total 

accruals components of earnings have incremental information beyond earnings, 

and total accrual has incremental information beyond the cash component. And 

other researcher demonstrated that earnings are better predictors of firm 

performance than cash flows.  

2.3.3.2.5 Studies on the Timeliness of Earnings and Earnings Drift 

The anticipatory effect is consistent with the notion that prices reflect 

earnings expectations. The positive slope of Ball and Brown (1968) indicates that 

residual price changes are positive for several months prior to the announcement; 

therefore annual earnings are not timely information and are preempted by 

alternative, more timely sources. The anticipatory price movements indicate that 

earnings expectations are being revised as other information is being 

disseminated. Earnings are one source of information that alters security prices, 

although they are only one of many such sources. Ball and Brown (1968) 

documented significant residual returns after the earnings announcement. The 

positive drift in the cumulative residual price change continues for the good 

earnings news portfolio, with a negative drift continuing for the bad earnings news 

portfolio. 
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2.3.3.3 Information Content of Prices (price changes lead earning changes) 

Prices at any given time can be viewed as if they are a function of future 

expected earnings or vice versa. Prices can be used as a surrogate or proxy for 

future expected earnings, therefore regressions have to be run assuming that prices 

are the independent variable, while earnings are the dependent one. This 

perspective has led to study that examines the information content of prices with 

respect to future earnings. Early studies have led to the conclusion that prices 

provide information about earnings ahead of time and that earnings capture events 

that affect security prices with a lag. The previous study shows that prices can be 

used as a surrogate for additional information, and are basic to infer the earnings 

process and expected future earnings.  

2.3.3.4 Measurement Perspective on Decision Usefulness 

The measurement perspective arose because the blind faith on market 

efficiency was lost. Among the main factor was the study done to explain the post 

announcement drift that arrived at two possibilities to explain it. One is related to 

market anomalies or risk adjustments, and the other deals with delayed 

recognition. Due to those anomalies, researchers start to pay more attention to 

other accounting information besides earnings. Fundamental analysis developed 

complex models that are revised in the accounting based valuation models section. 

In the information content approach, income was central to accounting, 

while the balance sheet was a statement of residual amounts to be carried forward 

to future periods. Therefore, valuation of assets is indirect according to this 
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approach. When we are in a measurement approach, the balance sheet is the 

central focus, and the valuation of assets is direct. Earnings are not the only 

accounting figures available to investors in the capital market. The use that the 

market makes of that data suggests that they reflect factors affecting the market 

value of assets. This reminds us that accounting data is useful in situations where 

the market price of a claim cannot be observed. 

2.3.3.4.1 Fundamental analysis 

This approach implies a more basic role for financial statements in 

reporting a firm’s value than the information perspective, which views accounting 

as one of many information sources competing for attention of an efficient market. 

Originally the principal focus of fundamental analysis was on valuation aimed at 

identifying mispriced securities, seeking to determine firms’ intrinsic values 

through a better prediction of future earnings. Fundamental analysis involves 

inferring the value of a business firm’s equity without reference to the prices at 

which the firm’s securities trade in the capital markets. The accounting system 

provides information that enhances valuation rather than garbling it. There are 

some aspects of accounting earnings that capture the information in prices about 

future earnings and others, such as the transitory error component, that do not. 

Since prices reflect only the permanent earnings, price changes reflect changes in 

permanent earnings, that is accounting earnings purged of transitory components. 
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2.3.3.4.2 Accounting Based Valuation Methods 

Accounting-Based Valuation Models (ABVM) uses past, present and 

forecasts of accounting information to infer equity value. Since ABVM are based 

on accounting figures, they are affected by accounting conventions. For 

fundamental analysis and valuation, the accounting literature relies on the 

Dividend- Discounting Model (DDM) like the capitalized earnings model or the 

residual income model. The Earnings Capitalization Models (ECM) is a 

transformation of the dividend-discount model that is rewritten in terms of 

forecasted values of future earnings and future investments. ECM are popular in 

accounting and much of the earnings response coefficient literature relies on them. 

Residual Income Valuation Models (RIVM) are a transformation of the dividend-

discounting model, but it is expressed directly in terms of current and future 

accounting numbers, book values and earnings. Starting with a DDM, the residual 

income valuation model expresses value as the sum of current book value and the 

discounted present value of expected abnormal earnings, defined as forecasted 

earnings minus a capital charge equal to the forecasted book value times the 

discount rate. Book value equals market value for financial activities, but it can 

differ for operating activities. Operating and financial activities raise distinct 

accounting measurement issues, which, in turn, influence the analysis of a firm’s 

market value as a function of the financial statements’ components. Financial 

activities involve assets and liabilities for which there are relatively perfect 

markets. In contrast the accounting for operating assets precipitates more intricate 
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concerns because these assets are typically not individually traded in perfect 

markets. 

2.3.3.5 Earnings Forecast 

Econometric concerns with the time series behavior of accounting earning 

as a surrogate for returns, led to the studies of the time series behavior of 

accounting earnings. The time series behavior of accounting earnings is of interest 

because of the use of earnings expectations in valuation models, and because of its 

implications for the hypotheses advanced in the smoothing literature. Previous 

study employs at least three different approaches to expand the information set 

beyond the past time series of earnings in obtaining conditional earnings forecasts. 

From the information content of earnings perspective, the forecasts are made 

assuming that earnings are the independent variable and price the dependent, 

while that relation between variables is inverted in the information content of 

prices perspective. In the measurement approach, the independent variables are 

earnings and other accounting fundamentals besides earnings. 

2.3.3.5.1 Information Content of Earnings 

This is the type of forecast that has been more broadly studied. The first 

antecedent goes back to Ball and Brown (1968) and its outcomes are summarized 

in the term “random walk”. A large body of evidence suggests a random walk 

drift is a reasonable description of the time-series properties of annual earnings. 

Mean reversion is another important property found in early study.  

 



34 
 

2.3.3.5.2 Information Content of Prices 

Some other researchers inverted the variables commonly used. Price-based 

forecasts are used to improve on the time-series forecasts of earnings on the 

premise that prices reflect a richer information set than the past time series of 

earnings. Some previous researcher indicate that price-based forecasting models 

of earnings can predict future earnings better than forecasting models based on a 

statistical extrapolation of past and current earnings. Later they explain current 

percentage change in earnings as a linear function of current percentage change in 

prices and lagged percentage change in prices. Actually, there are not many 

studies on this approach because it has had only a modest impact on forecasting. 

2.3.3.5.3 Measurement Perspective (Fundamental Analysis) 

Book value also explains security prices. Market Value of Equity (MVE) 

is a balance sheet approach that relates accounting data to equity valuation. The 

MVE equals the sum of the market values of assets less the sum of the market 

value of liabilities. If the coefficient on a particular financial statement variable is 

significant and of the predicted sign, market prices act as if that variable is being 

priced conditional on the other variables in the equation and that item is defined as 

value relevant. Previous study use financial statement analysis of income 

statement and balance sheet ratios to forecast future earnings and stock returns. 

The referred papers are interested in identifying mispriced securities, being 

superior earnings forecasts only a mere intermediate product for this line of study. 
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2.3.3.5.4 Analysts’ Forecasts 

Another perspective to forecasting can be analyzed besides the three 

previous that are considered as pure statistical forecasting models. This new 

approach arise because accounting researchers have adopted analysts’ forecasts as 

a proxy of choice for market earnings expectations. If a subjective element is 

included, we can refer to those studies focused on analysts’ forecast, while if we 

detach earnings forecast from any economic content, pure statistical models can 

be analyzed.  

2.3.4 Variables Research 

Analysis of financial performances is the study of information that 

describes the relationship between the various accounting numbers of the financial 

statements that reflect the circumstances and results of operations. Source of data 

used for the analysis of financial performances are financial statements that have 

been through the vetting process (Auditing). Financial performances are financial 

analysis tool based on comparison of the financial data contained in the post 

financial statements (balance sheet, profit / loss, cash flow statement). Variables 

describing a relationship or balance (mathematical relationship) between a certain 

amount by the number of others. 

Analysis of financial performances can be used to guide investors in 

making decisions or judgments about the company's achievements and future 

prospects. Analysis using financial statement data as the basis of existing 
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assessment is intended to assess the risks and opportunities in the future, although 

based on past data and conditions. Measurements and relationships of the post 

with another post in the financial statements appearing in the financial 

performances can provide meaningful conclusions in determining the company's 

stock price. The independent variable in question in this study is current ratio 

(CR), Return On Equity (ROE), Debt Equity Ratio (DER), Earning Per Share 

(EPS) and Price Book Value (PBV), while the dependent variable of this study is 

the stock price. 

2.3.4.1 Independent Variables (X) 

The independent variable is the variables that are not affected or not 

depends on other variables. The independent variable in this study is the Current 

Ratio (CR), Return On Equity (ROE), Debt Equity Ratio (DER), Earning Per 

Share (EPS), Price Book Value (PBV), and Return On Assets (ROA) of the 

financial statements of listed Food and Beverage Companies in the Indonesia 

Stock Exchange in period of 2008-2011 include: 

a. Current Ratio (CR), X1 

The current ratio is a ratio used to measure a company's ability to pay its 

current liabilities using current assets owned. Current Ratio can be calculated by 

the formula: 

 
 

100% 
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b. Return On Equity (ROE), X2 

Return on equity is the ratio used to measure the ability of its own capital to 

generate profits for all holders of shares, common stock and preferred stock. This 

ratio be calculated by the formula: 

   
  100% 

c. Debt Equity Ratio (DER), X3 

Debt equity ratio is the ratio between debt and equity in the funding of the 

company and demonstrate the ability of the company's own capital to meet all its 

obligations. Debt is an important component of the company, particularly as a 

means of funding. This ratio can be calculated by the formula 

  
100% 

d. Earning Per Share (EPS), X4 

Earning Per Share is one of the tools for management to measure the 

amount of the profits earned by the holders of common stock and could eventually 

be used as an indicator of company performance and can be used by investors in 

making decisions. EPS or earnings per share is the net profit level for each 
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ordinary shares of the company can be achieved during the course of operation. 

This ratio can be calculated as follows: 

EPS = Net Income after taxes - preferred stock dividend 

The number of common shares Outstanding 

   
  100% 

e. Price Book Value (PBV), X5 

Price-book value describes how much the stock market appreciates the 

company's book value. The higher this ratio, the market increasingly believes the 

prospects for the company. PBV is calculated by the following formula: 

  
    

f. Return On Assets (ROA), X6 

Return on asset gives an idea as how efficient management is at using its 

asset to generate earnings. This ratio is calculated by the formula: 

   
 100% 
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2.3.4.2 Dependent Variable (Y) 

Dependent variable is variable that is affected by independent variable. 

The dependent variable in this study is the firm’s value. Firm’s value is important 

because high value of the firm will be followed by higher shareholder wealth. On 

the stock exchange, the increase of firm’s value appreciated in the form of rising 

stock prices. 

The market price of the company stock is formed between the buyer and 

the seller when the transaction is called the market value of the company, because 

the market price of the stock is considered a reflection of the true value of the 

company's assets. The value of a company formed through the indicator value is 

strongly influenced by the stock market investment opportunities. The existence 

of investment opportunities can provide a positive signal about the company's 

growth in the future, so it will increase the price of the stock, with increasing the 

value of the company's stock price will increase. Value of the firm can be seen 

from the market value of its shares in the stock market.  The value of the shares is 

the number of shares multiplied by the market value per share plus the value of 

debt is constant, then the increase in value of the shares will automatically 

increase the value of the company.  
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2.3.5 The Effect of Financial performances to the Firm’s Value. 

2.3.5.1 The Effect of Current Ratio (CR) to the Firm’s Value. 

Current Ratio (CR) can be determined by comparing the current assets to 

the current liabilities or debt. Current assets generally include cash, securities, 

accounts receivable, and inventory. Current liabilities consist of accounts payable, 

short-term notes receivable, debt maturities less than one year, tax accruals and 

other accrued expenses. The company will start paying the bills (accounts 

payable) is slow when a company is experiencing financial difficulties. There are 

several factors that must be considered by analysts before making a final 

conclusion as follows: 

1. Distribution or proportion than current assets. 

2. Data trends of current assets and debt for 5 years or more  

3. Terms that is granted by the creditor to the company in the conduct or 

condition of the purchase of loans granted by the company to sell the 

goods. 

4. The present value of current assets, because it is likely the company has 

substantial accounts receivable balance that has been long-standing and 

difficult billed so the value realization is probably smaller than the 

reported values. 

5. Possible changes in current assets, if the value of inventory decrease, the 

value of current assets (shown in the inventory) it does not guarantee the 

liquidity of the company. 
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6. Amount of working capital needs in the future. The greater the need for 

working capital in the future it is necessary to have a greater ratio. 

7. Type of companies (companies that produce their own goods sold, trading 

company or service company). 

Liquidity companies demonstrate the ability to pay a financial obligation 

on time. Company liquidity showed by the size of the current assets is assets that 

are easily converted into cash, marketable securities, accounts receivable, 

inventory. The higher CR means the greater the company's ability to meet short-

term financial liabilities. 

CR is a commonly used financial ratio. There is not an absolute provision 

about what constitutes a good CR rate or be maintained by a company, usually 

because the CR rate is also very dependent on the type of business of each 

company. In a general rule, the level of current ratio of 2% is considered good 

(Considered acceptable). CR has a positive effect on stock prices, if the value of 

CR is high then the value of the stock price will increase and vice versa. Firm’s 

value in the stock exchange in the form of appreciated stock price changes. 

2.3.5.2 Effect of Return On Equity (ROE) to the Firm’s Value. 

Firm’s value in the stock exchange in the form of appreciated stock price 

changes. This ratio is the relationship between the profit after tax and the own 

capital that company used, the capital are considered common stock, additional 

paid in capital, retained earnings, preferred stock and other reserves. From 
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explanation above then Return On Equity (ROE) is economic profitability. For 

companies in general, the issue of return is more important than the issue of profit, 

because the profit itself is not a measure that the company had to work efficiently. 

The higher ratio indicates better performance or efficiency, the firm’s value will 

increase with an increase of this ratio. 

2.3.5.3 The Effect of Debt Equity Ratio (DER) to the Firm’s Value. 

Firm’s value in the stock exchange in the form of appreciated stock price 

changes. One of debt ratios that often used by stock analysts is Debt Equity Ratio 

(DER). The company's ability to pay all its debts showed the solvency of a 

company. Companies that solvable mean they have assets worth enough to pay all 

their debts. The higher DER means the greater the proportion of debt to equity, 

the higher DER reflects a relatively high risk. 

Theoretically DER levels have an inverse relationship with the price of a 

company's stock, which means that the higher level of DER then it is likely the 

lower the stock price. The lower level of DER then it is likely the stock price level 

will be higher and the company will gain the confidence of investors. In fact, a 

small DER is not necessarily better than the large ratio of DER. DER has positive 

or negative effect on stock prices, since the value of the DER depends on the 

situation and the conditions faced by the company. DER has a negative effect on 

the stock price, if the value is higher than the value of DER's share price will 

decline and vice versa. 
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2.3.5.4 The Effect of Earning Per Share (EPS) to the Firm’s Value. 

  Firm’s value in the stock exchange in the form of appreciated stock price 

changes. Earning Per Share (EPS) as a ratio commonly used in the prospectus, 

presentation materials, and annual reports to shareholders is a net profit after taxes 

minus preferred stock dividends (income available to common shareholders) 

divided by the number of ordinary shares outstanding would result in earnings per 

share. EPS is the amount of income earned in one period for each outstanding 

shares. EPS calculation purposes are to see the development of the company's 

operations, determine the price of the stock, and determine the amount of 

dividends to be distributed. In general shareholders interested in EPS which is 

great because it is one indicator of the success of the firm. EPS has a positive 

effect on stock prices, if the value of the EPS high, stock price will increase and 

vice versa. 

2.3.5.5 The Effect of Price Book Value (PBV) to the Firm’ Value. 

Price Book Value (PBV) is ratio of the stock price divided by book value 

per sheet of company shares. This ratio provides an indication to management 

about how investors view the past performance and future prospects of the 

company. The higher PBV ratio result means that the share price to be overvalued, 

which logically would make investors take notice of profit taking. The more 

number of shares released in the market then systematically the share price will 

fall back so that PBV ratio is low. The low PBV values  is an indication of an 

undervalued stock price, furthermore that investors can make a consideration  to 
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purchase the shares after considering other factors, and  the stock price will 

increase again, and so on. PBV has a positive effect on the stock price, if the PBV 

value is higher, then the stock price will increase and vice versa. 

2.3.4.6 The Effect of Return on Assets (ROA) to the Firm’s Value. 

 Return on Asset ratio explains how much earnings were generated from 

invested capital (assets). ROA for public companies can be vary substantially and 

will be highly dependent on the industry. This is why when using ROA as a 

comparative measure, it is better to compare it against a company's previous ROA 

numbers or against the ROA of a similar company. The assets of the company are 

comprised of both debt and equity. Both of these types of financing are used to 

fund the operations of the company. ROA gives investors an idea of how 

effectively the company is converting the money it has to invest into net income. 

The higher the ROA number, the better, because the company is earning more 

money on less investment. 

2.4 Research Framework 

Research framework is a series of concept and clarity of the relationship 

between the concept formulated by the researcher based on literature review 

(theory and the results of previous studies). Used as a basis for answering the 

research questions raised. Research Framework is a conceptual model of how the 

theories relate to various factors have been identified as an important issue. 

Research Framework is raised if the research is concerned with two or more 
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variables. This research framework is based on the purpose to find the relationship 

between financial performances and stock prices. Independent variables used are 

Current Ratio (CR), Return On Equity (ROE), Debt Equity Ratio (DER), Earning 

Per Share (EPS), Price Book Value (PBV), and Return On Asset (ROA) while the 

dependent variable is the firm’s value. Firm’s value that affects internal condition 

of the company describes the effect of financial performance on firm value. 

Increase its growth and profitability may trigger an increase in the firm's stock 

price on the stock exchange. The amount of profits to shareholders in dividends 

would provide a positive appreciation of stock prices and subsequent rise will also 

affect the value of the firm. The large amount of income to be distributed 

engenders a lack of retained earnings for reinvestment, which causes the growth 

of small firms to effect the stock price decline on the stock exchange. 

Based on previous description, then the research framework of the study 

are as follows: 

 

 

 

 

 

Figure 2.1 Research Framework 
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2.5 Hypothesis Development 

Hypothesis is a temporary answer to the research problems. The 

hypothesis has to be proved, because the truth is still a conjecture. The research 

hypothesis is not perfect so it is necessary perfected by proving the truth of the 

hypothesis that through research.  Based on the research framework, then the 

hypothesis are : 

H1: Current Ratio (CR) affect the value of Food and Beverage Companies listed 

in the Indonesia Stock Exchange period of 2008 - 2011. 

H2: Return On Equity (ROE) affect the value of Food and Beverage Companies 

listed in the Indonesia Stock Exchange period of 2008 - 2011. 

H3: Debt Equity Ratio (DER) affect the value of Food and Beverage Companies 

listed in the Indonesia Stock Exchange period of 2008 - 2011. 

H4: Earning Per Share (EPS) affect the value of Food and Beverage Companies 

listed in the Indonesia Stock Exchange period of 2008 - 2011. 

H5: Price Book Value (PBV) affect the value of Food and Beverage Companies 

listed in the Indonesia Stock Exchange period of 2008 - 2011. 

H6: Return On Asset (ROA) affect the value of Food and Beverage Companies 

listed in the Indonesia Stock Exchange period of 2008 - 2011. 


