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Suggested Methodologies to Improve
The Returns-Earnings Relationship
(An applied study on Saudi Shareholding Companies)

Asma A. Al zahrani ! and Mamoun M. Al-Debi'e 2

ABSTRACT

This study aims to examine the returns—earnings relation and to investigate whether earnings— to —price
(E/P) ratio can be used to improve the returns—earning relation. Moreover, the study examines whether
stock prices lead earnings in reflecting value—relevant information in the Saudi Financial Market, and aims
to determine the number of periods by which prices lead earnings. Furthermore, the study measures the
improvement that can be achieved in the returns—earnings relation by including leading period's returns in
the model.

A sample of (87) manufacturing and service companies listed in the Saudi Financial Market during the
period (2003- 2012) was used with a total number of (870) observations. The study used simple as well as
multiple regression models where market stock return was the dependent variable and both the level of
earnings and the change in earnings were the independent variables.

The results revealed that: (1) The level of earnings and the change in earnings are relevant explanatory
variables for stock returns, (2) The level of earnings has more explanatory power in explaining the stock
returns than the change in earnings, and including both variables in the model can improve the Adjusted-
R2, (3) The (E/P) ratio captures the effects of both transitory and permanent components of earnings and
share price anticipation of earnings, (4) The results provide evidence on the improvement in the
explanatory power of the model and the earnings response coefficient that can be achieved by conducting
the analysis based of E/P ratio, (4) Prices lead earnings by up to three periods in the Saudi Financial
Market, (5) The estimated earnings response coefficient and the Adjusted R2 can be improved when
leading periods returns are included in the model of the returns—earning relation, finally (6) The results
suggest that the returns earnings relation is not contemporaneous, and that leading periods returns are as
important as current periods returns.

Keywords: Earnings per share, Stock Market Return, (E/P) Ratio, Information Content.
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