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CAPM = Capital Asset Pricing Model 
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EstG = Einkommensteuergesetz, German Income Tax Law 
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LM-Test = Lagrange Multiplier Test 
m  = binary variable indicating the observability of the dependent 

   variable 
ME  = market value of common equity 
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υ  = integration variable 
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NDAC  = non-discretionary accruals 
no. = number 
Ω  = parameter space of the parameter Q  

OI  = operating income 
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( )•P  = probability 

p  = in statistical tests: probability 

 = in references: page 
PAD = post-earnings-announcement drift 
PC = principal component from principal component analysis 
PCA = principal component analysis 
par. = paragraph 

limp  = probability limit 

PPE  = gross property, plant and equipment 
PRC  = provisions for risks and charges 
( )•ψ  = reward function in a statistical decision problem 

Q  = parameter in a statistical decision problem 

q  = outcome of the parameter Q  

ρ  = correlation coefficient 
2R  = coefficient of determination 

fR  = risk-free interest rate 

mR  = return on the market portfolio 

pR  = return on a portfolio of stocks 

r  = raw stock return 

Er  = equity cost of capital 

RE  = residual earnings 
REC  = net receivables 
σ  = standard deviation 
σ̂  = estimator for population standard deviation 
s  = sample standard deviation 
SALES  = sales revenues 
SDSALESAT  = standard deviation of the sales to assets ratio 
SMB  = size variable in Fama/French Three-Factor Model 
SRM  = security return model unexpected earnings 
SUE  = standardized unexpected earnings 



ABBREVIATIONS AND VARIABLES 15 

τ  = range of event window event period 
t  = time period (year, month, day) in statistical tests: t-statistic 
T  = number of time periods in a panel regression 
TAC  = total accruals 
ü  = time de-meaned panel regression residual 
UK = United Kingdom 
US = United States 
V  = random variable in a statistical decision problem 
v  = outcome of the random variable V  
vol. = volume 
w  = measurement error  
WCP  = working capital 
x  = explanatory variable in regression 
x  = vector of explanatory variables  
y  = in regression: dependent variable  

 = in figures: time period (year) 
ŷ  = fitted regression values 

Z  = in statistical tests: Z-statistic in variable computation: 
   Z-transformation 
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1. Problem outline 

This work investigates the reaction of capital market participants to information 
contained in financial statements of public limited companies. Demand for such 
capital market research originates from several sources. Kothari (2001: 106 et 
seqq.) names fundamental firm valuation, the role of accounting numbers in con-
tracts as well as in the political process and tests of market efficiency as the main 
sources of demand.  
Investors and creditors are interested in the value of a firm to make lending and 
investment decisions. Their use of information contained in financial statements 
is an important part of the markets dynamics which drive the price of a security to 
its fair value, that is, to the expected present value of the future cash flows to 
which the security entitles its holder. Empirical capital market research in this 
context helps the investors to spot mispriced securities and make profitable in-
vestments. The legal environment in which a firm operates is determined in the 
political process and shaped by policy makers. In Germany, disclosure standards 
for example are set by law in the German Commercial Code (Handelsgesetzbuch, 
HGB, §§ 238 – 315a). The policy makers aim to determine disclosure require-
ments in order to satisfy the information interests of the company, its sharehold-
ers, its creditors, its employees as well as those of potential investors or the gen-
eral public. Empirical capital market research in accounting assists the standard 
setter in ascertaining whether the stated objectives are met and whether proposed 
new standards can be expected to serve their purpose. For example, value rele-
vance of earnings numbers is seen as an objective of disclosure, and value rele-
vance studies are aimed at testing this property of earnings numbers. The ques-
tion of market efficiency is of great relevance to all market participants since se-
curity prices determine the allocation of wealth between the related parties.1  
The present work can be placed in the context of shareholder and investor de-
mand for empirical capital market research. It investigates how market partici-
pants react to financial statement information. In particular, it examines in two 
event studies how stock prices are influenced by earnings numbers. Model devel-
opment as well as implications for disclosure standards are not topics of the 
analysis. Verrecchia (2001) reviews the underlying theory and Holthausen/Watts 
(2001) present an overview of research regarding the value relevance of reported 
earnings in the context of accounting standard setting.  
Looking from the perspective of shareholders and investors, earnings numbers 
are central for the determination of the fair value of a share. Net earnings (after 
interest payments) represent that portion of the value generated over the respec-

                                           
1 A definition of market efficiency is given in section 2.2.1.  
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tive period to which shareholders are entitled.2 For this reason earnings numbers 
attract so much attention in firm valuations. Penman (2004: 121) notes that earn-
ings as the result of accrual accounting can in principle capture value added in 
operations which cash flows cannot. Accruals are non-cash measures of value 
used in accrual accounting to match the value outflows with the corresponding 
value inflows. At the same time, due to the discretion required for the estimation 
of certain accruals, they are often used as instruments for earnings management 
activities (Kothari 2001: 161). Therefore, the effect of those accruals on the in-
formativeness of earnings is open.  
This work explores these issues and is structured in two main parts. The first part 
studies the share price reactions to earnings announcements, and in the second 
part the share price reaction to earnings management is examined. The literature 
shows that in opposition to Fama’s (1970, 1991) definition of an efficient market 
as one in which “security prices reflect all available information” stock price re-
actions to earnings announcements take place only gradually. This phenomenon 
has become known as the post-earnings-announcement drift (PAD). The first part 
of this work tests for the existence of the drift on the German stock market and 
scrutinizes the explanatory power of several risk-related variables regarding the 
drift.  
In the second part the effect of earnings management on the informativeness of 
earnings is examined. As the “purposeful intervention in the external financial 
reporting process with the intent of obtaining some private gain” (Schipper 1989: 
92), earnings management is a relevant factor influencing the informativeness of 
earnings, which is defined as the degree to which current earnings indicate future 
earnings. Guay/Kothari/Watts (1996: 83) distinguish between opportunistic earn-
ings management and informative earnings management to achieve a more reli-
able measure of firm performance. Based on this concept, it is tested whether 
capital market participants combine earnings management and earnings informa-
tiveness information to discriminate between opportunistic and informative earn-
ings management.  
Following innovations of this work contribute to the research. Testing for the ex-
istence of the post-earnings-announcement drift on the German stock market and 
investigating the effect of risk-related variables regarding the drift produces out-
of-sample evidence with respect to studies based on data from the US stock mar-
kets. Incorporating a wide range of risk-related variables, which have not been 
examined simultaneously in previous research, allows of testing their incremental 
explanatory power. Further, the use of an analysis of covariance in addition to 
significance tests of a drift-based trading strategy increases the robustness of the 
findings. Regarding the return reaction to earnings management, the chosen re-
                                           
2 Since dividends are paid out immediately, they do not contribute to the value of a share.  
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search approach is innovative. Two multivariate measures of the informativeness 
of earnings management are developed. Additionally, a research design is se-
lected which allows testing of whether market participants combine earnings 
management and earnings informativeness information to discriminate between 
opportunistic and informative earnings management.  
The remainder of this work is structured as follows. Chapter 2 investigates the 
post-earnings-announcement drift and chapter 3 examines the capital market re-
action to earnings management. These two chapters are structured in the same 
pattern. Following an introduction in the respective first section, the current state 
of the academic discussion is summarized in the second sections. The research 
design and the development of the hypotheses to be tested are described in the 
third sections. The following fourth sections are concerned with the data collec-
tion and the computation of the employed variables. In the respective fifth sec-
tion, the results of the data analysis are discussed and each chapter terminates 
with a conclusion as the sixth section. A general summary is given in chapter 4. 
References and appendices are included in the last two parts of the work.  




