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The Feltham-Ohlson Framework:
Implications for Empiricists*

VICTOR L. BERNARD University of Michigan

The Ohlson (1995) and Feltham and Ohlson (1995) studies stand among
the most important developments in capital markets research in the last
several years. The studies provide a foundation for redefining the appro-
priate objective of research on the relation between financial statement
data and firm value. At the same time, they provide some structure for
modeling in a field where structure has been sorely lacking.

The value of Ohlson (1995) and Feltham and Ohlson (1995) can best
be appreciated when one recognizes where the studies fit on the evolu-
tionary tree of research. These studies return to issues so basic as to ren-
der them direct descendants of work done no later than the 1960s (e.g.,
Edwards and Bell 1961; Modigliani and Miller 1958; Miller and
Modigliani 1961; and Preinreich 1938). Ohlson (1995) and Feltham and
Ohlson (1995) represent the base of a branch that capital markets research
might have followed, but did not. Instead, framed within the so-called
informational perspective, research since the late 1960s developed with-
out much emphasis on the precise structure of the relation between
accounting data and firm value. In a sense, Ohlson (1995) and Feltham
and Ohlson (1995) return to “step one” and attempt to build a more solid
foundation for further work. A fair evaluation of this work must consider
that it is only a first step, not yet intended to represent a fully developed
framework. Nevertheless, even in its embryonic state, the path laid down
in Ohlson (1995) and Feltham and Ohlson (1995) offers some important
and immediate contributions.

This discussion focuses on two of the ways in which Ohlson (1995)
and Feltham and Ohlson (1995) can immediately affect our thinking.
Both concern implications for empirical work. The first contribution,
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discussed previously by Penman (1992), involves a shift in what we con-
sider the ultimate objective of research on the relation between account-
ing data and firm value—that is, research bearing on fundamental analy-
sis. It leads us away from an emphasis on explaining stock price behavior
and towards a focus on predicting future earnings and future growth in
book value. The gains from this shift are ultimately an empirical issue, but
evidence presented here is promising. The second contribution pertains to
how we structure the relation between accounting data and firm value.
Ohlson (1995) and Feltham and Ohlson (1995) provide an appropriate
point of departure for nearly any empirical work on this relation. It is only
a point of departure, no where near a complete structure, but then, getting
off to the right start can be crucial.

On the appropriate objective of research on fundamental analysis
Fundamental analysis involves a study of a firm’s current activities and
prospects for purposes of estimating its value. The task involves assess-
ments of factors (e.g., product demand, corporate strategy, industry out-
look) that go well beyond accounting data. Nevertheless, interpretation of
financial statement data is central to the task. Accounting research can
enhance our understanding of fundamental analysis by clarifying the rela-
tion between financial statement data and firm value.

Very little prior research has been framed as a contribution to funda-
mental analysis; indeed, the very words fundamental analysis were out of
vogue for years (Penman 1992). Nevertheless, a large fraction of capital
markets research on the relation between stock prices and accounting data
could be reframed as an attempt to enrich our understanding of funda-
mental analysis. Viewed from that perspective, the traditional research
can then be contrasted with the approach supported by Ohlson (1995) and
by Feltham and Ohlson (1995).

The traditional view on the objective of research on firm value and
" accounting data

Consider how the objective of research on firm value and financial state-
ment data has been structured, at least implicitly. The traditional main-
stream view starts with the recognition that, to estimate the value of the
firm, one must forecast dividends. Thus, from the perspective of one
interested in fundamental analysis, the research would appear to be
appropriately structured as an attempt to forecast dividends, presumably
with accounting data and other competing information sources. We are
stymied, however, by the Modigliani-Miller dividend irrelevancy propo-
sition: anything short of a dividend forecast over an infinite horizon is
meaningless. This problem has been labeled by Penman (1992) as “the
dividend conundrum.”

The conundrum has traditionally been finessed. The key lay in the
recognition that in an efficient market, the stock price reflects the present
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value of forecasted dividends, even over an infinite horizon. Thus, we are
permitted to replace the most fundamental objective—the forecasting of
future dividends—with an empirically more convenient objective—the
explaining of current price. A useful by-product of this shift in objectives
is that current price is unaffected by ex post deviations from expectations
existing at the forecast date; such deviations would be a source of noise
in a research design based on dividend predictions.

The research has been built, then, within a framework where stock
price (or some other stock price base metric, such as abnormal returns)
appears as a dependent variable with contemporaneous accounting data
and other data treated as explanatory variables. The paradigm is one that
can serve well if we are satisfied with a positive view of research where
we seek only to discover what is already “known” in the marketplace
about the relation between accounting data and firm value. However, it
comes at a potentially important cost. Specifically, it precludes from the
outset the possibility that researchers could ever discover something that
was not already “known” by “the market.”

An illustration of the cost of the traditional paradigm is revealed in a
comparison of Lev and Thiagarajan (1993) with Abarbanell and Bushee
(1994a, 1994b). Lev and Thiagarajan (1993) use the traditional approach
to examine claims by analysts that certain factors beyond bottom-line
earnings reveal information about firm value. One such factor is a receiv-
ables buildup. When receivables grow more quickly than sales, it is
claimed by analysts to reveal “bad news” on average. Lev and
Thiagarajan (1993) confirm the claim by showing that stock returns are
negatively related to receivables buildups, after controlling for earnings
and other factors.

Abarbanell and Bushee (1994a) test the analysts’ claims not only in
the traditional way, but also within the context of earnings prediction.
They find that over their longest sample period, receivables buildups are
good news with respect to future earnings. (One possibility is that such
buildups are signals of increased customer demand in the last few days or
weeks of the fiscal period.) Unless the result reflects sampling error, the
evidence suggests that the analysts’ views were, on average, simply
wrong, and that “the market” was wrong in the same way.! That under-
standing could never have been generated through the traditional
approach to research.

The prediction of earnings and book value as a research objective

Note that the key to the generation of the new understanding in
Abarbanell and Bushee (1994a) was a shift in the objective of the research
design from an explanation of current stock price behavior to a prediction
of earnings. That, of course, is not a new idea. However, research has tra-
ditionally shunned earnings prediction as an objective.2 One concern with
the approach is that earnings are manipulable artifacts of arbitrary
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accounting choices. Thus, there is always the residual concern that, in
predicting earnings, we are predicting something artificial, not real.
Prices, on the other hand, seem real.

Ohlson (1995) presents us with the license to break with the tradi-
tional focus on explaining price behavior and to shift that focus to pre-
dicting earnings, as long as we do it “properly.” The key lies in the fol-
lowing approximation. It states that the value of the firm can be well
approximated even over a finite horizon by a function of forecasted earn-
ings, book value, and discount rates. The only assumption required is that
these forecasts be consistent with the clean surplus relation. We begin by
defining a variable VtT as follows:

T
VT=byt AT S (1T By (%~ T bV ] (1)
(1+)T-1 7=1

where bv; = book value of equity at time #,
r = the discount rate, and

Xt + T = earnings for period ¢ + 7.

Note that the amount V. is a function of future earnings and book values
measured over a finite horizon. However, despite the limited horizon, V;
approximates the value of the firm, so long as the horizon is “long
enough”—an issue to which we will return momentarily.

where P, = the value of equity at time 7 (equal to price in an efficient market with
expectations E[]).

Expressions (1) and (2) imply that the ability to predict earnings and book
value—even over a finite horizon—is tantamount to the ability to approx-
imate current value. It thus gives us license to reframe the objective of our
research in terms of predicting future earnings and book value. It also
supplies the specific functional form of future earnings and book value
that should be the object of prediction. We appear to have skirted the div-
idend conundrum, and we have done so without introducing the circular-
ity of understanding firm value only through reference to prices. We are,
in fact, attacking the task in the same way the fundamental analyst must:
by estimating value, using information independent of price.

The reader may detect what appears to be some sleight of hand here.
Whether anything has been gained in our shift from dividend prediction,
to price explanation, and then on to earnings prediction depends on the
length of the horizon over which earnings must be predicted, that is, the
magnitude of T in expressions (1) and (2). To emphasize how trivial the
gain could be in the extreme, assume earnings of each period are equal to
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$9.00 plus some purely random number, until the firm’s final period
where earnings are whatever amount is necessary to reflect gains and
losses on liquidation.3 Then, the clean surplus relation can still hold, as
well as expressions (1) and (2). Yet, we know that, short of a horizon that
includes the entire life of the firm, forecasts of earnings and book value
defined in this way will be useless for approximating value. In this
extreme example, studying how to forecast earnings and book value
would be entirely useless and would fail to skirt the dividend conundrum
in any meaningful way.

Empirical evidence on forecasted accounting data as approximations of
value

The usefulness of a research objective based on earnings prediction rests
ultimately on an empirical question: over how long a horizon must earn-
ings and book value be predicted in order to permit an accurate approxi-
mation of firm value? The answer to the question turns on what could be
viewed as the “quality” of the accounting system: high quality account-
ing systems could be defined as those that reflect value over a shorter
forecast horizon.

Table 1 reports some evidence that bears directly on the above empir-
ical question. We entertain the possibility that value can be well described
by earnings and book value forecasted over a horizon as short as four
years. That is, we let T = 4:

4
Vd=byp+ a+nt 3,1+ Ey[ (X7t bVpyr_q] 3)
(14041 7=1

If Vt4 provides a good approximation of firm value, then we should be
able to explain a large fraction of the variation in stock prices with the
variables on the right-hand side of expression (3). This suggests the fol-
lowing regression:

4
Pjt =agp+ oqbvjt + z,laﬂ_] Et[xjt+1' -r ijt+T—1] + € ‘ 4)
T=

In addition to ignoring abnormal earnings beyond year 4, equation (4)
imposes two key restrictions. First, it assumes that discount rates (embed-
ded in the coefficients o, 1) are constant across firms. Second, because
the coefficient on book value (at}) is constrained and because that coeffi-
cient reflects the degree of accounting conservatism (Feltham and Ohlson
1995), the specification assumes that conservatism is either constant
across firms or completely reflected in the form of higher abnormal earn-
ings within the forecast horizon.
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Table 1 presents estimates of equation (4), where Value Line forecasts
are inserted for expectations at time . We use the Value Line forecasts of
one-year-ahead and two-year-ahead values and assume that their fore-
casts of three- to five-year-ahead values apply for year 4.

TABLE 1
Relation between stock prices and either forecasts of accounting numbers or dividends

Regression equations:

4
Pjt =ag+ otlbvjt + 21a7+1 Et[xjt+'r -1 ijt+T—1] + € (A)
T= ,
4
P.=Bo + Elpm Edyyr] + 0 (B)
=

where P;; = price per share of stock j at time 1,
bvi, = book value per share of stock j at time f,
r = the discount rate,
Xitpr = egrpings per share for stock j ir_1 perigd t+ 7, and
= dividends per share for stock j in period 7 + 7.

Jt+T
Exp. abnormal earnings
Current Average
Intercept book T=1 T=2 T=4 R
value squared
(A) 5.82 1.04 3.18 1.58 6.15 .68
(3.85) (5.40) (3.25) (1.26) (2.83)
Expected dividends
=1 =2 T=4
(B) 16.41 -- 0.58 -3.64 20.67 29
(10.67) (0.11) (-0.45) (3.23)

Notes: The sample from each year, 1978-1993, is that subset (670 to 712) of December-
year-end firms covered by Value Line for which required CoMpUSTAT and the Center for
Research in Security Prices (CRSP) data were available. Discount rate r is set to .13.
Abnormal earnings and dividends for 7= 3 are not furnished by Value Line; exclusion of
these variables should tend to bias upward the coefficients on expected abnormal earn-
ings (dividends) of surrounding years. Ordinary least squares (OLS) regressions are esti-
mated year-by-year in per share data. Coefficients reported are means across yearly esti-
mates. T statistics are based on time-series standard deviation in coefficients and have
been corrected for serial correlation, assuming the annual coefficients follow a first-
order autoregressive process; the correction factor (from Abarbanell and Bernard 1994)

1S
V/ [a+6) / -9 - [26(1-67 / n(1-0?]

where ¢ is the serial correlation in the coefficient, and n is the number of observations (15).
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Because we have no three-year-ahead forecasts, the coefficients on
remaining variables that are correlated with the omitted three-year-ahead
forecasts must be biased upward. In addition, the coefficients on abnor-
mal earnings—especially over the longer horizons—will be influenced by
the extent to which those regressors proxy for any abnormal earnings that
are expected beyond four years but are omitted from the regression.4
Precise coefficient values, however, are not a central concern for our pur-
poses; at issue here is the overall explanatory power of the regressions.
The key question is how well one can explain prices with only one book
value number and three abnormal earnings forecasts.

The results indicate that, on average, the forecasted accounting vari-
ables explain 68 percent of the variation in price per share. Note that this
relatively high degree of explanatory power is achieved despite the exclu-
sion of three-year-ahead forecasts and with the assumptions that (1) dis-
count rates are constant across firms, (2) accounting conservatism is con-
stant across firms, (3) the Value Line forecasts fully reflect available
information, and (4) the price per share is efficient with respect to that
information.

Indeed, further evidence suggests that the failure to achieve 100 per-
cent explanatory power can be blamed largely on the restrictiveness of the
above assumptions, as opposed to a failure to forecast earnings over an
infinite horizon. Consider a regression that includes the forecast of price-
to-book premium at the end of four years in addition to the regressors in
equation (4). Because that premium should reflect abnormal earnings
beyond four years, that regression should achieve 100 percent explanato-
ry power under assumptions (1) through (4). In fact, such a regression
(not reported in the table) produces an average R squared of 80 percent.
That we can approach this level of explanatory power so closely with only
accounting data on the right-hand side is a strong testimony to the power
of accounting data to reflect value well even over relatively short hori-
zons. There is evidently little to be gained by forecasting earnings and
book value beyond four years!

To gauge further the significance of the explanatory power of
accounting numbers, consider what would be obtained if the price were
expressed as a function of forecasted dividends over the next four years,
rather than in terms of forecasted earnings and book value. Table 1 pre-
sents the results, again based on Value Line forecasts. The R squared is
now only 29 percent. This result underscores the severity of the dividend
conundrum; even though it must be dividends that ultimately drive firm
value, dividends over a finite horizon are not very useful indicators of
value. Earnings are much more useful.s

The evidence suggests that the approximation in expression (2) works
well, at least when earnings and book values are measured as they are in
the United States, even for horizons as short as four years. This view is
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consistent with valuation as practiced in investment banking; when valu-
ations are based on discounted cash flows, the forecasts of cash flows are
often hinged on earnings forecasts over a horizon of only five to seven
years (Copeland, Koller, and Murrin 1990). The implication is that the
prediction of earnings and book value, even over relatively short horizons,
is as “worthy” a research objective as the explanation of price. The divi-
dend conundrum has indeed been skirted effectively without resorting to
the circularity involved in explaining price behavior.

Advantages and disadvantages of the shift in objectives

A shift to earnings prediction as an objective enables the researcher, bar-
ring sampling error, to discover what factors explain subsequent firm per-
formance and, thus, current value. This is true of the traditional paradigm
only if markets have already completely “discovered” the relations.

Another advantage of a shift in objective is that an earnings predic-
tion exercise can be decomposed to reveal information about how or why
an event or bit of data is useful in explaining the value of the firm. For
example, Healy, Palepu, and Ruback (1992) offer evidence on which of
several potential avenues (e.g., labor cost savings, increased operating
efficiency, tax savings, etc.) are most important in explaining why merg-
ers and acquisitions enhance shareholder value. The traditional research
approach would simply have revealed that mergers and acquisitions
increase the price of the combined entities without explaining how.

A primary disadvantage of a shift to earnings prediction is that the
earnings contain “noise” resulting from the effect of events that could not
be anticipated at the forecast date. A stock price study would not suffer
from this weakness.

Another disadvantage is that, even though earnings may provide a
useful reflection of value over a relatively short horizon in most situa-
tions, that is not always true. For example, one could not reasonably use
earnings prediction to study the impact on firm value of changes in the
market value of U.S. banks’ investment portfolios, because, so long as the
banks intend to hold and do hold the investments to maturity, earnings
will never reflect that change in value. (The very accounting choice at
issue here [whether to mark-to-market], itself, affects earnings and pre-
cludes the use of earnings as an object of prediction!) More commonly,
earnings may not yet reflect the impact of an event, even though stock
prices do. For example, at this point in history, it would be difficult to
assess the reliability of alternative measures of environmental exposure
through reference to associations with subsequent earnings impacts,
because those impacts have for the most part not yet occurred. However,
because stock prices should now reflect estimates of those future impacts,
one could assess the reliability of various measures through examination
of associations with stock prices—assuming that the stock market’s esti-
mates provide a sufficiently well-informed benchmark.6
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On structuring the relation between financial statement data and
firm value

Traditional mainstream view ,
The mainstream view of the relation between firm value and financial
statement data begins with reference to the relation between value (Py)
and future dividends (d; )

Pi=2, (1+0 "Ed; . ] )

T=1

Note that the role of financial statement data lies outside the relation
in equation (5). Beaver (1989) expresses the traditional view of the rela-
tion between financial statement data and firm value as consisting of three
links. First, the current financial statement data must be linked to the
future financial statement data. Second, the relation between the future
financial statement data and future dividends must be specified. Finally,
future dividends are related to current value as expressed in equation (5).
Unfortunately, only the final link is well developed in the literature.

In the absence of a well-defined link between accounting data and
firm value, empirical researchers have little guidance for model construc-
tion. Price changes could conceivably be related to earnings changes,
and/or earnings levels, and/or the changes in various balance sheet
accounts, and/or some balance sheet account minus a footnote disclo-
sure—no relation is barred. It is not surprising that confusion has persist-
ed for years, even about issues as basic as how we scale the data or
whether we difference it.

The Feltham-Ohlson perspective

The Ohlson (1995) and Feltham and Ohlson (1995) studies provide a use-
ful alternative to the traditional view, by linking future financial statement
data directly to firm value, without explicit reference to dividends.
Specifically, firm value is expressed as book value, plus discounted future
expected abnormal earnings (X{ 4 7 —Tbvy 4 7 _ 1)

P; =bv; + E (1407 Eglxgpr — 1 bVigp ] ©

T=1

The relation expressed in equation (6) is not new; it can be found in
Preinreich (1938), and Edwards and Bell (1961).7 In fact, it was used in a
crude form by the Internal Revenue Service (IRS) as early as 1920 to esti-
mate the impact of prohibition on the value of breweries.® Nevertheless,
the direct link between future accounting numbers and current value
seems to have been lost on the capital markets literature of the last 25
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years. To be sure, many studies develop a relation between prices and
earnings (or future earnings), but these studies do so by starting with the
dividend discount formula in equation (5) and then imposing an implau-
sibly restrictive assumption about the relation between either earnings
and dividends or earnings and cash flow. For examplé, Fama and Miller
(1972) develop the price-earnings relation by assuming that earnings are
equal to net operating cash flows. Beaver, Lambert, and Morse (1980) and
Collins and Kothari (1989) assume dividends are proportional to earn-
ings. Kormendi and Lipe (1987) assume that the present value of any
change in expected cash flows is equal to the present value of the con-
temporaneous change in expected earnings.

Expression (6) reminds us that these restrictive assumptions are sim-
ply unnecessary. There is no need for any assumption about how earnings
relate either to dividends or to cash flows, aside from the assumption of
clean surplus. Beaver’s three-step process is thus collapsed into two steps:
the link between current information and forecasts of future financial
statement data and the link between those forecasts and current value
(that is, expression [6]). The first link is not easily developed (it is the
essence of fundamental analysis), but that difficulty is unavoidable and
must be confronted even under the traditional paradigm. Moreover—and
this is the key point—once that link is developed, the remainder of the
process is well defined, even without restrictive assumptions on dividend
policy.

Readers might question what price has been paid for this relaxation
of restrictions. The answer is almost nothing. So long as the analyst pro-
duces forecasts, such that, all future changes in book value arise either
from earnings, capital contributions, or dividends, the relation in expres-
sion (6) holds, that is, the analyst must apply clean surplus accounting for
future periods’ forecasts. Even if the firm’s current book value contains
“dirty surplus,” the relation in expression (6) will hold so long as fore-
casted changes in book value are faithful to the clean surplus relation.

There are no other assumptions required. For example, the relation in
expression (6) does not assume any particular relation between account-
ing earnings and “economic earnings.” It holds regardless of the (clean
surplus) accounting methods used and even if book value and/or earnings
are manipulated.?

The relation in expression (6) does not assume any of the Miller-
Modigliani propositions, including dividend irrelevancy or capital struc-
ture irrelevancy. Such propositions play an important role in Ohlson
(1995) and Feltham and Ohlson (1995), but are not required by (6).

The relation in expression (6) does not assume anything about the dis-
tribution of information among managers and investors. The value P; can
be viewed as the value estimated by whoever holds expectations E[], and
can differ across parties.
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The relation in expression (6) does not require any assumptions about
the discount rate that are not already embedded in the dividend discount
formula in expression (5), that is, even though Ohlson (1995) and
Feltham and Ohlson (1995) are developed in a world of risk-free discount
rates, one can substitute the cost of risky equity capital, so long as one is
willing to accept the assumptions underlying the use of the same risky
discount rate in expression (5). Alternatively, one can avoid those
assumptions altogether, by computing a risk-adjusted earnings number
and discounting that at the risk-free rate (Feltham and Ohlson 1994).

The relation in expression (6) does not assume any of the linear infor-
mation dynamics in either Ohlson (1995) or Feltham and Ohlson (1995).

Usefulness of the Feltham-Ohlson view
Empirical modeling

One important application of the above view is as a point of departure for
empirical work. It permits the development of a price-earnings relation
that does not require implausible assumptions about the linkage between
earnings and either dividends or cash flows. It also permits one to deduce
the minimal assumptions implicitly invoked in existing empirical work.

To implement the relation in expression (6) in an empirical setting, it
is still necessary to specify how observable data are used to form expec-
tations about future abnormal earnings. This becomes the key step in the
research design and, ultimately, the step that distinguishes one study from
another. However, this step can be accomplished with assumptions much
more plausible than those invoked in studies based on the dividend dis-
count formula. For example, define financial assets as those that represent
zero net present value projects, so that, only operating assets are expect-
ed to generate abnormal returns. Then, assume abnormal earnings exhib-
it reversion over time to a (possibly nonzero) mean. That is a sensible
assumption in the face of competitive pressures and one that is consistent
with evidence in Penman (1991) and Bernard (1994). More specifically,
assume abnormal earnings follow a simple autoregressive process. This is
restrictive, but good enough to capture the first-order effects of the behav-
ior of abnormal earnings. These assumptions, when combined with the
relation in expression (6), produce the following valuation model, which
also appears in Feltham and Ohlson (1995):

Pt = bv; + aj0ox® + @08, + € @)

where ox;® = abnormal operating earnings, and
0a; = net book value of operating assets.

Here we have a well-defined structure that is expressed in terms of
observables, yet we introduced no implausible assumptions and no
assumptions at all about the dividend-earnings relation. Moreover, with
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the aid of the Feltham-Ohlson analysis, we have well-defined priors about
what the coefficients in the model should be.

To appreciate the value of a model derived without restrictive
assumptions, like the one found in expression (7), contrast it with the
existing literature. A number of studies depend on empirical models,
which have intuitive appeal, but which could only be derived from expres-
sion (6) after imposing overly restrictive or even convoluted assumptions.
A common set of examples includes regressions of prices against compo-
nents of book values with no proxy for expected abnormal earnings. In
essence, such regressions implicitly assume that all firms are expected to
return to a normal earnings level immediately. Note that even the common
practice of including a proxy for expected earnings in such a regres-
sion—as opposed to expected abnormal earnings—can be motivated only
by augmenting expression (6) with implausible assumptions.

Interpreting financial ratios

The relation in expression (6) provides a path to clearer thinking about the
determinants of various financial ratios. For example, Penman (1993)
relies on the relation in expression (6) to explicate the meaning of a price-
earnings ratio and, in so doing, identifies a number of ways in which the
literature on such ratios is confused. Penman (1991) and Bernard (1994)
study the determinants of price-book ratios and their relative empirical
importance.

Pedagogical use

The development of a direct linkage between accounting data and firm
value also offers pedagogical advantages. For example, consider a class
discussion that revolves around a valuation issue such as why a firm’s
price-earnings ratio is so high relative to the industry. Assume the discus-
sion involves some accounting issues and, perhaps, even some attempt to
adjust the accounting data to reflect “better” the firm’s performance. If
the accounting analysis is followed by an approach to valuation based on
discounted cash flows (DCF), the valuation takes on the appearance of
“undoing” the accounting that was just studied so carefully. Expression
(6), in contrast, provides a vehicle for using forecasts of the accounting
numbers directly —building directly on the accounting analysis, rather
than appearing to “unravel” it. The approach highlights the connection
between accounting numbers and estimates of value; DCF valuation
emphasizes that there is no necessary connection.

Implications for practice

If the relation in expression (6) holds value as a pedagogical tool, then it
should also be useful in practice. In fact, the relation in expression (6) is
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precisely what lies behind the Stern-Stewart Economic Value Added
(EVA) valuation technique, which is rapidly gaining acceptance in prac-
tice (see Stewart 1991, especially Chapter 8). Of course, the valuations
produced under the EVA approach must in principle be equal to those
based on the discounted dividend formula. However, the approach frames
the valuation exercise in a different way, one that Stewart (1991) argues
is more useful for thinking about a business’s “value drivers.”

Concluding remarks

If the Ohlson (1995) and Feltham and Ohlson (1995) studies seem prim-
itive, that primitiveness is by design. These studies adopt a “back to
basics” approach—one that lays the groundwork for a research paradigm
that represents an important alternative to the status quo. The Feltham-
Ohlson approach relies on a “measurement perspective,” as opposed to
the “information perspective” of the traditional mainstream work. In so
doing, it provides more structure than has been evident in prior work. It
also offers a theoretical grounding for a movement away from price
explanation as the dominant paradigm and toward research designs built
around the prediction of fundamentals such as earnings.

The value of the Feltham-Ohlson framework will be more evident as
it grows from its current embryonic state, and we observe how it influ-
ences our research and thinking. Even in its current state, however, the
work has had an important impact. Feltham and Ohlson are not the only
researchers providing an impetus for the current changes in capital
markets research, but they are playing an essential role.

Endnotes

1 Abarbanell and Bushee (1994b) report that one could have earned abnormal returns
by trading on publicly announced receivables data in a direction opposite to that
suggested by the analysts’ claims.

2 There are important exceptions to this focus on stock price explanation. For exam-
ple, much of the work of Healy and Palepu has emphasized prediction of the fun-
damentals (e.g., earnings). See Healy and Palepu (1988) for a specific example.

3 I thank Jim McKeown for first raising this example with me in the context of the
Ohlson model.

4  We obtain the largest coefficient on four-year-ahead abnormal earnings, suggesting
that (as one might expect) the long-run earnings forecast provides the best proxy
for earnings beyond four years.

5  This comparison assumes that Value Line analysts take as much care in forecasting
dividends as they do in forecasting earnings and book value.

6  The approach requires that the market responds to the disclosures based on some
assessment of the amount of noise contained therein. Thus, the value of the
approach depends on the richness of information available about such noise. An
approach based on earnings prediction, if feasible, would not rest on such condi-
tions. See Barth and McNichols (1994) for an illustration of this approach and
Holthausen (1994) for a further discussion of its advantages and shortcomings.

7 - Note that, because equation (6) expresses value in terms of earnings over an infinite
horizon, it can be used in empirical work only by introducing some assumptions
(such as those reflected in expression [1]).
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8  See U.S. Treasury Department (1920) and the discussion, thereof, in Pratt (1986). 1
thank Merle Erickson of the University of Arizona for bringing this to my attention.

9  For example, if current book value is overstated, expected future earnings will be
lower (to reflect the reversal of the overstatement), and the benchmark for normal
earnings (that is, current book value) will be higher. The combination of these two
effects leaves the current price unaffected if the analyst is aware of the manipula-
tion. If the analyst is unaware, the estimated price will be inflated—as price must
be under any valuation method when estimated on the basis of misleading
information.

References

Abarbanell, J., and B. Bushee. Fundamental Analysis, Future Earnings, and Stock
Prices. Working paper. University of Michigan, 1994a.

Abarbanell, J., and V. Bernard. Is the U.S Stock Market Myopic? Working paper.
University of Michigan, 1995.

. Fundamental Analysis and the Prediction of Stock Returns. Working paper.
University of Michigan, 1994b.

Barth, M., and M. McNichols. Estimation and Market Valuation of Environmental
Liabilities Relating to Superfund Sites. Journal of Accounting Research
(Supplement 1994).

Beaver, W. Financial Reporting: An Accounting Revolution. 2d ed. Prentice-Hall, 1989.

. R. Lambert, and D. Morse. The Information Content of Security Prices. Journal
of Accounting and Economics (March 1980), 3-28.

Bernard, V. L. Accounting-Based Valuation, Determinants of Market-to-Book Ratios,
and Implications for Financial Statements Analysis. Working paper. University of
Michigan, 1994.

Collins, D., and S. P. Kothari. An Analysis of the Intertemporal and Cross-Sectional
Determinants of the Earnings Response Coefficients. Journal of Accounting and
Economics (November 1989), 143-181.

Copeland, T., T. Koller, and I. Murrin. Valuation: Measuring and Managing the Value of
Companies. John Wiley and Sons, 1990.

Edwards, E. O., and P. W. Bell. The Theory and Measurement of Business Income.
University of California Press, 1961.

Fama, E., and M. Miller. The Theory of Finance. Kneed, Nap, and Winston, 1972.

Feltham, G., and J. Ohlson. Uncertainty Resolution and the Theory of Depreciation -
Measurement. Working paper. University of British Columbia, 1994.

. Valuation and Clean Surplus Accounting for Operating and Financial Activities.
Contemporary Accounting Research (Spring 1995) 689-731.

Healy, P., and K. Palepu. Earnings Information Conveyed by Dividend Initiations and
Omissions. (September 1988), 149-176.

, and R. Ruback. Does Corporate Performance Improve After Mergers? Journal
of Financial Economics (April 1992), 135-177.

Holthausen, R. W. Discussion of Estimation and Market Valuation of Environmental
Liabilities Related to Superfund Sites. Journal of Accounting Research
(Supplement 1994).

Kormendi, R., and R. Lipe. Earnings Innovations, Earnings Persistence, and Stock
Returns. Journal of Business (July 1987), 323-346.

Lev, B., and R. Thiagarajan. Fundamental Information Analysis. Journal of Accounting
Research (Autumn 1993), 190-215.

Modigliani, F., and M. Miller. The Cost of Capital, Corporate Finance, and the Theory
of Investment. American Economic Review (March 1958), 261-297.

Ohlson, J. Earnings, Book Value, and Dividends in Security Valuation. Contemporary
Accounting Research (Spring 1995) 661-687.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



The Feltham-Ohlson Framework: Implications for Empiricists 747

Preinreich, G. A. D. Annual Survey of Economic Theory: The Theory of Depreciation.
Econometrica (July 1938), 219-241.
Penman, S. H. An Evaluation of Accounting Rate-of-Return. Journal of Accounting,
.Auditing, and Finance (Spring 1991), 233-256.
. Return to Fundamentals. Journal of Accounting, Auditing, and Finance (Fall
1992), 465-484.
. The Articulation of Price-Earnings Ratios and Market-to-Book Ratios and the
Evaluation of Growth. Working paper. University of California at Berkeley, 1993.
Pratt, S. P. Valuing Small Businesses and Professional Practices. Dow Jones-Irwin,
1986.
Stewart, G. B. The Quest for Value. Harper-Collins, 1991.
United States Treasury Department. Appeals and Review Memorandum 34. USTD,
1920.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permission.



