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Abstract
The purpose of this paper is to investigate the impact of ownership concentration and firm size 
on value relevance of two accounting variables, earnings and book value, given by firms listed in 
Colombo Stock Exchange (CSE) in Sri Lanka from 2005 to 2009. Using pooled cross-sectional 
data regressions, the study finds that the value relevance of earnings and book value is below 
average. The value relevance of ownership concentrated firms is higher than that of ownership 
non-concentrated firms. Further, the two variables show higher value relevance for larger firms 
than for smaller firms. Contrary to the previous findings of the author, the study finds that book 
value is more value relevant than the earnings in Sri Lanka.
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1. INTRODUCTION
The information content of accounting numbers in ascertaining security prices/returns is one 
of the most fundamental issues in finance and accounting. Ball and Brown (1968) report the 
first literature in this regards. They find that unexpected earnings are significantly related to 
abnormal stock returns. Since, then many researchers have examined the information content 
of accounting numbers in various markets. (e.g., Collings, Magdew and Weiss, 1997; Frankel and 
Lee,1998; Brimble and Hodgson ,2007; Pathirawasam, 2010).
The main purpose of financial statements is to give a true and fair view of the company’s opera-
tions and financial position. If there is no relationship between firm value and numbers in the 
financial statements, such statements have no value relevance. If the financial statements lose 
the value relevance, no body will have an interest on them. Therefore, the empirical investiga-
tion of value relevance of accounting information is a direct check of the validity and reliability 
of financial statements published by companies. Further, according to agency theory, managers 
don’t all the time take decisions to maximize shareholders’ value (Thomsen and Pedersen, 2000). 
Therefore, the relationship between ownership concentration as a mechanism to influence man-
agers, and value relevance of accounting information is worth to examine. In the same way, 
researchers argue that financial statements of large firms are in higher quality than that of small 
firms. Hence, the value relevance of financial information of large firms may higher than that 
of small firms. However, empirical findings on this issue give mixed results (e.g., Bae and Jeong, 
2007; Brimble and Hodgson, 2007).
The author’s previous study examines the value relevance of earnings and book value  in the CSE 
from 2006-2009. The author finds that earnings and book value have value relevance using stock 
price as dependent variable. However, the author has not examined how the value relevance of 
accounting information relates with ownership concentration and firm size.
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Therefore, the purpose of this study is to re-examine the value relevance of accounting informa-
tion in Sri Lankan context by improving some innovations to the value relevance model used in 
Pathirawasam (2010). This study varies from the previous study of the author in three aspects. (i) 
The previous paper was based on the sample of 129 companies consisting largest 6 sectors in the 
CSE. However, this study considers all the listed securities since 2005 to 2009 for the analysis. 
(ii) Explanatory power of the accounting variables is examined for both large stocks as well as 
small stocks. (iii) Impact of ownership concentration is examined on the value relevance of earn-
ings and book value model. The pooled data analysis regression is used to analyze the data.
The remaining of the paper is organized as follows. The section 2 presents the review of litera-
ture. Section 3 explains sample and methodology and section 4 contains results of the analysis. 
The last section is the conclusion of the study.

2. REVIEW OF LITERATURE
Most of the early empirical evidence on value relevance of accounting information comes from 
United States (U.S) market. Hayn (1995) examines the value relevance of earnings on stock re-
turns over the period from 1962 to 1990. The author finds that earnings are positively associated 
with stock returns. However, when pooled data of only profitable firms are considered, stock 
price movements are much more strongly link to returns. Collings, Magdew and Weiss (1997) 
find that both earnings and book value significantly relate with market value over forty years 
from 1953-1993. Barth, Beaver and Landsman (1998) find that the explanatory power of earnings 
and book value variables systematically varies across industries.
Frankel and Lee (1998) explore relationships between share prices and accounting variables us-
ing data from 20 countries. They find that current earnings, current book value and earnings 
forecasts jointly explain the variability of share prices of 72 percent on average. King and Langli 
(1998) find that both book value and earnings are significantly related to share prices in  Ger-
many, Norway and the United Kingdom.  However, the combined explanatory power of three 
variables is about 70% in the United Kingdom, 60% in Norway and 40% in Germany. They 
further find that explanatory power of the variables are differs in the accounting systems of the 
three countries. Book value explains more than earnings in Germany and Norway but less than 
earnings in United Kingdom. In another study of international accounting differences, Graham 
(2000) examines value relevance of book value per share and current residual income in Indo-
nesia, Malaysia, Phillippine, South Korea, Thaiwan and Thailand. They find that coefficients 
of these variables are statistically significant for all the countries. The explanatory power of the 
model ranges from 24% in Thailand to 90% in Philippines.
Pathirawasm (2010) investigates the value relevance of earnings, book value and return on equity 
on share price in CSE.  Sample of the study includes 129 companies selected from 6 major sec-
tors in the CSE. Cross sectional and time series cross-sectional regressions are used for the data 
analysis. Study finds that earnings, book value and return on equity have positive value relevance 
on market value of securities.  The most valve relevant variable is the earnings while the least 
value relevanct variable is the return on equity in Sri Lanka.  The explanatry power of the model 
has increased over the sampla time. New technology adoption at the CSE in 2007 has consider-
ably increased the value relevance of accounting based earning information (EPS and ROE) in 
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Sri Lanka. However, the incremental value relevance of the BVPS is negative during the period 
considered for the study.

2.1 Ownership concentration
Agency theory explains the relationship between owners and managers. Generally accepted as-
sumption is that owners desire to maximize profits or wealth at the same time managers may 
have other interests such as high compensation, low effort levels, expense preference, empire 
buildings etc. Thomsen and Pedersen (2000) report that:
In studies of diversification strateg y, top managers are assumed to have a personal interest in (product or geo-
graphical) diversification at the corporate level because of (employment) risk aversion, expense preference, and em-
pire building. However concentrated ownership might counteract corporate diversification and increase shareholder 
value. 
Therefore, ownership concentration is one of the pre-requisites to influence on managers ac-
tivities. As referred in Thomsen and Pedersen (2000),  Zechhouser and Pownd (1990) find that 
price-to-earnings ratio and ownership concentration has a positive relationship. Further, Thom-
sen and Pedersen (2000), taking a sample of 435 of largest European companies, find that after 
controlling for other variables, ownership concentration has a positive relation with market-to-
book value of equity as well as return on asset.  However, the effect is level off for high owner-
ship shares. Further, they find that ownership identity has important implications for corporate 
strategy and performance. More recently, Leng (2004) finds that after controlling the effects of 
other factors, proportion of   shares held by institutional investors significantly influenced on 
return on equity in Malaysian listed companies. Bae and Jeong (2007) examine the quality of 
earnings and book value provided by firms with ownership is concentrated on the chaebols (Ko-
rea Fair Trade Association) and other firms. They find  that ownership concentrated firms tend 
to provide less value-relevant earnings and book value. The value relevance difference between 
ownership concentrated firms and non-concentrated firms ranging from -6.0 percent to -19.9 
percent respectively.

2.2 Firm Size and value relevance
Prior studies indicate that the firm size is a key factor which determine the value relevance of 
accounting information (e.g. Bae and Jeong, 2007; Brimble and Hodgson, 2007). Brimble and 
Hodgson (2007) point out that the value relevance of large firms is higher than that of small 
firms due to some reasons as follows:
... this is related to the relative information environment, such a lower level of analyst following for small firms 
compared to large firms, higher levels of information disclosure by larger firms, greater number of start-up firms in 
the small firm category, and the greater propensity of small firms to report losses.
Brimble and Hodgson (2007) examine the value relevance of earnings and book value informa-
tion in Australian Stock Exchange from 1974 to 2001. They find low value relevance of earnings, 
book value and combine variables as 0.10, 0.09 and 0.16 percent respectively. Further, they report 
that explanatory power for small firms is much higher when compared to large firms.
Hodgson and Clarke (2000) examine the value relevance of earnings and cash flows for 121 
companies listed in Australian Stock Exchange from 1989-1996. Using annual stock returns as 
the dependent variable, they find that explanatory power and earnings response coefficients are 
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more pronounce for large firms than small firms. Further, Bae and Jeong (2007)  find that value 
relevance of accounting information to stock price is significantly smaller for chaebol- affiliated 
firms (R2=25%) and below average for whole sample (R2=34.5%). They also find that larger 
firms have higher explanatory power. For the group of larger firms, the chaebol and non- chae-
bol firms have adjusted R2s of 27.3 and 44.5 percent, respectively. For the group of small firms, 
they have adjusted R2s of 2.9 and 25.6 percent for the chaebol and non- chaebol firms respective-
ly. Chan and Zhang (2007) examine the cross-sectional relationship between firm accounting 
variables (earnings yield, capital investment, and change in profitability, growth opportunities 
and discount rate) and stock returns from 1983-2001 using data from CRSP data file. They find 
that all identified factors are highly significant (R2 =16%). Further, they report that there is no 
obvious indication of an increasing or decreasing trend for the adjusted R2 as size increase.

3. SAMPLE AND METHODOLOGY
3.1 Sample
The sample consists of 924 firm/year observations of companies that are listed in the CSE dur-
ing the period 2005-2009. The earnings, book value and ownership data were obtained from 
CSE website (www.cse.lk), which provides financial statements for all the listed firms in the 
CSE. The price data and market capitalization data were obtained from the CSE data library 
2010. The observations with incomplete data records were deleted from the sample. Further, in 
accordance with the Collings, Magdew and Weiss (1997), observations having standard residuals 
greater than 4 were excluded from the sample. Therefore, the final sample includes 882 firm/year 
observations.

3.2 Methodology
The idea of value relevance research is to establish a relationship between market values of equity 
and accounting variables. This can formally expressed as follows.
MVE=f (AI)  (1)
Where 
MVE = market value of equity
AI = accounting information

This study adopts the Ohlson (1995) model framework that it provides a link between share price 
and two accounting variables. The following valuation model is consisting of the earnings and 
book value. Therefore, the value relevance of accounting information model used in this study is 
similar to the models used by Francis and Schipper (1999), Collings, Magdew and Weiss (1997), 
King and Langli (1998), Bao and Chow (1999) and Pathirawasam (2010)1 .
Pit=ß0+ß1BVit+ß2Eit+εit (2)
Where,
BV = book value per share

1 The author used Return on Equity (ROE) in addition to earnings and book value. However, the explanatory 
power of ROE was very small comparing to the other two variables. Therefore, ROE has not been included in 
the value relevance of accounting information model of this study.
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E = earnings per share
i = company
t = time (year)

In order to avoid look-ahead bias problem recognized by Banz and Breen (1986) the dependent 
variable is taken as price of shares 3 months after the end of financial year. Look-ahead is a bias 
caused by using data which are not yet available but assumes to be available.
Actually, accounting information will come to investors’ hand when they receive the annual 
report of the company and not at the last date of financial year.
This study uses the adjusted coefficient of determination (adj. R2) as the unit to measure the 
value relevance of earnings and book value. The following equations are estimated to separately 
analyze   the explanatory power that earnings and book value have for price.
Pit=ß0+ß1BVit+εit (3)
The equation 3 examines the relationship between price of share and book value. 
Pit=ß0+ß1Eit+εit (4)
The equation 4 examines the relationship between price of share and earnings. 
The above regression models are estimated for the total sample and sub samples of ownership 
structures and firm size.
According to ownership structure, firms are divided into two groups.

Ownership concentrated firms
Ownership non-concentrated firms

According to Thomsen and Pedersen (2000) Ownership share (votes) of the largest owner is used 
as the criterion to distinguish ownership concentrated firms from the ownership non-concen-
trated firms. If the major shareholder’s ownership stake is more than 50 percent it is considered 
as an ownership concentrated firm and vise versa. 440 of the firm/year observations are identi-
fied under ownership concentrated group and 442 firm/year observations are identified under 
ownership non-concentrated group.
In accordance with Hodgson and Clarke (2000) market capitalization is used as the criterion for 
classifying the sample into two size based sub samples. Firms with a market capitalization less 
than median market capitalization of all the listed firms are designated as small firms and those 
with a market capitalization greater than the median are designated as large firms. The large 
size sub sample has 468 firm/year observations and the small size sub sample has 414 firm year 
observations.

4. FINDINGS
4.1 Value relevance of earnings and book value: All firms
Table 1 presents the estimation results of pooled cross-sectional regression of price on earnings 
and book value. The sample consists of 882 firm/year observations for all the companies listed 
in the CSE.

1.
2.
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Tab. 1 - Value relevance of earnings and book value for all firms. Source: Own

Model
Regression coefficients

Adj. R2 F-value
E BV

2 0.916 (6.64) 0.552 (19.55) 45.46 368.24
3 - 0.645 (25.69) 42.79 660.03
4 2.255 (13.71) - 21.82 246.94

Notes:
t-values are reported in parenthesis
Regression models are based on the following equations
Model  2. Pit=ß0+ß1BVit+ß2Eit+εit 
Model  3. Pit=ß0+ß1BVit+εit

Model  4. Pit=ß0+ß1Eit+εit

The adj. R2 for the pooled cross-sectional time-series regression indicates that earnings and book 
value jointly explain about 45 percent (F=368.24 at P< 0.01) of the cross-sectional variation in 
stock prices of the whole sample. Both of the regressors are significantly related to stock prices. 
This result is similar to Bae and Jeong (2007) and Pathirawasam (2010). However, the explana-
tory power of earnings and book value of Sri Lankan firms are significantly lower than that of 
developed countries. For instance, Collings, Magdew and Weiss (1997) report that earnings and 
book values explain about 75 percent of U.S. firms’ stock prices. The model 3 and 4 examine 
the univariate regression results for the two accounting variables separately. The both models 
reveal that book value and earnings significantly relate with the share prices. However, the adj. 
R2s for the book value is 42.79 percent while the corresponding figure is 21.82 percent for the 
earnings. Therefore, the explanatory power of book value is 20.97 percent higher than that of 
the earnings. However, Pathirawasam (2010) found opposite patterns of expanatory powers but, 
this finding is similar to the Bae and Jeong (2007) and King and Langi (1998) for their Norway 
and German sample.

4.2 Value relevance of accounting information and ownership structure
The table 2 presents the estimated regression results of pooled cross-sectional regression of price 
on earnings and book value. The regression coefficients are estimated on two groups. Out of 882 
observations 440 observations are classified as concentrated ownership while 442 observations 
are classified as non-concentrated firms.
Ownership concentrated firms have better corporate governance practices. As a result, owner-
ship concentrated firms may reflect more value relevance of accounting information than own-
ership non-concentrated firms. Therefore, in this sub-section, adj. R2s of model (2) to (4) are 
examined for ownership concentrated firms as well as for ownership non-concentrated firms.
Table 2 presents number of interesting findings. First, consistent with the agency theory, own-
ership concentrated firms provide more value relevant information. The adj. R2 for the owner-
ship concentrated firms on model (2) is 56.42 percent (F= 285.22 at P<0.01), while the corre-
sponding number for the ownership non-concentrated group is only 40.63 percent (F= 152.27 
at P<0.01). The difference between the ownership concentrated and non- concentrated firms 
is 15.79 percent. This finding is quite different from Bae and Jeong (2007). Second, the value 
relevance of earnings as well as book value is higher for ownership concentrated firms. The adj. 
R2 of model (3) for ownership concentrated firms is 52.87 percent (F= 493.58 at P<0.01) while 
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the corresponding figure for ownership non-concentrated firms is 37.89 percent (F= 270.72 at 
P<0.01). The difference of adj. R2 between the ownership concentrated and non-concentrated 
firms ranging from 14.98 percent. The similar pattern is true for model (4) also. Where, adjusted  
for ownership concentrated firm is 24.37 percent (F= 142.48 at P<0.01) while the correspond-
ing figure for ownership non-concentrated firms is 21.38 (F= 121.24 at P<0.01). The difference 
between adj. R2s of ownership concentrated and non-concentrated firms is 2.99. This finding 
gives strong evidence that information quality of the earnings and book value is poor for owner-
ship non-concentrated firms. To the extent that corporate governance structure of ownership 
non-concentrated firms poor than the ownership concentrated firms, the above result indicates 
that poorly governance firms resulting in low value relevance of accounting information. Finally, 
even after controlling the impact of ownership structure on value relevance, the table 2 reveals 
that book value information is more value relevant than that of the earnings.

Tab. 2 - Value relevance of earnings and book value with ownership concentration. Source: 
Own

Model
Concentrated ownership Non concentrated ownership

E BV Adj.R2 F-value E BV Adj. R2 F-value

2
1.252 
(6.05)

0.732 
(17.97)

56.42 285.22
0.830 
(4.61)

0.451 
(11.99)

40.63 152.27

3 -
0.842 

(22.21)
52.87 493.58 -

0.541 
(16.45)

37.89 270.72

4
2.912 
(11.93)

- 24.37 142.48
1.948 
(11.01)

- 21.38 121.24

Notes:
t-values are reported in parenthesis
Regression models are based on the following equations
Model  2. Pit=ß0+ß1BVit+ß2Eit+εit  
Model  3. Pit=ß0+ß1BVit+εit  
Model  4. Pit=ß0+ß1Eit+εit  

4.3 Value relevance of accounting information and firm size 
The table 3 presents the results for value relevance of earnings and book value by estimating 
equations (2)–(4) for large and small firms. Out of the 882 firm/year observations, 468 are af-
filiated with large firms while 414 are classified under small firms. Therefore, there is no larger 
difference of number of observations between two size groups.
Prior studies give mixed results of the value relevance of earning and book value information 
on size of the firm (Hodgson and Clarke, 2000; Chan and Zhang, 2007; Bae and  Jeong, 2007). 
The results reported in table 3 show that larger firms have higher adj. R2 for the all firms (model 
2). Larger firms show an adj. R2 of 53.09 percent (F= 265.27 at P<0.01), while corresponding 
figure for small firms is 38.02 percent (F= 129.70 at P<0.01). The difference between the adj. 
R2 is 15.07 percent.  This is similar to Hodgson and Clarke, 2000; Bae and  Jeong (2007) but 
contradictory with Brimble and Hodgson (2007). Model 3 and 4 further to confirm that value 
relevance of large firms is greater than that of small firms.
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Tab. 3 - Value relevance of earnings and book value with firm size. Source: Own

Model
Small firms Large firms

E BV Adj.R2 F-value E BV Adj.R2 F-value

2
1.624 
(6.11)

0.598 
(14.98)

53.09 265.27
0.763 
(5.15)

0.409 
(10.84)

38.02 129.70

3 -
0.735 

(21.38)
49.42 457.34 -

0.502 
(14.67)

34.18 215.47

4
3.85 

(14.38)
- 30.58 206.80

1.529 
(10.36)

- 20.48 107.38

Notes:
t-values are reported in parenthesis
Regression models are based on the following equations
Model  2. Pit=ß0+ß1BVit+ß2Eit+εit  
Model  3. Pit=ß0+ß1BVit+εit  
Model  4. Pit=ß0+ß1Eit+εit  

The higher value relevance of book value and earnings of large firms over the small firms may be 
due to the relative information coverage by analysts. As suggested by Hodgson and Clarke (2000) 
this may be due to the lower level of analysts following for small firms comparing to large firms. 
Further, large firms may disclose high level of information than small firms. 

5. CONCLUSIONS
Recent research on value relevance of accounting information has investigated the effect of cor-
porate governance mechanisms and firm size on quality of accounting information. The general 
norm is that effective corporate governance practices are associated with better quality account-
ing information. Further, size of the firm also positively relate with quality of accounting infor-
mation. This study extends the previous study of the author (Pathirawasam, 2010) by examining 
the effect of governance mechanism and firm size on value relevance of accounting information 
for all the listed companies in Sri Lanka. Using the cross-sectional pooled regression technique, 
this study uncovered several interesting results.
First, study finds that value relevance of earnings and book value is below average and this is  
similar to the previous finding of the author. Second, ownership concentrated firms provide 
more value relevant information than ownership non-concentrated firms. Third, large firms 
have higher level of earnings and book value information than small firms. Fourth, after control-
ling the effects of ownership structure and firm size, value relevance of book value information 
is greater than earnings information and it is contrary to the previous finding.
This study attempted to measure the value relevance of earnings and book value. The joint ex-
planatory power of the two variables is below average. This implies that there may be some omit-
ted variables that would have increased the explanatory power if they were added to the model 
(2). In addition to earnings and book value, cash flow, research and development, dividends and 
ownership identity are shown to be variables in empirical valuation models (e.g., Dechow, 1994; 
Callen and Morel, 2005; Ohlson, 1995; Pederson and Thomsen, 2003). Therefore, further exten-
sion of the value relevance model is possible by including above factors to the model (2).
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