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Hanan Al Awawdeh (Jordan), Saad A. al-Sakini (Jordan), Mahmoud Nour (Jordan)

FACTORS AFFECTING EARNINGS
RESPONSE COEFFICIENT

IN JORDAN: APPLIED STUDY

ON THE JORDANIAN INDUSTRIAL
COMPANIES

Abstract

Earnings Response Coeflicient (ERC) reflects the market response to the company’s
published earnings. It also reflects the quality of the company’s profits. This study aims
to examine the factors affecting ERC in Jordan based on a sample of 17 Jordanian
industrial companies listed on the Amman Stock Exchange during 2012-2018. The
dependent variable of this study is the Earnings Response Coefficient (ERC). Five in-
dependent variables or factors were selected for testing their impact on the dependent
variable, namely, leverage ratio, systemic risks, company’s size, company’s growth op-
portunity, and the company’s profitability. The results of panel data regression analysis
showed that for companies with a higher leverage ratio, the market is less responsive
to the change in their profits than those with a higher leverage ratio. Systematic risk
has a negative and significant effect on ERC, which means that high systemic risks
lead to a reduction in the ERC. The company’s size has no significant impact on ERC,
indicating the irrelevance of the relationship between the size of Jordanian industrial
companies and their profits. The company’s growth opportunity has a negative and
significant impact on ERC, which means low market-to-book ratio and higher growth
opportunities resulting in higher ERC. Finally, the company’s profitability measured by
return on assets (ROA) has a positive and important impact on ERC, suggesting that
higher profitability increases ERC. The study highlighted the importance of ERC and
recommended that companies take the needed measures to increase their ERC. It also
recommended raising investors’ awareness.

Keywords ERC, earnings, leverage, systemic risk, beta, size, growth,
ROA
JEL Classification G12, G14, M49

INTRODUCTION

Accounting earnings are one of the most important items disclosed
in companies’ financial statements, as they constitute the result of all
the operational, investment, and financial activities carried out by
the company during the financial period. This makes profits to the
attention of all users of the financial statements (K. Chan, L. Chan,
Jegadeesh, & Lakonishok, 2006).

The publication of any events containing company information, such
as earnings announcements, affects stock prices and volume of trad-
ing in the financial market. One of the indicators used to assess the
importance of accounting information is the reaction of investors to-
wards it when it is announced, and its implications on stock prices.
The volatility of stock prices also increases during the release of the
financial statements period compared to previous periods. This re-
flects the market’s response to stock prices to understand the Earning
Response Coeflicient (ERC). The ERC reflects the market response to
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the company’s published earnings information, which can be observed by moving stock prices during
the announcement period (Diantimala & Yossi, 2008).

Since ERC reflects the reaction to the company’s published earnings, it also reflects the quality of the compa-
ny’s earnings. The value of ERC determines how powerful is the reaction to information or good/bad news

contained in the earnings (Suwarno, Tumirin, & Zamzam, 2017). The high value of ERC means that the earn-
ings can provide important information to the investors to make investment decisions, while the low value of
the ERC means that the earnings cannot provide important information to the investors (Ambarwati, 2008).

Previous researches indicated several factors that may affect ERC. The systematic risk seems to have a
negative effect on ERC. Investors will respond negatively to companies with a high leverage ratio due to
creditors’ priority over stockholders. Larger companies will tend to get more trust from investors and
higher ERC. Companies with high growth opportunities have high ERC because of their growth poten-
tial. Companies with good profitability tend to have higher ERC.

The importance of investigating factors affecting ERC arises mainly from the need to enhance the con-
fidence of a firm’s stakeholders in accounting information announcements, enabling them to make ra-
tional and informed decisions. Moreover, Earnings Response Coeflicient is considered a measure of the
market response capacity to earning information and because it is an important indicator of the quality
of earnings so that the higher the coefficient indicates a higher quality of earnings. Accordingly, it is
important to understand the factors affecting the Earnings Response Coeflicient to improve it and its
impact on all stakeholders and increase earnings quality.

Based on the foregoing, this study aims to test the factors affecting ERC in Jordan based on a sample of
Jordanian Industrial Companies during 2012-2018.

The contribution of this study is: as a development and application groundwork in implementing knowl-
edge and theory; as a continuing study about ERC in Jordan; to give information to investors and other
users of financial information about the importance of ERC; to give information and illustration to the
companies in making financial decisions affecting the above factors.

The rest of this study has been structured as follows: section 1 reviews previous studies related to the
subject of the study; section 2 discusses the study methodology, including the study sample, the study
model, the definition of study variables, and the development of hypotheses; section 3 discusses the
results of the study, including the descriptive statistics and regression analysis results; and final section
shows the most important conclusions and recommendations of the study.

1. LITERATURE REVIEW

cause it is the main objective of the company’s es-
tablishment, a major input to the decision-making

The ERC and has attracted considerable attention
from researchers, and several previous studies
have tested factors affecting ERC. The following
subsections discuss literature on ERC and the fac-
tors affecting ERC.

1.1. Earnings Response Coefficient
Earnings are considered an important factor that

determines the companies’ performance. The com-
pany’s management is concerned with earnings be-
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process, and earnings are among the most impor-
tant standards for evaluating the management per-
formance (Peasnell, Pope, & Young, 2000).

Shareholders and corporate boards are interested in
earnings to better assess the company’s value, bet-
ter evaluate its performance, make the right invest-
ment decisions (Gaio & Raposo, 2011), and assess
the efficiency and performance of management (Lev,
2003). Investors consider earnings as a key indicator
of the market’s share price. From an evaluative point

http://dx.doi.org/10.21511/imfi.17(2).2020.20
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of view, earnings can be seen as a brief measure of
the company’s performance, and one of the most
important accounting information that companies
announce to investors (Wang & Yang, 2013). It is
also a key source of financial information in capital
markets, as the financial analysts rely on profits to set
their future stock forecasts (Siegel, 1982).

According to financial theory, most of the compa-
ny’s valuation and forecast models are based on ac-
counting profits, which makes accounting profits
one of the most important information disclosed
by the company and makes it highly informative
content. Efficient Market Hypothesis assumes that
the market shows a quick reaction to new informa-
tion. The share price reflects the full and immediate
company’s available information (Mashayekhi &
Aghel, 2016).

Earnings announcement in the financial reports is
a key indicator of profitability. The earnings are a
good indicator of the company’s future cash flows
and provide important information on the com-
pany’s economic performance compared to cash
flows (Dechow, Kothari, & Watts, 1998; Schipper &
Vincent, 2003).

Previous researches indicated a strong relation-
ship between stock prices and accounting earnings.
Collins (1989) confirmed that the publication of any
events containing company information, such as
earnings announcements, affects stock prices and
the volume of trading in the financial market.

Naimah et al. (2006) indicated that one of the indica-
tors used to assess the importance of accounting in-
formation is investors’ reaction towards it when it is
announced and its implications on stock prices. The
volatility of stock prices also increases during the re-
lease of the financial statements period compared to
previous periods. This reflects the market’s response
to stock prices to understand the Earning Response
Coeflicient.

The ERC reflects the market response to the com-
pany’s published earnings information, which can
be observed by moving stock prices during the an-
nouncement period (Diantimala & Yossi, 2008).
Since this coeflicient reflects the reaction to the com-
pany’s published earnings, it also reflects the quality
of the company’s earnings. The value of ERC deter-

http://dx.doi.org/10.21511/imfi.17(2).2020.20

mines how powerful is the reaction to the informa-
tion or good/bad news contained in the earnings
(Suwarno et al., 2017).

The high value of ERC means that the earnings
can provide important information to the inves-
tors to make investment decisions, while the low
value of the ERC means that the earnings cannot
provide important information to the investors
(Ambarwati, 2008).

Scott (2003) indicated that the Earnings Response
Coefficient is the quantity of abnormal stock returns
in response to the unexpected earnings reported by
the company. Regression between stock price and
profit accounting is the essence of ERC. Cumulative
Abnormal Return (CAR) is used as a proxy for stock
price, while Unexpected Earning (EU) is a proxy of
accounting profits.

Shah and Hussain (2012) and Sandi (2013) suggested
that ERC plays a vital role in analyzing and estimat-
ing stock price while using financial information of
the companies. They indicated that investors could
easily use this financial information to evaluate
firms and assess which company is more profitable
and less risky.

Farooq, Shehata, and Nathan (2018) examined the
ERC of non-financial companies listed in the Middle
East and North Africa region during 2003-2013. The
results of the study showed that the ERC was posi-
tive and important for sample companies, as well as
for different countries and sectors. The results also
showed that ERC increases with the increase of the
measurement period, which means the increase of
the information contained in stock prices with the
increase of measurement period. The concluded that
the importance of the declared profits to the long-
term investors in the Middle East and North Africa
(MENA) region.

1.2. Factors affecting Earning
Response Coefficient (ERC)
and the development of study
hypotheses

Literature includes a wide variety of factors or de-
terminants that may affect the Earnings Response
Coeflicient. According to Scott (2015), the ma-
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jor part of ERC is attributed to many factors, in-
cluding company’s size, growth opportunities,
earnings persistence, systematic risk, and capital
structure.

Previous research indicated that many factors
have a negative or positive impact on ERC. In the
following context, the most variables or factors af-
fecting ERC shall be reviewed that will be includ-
ed in this study:

(I) Leverage ratio: Companies with a high lever-
age ratio have a high debt volume, so increasing
the company’s profits gives creditors an addition-
al safety factor about the company’s ability to pay
off debts. Arifin (2017) indicated that leverage
might have different implications for the compa-
ny’s shareholders who may react negatively to the
company’s higher profits because these profits will
be directed primarily to creditors who have prior-
ity over dividends to shareholders. Several studies,
such as Mulyani, Nur, and Andayani (2007) and
Etty (2008), found that the leverage ratio has a
negative impact on ERC. Based on the above, the
first hypothesis of the study can be formulated as
follows:

HI: Leverage ratio has no impact on ERC.

(IT) Systemic risks: Systemic risks reflect risks that
impact all companies in the market and cannot be
eliminated by diversifying portfolio assets. The
level of systemic risk for companies is measured by
the Beta coefficient, which reflects the sensitivity
of corporate returns relative to the market return.
Collins and Kothari (1989) confirmed that there
is a relationship between the Beta coefficient and
ERC. The studies of Easton and Zmijewski (1989),
Mulani et al. (2007), Rifika (2015) also showed that
systemic risk has a negative impact on the value of
the ERC. The second study hypothesis can be for-
mulated as follows:

H2:  Systemic risks have no impact on ERC.

(III) Company size: The company’s size reflects
the company’s total assets at the end of the year.
The size of a company is seen as an indicator of in-
formation content, as large companies have more
information than small firms. Large companies
are usually the focus of shareholders and investors’
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attention, so the market response is significant to
the profits declared by such companies (Suwarno
et al., 2017). Many studies have confirmed the pos-
itive relationship between the size of the company
and ERC, such as the study of Kusuma, Nugroho,
and Setiyo (2010). Based on the above, the third
hypothesis of this study can be formulated as
follows:

H3:  The company size has no impact on ERC.
(IV) Growth opportunity: Companies hav-
ing high growth opportunities usually distrib-
ute lower profits to enhance their ability to fi-
nance their investments internally through the
retained profits (Arfan, Antarsari, & Ira, 2008).
The growth opportunity means the company’s
future possibilities to develop its operations to
increase its value and achieve greater profits for
future investors. Based on the above, the com-
pany’s growth opportunities might affect ERC
(Suwarno et al., 2017). Several previous studies,
such as Collins and Kothari (1989), found that
the company’s growth opportunities have a pos-
itive impact on ERC because high-growth com-
panies will be able to make higher profits in the
future, which creates positive response by inves-
tors to profits increase. Lower company’s growth
opportunity, measured by market to book val-
ue ratio, indicates higher growth opportunities
and higher ERC (Andyani & Mulyani, 2007). The
fourth hypothesis of this study can be formulat-
ed as follows:

H4:  Growth opportunity has no impact on ERC.
(V) Company profitability: Profitability, meas-
ured by dividing net profit on total assets
(Suwarno et al., 2017), reflects the company’s
ability to make profits (Sri, 2014), reflecting the
company’s ability to generate profits from liabil-
ities and equity invested in assets. Several stud-
ies, such as Pamungkas and Bayu (2014), pointed
out that profitability significantly affects the ERC.
The study of Suwarno et al. (2017) also found that
the company’s profitability had a negative and
significant impact on the ERC. Based on the
above, the fifth hypothesis of this study can be
formulated as follows:

H5:  Company profitability has no impact on ERC.

http://dx.doi.org/10.21511/imfi.17(2).2020.20
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1.3. Empirical studies on factors
affecting ERC

Widiatmoko and Indarti (2019) tested the impact
of earnings persistence, growth, systemic risks,
capital structure, and company size on ERC. The
study used a sample of 50 real estate companies
listed on the Indonesian Stock Exchange during
2011-2014. The regression analysis results indi-
cated that earnings persistence and capital struc-
ture had a positive and significant impact on ERC,
while the company’s growth had a negative impact
on ERC. The systemic risks and company size had
no impact on ERC.

Kurniawati and Dwimulyani (2018) examined
factors that affect the quality of corporate profits
measured by the ERC, in addition to measuring
the impact of those factors and ERC on the size of
trading in the stock market. The study is based on
56 industrial companies listed on the Indonesian
Stock Exchange from 2012 to 2016. The study ex-
amined three factors, namely company’s growth,
systemic risks, and earnings persistence. Using the
Panel Data Regression method, the study found
that the company’s growth negatively affected ERC,
while the systemic risks and earnings persistence
had a positive impact on the ERC. The study also
found that the ERC negatively affects trading vol-
ume and that the company’s growth and continui-
ty of profits had a direct impact on trading volume.

Arifin (2017) examines the factors affecting ERC,
including leverage ratio, systemic risks, growth
opportunities (market value-to-book value ra-
tio), and company size. The study sample includ-
ed 12 automobile manufacturers listed on the
Indonesian Stock Exchange from 2008 to 2012.
Using multiple linear regression models, the study
results showed that the leverage ratio, growth op-
portunities, and company size have a significant
impact on the Earnings Response Coeflicient. The
impact of the leverage ratio was negative on the
ERC, while the growth opportunities and the
company size had a positive impact on ERC.

Mashayekhi and Aghel (2016) aimed to test factors
affecting ERC usage in emerging markets, includ-
ing the company’s size, profit growth, and earn-
ings persistence. Based on a sample of 82 Iranian
companies listed on the Tehran Stock Exchange

http://dx.doi.org/10.21511/imfi.17(2).2020.20

from 2001 to 2012, the study found that the com-
pany’s size and profit growth had a positive and
significant impact on ERC, while earnings persis-
tence had no impact on ERC.

Hasanzade, Darabi, and Mahfoozi (2013) aimed
to identify the factors affecting ERC using a sam-
ple of 202 companies listed on the Tehran Stock
Exchange from 2006 to 2012. Using a common re-
gression analysis, the study found that the quality
of earnings, growth opportunities and profitabil-
ity have a positive and important impact on ERC.
Systemic risks had a negative and significant im-
pact on ERC. Indebtedness had no impact on ERC.

1.4. Conclusion of previous studies

Reviewing the previous literature and studies on
ERC reveals the scarcity of studies on the factors
affecting ERC in Arab countries, in general, and
in the Jordanian market, in particular.

Further researches would be needed targeting
Arab countries. This study adds to the previous
studies in several aspects: it provides new ap-
plied evidence about the factors affecting ERC in
emerging markets; it uses five independent varia-
bles together, while many of the previous studies
used three to four independent variables of factors.

2. METHOD

2.1. The study community and sample

The study community includes all industrial public
companies listed on the Amman Stock Exchange,
which reached 47 companies at the end of 2018.
These companies are spread over nine subsectors,
namely pharmaceuticals, medical industries, chem-
ical industries, printing and packaging, food, bever-
ages, tobacco and cigarettes, extractive and mining
industries, engineering and construction industries,
electrical, clothing industries, leather and fabric
industries.

The sample of the study is based on the availability
of three basic conditions: (1) the availability of finan-
cial statements during 2012-2018, (2) the availability
of company’s closing prices for five days before and
after the date of issuance its financial statements, (3)
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the company should have several trading days more
than 200 days per year for all the years of the study
to avoid the problem of thin trading. By applying
the above criteria, 17 Jordanian industrial compa-
nies listed on the Amman Stock Exchange were in-
cluded in the study sample.

2.2. Study model

Based on the objectives of this study by testing
the most important factors affecting Earnings
Response Coeflicient, and the methodology used
in several previous studies that tested the determi-
nants of ERC, including Widiatmoko and Indarti
(2019), Kurniawati and Dwimulyani (2018), Farooq
et al. (2018), Suwarno et al. (2017), Arifin (2017),
Mashayekhi and Aghel (2016). The standard model
of the current study can be developed as follows:

ERC, = B, + BLEV, + B,BETA, + 1)
+B,SIZE, + B,GRTH,, + B,ROA, + ¢,

where ERC,, is the Earnings Response Coefficient
(ERC) of the company i during the period t, LEV,

is the leverage ratio of the company i during the

period t, BETA, is the systemic risks measured
by beta coefficient for the company i during the

period t, SIZE, is the size of the company i assets

during the period tand GRTH,, is the growth op-
portunities of the company i during the period ¢,
and ROA, is the return on assets of the company
i during the period t.

2.3.The definition of the study
variables

2.3.1.Earnings Response Coefficient (ERC)

ERC reflects the market’s response to the earn-
ings published by the company through the share
price movement during the declaration of earn-
ings time (Diantimala & Yossi, 2008). The higher
ERC, the higher ability of profits to provide im-
portant information to investors for investment
decision-making (Ambarwati, 2008). Thus, ERC
is an indicator of the market’s response to the prof-
its information issued by the company (Assagaf,
Murwaningsari, Gunawan, & Mayangsari, 2019).
ERC is obtained through regression of stock price
proxy and accounting earnings. In this regard,
Cumulative Abnormal Return (CAR) is used as a
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proxy for stock price, while Unexpected Earning
(EU) is used as a proxy for accounting earnings.

ERC will be measured in several phases according
to the method used in the previous studies, such as
Rizki and Rosyidiana (2017), Suwarno et al. (2017),
Santoso (2015), and Paramita (2012) as follows:

a. Calculation of the daily earnings per share R, by
calculating the change if share price as follows:

_ CEt — CBt—l
it CP

it-1

, @

where CP, is the closing price of the () company’s
share on date t, and CP, | is the closing price of
the company’s i stock the day before t-1.

b. Calculation of market earnings RM, by cal-
culating the change in the market index as
follows:

_ INDEX, - INDEX, ,

, NG
INDEX, |

where INDEX, is the indicator of the market on

date t and INDEX, , is the index of the market
on the day before #-1.

c. Calculation of abnormal returns of the com-
pany’s share AR, according to the difference be-
tween the company’s i share return R, and the
market return RM, as in the following equation:

AR, =R, —RM , 4)

d. Calculation of abnormal accumulated returns
per share CAR, based on the date of declara-
tion of profits by considering five days before
the declaration of profits and five days after
the declaration date of company i, forming a
period of 11 days. This period is appropriate
to discover any unnatural returns per share as
a result of the declaration of profits.

+5
CAR, =CAR(-5,+5)=> A4R,. (5
-5

e. Calculation of unexpected earnings UE,,
which is the change in the current and past
company’s profits according to the following

equation:

http://dx.doi.org/10.21511/imfi.17(2).2020.20
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UE — UEit _UEit—l ,
it UE

it—1

6)

where UE, is the net profits of company i in the
period t,and UE,_, is the net profits of company i
in the previous period (t-1).

f.  Calculation of the impact of the unexpected
earnings UE, on the accumulated unnatural
earnings per share CAR, by the regression
analysis according to the following equation:

CAR, = B, + BUE, +¢,, (7)
where CAR, is the abnormal accumulated re-
turns per share of company i in the period ¢, and

UE, is the unexpected profits of company i in the

period t. The coefficient f3, reflects the size of ERC.

2.3.2. Factors affecting ERC

This study uses five independent variables that

represent factors affecting ERC. Table 1 summa-
rizes the independent variables used in the study:

Table 1. Summary of the study dependent variables

Measurement

Variable
formula

Description

The leverage ratio shall

i be measured in this
Leverage

ratio (LEV)

study by dividing the
: total liabilities on total

assets

Systemic
risks (BETA)

LEV =

Total liabilities

... Total assets

Systemic risk will be

i measured by beta
i coefficient, using
i Capital Assets Pricing

Model (CAPM). R is the
return on the company
i share in period t.
(RM,) is the return on

i the market portfolioin
i period t. 8 represents

the risk- free return,
and (6,) represents
Beta Coefficient for

Rit =ﬂ0+ﬂ1RMt+et

ComMPaNy iNPEHodE | . oo

Company
size (SIZE)

The natural logarithm

i will measure the size of
: the company for total

assets

Growth
opportunity
(GRTH)

SIZE = In (total assets)

The company’s growth

: opportunities will

i be measured by the
i market to book value
 ratio

Company
profitability
(ROA)

GRTH =

| ROA =

Market value

Book value

Profitability can be

i measured by dividing
i net profit on total

: assets

Net income

Total assets

http://dx.doi.org/10.21511/imfi.17(2).2020.20

3. RESULTS

3.1. Descriptive statistics

Table 2 shows a summary of the descriptive statis-
tics of the study variables. Based on Table 2, the av-
erage ERC of the sample companies during 2012-
2018 was about 4.9%, reflecting the general decline
of ERC, as the market responds by not more than
5% to the change in the profits declared by the
company. The ERC value ranged from -50.66% to
45.27%, with a standard deviation of 0.2576, which
indicates a significant variation in ERC from year
to year and from one company to another.

The leverage ratio reached, on average, 45.4 percent,
reflecting a high leverage ratio in the Jordanian
industrial sector. The leverage ratio ranged from
9.5% to 78.3%, with a standard deviation of 20.45%.
This indicates a significant variation in leverage
ratios from one company to another and over the
years of the study.

Beta coeflicient, which measures the systemic risks
in this study, is, on average, about 0.47, which means
that the movement of Jordanian industrial compa-
nies’ earnings does not exceed half movement in
the earnings of the market portfolio. This indica-
tor indicates the low-risk volume in Jordanian in-
dustrial shares as the margin of movement in the
share prices is relatively low. At the same time, it
indicates a decline in the returns on the shares of
those companies. The value of the beta coefficient
ranged from -0.094 to 2.78, with a standard devi-
ation of 0.564, which confirmed a significant dif-
ference in the level of risk from one company to
another and from year to year. At the same time, it
indicates a decline in the returns of such companies’
shares. Beta coefficient ranged from -0.094 to 2.78,
with a standard deviation of 0.564. This confirms a
significant difference in the level of risk from one
company to another and from year to year.

For company size, the results indicate that the av-
erage size of sample companies during the study
period was 7.73 natural logs, or JD 197.8 million.
The size of companies ranged from 6.75 loga-
rithms (JD5.65 million) to 9.25 logarithms (JD
1,798.6 million), with a standard deviation of 0.66.
This indicates a significant disparity in sample
companies’ sizes.
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Table 2. Descriptive statistics of the study variables

Statistics : ERC : LEV GRTH ROA
,,,,,,,,,,,,,,,, 00489 | 04539 | 04714 . 77313 09299 . 001255
176 0.6043
L 04507 102840 02942
,,,,,,,,,,,,,,,, 705066 00952 . -0093 . 67522 01329 . -0.2224
0.2576 0.2045 . . 1.6226 0.0797
L 04601 07123 . 23903 06639 -3842 06377
,,,,,,,,,,,,,,,, 31744 . 30095 65282 27662 . 48824 | 76468
5.009 10.065 64.848 9.012 76.806 115.131
L ... 00817 00065 00000 00110 00000 00000
119 119 119 119 119 119
s R T O S s T

With regard to the growth opportunities of the
company, the average market-to-book value ratio
of the sample companies during the study period
was about 0.93, which reflects that the shares of
industrial companies are traded in the financial
market at market prices below their book val-
ue, and are, therefore, considered underpriced.
Based on this ratio, it can be said that the shares
of these companies face high growth opportuni-
ties. The ratio of the market to book value ranged
from 0.13 to 10.28, with standard deviation of
1.62, which indicates a significant difference in
the growth opportunities facing Jordanian in-
dustrial companies.

Finally, the average returns on assets for the sam-
ple companies during the study period were about
1.25%, ranging from -22.2% to 29.4%, with stand-
ard deviation of 7.97%. This reflects the wide dis-
parity in the profitability of sample companies.

3.2. Regression analysis results

Table 3 shows the results of the panel data regres-
sion of the study model, which tests the factors af-
fecting ERC. This method was used because it fits
the study data, including 17 Jordanian industrial
companies over 7 years (2012-2018).

Based on Table 3, it can be concluded that a nega-
tive and statistically significant impact of the lev-
erage ratio on ERC can be observed. This means
that for companies with higher leverage, the mar-
ket is less responsive to the change in their profits
than for those with a higher leverage ratio. This
finding is consistent with the results of several pre-
vious studies, such as Mulyani et al. (2007), Etty
(2008), and Arifin (2017).
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The results also show that there is a negative and
statistically significant effect of Beta coeflicient on
ERC, which means that high systemic risks lead to
a reduction in the ERC. Contrary to expectations,
the results showed that the company size has no
statistically significant impact on ERC. Regarding
the company’s growth opportunities, it has a neg-
ative and statistically significant impact on ERC,
which means low market-to-book ratio and higher
growth opportunities, resulting in higher ERC.

Finally, the results show that the profitability of
the company (return on assets) has a positive and
significant impact on ERC, which means that the
higher profitability of the company increases ERC.

Table 3. The results of the regression analysis of
the study model

Variable Coefficient : t-statistic Prob.
C -1.6392 0.1040
LEV | o S
ww om0 oo
SZE | 079% 0425
GRTH ; . 24501 0.0158
s S Cooae

Regression statistics

Dependent variable ERC
Method Pooled EGLS
Observations 7.
Cross-sections 17
P ue
0.5882
S of regression 01328
Durbin-Watson stat 18518
F-statistic 14.1517
Prob(F-statistic) 0,000

Note: * White standard errors and covariance (d.f. corrected).
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4. DISCUSSION

The regression results prove that the leverage ratio
has a negative and significant impact on ERC, in-
dicating that the market is less responsive to the
change in the companies’ earnings with higher lev-
erage than the companies with the higher leverage
ratio. Market participants will respond negatively
because they assume that creditors will acquire most
earnings in highly leveraged companies. This find-
ing is consistent with the results of several previous
studies, such as Mulyani et al. (2007), Etty (2008),
and Arifin (2017).

As a measure of systematic risk, Beta coefficient has
a negative and significant impact on the Earnings
Response Coeflicient. This indicates that high sys-
temic risks reduce the Earnings Response Coefficient.
This indicates that high systemic risks reduce
Earnings Response Coefficient. This may reflect that
the company’s high risk witnessed lower demand
on its stocks in the market, thus reducing ERC. This
may also reflect the short-term investment policy for
the risk-averse investors in Amman Stock Exchange
who are looking for short-term and safe investments.
This finding is consistent with several previous stud-
ies, such as Easton and Zmijewski (1989), Mulyani et
al. (2007), and Rofika (2015), which found that sys-
temic risk had a negative impact on the value of the
Earnings Response Coeflicient.

Contrary to expectations, the company size has no
significant impact on ERC. This result may indicate

the irrelevance of the relationship between the size
of Jordanian industrial companies and their profits,
making the market response not associated with the
company size but with the size of the declared profits.
This finding is consistent with the findings of Rizki
and Rosyidiana (2017) and Suwarno et al. (2017) who
suggested a significant market response to profits de-
clared by large companies. This finding also contra-
dicts the results of Kusuma et al. (2010) who empha-
sized the positive relationship between the company
size and ERC.

Growth opportunity has a negative and significant
impact on ERC, indicating that low market-to-book
ratio (higher growth opportunity) leads to higher
ERC. This result is consistent with what is expected
and with the results of several previous studies, such
as Andyani and Mulyani (2007), which found that
the low market-to-book ratio reflects higher growth
opportunities, and, therefore, ERC would be higher.

Finally, the company profitability, measured by ROA,
has a positive and significant impact on ERC, indi-
cating a higher market response for more profitable
companies. These results contradict the results of
some previous studies, such as the study of Suwarno
et al. (2017), which confirmed that the company
profitability has a negative and important impact
on ERC. This result can be justified by the fact that
a high return on assets reflects the company’s high
profitability, which forms an incentive for the in-
vestors to increase demand for the stock, increasing
market response and raise of ERC.

CONCLUSION

This study aimed to examine the factors affecting the Earnings Response Coeflicient in Jordan based on
a sample of 17 industrial companies in Jordan listed in Amman Stock Exchange during 2012-2018. The
study employed five independent variables, namely, leverage ratio, systemic risks, company size, growth

opportunities, and the company’s profitability.

The results of this study showed that ERC of the Jordanian industrial companies is relatively low and
reflects a low market response to the profits declared by the company. The low ERC reflects the profits’
inability to provide important information to the investors (Ambarwati, 2008).

Regression results confirmed that leverage ratio, systemic risks, and market-to-book value ratio have a
negative and significant impact on ERC. Return on assets had a positive and significant impact on ERC.

Based on the study results, improving ERC may have a significant impact on earnings quality, thus pro-
viding important information to investors to make investment decisions and contribute to improving

http://dx.doi.org/10.21511/imfi.17(2).2020.20
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the pricing efficiency of the financial market in general. Companies can enhance ERC by seeking to
reduce their leverage ratio, trying to maximize their profitability. It is also important to exert further
efforts that assist in raising investors’ awareness, educate them on how to build rational investment de-
cisions based on the available information about the share. The study also recommends that it is impor-
tant to conduct further studies exploring ERC in other sectors in the financial market.

In light of the importance of ERC, as a measure of the market response to the information related to the
profits, and because it is an important indicator of the quality of the profits, the higher ERC indicates
higher profits quality, and it becomes important to examine the factors affecting ERC. The findings of
previous studies show that many factors may affect ERC.
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