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ABSTRACT

The paper aims at the empirical investigation of the impact of the market cycle on the value relevance of
book values and earnings in the banking industry. Unlike most prior studies, the paper directly examines the
influence of cyclical fluctuations in investors’ sentiments on the informativeness of these key accounting
variables. Moreover, the study enhances the literature on the value relevance of banks’financial reporting by
providing an empirical evidence from the emerging capital market of Poland. The examined sample covers
all domestically-based commercial banks listed on the Warsaw Stock Exchange over the period 1997-2016.
The empirical evidence based on the analyses of parametric and non-parametric correlation and regression
indicates a significant impact of the market cycle on the value relevance of book values which markedly
increases (decreases) in the periods of bull (bear) market. In contrast, the informativeness of earnings seems
to be driven primarily by factors other than investors’ sentiments. The results of the research indicate that
the course of the market cycle is partially driving the fluctuations of the value relevance of book values
of equity and net earnings in the Polish banking industry. There is a need for further investigation of the
impact of market cycles on the value relevance of accounting data, not only in the context of the banking
sector.
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AHHOTAUMUA

Llenb cTaTbn — 3MnuMpuyeckoe UccnefoBaHWe BAMSHUS PbIHOYHOIO LMKAA Ha aKTyanbHY CTOMMOCTb HanaHCoBbIX
AKTUBOB M [,OXOA0B B OaHKOBCKOM OTpac/u. B otnnumne ot 601bWMHCTBA NpeablayLLMX UCCNef0BaHUI, B CTaTbe HEMo-
CpeACTBEHHO pacCMATPUBAETCS BIIUSHUE LMKANMYECKUX KOonebaHWi HaCTpOeHUI MHBECTOPOB Ha MH(OPMATUBHOCTb
3TUX KJHOUYEBbIX NMepeMeHHbIX yyeTa. Kpome Toro, nccnenoBaHue AOMOMHAET NUTepaTypy, Kacarolycs npobnema-
TUKM CTOMMOCTHOM OLLeHKM (DMHAHCOBOM OTYETHOCTM BAHKOB, MPEAOCTaBNAS IMNUPUYECKME AaHHblE C POPMUPYIO-
Lerocs pbiHka kanutana B lNonbwe. Mccnepyemas BbiIbopka 0XBaTblBAET BCE OTEYECTBEHHbIE KOMMepYeCcKue BaHKu,
KoTMpytowmecs Ha Bapwasckor doHaoBon bupxke B nepuon 1997-2016 rr. SMnMpuyeckme AaHHble, OCHOBAHHbIE
Ha aHanM3e NapameTpuyeckon U HemapamMeTpUUECKON KOPPensiLumn U perpeccum, CBUAETENbCTBYIOT O 3HAUMTENIbBHOM
B/IMSIHUM PBIHOYHOTMO LIMKIA HQ CTOMMOCTHYH OLLeHKY BanaHCOoBbIX 3HAaYEHWIM, KOTOpas 3aMeTHO BO3pacTaeT (YMeHb-
LIaeTcs) B nepuoabl «Oblubero» («MefBeXbero») COCTOSIHUS PblHKA LeHHbIX 6ymar. B oTamnume ot 3toro, uHdopma-
TUBHOCTb AOX0A0B, KakK NpeLCTaBNSeTcs, OnpeLenseTcs, MaBHbIM 06pa3oM, pakTopaMu, OTIMYHBbIMU OT HACTPOEHMA
MHBECTOPOB. Pe3ynbTathl nccnenoBaHMs NMOKa3biBAKOT, YTO TEYEHUE PbIHOYHOMO LMKAA YAaCTMYHO NPUBOAMT K Kone-
6aHMAM aKTyanbHOW 6anaHCOBOM CTOMMOCTM COOCTBEHHOrO KanuTana U YMCTon npubbian B NOMbCKOM GAHKOBCKOM
otpacnn. OgHako HeobXxoAMMO MPOAOIKNUTL U3YYEHUE BAMUSHUS PbIHOYHBIX LIMKIOB Ha LLEeHHOCTHYIO OLLEHKY JaHHbIX
Byxrantepckoro yyeTa, NpUyYeM He TOMbKO MO OTHOLIEHMIO K BaHKOBCKOMY CEKTOPY.

Knrouyesbie cno8a: pblHOYHBINA LMKI; OLEHKA CTOMMOCTM; Byxrantepckas uHdopmaums; 6aHku; 6anaHcoBas CTom-
MOCTb; NpubbINb
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1.INTRODUCTION

view of banks’ financial position with its perception

The informational content of financial reports undoubt-
edly plays a key role in the valuation of listed companies
and subsequent decisions of equity investors [1]. Since
a seminal study by Ball and Brown [2] the international
literature exploring the relationship between reported
accounting data and market values has become abundant.
Despite a large body of literature regarding the issue of
value relevance of accounting data, most studies exclude
banks from the examined samples.

The specificity of banking operations and their recog-
nition in accounting ledgers allows, however, to expect a
relatively high degree of coherence between the reported
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by the equity investors, in particular due to valuation
of the vast majority of banks’ assets and liabilities at
amortized cost or at fair value estimates. A high share
of financial assets and liabilities also makes banks less
subject to conservative accounting with respect to their
on-balance-sheet items which creates a favourable con-
text for investigation of the value relevance of account-
ing data. Moreover, banks’ stocks are usually among the
most liquid securities in a given market, which gives a
rationale for expecting an increased market efficiency
in response to the available information. Additionally,
a high degree of homogeneity in the banks’ operations
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significantly reduces cross-sectional variation in factors
that might affect estimates of regression models used
for investigation of associations between accounting
items and market values [3].

The association-based studies typically examine
relatively long periods of time [49] during which the
overall market sentiments may vary significantly. Given
an increased volatility of stock prices in recent decades,
an interesting research question is, therefore, whether
the course of the market cycle affects the investors’ per-
ception of disclosed accounting information.

In the times of bull market, investors may easily be-
come overoptimistic about companies’ expected future
performance, which is likely to drive the stock prices
above their intrinsic values estimated on the basis of
reported accounting information. In contrast, during
the periods of adverse macroeconomic conditions and
increased risk aversion the effects might be exactly op-
posite, as prevailing negative sentiments and emotional
reactions of investors may bring stock prices significantly
below the fundamental values.

This issue seems particularly worth examining in
relation to the fundamental and most comprehensive
measures of listed companies’ overall financial position
and performance, i.e. book values of equity and earnings.
Book values are often viewed as proxies for company’s
abandonment or liquidation value [4], whereas an analy-
sis of the quality and persistence of historical earnings
allows to assess the company’s past performance and
thus to formulate or revise the expectations about the
future cash flows [5]'. Earnings conservatism and per-
sistence, in turn, forecasts of future cash flows influence
the expected future dividend paying capacity that ulti-
mately determines the market value of company’s shares
[6]. Furthermore, the available international empirical
evidence suggests that in the context of banking sector
each of these variables seems highly value-relevant
(seee.g., 7-9).

During the last decades stock markets all over the
world experienced several strong and rapid shifts of
investor sentiments. Therefore, an increased volatility
of stock prices is likely to be only partially driven by the
changes in the underlying fundamental factors, with the
remainder largely attributable to the emotional reactions
of the equity investors. A particularly deep negative

! The empirical evidence suggests that earnings persistence
in the banking industry seems to be partially dependent on
the relative size of book value of equity. According to Amor-
Tapia, Bona-Sanchez, Pérez-Aleman, & Tascon-Fendandez
[10] the level of Tier 1 capital is negatively related to earnings
conservatism, since earnings increases become more persistent
and earnings reversals following earnings declines tend to be
higher as Tier 1 decreases.

8 °

impact on investors’ sentiments in recent years was

caused by the global financial crisis started in the U.S.
subprime mortgage market. The crisis not only brought
a serious and prolonged contraction of economic activ-
ity in both developed and emerging economies around

the world but also significantly increased investors’ risk
aversion and changed their perception of the available

value-relevant accounting information.

The banking sector is, in fact, the one where the
crisis actually began and exerted the most explicit im-
pact. Initially, banks in many countries suffered severe
losses on their portfolios of financial assets exposed to
the U.S. subprime mortgage market risks. Afterward, a
spreading recession led to the deterioration of the quality
of their loan portfolios, while increasing risk aversion
constrained the opportunities for further growth. The
results of these adverse conditions were subsequently
recognized in banks’ accounting ledgers, affecting both
earnings, book values, and ultimately the market values.

A relatively conservative model of banking activity
and a negligible exposure to the U.S. subprime market
risks allowed the Polish banking industry to avoid the
direct impact of the first stage of the global crisis. Ad-
ditionally, high profitability and strong capital adequacy
offered a decent protective cushion against adverse
shocks from the global environment. Initially, the crisis
caused a significant, however transitory, surge in risk
aversion and a decrease of liquidity in the interbank
money and FX markets. The major long-run impact of
the crisis on the Polish banking sector resulted, in turn,
from the economic downturn that damaged the cred-
itworthiness of borrowers and deteriorated the quality
of banks’ loan portfolios [11].

Naturally, recognition of changes in the creditwor-
thiness of borrowers in banks’ accounting ledgers is not
immediate, but affects the levels of impairment provi-
sions and ultimately earnings and book values with a
considerable lag. Moreover, during the periods of adverse
macroeconomic conditions the volatility of earnings and
the share of their transitory components significantly
increase [12], which in addition to often erratic move-
ments in stock prices weakens the association between
banks’ earnings and market values.

Given the above intuition, the paper aims at investi-
gating the impact of the market cycle, and in particular
the periods of economic downturns, on the value rel-
evance of book values of equity and earnings reported
by banks in the context of the Polish capital market. To
author’s knowledge, this issue has not been yet directly
examined empirically, therefore the present study at-
tempts to fill this apparent gap and enhance the existing
value relevance literature regarding the banking industry
in the emerging markets.

®UHAHCbI: TEOPUS U MPAKTUKA / FINANCE: THEORY AND PRACTICE 4 T.22, N22°2018



PM. Bolibok

The remainder of the paper is organized into six
sections. The next section provides a review of the
international literature on the value relevance of ac-
counting information in the banking industry and the
impact of market cycles on the relationship between
banks’ financial reporting and market value. Section 3
provides a brief overview of the Polish capital market.
The details of methodological framework of the paper
and data selection procedures are described in section
4. The fifth section presents the key empirical findings
of the study. The paper is closed with discussion and
conclusions, including some suggestions on the direc-
tions of future research.

2.LITERATURE REVIEW
2.1. Value relevance of accounting variables in the
banking industry
The majority of empirical evidence on value relevance
of accounting data in the banking sector regards fair
value disclosures of debt and equity securities (see e.g.,
[13-18]), bank loans (see e.g., [16, 17, 19, 20]), and de-
rivatives (see e.g., [14, 16, 17, 21, 22]).

The literature referring directly to the value relevance
of banks’ book values and earnings seems relatively
modest. A pioneering study by Philips and Mayne [23]
demonstrates a strong association between discounted
banks’ stock values and operating earnings per assets,
and a weaker, but not negligible, relation with non-
operating earnings components (realized and unrealized
security gains and losses).

The majority of early studies on the value relevance
of the components of banks’ earnings focused on im-
pairment provisions. Although intuitively these items
should be valued negatively by the equity investors, the
results of several studies suggest an exactly opposite
effect. According to Wahlen [24], impairment provi-
sions consist of discretionary and non-discretionary
components. The discretionary component is subject to
bank managers’ manipulation and dependent on their
motivation, whereas the non-discretionary one is an
outcome of objective events lying beyond management’s
control resulting mostly from exposure to the default risk.
Bank managers might use the discretionary component
to convey positive signals about the future cash flow
prospects which, in turn, leads to its positive relationship
with banks’ market value. Although some studies provide
evidence supporting the signaling hypothesis (e.g., [25]),
the results of others are undermining it [26—-28].

A study by Ryan, Tucker, and Zarowin [29] investi-
gating the value relevance of banks’ trading operations
demonstrates that stock returns in the banking industry
are more positively associated with the trading revenue
(operating) component than with the principal cash

flow (non-operating) component of those operations.
Implying, therefore, a hybrid nature of such operations

that is not fully captured by a standard cash flow state-
ment framework. In turn, Hodder, Hopkins, and Wahlen

[30] argue that incremental volatility in full-fair-value

income (a constructed measure of income that includes

unrealized fair-value gains or losses on financial instru-
ments) beyond the volatility in net earnings and com-
prehensive income, negatively moderates the relation

between abnormal earnings and banks’ share prices, and

positively affects the expected return implicit in bank

share prices. Full-fair-value volatility seems to reflect,
therefore, elements of risk that are not captured by the

variance in net earnings or comprehensive income, and

as such appears to be more closely related to capital-
market pricing of banks’ risk.

The value relevance of banks earnings with respect to
banks’ risk is also investigated in the studies by Cheng
and Ariff [31], Cheng and Annuar [32], and Soh, Cheng,
and Annuar [33]. They demonstrate that market value
response to changes in earnings is determined by bank
risk factors, resulting in particular from the credit and
interest rate risk. Interestingly, Cheng and Ariff [31]
report a better fit of regression between abnormal re-
turns on bank stocks and earnings change factor than
in the case of studies on the earnings-to-price relation
in non-bank industries.

Kohlbeck and Warfield [3] find a significant positive
association between the levels of bank unrecorded intan-
gible assets and abnormal earnings in residual income
model framework. They also report that this association
becomes stronger for banks with higher proportions of
deposit intangibles. Moreover, the pricing multiples for
abnormal earnings increase from lower to higher levels
of unrecorded intangible assets.

A study by Abuzayed, Molyneux, and Al-Fayoumi
[34] addresses the problem of the information content
of earnings and their components. Their results sug-
gest that both earnings and their components are value
relevant and can explain the gap between market and
book values of banks. Additionally, the components of
net earnings seem more value relevant than their ag-
gregate numbers.

Another attempt to investigate the value relevance
of banks’ earnings components was made by Siam and
Rashid [35]. The results of their analyses are, however,
ambiguous. On the one hand, they report a significant
relationship between the market price of equity and
earnings components deflated by market capitalization.
By contrast, the same variables deflated by the book value
of equity reveal no statistical significance and a very low
explanatory power. In turn, Al-Horani [36] examines
the differences in the value relevance of earnings com-
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ponents from traditional and non-traditional banking
activities, finding that for small banks annual abnormal
returns have a positive relationship with changes in the
non-interest component of earnings and a negative
relationship with changes in their traditional interest
component. In contrast, annual abnormal returns for
large banks have a negative relationship with changes
in the non-interest component of earnings.

Dimitropoulos, Asteriou, and Koumanakos [37] argue
that earnings levels and changes are able to explain
more of the cross-sectional variation of bank stock re-
turns than the level and change of cash flows, which
supports the claim that earnings have incremental in-
formation beyond that of cash flows. In the presence of
transitory earnings, however, cash flows become more
value relevant than earnings. According to Tjhoa and
Hermawan [38], however, the relative value relevance
of earnings and cash flows in the banking sector might
depend on contextual factors specific for the particular
market setting.

Some further evidence supporting the value relevance
of banks’ financial reporting can also be found in the
context of the emerging capital market of Poland. Us-
ing the approach based on the modified version of the
Ohlson [39] residual income valuation model Bolibok
[40] demonstrates that book values of equity and per-
petuities of residual incomes calculated on the basis of
net earnings are highly-value relevant. Moreover, the
market value of listed banks in Poland appears to be most
strongly related to book values of equity followed by net
earnings. In contrast, banks’ cash flows do not provide
any significant incremental explanatory power beyond
that conveyed by book values of equity and net earnings
[9], which seems consistent with the results obtained in
the developed capital markets (see e.g., [41]).

Several recent studies examining the banking in-
dustry addressed the issue of the impact of different
accounting standards on the value relevance of book
values of equity and earnings. Their results are, how-
ever, ambiguous. Escaffre and Sefsaf [7] examined this
issue in the U.S. and some selected European markets
(Belgium, Netherlands, Luxembourg, France, Spain and
Great Britain). Their results suggest that book values
of equity and earnings are more value-relevant in the
European markets reporting under IFRS than in the
American market under U.S. GAAP. Additionally, the
study by Agostino, Drago, and Silipo [42] conducted on
the sample of listed banks from 15 EU countries dem-
onstrates that implementation of IFRS enhanced the
information content of both book values and earnings
for more transparent banks, but the less transparent
ones did not experience any significant increase in the
value relevance of book value.
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The results of an extensive investigation by
Anandarajan et al [8] examining banking institutions
from 38 countries over the period 1993-2004 indicate
that at the macro-level the value relevance of earnings
and book values of equity is affected by the disclosure
requirements of a country’s standards boards (the greater
disclosure of financial information required, the higher
value relevance). They also found that the value relevance
increases when the local environment is more focused
on the private sector and the legal environment is more
friendly to shareholders. Contrary to the findings of
Escaffre and Sefsaf [7] they claim, however, that British
American banks are more value relevant as they operate
in regulatory regimes associated with greater levels of
transparency.

The impact of IFRS adoption on the value relevance
of banks’ book values of equity and earnings in Poland
was investigated by Bolibok [43, 44]. His results suggest
that mandatory adoption of IFRS did not improve the
value relevance of these accounting variables, which
seems consistent with the evidence for the non-financial
sector in that setting [45, 46].

Even though the aforementioned studies conducted
in the banking industry typically examine multi-year
periods they usually neglect a potential impact of the
market cycle on the observed value relevance of ac-
counting variables. In turn, the studies aimed at the
exploration of this impact, rarely offer explicit evidence
for the banking industry.

2.2. The impact of the market cycle on the value
relevance of accounting variables

Changing macroeconomic conditions undoubtedly affect
the equity investors’ perception of business opportuni-
ties and risk. During expansions, as the overall financial
position of enterprises improves, investors might become
overoptimistic in their expectations of the companies’
future performance and the persistence of reported
earnings. They are also more likely to underestimate
the riskiness of future cash flows. These tendencies
could, in turn, result in positively-biased estimates of
stocks’ intrinsic values made on the basis of reported
accounting data. In contrast, the periods of economic
downturns elevate the riskiness of business activity and
worsen the overall performance of enterprises, increas-
ing the number of them reporting losses. Moreover, a
transitory nature of recessions tends to increase the
share of non-recurring components of earnings, which
in turn makes them less useful for financial forecasts
and valuation purposes. It is not surprising then, that a
considerable body of literature demonstrates a negative
impact of economic downturns on the value relevance
of reported earnings (see e.g., [47-49]).
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Davis-Friday and Gordon [50] provide an evidence of
a negative impact of the 1994 Mexican currency crisis
on the value relevance of accounting data. They argue
that during the crisis an increased frequency of losses
contributed to declines in both valuation coefficient and
incremental explanatory power of earnings. On the other
hand, however, they did not find any significant change
in the valuation coefficient on book values of equity, even
though their incremental explanatory power increased.

Several studies investigated the impact of Asian fi-
nancial crisis of 1997 on the value relevance of account-
ing data. The findings of Graham, King, and Bailes [51]
indicate that the recession following the depreciation of
Thai currency deteriorated the total value relevance of
book values and earnings in Thailand. In the post-crisis
period, however, the incremental explanatory power of
book values over earnings increased, while that of earn-
ings over book values decreased, mostly due to the high
volatility of foreign exchange gains and losses. In turn,
a study by Ho, Liu, and Sohn [52] demonstrated that in
South Korea the crisis caused a significant drop in the
value relevance of earnings which, however, was not
compensated by the increasing value relevance of book
values. A comparative study by Eng, Nabar, and Chng
[53] investigated the effects of the Asian crisis on the
markets of Hong Kong, Malaysia, Singapore, and Thailand
revealing a positive association between earnings and
future excess stock returns in the periods before and
after the crisis, which suggests that investors might have
undervalued these accounting items. In contrast, during
the crisis, this association became negative indicating
an actual overvaluation of earnings.

Johnson [54] argues that the value relevance of earn-
ings reported by listed companies is sensitive to the
course of the business cycle. Her research demonstrates
explicitly that during the periods of expansion the as-
sociation between earnings and stock returns tends
to increase while in times of contraction it becomes
markedly lower.

Jenkins, Kane, and Velury [55] argue that the informa-
tion content of accounting numbers varies across the
business cycle since it reflects both the impact of general
economic conditions and the effects of the company’s
business activities. In times of contraction companies’
growth prospects captured by current earnings may be
perceived by the equity investors as more uncertain.
Contrary to Johnson [54], however, they demonstrate that,
after controlling for firms’ growth, the responsiveness
of stock prices to variation in earnings actually tends
to increase during recessions.

Bepari [56] provides an evidence of structural breaks
in the association of book values and earnings with firms’
market value in the aftermath of the global financial cri-

sis in Australia. He argues that the relevance of earnings
increases and that of book values decreases during the
crisis compared to the non-crisis period. Additionally, the
explanatory power of earnings during the crisis seems
to be greater than that of the book values.

The findings of an extensive study by Persakis and
Iatridis [57], covering over 137 thousand firm-year obser-
vations of non-financial enterprises from 18 developed
countries suggest that during the global financial crisis
an overall earnings quality declined. They argue that
adverse economic conditions might incline managers
to recognize potential positive events more frequently
than they normally would, which increases the share of
accruals and lowers earnings quality.

Kane et al. [12] examined the impact of economic
downturns on the value relevance of earnings and book
values of equity of non-financial enterprises in the U.S.
market over the period 1970-2012. Their results indicate
that recessions, due to their transitory nature, tend to
limit the persistence of reported earnings, and thus
deteriorate their value relevance. On the other hand,
however, as recessions induce higher risk into business
operations, they are likely to increase the value relevance
of book values of equity.

Just as in the case of other areas of the market-based
accounting research, the empirical evidence on the im-
pact of market cycles on the value relevance of account-
ing variables in the banking sector is rather modest. Most
related studies are focused primarily on the impact of
economic downturns on the quality of banks’ earnings
and earnings management practices. In particular, Cohen,
Cornett, Marcus, and Tehranian [58] demonstrate that
banks using more aggressive earnings management prior
to 2007 exhibited substantially higher stock market risk
as measured by the incidence of extreme declines in stock
prices. In turn, Ma and Song [59] argue that earnings
management increases banks’ contribution to systemic
crash risk and systemic distress risk due to higher infor-
mation opacity, stimulation of bad news hoarding and
co-movement with macroeconomic conditions.

Using a large sample of U.S. banks Morris, Kang, and
Jie [60] examine the changes in the value relevance of
discretionary loan loss provisions in the period preced-
ing and succeeding the recent global financial crisis.
Their findings indicate that in the period of falling pre-
managed earnings (2006—-2008) the market appeared to
reward the attempts to measure reported earnings more
conservatively. In contrast, when earnings started to rise
again during 2009-2010, the market seemed to reward
the efforts to smooth the reported earnings downwards.
Additionally, it seems that during downturns investors
tend to value conservatively calculated earnings of rela-
tively poorly performing banks, but during expansions,
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Table 1
Summary statistics of the WSE Main List
Year
Characteristics

1991 1995 2000 2005 2010 2015 2016
Number of listed companies
- domestic 9 65 225 248 400 433 434
- foreign 0 0 0 7 27 54 53
- new listings 9 21 13 35 34 30 19
- delistings 0 0 9 10 13 13 19
Main index (WIG)
- value (points) 919 7,586 17,848 35,601 47,490 46,467 51,754
- return (%) -8.09 1.50 -1.30 33.66 18.77 -9.62 11.38
Number of investment accounts 54 808 1236 853 1477 1417 1395
(thousands)
Market capitalization (in EUR
mln)
- domestic 110 3,567 33,788 79,901 137,032 121,883 126,046
- foreign 0 0 0 30,177 64,100 133,509 126,379
Total turnover (in EUR mln) 110 2,820 21,101 24,474 58,651 53,846 46,371
Selected market indicators
- Average P/E 4.10 7.80 28.50 15.50 18.20 18.30 17.30
- Average P/BV 0.47 1.47 1.98 2.06 1.16 1.05 0.82
- Dividend yield (%) 0.00 2.30 0.80 1.80 2.40 2.30 3.40
- Turnover velocity (%) 18.50 67.50 4290 22.30 45.30 36.10 37.80

Source: WSE, 2017.

they value smoothed earnings of banks performing better
than their peers.

Apparently, the only prior study related to the im-
pact of economic downturns on the value relevance of
accounting data in the Polish banking industry is the
one by Bolibok [61] who investigated the influence of
the recent global financial crisis on the value relevance
of financial leverage. His results indicate that percep-
tion of leverage by the equity investors has changed
significantly since the beginning of the crisis. In the

12 °

pre-crisis period, leverage appeared to have a positive,
yet not significant, impact on banks’ market value. After
the crisis broke out, however, this impact has become
significantly negative, which could reflect a structural
change in investors’ attitudes, resulting from increased
uncertainty and risk aversion in that period.

Given the above, the impact of the market cycle on
the value relevance of accounting variables in the bank-
ing sector seems to be largely unexplored. Moreover,
apparently, no prior study has directly examined this
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Table 2

The market capitalization of the Warsaw Stock Exchange compared to selected European stock
exchanges as of December 31%, 2016

Stock exchange Value (in EUR bln)

Warsaw Stock Exchange 130.99
Bolsas y Mercados Espanoles 669.39
Bucharest Stock Exchange 16.81
Budapest Stock Exchange 21.27
Bulgarian Stock Exchange 4.95
CEESEG — Prague 22.19
CEESEG — Vienna 95.20
Deutsche Borse 1,630.41
Euronext 3,287.2%
Irish Stock Exchange 113.85
London Stock Exchange 5,371.32
Moscow Exchange 582,06
Oslo Bars 219.48
SIX Swiss Exchange 1,131.27

Source: Federation of European Stock Exchanges, 2018; London Stock Exchange, 2018; World Federation of Exchanges, 2018.

issue in the context of the emerging capital market of
Poland. Therefore, the present study attempts to fill this
gap and thus contribute to the existing literature on the
value relevance of banks’ financial reporting.

3. THE DEVELOPMENT OF THE POLISH
CAPITAL MARKET

The history of the capital market in Poland dates back
to 1817 when the Warsaw Mercantile Exchange was
established. This event places Poland among the coun-
tries with the longest securities trading traditions in
Europe. Paradoxically, the break in Warsaw Exchange’s
activity caused by the World War II and the subsequent
introduction of the communist regime, has created an
unprecedented opportunity of establishing a modern
capital market, taking advantage of the best solutions
implemented elsewhere in Europe.

The transformation of Poland from a communist to a
democratic state and the transition to a market economy
that started in 1989, required many fundamental economic
reforms. One of the essential issues to be addressed at that
time was the need for privatization of enterprises, which
demanded the development of a properly functioning
capital market. In 1990, Poland and France signed a co-
operation agreement to establish a securities exchange

FINANCETP.FA.RU @

in Warsaw. The Foundation Act for the Warsaw Stock
Exchange [WSE], as a treasury-owned joint stock com-
pany, was signed on April 12%, 1991. Four days later the
first trading session was held, with five listed companies.

During just over twenty-five years of its operations,
the WSE has become one of the most dynamic capital
markets in Europe, taking an unquestionable leadership
in Central and Eastern Europe in terms of capitalization,
trading volume and the number of new market entrants.
Among the crucial factors that boosted the development
of the stock exchange in Poland, the following two seem
to be of special importance: the reform of the Polish
pension system in 1999 that enabled establishment
of open pension funds and Poland’s accession to the
European Union in 2004, which greatly enhanced the
trading volume in subsequent years.

Table 1 presents some key statistical characteristics of
the Main List of WSE for the selected years of its history.

Currently, the WSE places among the medium-sized
European stock exchanges in terms of market capitaliza-
tion of listed companies (Table 2).

At the end of 2016, the market capitalization of do-
mestic companies listed on the WSE equity markets
reached 130.99 billion euros, i.e. nearly 40 percent more
than the value for the second-largest stock exchange

13
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of Central and Eastern Europe — CEESEG — Vienna. In
comparison to other major markets in the region, the
advantage of the WSE is even more pronounced. When
compared to the leading stock exchanges in Europe,
however, the market capitalization of the WSE remains
only a small fraction of their levels.

In terms of IPOs, the WSE has been among the top
European exchanges for a number of consecutive years.
With 25 IPOs in 2016, the WSE placed third, behind the
Nasdaq OMX Exchange (80) and London Stock Exchange
(67), but ahead of Bolsas y Mercados Espanoles (24),
Euronext (23), and Borsa Italiana (14)2.

The Polish capital market, being still relatively young
and dynamic, seems therefore particularly interesting
for investigation of the impact of the market cycle on
the value relevance of accounting data.

4. RESEARCH DESIGN

The results of prior studies on the value relevance of
book values and earnings in the banking sector, along
with the modest empirical evidence regarding the im-
pact of business cycles on the value relevance of banks’
accounting numbers and the apparent lack of related
studies in the context of the Polish banking industry
allow formulating the following research hypotheses:

HyportHesis 1. The value relevance of book values of
equity and earnings of banks listed on the Warsaw Stock
Exchange is influenced by the market cycle.

Hyporhesis 2. The value relevance of earnings is rela-
tively more unstable a sensitive to the course of the mar-
ket cycle than the value relevance of book vues of equity.

HypotHesis 3. The periods of economic downturn and
increased risk aversion tend to deteriorate the value
relevance of book values of equity and earnings in the
banking sector.

In order to test the above hypotheses, a multi-step
research process has been employed. In the first stage,
the market values of the examined banks have been
linearly regressed on the book values of equity and net
earnings in each year of the analyzed period using the
following models:

Model 1: p, = oy +0, BVPS, +5,. 1)
Model 2: p, =B, +B,EPS, +C,. @)
where:

p,— closing price of a bank’s share at the end of pe-
riod t;

2 Pricewaterhouse Coopers. IPO Watch Europe 2016. URL:
https://www.pwc.co.uk/audit-assurance/assets/pdf/ipo-
watch-europe-annual-review-2016.pdf.
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a,, B, — intercepts;

a,, B,— structural parameters;

BVPS, -book value of equity per share at the end
of period t,

EPS, — net income per share for the period (t-1; 1),

g, C,— error terms.

Given the evidence in the prior international and
domestic literature, increases in both BVPS and EPS
should result in higher prices of banks’ stocks, which
allows expecting positive values of the estimates of
parameters o, and f,. The error terms serve for cap-
turing the influence of potential factors not included
in the models. The above regressions have been run
independently using the data from both separate and
consolidated financial statements.

Next, the estimated yearly regression coefficients for
book values and earnings have been compared with year-
ly returns of the broadest market index of the WSE main
list, i.e. WIG, which allows investigating the hypothesized
associations between the course of the business cycle
and the value relevance of the examined accounting
variables. The direction and relative strength of these
associations have been assessed using both parametric
and non-parametric correlation measures (the Pearson
linear regression coefficient and the Spearman’s rank
correlation coefficient), and a linear regression analysis.
Additionally, analogous analyses have been run between
the WIG index yearly returns and the yearly coefficients
of determination for each model.

The final stage of the research aims at capturing the
impact of economic downturns on the value relevance of
banks’ book values of equity and earnings in the pooled
sample of observations over the entire examined period.
In order to achieve this goal, the following multiple
regression model has been employed:

Model 3: p, =y, +7VpoD, +7,BVPS, +v,EPS, +.
vs(D,BVPS,)+v,(D,EPS,)+9,. ©)

where:

p,— closing price of a bank’s share at the end of pe-
riod t;

v, — intercept;

D,— dummy variable equal 0, if R, >0, and 1 if
RWIGt < 0’
R, . — WIG Index yearly return in the period (t-1; 1),

YooV Yo Vs ¥, — Structural parameters;

BVPS, — book value per share at the end of period t;

EPS, — net income per share for the period (t-1; 1),

9, — error term.

Parameters y, and y, serve for capturing the sensitivity
of banks’ stock prices to changes in both book values of

®UHAHCbI: TEOPUS U MPAKTUKA / FINANCE: THEORY AND PRACTICE 4 T.22, N22°2018
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equity and net earnings per share, respectively, in the
periods of a bull market. In turn, parameters v, and y,
represent the average changes in the values of regres-
sion coefficients for BVPS and EPS, correspondingly, in
the bear market conditions.

Given the hypothesized adverse impact of economic
downturns on the value relevance of accounting informa-
tion reported by banks, the estimates of parameters y,
and vy, are expected to be negative. Usually, in the periods
of contractions, higher uncertainty, risk aversion and a
stronger impact of investors’ emotional reactions are
likely to drag stock prices further away from their intrin-
sic values, rendering the accounting data less relevant.
The results of several prior studies suggest, however,
that in the times of increased economic instability and
risk aversion, the value relevance of equity book values
might increase, as it often serves as a proxy for company’s
liquidation value and systematic risk sensitivity [12]. In
order to assess the statistical significance of changes in
the regression parameters, the Chow test for a structural
break has been employed [62].

The examined sample covers all domestically-based
commercial banks listed on the Warsaw Stock Exchange
over the period 1997-2016. Taking into account the
mergers and acquisitions within the sector, the final
sample comprised 19 banks. The data on annual financial
statements have been collected from the Notoria Serwis
SA database provided by Emerging Markets Information
Service?, while the data on historical stock prices have
been extracted from the database of the Brokerage House
of Bank Ochrony Srodowiska SA (2018). The combined
data on book values of equity, net earnings and stock
prices yield the unbalanced pooled samples of 260 bank-
year observations for the separate financial statements
and 243 ones for the consolidated data.

The basic descriptive statistics of the year-end market
capitalization, book values of equity and net earnings
of the examined banks are summarized in Table 3. The
joint market capitalization of the banks in the sample
covered from nearly 18 to over 46% of the total capitali-
zation of domestic companies listed on the WSE over
the analyzed period.

5.EMPIRICAL RESULTS
The results of estimations of Models 1 and 2 for both
separate and consolidated financial statements by year
are presented in Table 4.
As expected, the regression coefficients between
separate book values oequity and banks’ stock prices are

SEmerging Markets Information Service. URL: https:/
www-1lemis-1com-1qzu6libc0996.han.bg.up.lublin.pl/cgi-
bin/comp_profiles.
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positive and statistically significant at the level of p <
0.01 in each year of the analyzed period. The sensitiv-
ity of stock prices to changes in BVPS, however, varies
significantly from 1.249 in 2015 and 2016 to 3.255 in
2006, with a mean of 1.849 and a median of 1.695. The
coefficient of determination for Model 1 ranges from
0.806 in 2011 to 0.991 in 1997, indicating that changes
in BVPS are able to explain a vast majority of variance
in banks’ stock prices.

The estimates of regression parameters for Model
2 are also positive and generally statistically signifi-
cant. Their p-values are not exceeding 0.01, except for
the years 2002 and 2007 when they reached 0.098 and
0.022, respectively. Consistent with the findings of prior
studies, the responsiveness of stock prices to changes
in EPS is much higher than the one observed for BVPS.
The mean value of coefficient §, equals 12.731, with a
median of 11.840. The lowest value of coefficient B, oc-
curred in 1999 (7.135), while the highest one (20.223) in
2006. The dispersion of regression coefficients for EPS
also turns out to be higher than in the case of BVPS. In
comparison to Model 1 the predictive power of Model
2 turns out to be much more unstable, as in 2002 the
changes of EPS were able to explain merely 23% of the
variance in banks’ stock prices, while in 2006 the coef-
ficient of determination reached 97.5%.

Similarly to the results obtained for the separate
financial statements all yearly regression coefficients
estimated for both models on the basis of consolidated
data are statistically significant. Only in the case of the
estimate of parameter B, for the year 2002, the p-value
exceeds conventionally acceptable levels. The estimates
of pameters o, exhibit a slightly higher dispersion than
in the case of separate data and vary from 1.169 in 2008
to 3.132 in 2006, with a mean of 1.785 and a median of
1.690. The changes in the consolidated BVPS are able
to explain from 80.9% to 99.2% of the variance in banks’
stock prices.

In order to investigate the impact of the market cy-
cle on the observed fluctuations in the coefficients of
regression and determination for Models 1 and 2 their
estimates have been compared with the yearly rates
of return on the WIG Index. Figures 1 and 2 illustrate
the results of this analysis for the separate financial
statements.

Figure 1 suggests that the sensitivity of banks’ stock
prices to changes in BVPS was at least partially driven
by the course of the market cycle in the analyzed period.
This association seems particularly pronounced after the
year 2005 (i.e. since the adoption of the International
Financial Reporting Standards in Poland). In contrast,
in the period 1997-2004 the fluctuations in the WIG
Index do not seem to have caused evident changes in the

®UHAHCbI: TEOPUS U MPAKTUKA / FINANCE: THEORY AND PRACTICE 4 T.22, N22°2018
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Fig. 1. WIG Index yearly returns vs. the yearly coefficients of regression and determination for Model 1 for the
separate financial statements over the period 1997-2016

examined regression coefficient. A scatterplot of yearly
regression coefficients between banks’ stock prices and
BVPS versus the WIG Index yearly returns confirms a
positive association between the examined variables.

The values of the Pearson correlation and Spearman’s
p between the yearly regression coefficients of Model 1
and the WIG Index annual growth rates equal 0.532 (p-
value =0.016) and 0.577 (p-value = 0.008), respectively,
which indicates a moderate positive association. Addi-
tionally, the results of the regression analysis demon-
strate that on average a 1 percent point increase in the
WIG Index yearly return contributes to an increase in
the regression coefficient between banks’ stock prices
and BVPS by 0.0116. The changes of the WIG Index
yearly returns are able to explain slightly more than
28% of the variance in the sensitivity of stock prices to
changes in BVPS.

Over the period 1997-2003, the fluctuations of the
WIG Index growth rate do not seem to have exerted any
substantial impact on the ability of BVPS to explain the
variance in banks’ stock prices. Since 2004, the volatil-
ity of yearly coefficients of determination for Model 1
has somewhat increased, however, their association
with the fluctuations of the WIG Index yearly returns is
rather weak. The above impression is confirmed by the
results of the correlation and regression analyses. The
estimated values of both parametric and non-parametric
correlation coefficients turn out to be positive, however

18 °

low (0.323 and 0.217, respectively) and statistically
insignificant.

The above results suggest that the course of the
market cycle seems to be partially driving the fluctua-
tions of the value relevance of book values of equity in
the Polish banking industry over the examined period,
thus providing some support the first hypothesis of the
present study. The impact of shifting investors’ senti-
ments is most explicit and statistically significant in the
case of the sensitivity of banks’ stock prices to changes
in BVPS. There is also some weak evidence that the
observed fluctuations in the ability of BVPS to explain
the variance in banks’ stock prices might be partially
attributable to the market cycle.

In the next step of the research analogous analyses
for EPS. The data that are shown in Figure 2 also suggest
some impact of the market cycle on the value relevance
of banks’ earnings. The pattern, however, seems more
ambiguous. Although the periods of the bear market
usually decrease the sensitivity of banks’ market values
to reported earnings, while bullish sentiments generally
increase them, there are also pronounced discrepancies
in both timing and magnitude of the regression coef-
ficients’ response to the changes in the WIG Index yearly
returns. In comparison to the regressions between banks’
stock prices and BVPS, the ones for EPS seem much
more volatile and weaker associated with the course of
the market cycle. The value of the Pearson correlation
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Fig. 2. WIG Index yearly returns vs. the yearly coefficients of regression and determination for Model 2 for the
separate financial statements over the period 1997-2016

coefficient between the yearly regression parameters
in Model 2 and the WIG Index yearly returns is 0.416
(p-value = 0.068) while the Spearman’s rank coefficient
equals 0.394 (p-value = 0.086). On average, a 1 percent
point increase in the WIG Index yearly return results
in an increase of the regression coefficient for EPS by
0.0690). The changes in the WIG Index yearly returns
are also able to explain only 17.28% of the variance in
sensitivity of banks’ stock prices to EPS.

The volatility of coefficients of determination for
Model 2 in the analyzed period also does not reveal any
clear relationship with the course of the market cycle.
The estimated parametric and non-parametric correla-
tion coefficients are insignificantly different from zero.
Even though the ability of EPS to explain the variance
in banks’ stock prices varies significantly across the ex-
amined period, the empirical evidence does not indicate
that this volatility might be attributable to the changing
sentiments of the equity investors.

The empirical evidence on the impact of market cy-
cle on the value relevance of banks’ separate earnings
seems to be clearly weaker than the one observed for
book values of equity and also most pronounced in the
case of the sensitivity of banks’ stock prices to changes
in EPS, which provides some weak support for the first
hypothesis of the study. In contrast, strong fluctuations
in the ability of EPS to explain the variance in banks’
stock prices appear to be driven primarily by factors other

than market cycle. The above results suggest, therefore,
rejection of the second hypothesis of the present study.

Similarly to the results obtained for the separate
financial statements, comparisons of the annual changes
in the WIG Index yearly returns with the fluctuations
in the coefficients of regression and determination of
Models 1 and 2 estimated on the basis of consolidated
data (Figures 3 and 4) suggest that the variations in the
value relevance of these accounting variables might be
partially driven by the course of the market cycle.

The results of the analyses of correlation and regres-
sion indicate a slightly stronger positive association
between the market cycle and the sensitivity of banks’
stock prices to changes in consolidated BVPS compared
to separate data. The Pearson coefficient equals 0.591
(p-value = 0.006), while the Spearman’s p is even higher,
reaching 0.669 (p-value = 0.001). An increase in the
WIG Index yearly return of 1 percent point results on
average in an increase of the value of regression coef-
ficient between banks’ stock prices and consolidated
BVPS by 0.0122. Overall, the fluctuations of the WIG
Index yearly returns are able to explain almost 35% of
the variance in the examined regression coefficients, i.e.
over 6 percent points more than in the case of separate
financial statements.

Similarly to the results obtained on the basis of the
separate financial statements, the responsiveness of
the yearly coefficients of determination for Model 1.
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Fig. 3. WIG Index yearly returns vs. the yearly coefficients of regression and determination for Model 1 for the
consolidated financial statements over the period 1997-2016

to the fluctuations in the WIG Index yearly returns in
the period 1997-2003 seems rather limited. Since 2005,
however, the changes in the course of the market cycle
appear to have exerted a much stronger impact on the
value relevance of consolidated book values of banks’
equity. Over the entire analyzed period, the Pearson
correlation coefficient between these variables equals
0.421 (p-value of 0.064), whereas Spearman’s p is much
lower (0.197) and statistically insignificant.

Just as in the case of the separate data, the value
relevance of consolidated book values of equity in the
Polish banking sector over the analyzed period appears
to be partially driven by the course of the market cycle.
The evidence for consolidated data is somewhat stronger
than the one obtained for the separate financial state-
ments, but still, it is more evident in reference to the
sensitivity of banks’ stock prices to changes in BVPS
than in the ability of BVPS to explain the variance in
those prices. The above findings provide therefore some
further support for the first hypothesis of the study.

The value relevance of consolidated EPS also reveals
some dependence on the course of the market cycle
in the analyzed period. The scatterplot of the yearly
regression coefficients between bank stock prices and
EPS versus the changes in the WIG Index yearly returns
suggests, however, a rather weak association.

The estimates of the correlation coefficients indi-
cate that the link between the changes the WIG Index
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yearly returns and the sensitivity of banks’ stock prices to
consolidated EPS is even weaker than in the case of the
separate data. The Pearson coefficient is 0.386, whereas
the Spearman’s correlation equals 0.379. Both estimates,
however, turn out to be statistically significant only at the
10% level (with p-values of 0.092 and 0.099, respectively).

Just as in the case of separate financial statements,
the volatility of the yearly coefficients of determination
for Model 2 estimated on the basis of consolidated data
does not reveal a clear relationship with the magnitude
and timing of the fluctuations in the WIG Index yearly
returns. Both the Pearson correlation and Spearman’s
p between the yearly coefficients of determination for
Model 2 and the changes in the WIG Index yearly returns
are insignificantly different from zero. It seems, there-
fore, that the volatility of the value relevance of both
consolidated and separate net earnings is driven mostly
by other factors than the course of the market cycle.

Unlike for the book values of equity, the impact of the
market cycle on the value relevance of consolidated net
earnings seems weaker than that observed for separate
data. Contrary to expectations, it appears that earnings
exhibit a lower sensitivity of their value relevance to
changes in equity investors’ sentiments than book val-
ues, which in turn provides some further arguments for
rejection of the second hypothesis of the study.

The final stage of the investigation aims at empirical
evaluation of the impact of economic downturns on the
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Fig. 4. WIG Index yearly returns vs. the yearly coefficients of regression and determination for Model 2 for the
consolidated financial statements the over the period 1997-2016

value relevance of both book values of equity and net
earnings. The results of estimations of Model 3 for both
separate and consolidated data are shown in Table 5.

The model is statistically significant at conventional
levels for both types of financial statements. Additionally,
relatively low values of variance inflation factors (VIF)
do not reveal any serious problems with collinearity of
the explanatory variables. The changes in the regressors
are able to explain over 87% of the variance in banks’
market values. The predictive power for consolidated
data is slightly higher compared to the estimation based
on the separate financial statements. The estimates of
parameters y, and v, are positive and statistically sig-
nificant, indicating that increases in BVPS and EPS are
positively associated with stock prices in the periods of
bullish sentiments. Additionally, the sensitivity of banks’
stock prices to changes in both consolidated BVPS and
EPS in those periods seems to be somewhat lower than
in the case of separate statements.

Consistent with expectations, the estimates of pa-
rameters v, and y, are negative, indicating a lower respon-
siveness of banks’ stock prices to the changes in both
BVPS and EPS in the bearish periods of the market cycle.
Interestingly, the decrease in the value relevance of book
values is more pronounced in the case of consolidated
data while for net earnings it is clearly higher in the
case of separate statements. The parameter y, turns out
to be statistically significant at p < 0.05 for both types

of analyzed financial statements. The p-values for the
estimates of y,, however, are markedly higher, and in
fact, it might be considered significant (at p = 0.10) only
in the case of separate data. A statistically significant
break in regression parameters for both separate and
consolidated statements is further confirmed by the
results of the Chow test. The above findings indicate
that the periods of economic downturns and prevail-
ing bearish sentiments generally decrease the value
relevance of both examined accounting variables, which
supports the third hypothesis of the present study. The
empirical evidence of this impact in the analyzed sample
of banks, however, seems much stronger in the case of
book values of equity.

6.DISCUSSION AND CONCLUSIONS

The present study attempts to contribute to the ex-
isting pool of knowledge in the following ways. First,
by providing some insights on the impact of changing
market sentiments on the value relevance of funda-
mental accounting variables and second, by extending
the literature on the value relevance of banks’ financial
reporting in the emerging economies.

The results of the research indicate that the course
of the market cycle is partially driving the fluctuations
of the value relevance of book values of equity and net
earnings in the Polish banking industry. The empirical
evidence obtained for both separate and consolidated
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Table 5
Estimations of Model 3 for the separate and consolidated financial statements (pooled sample)
Model 3: ;, =Yo+YpoD, +v,BVPS, +v,EPS, +7; (DIBVPSI)+Y4 (DtEPSr)+ 9,
Separate financial statements Consolidated financial statements
Esti- Collinearity statistics |  ggi- Collinearity statistics
Parameter/statistic | mate/ Std.er- t_StétiS_ Sig. Toler- mate/ Std.Er- t_StétiS_ Sig. Toler-
value ror tic e VIF value ror tic e VIF

Yo -4.497 | 5.394 | -0.834 | 0.405 -2.022 | 5.508 | -0.367 | 0.714
Yoo 6.048 | 10.018 | 0.604 | 0.547 | 0.549 1.820 6.651 [10.571| 0.629 0.530 0.549 1.820
Y, 1.600 | 0.097 | 16.494 | 0.000 | 0.251 3.978 1.532 | 0.097 | 15.800 | 0.000 0.244 4.100
Y, 4.591 | 0.653 7.025 0.000 | 0.269 3.719 4.513 | 0.640 | 7.051 0.000 0.263 3.807
A -0473 | 0220 | -2.152 | 0.032 | 0.125 7.996 -0.537 | 0.209 | -2.567 | 0.011 0.138 7.247
Y, -2.776 | 1.684 | -1.649 | 0.100 | 0.153 6.545 -2.006 | 1.602 | -1.253 | 0.212 0.176 5.673
F-statistic 350.512 0.000 342.026 0.000
R? 0.873 0.878
Adj.R? 0.871 0.876
Chow test statistic 25.851 0.000 23.485 0.000
N 260 243
Ny 181 172

Aoy 79 71

financial statements suggest that the timing and mag-
nitude of changes in the rate of return on a broad mar-
ket index (WIG) appear to be generally reflected by the

observed fluctuations in the sensitivity of banks’ stock

prices to changes in BVPS and EPS. In the periods of a

bull market, the value relevance of both book values and

earnings tends to improve while the periods of bearish

sentiments usually decrease it. In turn, the impact of the

market cycle on the ability of the examined accounting

variables to explain the variance in banks’ stock prices

is much weaker and in fact detectable only in the case

of book values of equity.

Interestingly, the influence of the changing inves-
tors’ sentiments on the value relevance of book values
of equity and earnings has clearly amplified after the
year 2004. This observation suggests that an increased
sensitivity of the value relevance of accounting data to
the course of the market cycle might result from the
changes in the regulatory environment, in particular,
the adoption of the International Financial Reporting
Standards that became mandatory for consolidated
statements of listed companies since 2005. In the case
of banks, other major changes in the examined period
regard the implementation of the Basel II and Basel 111
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regulations, and in particular their impact on estimation
of minimum capital requirements and asset impairment
under the internal ratings-based approaches.

The empirical evidence on the impact of the market
cycle on the value relevance of banks’ earnings appears
to be markedly weaker than the one observed for book
values of equity. For both separate and consolidated
statements, this influence is most pronounced in the
case of the responsiveness of banks’ stock prices to
changes in EPS, whereas the ability of earnings to ex-
plain the variance in the market value seems largely
unaffected by the shifts of investors’ sentiments. There-
fore, even though the value relevance of earnings in
the Polish banking sector seems quite unstable over
the examined period, the empirical evidence suggests
that its fluctuations are driven primarily by factors
other than the course of the market cycle. In particu-
lar, it seems likely that this volatility might be largely
attributable to the aforementioned intensity of the
regulatory activities.

The findings of the study also suggest that the im-
pact of the market cycle on the value relevance of ac-
counting variables might, in fact, differ for separate and
consolidated statements. In the case of book values of
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equity, the shifts in market sentiments exert a stronger
influence on the value relevance of consolidated data. In
contrast, the value relevance of banks’ earnings seems
to be more sensitive to the course of the market cycle
when the separate statements are analyzed.

Consistent with the results of the majority of prior
investigations in the relevant literature, the findings
of the study also indicate that the periods of economic
downturns and prevailing bearish sentiments in the
capital markets generally decrease the value relevance of
both book values of equity and earnings in the banking
industry. Additionally, the decrease in the value relevance
of book values seems to be more pronounced in the case
of consolidated data while for the net earnings it appears
to be stronger for the separate statements.

For both separate and consolidated data, the value
relevance of book values of equity seems to be more
robust to adverse sentiments than the value relevance
of earnings. This observation might result from the fact
that book value of equity is typically perceived by the

PM. Bolibok

investors as a proxy for bank liquidation value, but in the

times of expansion and bullish sentiments, it might also

determine their perception of banks’ ability to increase

the scale of their risky operations. The value relevance of
earnings usually drops considerably in adverse economic

conditions, which suggests that equity investors become

less convinced of the usefulness of current earnings as

predictors of the future banks’ performance, especially
when the reported earnings numbers are likely to be

subject to management discretion and income smooth-
ing practices, and when the regulatory environment
becomes increasingly volatile.

The results of the research indicate a need for further
investigation of the impact of market cycles on the value
relevance of accounting data, not only in the context
of the banking sector. In particular, the future research
might try to explore the impact of the changes in the
regulatory environment on the sensitivity of the value
relevance of accounting-based variables to the shifting
sentiments of equity investors.
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