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In the asset pricing literature, operating profitability is demonstrated to play an
important role in explaining future stock returns. Two lines of explanations for
operating profitability’s pricing ability lie in the decomposition of its numerator and
the choice of the deflator. The main purpose of this study is to investigate how the two
effects jointly determine future stock returns. Based on a series of comprehensive
analyses, we confirm that cash-based operating profitability deflated by the book value
of total assets dominates other combinations of operating profitability’s numerators
and deflators in explaining future stock returns. The accruals, instead, generate better

explanatory power for stock returns when market value of equity is used as the deflator.
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