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THEORETICAL FRAMEWORK, LITERATURE REVIEW,
AND HYPOTHESIS DEVELOPMENT

2.1 Theoretical Framework

In the late 1960s the informational approach played an important role in 

accounting theory. The seminal paper of Ball and Brown (1968) presents evidence that 

accounting data (e.g. earnings) influence (in setting) stock prices. The following studies 

confirm that accounting data convey information useful in setting stock prices. Obviously, 

the informational approach of accounting theory is reflected in FASB’s Statement of 

Financial Accounting Concept No. 1 (1978):

‘Financial reporting should provide information that is useful to present and 

potential investors and creditors and other users in assessing the amounts, timing, and 

uncertainty of prospective cash receipts....’

Therefore, the data in financial reports play an informational role to facilitate 

decision makers, e.g. investors and/or creditors. The broad area of accounting research for 

investigating the informational role of accounting data includes the research on the relation 

between capital markets and financial statements. After the seminal publication of Ball and 

Brown (1968), over 10,000 published papers have appeared in famous journals (Khothari,

2001). From the literature, earnings are the most popular of accounting numbers used in the
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investigations on usefulness of accounting numbers for stock valuation. However, earnings 

have limited explanatory power in explaining stock returns (Lev, 1989). Moreover, earnings 

are difficult to analyze because there might be problems due to the manipulation in their 

accrual component and the subjective nature of the accrual accounting process, which limits 

the comparability of financial statements among firms. Prior research has found a 

relationship between management compensation and changes in current accruals, indicating 

of manipulation in accruals (Healy, 1985; DeAngelo, 1986; Jones, 1991). For 

comparability, there is an argument on the variety in accounting methods of the same 

accounting practices (e.g. depreciation, inventory valuation, provision). Since the General 

Accepted Accounting Principle (GAAP) allows more than one accounting method in the 

same accounting practice, the accrual process is subjected to an arbitrary selection by the 

managers. There is a possibility that the different firms will apply different accounting 

methods in the same economic transactions. As a result, the reliability and relevance of 

earnings is questioned due to its accrual components. Hence, other non-accounting 

numbers are examined. Among others, cash flows have been raised because of several 

reasons. For example, cash flows reflect the economic realities of a company’s performance 

(Lev and Ohlson, 1982) and are less manipulated than earnings. Also, the change in security 

analysis from an eamings-oriented valuation approach to a discounted cash flows approach

casts doubt on the efficiency of the accrual system (Beaver, 1998).



12

2.1.1 The Role of Accounting Numbers in the Valuation of a Firm

In the late 1960s, the capital asset pricing model (CAPM) was

introduced in the finance literature. The CAPM has had an important impact on the 

accounting literature due to the fact that it introduced the factors that affects the market 

value of securities and relating to accounting numbers. As a result, accounting numbers 

have been examined as information used in the valuation of a security.

The original version of the CAPM is based on (perfect certainty by) the 

following assumptions: (1) Perfect certainty, (2) Perfect capital markets, (3) Rational 

investors and (4) Investors assume that other individuals also act rationally. The market 

value of a firm can be written as the discounted present value of future cash flows (of the 

firm) as:

Vj 0 = the market value of firm i at the time 0 

rT = the market rate of return for the period T 

Ç 1 = the net cash flows of firm i for period t 

T = the life of firm i

However, perfect certainty is not feasible in the real world. Hence, the CAPM

(1)

Where:

under uncertainty was introduced by extending the Fisher model. The one-period CAPM
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assumes that investments are made at the beginning of the period and cash flows are 

received at the end of period. The model assumes:

a) The rates of return on assets have distributions described by the expected 

rate of return E(r) and the variance of returns.

b) Markets are perfect that there have no transaction cost and taxes, no 

individual investor can influence the market price of any asset, and all 

assets are infinitely divisible.

c) The investors have homogeneous expectations.

d) Investors are rational, risk averse, and maximize the expected utility of 

consumption. They also assume that other individuals act rationally.

e) All individuals can borrow and lend at the riskless rate rr

From these assumptions, the expected rate of refera on a risky asset is equal to 

the rate of return on the riskless asset plus a risk premium:

E  (r, ) = T ,  + IE  (r . ) -  r ,  1 -  0 )

where: E(r) = the expected rate of return on the asset

rf = the riskless rate o f return

E(r ) = the expected rate of return on the market portfolio of assets 

COV(r,rm) = the covariance between the rate of return on asset i and the rate of 

return on the market

0 2(rm) = the variance of the rate of return on the market
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Therefore, the difference between the Fisher perfect certainty model and the 

uncertainty model is the rate of return. The Fisher model has only one rate of return while 

the uncertainty model allows for many expected rates of return, depending on the level of 

risk.

To examine the CAPM as an expression in terms of price, the expected rate of

return on investment in firm i (for one-period) can be written as:

E ( r  1 )  =
£ ( C , , 1) - K ,0

V :
(3)

;,0

where:

E (ç  1) = the expected net cash flows of firm i at the end of the period 

Vj 0 = the market value of firm at the beginning of the period 

Therefore, the one-period CAPM can be expressed in terms of price by 

substituting equation (2) for E(r) in equation (3) and then, rearrange to obtain the firm 

valuation model as the following:

£(C „ 1) - [ E ( r m ) - r f ]

K.o =

C O V ( r i  , r m )

0-2 ( O
1 + r .

(4)

Equation 4 presents the value of firm i at time t as the discounted certainty

equivalent of cash flows at time 1 at the riskless rate. The certainty equivalent of cash flows

is decomposed into the expected cash flows at time 1 and a risk adjustment, i.e. the price of 

risk [E(rm) -  r)] multiplied by a measure of risk [COV(Ç 1, rm)/CJ2(rni)].
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Alternatively, the one-period CAPM can express the firm value as its expected 

future cash flows discounted at the expected rate of return for the risk of that cash flows 

according to

/'0 E { C  1, )

1 + E ( r  1)
(5)

The CAPM can be applied in a multiperiod setting by assuming that the riskless

rate and the expected rate of return on the firm are constant over time. Then the value of the

firm can be written as:

v i f i = ± E ( C 1,,)
^  [1 +  E ( r i ) ] ‘

(6)

Therefore, under the CAPM, researchers can investigate whether accounting

numbers convey information to the markets. From equation (6), the critical variables are 

expected cash flows of the firm and the expected rate of return that the market requires for 

the risk of those cash flows. Accounting numbers can be used to assess these variables (for

more details see Watt and Zimmerman, 1986 (chapter 2 and 5)).

By applying the CAPM the present study investigates whether the accounting

numbers (i.e. earnings and cash flows) convey information useful to assess future cash 

flows of a firm to the SET. The implication of accounting numbers on the CAPM can be 

examined in a two-period CAPM world, where a constant expected rate of reton is

assumed.

_ E 0 ( C  11)  1 E 0 ( C 1■ 2 )

'■ 0 =  l  +  £ ( ท )  [1 + ̂ ( ท ) ] 2
(7)
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and the value of the firm at time 1 is:

V i,\ = E S C ,A
1 + £ ( 0

(8)

Thus, the realized rate of return for period 1 is:

r i,i =
V  + c  - Vv i ,1 ^ °  / ,1 v i ,0

V. (9)
i ,  0

To examine the impact of accounting numbers on the firm valuation, the

expected rate of return is incorporated into the model:

r,, 1 = E { r  1) +
K ,1 +  c , . 1 + E ( r , ) ] (10)

i.o

Substituting equation (10) for V; 0 and V. 1 yields

r /,i = £ (r ,)  +
M ^  + c 11 + ^ > H 1 + * ( , ) ]
1 +  £ ( '• 1)  ' 1 + E (r,)  [ l  +  £ f r i ] -

Fi,0

[C, 1-  £0 (C, 1)] + [Ei(Cj 2) - E0(C; 2)].
r,.i = E (r  1) + - 1 + E (r.)

V,,
(11)

Equation (11) expresses that the difference between the realized rate of return of 

the firm for period 1 and the expected rate, i.e. abnormal rate of return [r 1 -  E(r)j, is driven 

by the unexpected cash flows for period 1 [Cj 1-  E0(Cj 1)] and the revision in expected cash 

flows for period 2 at the end of period 1 [E^c.12)- E0( ç  2)].
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The above illustration can be applied to a multiperiod world where the market’s

expectation at time t of cash flows for time t+1, t+ 2 ,........ are equal to cash flows of period

t, i.e. by assuming a martingale process.

Therefore, to investigate whether accounting numbers are useful for determining 

a firm’s value, researchers study the association between unexpected changes in accounting 

numbers (e.g. earnings, cash flows) and the unexpected rate of return of firms’ stocks. 

However, the association between the changes in firms’ accounting number and its 

abnormal rates of return during any specific period (e.g. quarterly, annually) does not imply 

that those accounting numbers convey information to the market. The association indicates 

that those accounting numbers reflect the factors affecting stock prices. In order to test 

whether any accounting numbers convey information to the stock market (i.e. it has 

information content)5, the association should be observed at the time the accounting 

numbers are announced (Watt and Zimmerman, 1986).

Som e researchers use the term  เ inform ation content’ to refer to the association between unexpected
accounting num bers (e.g. earnings, cash flows) and abnormal rate o f returns during any specific period, e.g. 
quarterly, annually (e.g. Ball and Brown, 1968; Rayburn, 1986; Bowen et al., 1987).
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2.1.2 The Role of Efficient Market Hypothesis

The efficient market hypothesis (EMH) plays an important role in an 

empirical study of the relations between accounting information and stock prices. In an 

efficient market, prices fully reflect all available information.6

The market efficiency has three major forms. In the weak form, security prices 

fully reflect information contained in past security prices and/or past trading volumes; in the 

semi-strong form, security' prices fully reflect all publicly available information (e.g. 

financial statement data); and in the strong form, security prices fully reflect all available 

information (including inside information).

The EMH has implications for this study which tests whether accounting data 

have information content. In an efficient market, securities fully reflect any information if 

that information is useful in security valuation. Previous studies in the US have provided 

evidence indicating semi-strong form of market efficiency (Beaver, 1998, Chapter 6). For 

the SET, previous research also provides evidence indicating that stock prices fully reflect 

public information, e.g. earnings (Suchitra Vacharajittipan, 1990, Pimpana Srisawasdi, 

1996, Nimnaul Keorath, 1996). Thus, the CAPM along with the efficient market hypothesis

6 Fam a (1970) states that i f  security prices fully reflect the inform ation available, the m arket is 
efficient. B eaver (1998) states that ‘The m arket is efficient with respect to som e specified inform ation system , if  
and only i f  security prices act as i f  everyone observes the inform ation system ’ (Beaver, 1998 pp.127).
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facilitates an investigation regarding the information content of any released information 

(e.g. financial reports).

Based on the CAPM and the EMH, accounting researchers assume that earnings 

can be used as a measure of current and future cash flows, and set out to analyze the 

association between unexpected changes in earnings and the unexpected rate of return on 

securities. From equation (11), the abnormal rate of return for a period is expressed as a 

positive function of the unexpected cash flows o f that period and the change in the expected 

cash flows for future periods. Then, earnings should be associated with abnormal rate of 

returns since earnings are an indicator of future cash flows. The literature of the association 

between accounting earnings and unexpected rate of returns has emphasized two questions: 

(1) whether earnings associate with unexpected rate of returns in specific periods (e.g. 

quarterly, yearly) and (2) whether earnings have information content (e.g. Ball and Brown, 

1968; Foster, 1977; Beaver et al., 1979). Those two questions are different in trying to 

explain the implications of earnings for stock prices. The former explores if earnings reflect 

factors affecting stock prices while the latter explores whether earnings convey useful 

information to the market (Watt and Zimmerman, 1986, Chapter 3). Investigating on 

information content of earnings (in this sense) needs to observe the change in stock prices at 

the times of earnings announcement.7 Previous research find evidence consistent with the

7 A  num ber o f  studies on incremental inform ation content o f  cash flows beyond earnings em ploy the
associate analysis o f  unexpected cash flows/eam ings and unexpected rate o f  returns in a yearly period.
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association between unexpected stock returns and unexpected earnings in both sign and 

magnitude for a given period (i.e. quarter or year) and the association between unexpected 

stock returns and unexpected earnings at the time of earnings announcements (Watt and 

Zimmerman, 1986, Chapter 3; Beaver, 1998, Chapter 5; Khotari , 2001).

Previous studies find that unexpected current cash flows have an association 

with abnormal rate of returns (Wilson, 1986 and 1987; Rayburn, 1986; Bowen et ah, 1987; 

Cheng et ah, 1996 and 1997). It implies that unexpected cash flows can be used to predict of 

the change in expected future cash flows under the CAPM. Further, several studies have 

investigated unexpected earnings and unexpected cash flows to find out which one has the 

highest association with abnormal returns, i.e. the relative or incremental information 

content studies (e.g. Rayburn, 1986; Bowen et ah, 1987; Wilson, 1986 and 1987; Ali, 1994; 

Biddle et ah, 1995; Ali and Pope, 1995; Wang and Eichensher, 1998; Cheng et ah, 1996 and 

1997). However, there is no conclusive evidence for the existence of the incremental 

information content of cash flows beyond earnings. Some studies provide evidence 

indicating that cash flows have incremental information content beyond earnings (Wilson, 

1986 and 1987; Rayburn, 1986; Bowen et ah, 1987; Cheng et ah, 1996 and 1997; Biddle et 

ah, 1995, Wang and Eichensher, 1998), while some studies find opposite results (Bernard 

and Stober, 1989; Ali, 1994; Ali and Pope, 1995). These prior studies emphasize only on 

operating cash flows and, in addition, operating cash flows are estimated simply by

adjusting earnings with some accruals, e.g. depreciation and changes in working capital.



Thus, the simple estimation of cash flows instead of using the reported cash flows might be

the cause of the low association between abnormal returns and cash flows. As a result, the 

usefulness of (reported) cash flows in the valuation of a firm is ambiguous.

Recently, cash flows are proposed to facilitate investors about the valuation of 

the firm because it provides information useful for assessing a firm’s ability to generate 

cash in the amount, timing, and certainty (IASC, 1994; TAS, 1994). Thus, cash flows 

information reported in the cash flows statements should have implications for the valuation 

of a firm, since it provides information useful for predicting the firms’ future cash flows. 

Further, operating cash flows reported in the cash flows statements are different from 

operating cash flows estimated simply by adjusting earnings with some accruals (Cheng et 

al., 1997). Operating cash flows from the cash flows statements are not articulated with the 

balance sheet in the sense that changes in current assets and liabilities presented on a 

balance sheet are often reported (Bahson et al., 1996). The usefulness of cash flows 

information reported in the cash flows statements is a new area of research to be explored.

2.1.3 Cash Flows Reported by statement of Cash Flows

The Institute of Certified Accountants and Auditors of Thailand 

(ICAAT) issued TAS No. 25 Statement of cash flows which mandate on financial 

statements from 1 January 1994 and onwards. TAS No. 25 requires the disclosure of cash 

flows information by classifying cash flows into three activities: operating, investing, and

financing activities. Further, it requires the disclosure of the individual major components of
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cash flows from each of activities. The cash flows from operating activities are the cash 

flows arising from the principal revenue producing activities of a company. Generally, they 

result from transactions and other events comprising net profit or loss. The cash flows from 

investing activities reveals the expenditures made for resources intended to generate future 

income and cash flows. The cash flows from financing activities are cash flows arising from 

the transactions on debts and equity and include other events that cause changes in the 

financial structure of a firm.

However, for reporting cash flows from operating activity, TAS No. 25 allows 

firms to use both direct and indirect methods. On the one hand, the direct method discloses 

cash flows from the principal revenue-producing activities, e.g. cash receipts from sales or 

other revenues, cash payments to suppliers of goods and services, and cash payments to 

employees. On the other hand, the indirect method presents cash flows from operating 

activity by adjusting net income by the effects of transactions of a non-cash nature, any 

deferrals or accruals of past or future operating cash receipts or payments, and items of 

income or expense associated with investing or financing cash flows (i.e. non-operating 

earnings). As a result, reporting cash flows from operating activity o f the cash flows 

statements demonstrates cash flows from operation, current accruals, noncurrent accruals, 

and non-operating earnings. In other words, the indirect method of reporting cash flows 

from operating activity reveals the components of earnings. For reporting cash flows from

investing and financing activities, TAS No. 25 requires reporting the major components of
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each of those activities in order to provide a guideline for each activity’s major components. 

As a result, the components of cash flows presented under the basis of TAS No. 25 

comprise two levels components that are: (1) the aggregate level with net cash flows from 

operating activity, net cash flows from investing activity, and net cash flows from financing 

activity, and (2) the disaggregate level with the components of each activity.

Most firms in the SET report cash flows from operating activity using the 

indirect method (Toommanon, 2001), which is comprised of CFO, current accruals, and 

noncurrent accruals. The major components of cash flows from investing and financing 

activities typically reported by the firms listed on the SET are consistent with the suggestion 

in TAS No. 25, that components of investing cash flows are: Cash flows for investments in 

property, plant, and equipment (hereafter by PPE), Cash flows from retirement of PPE, 

Cash invest in subsidiaries, and Cash invest in other firms’ securities. Components of 

financing cash flows are cash flows from debt issuances, cash flows from preferred stock 

issuances, and cash flows from common stock issuance.

2.2 Literature Review

Studies of the information content of cash flows are typically conducted by 

applying a regression analysis of the association between cumulative (abnormal) returns and 

cash flows measures. Two approaches are used in cumulating stock returns: (1) the short- 

return window (the event study method) that cumulates (abnormal) returns surrounding an

announcement date of annual reports (e.g. 9 days interval), and (2) the long-return window
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2.2.1. Short-return window studies (the event approach)

Wilson (1987) employs the event study method to investigate the 

incremental information content of the accrual and funds components of earnings beyond 

earnings itself. He decomposes earnings into 2 components, which comprise of funds from 

operations component and an accrual component respectively. He examines funds 

component of earnings as of 2 meanings: working capital from operations and cash flows 

from operations. The study measures information content by the regression approach and 

the portfolio approach that both use a two-stage procedure. In the first stage, he estimates 

cross-sectional accounting forecast equation for components of earnings by assuming that 

earnings are announced, i.e. the coefficients are assumed constant across firms. Then he 

performs the second stage that, for the regression approach, he produces the association 

between the residuals from the regression analyzing in the first stage and the market model 

prediction errors. For the portfolio approach, three portfolios (Low, Medium, High) are 

formed by the magnitude of the residuals from the first stage in order to compare their mean 

abnormal returns with a Hotelling I^-test. The main result of the regression approach is the 

nine-day event interval, which found that the coefficient of cash flows from operations is

that cumulates (abnormal) returns over a year. There are only two studies that applied the

event study method whilst a lot of studies applied the second approach as is summarized

below.

positive and significantly different from zero, whereas the working capital from operations
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is not significant. The results of the portfolio are consistent with the regression approach 

that there is a significant difference in the abnormal returns across portfolios when funds 

were defined as cash from operations and a nine-day event interval was used. According to 

the results, Wilson concluded that the components of earnings have incremental information 

content over earnings itself if funds component is cash flows form operations, but not if 

funds component is working capital form operations. This implies that total accruals and 

cash from operations taken together have incremental information content beyond earnings.

Wilson (1986), in addition to Wilson (1987), constructs the two-return model 

that separately measures the abnormal returns of the two announcement events o f earnings 

and its components, i.e. the event that earnings and revenue are announced by the Wall 

Street Journal and the event that annual report is received by the stock market. Then he 

investigates on the information content of cash flows and accrual components of earnings 

and their incremental information content beyond each other and beyond earnings by 

finding out the incremental informativeness of new information released at those two 

events. The results are consistent with Wilson (1987) that cash flows from operations and 

total accruals (current and noncurrent accruals) have incremental information content 

beyond earnings and beyond each other. However, the information of total accruals is 

dominated by current accrual, so that there is only little information contained in noncurrent

accrual.
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Bernard and Stober (1989) assess the generality and robustness of Wilson (1986 

and 1987)’s results those suggesting to the extent that investors react more favorable to cash 

flows component than accrual component of earnings. They conduct the same tests with 

Wilson but use the longer period and use the greater observations from many industries. 

The results indicate that the results of Wilson couldn’t be confirmed by different samples 

and by different periods. Bernard and Stober, then, examine more contextual frameworks of 

the implications of cash flows and accruals in setting stock price. They construct three 

alternative explanations: the quality of earnings explanation, the macroeconomic condition 

explanation, and the mix of components of unexpected current accruals explanation. For 

the quality of earnings explanation, they predict that current accruals have a smaller impact 

on prices than cash flows due to the manipulation in current accruals. Their results couldn’t 

confirm the results of Wilson over times and over industries, so that the quality of earnings 

explanation cannot be claimed. For the macroeconomic conditions explanation, they explain 

that in the economic downturn period, the market would react favorably when management 

liquidates noncash working capital for cash. So, they predict that the coefficient o f cash 

flows might more than the coefficient of current accruals. In contrast, in the expansion 

period, they explain that the market reacts favorably when management uses cash to 

increase noncash working capital. So, the higher coefficient of cash flows than accrual 

should be found. They use gross national products (GNP) and interest rates to be proxies of

macroeconomic conditions. However, the results cannot support their predictions that all of
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coeffic ien ts are no t sign ificantly  d ifferen t from  zero and som e coefficients are appeared on 

the w rong  signs. F o r the m ix  o f  com ponents o f  the explanation  o f  unexpected  current 

accruals, th ey  decom pose curren t accruals into the increases in inventories, p lus the 

increases in receivab les, and m inus the increase in  payables. They explain  that the m arket 

should  d ifferen tly  react to these com ponents o f  curren t accruals due to its d ifferent 

reflection  abou t m anagers’ beliefs concern ing  w ith  future sales levels. T he results suggest 

tha t the  ind ividual com ponents o f  curren t accrual have no im pact on stock  p rice setting.

2.2.2 Long-return window studies

R ayburn (1986) relies on the question o f  w hether accruals provide 

in form ation  to  aid  investo rs’ p red ic tion  o f  future cash  flow s over the cash flow s inform ation 

con tain ing  in financial statem ent. G iven that the relation  betw een security  re tom s and 

operating  cash  flow s is existent, accruals should  re la te  to  security  returns i f  accrual 

ad justm ent p rocess aids investors to assess the future cash  flows as claim ed in SFAC N o. 1 

(1978). She regress abnorm al returns on unexpected  operating  cash flow s and unexpected  

accm als. T he results show  tha t unexpected  cash flow s from  operation  have significantly  

positive  association  w ith  abnorm al returns w hile  unexpected  accm als have significantly  

negative  association . H ow ever, w hen  she analyzes the com ponents o f  accm al, the results 

ind icate  th a t curren t accm als have strongly  positive association  w ith  security  re turns w hile

noncurren t accm als have w eak ly  negative association. As the results, in overall, the
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B ow en, B urgstahler, and  D aley (1987) tests for an association  o f  unexpected  

returns w ith  unexpected  cash flow s, unexpected  w ork ing  capital from  operation , and 

unexpected  earnings in  o rder to explore the increm ental inform ation conten t am ong these 

inform ation. T he results suggest tha t cash  flow s have increm ental in form ation conten t 

beyond  earnings and w ork ing  cap ital from  operation. E arnings and w ork ing  capital have 

increm ental in form ation  conten t b eyond  cash flow s. Further, w ork ing  cap ita l from  operation  

has a  little  increm ental in form ation conten t beyond  earnings. T he au thors conclude that 

cash-based  as w ell as accrual-based  accounting  inform ation are im pounded  in  security  

p rices and  have increm ental exp lanatory  pow er beyond  inform ation contained  in each o ther 

alone.

L ivnat and Z arow in (1990) investigate the inform ation conten t o f  cash flow s 

in fo rm ation  tha t is required  to  d isclose by  SFA S N o. 95. T hey  em phasize on  the 

com ponents o f  cash flow s from  operating , investing , and financing activities. T hey 

docum ent tha t the cash  flow s from  operating  activ ity  and its individual com ponents under 

the d irect m ethod  have association  w ith  security  returns. Further, the evidences also indicate 

to  the  ex ten t o f  in form ativeness o f  individual com ponents o f  cash  flow s from  financing  and

information content o f operating cash flows, aggregate accruals and current accruals are

strongly supported while that o f noncurrent accruals is only weakly supported.

investing  activities. T he in form ation conten t o f  the aggregate num ber o f  cash flow s from
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operating  and investing  activ ities are also supported; how ever, there is a  w eak  ev idence to 

support the  aggregate  num ber o f  cash  flow s from  financing activity .

Jennings (1990) presen ts the basis o f  in terpreting  increm ental in form ation  
«

con ten t o f  earn ings and earnings com ponents. H e in troduces tw o  issues in this line o f  

research . T he first one is the research  to w hich  analysis the inform ative com position  o f  

earn ings (i.e. C ash  F low s from  O peration— stated  by C FO  and  A ccruals— sta ted  by  TA ). 

T he second  issue is the research  in exam ining the level o f  earnings d isaggregating  (i.e. 

E arn ings, stated  by  N I, w ork ing  capital from  operation , stated  by  W C F O , and  C FO ). T he 

earn ing  com ponents approach  regresses stock returns on C FO  and  T A  (i.e. R E T  =  0 ,  +  

9 2c f o  +  0 3T A  +  e) to  test for tw o questions: (1) w hether the inclusion  o f  each  com ponen t 

m akes in form ativeness to  earnings, that is exam ining the d ifference from  zero  o f  reg ression  

coeffic ien ts o f  each  com ponent (i.e. 0 2 and  0 3), and  (2) w hether d isaggregating  

com ponen ts o f  earnings provides inform ation increm ent to aggregate earnings, tha t is 

exam in ing  the  p reference  o f  separate  d isclosures o f  ind ividual com ponents o f  earn ings by  

testing  the equality  am ong coefficients o f  earnings com ponents (i.e. 0 2 =  0 3). I f  the 

coeffic ien ts are n o t equal, it im plies that d isc losing o f  ind ividual com ponents o f  earn ings 

adds in form ation  beyond  disclosing o f  aggregate earnings lonely  because investors va lue  

them  differen tly . T he level o f  earnings d isaggregating  approach  is reg ressing  o f  stock  

re turns on each level o f  d isaggregating  earnings, in o rder to  investigate the  increm ental

in form ation  con ten t o f  d isaggregating  earn ings’ com ponents beyond  earn ings (i.e. R E T  =  Y,
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+  Y2C FO  +  y 3N I +  e). T hat is the test o f  w he ther the coefficients o f  each  level are equal to 

zero w hen  contro l the o ther levels. N onzero  o f  y 2 im plies tha t investors value  C FO  and TA  

differently . H ow ever, independent variab les o f  such both  approach  are linear 

transform ations o f  each other, thus coefficients in  the equations o f  those approaches are also 

a  linear transfo rm ation  o f  each others. A s a result, the test o f  w he ther C F O  adds 

in form ativeness to earnings is perform ed by  02 =  Y2+ Y3 =  0, the test o f  w hether T A  adds 

in form ativeness to  earnings is test by  0  3 =  y 3 =  0, and the test o f  w he ther investors value 

C FO  and T A  differen tly  is operated by  0 2- 0 3 =  Y2 =  0.

A li (1994) investigates on the increm ental inform ation con ten t o f  earnings, 

w ork ing  cap ita l from  operation, and cash  flow s from  operation  in a  stock  price valuation . 

H e em ploys bo th  linear and non linear m odels o f  the relations betw een  returns and  those 

variables. T he results o f  a linear m odel indicate that earnings have increm ental inform ation 

con ten t beyond  w ork ing  capital from  operation  and cash  flow s. W orking  cap ita l from  

operation  has increm ental inform ation conten t beyond  earnings and cash  flow s, and  cash 

flow s have  no  increm ental inform ation con ten t beyond earnings and  w ork ing  capital. 

Further, the  ev idence supports the ex ten t o f  non linear re la tion  betw een  those variab les and 

stock  returns. T he increm ental inform ation conten t o f  cash  flow s beyond  earn ings and 

w ork ing  cap ita l from  operation could  be explored by using the nonlinear m odel. 

F urtherm ore, R 2 o f  the  non linear m odel w as h igher than  o f  the linear m odel.



31

Instead  o f  em phasis only  on  the  operating  flow  as the  p rio r studies, C lubb  (1995) 

incorporates cash  flow s from  investing  and financing activities into the investigation  on 

in form ation  con ten t o f  earn ings and cash  flow s. H e relies on the assertion  that d iv idends are 

the appropria te  m easures o f  aggregated  cash flow s for equity  valuation . H e em ploys the 

linear d iv idend  valuation  m odel in h is study, w hich  div idends derived  from  operating  flow , 

investing  flow , and financing flow. H e uses the U K  data sets covered  the year 1955-1984. 

T he find ings ind icate tha t bo th  d iv idends and cash flow s have in form ation  con ten t and have 

increm ental in form ation  content beyond  earnings. Therefore, those evidences support that 

operating  cash  flow s, investing  cash  flow s, and financing cash  flow s are valuation  re levan t 

com ponents o f  dividends. H ow ever, d isaggregating  div idends into those com ponents seem s 

to  have little  in form ation addition  to  the  inform ation o f  d iv idend itse lf  fo r the  reason  that 

the m arket reacts to  those com ponents sim ilarly.

B iddle, Seow , and  siegel (1995) investigate the relative and the increm ental 

in form ation  con ten t o f  n e t sales (N S), cash flow s from  operation  (C F), and net incom e (NI). 

T hey  regress abnorm al returns on those variables by  using  the firm  year data covering  o f  the 

y ea r 1974-1986 o f  659 com panies. T he prim ary  results indicate tha t each o f  m easures have 

increm ental in form ation  conten t beyond  others. H ow ever, the results suggest tha t the 

specific qualifica tion  o f  industries have im portant effect on the increm ental inform ation

con ten t o f  those  variables.
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A li and  Pope (1995) exam ine the relative and increm ental in form ation  con ten t o f  

earnings, w ork ing  capital from  operation, and  cash flow s from  operation  as o f  the 

perform ance m easures for the U K  firm s. They em ploy tw o m ethodologies in this study, i.e. 

linear and non-linear relationsh ip  betw een  stock  referas and accounting  inform ation. T he 

results reveal that all o f  those variab les have inform ation content; how ever, earnings have 

h igher relative inform ation content than  the others, w hilst w ork ing  cap ital from  operation  

have h igher re la tive  in form ation conten t than cash flow s from  operation. The non-linear 

m odel p rov ides the h igher R 2 than  the linear m odel. B eside, the results indicate that all 

ind iv idual variab les have increm ental inform ation content beyond  others in the non-linear 

m odel, bu t cash  flow s have no increm ental inform ation conten t beyond the others in  the 

linear m odel.

C heng, Liu, and Shaefer (1996) investigate w hether the  increm ental inform ation 

con ten t o f  cash  flow s from  operation  increase w hen  earnings are transitory . They m easure 

transito ry  o f  earn ings by  the absolute changes in earnings scaling by  stock  prices at the 

beg inn ing  o f  the year and the  earnings scaling  by  stock price (E/P ratios). T he results 

indicate that earn ings and  cash flow s from  operation  have increm ental inform ation conten t 

beyond  each other. T he  transitory  elem ents o f  earnings reduce the increm ental inform ation 

conten t o f  earnings w hereas increase the increm ental in form ation conten t o f  cash flow s

from  operation.
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C heng, L iu, and  Shaefer (1997) study on an increm ental in form ation con ten t o f  

cash  flow s from  operation  beyond earnings. T hey  regress abnorm al returns on bo th  o f  level 

o f  and unexpected  earnings and both o f  level o f  and  unexpected  cash flow s from  operation. 

They docum ents that earnings and cash flow s from  operation have increm ental value- 

relevance beyond  each other. Further, they found that w hen  cash flow s from  operation  o f  

SFA S N o.95  is incorporated  into the m odel o f  estim ated cash  flow s from  operation , the 

estim ated  cash  flow s from  operation  loss its value-relevance. Such evidence suggests that 

cash  flow s inform ation prov id ing  under SFAS N o. 95 outperform s cash  flow s estim ating 

from  the o ther financial statem ents.

W ang  and E ichensher (1998) study on the re lationship  betw een  the 

inform ativeness and the pred ictab ility  o f  cash flow s from  operation. B asing on the theory  

(L ipe, 1990) tha t the in form ativeness o f  an accounting  variable is a function  o f  bo th  its 

p red ic tab ility  and  the p red ic tab ility  o f  other available accounting variables, this study 

predicts tha t the cash flow s coefficients positively  relate to its predictab ility  and negatively  

relate to p red ic tab ility  o f  earnings. The au thor em ploys 3,010 firm -year observations 

covering the y ear 1977-1986. The results are consistent w ith  their p redictions tha t cash 

flow s are significantly  increm entally  inform ative w hen  the predictability  o f  earnings is low  

as w ell as w hen  the p red ic tab ility  o f  cash  flow s is high.

G arrod  and H adi (1998) investigate the  inform ation conten t o f  cash  flow s item s

th o se  a re  re q u ire d  by  F R S  1. T h ey  reg ress  12-m onth  cu m u la tiv e  ab n o rm al re tu rn s  on
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changes and  lev e ls  o f  th e  item s th a t th ey  ex am in e  b o th  o f  ag g reg a te  item s (e .g . n e t cash  

flow s from  o p e ra tin g , in v estin g , and  fin an c in g  ac tiv itie s) and  d isag g reg a te  item s (i.e . 

subcom ponents o f  aggregate item s). The results indicate to the extent o f  the inform ation 

conten t o f  all item s except fo r cash  flow s from  taxation. Further, they exam ine the  p e r share 

data o f  those item s. T he  resu lts  are co n sis ten t w ith  the  level ap p ro ach  th a t th ey  co n c lu d e  

that the level and  the p e r share bases o f  cash  flow s inform ation convey the sam e am ount o f  

inform ation.

B lack  (1998) investigates the value relevance o f  earnings, operating  cash  flow s, 

financing cash flow s, and investing  cash flow s in each lifecycle stage o f  a firm . H e 

classifies firm -year observations into one o f  the four life-cycle stages (start-up, grow th, 

m ature, and decline) regarding m ultivariate approach  that exam ines financial characteristics 

and  age o f  firm s. H e investigates the value relevance o f  those variables in  each  state by 

regressing  m arket value o f  equity  (a t the end o f  three m onth  after fiscal year end) on those  

variables. The results indicate that the value  relevance o f  each variable vary  across life- 

cycle stages. T he evidence suggests to  the ex ten t o f  value relevance o f  earnings and  cash 

flow s in form ation  in  setting stock  p rices; how ever, vary  by stages o f  firm s’ life cycle.

C haritou , C lubb, and A dreou (2000) investigate on the value  relevance o f  

earn ings and cash  flow s from  operation  in Japan. Further, they  exam ine the effect o f  

transito ry  o f  earn ings on value  relevance o f  earnings and cash flows. T he results ind icated

that earnings and  cash  flow s have value re levance and they provided increm ental va lue
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relevance beyond  each  other. W hen earnings are transitory, the value relevance o f  earnings 

is d im inished w hile  the va lue  relevance o f  cash flow s is im proved.

K anokpom  N ark tub tee  (2000) investigates on the value relevance o f  revenue, 

earnings, and cash flow s in form ation as the perform ance m easures o f  Thai firm s. She 

classifies cash  flow s into cash  from  operating, financing, and investing activ ities tha t the 

data are co llected  from  the cash flow s statem ents. She regresses stock  prices on those 

m easures by  em ploying  the annual data during 1994-1997 o f  the firm s listed in the  S tock 

E xchange o f  T hailand. T he results show  that earnings, cash  flow s from  operating activity , 

cash  flow s from  financing activity , and revenue have a significantly  positive association  

w ith  stock  p rices w hereas cash  flow s from  investing activity  has a significantly  negative 

association . T he  results o f  re la tive  value-re levance analysis indicate tha t in form ation o f  cash 

flow s ou tperform s tha t o f  earnings and revenue in pricing the stocks o f  T hai firm s. Further, 

she investigates on the in form ation conten t o f  cash flow s from  operation  (C FO ), by  

regressing  abnorm al returns on C FO , and its increm ental inform ation content beyond 

earnings, by  regressing  abnorm al returns on C FO  and Earnings. The results reveal a  p ositive  

association  o f  abnorm al returns and C FO , and also a positive relationship betw een earnings 

and  abnorm al returns, as o f  her expectation. H ow ever, the results p rovide the w eak  evidence 

to  support the ex ten t o f  significan t inform ation providing by C FO  and the extent o f  

increm ental in form ation  o f  C FO  beyond  earnings, w hilst the  evidence strongly support the

ex ten t o f  increm ental inform ation conten t o f  earnings beyond CFO.
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C haritou , C lubb, and A ndeou  (2001) incorporate the con tex tual factors (i.e. 

earn ings perm anence, the earn ings grow th, and  firm  size) into the  investigation  o f  

increm ental in form ation  content o f  earnings and  cash flow s from  operation  in  the  U K  stock  

m arket. T he results indicate tha t w hen  earnings are transitory the  in form ation  con ten t o f  

earnings decrease and the in form ation  conten t o f  cash flow s from  operation  is no t increase 

that con trad ic ts w ith  the evidences from  the U S o f  C heng et al. (1996). F urther, the  firm s 

w ith  h igher earn ing  grow th (m arket-to -book  ratio) have h igher stock  p rice  response to  

earn ings re la tive  to  firm s w ith  low er grow th. T he evidence w eakly  supports tha t th e  firm s 

w ith  h igher grow th  have h igher stock  price response o f  cash flow s from  operation  than  the 

firm s w ith  low  grow th. B esides, firm  size effect did no t found.

2.2,3 O ther related studies

B lack  and Scholes (1973) suggest that levered firm s’ equity  could  be 

v iew ed as a call option  that in shareholders perspective, the value o f  the shareho lders’ 

position  is equal to  the p resen t va lue  o f  the bond  and a call option. T hat m eans, at the 

m aturity  date o f  the bond, the shareholders w ill exercise their call option  by  pay ing  o ff  

bonds and  then  reap  the excess i f  the  value o f  firm  (V ) is h igher than the repaym en t am ount 

o f  the bond  (D). In contrast, the shareholders w ill default on the debt and no t exercise the 

option  i f  the  value  o f  firm  is low er than  the repaym ent am ount o f  the bonds. A s a  resu lt the  

w ealth  o f  shareholders (ร) can be w ritten  by:

ร = M A X (0 , V-D ),
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W hile the  w ealth  o f  bondho lder (B ) is w ritten  by:

B =  M IN (V ,D )

T he curren t bondholders w ill take a  loss o f  w ealth  w hen  n ew  deb t is issued  w ith  

an equal claim  on the firm s’ assets. A s a result, curren t bondholders are posited  in  a risk ier 

position  that they  cannot take m ore charge for the  ex tra  risk  because b o n d  has been  issued. 

The m arket value o f  bonds w ill fall w hen  new  debt is issued due to  increasing  in risk  that 

the new  bondho lders pay  a t fair p rice  fo r their position . A s a resu lt, shareholders expropria te  

the w ealth  o f  curren t bondholders w hen  new  bond  is issued, i.e. the  w ea lth  o f  shareholders 

increases. T his hypothesis, thus, p red ic ts tha t issu ing  new  deb t is reac ted  positively  b y  the  

stock  m arket.

M yers (1977) show s th e  m odel th a t an ex istence o f  deb t can  ch ange  the 

co rp o ra te ’ ร investm ent decision  in som e situations. H e expresses tha t a firm  is valued  

based  on going  concern  concept, th en  the f irm ’s value com posed  o f  the  m arket v a lu e  o f  

assets in  p lace  and the p resen t value  o f  future grow th opportunities. T he firm s’ grow th  

opportun ities can  be regarded  as call options th a t its value sub ject to  the  firm s’ d iscre tionary  

investm ent in  the future, w hile the va lue  o f  assets in p lace  does no t depend  on  the  firm s’ 

d iscre tionary  investm ent. M yers illustrates th a t assum ing firm s have  valuab le  grow th  

opportun ities, the  value o f  firm s is a m onoton ically  decreasing  function  o f  a repaym en t 

am oun t o f  debt, and the value  o f  firm  is m ax im um  w hen  the  v a lue  o f  deb t and a repaym en t

am ount o f  deb t equal zero. H is m odel suggests tha t firm s w ith  valuab le grow th
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opportunities are less likely to issue risky debt i f  the m anagers act in the shareho lders’ 

interest. T ha t is because risky  deb ts lead the firm  to avoid  investm ent in positive-N PV  

pro jects in the future tha t reduce firm s’ value and then  reduce shareho lders’ w ealth . In the 

o ther w ord, the existence o f  deb t leads to  the  sub-optim al investm ent decisions in o rder to  

m ain ta in  the m axim um  value o f  shareholders. This m odel suggests tha t the stock  m arket 

likely reacts m ore  negatively  to  issuing deb t o f  h igh-grow th  firm s than  to  issuing deb t o f  

low -grow th  firm s.

R oss (1977) presen ts the signaling  hypothesis th a t assum ing m anagers know s the 

future d istribution  o f  firm  returns w h ilst investors do not. H e show s tha t m anagers benefit if  

the firm ’ securities are m ore h igh ly  valued  by  the  m arket w hile  they  are penalties i f  the firm  

goes bankrupt. A s a result, m anager o f  h igh quality  firm s signal the ir h igh  quality  by  using 

the  h igh-leveraged  cap ital structure for the ir com panies. In  contrast, m anagers o f  low- 

quality  firm s have h igher m arg inal expected  bankruptcy  cost fo r any debt level th a t caused 

them  unw illing  to  use deb t finance, and then  they  use equity  finance. Therefore, investors 

use  the cap ital structure as a signal to  d ifferen tiate  betw een high- and low -quality  firm s. The 

investors are w illing  to  assign h igher valuations to  h igh ly  levered  firm s. T he signaling 

m odel p red ic ts tha t stock prices increase on deb t issues, and  decrease on equity  issues, i.e. 

deb t issues signal good new s and equity  issues signal bad  new s.

A m ihud  and  Lev (1981) suggest tha t m anagers have incentive to d iversify  their

firm s because they  have m uch o f  h is or her hum an capital in a  firm  tha t could be destroyed



39

M yers and M a jlu f (1984) provide a theoretical ju stifica tion  for the peck ing  order 

theory . The peck ing  order theory  is based  on tw o basic assum ptions. F irst, the asym m etric  

in form ation  assum ption  w hich  assum ing  tha t m anagers o f  a  firm  know  bette r ab o u t the 

f irm ’s curren t earn ings and investm ent opportunities than  outside investors. Second, the 

m anagers o f  a  firm  are assum ed to  act in the b est interests o f  the  existing shareholders o f  a 

firm . The theo ry  expresses th a t m anagers are unable to convey  in form ation about a  new  

positive-N P V  investm ent opportun ities to  outside shareholder. So, in  the case that they  issue 

new  stock  to  raise fund for the investm ent, the investor w ill buy  these stock  only a t a p rice 

th a t does no t re flec t a  n e t positive  N P V  investm ent. T herefore, the  value  o f  the new  p ro ject 

is d istribu ted  to  the new  shareholders at the expense o f  the old shareholders. The peck ing  

o rd er hypo thesis p red icts tha t the  m anagers w ill refuse to  accep t positive-N PV  pro jec ts i f  

th is w ould  lead  to  issue new  equity. The solution o f  the firm s to m aintain  the positive-N P V  

investm ent opportun ities is re ta in ing  sufficien t financial slack  to be ab le to  fund these  

investm ents (M yers and M ajluf, 1984).8 The peck ing  order theory  explains that firm s w ith  

va luab le  investm ent opportun ities use  a  w ay  to  finance the ir p rojects in ternally , or se lect the

by a single sour investment, that diversifying the firm is mean diversify their own portfolio.

They argue that there is possible that those managers accept negative-NPV project from

acquisitions in purposing to diversify their own portfolio.

8 Financial slack is defined as a firm’s cash and marketable securities and the unused (risk-tree) debt
capacity.
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least risky  securities possib le i f  they  need  to  finance in the  external source o f  fund. T he 

firm s w ill finance by  issuing new  stock  only in the case that m anagers consider the  firm ’ 

shares are over valued . T he investors understand  such behav io r o f  the  m anagers, and  then  

they  alw ays reac t to  the  new  stock issuing as bad  news. H ow ever, in the special case that 

the firm s have the  positive investm ent opportunities and all investors know  tha t value. T he 

m anagers p refer to issue the firm ’ ร stocks and the stock price reaction  is nonnegative  for 

th is case.

M ille r and  R ock  (1985) p resen t the cash flow  signaling  m odel. T heir m odel 

based  on the  balance  o f  sources and  uses o f  funds tha t the n e t cash  flow s (earn ings -  

investm ent) is equal to  net d iv idend  paym ent (d ividend -  raised  fund) in any period. T he 

m odel re lies on the  assum ption  o f  rational behav io r and expecta tions tha t the  op tim al 

investm ent level is anticipated  by  investors as w ell as is actually  invested  by  the  firm s. In 

the general case, M ille r and R ock  assum e tha t investors an ticipate the  positive  n e t in ternal 

cash  flow  (i.e. earn ings exceed op tim al investm ent). T herefore, d iv idend paym ents signal to 

the positive  curren t and p rospective net cash  flow  and  earnings (since the  firm s and 

investors know n the  exact op tim al investm ent level) w hile  raising  funds signal to  the 

negative  curren t and  prospective net cash  flow  and earnings. A s a resu lt, the  securities 

issues convey  in form ation  about net cash flow  and earnings that have im plication  to  setting 

stock  prices. A n  announcem ent o f  any securities (e ither deb t o r equ ity ) is im plied  to

declin ing  in net cash flow  and earnings, therefore, w ill be reacted  negatively  by  investors.
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The ev idences on m arket responses to  announcem ent o f  new  securities sales are consisten t 

w ith  such pred ictions o f  cash flow  signaling m odel o f  M iller and Rock. F o r exam ple, 

A squ ith  and  M ullins (1986), M asu lis and K orw ar (1986), M ikelson and P artch  (1986), and 

Jaruk itsopa (2000) found the negative  abnorm al returns on announcem ent o f  com m on stock, 

w hile  D ann and  M ikkelson  (1984), E ckbo  (1986), and M ikkelson and P artch  (1986), found 

the negative abnorm al returns on announcem ent o f  debt. H ow ever, for the special 

case tha t investors anticipated  the op tim al investm ent to  exceed earnings in any period, the 

investors w ill expect som e level o f  financing. T he financing, therefore, w ill be a good or 

bad  new s depends on the  actual issue com pare w ith  expected issue o f  the  firm ’s securities. 

This m odel suggested  that only the excess o f  expectation  is indicated to  a bad  new s about 

n e t cash  flow s.

Jensen  (1986) in troduces the agency cost o f  free cash  flow s tha t is raised  from  

the conflicts o f  in terest betw een  shareholders and  m anagers (i.e. an agen t o f  shareholders). 

T he agency  incentive perspective suggests that firm s’ m anagers have incentives to  increase 

the firm  size in o rder to  earn h igher pow er th a t the m anagers o f  the large free cash flow s 

firm s are m ore likely  to  undertake low -benefit investm ents in order to m aintain  the  control 

and  establish  m ore p ow er and prestige. A s a  result, firm s’ d iversification  is benefit to  

m anager w hile  cost to  shareholders. Further, the free cash  flow  theory  expresses that

p ayou t o f  cash  to  shareholders leads to  the conflicts o f  in terest betw een  shareholders and



42

m anagers, especially  w hen  the firm s can generate  h igh free cash flow .9 P aying ou t o f  cash 

to  shareholders reduces the m an ag ers’ p o w er because the m anagers’ contro lling  resources 

are decreased  by  the payouts. A s a results, m anagers have incentive to  spend free cash  flow  

invest in  negative-N P V  projects ra ther than  pay o u t to  shareholders. Thus, the  conflic t o f  

in terest p rob lem  is raised  (i.e. the agency  cost o f  free cash flow). T he free cash  flow  theory  

p red icts decreases (increases) o f  cash  d iv idend  paym ents are consisten t w ith  decreases 

(increases) o f  stock  prices due to  the  agency  cost o f  free cash flow. The theory , in addition, 

p red ic ts tha t the  agency  cost o f  free cash  flow  is m ore likely  severe in the firm s w ith  h igh 

cash  flow  generating  ability  bu t have low -grow th  opportunities due to  the g reater o f  free 

cash  flow s.

John  and M ishra (1990) p resen t a signaling  m odel that assum es the inform ation 

asym m etry  betw een  inside- and  ou tside-traders about firm s’ future cash  flow s. T hey  p resen t 

that the stock  price is a function  o f  the observed  inform ation (i.e. investm ent level o f  a firm  

and  the  levels o f  insider ho ld ings o f  a  firm ). T he m odel dem onstrates tha t in  equilibrium , 

firm s’ m anagers (insiders) efficien tly  signal the ir private inform ation at m inim al signaling 

cost in o rder to  m axim ize th e ir  w ealth  v ia  the announcem ents o f  investm ent (capital 

expenditures) and v ia the levels o f  insider holdings. Those tw o signals can  be used 

ind ividually . Further, John  and  M ishra  d ivide firm s’ grow th opportunities into th ree groups:

9 Free cash flow is defined as excess cash flow after investing all positive-NPV projects (Jensen,
1986).



43

the  grow th firm  tha t is defined as the firm  w hich  the  m arginal p roduct o f  curren t investm ent 

is increasing  in  the firm s’ fu ture cash  flow s; th e  m ature firm  w hich  is the  firm  th a t the  

m arg inal p ro d u c t o f  curren t investm ent is constan t in the f irm ’ fu ture cash  flow s; and  the 

declin ing  firm  w hich  is the  firm  th a t the m arg inal p roduct o f  cu rren t investm ent is 

decreasing  in  the  firm s’ future cash  flow s. T heir m odel show s tha t the  stock m arket 

in terprets th e  investm ent signals regard ing  th e  firm s’ investm ent opportunities tha t are 

assum ed  know n  by  the  outsiders. The m odel suggests tha t the h igher-than-expected  

investm ent announcem ents o f  the  good-grow th  opportunity  firm s are concurren t w ith  a 

positive  stock  price response, w hile  the low er-than-expected  investm ent announcem ents are 

v ice  versa. F o r the bad-grow th  opportun ity  firm s, the m odel p red ic ts tha t the m arket 

reac tion  o f  the  investm ent announcem ents is negative for the h igher-than-expected  

investm ent announcem ents, w h ilst is positive  for the  low er-than-expected  investm ent 

announcem ents.

A nthony  and R am esh  (1992) suggest that the cap ital expenditure inform ation 

reveals to  the  capital capacity  strategies tha t should be appropriate w ith  the grow th 

opportun ity  o f  a  firm . A s a  resu lt, the  m arket reacts to  th is  in form ation by  regard ing  o f  the 

f irm s’ g row th  opportunities. T hey find  that the  unexpected  capital expenditures o f  the 

g row ing  firm s have a positive  response from  the  stock  m arket w hile  th a t o f  the stagnant

firm s have a  negative  response.
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P ilo tte  (1992) explores the  em pirical evidences tha t the  stock  price reaction  to  

stock  issues is m ore  negative  for firm s w ith  low -grow th opportunity  than  for firm s w ith  

h igh-grow th  opportunities. F urther, the  stock  p rice reaction  to  deb t issues for firm s w ith  

h igh-grow th  opportun ities is no t sign ifican t w hile  it is a significantly  negative  reaction  for 

deb t issues o f  firm s w ith  low -grow th  opportunities.

C ooney  and  K aley  (1993) relax  the assum ption o f  M yer and  M a jlu f (1984) that 

C ooney  and  K aley  a llow  the firm s invest on negative- as w ell as positive-N P V  pro jects for 

there grow th opportun ities instead o f  the nonnegative-N P V  projects assum ption  o f  M yer 

and  M a jlu f (1984). T he ow ner m anagers have incentive to  issue new  stocks i f  they  go ing  to  

take negative-N P V  projects because they w ill earn w ealth  from  the d ilu tion  effect. 

T herefore, issu ing  stocks is no t only  coveys the  negative new s about overvalues o f  asse t in 

p lace  bu t also incorporate the positive in form ation associated  w ith  a decision  to  issue. This 

im plies th a t the  ex istence o f  po ten tia l negative-N PV  pro jects causes som e stock issuing 

effects tu rn  to  be positive ra ther than  negative. This m odel dem onstrates that the g reater the 

variab ility  o f  possib le  new  pro jec t value, the g reater the possib ility  o f  a  favorable response 

by  the stock  m arket to  equity  issuance. T heir m odel suggests that h igh-grow th opportun ity  

firm s are likely  to  have  m ore uncertain ty  about the value  o f  its investm ent opportunities 

than  the va lue  o f  its assets in p lace, that then  are m ore likely  to  get a positive announcem ent 

effec t fo r stock  issues. T he em pirical study o f  D enis (1994) provides the  results support the

pred ic tion  o f  C ooney  and  K aley (1993). D enis (1994) show s the significantly  negative
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B erg er and  O fek  (1995), C haroenw ong et al., (2001) docum ent a  loss in firm s’ 

v a lue  from  diversifica tions due to  the sum  o f  im puting stand-alone-values o f  ind ividual 

business segm ents is h igher than  the actual value  o f  d iversified  firm s. C om m ent and  Jarrell 

(1995) suggests th a t d iversified  firm s fail to  take advantage o f  the expected  benefits fo r 

d iversifica tion  w h ile  L ang and Stulz (1994) docum ents that the corporate d iversifica tion  has 

negative  re la tion  w ith  firm  value. T he em pirical studies o f  the  SET by  C haroenw ong  e t al. 

(2001) ind icates tha t the d iversifications o f  the  SE T ’s listed  com panies, on average, are 

concurren t w ith  a  loss in value  o f  th e  firm  m ore than  tw enty  percents.

R ajan  et al. (2000) docum ent the inefficiency o f  investm ent and resource  

a lloca tion  from  diversifications o f  a  firm  th a t the  resources can flow  tow ard  the m o st 

ineffic ien t d iv ision  th rough  the f irm ’ ร d iversifications, and then  lead to  m ore ineffic ien t

reaction to equity issues in firms with low-growth opportunities while it is an insignificantly

negative reaction in firms with high-growth opportunity firms.

investm ents and  resource  allocations.
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2.3 Hypothesis Development

2.3.1 The Incremental Inform ation Content o f Cash Flows Beyond Earnings

T he role o f  in form ation o f  cash flow s from  operating  activ ity  in 

assessing  share value  is perceived  as a useful p iece inform ation in pred ic ting  fu ture cash 

flow s o f  investors, w h ich  determ ines stock prices. This percep tion  relies on  the  prim itive 

concep t o f  cash  flow s. The ra tionale is based on the relationship  betw een  share values and 

future cash  flow s o f  shareholders that they receive in term  o f  d iv idends, w hich  is typ ically  

paid  in cash. The accounting  literature exam ine the im plication  o f  the stock  valuation  

process o f  cash  flow s in form ation as sim ilar to  the im plication  o f  accounting  earnings, i.e. 

as the ind ica to r o f  in v esto rs’ fu ture cash flow s.10 H ow ever, cash  flow s form  operation  and 

earn ings are p rov ided  by  d ifferen t accounting basis. The C FO  are p rov ided  on  a  cash  basis 

w hile  earn ings are the products o f  accrual accounting  system  that relies on an  accrual basis. 

U nder the  cash  basis, the  effects o f  transactions o r events are recognized  and  recorded  w hen  

cash  is received  or paid , and these  effects are reported  in the periods w here they occur. In 

contrast, u n d er the accrual basis, the effects o f  transactions or events are recognized  w hen  

they  occu r (w hether cash  is received  or paid), and these effects are recorded  and reported  in 

the periods to  w h ich  th ey  relate. A s a  result, cash-based data are critic ized  due to  tim ing and

10 The conceptual relationship between earnings and stock prices is explained by three critical links: 
link of current earnings and future earnings, link of future earnings and future dividends, and link of future 
dividends and stock prices that is via a valuation model (Beaver, 1998)
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m atching  prob lem s (D echow , 1994; C haritou  and  C lubb, 1999). A ccrual accoun ting  is 

served to  m itigate  these prob lem s o f  the  cash basis. A ccrual accounting  process involves 

estim ation, d iscretion , and ju d g m en t (e.g. depreciation , p rov isions, a sse t revaluation). 

C onsequently , accruals can  be v iew ed  as the data conveying forecasts o r expectations 

(B eaver, 1998) that po ten tia lly  im prove the cash flow s forecasting  ability  o f  accrual-based  

in form ation, e.g. earnings. T herefore, accounting  earnings are perceived  by  the  accounting  

profession  to  be  the in form ation p rov ided  about operating  perform ance increm ent to  the  

in form ation  p rov ided  by  cash-based  data, due to the  accrual ad justm ent p rocess (R ayburn, 

1986).

T he regulatory  bodies, fo r exam ple, FA SB and IA SC , have  favored the 

accoun ting  earnings. T he FA SB  states in  SFA C N o .l  indicating  to  favor accrual accoun ting  

earn ings as follow ing: ‘Inform ation  about enterprise earnings based  on accrual accounting  

generally  p rov ides a be tte r indication  o f  an en terp rise’s p resen t and  continu ing  ability  to  

generate  favorab le cash  flow s than  in form ation lim ited to the  financial aspects o f  cash 

receip ts and  p ay m en ts’ (FA SB , 1978, para.44). T he LASC stated  in  the F ram ew ork  fo r the  

p repara tion  and  p resen ta tion  o f  financial statem ents that indicate to  favor an  accrual system  

as follow ing:

‘F inancia l statem ents p repared  on the accrual basis inform  users n o t only  o f  past

transactions involv ing  the  paym ent and  receip t o f  cash  bu t also  o f  obligations to  pay  cash  in
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the  fu ture and  o f  resources tha t rep resen t cash to  be received  in  th e  fu tu re ...... ’ (IA SC  ,1997,

F ram ew ork  para. 22).

T he facts represen ted  by  em pirical evidence are consisten t w ith  the usefu lness o f  

accrual in form ation  tha t earnings are considered  as the dom inant m easure  in  the  stock 

va luation  p rocess (Lev, 1989).

H ow ever, earn ings are argued  due to  the subjective nature  o f  accrual accounting  

process. F o r exam ple, earn ings are m anipulated  through  the ir accrual com ponents and they  

have lim ita tion  about com parability . P rio r researches find a re la tion  betw een  m anagem ent 

com pensation  and changes in curren t accruals tha t indicate ev idence on m an ipu la tion  in 

accruals (H ealy, 1985; D eA ngelo , 1986; Jones, 1991). F or com parab ility , there is an 

argum en t on  the varie ty  in  accounting  m ethods o f  the sam e accoun ting  p ractices (e.g. 

deprecia tion , inventory  valuation , provision). S ince the G eneral A ccep ted  A ccounting  

P rincip le  (G A A P) a llow s m ore than  one accounting m ethod  in the  sam e accounting  

p ractices, the accrual process is subjected  to  arbitrary selection o f  the m anagers. It is 

possib le  th a t d ifferen t accounting  m ethods w ill be selected  fo r the  sam e econom ic 

transactions am ong the  firm s’ m anager. A s a result, earnings are questioned  w ith  regard  to 

the re liab ility  and re levance due to  its accrual com ponents. T he C FO , therefore, is exam ined 

as an  alternative  in form ation a id ing investors to assess a firm ’s perform ance because it is

less m an ipu la ted  than  earn ings and  it reduces the effects o f  the m an ag ers’ arb itrary  selection
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o f  accounting  m ethods. H ence, C FO  is p resum ed  to  be an appropria ted  m easure, ra th er than

earnings.

In  sum m ary, there  are tw o  perspectives to  v iew  the  role o f  cash  flow s from  

operating  activ ity  in the context o f  setting  stock  prices. O n one hand, the  first perspective  

relies on the  p rim itive  concep t o f  cash  flow s, and  then  investigates w he ther the  accrual 

ad justm ent p rocess p rov ides additional inform ation to  the underly ing  cash  flow s 

inform ation. T his perspective  investigates w he ther earnings have in form ation increm en t to  

cash  flow s inform ation (i.e. CFO and W orking capital from  operation)11. The institutional 

perspective, on the other hand, relies on the traditional accrual accounting process, and then 

perceives cash flows as inform ation adding to inform ation provided already by earnings. This 

perspective investigates w hether CFO  (and W orking capital from  operation) provide 

inform ation increm ent to  earnings.

M o st prev ious studies have  exam ined  cash  flow s in term  o f  the  CFO  only, w hilst 

the  accoun ting  standard  setting  bodies p ropose th a t (cash flow s reporting  by a basis o f  the) 

cash  flow s statem ents could  be  usefu l fo r setting  stock  p rices due to  its ability  to  asses the 

firm s’ perform ance in  generating  future cash flow s (FA SB , 1987; IA SC , 1993; IC A A T , 

1994) tha t they  stated:

‘F inancia l reporting  should  p rov ide in form ation to  help p resen t and po ten tia l investors and 

cred ito rs and  o ther users in assessing  the am ounts, tim ing, and  uncerta in ty  o f  p rospective

11 In traditional concept, working capital from operation is a measure of cash flows (Bowen et al, 1986).
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cash  receip ts from  d iv idends or in terest and the  proceeds from  the sale, redem ption , or 

m aturity  o f  securities or loans. T he p rospects fo r those cash receip ts are affected  by  an 

en te rp rise ’s ab ility  to generate  enough cash  to m eet its obligations w hen  due and its o ther 

cash  operating  needs, to  re invest in operations, and to  pay  cash d iv idends and  m ay  also  be 

affected  by  percep tions o f  investors and creditors generally  about that ability , w h ich  affect 

m arket prices o f  the en te rp rise ’s secu rities.’, (FA SB , 1978 para. 37).

‘T hus, since an en terp rise’s ability  to generate  favorable cash flow s affects bo th  its ability  to 

pay  d iv idends and  in terest and the m arket p rices o f  its securities, expected  cash  flow s to 

investors and  creditors are related  to expected  cash  flow s to  the enterprise in w h ich  they  

have  invested  o r to  w hich  they  have loaned  funds.’ (FA SB , 1978 para. 39).

D esp ite  the fact that earnings and cash  flow s from  operation  p rov ide in form ation  

abou t fu ture cash  flow s, cash flow s from  investing  activ ities p rov ides in fo rm ation  about 

fu ture cash  flow s tha t w ill be generated  by  new  investm ents. C ash  flow s from  financing 

activ ity  p rov ides inform ation for assessing the ab ility  o f  firm s to  generate  cash to  pay  for 

ex isting  debts (i.e. in terest and principals) and reveals firm s’ ability  to obtain additional 

funds. T hus, the  p resen t รณdy incorporates C FI and C FF  into the analysis to  explore 

im plications o f  cash flow s data prov ided  by  the cash flow s statem ents from  firm s on the 

SET. T his รณdy expects tha t cash  flow s (i.e. C FO , C FI, C FF) p rov ide in form ation  

increm ented  to  earnings. G iven tha t earnings is the m ajo r inform ation usefu l in setting  stock

prices (L ev, 1989), i f  those  cash  flow s convey  in form ation increm ented  to earn ings th a t w as
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unknow n to m arket befo re  the announcem ent event, the m arket should  reac t to  the 

increm ental in form ation  contained in  the cash  flow s m easures in the tim e o f  

announcem ents. T herefore, the first hypothesis is the follow ing.

H I ะ Cash flows have increm ental in form ation content beyond earnings

2.3.2 The Impacts o f a F irm ’ ร Specific Factors on Increm ental In fo rm ation  

Content o f Cash Flows Beyond Earnings

P revious studies find  a re lationship  betw een  unexpected  stock  returns 

and unexpected  cash  flow s during announcem ent periods (W ilson, 1986 and  1987; B ernard  

and  S tober, 1989) and  during annual periods (e.g. R ayburn, 1986; B ow en  e t al., 1987; A li, 

1994; A li and Pope, 1996; B iddle et al., 1995; C heng et al., 1996 and  1997; W ang and 

E ichensher, 1998; K anokpom  N ark tub tee , 2000). H ence, cash  flow s (in term  o f  C FO  in 

those  studies) convey  usefu l in form ation to the m arkets and reflect the  factors affecting 

stock  prices. H ow ever, w hen  earnings are incorporated  into th e  analysis, som e studies find 

that cash  flow s have no increm ental in form ation conten t beyond  earnings w hile  som e 

stud ies find tha t it has. T he lack  o f  consistency  in the results leads to  questions abou t the 

effects o f  specific characteristics o f  a firm  on the increm ental in form ation  content o f  cash 

flow s beyond  earnings. B ernard  and S tober (1989) presents tha t m acroeconom ic factors (i.e.

G ross national p roducts and In terest rate) and the m ix o f  accrual com ponents (i.e. account
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receivab le, account payable, inventory) have no effect. T he fo llow ing studies find an  effect 

o f  earn ings transito ry  on the association  o f  the cum ulative abnorm al returns (hereafter by 

C A R ) w ith  earnings and cash flow s that cash  flow s have m ore increm ental in form ation 

con ten t beyond  earnings w hen  earn ings are m ore transitory  (C heng  et ah , 1996; C haritou  et 

ah, 2000). Further, W ang and E ichersher (1998) docum ent that cash  flow s have m ore 

increm ental in form ation  content beyond  earn ings w hen  earnings have low  predictability . 

B lack  (1998) finds tha t life-cycle stages o f  a firm  have im pact on the value  relevance o f  

earn ings and  cash  flow s. This ev idence points ou t that the firm s’ specific factors have  effect 

on the in form ativeness o f  earnings and  cash flows.

T he p resen t study, therefore, investigates the effects o f  firm s’ specific factors on 

the increm ental inform ation content o f  cash flow s beyond earnings that the three factors are 

exam ined: (1) T ransito ry  o f  earnings (2) T ypes o f  stock (regarding o f  firm s’ g row th) and (3) 

T he ratio  o f  cash outflow s from  financing activ ity  to cash inflow s from  investing  activity  

(hereafter C FI/C FF ). T hese factors are ind icated  in  the p rio r research  tha t they  could  have 

im pact on the  increm ental in form ation content o f  cash flow s beyond  earnings as discussed 

below .

2.3.2.1 T ran sito ry  o f Earnings

P revious studies p rov ides ev idence tha t C FO , as an  alternative 

source o f  in form ation about future cash flow s, has m ore increm ental inform ation content

beyond  earn ings w hen  earnings are high transito ry  than  w hen  earnings are low  transitory
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(C heng  e t al., 1997; C haritou  e t al, 2000). I t is im plied  tha t the  U S m ark e t participan ts 

search  fo r b e tte r alternative in form ation  o ther than  earnings, especially , w h en  earnings are 

h igh  transito ry . H ow ever, fo r the U K  m arket as w ell as the SET, the ev idence suggests tha t 

the m arket partic ipan ts fixate on earn ings even earnings are h igh transitory  (C haritou  et al., 

2001; K ano k p o m  N ark tub tee , 2000). K anokpom  N ark tub tee (2000) exam ines C FO  from  

annual statem ents o f  cash  flow s fo r the years 1995-1997, w here  the quarter statem ents o f  

cash flow s are no t reported  for the firm s on the SET. This study uses d ifferen t m ethodology  

and d ifferen t exam ining  periods, fo r the years 1999-2001 w here  the quarter statem ents o f  

cash flow s are required.

Further, this study exam ines no t only CFO  but also  CFI and  C FF tha t are 

availab le  for investors. S ince cash  flow s data are easy  to  obtain fo r the investors (i.e. v ia  the  

statem ents o f  cash  flow s), I expect that they use this in form ation as an  alternative to 

earnings. Specifically  w hen  earn ings are h igh transitory , cash  flow s should  have m ore 

in form ation  content. T hus, I p red ic t that cash  flow s have m ore increm ental in form ation 

con ten t beyond  earnings w hen  earn ings are h igh  transitory th an  w hen earn ings are low  

transitory .

H2: T ran sito ry  o f earnings have impact on increm ental in form ation content

o f cash flows beyond earnings
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23.2.2 Types o f Stock

P revious research  provides evidence indicating  that types o f  stock 

(i.e. value  and grow th stocks) have im plications for stock pricing  (e.g. Fam a and F rench, 

1992; L akonishok  e t al., 1994; C han  et al., 1995). L akonishok e t al. (1994) show  tha t the 

m arket estim ates grow th rate  o f  earnings and cash flow s for grow th firm s higher than  for 

va lue  firm s and  that it has an im pact on stock pricing. Further, B lack  (1998) hypothesizes 

based  on M ay ers’ m odel, that earnings and cash flow s are proxies o f  a firm ’ ร grow th 

opportun ities depending  on the life cycle stages o f  a firm . T he be tte r proxy o f  grow th 

opportunities o f  a firm  in any  stages should have m ore value-re levance than  the other. B lack 

(1998) finds that cash flow s (C FO , CFI, C FF) have m ore increm ental value-re levance 

beyond  earn ings for start up, grow th, and decline stages relative to the m aturity  stage, w hile 

earn ings have  m ore value-re levance in  the m aturity  stage w hilst have less value-re levance 

in o ther stages. C haritou  et al. (2001) docum ents the im pacts o f  earnings g row th  on 

increm ental in form ation  conten t o f  C FO  beyond  earnings. T he theoretical m odel o f  John 

and M ishra (1990) suggests that the investm ent (capital expenditures) inform ation conveys 

p rivate  in form ation  o f  the  m anagers to  the m arket. B ut the m arket participan ts in terp ret this 

signal conditionally  on the  firm s’ grow th opportunities, that the h igher-than-expected  

investm ent announcem ents o f  the good-grow th opportunity  firm s are concurren t w ith  a 

positive stock price response, w hilst the low er-than-expected  investm ent announcem ent are

not. F or the  bad-grow th  opportun ity  firm s, the m odel p redicts tha t the m arket reacts
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negatively  to  h igher-than-expected  investm ent announcem ents and  positive ly  to  low er-than- 

expected  investm ent announcem ents. A nthony  and  R am esh  (1992) finds tha t the 

unexpected  cap ita l expenditures o f  the grow th firm s have a  positive  response from  stock 

m arket w hile  those  o f  the  stagnant firm s have a negative response. K erste in  and  K im  (1995) 

show  ev idence o f  a positive re lationship  betw een  the cum ulative abnorm al re tu rnร o f  stocks 

and  the in teraction  effect o f  firm s’ grow th opportunities w ith  unexpected  capital 

expenditure. B lack  (1998) indicates tha t the  stock  m arket partic ipan ts favor (unfavor) the 

increases (decreases) o f  cash out flow s from  investing activ ity  o f  firm s in the start-up and 

g row th  stages (i.e. h igh-grow th opportun ity  firm s), w hilst it is v ice  versa  fo r firm s in the 

m ature  and declin ing  stages (i.e. low -grow th opportunity  firm s). A s a result, these studies 

suggest tha t a  stock  price reaction  to  investm ents is conditioned  on firm ’ ร grow th 

opportunities. Furtherm ore, m any theories and evidence from  prev ious studies suggest that 

stock  p rice  reactions to  security  offerings are m ore likely  to  be positive  for the  h igh-grow th  

opportun ity  firm s than  for the firm s w ith  low -grow th opportunities (M yers and M ajluf, 

1984; M ille r and R ock, 1985; P ilotte, 1992; C ouney  and K aloy, 1993). M yers and  M ajiu f 

(1984) suggest that stock price reactions to stock offers for h igh-grow th  opportun ity  firm s 

are m ore likely  positive than  that fo r low -grow th  opportunity  firm s, due to  the  positive 

investm ent opportun ities that all investors know n. M iller and R ock  (1 9 8 5 )’s m odel suggests 

tha t the  ou tside financing o f  h igh-grow th  opportun ity  firm s is likely  reacted  m ore positive

by  the investors relative to low -grow th opportunity  firm s due to the g reater o f  expected
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finances for the h igh-grow th  opportun ity  firm s. T he free cash  flow  hypothesis (Jensen, 

1986) p red ic ts tha t a  p rice reaction  to  financing is m ore likely  positive fo r the h igh-grow th  

opportun ity  firm s than  for low -grow th opportun ity  firm s fo r the reason  tha t low -grow th 

opportun ity  firm s have m ore severity  in  the agency  cost o f  free cash  flow s th an  h igh-grow th  

opportun ity  firm s. C ooney  and K aley  (1993)’ ร m odel suggests that the h igh-grow th  

opportun ity  firm s are m ore likely  to  g e t a positive announcem ent reac tion  on  stock  issues 

due to  the  h igher uncerta in ty  about the value  o f  its investm ent opportun ities than  the  value 

o f  its assets in  p lace. Further, em pirical ev idence indicate th a t the  stock  p rice  reac tions to  

issuances o f  stocks and  debt is m ore negative for firm s w ith  low -grow th  opportun ity  than 

for firm s w ith  h igh-grow th  opportunities (P ilotte, 1992; D enis, 1994). H ow ever, the 

theoretical m odel o f  M yers (1977) suggests that the existen t o f  risky deb t leads the firm  

w ith  valuab le  grow th  opportunities to  avoid  investm ents in  positive-N P V  pro jects in the 

fu ture, tha t fo llow ing  w ith  reducing  the firm s’ value  and then  reducing  o f  shareho lders’ 

w ealth . T hus, th e  stock  m arket likely  reacts m ore  negative to  a deb t issue o f  the  h igh- 

g row th  firm s than  to  a deb t issue o f  the low -grow th  firm s due to the (h igher of) va luab le  

g row th  opportun ity . T he theories and  ev idence m entioned  above suggest tha t the g row th  

opportun ities o f  firm s have im pacts on the in form ation  con tained  in cash flow s inform ation.

M yers (1977) expresses tha t a  firm  is valued  based  on going  concern  concept, 

and  then  the  f irm ’s value  is com posed o f  the m arket value o f  assets in  p lace  and the p resen t

va lue  o f  fu ture grow th  opportunities:
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Price = B V  + measurement error o f asset in place 

+ firm ’s growth opportunities

The value o f  firm s’ growth opportunities is subjected to the firms’ discretionary investment in the 

future whereas the value o f  assets in place does not depend on the firms’ discretionary investm ent

R ely ing  on such concept, I c lassify  types o f  stock into grow th  and va lue  stocks, 

w hich  consisten t w ith  L akonishok  et al. (1994). A  grow th stock  is the  stock  tha t investors 

have recogn ized  the grow th opportunities o f  that firm  and value it as inclusive o f  the  grow th 

opportunities. A  value  stock  is the stock  tha t investors consider and va lue  those  stocks as 

exclusive o f  the grow th  opportunities.

T ypes o f  s tock  m igh t affect the  inform ativeness o f  earn ings and cash  flow s due 

to  the fact tha t earnings and cash flow s inform  the m arket about the future cash  flow s 

d ifferen tly  am ong d ifferen t grow th opportunities o f  firm s (A nthony and  R am esh , 1992; 

B lack, 1998; John and M ishra, 1990). T herefore, I expect that stock types have effects on 

the  increm ental in form ation  con ten t o f  cash  flow s beyond earnings tha t the  hypothesis is 

stated  by  follow s.

H3: Types of stock have impacts on the incremental information content o f cash 
flows beyond earnings
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2.3.23 The C F I/C FF  ra tio

T he C FI/C FF  ratio  reveals the financial m anagem ent o f  firm s, 

specifically  the  firm s’ capital flexib ility , w hich  w ould  affect the firm s’ fu ture cash  flows. 

W hen the ra tio  com prises o f  a negative  CFI (i.e. net cash outflow  for investm ents) w ith  a 

positive  C FF  (i.e. net cash inflow  from  ex ternal financing), it represents the capital 

flex ib ility  o f  firm s tha t revealing  to the  uses o f  in ternal and external sources o f  fund  for new  

investm ents. T his econom ic in terpretation  m ight be  useful for investors in p ric ing  a  firm ’s 

stocks. T his study exam ines the cases o f  a negative  net cash flow  from  investing  activity  

(i.e. n e t cash  outflow ) w ith  a positive  net cash flow  from  financing activ ity  (i.e. net cash 

inflow ). In order to earn the positive value  o f  the ratio that can facilitate an in terpretation , I 

exam ine the  negative  n e t cash flow s o f  investing  activities by  its absolute value. I f  the 

C FI/C FF  ratio  is m ore than  one, it im plies that the firm s used som e in ternal sources and 

som e ex ternal sources to  invest in n ew  projects. Thus, the h igher the ratio  (is consistent 

w ith), the h igher the firm s’ capital flexibility . In  contrast, i f  the ratio is less than one, it 

im plies th a t the firm  has financed funds from  external sources to invest in new  pro jects and 

has used  som e o f  those funds in non-investing  activities. A  ratio (taken a value  of) less than 

one reveals less capital flexib ility , indicates tha t the  firm  has a  h igher risk  o f  getting  into 

financia l p rob lem  relative to  firm s hav ing  a ratio  larger than one.

A s a  result, the  C FI/C FF  ratio  should  facilitate investors in using  relevance

inform ation  (e.g. earnings and cash flow s) to  assess the firm s’ future cash  flow s. Since
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earnings and  cash flow s facilitate investors to  assess future cash  flow s o f  the firm s, the 

C FI/C F F  ratio  should  has an im pact on  such inform ation. T his study expects tha t the m arket 

favors the  firm s w ith  a ratio larger than  one than  the firm s w ith  a ratio less than  one. Thus, 

the increm ental in form ation  conten t o f  cash flow s beyond  earn ings w ill be  im pacted  by  the 

C FI/C FF  ratio  due to the d ifferences betw een  sign and /o r m agnitude o f  stock  prices 

responses to  cash  flow s in form ation o f  the firm s w ith  d ifferen t C F I/C F F  ratio . The 

hypothesis is as follow s.

H4: The ratio of cash flows from investing activity to cash flows from 

financing activity has impacts on the incremental information content 

of cash flows beyond earnings

F urtherm ore, the three factors exam ined in this study m ay have jo in t im pacts on 

the increm ental in form ation con ten t o f  cash flow s beyond earnings. A s a result, I also 

investigate the jo in t im pacts o f  these factors w ith  the fo llow ing hypothesis.

H5: Types of stock, the ratio of cash flows from investing activity to cash flows from 

financing activity and transitory of earnings have joint impacts on the

incremental information content of cash flows beyond earnings.
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