
C H A PT E R  III

RESEARCH METHODOLOGY

T his study applies an event study m ethod by  using a sam ple com prised  o f  firm s 

listed  on  the  SET. This chapter presen ts the research  m ethodology  applied  in th is study. It 

consists o f  m ethod, variables, m odels, as w ell as data and data sources.

3.1 The Method

Studies investigating the inform ation content o f  cash  flow s inform ation typ ically  

apply  the  regression  analysis m ethod  (e.g. B ow en et al., 1987; B ernard  and Stober, 1989; 

L ivnat and Z arow in , 1990; Jenning, 1990; A li, 1994; C lubb, 1995; B iddle et al., 1995) to 

quan tify  the association  betw een abnorm al stock re tu rnร and unexpected  cash  flow s 

m easures. C onsisten t w ith  previous research , the p resen t study uses the regression  analysis 

m ethod  for testing  hypotheses on a cross-sectional basis.

H ow ever, a long w indow  association  study applied  by  prior studies cannot detect 

w he ther an accounting  num ber conveys useful inform ation to  the m arket. In o rder to  detect 

such im plications o f  accounting num ber, I use the event study m ethod suggested by  W att 

and  Z im m erm an  (1986) and B eaver (1998) (abou t the  m ethod  detecting  the  inform ation 

con ten t o f  accounting  num bers).

T he even t study m ethod perform s an investigation  o f  w hether the  re lease o f

accoun ting  in form ation  has an im pact on security  prices. I f  the accounting  in form ation  is
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m eaningfu l as new  inform ation to the m arket, the security  prices w ill significantly  response 

to  it a t the tim e o f  the announcem ent.

H ow ever, the released  accounting  num bers m ay no t be new  inform ation as a 

w hole. Som e parts o f  such  num bers m ight be expected by  the m arket (for exam ple, earnings 

and cash flow s). T herefore, the m arket w ill react to the release o f  such num bers i f  it 

conveys new  inform ation  that no t already  is reflected  in security  p rices. The coefficient from  

a regression o f  abnorm al security returns on unexpected accounting num bers surrounding the 

announcem ent can  be used  as a m easure o f  the m arket reaction  to  these  num bers.

3.2 The Model

T he p resen t study investigates w hether cash  flow s convey increm ental 

in form ation  to  the  m arket. I exam ine the association betw een C A R  and  cash  flow s m easures 

during the  period  o f  quarterly  reports announcem ent (the event study). T hen, g iven  that 

earnings is the  prim ary  source o f  in form ation affecting future cash flow s for investors (Lev, 

1989), I investigate the increm ental inform ation content o f  cash flow s beyond  earnings. 

Further, I exam ine the effects o f  three factors as discussed above on the increm ental 

in form ation  con ten t o f  cash  flow s beyond  earnings.

T he basic linear m odel o f  the increm ental inform ation content o f  cash flow s and

earn ings can  be  w ritten  by  follow ing.
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W here:

CAR,, =  y '0 +  y \ U E น +  y \ u c f o „ + (12)

C A R jt =  cum ulative abnorm al returns on com m on stocks o f  firm  i during  

announcem ent period t

U E it =  unexpected  earnings in period  t for firm  i

U C F O it =  unexpected  net cash flow s from  operating  activ ity  in period  t fo r firm  i

ร it =  error term  for firm  i in  period  t

A ccord ing  to  the basic  accounting  identity  U E  — U C FO  +  U A , w here  U A  

denotes unexpected  (total) accruals, the  increm ental inform ation con ten t o f  C FO  beyond  

earn ings can be  investigated  by  perform ing  the test on y \ (test by y \ =0). y \ 0 im plies 

tha t the tw o com ponents o f  earn ings (C FO  and total accruals) are va lued  unequally  by 

investors. In contrast, the increm ental inform ation content o f  earnings beyond  CFO  is tested  

using  the coeffic ien t y \ , w h ich  indicate w hether total accruals m ake a contribu tion  to  

earnings.

Further, I incorporate tw o  o ther reported  cash flow s (i.e. C FI and  CFF) in to  the 

analysis. I use  a dum m y variab le  approach  in order to  test the im pact o f  the  firm s’ 

characteristics on  the  increm ental in form ation conten t o f  cash flow s beyond  earnings. A s a

result, the  general m odel underly ing  m y tests o f  each hypothesis can be w ritten  as follow s:
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C A R lt =  พ  +  พ D f  +  พ บ £ 1, +  พ บ C F O ,1 +  พ บ C F I „ +  พ บ CFFit 
+  พ บ £ 1, D  f  +  พ บ C F O „ D f  +  พ บ C F IuD f  +  พ บ C F F 11D 1 +

w here , U C F Iit =  unexpected  net cash flow s from  investing  activ ity  in period  t fo r firm  i 

U C F F it =  unexpected  net cash flow s from  financing activ ity  in  period  t  for firm  i 

D f is a dum m y variable w hich  takes the value o f  one or zero

3.3 The Variables

3.3.1 Dependent variable

T his study uses 4 periods o f  cum ulative abnorm al re turns, those  are 

C A R s com puted  on the announcem ent date (C A R 0), over the day before the announcem ent 

date  and  on  the  announcem ent date (CAR_10), over the announcem ent date  and  the  day  after 

the announcem en t date (C A R 0+1) and over 3 days around the announcem ent o f  quarterly  

reports (C A R  1 +1). E ach  m easure is used as a dependent variab le  in  the p resen t study. A n 

abnorm al return , ra ther than a raw  return, is used  because using  only the firm -specific  re tom  

com ponen t (i.e. after adjusting  for the  return  on the  m arket portfo lio ) can  enhance  the  p o w er 

in testing  the in form ation  conten t o f  accounting  in form ation (K othari, 2001). T he abnorm al

re turns are ob ta ined  by  the fo llow ing procedure.
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3.3.1.1 Actual returns

This study uses the daily  return index (RI) o f  the D ata Stream  in

com puting  stock  returns and cum ulative abnorm al returns over the  announcem ent periods. 

T he R I show s a theoretical grow th in value o f  a share ho ld ing  over a specific period, 

assum ing  th a t d iv idends are re-invested  to  purchase additional units o f  equ ity  a t the closing 

p rice applicab le  on the ex-dividend date;

R It =  return index on day t

R It. 1 =  return  index on day t - 1

P t =  price on ex-date

PH =  price on previous day

D t =  d iv idend paym ent associated  w ith  ex-date t

The calculation  ignores tax  and re-investm ent charges. G ross

dividends are used and adjusted closing prices are used to establish the price index (and

(14)

excep t w hen  t  is ex-date o f  the d iv idend paym ent D t, then:

(15)

W here:

hence re tu rn  index).
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3.3.1.2 Abnormal returns

To determ ine an abnorm al return  for a period , an estim ate o f  

the  expected  re to m  is required . T he p resen t study uses the  trad itional m arket m odel to 

define  the  expected  re turn  and the  abnorm al return  during periods by  the  fo llow ing 

p rocedure.

(a) E stim ating the m arket m odel param eters by  OLS

regression:

R„ =  a i +  P i R M  1 +  £ 11 (16)

w here:

R„ = taffy RU
R M , =  ln (S I/S IH)

t =  -60 ,........... ,- l  (i.e. 60 days before announcem ent period)

S it =  random  disturbance for firm  i on day t

SIt =  m arketab le security  p rice index (estim ated by  SET p rice  index) on day t 

SIt 1 =  m arketab le  security  p rice  index  (estim ated by  SET p rice  index) on  day  t-1

(b) F o r any firm  i, using the param eters from  the estim ation 

period  (i.e. â ( and  Pi ), w here the param eters are assum ed to  be constan t during the test 

period , to  com pute the  daily  abnorm al return  as follow ing:

A R n = R 11- ( a  1 + p , R M t ) (17)

w here , A R it is an  abnorm al daily  re tu rn  for firm  i on day t.
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33 .13  Accumulating of abnormal returns over announcement periods

T he cum ulative abnorm al returns (C A R s) around  the  announcem ent 

are com puted  for firm  i b y  follow :

w here: C A R it =  cum ulative abnorm al return for firm  i surrounding an announcem ent period t 

N  =  num ber o f  days re la ting  o f  a  w indow  o f  in terest

re lease  o f  accounting  in form ation  (earnings and  cash  flow s). T he prev ious studies on the 

reaction  o f  the SET on earnings announcem ent show  that the stock  p rices sign ifican tly  react 

to  the  n ew  inform ation  in  th ree  days surround an  announcem ent, i.e. the day befo re  an 

announcem ent, the announcem ent day  and the day after an  announcem ent (N im naul 

K eorath , 1996; P im pana Srisaw asdi, 1996). So, this study perform s the  analysis regard ing  

th ree days surrounding  the announcem ents.

(18)

The m ain  purpose o f  th is  study is investigation  o f  the  im pacts o f  a

33.2  The independent variables

A ll o f  the cash  flow s variab les o f  the p resen t study are taken  from  the

quarterly  cash  flow s statem ents. T he various cash  flow s variab les are:

■  C FO  is m easured as net cash flow s form  operating activity

■  CFI is m easured as net cash flows from investing activity

■  CFF is m easured as net cash flow s from  financing activity

■ Earnings are m easured as net incom e before extraordinary item s
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3.3.2.1 The expectation model of earnings and cash flows measures

A  p art o f  the  in form ation  in reported  earnings and  reported  cash  

flow s is already  reflected  in  stock  prices due to the expectation  o f  investors regard ing  

p rev ious in form ation. T he unexpected  earnings and  cash flow s are new  inform ation  th a t the 

m arket receives at the tim e o f  the announcem ent o f  reported  earnings and  reported  cash  

flow s. T he stock  p rices should  reac t only  to  the  new  inform ation o f  the  release. P rev ious 

studies p rov ide ev idence consisten t w ith  the idea that the m arket reacts on  new  inform ation  

re leases only, w ith  im pact to  earn ings announcem ents (e.g. B all and  B row n, 1968; B eaver, 

1968; F oster, 1977; N im naul K eorath , 1996; P im pana Srisaw asdi, 1996) and cash  flow s 

(e.g. W ilson, 1986 and  1987; B ernard  and Stober, 1989). As a result, an  expecta tion  m odel 

is constructed  in  order to  m easure new  inform ation released v ia  announcem ents o f  earnings 

and  cash  flow s. In  the literature, earnings forecast m odels are derived  u sing  tw o 

approaches; the  technical fo recasting  m odel and analysts forecasts. The technical 

fo recasting  m odel is derived based  on  a  statistical m odel (m athem atics), fo r exam ple, B ox- 

Jenk ins M odel, Seasonal M odel, N on-seasonal M odel. A nalysts forecasts are estim ations o f  

earn ings and  cash  flow s, tha t the analysts o f  financial institu tions prepare and  re lease  to  the 

pub lic  th rough  m edia, such as the  W all Street Journal.

P rev ious research  regard ing  the re turn-earnings association  presen ts th a t the 

analysts fo recasts p rov ide the best accurate expectation  m odel w hilst the B ox -  Jenkins

m odel is the  b e st o f  techn ical forecasting  m odels (B all and  W att, 1972; Foster, 1977).
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H ow ever, there  is no ex isting  official analysts fo recasts fo r the firm s a t the  SET tha t can be  

(reasonably) used  as an  expectation  m odel o f  earnings and  cash flow s. Further, there is no t 

enough  histo rical quarterly  data for the com panies listed on the SET to perform  th e  B ox  -  

Jenkins m odel. A s a result, I use a  seasonal m odel in this study w hich  is consisten t w ith  

p rio r studies using  data from  the SET (N im naul K eorath , 1996, P im pana Srisaw asdi, 1996).

H ow ever, a  sim ple random  w alk  expectation  m odel o f  earnings and cash  flow s 

m easures is w idely  supported  by  the  literature (e.g. B ow en e t al., 1986; R aybem , 1986; 

L ivnat and  Z arow in, 1990; B iddle e t al., 1995) as an efficient expectation  m odel for 

estim ating  the  expecta tion  o f  earnings and cash  flow s inform ation. T herefore, the p resen t 

study uses a sim ple seasonal random  w alk  m odel to  m easure the expectation  o f  earnings and 

cash  flow s th a t can  be  expressed  as follow s.

E ( x  J  =  X  (19)x mit7 mit-4 v 7

W here; E (.) =  expectation  o f  earnings o r cash flow s

X mit =  earnings or cash  flow s m easures ‘m ’ for firm  i in quarter t 

m  =  E arnings, C FO , C FI, and CFF

3.3.2.2 The measure of types of a firm

T he p resen t study uses the  ratio  o f  m arket to  b ook  va lue  o f  equity  at 

the end  o f  p rev ious period  (hereafter M V E t_1/B V E t_1) as a m easure o f  firm ’s cu rren t type. 

T his is consisten t w ith  p rio r studies regard ing  com ponents o f  cash  flow s (K erstein and  K im , 

1995; C haritou  et al., 2001). The m arket value o f  equity  is com puted  as follow s.
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M V E  = C L O S P  X  S H A R E O (20)

w here:

M V E  = the m arket v a lue  o f  equity at the  end o f  trad ing  quarter

C L O SP =  last c losing p rice  o f  the quarter

SH A REO  = num ber o f  share outstanding at the end o f  quarter

T he M V E /B V E  calcu la ted  at the end  o f  the p rev ious quarter (i.e. 

quarter t-1) is a m easure o f  grow th /value firm s for quarter t. The quarter-observations are 

ca tegorized  into grow th  and  v a lue  stocks b ased  on M V E t 1/B V E t_1 w ith  respect to  the 

m edian. A s a re su lt,  th e  f irs t p o r tfo lio , w h ic h  is th e  g ro u p  w ith  th e  lo w e s t v a lu e s  o f  

M V E t 1/B V E t 1, is surrogated  for the  value  stocks w hile  the  last portfo lio , w hich  is the 

group w ith  the h ighest value o f  M V E t.1/B V E t_1, is surrogated for the  grow th stocks. 

H ow ever, no te  here tha t the classification  o f  firm s’ types is subjected  to  characteristic  o f  the 

sam ple o f  this study.

3.3.2.3 The measure of transitory of earnings

T ransitory  o f  earn ings is classified as low  and h igh levels. It is 

m easured  based  on p rio r studies (C heng e t a l .,1996; C haritou  e t al-,2000 and  2001), as the 

absolute change in earnings deflated  by  m arket value o f  equity  at the beg inn ing  o f  the 

\E — E  Iperiods, deno ted  by  —-——  . T hen, all o f  the  quarter-observations are  c lassified  into 2M V E  1̂

groups w ith  respect to  the  m edian. The first (last) group that has low est (highest)
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—-——  stands for the low  (high) transito ry  o f  earnings. As a result, the c lassification  o f
M VE1 _ x

earn ings transito ry  is also subjected  to characteristic  o f  the sam ple o f  this study.

3.3.2.4 The measure of CFI/CFF ratio

The C FI/C FF ratio exam ined in this study is m easured  from  net 

cash  ou tflow s from  investing  activ ities scaled by  net cash  inflow s from  financing  activities. 

In o rder to  econom ically  in terpret this ratio  regard ing  firm s’ capital flexib ility  as d iscussed 

in section  2.3.2.3 above, th is study exam ines only  the cases o f  a  negative net cash flow  o f  

investing  activ ities (i.e. net cash outflow s) w ith  a positive net cash flow  from  financing 

activ ities (i.e. net cash  inflow s). T hen, exam ining the negative n e t cash  flow  o f  investing  

activ ities by  its absolute value  to  earn the positive value o f  the ratio  in  o rder to  facilitate the 

determ ination  o f  events, i.e. less and m ore than  one values o f  the  ratio  (see section  2.3.2.3).

3.4 Data and Data Sources

T he data (o f  m arket inform ation) used  to m easure the  dependent variab le (i.e. R I 

and  SI) are ex tracted  from  the D ata Stream . D ata regarding financial in form ation o f  firm s 

are ob ta ined  from  the annual financial statem ents o f  the firm s in I-SIM S C D -R O M . C ash 

flow s m easures are taken, from  the Statem ents o f  cash flows.

The sam ple consists o f  com panies listing on the  SET, tha t m eet the fo llow ing

criteria:
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■  T hose are non-financial and  non-insurance firm s due to the unique type o f  

businesses and  som e specific legal acts, e.g. acts o f  the  B ank  o f  Thailand.

■  A ll required  data are available on the D ata Stream  and on the L isted 

C om pany  Info  and I-SIM S C D -R O M  during the  second  quarter o f  1998 to  

second quarter o f  2001. This restriction  is p roduced  to  ensure availability  o f  

data. T his period  is requ ired  because the quarterly  S ta tem ent o f  C ash  flow s 

is m andated  for first tim e in the second quarter o f  1998.

■  H ave no announcem ents o f  o ther in form ation during  the announcem ent o f  a 

quarterly  financial report.

B A  D ecem ber firm  (i.e. com pany applying a  fiscal y ea r ended o f  31st 

D ecem ber). This condition  intends to  enhance com parab ility  am ong firm s.

3.5 The Expectation of Results

T his section  presen ts the regression m odel used  to te s t hypothesis discussing in 

p rev ious section  and inclusive w ith  the  expectation  o f  results.

3.5.1 The incremental information content of cash flows beyond earnings

T he fo llow ing regression  m odel is used  to  test hypothesis H I . 

CAR,, =  P i  +  p \U E „  +  p \U C F O u +  P lU C F I,1 + p \U C F F  1, +  ร11 (T -l)

C ash  flow  is the  prim itive  concep t o f  d iscounted  d iv idend valuation

m odel because  d iv idends are norm ally  paid  in cash. C FO , then, is the ind icator o f  investo rs’



72

fu ture cash  flow s th a t w ill be received  in  te rm  o f  cash d ividend. A s a  result, C FO  

in fo rm ation  has im plication  to  stock  pricing. Further, earnings are argued  on its 

m an ipu la tion  tha t C FO  p lays a  ro le  o f  alternative inform ation in  pred ic ting  the f irm s’ future 

cash  flow s. T herefore, I expect tha t p \  has a positive sign.

F rom  a theoretical perspective , there  is a  percep tion  tha t investm ents generally  

lead to  a  good  opportun ity  for a firm  to generate incom e, as an  increase in investm ents is 

re la ted  to  h ig h er fu ture cash  flow s o f  a firm , and  then  increases the firm ’s v a lue  (M cC onel 

and  M uscarella , 1985; John  and M ishra, 1990; L ivnat and Z arow in, 1990; K erste in  and K im  

1995). S m ith  (1990) com m ents on the  investo rs’ in terpretation  o f  investm ents o f  a  firm , that 

under the  in form ation  d isparity  betw een  m anagers and po ten tia l investors, investors 

in terp ret increases in  investm ent as a  positive change in im plied  cash  flow  (that they  react 

favorab ly), w hile  decreases in investm ent are perceived as negative. T he em pirical รณdies 

ind icate  th a t announcem ents o f  increased  capital expenditure are concurren t w ith  increased 

stock  p rices, and by  contrast, announcem ents o f  decreased  cap ital expend itares are 

fo llow ing  b y  declin ing  stock  prices (M cC onnell and M uscarella, 1985; K erste in  and  K im , 

1995). F urther, the ev idence by  L ivnat and Z arow in (1990) and K anokporn  N aririuptee 

(2000) ind icate  tha t the to tal am oun t o f  cash  flow s from  investing activ ities are value  

re levant, and  investors perceive  n e t cash outflow s from  investing  activ ities (net negative 

C F I) as good  new s. T herefore, I p red ic t a  negative association  betw een  U C FI and  C A R  th a t 

is ind icated  by  a negative  sing o f  P i .
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P rio r studies p rov ide inconclusive evidence abou t the  in fo rm ation  con tain ing  in 

financing  activ ities. T heoretical and  em pirical studies suggest tha t stock  m arkets reac t 

negatively  to  issuances o f  equ ity  (e.g. Ross, 1977; M yers and M ajluf, 1984; M ille r and  

R ock , 1985; A squ ith  and  M ullins, 1886; M asulis and  K orw a, 1986; M ikelson  and  P artch , 

1986; Jaruk itsopa, 2001). D ebt issuances, how ever, have inconclusive p red ic tions regard ing  

the  stock  p rice  response. O n  the  one hand, deb t issuances lead  to  a  tran sfe r o f  w ea lth  from  

firm s’ bondholders to  firm s’ stockholders, as a  positive stock  p rice  response is p red ic ted  

(B lack  and  Scholes, 1973). Further, deb t issuances are costly  signals o f  m anagers to  in fo rm  

the  m arket abou t the h igh quality  o f  the firm s tha t a positive stock  p rice  response is 

expected  (R oss, 1977). O n the  o ther hand, deb t issuances convey  bad  new s abou t fu ture 

cash  flow  and  earnings o f  the firm s, tha t w ill be perceived  negatively  by  the stock  m arket 

(M ille r and  R ock , 1985; D ann  and  M ikkilson, 1984; E ckbo , 1986; M ikkelson  and  P artch , 

1986; F am a and  F rench, 1998). The evidence o f  cash  flow s in form ation ind icates a  positive  

associa tion  b e tw een  stock  re turns and unexpected  n e t cash  flow s from  financing  (L ivnat and  

Z arow in , 1990; C lubb, 1995; G arrod  and  H adi, 1998). F or ev idence from  the SET, the  stock  

issuances are consisten t w ith  stock  p rice  decreases (In tu th ipaw an, 2000; Jaruk itsopa, 2001) 

w h ich  suggest a  negative association  betw een  stock  returns and cash flow s from  stock  

issues. In  contrast, K anokpom  N ark tub tee  (2000) show s a  positive  associa tion  betw een  

stock  p rices and  n e t cash  flow s from  financing. O verall financing  m ight be subject to  the

proportion  b e tw een  deb t and  equity  o r sub ject to  the contex tual effec t such as g row th
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opportun ities o f  firm s. N evertheless, accord ing  to  the results o f  K anokpom  N ark tub tee  

(2000), th a t reveals the favorable reaction  to overall financing o f  firm s in  the  SET, I p red ic t 

a positive association  o f  C FF and C A R  o r that P l  has a positive sign.

3.5.2 The impact of transitory of earnings on the incremental 

information content of cash flow beyond earnings

A ccord ing  to  equation  (13), I a llow  a dum m y variab le  to  stand for tw o

stages o f  the  transito ry  o f  earnings in  o rder to  test its im pact on the  stock m arket reaction  to

earn ings and  cash  flow s. T he regression  m odel used  to  test this im pact is w ritten  as follow s;

CAR,, =  P l  +  P l  * D et +  p \U E „  +  P l u  CFO ,, +  P  l  U C  F I  „ +  P ]U C F F „
+  P lU E „  * D et +  p fu C F O ,,  * D et +  P lU C F I  1, * D ET (T-2)
+  p lU C F F ,, * D e1. +  £1,

w here: D ET =  a  dum m y variab le w hich  takes a value o f  1 for h igh  transito ry  o f  earn ings and

0 otherw ise

T he transito ry  o f  earnings hypothesis can  be  supported  i f  P l  has a 

negative  sing  and P l  has a positive sign. The C FI and C FF p lay  a ro le  o f  alternative 

in form ation  in  order to  p red ic t a firm ’ ร fu ture cash flow s. L ips (1990) ind icated  that 

alternative  in form ation  m itigates the return-earn ings relationship. Therefore, w hen  earnings 

have h igh  transito ry  the  investors m igh t rely  on  the o ther re levant in form ation  than  w hen 

earn ings have low  transitory . C FI and C FF should  p lay  a larger role o f  additional relevant 

in form ation  in  the  ex istence o f  h igh  transito ry  o f  earnings. F o r this expectation , I p red ic t 

tha t P l  has a negative  sign and P l  has a positive sign.
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3.5.3 The impact of firm types on the incremental information content of 

cash flow beyond earnings

I c lassify  firm  types into grow th stocks and  value  stocks by  the m arket-

to -book , va lue  as d iscussed  in  section  2 .3 .2 2 .  T he fo llow ing m odel is u sed  to  test the effect

o f  firm  types on  the  relationsh ip  o f  re turns and earnings and cash  flow s.

C A R „ =  P i  +  P i  * D tp +  P l u E  1, +  P l u  C F  0 11 +  p \U C F l it +  P lU C F F  
+  P \U E  1, * D tp +  P lU C F O ,, * D 71, +  p l U C F l 1, * D 71, (T-3)
+  P lU C F F  1, * D 71, +  £1,

w here:

D tp =  dum m y variab le  takes a  value  o f  1 for grow th stock  and  0 o therw ise

F o r the  grow th  stocks, there could  be the existence o f  h igh persisten t 

earn ings w hile  low  persisten t C FO . T hat is because  these firm s have increases in sales and  

are typ ica lly  concurren t w ith  an  increase in  receivables. As a result, operating  cash flow s 

lag  sales. Further, as sales increase, the  firm  purchases additional inventory  in o rder to  

support the  expected  future sales, b u t the inventory  cost is recorded (in accrual basis 

accoun ting) w hen  goods are sold. T hus, the  cash  outflow  for inventory  leads the co st o f  

goods sold. H ow ever, the increases in  payables and accrued liabilities typ ically  co incide  

w ith  increased  sales, w hich , therefo re, partia lly  o ffset the increases in cu rren t assets and 

reduce  the  lag  betw een  C FO  and earnings. A nyw ay, those effects o f  the increase in  sales 

have  d ifferen t m agnitudes, as cu rren t assets are likely  to  grow  m ore rap id ly  than  curren t

liab ilities fo r supporting  the  rap id  fu ture grow th (Ingram  and L ee, 1997). A s a result, CFO
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h igh ly  fluctuates period  relative to  earnings during  grow th  periods. F urther, the  grow th  

stocks im ply  tha t firm  values consist o f  h igh grow th  opportunities (M yers, 1977), tha t m ight 

include in tang ib le  assets; fo r exam ple, paten ts, good  w ill tha t are d isposed  or am ortized  

th rough  the  accrual accounting b u t no t fo r cash  accounting. So, C FO  m igh t no t be a  good 

p roxy  for the  fu ture cash  flow s o f  these  firm s due to  the lim itation  o f  tim ing  and  m atch ing  

o f  the  cash  basis. In contrast, the  firm ’s value o f  the value stocks consists o f  assets in  p lace 

ra ther th an  g row th  opportunities. C FO  m igh t b e  a  good p roxy  for fu ture cash  flow s since  th e  

tim ing  and  m atch ing  problem s are no t severe. H ence, C FO  m igh t p lay  a ro le  o f  a lternative 

in fo rm ation  to  prov ide h igher increm ental inform ativeness to  earn ings in  value  stocks than 

g row th  stocks. T herefore, I expect tha t CFO  conveys h igher additional in form ation  about 

fu ture cash  flow s in  the value  stocks than  the  grow th stocks o r th a t P i  has a  negative  sign. 

A lso  I p red ic t tha t earnings should  have superior additional in form ation  conten t beyond 

cash  flow s in  grow th  stocks than  value  stocks, i.e. P i  should  have a  positive  sign.

C FI provides in form ation  abou t future cash  flow s th a t w ill be generated  

by  n ew  investm ents. W hile  earn ings and  C FO  provide in form ation abou t fu ture cash  flow s 

o f  firm s tha t w ill be generated  from  assets in  p lace, CFI, thus, could  contain  in form ation  

usefu l fo r setting  stock  prices increm ented  to  earnings and C FO . H ow ever, i f  firm s are 

m ak ing  new  investm ents in grow th  opportunities, the pro jects are expected  to  have positive 

n e t p resen t value  w hile  i f  m anagers do n o t ac t in  the  b est in terests o f  shareholders b u t act

for their se lf  interests, the new  investm ents w ould  be negative net p resen t value projects
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(A m ihud and  L ev, 1981; B erger and  O fek, 1995; C haroenw ong et al., 2001). T he m arket 

m igh t in terp ret new  investm ents signals regard ing  firm s’ grow th  opportunities. I f  the  m arket 

is aw are o f  firm s’ grow th opportunities, it should  response to  the h igher-than-expected  

investm ent announcem ents o f  the good  grow th opportunity  firm s w ith  a positive sign , w hile  

responding  w ith  negative sign for bad grow th opportunity  firm s (John and M ishra, 1990; 

A n thony  and  R am esh, 1992). By assum ing tha t the m arket know s the  firm s’ grow th  

opportun ities (L akonishok et al., 1994), I expect that the stock price responses for h igher- 

than-expected  C FI o f  grow th  stocks w ill be m ore positive than  va lue  stocks, and  v ice  versa  

for low er-than-expected  CFI. A s a result, I p red ic t that P i  has a negative sign.

C F F  reveals the ability  o f  firm s to obtain  additional funds and the ob ligations 

that the firm s need  to pay  cash for recovering  interests, principals, or d iv idends in the 

future. F o r th e  grow th stocks, firm s are g row ing in sales and  assets (L akonishok  et al., 

1994), and those  firm s typ ically  need to  finance additional funds. H ence, an  increase in C FF 

w ould  be positively  reacted  by the m arket. In  contrast, for the value  stocks, w here  the 

m arket perce ives that they  have low  grow th opportunities w ill be less positively  reacted  by 

the m arket fo r increases in  C FF, because  it reveals that the firm s have m ore ob ligations to  

recover by  cash. C onsequently , i f  the firm s cannot generate  cash enough to recover, those

firm s w ill g e t in financial d istress. S ince the low  grow th  opportun ity  firm s have h ig h er risk
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in  cash  generating  ability  than  high grow th opportun ity  firm s, the m arket should  reac t m ore

favorab le to  increases in  financing  o f  the grow th  stocks th an  the  v a lue  stocks tha t is 

ind icated  b y  a positive sign o f  P i .

3.5.4 The impact of CFI/CFF ratio on the incremental information content

of cash flow beyond earnings

T he im pact o f  C FI/C FF  ratio  is tested  by  a llow ing  a dum m y variab le  o f

equation  (13) for a value o f  C FI/C FF ratio , due to its econom ic in terpreta tion  as discussed

above. T he regression  m odel using to  test this im pact is as follow s:

CAR,, =  P i  +  P l  * D CF1CFF +  P lU E „  +  P lU C F O „ +  p \U C F l„  +  P tU C F F  
+  P tU E „  * D CF1CFF + p * U C F O u * ท,.1ป ี, 1. +  P l  U C  FIit * D CF1CFF (T-4)
+  P lU C F F u * D cficff +  £1,

w here, D CF1CFF =  dum m y variab le  w hich  takes a value  o f  1 for firm s tha t have C FI/C FF

ratio  excess 1, and  0 for a ratio  less than  1

T he C FI/C FF ratio  represents the sources o f  funds used  for investm ents 

during a period . A  ratio  in  excess o f  1 (C FI>C FF), im plies that the investm ents o f  the period 

have  been  financed  b y  internal sources ra ther than  external sources o f  funds. In  contrast, a 

ratio  less than  1 (C FF>C FI) reveals that the com pany has used  a part o f  their funds from  

ex ternal financing  in  non-investing  activities. T hus, the  ratio  larger than  1 (less than  1) 

ind icate the  re la tive ly  h igher (low er) capital flexib ility  and the better (w orse) m anaging  o f  

sources and  uses o f  funds. A s a  result, the firm s w ith  the ratio  excess o f  1 m ight be 

perceived  as the be tte r com panies com parative to  the firm s w ith  the ratio less than 1.
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T hese econom ic in terpretations o f  the  C FI/C FF  ratio m ig h t convey re levan t 

in form ation  to  the  m arket in order to  in terpret the  inform ation o f  ind iv idual C FI and  C F F  as 

w ell as earn ings and CFO . I expect that P i  should  take a positive sign  due to th e  better 

(w orse) m anagem en t o f  funds. In the  case o f  the  firm s w ith  the ra tio  less than  1, C FO  

should  be m ore positively  reacted  by  the m arket relative to  the firm s w ith  the ratio  excess o f  

1 due to  the  lack  o f  cap ital flexib ility  tha t the firm s need to  generate  C F O  in order to  avoid  

the financial d istress i f  som e unexpected  events occur. H ence, I ex p ec t that P i  has a 

negative  sign. T he investm ent funding by in ternal sources o f  funds should  have a  m ore 

favorable reac tion  by  the m arket than  the external funding, i.e. P i  is expect to  have a 

negative  sign. Further, the  m arket m igh t favor the  using o f  funds from  financing  ac tiv ities in 

investm ent activ ities m ore than in o ther activities. So, I expect that P i  has a positive  sign.

3.5.5 Joint impacts of the determinants of incremental information content 

of cash flows beyond earnings

T he jo in t im pacts are investigated  in th is study by  add ing  m ultip licative 

term s regard ing  the in teraction  betw een  the tw o and three qualitative (dum m y) variab les. A s 

a  result, fou r m odels are form ulated  by  adding  in teraction  dum m ies (m u ltip licative  o f  the 

tw o variab les). T he first three m odels are used  to analyze the in teraction  effect o f  a  pair 

factor; m odels T-5 for the jo in t im pacts o f  transito ry  o f  earnings and  ty p es o f  stock , T -6  for

the jo in t im pacts o f  earnings transitory  and C FI/C FF  ratio , and T-7 for the jo in t im pacts



80

betw een  types o f  stock  and  C FI/C FF  ratio. T he last m odel (T-8) is used  for th e  test o f  

in teraction  effects o f  all th ree factors. T hese m odels are p resen ted  as follow s.

C A R  11 =  P 0 +  p  1 * D 11■■1. +  p 2 D 7,p +  p 3 D  77 D  71,
+  p \U E „  +  P tU C F O  11 +  P lU C F I  1, +  p  7บ C F F  11
+  P lU E ,' * D et +  P lU C F O ,, * D et +  P lU C F I  1, * D ET +  P lU C F F ,, * D ET (T _5}
+  P lU E ,,  * D tp +  P lU C F O  it * D „, +  P lU C F I ,,  * D  71, +  P l u  CFF,1 * D  71,
+ P l u e , ,  * D  ET CI TP +  P lU C F O ,,  * D 177 D  71,
+ P lU C F I ,,  * D 77 D 71, +  P lU C F F „  * D 77D 71, +  8 11

W here, all variab les are denoted  as previously . As a result, P i , P i , P i , and P i  are the

d ifferen tial effects o f  being  a grow th firm  w ith  h igh transitory  o f  earnings.

CAR,, =  P l  +  P l  * D 77 +  P i D 7,, +  P i D 77 D 71,
+  P lU E ,, +  P lU C F O ,, +  P lU C F I,, +  P l u  CFF,,
+  P lU E ,,  * D  77 +  P lU C F O ,, * D 77. +  P lU C F I ,1 * D 77 +  P lU C F F ,, * D 77 (T  6}
+  P lU E ,,  * D c77c77 +  P lU C F O ,,  * D CF1c77 + P lU C F I ,,  * D c71CFF 
+  P lU C F F „  * D a ป ี, . .  +  P l U E ,1 * D 77.D c71CFF +  P lU C F O ,,  * D ETD C71c77 
+ P lU C F I ,,  * D etD cfic77 +  P l u  C F F „ * C)ET บ 'cflCFF +  £ it

W here, all variab les are denoted  as before. C oefficients P l , P l , P l , and P l  are the 

d ifferen tial effects o f  being  a firm  w ith  h igh earnings transito ry  and the ratio o f  C FI/C FF is

excess one.

CAR,, = P l + P l * Djp + P l ĈCFJCFF P i Ĉ TpUcFICFF 
+ P lu p , +p]U C FQ t + P lU C F I +P]UC FF„
-f R U jF. * ท  +  R 1 n r  F O  * D__ + R i  โ J C F J  * D ... +  (C  J J C F F  * f l . . .

+ P lu p , *D 77Dc77.77+ P lU C F Q  *  DrpDc77.77 
+ P l U C F l * D TpDc77c77+ P lU C F F * D TpDc77c77+ 8 U

Where, all variables are denoted as previously. Coefficients P l , P l , P l , and P l  are the

differential effects of being a growth firm with CFI/CFF ratio excess one.



C A R j' = p 0 + P x บ ET + P 2 D rp + P 3 บ CFICFF^ P \ บ E ^ T P บ CFICFF 
+ t f U E „  + f i U C F Q  + f i U C F l  +  P l u e  F  %
+ f i v i  * บ , T + P I 0U C F Q  * D e t  + P Ï J J C F I  * D e t  + P I U C F P  * D et

+ P n U E u *  บ TP + P u U C F Q  * บ TP + P I 5U C F I  * D tp + p f 6บ C F p  * D rp (T-8)
+ P\าบPt *  บCFICFF+ P\&UUFQ * บCFICFF + P\9 บบบ\t *  บCFICFF +  P lJU U Fpt* บcFie FF
+ «  * บทาบทบCFICFF+ PnUCUQt * บI พบTPบCFICFF 
+ & U C F I * บET บTP บCFICFF + Pu U C Fp * D ETDTpDcFICFF + £น

Where, all variables are denoted as above. Coefficients p \ x , P l 2 , /?2 , , and / ? 2 4  are the

differential effects of being a growth firm with high transitory of earnings and the ratio of

CFI/CFF is excess one.
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