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Abstract

This study investigates the relationship between the informativeness and the predictabil-
ity of cash flow data. Predictability is defined as the ability of an accounting variable
to predict future cash flows. Using a two-signal capital asset pricing model, this study
predicts that the incremental informativeness of cash flows is an increasing function of
its predictability and a decreasing function of the predictability of earnings. The em-
pirical evidence is consistent with this prediction. This study contributes to the cash
flow/earnings literature in that it identifies a context in which cash flow data possess
significant incremental information content beyond that reflected in earnings. The re-
search findings of this study also have methodological implications for other incre-
mental information content studies. Specifically, it suggests that the informativeness of
alternative information is an important factor in examining the incremental information
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of an accounting variable.

1. Introduction
his study examines the relationship be-
I tween the informativeness and the pre-
dictability of cash flow data using a two-
signal capital asset pricing model (CAPM). Pre-
dictability is defined as the ability of an ac-
counting variable to predict future cash flows.
The primary objective of the research is to iden-
tify contexts in which cash flow data are ex-
pected to exhibit incremental information content
beyond that reflected in accrual earnings.

Research has addressed the issue of in-
cremental information content of cash flows [see
Bowen et al. (1987), Rayburn (1986), Wilson

Readers with comments or questions are encour-
aged to contact the authors via e-mail.
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(1986 & 1987), and Bernard and Stober (1989),
among others]. The empirical evidence regard-
ing the incremental information content of cash
flows beyond that provided by earnings as re-
flected in security prices in these studies is weak
and conflicting [see Bernard (1990) and Jennings
(1990)]. As Bernard (1990) has concluded: "the
recurring lesson from this research is that bot-
tom-line historical cost earnings is not only 'hard
to beat', but that it is difficult to demonstrate
convincingly that other data convey any infor-
mation beyond that reflected in earnings." The
lack of information content of cash flow data
beyond that reflected in bottom-line earnings is
not intuitive given the increasing emphasis on
cash flow reporting in the accounting profession
and the widespread belief in the usefulness of
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cash flow information in the investing commu-

nity.

Bernard and Stober (1989) offered two
potential explanations for the lack of evidence
regarding the incremental information content of
cash flows: (1) a short event window may not
represent important events for pricing because
the essential information may have been made
available to the market through alternative chan-
nels, and (2) the relationship between security
price and the two accounting signals is too con-
textual to draw any general conclusions. In light
of the suggested potential shortcomings of a short
event window in this research context, this study
adopts an annual event window in the empirical
design. In responding to the second suggestion,
this study identifies specific contexts in which the
relationship between the two accounting signals
and the security price is expected to vary. Spe-
cifically, instead of assuming that the relative in-
formativeness of earnings and cash flows in
terms of their ability to predict future cash flows
is constant across all firms, this study recognizes
explicitly that the relative ability of the two ac-
counting variables in terms of predicting future
cash flows varies across firms and, consequently,
the magnitude of market reaction to the two ac-
counting variables is expected to vary with re-
spect to their relative predictability.

The focus on the relative predictability of
the two accounting signals is motivated by the in-
sights of recent analytical models developed by
Holthausen and Verrecchia (1988) and Lipe
(1990). Holthausen and Verrecchia (1988) use
an information economics model to demonstrate
that the relationship between stock prices and a
given source of information depends on the
availability of other useful information. While
Holthausen and Verrecchia (1988) modeled the
sequential information releases, Lipe (1990)
models the relationship between security prices
and multi-informational events released simulta-
neously, and suggests that the market reaction to
a given source of information depends not only
on the quality of that information but also on the
quality of the alternative information that is
available to the market.
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In order to formally examine the incre-
mental information content of cash flow infor-
mation given that accrual earnings are also avail-
able to the market, this study develops a two-
signal CAPM similar to that used by Lipe
(1990). Two testable hypotheses regarding the
relationship between stock prices and cash flows
are derived. The first hypothesis is that the cash
flow response coefficient which measures the
stock return response to a one-dollar cash flow
innovation is an increasing function of the pre-
dictability of cash flows. The predictability of
cash flows is defined as the ability of past cash
flows to predict future cash flows, and is re-
flected in the variance from an univariate time-
series regression. As the variance decreases, the
predictability of cash flows increases. Conse-
quently, the current cash flow information be-
comes more useful in predicting future cash
flows and, therefore, the response coefficient in-
creases. The second hypothesis is that the cash
flow response coefficient is negatively related to
the predictability of earnings. The predictability
of earnings is defined as the ability of past earn-
ings to predict future cash flows, and is reflected
in the variance from regressing cash flows on
lagged earnings. As the predictability of earn-
ings increases, ceteris paribus, the relative
weight assigned to cash flow data decreases and,
consequently, the response coefficient of cash
flow decreases.

The two hypotheses are tested empiri-
cally. The evidence is consistent with the pre-
diction that the cash flow response coefficient is
an increasing function of the predictability of
cash flows and a decreasing function of the pre-
dictability of earnings. In addition, the evidence
indicates that cash flow data are particularly in-
crementally informative when the predictability
of earnings is low. Finally, the findings suggest
that when the predictability of earnings is high,
cash flow data contribute little incremental in-
formation even if the predictability of cash flows
is high. This may explain why previous cash
flow studies examining a broad section of firms
failed to document consistent evidence regarding
the incremental information in cash flows. The
research findings of this study also have meth-



Journal of Applied Business Research

Volume 14, Number 2

odological implications for other incremental in-
formation content studies in that it suggests that
the informativeness of alternative information is
an important factor in examining the incremental
information of an accounting variable.

The rest of the study is organized as fol-
lows. Section 2 develops the theoretical model
and formulates the hypotheses. Section 3 pres-
ents the research design, including the sample
selection procedure and the computation of un-
systematic stock returns, unexpected earnings
and unexpected cash flows. Section 4 presents
the empirical tests and the results. Section 5 dis-
cusses the implications of the results.

2. Theory Development and Hypotheses
Formulation

Since the 1970s, double-digit inflation
and record interest rates have resulted in an in-
creased concern over the inadequacy of accrual
earnings and more emphasis on cash flow data.
For example, Harold Williams, the former
chairman of the SEC, advocated the disclosure of
cash flow information and suggested that cash
flows might be more useful than EPS in evaluat-
ing business. Analysts and creditors began to fo-
cus more upon cash flows and less upon EPS
[e.g., Backer and Gosman (1978), and Thomas
(1982), among others]. Heath (1978) com-
mented in his accounting research monograph
No. 3 "Financial Reporting and the Valuation of
Solvency":

Beginning in the mid 70s a big trend (developed)
on the part of financial analysts to look at cash
Jflows. And the reason for that was because ac-
crual accounting was getting so bizarre and so
removed from the company's cash flows that you
almost had to look to that statement in order to
Jigure out what the company was doing. There
began to be a bigger focus on cash flows.

Despite the increased emphasis on cash
flow information, numerous research studies ex-
amining the incremental information content of
cash flows generally failed to document consis-
tent evidence that cash flow data possess infor-
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mation content beyond that reflected in earnings
[see Bernard (1990), among others]. These
studies generally assumed that the relative infor-
mativeness of earnings and cash flows is constant
across all companies. Suspecting that this unre-
alistic assumption may contribute to the failure in
documenting empirical evidence regarding the
incremental informativeness of cash flow data,
Bernard and Stober (1989) considered several
contexts under which cash flow data may possess
incremental information content. While Bernard
and Stober's study was well designed, their study
did not consider a potentially very important
factor, i.e., the relative predictability of earnings
and cash flows. A subsequent study by Lipe
(1990) offered significant insight for the investi-
gation of the incremental information of ac-
counting variables. Specifically, Lipe suggests
that the informativeness of an accounting vari-
able is a function of both its predictability and
the predictability of other accounting variables
that are also available to the market [Lipe
(1990)]. In light of Lipe's suggestion, this study
attempts to investigates the incremental informa-
tiveness of cash flows beyond that reflected in
earnings by focusing on the relative predictability
of the two accounting variables. Given inves-
tors' concern over earnings manipulation (e.g.,
see the National Commission on Fraudulent Fi-
nancial Reporting, 1987), it seems logical to ex-
pect cash flow information to be incrementally
informative for some firms even if accrual earn-
ings are in general more informative than cash
flows. More specifically, cash flow disclosure is
expected to be more informative for firms whose
earnings are less informative in predicting future
cash flows, and alternatively, be less informative
for firms whose earnings are highly informative.

To formally model the relation between
security prices and the relative ability of cash
flows versus earnings to predict future cash
flows, the following three assumptions are neces-
sary. First, the unexpected return on common
stock is a function of accrual earnings and cash
flow information. Specifically,

R‘:zi): BsEr(CFt+s|Er>CFz)_ir—l(CFMIE
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) (1)

t-1



Journal of Applied Business Research

Volume 14, Number 2

This assumption implies that the unex-
pected stock return in period t is associated with
changes in expectations of current and future
cash flows discounted at a constant rate. For
simplicity, this assumption restricts the informa-
tion that is available to the market to only earn-
ings and cash flows. It can be shown that the
major properties of the model hold even if in-
formation other than earnings and cash flows is
available to the market.

The two remaining assumptions describe
the information structure. The first is that cash
flows are generated under the following first-
differenced, finite-order autoregressive process:

N
ACF=Y " bACF, +e, (2)
i=1

where the shock term e, is assumed to be distrib-

uted normal with zero mean and a variance of
2

o%. The second is that accrual earnings provide
information about future cash flows. Specifi-
cally,

E=CF, +v,., (3)

where v,,; is distributed N(0,6,2), and e and v
are assumed to be independent. In addition, it is
implicitly assumed that cash flow and earnings
are observed simultaneously because this study
uses an annual event window.

Given the assumptions above, equation 1
can be rewritten as:

R =

2
oe(et+1 +vr+1)

Et(e{+1) —Ez-l(e;+1): (6)
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Equation 4 can be further rewritten as:
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From equation 7, it is evident that the usefulness
of cash flow data is determined by its ability,
relative to that of earnings, to predict future cash
flows.

The first hypothesis examines the rela-
tionship between the cash flow response coeffi-
cient and the predictability of cash flows. It can
be demonstrated by differentiating cash flow re-
sponse coefficient (bcr) with respect to c,2:

IR CEO DY AT
CF_ _ s=1 <0 (8)
60, (0, +0})’

Since the derivative is negative, the cash flow re-
sponse coefficient is a decreasing (increasing)
function of ¢ (the predictability of cash flows).
Intuitively, as the predictability of cash flows in-
creases, current cash flow information becomes
more useful in assessing future cash flows and,
therefore, the cash flow response coefficient in-
creases. The first hypothesis can be formally
stated as follows:

= E -E
- (1) e, 2215 e

s=1 -1

where O coefficients come from inverting equa-
tion 2 into a moving-average process. The two
terms in equation 4 represent the information re-
flected in cash flow and earnings information.
Specifically, the revision in expectations of e, and
€., are as follows:

2
Ogle,+v)
Efe)-E, \(e)=e,~ 7 2
Ue +0V
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(4)

H1,: Cash flow response coefficient is an in-
creasing function of the predictability of cash
flows.

The second hypothesis examines how the
cash flow response coefficient changes with re-
spect to the predictability of earnings. The rela-
tionship between the cash flow response coeffi-
cient and the predictability of earnings can be
demonstrated by differentiating b with respect
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Equation 9 indicates that as the predictability of
earnings increases (or as o, decreases) while
holding the predictability of cash flows constant,
the market relies more on earnings information
and less on cash flow information in predicting
future cash flows. Consequently, the second hy-
pothesis can be stated as:

H2,: The cash flow response coefficient de-
creases as the predictability of earnings in-
creases.

To summarize, theory predicts that the
cash flow response coefficient is positively re-
lated to the predictability of cash flows and is
negatively related to the predictability of earn-
ings. It is expected that cash flow data contrib-
ute little incremental information when earnings
predictability is high, and contribute significant
incremental information when the predictability
of earnings is low.

3. Research Design

This study uses a test period of ten years
from 1977 to 1986. The criteria used to select
sample firms for this study are: (1) the firm must
have a December 31 year end; (2) the firm must
have complete monthly securities return data on
the 1987 CRSP file for the period May 1972
through April 1986; (3) the firm must have com-
plete data on the 1987 Compustat file for the
computation of earnings and cash flows from op-
erations for the years 1975 through 1986; and (4)
the firm must be a non-banking and non-utility
firm.

The data in item 2 are required for esti-
mating market model parameters. Since pa-
rameters in the market model are estimated using
ordinary least square regression over the
60-month period preceding the testing period
starting from 1977 for which the expected secu-

(9)
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rity returns are estimated, returns data for the pe-
riod 1972 through 1986 are required to calculate
unexpected returns for the testing period 1977 to
1986.

The data in item 3 are required for ob-
taining earnings and cash flow information over
the ten year period from 1977 through 1986.
Two years of data preceding the test period are
required to calculate unexpected earnings and
unexpected cash flows from operations.

Finally, financial institutions and utility
firms were excluded from the sample because
they were regulated during the sample period. In
addition, in order to reduce the impact of outliers
on the test result, firms with extreme values in
unexpected earnings and unexpected cash flows
(+-300%) were excluded from the sample. Ap-
plying the above sample selection criteria re-
sulted in a sample size of 3010 firm/year obser-
vations.

This study adopts an annual event win-
dow for the measurement of unsystematic stock
returns. An annual event window instead of a
shorter window is chosen in this study because
the exact date in which both earnings and cash
flows become available to the market is usually
difficult to identify. In a related study by Ber-
nard and Stober (1990) using a 9-day event win-
dow, Bernard and Stober suggested that the
"financial statement release date may not repre-
sent important events for pricing because the es-
sential information included has already been
made available through alternative channels".
The unexpected stock returns are calculated in a
way consistent with prior cash flow studies [see
Bowen et al. (1987)]. Market model regression
summary descriptive statistics are presented in
Table 1.

The computation of unexpected earnings
(UE) and unexpected cash flows from operations
(UCFO) in this study are also consistent with
previous cash flow studies [see Bowen et al.
(19987)]. Specifically, this study uses Compus-
tat item No. 18 (earnings before extraordinary
items and discontinued operation) for earnings.
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4.1 Cash
Table 1 Flow Response
Market Model Summary Statistics Coefficient and
the Predictability

Variable Mean Standard Maximum Minimum of Cash Flows
Deviation

The first
a 0.003 0.011 0.043 -0.051 hypothesis devel-
B 1.139 0.406 3.381 -0.640 oped in Section 2
R? 0.308 0.133 0.783 0.000 predicts that the
CAR -0.045 0.321 2.150 -2.068 cash flow re-
sponse coefficient
Unexpected cash flows from operations are com- 15 an Increasing

puted using the indirect approach [see Bowen et
al. (1987) and Rayburn (1986)]. That is, the
computation began with earnings and adjusted
for the following accrual adjustments: (1) depre-
ciation and amortization (Compustat No. 14); (2)
deferred taxes and ITC liability (Compustat No.
35); (3) change in net trade receivables
(Compustat No.151); (4) change in inventories
(Compustat No. 3); (5) change in other current
assets (Compustat No. 68); (6) change in ac-
counts payable (Compustat No. 70); (7) change
in income taxes payable (Compustat No. 71);
and (8) change
(Compustat No. 72). Summary descriptive sta-
tistics of accounting variables are presented in
Table 2.

4. Empirical Tests and Results

in other current liabilities

function of the predictability of cash flows. To
test this hypothesis, the following time-series re-
gression is estimated for each of the 301 firms in
our sample to obtain the residual variance (c.%)
for each firm:

(10)

|

CFO =a, +a,CFO,_, +e,

Second, the cash flow response coefficient for
each of the sample firms is obtained from the
following regression:

CAR=b,+b,UCFO,+e, .

o (11)

The coefficient b, is the cash flow response coef-
ficient. Summary statistics for the two regres-
sions are presented in Table 3.

The cash flow response coefficient, b,, is
hypothesized to

Table 2

Variable Mean Standard
Deviation

E 175.441 544.102
CFO 369.816 1,238.848
UE 0.004 0.133
UCF 0.012 0.263
MV 1,659.149 4,591.529

market value (MV) are in million dollars.

Summary Statistics of Accounting Variables *

“Earnings from operations (E), cash flow from operations (CFO) and

be an increasing
function of the
predictability of
the cash flow se-

Maximum Minimum ries. Predictabil-
ity is reflected in

6,992.000 -1,654.500 the variance of
18,953.500 24,648.600 | the cash flow
0.902 0.978 | shock, o%. As
2.772 -2.524 the variance of e
95,774.430 6.872 (estimated  from

equation 10) in-
creases, the pre-
dictability de-
creases. There-

fore, % and b,
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creases, keeping

Table 3 the predictability of

Time-Series Model Summary Statistics cash flows con-

(N=301) stant, the market

relies more on

Variable Mean Standard Maximum Minimum earnings in pre-
Deviation dicting future cash

flows and, there-

o2 85.31 197.91 1,691.77 0.78 fore, the magnitude
c%,? 166.28 612.57 9,548.32 0.69 of the market reac-
b? 0.87 3.73 30.04 -19.35 tion to cash flows
decreases.  Intui-

* 6%, 6%, and b, are estimated for each of the 301 firms using equations tively, this hy-
10, 12, and 11, respectively. pothesis  predicts
that cash flow dis-

are expected to be negatively related if the alter-
native hypothesis is true, and unrelated if the null
is true. The correlation coefficients between o2,
and b, are presented in Table 4. The Spearman
correlation coefficient be-

closure will be more informative for firms whose
earnings quality is low. To test this hypothesis,
the following three steps are performed:

tween % and b, for the 301
sample firms is -.16 at indi-
vidual firm level and is sig-
nificant at .005 significance
level (see Panel A). This
result confirms the hypothe-
sized inverse relationship
between % and b,, and is
consistent with the alterna-
tive hypothesis that the cash
flow response coefficient is
an increasing function of its
predictability. Because the
relationship between o, and
b, may be nonlinear, the
Kendall rank correlation
coefficient was also com-
puted and the result is pre-
sented in Panel B of Table

Panel A:

Panel B:

Table 4

Kendall and Spearman Correlation Coefficients

Spearman Correlation Coefficient* (N=301)

Corr(c?;, CFRC)
(Prob> |R|)

-.160
(.005)

Kendall Rank Correlation Coefficient* (N=301)

Corr(c’,;, CFRC)
(Prob> |R])

-.106
(.006)

* The residual variance from cash flow time-series auto-
regression (c%;) and the cash flow response coefficient
(CFRC)), b;, are estimated for each of the 301 firms using
equations 10 and 11, respectively.

4. The null is rejected at .006 significance level
in favor of the alternative.

4.2 Cash Flow Response Coefficient and
the Predictability of Earnings

The second hypothesis developed in Sec-
tion 2 is that the market response to cash flows is
a decreasing function of the predictability of
earnings. As the predictability of earnings in-
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(1). The predictability of earnings (the
ability of earnings to predict future cash flows) is
estimated for each firm using the following re-
gression equation:

CFO=ay+a/E,_ +u | (12)

t \

(2). The sample firms are then divided

into two groups based on the variance of u;,
(estimated from equation 12),6%,; and
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(3). b and B coefficients are estimated for
each of the two groups using the following two
equations, respectively:

CAR

it

=By+B,UE, ,+B,UCFO, + € -

CAR

e = ljo+blUCFOi,,+b2UACi,r+ € (14)

where UAC is unexpected accruals (accruals are
defined as the difference between earnings and
cash flows). It is expected that for the group of
firms with high earnings predictability, the null
hypothesis that cash flow data contribute little in-
cremental information will not be rejected be-
cause earnings are highly informative in predict-
ing future cash flows. Specifically, the predic-
tion for the high earnings predictability group is
B,=b,-b,=0 - (15)
where f3,, b, and b, are the coefficient estimates
from equation 13 and equation 14 respectively
[For a detailed discussion of the relationship
between 3,, b; and b,, see Jennings (1990)] .

For the group of firms with low earnings
predictability, the null hypothesis is expected to
be rejected. More specifically, since earnings
predictability is low for this group of firms, it is
reasonable to expect the market to rely more on
cash flow information:

P,=b,-b, > 0

The regression results are presented in
Table 5. When earnings predictability is high,
the null hypothesis that cash flow disclosure
contributes no incremental information can not
be rejected at any significance level (see Panel
A). The cash flow response coefficient after
controlling for earnings, [, is only .02 with a t-
statistic of .638. This evidence indicates that
cash flow information adds little to the informa-
tion provided by earnings when earnings predict-
ability is high. This evidence may explain why
previous cash flow studies examining a broad
section of firms have failed to document incre-

- (16)

(13). .
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mentally information content for cash flow data.
That is, the predictability of earnings and cash
flows was generally assumed to be constant
across all firms in those studies.

When earnings predictability is low, the
null hypothesis that cash flow disclosure contrib-
utes no incremental information above that re-
flected in earnings is rejected at .03 significance
level in favor of the alternative (see Panel B).
The cash flow response coefficient after control-
ling for earnings, (3,, is .08 with a t-statistic of
2.197. Clearly, for this group of firms, cash
flow data contribute significant incremental in-
formation content beyond that reflected in ac-
crual earnings.

Since equation 13 can be rewritten as
[see Jennings (1990)]:

CAR,, = B0+BlUAC,.J+([31+BZ)UCFOM+€U (17) .

|
it is evident that for a given amount of earnings,
a significantly positive (3, implies that the market
reacts more favorably the larger are cash flows,
and less favorably the larger are accrual adjust-
ments [see Wilson (1987)]. However, the evi-
dence in Table 5 seems to suggest that cash flows
are preferred to accruals for a given amount of
earnings is true only for the low predictability
earnings, and not true for the high predictability
earnings.

The evidence that cash flow is preferred
to accruals for firms whose earnings' predict-
ability is low seems consistent with the increas-
ing concern of investors over management ma-
nipulation of reported earnings. The evidence in
Table 5 suggests that investors put less weight on
accrual information and more on cash flow in-
formation when accrual earnings do not predict
future cash flows. For this group of firms, the
unusually low ability of earnings to predict future
cash flows may signal to the market that the re-
ported earnings may have been manipulated by
the management. Or it may signal to the market
that certain accrual procedures adopted by those
firms do not reflect (or distort) the firms' eco-
nomic reality.  Consequently, investors rely
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Table 5

Panel A:

Test Results: The Cash Flow Response Coefficient
and the Predictability of Earnings®

The Predictability of Earnings is High®

Model: CAR;, = b, + b,UCFO,, + b,UAC;, + ¢;, (1)

2 CAR, UE and UCFO are cumulative abnormal returns,

Proposition 1: Cash flow
data contribute little incre-
mental information content
beyond that reflected in ac-
crual earnings when earn-
ings predictability is high
even if the predictability of
cash flows is high.

CAR;; = By + BUE;, + BUCFO;; + ¢, (2)
Proposition 2: Cash flow
B, =b,-b, Adjusted R? FValue | data contribute significant
(T value) (from Equ.2) (Prob>F) | | incremental information to
.022 .038 30.851 | that reflected in earnings
(.638) (.0001) when earnings predictability
is low even if the predict-
ability of cash flows is low.

Panel B: The Predictability of Earnings is Low®

To test these two
Model: CAR;, = b, + b;UCFO;, + b,UAC;, + ¢;, (1) propositions, the sample
CAR;; = By + BUE;, + B,UCFO;; + ¢, (2) firms are first divided into
two groups based on their
B, =Db;-b, Adjusted R F Value earnings predictability (the
(T value) (from Equ.2) (Prob>F) | inverse of o? estimated
.080** .010 8.784 | from equation 12). Next,
(2.197) (.0002) the firms in each of the two

| "groups are further divided
into three subgroups based

unexpected earnings and unexpected cash flows, respectively.
CAR is estimated using an annual event window. A *(#*/*%*%¥)
designates statistical significance at the 0.10 (0.05/0.01) level.

® Earnings predictability is high if the residual variance from
regressing cash flows on lagged earnings is in the lower fifty
percentile, and is low if the residual variance from regressing
cash flows on lagged earnings is in the higher fifty percentile.

on the predictability of cash
flows. Finally, the b and B
coefficients are estimated
using equation 13 and
equation 14 for each of the
six sub-groups.

The three sub-
groups of firms with high

more on the cash flow information than on earn-
ings.

4.3 Cash Flow Response Coefficient and
the Predictability of Cash Flows after Con-
trolling for the Predictability of Earnings

This subsection tests the relationship
between the cash flow response coefficient and
the predictability of cash flows conditional on the
predictability of earnings. Specifically, the fol-
lowing two propositions are tested in this subsec-
tion:

29

predictability earnings are
used to test the first proposition that cash flow
data contribute little incremental information
when earnings predictability is high even if the
predictability of cash flow is high. Since the
earnings predictability of the three subgroups of
firms is high, if the popular belief that earnings
is generally superior to cash flow data is true,
then, cash flow data will contribute little incre-
mental information to that reflected in accrual
earnings regardless of the predictability of cash
flows. Therefore, for all the three subgroups of
firms with high, medium and low cash flow pre-
dictability, the prediction is that the cash flow re-



Journal of Applied Business Research

Yolume 14, Number 2

sponse coefficient after controlling for
earnings, f3,, will not be significantly dif-
ferent from zero. Formally, this can be
expressed as:

Boy=b,byy = 0 (18) ‘\
BZM:blM_bW =0 ) \\ (19) \
By =by,=by = 0 (20))

where B3,4, B and B, are the cash flow
response coefficient after controlling for
earnings for the high, medium and low
-cash flow predictability subgroups, re-
spectively.

The test results for the first propo-
sition are presented in Table 6, Panel A.
All firms in these three groups have a
high earnings predictability. The [, esti-
mates for all three subgroups of firms are
not significantly different from zero. The
cash flow response coefficients after con-
trolling for earnings, By, B and B, , for
the high, medium and low predictability
of cash flows are .001, -.01 and -.29 with
a significance level of .45, .44 and .52,
respectively.  The null hypothesis that
cash flow data contribute no incremental
information when earnings predictability
is high can not be rejected even for the
subgroup with high cash flow predictabil-
ity. The evidence in Panel A is consistent
with the first proposition that cash flow
data contribute little incremental informa-
tion when the predictability of earnings is
high regardless the predictability of cash
flows. This result provides further expla-
nations regarding the lack of empirical
evidence on the incremental informative-
ness of cash flow data in previous studies
in which the predictability of earnings and
cash flows was generally assumed to be
constant across all firms.

The second proposition is that
cash flow data contribute significant in-
cremental information when earnings pre-

Table 6
Test Results: The Cash Flow Response Coefficient
and the Predictability of Cash Flows After
Controlling for the Predictability of Earnings®

Panel A: The Earnings Predictability is High®

(1) The Cash flow predictability is High®

B, =b;-b, .001
(T value) (.45)
(2) The Cash flow predictability is Medium®
B, =b;-b, .010
(T value) (.44)
(3) The Cash flow predictability is Low®
B, =b,-b, -.290
(T value) (.52)

Panel B: The Earnings Predictability is Low"

(1) The Cash flow predictability is High®

B, =b;-b, 2.186%**
(T value) (2.15)
(2) The Cash flow predictability is Medium®
B, =b;-b, L2905 %%k
(T value) 3.19)
(3) The Cash flow predictability is Low*
B,=b;-b, .06%*
(T value) (2.35)

8 CAR, UE and UCFO are cumulative abnormal
returns, unexpected earnings and unexpected cash
flows, respectively. CAR is estimated using an
annual event window. A *(**/***) designates
statistical significance at the 0.10 (0.05/0.01) level.

® Earnings predictability is high if the residual
variance from regressing cash flows on lagged
earnings is in the lower fifty percentile, and is low if |
the residual variance from regressing cash flows on
lagged earnings is in the higher fifty percentile.

¢ Cash flow predictability is high if the residual ‘
variance from the time-series autoregression of cash
flows is in the lowest one-third, and is medium if the
residual variance is in the medium one-third, and is

low if the residual variance is in the highest one-
third.
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6. Suggestions for Future Research

Given the research findings of this study,
future studies examining the incremental infor-
mation content of accounting variables should
control for the informativeness of earnings. That
is, an accounting variable which may not appear
incrementally informative when examined across
all companies, may actually contribute significant
incremental information for companies whose
earnings are less informative. Another way to
extend this research would be to examine the re-
lationship between the informativeness of the two
accounting variables examined in this study and
the companies’ significant accounting choices.
Such research would provide further insights
with respect to the informativeness of accounting
information and accounting choices. )
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