Jordan Journal of Business Administration, Volume 1, No. 1, 2005

The Effect of Contextual Factors on the Information Content of
Cash Flows in Explaining Stock Prices
-The Case of Amman Stock Exchange-

Ali Al-Attar and Husam Al-Khadash *

ABSTRACT

This article aims to determine which is better earnings or cash flows as a performance measure. We follow the
more direct approach used in several recent US studies, in which earnings and cash flows are considered as
competing variables. Specifically, our methodology is a development of the study of Dechow (1994). We
provide a replication of her main analysis, and then extend this to deal with the effect of earnings permanence,
earnings growth and firm size on the value relevance of cash flow and earnings. Our study provides an evidence
on the relevance of cash flow figures for investors in their investment decision in an emerging stock market. The
study covers the case of Amman Stock Exchange (ASE) and employs data on a sample of industrial firms. The
time horizon of this study includes the period of 1993-2001. The results of the current study indicate that
earnings and cash flows have information content regarding the prediction of future cash flows. Cash flows and
earnings separately have a significant association with stock return. The results show that there is no significant
difference between the ability of earnings and cash flows in explaining the variation in stock return.
Furthermore, as the earnings growth is low and the firm’s size is small, the operating cash flow is considered

better than earnings as a performance measure.
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INTRODUCTION

In accounting, we have accruals and cash basis to
summarize the firm’s performance. The result of accruals
is called earnings where the result of cash basis is called
cash flow. The question raised is which of the two
measures is working better in summarizing a firm’s
performance. Many studies have addressed this issue.
However, most of the previous studies have examined the
incremental information content for the two measures
beyond each other ( e.g. Bowen et al.,, 1987; Wilson,
1987; Livant and Zarowin, 1990; Ali, 1994; Ali and
Pope, 1995; Arnold et al., 1991; Clubb, 1995, Charitou et
al., 2001) rather than the relative information content.
The general conclusion in these studies is that both
earnings and cash flows of incremental information
content beyond each other. Biddle et al. (1995)
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distinguished between the two concepts. They argued
that, the incremental information content meant to
evaluate the information content of one accounting
measure beyond the information provided by another
accounting measure. On the other hand, relative
information content meant to determine whether one
measure provides greater information than another. In
other words, incremental information content studies
address the question of whether cash flows provide
information that is not already contained in earnings
whereas relative information content studies address the
question of which measure (earnings or cash flow) is a
relatively superior summary measure of a firm’s
performance given the choice of one.

The first study that examined directly the relative
information content of earnings and cash flows is the
study of Dechow (1994). She considers cash flow and
earnings as competing performance measures. She argued
that determining which measure, earnings or cash flow, is
a more useful summary measure of firm performance is
of interest since it is not common to use both measures in
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assessing either managers or firm’s performance. Dechow
also argued that the relative information content of
earnings and cash flows is affected by contextual factors
such as the magnitude of aggregate accruals.

Locally, there is no study that compares between the
two measures as a competing performance measure.
However, the local studies are less numerous than the
foreign ones, some researchers (eg. Al-Khalayleh, 1998;
Al-Deb’i and Abunasar, 1999; Al-Hadad, 2001 and Al-
Ra’i, 2001) described and analyzed the relationship
between accounting data and stock market returns in the
Amman Stock Exchange (ASE). All of these studies
came to the conclusion that the relationship does not exist
or it is weak. None of these studies tested the effect of
contextual factors such as earnings permanence or firm
size on the value relevance of cash flows and earnings,
though these factors moderate the relationship between
earnings (cash flows) and stock return. In this line,
Bernard and Stober (1989) argued that the lack of
conclusive evidence on the value relevance of cash flows,
might be caused by the possibility that the relationship
between cash flows and share price is too conditional to
draw any general conclusion.

This study extends previous research on the relative
information content of earnings and cash flows,
respectively that provides an evidence from a Jordanian
case on the impact of earnings permanence, growth and
firm size on the relative information content of cash flows
in relation to stock returns. This study might provide
useful information for foreign investors considering
investment in the ASE. More value-relevant earnings of
cash flow information reduces the information
asymmetry between Jordanian listed firms and
international investors. This might be important
especially if we know that earnings, cash flows, and
dividends were all found value-relevant, to varying
degrees, in developed stock markets (Vefease et al.,
1998). So the question is what is the case of ASE?

The rest of the paper is organized as follows. In the
next section, a background of the ASE is presented. The
relevant literature and the methodology of the study
which include the model specifications are also
presented. Finally, the results and the conclusion arrived
at, are also presented.

Amman Stock Exchange
ASE was established in 1976 under the provision of
the ASE Law 1976, No. 31. The trading activities started
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on January 1, 1978. The ASE is one of the most
developed and sophisticated stock exchange in the Arab
world. In fact, Jordan is the only Arab country to be
included in the International Financial Corporation's
(IFC) index of emerging markets (Al-Khadash, 2003).
The creation of the ASE in 1976 led to an increase in the
need for useful financial information, which would help
investors in making informed investment decisions.

Jordan represents a small, open economy, with natural
resources sensitive to the world market prices. The
industry structure is characterized by processing
intermediate products rather than final goods, and such a
factor increases this price risk sensitivity. In First, Jordan
securities have been considered an attractive investment
due to this commodity price risk sensitivity'. Second, since
the financial market is smaller and obviously less mature
than the world’s largest stock markets, both the lack of full
disclosure of accounting information, as well as lagged
price adjustment to value changes may be present.

As the sole financial market in Jordan, the ASE has a
major objective, which is to mobilize savings by
encouraging investments in securities, thereby channeling
savings to serve the interests of the national economy. On
the other hand, Jordan Securities Commission (JSC)
became responsible for regulating and controlling the
issuance of securities and dealings. The ASE began with
57 listed companies in 1978 increasing to 188 companies
by 2001. The listed companies are officially grouped into
four sectors: Banking and Finance 17 companies;
Insurance 26 companies; Services 58 companies; and
Industrial (manufacturing) 87 companies. This study put
emphasis on the industrial sector. The biggest and leading
sector in the ASE.

Consequently, the ASE is an emerging sophisticated
market and some previous studies that are conducted in
ASE concluded that much is still needed to find out those
factors expected to affect the level of stock market prices.
This study aims toward such direction.

Literature Review
Since 1968, extensive research has addressed the

1The price risk sensitivity comes as a result of depending on
other markets’ circumstances which are providing raw and
intermediate products, and sometimes such products are mainly
from outside the country. Consequently, such case is affecting
the market share prices, and that leads to price risk sensitivity,
which is attracting some short-term investors who are looking
for abnormal returns on share prices.
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information content and the incremental information
content of earnings and cash flow. These studies based on
the relationship between earnings and cash flows with
share prices have provided mixed evidence on the
incremental information content of cash flows. For
instance, Bowen et al.(1987), Ali (1994), Ali and Pope
(1995) among others, found that cash flows have
information content beyond the information that already
exists in earnings. On the other hand, Board et al. (1989),
Board and Day (1989), Bernard and Stober (1989) Clubb
(1995), among others, found that cash flow had no
information content beyond that existing in earnings.
Because the main concern for the above studies was to
examine the incremental information content, it did not
directly assess whether reported earning is a superior
measure to cash flow (Dechow, 1994).

The influential research in the cash-earnings literature
is the study of Dechow (1994). Contrary to the previous
studies, Dechow considered cash flow and earnings as
competing performance measures. She argued that her
method enables her to determine which of them is better,
earnings or cash flow in summarizing firms’
performance. Dechow employed Vuong’s (1989) test for
selecting the better model based on the value of R-
squared derived from the separate regression of stock
returns on earnings and cash flows. Eventually, she
concluded that earnings are better indicators for a firm
performance than cash flows.

The general conclusion which can be made here is
that there is an inconclusive evidence on the incremental
information content of cash flows and on its value
relevance. The mixed results may be because of the
nature of the relation between cash flows and earning or
as a result of the methodology used to test the
relationship. Furthermore, a number of studies assumed
that the relation between earnings and cash flows with
stock return is not affected by the firm’s characteristics.
However, as it has been mentioned before, Bernard and
Stober (1989) stated that the relation between stock return
and accounting number might be too conditional to draw
any general conclusion. Prior studies reported evidence
on the effect of different firms’ characteristics on the
value relevance of cash flows and accruals. Earnings
permanence and quality both affect the value relevance of
cash flows (Dechow, (1994); Cheng et al., (1996); Alj,
(1994); Ali and Pope, (1995); Green (1999); Charitou et
al., (2001)). The level of cash flows also influences the
value relevance of earnings (Wilson, (1986, 1987); Ali,

(1994); Ali and Pope, (1995)), as does the length of
operating cash cycl. (Dechow, (1994), Barth et al,
(2001)).

The other main point is whether to test the
relationship between cash flows and stock prices or stock
returns. This study relates stock return rather than stock
prices, so it focuses on the return models more than on
price models. Cho and Jung (1991) compared different
model specifications in their critical review of the
empirical evidence and the theoretical aspects of earnings
price studies from 1980-1991. They suggest that price
models are less biased than return models; however, price
models have fewer econometric problems. Similarly,
Christie (1987) concludes that, while return and price
models are economically equivalent, return models are
econometrically less problematic.

Based on the prior studies and following Dechow
(1994), this study by employing the ASE data, aims to
test which of the two variables better summarizes the
performance of industrial Jordanian companies, earnings
or cash flows. Since the value relevance of cash flows
may vary across companies, we extended Dechow’s
study by examining the effect of earnings’ permanence,
firm size, and earnings’ growth on the ability of earnings
and cash flow as a performance measure. The discussions
about these three factors are as follows:

Earning Permanence

It is expected that earnings permanence (as measured
by the magnitude of |AE|, following Cheng et al., 1996)
has an impact on the information content of cash flows in
relation to stock returns. We expect here that when
earnings are permanent (transitory), earnings (cash flow)
will be better than cash flow (earnings) as a performance
measure for a firm. Cheng et al. (1996) have previously
examined the effect of the earnings permanence on the
information content of cash flows and earnings. They
argued that disclosing cash flow from operation will play
a more significant role as an additional value signal when
the earnings have more transitory items. Their empirical
evidences were consistent with their argument. The
coefficients of earnings (cash flow) decreased (increased)
significantly when earnings were transitory. A later study
of Charitou et al. (2001), provided a UK evidence on the
impact of earnings permanence on the incremental
information content of earnings and cash flows in relation
to security returns. Their results were consistent with
Cheng’s et al. results in that the coefficient of earnings
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significantly decreased when earnings become transitory.
Regarding the coefficient of cash flows, contrary to
Cheng’s et al. results, there was no significant evidence
on the increase for the coefficient of cash flows when
earnings were transitory.

Earnings Growth

Charitou et al. (2001) argued that there is strong
evidence of a higher earnings coefficient for high growth
firms and little evidence that the cash flow coefficient is
higher for high growth firms. They argued that high
earnings growth reflect information about the persistence
of earnings. In other words, investors received the
information about the growth as this will sustain in the
long term. Thus, we can argue that earnings will be better
than cash flows as a performance measure for high
growth companies. This argument will be tested in case
of the ASE. We follow Charitou et al. (2001) in
measuring earnings growth. So we will use the market
value to book value ratio as an indicator for earnings
growth.

Firm Size

There are two countervailing influence in testing the
potential variation in the usefulness of earnings or cash
flows across size categories. Vefease et al. (1998) argued
that earnings should be more informative for smaller
firms for which there are fewer alternative information
sources compared to large firms. On the other hand, in a
small market firms face a significant credibility problem;
since larger firms draw more publicity and are more
closely followed, their earnings quality is likely to be
known with less uncertainty compared to smaller firms.
Charitou et al. (2001) hypothesized and concluded that
both earnings and cash flow coefficients are lower for
large firms and that partly due to information
environment reasons. For the purpose of this study, we
used market value as a measure for a firm size.

Above all, none of the local studies about the ASE has
tested the value relevance of cash flows and earnings and
none of them examined the effect of earnings
permanence, growth and firm size on the value relevance
of cash flows. Some of them such as Garaybeh and
Dawod (1988) who tested the association between
accounting information and stock market returns, are
concluded that the earnings to capital, the earnings to
owner’s equity and dividend were the most ratios
affecting the stock market prices. Also, a study of Al-
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Khalayleh (1998) who examined the association between
cash inflows and stock returns for listed companies in the
ASE concluded that there is no significant relationship
between cash inflows and stock returns in both the short
and long run. Al-Hadad (2001) confirmed Al-Khalayleh's
conclusion by testing the association between the
unexpected stock returns and the cash inflows from
operating, investing and financing activities for 44
industrial and service Jordanian listed companies.
Recently, a study of Siam and Al-Khadash (2003) also
concluded that there was no association between cash
flow measures and stock prices for the industrial
companies in the ASE.

Hypotheses of the Study
From the above discussion, the hypotheses of this

study will be as follows in a null form:

1. There is a stronger contemporaneous association
between earnings and stock returns than between
cash flows and stock returns.

2. The lower the absolute magnitude of change in
earnings ( as measurement of earnings permanence),
the higher contemporaneous association of earnings
with stock returns relative to the contemporaneous
association of cash flows with stock return.

3. The higher market value to book value ratio ( as
measurement of earnings’ growth) for a firm, the
higher contemporaneous association of earnings with
stock returns relative to the contemporaneous
association of cash flows with stock return.

4. The higher market value (as measurement for firm’s
size) for a firm, the higher contemporaneous
association of earnings with stock returns relative to
the contemporaneous association of cash flows with
stock return.

Methodology of the Study
The Sample and its Selection Criteria

Twenty nine Jordanian industrial companies were
selected from the ASE at the end of 2001 on the
following criteria: being domestic firms only; availability
of stock market prices at the time of collection;
availability of the annual reports for the period of the
study.

The Data
The data set consists of the monthly closing prices of
the firms from 1993 to 2001. It also consists of cash flow
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and earnings figures obtained or calculated from annual
reports and from the Jordanian Shareholding Companies
Guide issued by the ASE. Earnings permanence, growth
and firm size were, calculated based on the annual
reports. Therefore, in the absence of database, the
necessary information was collected manually from the
firms' annual reports. The appendix indicates the
companies included in the study and the years for which
available financial information exists. The total number
of observations was approximately 150. After eliminating
the companies that do not have enough data for
calculating the variables of the study and eliminating the
observations that have absolute standard residual more
than 3, the final number of the observations is 117 firm-
year observations.

The Measurement of Variables

The variables used in this study are defined as
follows:

Ry security returns for security in { in period t that is
calculated as follows

Ri = (Pes =P/ Py

Where:

Pii.s= security price of the firm at the end of May after
the fiscal-year end.

P;= security price of the firm at the beginning of
January after the fiscal year end.

The Econometric Models

Ri=a+fE, +¢ (Model 1)

R, =a+ pOCF, +¢ (Model 2)

E; : Operating earnings for firm i in year t defined as
net income before extraordinary items, discounted
operations, special items for firm { in year t.

OCF;, : Cash flow from operation for firm { in year t.
If the firm does not publish a cash flow statement in year
t, it is defined as operating income adjusted for all non-
current accruals not affecting working capital (e.g.
depreciation) plus net changes in working capital
accounts related to operations, except for changes in cash,
marketable securities.

Results and Conclusions
Descriptive Statistics:

Table (1) reports the characteristics for the variables
used in this study. Panel A shows the descriptive statistics

for the variables used in the models. The mean value of
earnings (E) is 0.10 with the standard deviation 0.16. This
value ranges from a minimum -0.17 to a maximum of
1.27, with a median of 0.08. Operating Cash Flows
(OCF) has a mean value of 0.10with standard deviation
of 0.19. The minimum value is -1.01 and the maximum
value is 0.91. Consistent with prior studies ( e.g.,
Dechow, 1994) these numbers reveal that OCF has a
larger median, with a larger standard deviation than E.
This is primary because of accruals. Accruals reduce
earnings’ value, especially depreciation, and at the same
time smooth earnings’ value which as a result reduce
earnings’ volatility.

Panel B, in table (1), shows the correlation matrix for the
set of the variables. Earnings are significantly positively
correlated with stock return. Operating cash flow is also
significantly positively correlated with stock return. The
Pearson correlation coefficient between E (OCF) and stock
return is 0.22 (0.22) which may suggest that both earnings
and cash flow has the same ability in explaining the
variation in stock return. However, these coefficients do not
provide reliable indicators of association in a manner, which
controls for additional explanatory variables.

The Empirical Results:

This study uses data pooled across firms and years in
order to examine the explanatory power of earnings and
cash flows with respect to stock return. The models’
goodness of fit (adjusted R-squared) is considered the
main criterion to distinguish between any differences in
explaining the stock return. As the aim of this study is to
determine which measure has more ability in
summarizing a firm performance (more ability in
explaining the variation in stock return), a Vuong test is
used. The Vuong- test proposed by Vuong (1989) aims to
test the null hypothesis that the competing models have
the same explanatory power with the alternative
hypothesis that one of them is closer to a true model. This
test allows for the competing models to have explanatory
power and provides direction concerning which of them
is better compared to the other’.

A potential problem with our regression models is
heteroscedasticity. To reduce this problem, all variables
are deflated by the market value at the end of fiscal year:
this procedure is used in other studies. In addition, White
(1980) heteroscedasticity-corrected standard errors are

2 For more details see Vuong (1989), and Dechow (1994,
appendix 2).
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used to conduct t-tests for regression parameters. Other
potential problems include autocorrelation. The Durbin-
Watson test is used. The d values indicate that significant
first-order autocorrelation, either positive or negative, is
not generally a problem here. These diagnostics are
untabulated for the sake of brevity.

The Results of the Main Models:

Table (2) summarizes the results of the two models.
For model (1), in which earnings is the independent
variable, it can be seen that earnings are able to explain
3.9 percent of variation in stock return. The slope
coefficient for earnings is significantly positive at the
0.01 level. These together, confirm prior UK and US
studies conclusions that earnings have information
content regarding the prediction of future cash flows or
future returns. Table (2) also reveals that model (2),
which contains operating cash flows as the independent
variable explains 4 percent of the variation in stock
return. The operating cash flow coefficient is
significantly positive at the 0.01 level. This leads us to
conclude that operating cash flows has a significant
association with stock return. This result is consistent
with prior price-based UK studies like Ali and Pope
(1994), Clubb (1995), (1997) and Charitou and Clubb
(1999). However, here in Jordan, no previous studies
provide such evidence.

A simple comparison between the adjusted R squared
for model (1) and model (2) indicates that the ability of
cash flows and earnings in predicting future cash flows is
different. In fact, operating cash flows are better than
earnings in explaining the variation in stock return.
However, this simple comparison is naive, therefore A Z-
vuong test is used to determine if the difference between
the adjusted R-squared is significant or not. The result of
Z-Vuong test reveals that Z-Vuong= 0.1 which is not
significant at any reasonable level. In other words, there
is no significant difference between the ability of
earnings and cash flows in explaining the variation in
stock return.

To sum up, the results at the whole sample level,
indicate that when we look at earnings and cash flows as
competing variables, both have the same association with
stock return. In the next sections we will examine if this
conclusion is affected by firm characteristics.

The Effect of Contextual Variables
To examine the effect of our contextual variables on
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the value relevance of earnings and cash flows, partitions
of the data are used. Therefore, the primary sample is
divided into two groups (quintiles) according to the level
of the contextual variable. The division is made based on
the value of the median.

The Effect of Earnings Permanence:

The second hypothesis states that when earnings are
permanent (transitory) the association between earnings
with stock return is stronger (weaker) than the association
between cash flows with stock return. The results as
reported in table (3), Panel A, reveal that when earnings
are permanent, the adjusted R-squared for model (1) is
14.6 percent where it is 10.8 for model (2). The results
also reveal that the coefficients for both earnings and cash
flows are significantly positive at 0.01. The difference in
the adjusted R-squared for models (1) and (2) is 3.8
percent. The Z-Vuong’s test reveals that this difference is
statistically significant at 0.05 level. These results support
our hypothesis.

When earnings are transitory, the results as can be
seen in table (3-Panel B) reveal that the adjusted Rs-
squared for models (1) and (2) are very low and close to
zero. These results may indicate that when the magnitude
of change in earnings (in absolute value) is great, other
variables than earnings or cash flows determine the stock
price in the ASE. These results may also suggest that the
investors in ASE utilize the information about change
earnings in the same manner as in developed countries.
The conclusion that the ability of earnings in explaining
the variation in stock return diminishes when earnings
become transitory is consistent with prior UK evidence
by Charitou et al. (2001) and prior US evidence by Cheng
et al. (1996).

The Effect of Earnings Growth

The third hypothesis states that when the growth in
earnings as measured by market-to-book ratio is low
(high) the association between earnings with stock return
is stronger (weaker) than between cash flow with stock
return. Table (3-panel A) summarizes the results when
earnings’ growth is low (less than the median). It can be
seen that the adjusted R-squared for model (1) is 4
percent where it is 8 percent for model (2). The
coefficients (t-value) for earnings and cash flows are 0.19
(1.77) and 0.21 (2.81), respectively. These coefficients
are significantly positive at 0.10 level. It can be noticed
that operating cash flows has more ability in explaining
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the variation in stock return than earnings. However, the
Vuong’s Z-statistics indicate that this difference is not
significant at any reasonable level.

Panel B in the same table reveals that when earnings’
growth is high (more than the median) earnings has more
ability in explaining the variation in stock return. The
adjusted R-squared for model (1) is 2 percent where it is
around zero for model (2) where the coefficient of
earnings is significantly positive at 0.05 level, the
coefficient of cash flows is negative and insignificant.
The Vuong’s Z-statistics show that the ability of earnings
in explaining the variation in stock return is significantly
better than the ability of cash flows.

To sum up, we can draw two main conclusions. The
first conclusion is that operating cash flows might be
considered better than earnings as a performance measure
when earning’s growth is low since it has higher adjusted
R-squared. This might be because investors in ASE might
assume that the increase in earnings in low- growth -
earnings firms non-persistent. However, the Vuong’s test
reveals that there is no significant difference between the
adjusted R-squared for the two models. The second
conclusion can be drawn is that when earning’s growth is
high, earnings are significantly better than cash flow in
explaining the variation in stock return.

The Effect of Firm Size

The size hypothesis states that earnings are better than
cash flows as a performance measure for both small and
large firms. The results are reported in table (4). Panel A
in the same table shows that when firms are small in size,
the model that has cash flow as an independent variable
has higher adjusted R-squared than the model that has
earnings as an independent variable. For model 2 the
adjusted R-squared is 1 percent where it is around zero
for model 1. The coefficient (t-value) of cash flow is 0.11
(1.59) which is significant at 0.11 level. However, the
Vuong’s Z-statistics reveal that the difference between
the adjusted R-squared for the two models is not
statistically significant. In panel B, where firms are large,
there is an increase in the ability of the two models in
explaining the variation in stock return which indicates
that in general talking for large firms accounting data

more related with share price than it is for smaller firms.
The result of Vuong’s test shows that both earnings and
operating cash flows have the same ability in explaining
the variation in stock return.

Conclusions

This study has investigated the nature of the
relationship between stock returns with earnings and cash
flows. It aimed to identify which one is better, earnings or
cash flow, as a performance measure. It was based on a
data sample covering the years 1993-2001. The results of
this study indicated that earnings and cash flows have
information content regarding the prediction of future
cash flow. The results showed that cash flows and
earnings separately have a significant association with
stock returns, but they are not the same. Earnings were
able to explain 3.9% of variation in stock return, while
operating cash flows explained 4 % of the variation in
stock return.

Furthermore, some contextual variables were utilized
to examine their effect on the value relevance of earnings
and cash flows. Therefore, the primary sample is divided
into two groups according to the level of the contextual
variable. The division is made based on the value of the
median. These contextual variables are earnings
permanence, earnings growth and firm size. The results
indicated that when the magnitude of change in earnings
was great, other variables than earnings or cash flows,
such as some market variables, determine the stock price
in the ASE. Furthermore, as the earnings’ growth is low
and the firms size is small, the operating cash flow is
considered better than earnings as a performance
measure. Those are good indicators for some investors,
researchers and financial analysts, to give more attention
to cash flow figures which have a meaningful information
at least like some other accounting information.

A fruitful direction for further research would include
replicating similar models on a larger sample or different
sectors to see whether these results continue to hold for
the ASE. The conclusion of the study was directed from
the results of this research that might be subject to some
limitations such as dealing with the industrial sector and
ignoring the other sectors in the ASE.
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Table 1
Descriptive Statistics*”
(Sample of 117 Firm-Year Observations, 1993-2001).

Panel A : Descriptive Statistics

R* E OCF

N 117 117 117
Mean -0.014 0.106 0.104
Median -0.016 0.081 0.092
Std. Deviation 0.159 0.158 0.188
Minimum -0.473 -0.172 -1.016
Maximum 0.429 1.269 0.905

Panel B: Correlation Matrix between the Set of the Variables.
Pearson Correlation Coefficient in Regular Type.
Spearman Correlation (non-parametric) Correlation Coefficient in Italic.

R E OCF
R 0.217** 0.221%*
P. Value . (0.019) (0.016)
E 0.180** 0.538%*
P. Value (0.052) (0.000)
OCF 0.110 0.514**
P. Value (0.238) (0.000)

** Indicates that the correlation coefficient is significant at the 0.10 level.

a. the variables are deflated by the market value at the beginning of the financial year.

b. the Variables are defined as follows:

E=Earnings= Operating income

OCF=Operating cash flows= Before 1996 it is operating earnings plus depreciation plus net changes in working capital
items except for change in cash.

After 1996, it is the disclosed numbers in the financial statements.

R= stock return= the stock return on the first five months of the next year.

Table 2
Summary results for regression stock return on earnings and cash flows separately
(Sample of 117 Firm-Year Observations, 1993-2001).

R=a+pE+¢ (Model (1))
R=a+ pOCF +¢ (Model (2))
Variables are defined as for table 1.

Model (1) Model (2)

Coefficient T.value Coefficient T.value

Constant -0.04* -2.13 -0.03 -2.16
E 0.22* 2.39
OCF 0.19* 2.57
Adj.R*%. 3.9 4
F-test 5.69%* 5.93*
DW 2.11 2.18
Difference in R® 0.1
Vuong’s Z-statistic** 0.1

* Significant at 0.05 level.
**Vuong’s Z-statistic refers to Z-statistics from the likehold ratio test proposed by Vuong (1989). A Z-statistics of 2.58
(1.96) implies a significance level of 0.01 (0.05) using two-tailed test.
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Table 3
Summary results for regression stock return on earnings and cash flows, by groups formed based on magnitude of
change in earnings®
(Sample of 117 Firm-Year Observations, 1993-2001).
(Model (1))

(Model (2))

R=a+pE+¢
R=a+ pOCF +¢

Variables are defined as for table 1.
Panel A: The results for the sample that contains firms with change in earnings less than the median.

Model (1) Model (2)
Coefficient T.value Coefficient T.value

Constant -0.03 -1.54 -0.02 -0.94
E 0.40%* 5.48
OCF 0.29% 3.85
Adj.R™%. 15% 11%
F-test 10.79%* 7.93*
DW 22 2.1
Difference in R -4%
Vuong’s Z-statistic** -1.96*
Panel B: The results for the sample that contains firms with change in earnings greater than the median.

Model (1) Model (2)

Coefficient T.value Coefficient T.value

Constant -0.03 -1.16 -0.04 -1.67
E 0.01 0.04
OCF 0.07 0.72
Adj.R™%. 0 0
F-test 0.00 0.38
DW 2.26 2.27
Difference in R 0
Vuong’s Z-statistic** 0

a. The magnitude change in earnings is used as a proxy for earnings permanence. If the absolute change in earnings is less
than median this is taken as indicator that firm’s earnings is permanent and vice versa.

* Significant at 0.05 level.

**Vuong’s Z-statistic refers to Z-statistics from the likehold ratio test proposed by Vuong (1989). A Z-statistics of 2.58
(1.96) implies a significance level of 0.01 (0.05) using two-tailed test.

Table 4
Summary results for regression stock return on earnings and cash flows,
by groups formed based on earnings’ growth®
(Sample of 117 Firm-Year Observations, 1993-2001).

R=a+pE+¢ (Model (1))
R=a+ pOCF +¢ (Model (2))
Variables are defined as for table 1.
Panel A: The results for the sample that contains low-growth firms.

Model (1) Model (2)

Coefficient T.value Coefficient T.value

Constant -0.03 -1.18 -0.03 -1.41
E 0.19 1.76
OCF 0.21* 2.81
Adj.R*%. 4 8
F-test 3.37* 6.02%*
DW 2.18 2.33
Difference in R® 4
Vuong’s Z-statistic** 1.4
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Panel B: The results for the sample that contains high-growth firms.

Model (1) Model (2)
Coefficient T.value Coefficient T.value

Constant -0.05 -1.95 -0.02 -0.78
E 0.40%* 1.96
OCF -0.04 -0.20
Adj.R™%. 2 0
F-test 2.13* 0.03
DW 2.03 1.94
Difference in R’ -2
Vuong’s Z-statistic** -1.94

a. The growth in earnings is found by calculating the natural logarithm for market value to book value ratio. If the value
for the firm is less than the median then the firms is considered a low-growth firm and vice versa.

* Significant at 0.05 level.

**Vuong’s Z-statistic refers to Z-statistics from the likehold ratio test proposed by Vuong (1989). A Z-statistics of 2.58
(1.96) implies a significance level of 0.01 (0.05) using two-tailed test.

Table 5
Summary results for regression stock return on earnings and cash flows,

by groups formed based on firm’s size®
(Sample of 117 Firm-Year Observations, 1993-2001).

R=a+pE+¢ (Model (1))
R=a+ pOCF +¢ (Model (2))
Variables are defined as for table 1.
Panel A: The results for the sample that contains small firms.

Model (1) Model (2)

Coefficient T.value Coefficient T.value

Constant -0.03 -1.19 -0.03 -1.52
E 0.11 0.84
OCF 0.11 1.60
Adj.R*%. 0 0.01
F-test 0.58 1.48
DW 2.35 2.45
Difference in R® 0.01
Vuong’s Z-statistic** 0.85
Panel B: The results for the sample that contains large firms.

Model (1) Model (2)

Coefficient T.value Coefficient T.value

Constant -0.04 -1.86 -0.05 -1.82
E 0.28* 3.29
OCF 0.37* 3.18
Adj.R™%. 7 9
F-test 5.61% 6.71%
DW 1.83 1.82
Difference in R 2
Vuong’s Z-statistic** 0.71

a. The growth in earnings is found by calculating the natural logarithm for market value. If the value for the firm is less
than the median then the firms is considered a small firm and vice versa.

* Significant at 0.05 level.

**Vuong’s Z-statistic refers to Z-statistics from the likehold ratio test proposed by Vuong (1989). A Z-statistics of 2.58
(1.96) implies a significance level of 0.01 (0.05) using two-tailed test.

-130-




Jordan Journal of Business Administration, Volume 1, No. 1, 2005

REFERENCES

Al-Deb'i, M. Abu-nasar., M. 1999. The Relatioship between
Market Returns and Accounting Profits for Shareholding
Jordanian Companies, Derasat Journal, Administrative
Sciences, 26 (2):312-329.

Al-Hadad, F. 2001. The Relatioship between Cash Flow
from Operating, Investing and Financing and Abnormal
Returns. Dirasat Journal, Administrative Sciences, 28
(1):1-14.

Ali, A. 1994. The Incremental Information Content of
Earnings, Working Capital from Operations, and Cash
Flows. Journal of Accounting Research, 32:61-74.

Ali, A., and Pope, F. Peter. 1995. The Incremental
Information Content of Earnings, Funds Flow and Cash
Flow; the UK Evidence. Journal of Business Finance
and Accounting, 22: 9-34.

Al-Khadash, H. 2003. The Association between Stock
Market Prices and Some Profitability Measures: the Case
of Amman Stock Exchanges. Forthcoming in
Almanarah Journal, Al el Bayet University.

Al-Khalayleh, M. 1998. The Relatioship between Cash
Flows and Stock Returns in Long Run. Derasat Journal,
Administrative Sciences, 25 (1):124-132.

Al-Ra'i, Z. 2001. Stock Market Valuation to Earnings Risk,
and Growth of Jordanian Companies Empirical
Investigation.  Derasat  Journal,  Administrative
Sciences, 28 (2): 478-491.

Arnold, A. J., Clubbs, C.D.B., Manson, S. and Wearing,
R.T. 1991. The Relation Between Earnings, Funds Flows
and Cash Flows: Evidence for the UK. Accounting and
Business Research, 22 (85):13-19.

Barth, M. E., Carm, Donald.P., and Nelson, Karen, K. 2001.
Accruals and the Prediction of Future Cash Flows. The
Accounting Review, 76(1):27-58.

Bernard, V. L., and Stober. T. L. 1989. The Nature and
Amount of Information in Cash Flows and Accruals. The
Accounting Review, 64 (4):624-652.

Biddle, G., Seow, G., and Siegel, A. 1995. Relative Versus
Incremental  Information  Content, = Contmporary
Accounting Research, 12: 1-23.

Board, J. L. G., and Day, J. F. S. 1989. The Information
Content of Cash Flow Figure. Accounting and Business
Research, 20:3-11.

Board, J. L. G., Day, J. F. S. and Walker, M. 1989. The
Information Content of Unexpected Accounting Income,
Funds Flow and Cash Flow. Institute of Chartered
Accountants in England and Wales.

Bowen, R., Burgstahler, D., and Daley, L. A. 1987. The
Incremental Information Content of Accruals Versus
Cash Flows. The Accounting Review, 62:723-747.

Charitou, A., and Clubb, C. 1999. Earnings, Cash flows and
Security Returns Over Long Return Intervals: Analysis
and UK Evidence. Journal of Business, Finance and
Accounting, 26:283-312.

Charitou, A., Clubb, C., and Andreou, A. 2001. The Effect
of Earnings Permanence, Growth and Firm Size on the
Usefulness of Cash Flows and Earnings in Explaining
Security Returns: Empirical Evidence for the UK.
Journal of Business, Finance and Accounting, 28
(5):563-594.

Cheng, C. S. A., Liu, C., and Schaefer, T. 1996. Earnings
Permanence and the Incremental Information Content of
Cash Flows From Operations. Journal of Accounting
Research, 34:173-181.

Cho, J. and Jung, K. 1991. Earnings Response Coefficients:
A Synthesis of Theory and Empirical Evidence. Journal
of Accounting Literature, 10: 85-116.

Christie, A. 1987. On Cross-Sectional Analysis in
Accounting Research. Journal of Accounting and
Economics, 9: 231-258.

Clubb, C. 1995. An empirical Study of the Information
Content of Accounting Earnings, Funds Flow and Cash
Flows in the UK. Journal of Business, Finance and
Accounting, 22: 35-51.

Dechow, P. M. 1994. Accounting Earnings and Cash Flows
as Measures of firm Performance; the Role of
Accounting Accruals. Journal of Accounting and
Economics, 18: 3-42.

Garaybeh, F., and Dawod, J. 1988. The Contents of
Accounting  Figures in Jordanian  Shareholding
Companies. Al-Yarmouk Journal, 201-233.

Green, J. P. 1999. The Impact of the Quality of Earnings on
the Valuation Relevance of Cash Flow Disclosures.
British Accounting Review, 31:387-413.

Livant, J., and Zarowin, P. 1990. The Incremental
Information Content of Cash-Flow Components.
Journal of Accounting and Economics, 13:25-46.

Siam, W. and Al-Khadash, H. 2003. The Effect of Cash
Flows Data on the Prices of Industrial Jordanian
Companies, Forthcoming in the Journal of King Abd-
Alaziz University.

Vefease, N., Trigeorgris, L. and Georgion, X. 1998. The
Usefulness of Earnings in Explaining Stock Returns in
an Emerging Market: the Case of Cyprus. The European
Accounting Review, 7:105-124.

-131-



The Effect of Contextual...

Ali Al-Attar and Husam Al-Khadash

Vuong, Q. H. 1989. Likehold Ratio Test for Model Selection
and Non-nested Hypotheses. Econometrica, 57:307-333.

White, H. 1980. A Heteroskedastic-Consistenet Covariance
Matrix Estimator and Direct Test for Heteroskedasticity.
Econometrica, 48:817-838.

Wilson, P. G. 1986. The Reletive Information Content of
Accruals and Cash Flows: Combined Evidence at the

Earnings Announcement and Annual Report Release
Date. Journal of Accounting Research, 24: 165-200.
Wilson, P. G. 1987. The Incremental Information Content of
the Accrual and Funds Components of Earnings after
Controlling for Earnings. The Accounting Review,

2:293-322.

9 Alall Slaidl GaleS sl clBaatl) of dppulaall ailgad) ¢ Juladl Lagad

—@w‘o&séy@:\ubd—
# ARl alung ¢ Ul I
gadla

e aasind 2L W LU GulieS Gpil) il g Agnalaad) 2lged) St ST Lagy) aat] Canll 138 Coagy
Loil) Wlally Slgal) e S clgln ) KA saaid) LVl 8 Alilee sae ilulp b i) i) G
Goela W sk o Auhall ol 8 deadiisd) dmgiall (foaga) el o layil 8 el v il @lyene
Al lyite Jadtl lyshig Auhal) @l 8 deadies) Lpulul) Jilaill dipk aladiud &5 Cua <Dechow (1994) sy
O Agalaall wsall f Apaial) clihall buadil) Aadl) 5h) e laily slanal aaas Wsais sl )iy dyhein) Jia
GlsnY) 3 ALY agihhil Cpppativaal 3a3) die Liil) il L5 deede 520 ol e Sy g Adlal) Al
Sing 1993 ale (e i dyie) i aaty Ll lee Gsm b dpelial) Q80 Adlall Auhl) et L4850 40)
ooty Lad Wiloglas (sgine et dpnulae 268 Lol iy wsall 0 DS o Al ilis capelal L2001 ple
caen) dle ae Al Lo Apnulaal) Nlselly Lpaill sl e DS o Cpell LS LAl Ayl sl gl
e e Bl il dpalad) Sl 58 dysie AV @l GG asmg aae ) Ll sl oLl
i) o Da sl aany Lovie Ssal) pat G WIS a3 Al Cjelal Glld ) dala) L agu) dihse 3 clidiay)

cAll) Sl il dihsall (e Juail it Ayl Ay

2004/9/5 s zis 2003/9/25 Ciadl D s Asadilell Aaalal) cialaall o *

-132-



