
International Conference on Economics and Finance Management 

THE ROLE OF ACCOUNTING ACCRUALS’ FOR INFORMATION 

CONTENT OF EARNING AND CASH FLOWS FOR MALAYSIA 

PUBLIC LISTED COMPANIES 

Saeid Homayoun
1
, University of Gävle, Sweden 

SakineHomayoun, Research Assistant  

Jeaneth Johansson, Lulea University of Technology, Sweden 

MalinMalmström, Lulea University of Technology, Sweden 

ABSTRACT 

This study examined the association between share 

prices and three types of financial accounting 

informaton, i.e. earnings, cash flows and the accrual 

component of earnings, to the extent these key 

performance indicators provide value relevant 

information in the disclosure.Based on a sample of 

4660 Malaysian listed firms 1999 through2009 the 

results suggest thatthe three key performance indicators 

earnings, cash flows and the accruals components of 

earnings evidently possess value-relevant information. 

The discretionary accruals also proved to generate 

greater value relevant information compared to the 

non-discretionary accruals. Argubly then, this provides 

implications of being contributing to the superiority and 

usefulness of earnings in equity valuation. This finding 

is vital as provide a direction for to the development of 

disclosure strategies to improve discretionary accruals 

accounting that will signal value relevant information 

for stock market evaluation. Such positive signals also 

contribute to make strategic transparency choices. 
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I. INTRODUCTION  

The role of accounting earnings in pricing securities has 

been an important question in accounting research (e.g., 

Ball & Brown, 1968). Skinner and Dechow (2000) 

affirm that the primary focus of financial reporting is 

information about an enterprise’s performance provided 

by measures of earnings and its components.This study 

examine whether earnings (or cash flows) have more 

incremental information content than cash flows (or 

earnings) relative to the valuation of the Malaysian 

market value of equity. Furthermore, investigate 

whether discretionary accruals (or non-discretionary 

accruals) provide incremental information content to the 

earnings of the Malaysian listed companies. This study 

contribute to the scarcity, especially in the existing 

extant of published Malaysian-based literatures, by 

employing the latest accrual model by Kothari, Leone 

and Wasley (2005) as the benchmark model in 

determining the accrual components of earnings. The 

findings of this study have shown that the earnings 

variable was proved to provide incremental information 

content beyond cash flows.  
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There are two ways which have been proposed by 

Kothari et al. (2005) to control for the impact of firm 

performance on estimated discretionary accruals: (1) 

using the discretionary accruals of a firm matched on 

current performance (return on assets - ROA) and (2) 

including a measure of firm performance (ROA) in the 

discretionary accruals model.  

II. RESEARCH DESIGN 

A.  Definition and Measurement of Variables 

In this study four different variables were involved: (1) 

annual market-adjusted stock returns (dependent 

variable); (2) net income (independent variable); (3) 

operating cash flows (independent variable); and (4) total 

accruals independent variable). All the said data are 

accessible from Thomson Datastream and have been 

widely used in prior studies of value-relevant incremental 

information content including Haw et al. (2001), Kim 

and Kross (2005). All variables are deflated by lagged 

total assets (for example, Haw et al., 2001) in order to 

limit heteroscedasticity in the residuals (White, 1980; and 

Barth et al., 2001). Table 1 shown summarizes the 

variables which used in this study.The dependent 

variable employed in this study is the annual market-

adjusted returns that is measured over a 12 months period 

ending 3 months after the fiscal year end. The 

employment of share prices of the third month after the 

fiscal year end is in line with prior studies done by 

Subramanyam (1996), Collins et al. (1997), Graham and 

King (2000), Kim and Kross (2005) and Brimble and 

Hodgson (2007). Based on the two datasets, the annual 

market-adjusted returns are computed for each of the 

observed period from 1999 until 2009.
 

TABLE 1 ABOUT HERE 

III. THE REGRESSION MODEL 

Consistent with Dechow (1994), Subramanyam (1996) 

and Haw et al. (2001), the investigation on the 

incremental information content of earnings and its 

component will be done by regressing annual market-

adjusted returns (AR) with the independent variables. In 

order to test Hypothesis 1, the following regression 

models (1), (2) and (3) are applied to test accordingly 

the relative and incremental information content of 

earnings (NI) and operating cash flows (OCF):  

ARi,t = α + β1NIi,t + εi,t   (1) 

ARi,t = α + β1OCFi,t + εi,t   (2) 
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ARi,t = α + β1NIi,t + β2OCFi,t + εi,t  (3) 

Initially, equation (1) and (2) will be employed to 

examine discretely the relationship of net income (NI) 

and operating cash flows (OCF) with annual market-

adjusted returns (AR). Following this, the multiple 

regression model as shown in equation (3) is adopted to 

assess the relationship between the annual market-

adjusted returns (AR) with both the net income (NI) and 

operating cash flows, thereby allowing the verification 

of Hypothesis 1 on whether earnings or cash flows has 

incremental information content over the other. The 

following equations (4) and (5) are employed to assess 

the relationship between annual market-adjusted returns 

(AR) with the total accruals (TACC), non-discretionary 

accruals (NDAC) and discretionary accruals (DAC), 

thus assessing Hypothesis 2. Operating cash flows 

(OCF) as included in equation (4) and (5) act as the 

control variable based on the fact that operating cash 

flows (OCF) also encompass a portion of the net 

income’s component (Haw et al., 2001). 

ARi,t = α + β1OCFi,t + β2TACCi,t + εi,t     (4) 

ARi,t = α + β1OCFi,t + β2NDACi,t + β3DACi,t + εi,t 

(5) 

IV. HYPOTHESES DEVELOPMENT 

Haw et al. (2001) affirmed that reported earnings in 

China have both greater relative and incremental 

information content over operating cash flows due to 

earnings having greater persistence and predictability of 

future expected cash flows. Subramanyam and 

Venkatachalam (2007) as a criterion for comparison, 

earnings are proved to dominate operating cash flows as 

a summary indicator of future payoffs to the 

investors.The superiority of earnings is further justified 

when similar observation is demonstrated by studies 

conducted in the milieu of developing countries (for 

example, Vafeas et al., 1998; Haw et al., 2001). Hence, 

the first hypothesis is as follows: 

H1: Earnings have incremental information content 

over cash flows .  

The majority of the findings of prior studies confirmed 

the incremental information content of discretionary 

accrual component as opposed to the non-discretionary 

accrual component (for example, Dechow, 1994; 

Subramanyam, 1996; and Haw et al., 2001). There are 

also many evidences showing consistent results in 

studies conducted within the developing nations (for 

example, Chung et al., 2004; and Haw et al., 2001). 

Hence, the second hypothesis is as follows: 

H2: Discretionary accruals provide incremental 

information content to the earnings of Malaysian listed 

companies compared to non-discretionary accruals. 

V. DATA COLLECTION AND SAMPLE 

SELECTION 

The data collected for this research study was entirely 

collected from Thomson Financial Datastream for a 

nine-year period covering from the year 1999 up to 

2009. Table 2 displays the number and percentage of 

observations, to which the samples are categorized 

according to the different types of industry.  

TABLE 2 ABOUT HERE 

VI. RESULT AND FINDINGS 

A. Descriptive Analysis  

The results of the dataset as summarized in Table 3. It 

can be clearly seen that the mean for net income (NI) 

and operating cash flows (OCF) are both positive for 

sample, i.e. 0.04 and 0.05 accordingly. The results are 

in accordance with the findings by Subramanyam 

(1996) and Haw et al. (2001).  

TABLE 3 ABOUT HERE 

B. Pearson Correlation 

Table 4 reports the results on the Pearson correlation 

coefficient among the variables for sample, to which the 

presence of multicollinearity among the independent 

variables is assessed. According to Dancy and Reidy 

(2002), multicollinearity exists when there is a high 

correlation between the variables, and this is true where 

the coefficient correlation is equal to or more than 0.8.  

TABLE 4 ABOUT HERE 

C. Regression Result 

Based on the results represented in Table 5 it can be 

clearly seen that there is a linear relationship between 

annual market-adjusted returns (AR) and net income 

(NI) (acting as the sole explanatory variable). Table 8 

shows results on the earnings variables which have been 

decomposed into operating cash flows (OCF) and total 

accruals (TACC). Interestingly the coefficient for both 

operating cash flows (OCF) and total accruals (TACC) 

does not differ much for the full sample and cross 

sectional sample, and is significant at the 0.01 level, 

indicating that both the variables are significantly 

associated with the annual market-adjusted returns 

(AR).  

TABLE 5,6,7,8,9,10 ABOUT HERE 

VII. THEORETICAL DISCUSSION, 

CONCLUSIONS 

Our insights are connected to what is discussed in 

signalling theory (Akerlof, 1970; Baiman&Verrecchia, 

1996; Spence, 1973). Current and potential shareholders 

need relevant and reliable information signals disclosed 

by listed firms that could signal a viable investment. 

The argument in signaling theory is that stock market 

volatility creates incentives for firms to signal relevant 

and reliable information to reduce such volatility 

through disclosure to current and potential 

shareholders.Importantly, however, while lack in 

transparency of value relevant information is often 

believed to result in firm failure in the capital market 
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and thus a risk for failing in the raising of capital that 

would be granted to firms that disclose such 

information. Hence even high potential investments 

firms may fail if they do not communicate information 

needed by current and potential shareholders (Healy 

and Palepu, 2001; Kimery& McCord 2006; Ross, 1979; 

Spence, 1973). 
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TABLE 1: DEFINITION AND MEASUREMENT OF VARIABLE

No Variable Type Definition 

1 Annual Market-

Adjusted Stock Returns 

(AR) 

Dependent 

variable 

Annual stock returns adjusted for market returns measured over a 12-

months period ending 3 months after the year-end of the accounting 

period.  

2 Discretionary Accruals 

(DAC) 

Independent 

variable 

Determined using the performance-matched modified Jones model 

(2005) 

3 Non-Discretionary 

Accruals (NDAC) 

Independent 

variable 

Determined using the performance-matched modified Jones model 

(2005) 

4 Net Income (NI) Independent 

variable 

Earnings before extraordinary and exceptional items as defined in the 

Datastream 

5 Total Accruals (TACC) Independent 

variable 

TACCit = [(ΔCAit-  ΔCASHit) – (ΔCLit -  ΔSTDit)] - DEPitas described 

by Jones (1991),  

6 Operating Cash Flows 

(OCF) 

Independent 

variable 

The difference between net income (NI) and total accruals (TACC) 
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TABLE 2: COMPOSITION OF OBSERVATIONS ACCORDING TO INDUSTRIES 

No Industry No. of Observation Percentage 

1 Construction 351 8 

2 Consumer Products 699 15 

3 Hotel 42 1 

4 Industrial Products 1208 26 

5 IPC 55 1 

6 Plantation 332 7 

7 Properties 700 15 

8 Technology 147 3 

9 Trading or Services 1126 24 

Total 4660 100 

TABLE 3: DESCRIPTIVE STATISTICS 

AR DAC NDAC TACC OCF NI 

Mean -0.0597 0.0000 -0.0116 -0.0117 0.0538 0.0420 

Std. Dev. 0.3441 0.0958 0.0107 0.0964 0.1136 0.0795 

Maximum 1.4872 0.5049 0.0430 0.4736 0.5807 0.3868 

Minimum -1.4000 -0.4752 -0.0483 -0.4828 -0.5276 -0.3970 

Skewness 1.1241 0.1430 0.5142 0.1942 -0.0214 -0.5514 

Kurtosis 2.6830 3.0069 1.0304 3.1004 2.5282 4.0135 

AR is annual market-adjusted stock returns measured over a 12 months period ending 3 months after the fiscal year 

end. DAC and NDAC are discretionary accruals and non-discretionary accruals respectively computed based on the 

performance-matched modified Jones model (2005).  TACC is total accruals computed as (Δ current asset – Δ cash) 

– (Δ current liabilities – Δ short term debt and current portion of long term debt) – depreciation, where the change 

(Δ) is calculated between time t and t-1. OCF is operating cash flows computed as the difference between NI and 

TACC. NI is earnings before extraordinary items. 

TABLE 4: PEARSON CORRELATION COEFFICIENT 

AR NI OCF TACC DAC NDAC 

AR 1.000 

NI 0.248*** 1.000 

OCF 0.151*** 0.550*** 1.000 

TACC 0.029 0.029 0.029 1.000 

DAC 0.025 0.025 0.025 0.025 1.000 
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NDAC 0.036** 0.036** 0.036** 0.036** 0.036** 1.000 

AR is annual market-adjusted stock returns measured over a 12 months period ending 3 months after the fiscal year 

end. DAC and NDAC are discretionary accruals and non-discretionary accruals respectively computed based on the 

performance-matched modified Jones model (2005). NI is earnings before extraordinary items. OCF is operating 

cash flows computed as the difference between NI and TACC. 

TACC is total accruals computed as (Δ current asset – Δ cash) – (Δ current liabilities – Δ short term debt and 

current portion of long term debt) – depreciation, where the change (Δ) is calculated between time t and t-1.  

***Significant at the 0.01 level 

** Significant at the 0.05 level 

TABLE 5: REGRESSION RESULTS OF ANNUAL MARKET-ADJUSTED STOCK RETURNS (AR) ON 

NET INCOME (NI) 

NI Coefficient 1.069 

t-statistics 16.1147*** 

P-value 0.0000 

Adjusted R-Squared 0.0612 

TABLE 6: REGRESSION RESULTS OF ANNUAL MARKET-ADJUSTED STOCK RETURNS (AR) ON 

OPERATING CASH FLOWS (OCF) 

OCF Coefficient 0.4588 

t-statistics 9.5631*** 

P-value 0.0000 

Adjusted R-Squared 0.0225 

TABLE 7: REGRESSION RESULTS OF ANNUAL MARKET-ADJUSTED STOCK RETURNS (AR) ON 

NET INCOME (NI)  AND OPERATING CASH FLOWS (OCF) 

NI Coefficient 1.0399 

t-statistics 12.860*** 

P-value 0.0000 

OCF Coefficient 00458 

t-statistics 0.8040 
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P-value 0.4214 

Adjusted R-Squared 0.0617 

TABLE 8 : REGRESSION RESULTS OF ANNUAL MARKET-ADJUSTED STOCK RETURNS (AR) 

ON OPERATING CASH FLOWS (OCF) AND TOTAL ACCRUALS (TACC) 

OCF Coefficient 1.0856 TACC Coefficient 1.0398 Adjusted 

R-Squared 
0.0617 

t-statistics 16.0316*** t-statistics 12.8585*** 

P-value 0.0000 P-value 0.0000 

TABLE 9 : REGRESSION RESULTS OF ANNUAL MARKET-ADJUSTED STOCK RETURNS (AR) ON 

OPERATING CASH FLOWS (OCF), DISCRETIONARY ACCRUALS (DAC) AND  

NON-DISCRETIONARY ACCRUALS (NDAC) 

TABLE 10: PAIRED-SAMPLES T-TEST AMONG VARIABLES 

Test Statistic t df P-value 

T-test 7.64 4038 0.0000 

H0 :μDAC – μNDAC = 0 

OCF DAC NDAC Adjusted R-

squared 

Coefficient Coefficien

t 
1.0552 Coefficient 0.5645 0.0623 

t-statistics 15.9555*** t-statistics t-statistics 1.1268 

P-value 0.0000 P-value 0.0000 P-value 0.2599 
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