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Abstract 

This paper presents an investigation of the listed companies in Palestine Security Exchange 

(PSE). This investigation examines the relative and incremental information content of 

earnings (EPS) and operating cash flows (OCF). In addition, this paper aims to test the 

impact of losses on the information content of EPS and OCF. This study uses the 

accounting data of the companies that listed in the PSE from 2004-2008. Furthermore, it 

employs a variety of statistical procedures (descriptive analysis, correlation test, regression 

analysis, and Akaike's information criterion (AIC) and Vuong’s test for model selection). 

Also, 23 Palestinian corporations were selected for testing the hypotheses. The results of 

this paper indicate the existence of value relevance of earnings whereas there is no 

sufficient evidence to confirm that operating cash flows has information content. 

Moreover, any firm that achieves profit will have a positive impact on the value relevance 

on its earnings and operating cash flows. 
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1.  Introduction 
The process of scrutinizing the usefulness of accounting information in interpreting stock returns is still 

current issue and it is the most imperative topic in accounting and finance, so that this topic provides 

evidence about the extent of the usefulness of financial information, which relates to any firm that 

listed in a capital market. To the best of my knowledge, the pioneer authors Ball, and Brown, (1968) 

executed the enormous work of this field and they provided evidence, which supported the value 

relevance of accounting earnings in explaining the stock returns. Afterwards, the study of (Beaver et 

al., 1979) provided evidence that there is strong role of accounting earnings in interpreting the stock 

prices. Moreover, many other studies gave the same conclusion like (Ohlson, 1991; Cotter, 1996 Jaggi 

and Zhao, 2002). Not only accounting earnings were tested, but there is also a vital role of cash items 

in explaining the stock prices (Healy, and Paleph, 1988). In addition to a number of literatures showed 

that there is influential role of operating cash flows (OCF) in determining the stock prices (Rayburn, 

1986; Livant, and Zarowin, 1990; Cheng et al., 1997). Also, the studies of (Said, Hassab Elnaby, and 
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Nowlin, 2008; Banker, Huang, and Natarajan, 2009) showed that the accounting performance measures 

such as earnings and cash flows are useful for both valuation and performance evaluation purposes. 

The listed companies in the PSE use an international accounting standards IAS (article 3, 

disclosure regulations, 2007)
1
. The IAS No. 7 showed that the statement of cash flows; SCF helps the 

investor to take the rational decision for the following reasons
2
. Firstly, SCF when used in concurrence 

with the financial statements, it provides information that enables users to assess the changes in net 

assets of an enterprise and its financial structure. Secondly, cash flows information is useful in 

assessing the ability of the company to generate cash and cash equivalents and enables users to develop 

models to assess and compare the present value of the future cash flows of different enterprises. 

Thirdly, it also enhances the comparability of operating performance by different enterprises because it 

eliminates the effects of using different accounting treatments for the same transactions. Finally, it is 

useful in examining the relationship between profitability and net cash flows and the impact of cash 

flows on stock prices. Moreover, many researchers showed that the elements of financial statements 

have value relevance when it helps the users for evaluating the stock returns (Al-Rashid, 1999; 

Charitou et al., 2001; Scot, 2003, P 57). 

PSE was established in 1997, but it is still an emerging market. Moreover, the market-based 

research is rare in Palestine, and there is no evidence about the value relevance of the accounting 

information in explaining stock returns. However, the study of (Awad, and Daraghma, 2009) is the 

foundation stone of market-based research in Palestine
3
. The abovementioned details regards the PSE 

encouraged me as a researcher to test the value relevance of earnings and OCF for the listed firms in 

the PSE. The outcomes of this study are expected to be used for guiding the investor to take the right 

decision about holding or selling the stock. In other words, this study aims to examine the relative 

usefulness of earnings and OCF for the listed companies in the PSE, testing the incremental 

information content of earnings and operating cash flows [information content of earnings beyond 

operating cash flows and conversely] and testing the impact of losses on the information content of 

earnings and operation cash flows. 

Many studies show that there is information content of earnings and OCF. Moreover, it 

concluded that earnings and OCF are complementary but not alternatives (Cheng et al., 1996; Livnat 

and Zarowin, 1990; and Charitou., 1997). Therefore, earnings and OCF supplement each other. This 

point of view supports the important of disclosure about income and cash flows statements in the 

annual report (Cheng et al., 1997). In this context, incremental information content comparisons assess 

whether one accounting measure (or set of measures) provides information content beyond that 

provided by another (Bartov, Goldberg, and Kim, 2001); whereas the relative information content 

comparisons asks whether one measure provides greater information content than another (Biddle, 

Seow, and Andrew, 1995). 

Hoever, this study is organized in six sections as follows: section (2) addresses the previous 

research, section (3) describes study purposes and propositions, section (4) addresses data and 

methodology, section (5) presents the results and section (6) reports the conclusion. 

 

 

2.  Previous Research 
The existence of the eminent efforts of (Ball and Brown, 1968), the relationship between accounting 

information and capital markets has become one of the most popular issue in the accounting literatures. 

Ball and Brown confirmed the value relevance of earnings in explaining security returns. In addition to 

                                                 
1 For more details see: “Disclosure regulations of the Palestine Securities Exchange”, 2007. Available on the web site of 

PSE, www.p-s-e.com 

2 International accounting standards board: IASB, International accounting standard # 7: IAS 7, “statement of cash flows”. 

Issued in 1992 and effective in 1994. 

3 Awad Ibrahim, and Zahran Daraghma. (2009). Testing the Weak-Form Efficiency of the Palestinian Securities Market. 

International Research Journal of Finance and Economics, Issue 32, PP 7 -17. The results of study showed that the PSE is 

inefficient at weak level. 

https://www.researchgate.net/publication/229441432_The_Valuationrelevance_of_Earnings_and_Cash_Flows_an_International_Perspective?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
https://www.researchgate.net/publication/236860979_An_Empirical_Evaluation_Of_Accounting_Income_Numbers?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
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many studies which concluded the same conclusion in the USA (Beaver, Clark and Wright, 1979; 

Freeman, 1987; Ohlson, 1991; Cheng, Liu, and Schaefer, 1997; Dechow et al., 1998; Guay and Sidhu, 

2001; Elnaby and Said, 2001). Moreover, in the UK many researchers demonstrated a positive 

association between earnings and stock returns (Board and Day, 1989; Ali and Pope, 1995; McLeay, 

Kassab and Helan, 1997; Garrod and Hadi, 1998; Charitou, Clubb and Andreou, 2001). Also, Charitou, 

(1997) showed that there is value relevance of earrings and OCF in explaining security returns in the 

UK. In addition, the study of (Al-Qenae and Li, 2002) examined the information content of earnings 

for the Kuwaitian Stock Exchange that found a significant relationship between earnings and stock 

prices. Likewise, In Jordan (El-Khouri and AL-Mwalla, 1998) showed that the income numbers have 

value relevance in explaining stock returns. Furthermore, (Hadi, 2006) showed a significant value 

relevance of earnings, and its components in explaining security returns for Jordanian companies. 

Besides, (AL-Khalaylih, 2004) showed that the value relevance of earnings is greater than OCF in 

Jordan. In addition, the study of (Ben-Ayed and Abaoub, 2006) has examined the value relevance of 

earnings and its components in the Tunisian Stock Exchange. Correspondingly, the study has tested 

three hypotheses that related to the value relevance of alternative accounting measures and to the effect 

of the decomposition of earnings on its explanatory power. On one hand, the results showed that 

operating income, income before taxes, special items and income taxes are value relevant; whereas 

OCF and accruals are not value relevant. Furthermore, (Abd-Allah, 1995) found out a significant 

relationship between earnings and stock returns. Besides, in Saudi Arabia the study of (Al-Sehali, 

2006) found that the value relevance of earnings is greater than the value relevance of OCF. Also, in 

Malaysia (Kadri, Aziz, and Ibrahim, 2009) indicated that earnings and OCF are value relevant. In 

addition, (Korczak, and Korczak, 2009) showed that there is an information content of earnings in 

Polish-listed companies. 

Researchers have also tested the relative and incremental information content of earning and 

OCF. In the USA, the study of (Ali, 1994) concluded that there is incremental information content of 

earnings beyond OCF, and vice versa. Likewise, in the UK (Clubb, 1995; Charitou, Clubb and 

Andreou, 2001) showed that the relative information content of earnings is greater than the information 

content of OCF, incremental information content is founded for both earnings beyond OCF and OCF 

beyond earnings, and earnings are not alternative for the OCF but each one completes the other. 

Furthermore, In Australian environment, the information content of earnings is greater than the 

information content of OCF (Cotter, 1996; Hodgson and Stevenson-Clarke, 2002). Moreover, (Eric, 

2004) showed that both OCF and earnings have incremental information content. Besides, (Cheng, Liu 

and Schaefer, 1996) examined the relative importance of OCF and earnings for a broad cross-industry 

sample in the USA. They found that OCF and earnings provided incremental information in the 

presence of each other. Moreover, in China the study of (Haw, Qi and Wu, 2001) indicated that the 

earnings is superior to operating cash flows in explaining stock return. Furthermore, (Plenborg, 1999) 

showed that earnings and OCF both have the ability to explain security returns in the Denmark. 

`Various studies showed that negative earnings convey less information than positive earnings. 

For instance, (Sin and Watts, 2000) indicated that the earnings response coefficient for losses is lower 

than for profits. In addition, (Jan and Ou, 1994) compared the information content of gains and losses. 

They found that there is information content of positive earnings while irrelevant value of losses. In 

addition, (Hayn, 1995) has investigated the information contained in losses. Her study was motivated 

by a concern that a low explanatory power of share returns-earnings model for profitable firms could 

be due partly to the inclusion of losses. She showed that although there is a relationship between 

earnings and stock prices, this does not exist for loss making firms. 

Accordingly, the analysis of the previous studies shows that the measures of earnings have 

value relevance in explaining stock prices in many countries. Upon an international context, the former 

studies gave mix evidence about the value relevance of earnings and OCF. Furthermore, there is an 

argument regard the relative and incremental information content of earnings and OCF. Besides, 

various studies have found that negative earnings convey less information than positive earnings. 

https://www.researchgate.net/publication/229564812_Accrual_and_cash_flow_accounting_models_A_comparison_of_the_value_relevance_and_timeliness_of_their_components?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
https://www.researchgate.net/publication/255625337_The_Information_Content_of_Losses_Shareholder_Liquidation_Option_and_Earnings_Reversals?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
https://www.researchgate.net/publication/228302245_Value_Relevance_of_Accounting_Earnings_and_the_Information_Content_of_its_Components_Empirical_Evidence_in_Tunisian_Stock_Exchange?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
https://www.researchgate.net/publication/242094653_Testing_the_Weak-Form_Efficiency_of_the_Palestinian_Securities_Market?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
https://www.researchgate.net/publication/222142548_The_Information_Content_of_Losses?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
https://www.researchgate.net/publication/248882910_The_Incremental_Information_Content_of_Earnings_Working_Capital_from_Operations_and_Cash_Flows?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
https://www.researchgate.net/publication/254228903_An_examination_of_the_information_content_of_Danish_earnings_and_cash_flows?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
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However, the review of prior littérateurs put the following research question. To which extent the 

accounting measures have value relevance in the PSE. For this reason, this paper comes to answer this 

important question relying on strong methodology, and using various statistical techniques into 

consideration. 

3.  Purposes and Propositions 

This section consists of three purposes and six hypotheses as follows: 

The first purpose examines the information content of earnings and OCF of the Palestinian 

corporations that listed in the PSE. In order to achieve this purpose, I formulate the hypotheses H1 and 

H2. For instance, hypothesis 1 examines the value relevance of earnings in explaining security returns. 

H1: The earnings have value relevance in explaining stock returns. 

Hypothesis 2 examines the value relevance of operating cash flows in explaining security 

returns. 

H2: There is information content of operating cash flows. 

The second purpose tests the impact of losses on the information content of earnings and OCF. 

Moreover, the previous literatures have found out that negative earnings convey information less than 

positive earnings (Jan and Ou, 1994; Hayn, 1995; Sin and Watts, 2000). These outcomes lead me to 

test the impact of losses on the information content of earnings and OCF in Palestine. In order to 

achieve the second purpose, this study creates the hypotheses H3 and H4. More specifically, hypothesis 

3 examines the impact of losses on the information content of earnings. 

H3: There is impact of the losses on the information content of earnings. 

Hypothesis 4 tests the impact of losses on the information content of OCF. Hypothesis 4 is: 

H4: There is impact of the losses on the information content of OCF. 

The third purpose of this study tests the relative and incremental information content of 

earnings and OCF. Also, this study formulates the hypotheses H5, H6 and H7. Thus, hypothesis 5 

arranges the competitive measures (earnings and OCF) according to information content. 

H5: The information content of operating cash flows is greater than the information content of 

earnings. 

Hypothesis 6 examines the incremental information content of operating cash flows beyond 

earnings, and vice versa. 

H6: Operating cash flows will provide incremental information to the earnings. 

 

 

4.  Data and Methodology 
The following part of this study illustrates data, variables measurement and the econometrics models 

that used to test the hypotheses. 

The initial sample comprised all the firms that listed in the PSE for a 5-year period from 2004-

2008. The sample selection conditions are: a- December is the end of the fiscal year. b- Company's 

stock is traded. Thus 23 companies were selected to execute the techniques of econometrics. 

Additionally, the financial information was collected from both the annual report of the firms and the 

electronic database of the PSE. Indeed, this study uses three models in order to test the relative and 

incremental information content of earnings (E) and (OCF). The variables that used in this study are 

defined as follows: 

I- The dependent variable (stock returns) 

Rit: returns of stock i in period t defined as follows: 

Rit = 
)1(

)1(

−

−
+−

ti

ittiit

P

DPP
 

Where: 

Pit: share price of firm i at the end of the period t. 

Pit-1: share price of firm i at the beginning of the period t. 

DIVit: cash dividends of period t. 

https://www.researchgate.net/publication/255625337_The_Information_Content_of_Losses_Shareholder_Liquidation_Option_and_Earnings_Reversals?el=1_x_8&enrichId=rgreq-46a087e1-9760-4db1-a7c0-d8d221d3f7f1&enrichSource=Y292ZXJQYWdlOzI1OTE4OTUyNztBUzoxMDI0NzE5ODQ3NDY1MDNAMTQwMTQ0MjYzMzMxMQ==
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127 European Journal of Economics, Finance and Administrative Sciences - Issue 22 (2010) 

 

The stock returns were calculated for a 12-month from the beginning to the end of year t. 

II- The independent variables: earnings and operating cash flows 

Eit: operating earnings of firm I in year t defined as net income before extraordinary items, 

discontinued operations, and non-operating items. The measure is calculated per share [Eit= (operating 

earnings/weighted average number of outstanding common stocks)]. 

OCFit: operating cash flows of firm I in year t. This measure is calculated per share [OCFit= 

(operating cash flows/weighted average number of outstanding common stocks)]. 

E and OCF have deflated by the price of the share at the beginning of the year. This procedure 

is for limiting the problem of heteroscedasticity. Also, this paper utilizes the following models to test 

the hypotheses of the study: 

Rit= γ0 + γ1 Eit [1] 

Rit= ψ0 + ψ1 CFOit [2] 

Rit= θ0 + θ1 Eit + θ2 CFOit [4] 

Where γ0, ψ0, θ0: the constants and γ1, ψ1, θ1, θ2: the coefficients. For instance γ1 and θ1 are the 

earnings response coefficient ERC, ψ1 and θ2 are OCF response coefficient OCFRC. 

More clearly, this study includes three purposes. First of all, it examines the first purpose by 

using models 1 and 2 in which model 1 tests hypothesis 1 by relying on ECR [γ1]. Furthermore, when 

ERC is significant, the study will conclude that earnings have value relevance in explaining stock 

returns; whereas model 2 examines hypothesis 2 by relying on OCF response coefficient OCFCR [ψ1]. 

Also, there is information content of OCF when the OCFRC is significant. 

The second purpose of this paper provides evidence regards the impact of losses on the 

information content of E and OCF. This could be achieved by classifying the companies into two 

portfolios (profits portfolio, and losses portfolio). Moreover, this paper compares the information 

content of the two subsamples by relying on the value of adjusted R
2
. As well, the models and 

procedures that used in the first purpose will be used to test the hypotheses 3 and 4. 

My paper examines the third purpose as follows: 

a- It determines the relative information content based on models 1 and 2. Then, it relies on the 

values of adjusted R
2
, Akaike Information Criteria (AIC) [prefer the model with the smallest AIC] and 

Vuong's test. These tests are used to compare the role of the earnings and OCF in explaining stock 

returns. 

b- It tests the incremental information content as follows: i- When the information content of E 

and OCF (model 3) is greater than the information content of OCF (model 2). This paper will conclude 

that there is incremental information content of earnings beyond OCF. ii- When the information 

content of E and OCF (model 3) is greater than the information content of earnings (model 1). This 

paper will conclude that there is incremental information content of OCF beyond earnings (Biddle, 

Seow, and Siegel, 1995). Also, adjusted R
2
, and AIC will be used to examine the incremental 

information content. 

The competitive accounting measures in this study will be arranged based on the Vuong's test 

(Vuong, 1989). Vuong's test has been used extensively in accounting literatures to examine the relative 

and incremental information content of accounting measures (Biddle et al., 1995). Also, the study of 

Biddle et al., has suggested a comprehensive framework for the concepts of relative and incremental 

information content. Moreover, (Dechow et al., 1998) showed the method that used for comparing the 

value relevance of accounting measures. For instance, if we assume that there are two independent 

accounting measures (X and W) and the dependant variable Y. Hence, we have two competing models; 

the first is y=a+bX, while the second is y=a+bW. The Vuong's test uses the residuals of simple linear 

equations. And Z Vuong’s statistic is calculated as follows: 
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The null and alternative hypotheses of the Vuong's test are: 

H0: Z = 0, the two models have the same explanatory power. 

Ha: Z ≠ 0, the two models do not have the same explanatory power. 

Where: 

: the multiple correlation coefficient, : the residual variance for the second model, : the 

residual variance for the first model, n: the number of observations, : the variance of dependent 

variable. Moreover, the decision rules are 1- if z Vuong's = 0, implying that the two models have the 

same explanatory power. 2 - if z Vuong's > 0 implies that X is superior to W in explaining Y. 3- if z 

Vuong's < 0 implies that w is superior to x in explaining Y (Dechow, Lys, and Sabino, 1998). 

 

 

5.  The Results 
This section aims at presenting the descriptive statistics and the results of hypotheses using relevant 

statistical techniques. 

 

5.1. Descriptive Statistics and Correlation Analysis 

Table 1 displays the descriptive statistics of E, OCF, and R for the pooled data of 23 companies from 

2004-2008, 106 firm-year. Additionally, all irregular observations were omitted from the analysis in 

order to avoid its influence. Moreover, the mean of EPS and OCF is positive 0.04258 and 0.07469 

respectively but the mean of securities returns is negative. Also, the results of Kolmogorov-Smirnov: 

K-S test show that the data follows the normal distribution. For this reason, the parametric tests are 

suitable for examining the hypotheses of this study. 

 
Table 1: Summary statistics for the earnings, OCF, and stocks returns 

 
Variable\ Statistic Mean Median Maximum Minimum St. Deviation 

EPS 0.04258 0.03829 0.90126 -0.40696 0.13834 

OCF 0.07469 0.03271 0.45920 -0.20323 0.13490 

R -0.1206 -0.1378 0.63492 -0.69643 0.28670 

EPS: Earnings per share, OCF: operating cash flows, R: security returns. 

 

Table 2 shows the results of Pearson correlation (parametric test) and Spearman's rho 

(nonparametric test). Then, Panel A demonstrates a significant positive relationship between earnings 

and stock returns (the correlation coefficient 23.4% and significant at 0.01). After that, the table reveals 

insignificant positive relationship between OCF and stock returns (correlation coefficient 14.8%). As 

well, panel A explains significant positive relationship between earnings and OCF (correlation 

coefficient 28.8% and significant at 0.01). The correlation coefficient between EPS and OCF is 28.8% 

which doesn't indicate existence of multicollinearity problem between E, and OCF
4
. Additionally, 

panel B shows Spearman's rho coefficients of correlation in which Its results support the outcomes of 

Pearson Correlation test. 

                                                 
4 When the coefficient of correlation between two independent variables equal or more than 0.75 then there may be the 

problem of multicollinearity. 



129 European Journal of Economics, Finance and Administrative Sciences - Issue 22 (2010) 

 

Table 2: Correlation matrix (Pearson and Spearman's rho coefficients) 

 
Panel A: correlation matrix (Pearson coefficients) 

Variable R EPS OCF 

OCF 0.148 0.288 ** 1 

EPS 0.234 ** 1  

R 1   

Panel B: correlation matrix (Spearman's rho coefficients) 

Variable R EPS OCF 

OCF 0.104 0.422 ** 1 

EPS 0.213 ** 1  

R 1   

** Significant at 0.01, * significant at 0.05 

 

Tables 1 and 2 confirm the availability of the main assumptions of regression (the normality 

because Jarque-Bera test indicates that the data follows the normal distribution, and no 

multicollinearity between EPS and OCF). Also, these indicators make the results of this paper more 

efficient. Thus, the parametric econometrics will be suitable for the purpose of analyses. 

 

5.2. The Results of the Hypotheses 

In this part, all of the hypotheses will be tested by using the econometrics methods in order to 

introduce the first evidence from the PSE regards the relative and incremental information content of 

earnings and OCF. 

 

5.2.1. Testing the Relative Information Content 

This part comes to decide which variable has more ability in interpreting the stock returns the earnings 

or the OCF. In order to achieve this purpose, the simple regression is used for estimating the 

parameters of models 1 and 2. More clearly, model 1 examines the value relevance of earnings whereas 

model 2 tests the value relevance of operating cash flows. 

Table 3 proves that there is value relevance of earnings in explaining security returns. In 

addition, relying on the pooled data, the ERC is positive and statistically significant at 0.01 [ERC= 

0.485]. In addition, R-square is 0.0551, and adjusted R-square is 0.0465. Hence, the study shows that 

earnings have information content. Then hypothesis 1 is accepted. This result is consistent with the 

previous literatures. 

 
Table 3: Results of simple regression for testing the value relevance of earnings Rit= γ0 + γ1 Eit 

 
Year Constant (γ0) Earnings Response 

Coefficient (γ1) 

F-Value R
2
 Adjusted R

2
 AIC 

2004 0.0328 

0.4286 

1.0520 ** 

2.7114 

4.891* 0.2588 0.2059 0.3594 

2005 0.512** 

2.598 

0.621 

3.325 

1.756 0.0890 0.0380 2.1573 

2006 -0.3066** 

-5.9901 

-0.0426 

-0.1923 

0.037 0.002 -0.042 0.0621 

2007 -0.1107** 

-2.4382 

-0.1228 

-0.5303 

0.281 0.0111 -0.0284 -0.1259 

2008 -0.2760** 

-5.5329 

0.4809* 

2.0976 

4.40** 0.1606 0.1250 -0.3808 

Polled -0.141** 

-4.963 

0.485** 

2.456 

6.032* 0.0551 0.0460 0.2714 

** Significant at 0.01, * significant at .05 
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Table 4 displays the results of OCF model. Also, based on the pooled data I conclude that the 

OCF response coefficient OCFRC is positive and statistically insignificant at 0.0.05 [OCFRC=0.3149]. 

However, the OCFRC has significant positive influence at 0.10 for the years 2004-2005. Thus, these 

results indicate mixed evidence regards OCF. Finally, the R-square of pooled data is 0.0219 and 

adjusted R-square is 0.0465. 

 
Table 4: Results of simple regression for testing the value relevance of operating cash flows Rit= ψ0 + ψ1 

CFOit 

 
Year Constant (ψ0) OCF Response 

Coefficient (ψ1) 

F-Value R
2
 Adjusted R

2
 AIC 

2004 0.0531 

0.6812 

0.5851n 

1.8760 

3.521 n 0.201 0.144 0.4347 

2005 0.5233** 

3.1336 

0.8026 n 

1.887409 

3.562 n 0.1652 0.1188 2.66698 

2006 -0.2989** 

-5.6376 

-0.0658 

-0.4969 

0.247 0.0106 -0.0321 0.0831 

2007 -0.1156** 

-2.1640 

-0.0155 

-0.1223 

0.015 0.0006 -0.0394 -0.1054 

2008 -0.2513** 

-5.7532 

0.1861* 

2.0686 

4.280* 0.157 0.120 -0.3564 

Polled -0.1442** 

-4.5533 

0.3149 

1.5278 

2.334 0.0219 0.0125 0.3453 

** Significant at 0.01, * significant at .05, n significant at 0.10 

 

Tables 1 and 2 show the results of Akaike Information Criteria test in which AIC values of 

earnings model are less than AIC values of the OCF model. For instance, (Akaike, 1974) who 

developed the AIC, illustrated that the model with the lowest AIC is the best. For this reason, this study 

concludes that the relative information content of earnings is greater than OCF. The values of R-square 

support the point of view that earnings are more useful than OCF. Accordingly, the concrete results 

must be established regard the information content of E and OCF. Therefore, this study uses Vuong's 

test for model selection as previously showed in the methodology. In addition, table 5 shows the results 

of Z Vuong's statistic by using the pooled data. 

The results of table 5 show that the value of Z Vuong's statistic is negative (Z< 0) and equal -

944.638. Accordingly, (Dechow, Lys, and Sabino, 1998) showed that when Z Vuong's < 0 implies that 

earnings are superior to operating cash flows in explaining stock returns. Thus, the above-mentioned 

analyses give concrete evidence, which prove that the accounting earnings have more value relevance 

than OCF. 

The abovementioned findings will help the Palestinian investors to take the rational decision 

and offers them valuable advice to focus on earnings and operating cash flows. Additionally, these 

results are consistent with the outcomes of many studies (Ali, 1994, Clubb, 1995; Cotter, 1996; 

Charitou, Clubb and Andreou, 2001, Hodgson and Stevenson-Clarke, 2002). 
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Table 5: Results of Vuong's statistic for comparing the competing models [earnings model, and OCF model] 

based on (Dechow, Lys, and Sabino, 1998) methodology. Also, this paper uses the pooled data. 
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Z Vuong’s statistic -944.658 

The decisions rules are 1- if z Vuong's = zero, implying that the E and OCF have the same explanatory power. 2 - If z 

Vuong's > 0 implies that OCF is superior to E in explaining stock returns. 3- If z Vuong's < 0 implies that earnings is 

superior to OCF in explaining stock returns (Dechow, Lys, and Sabino, 1998). 

 

5.2.2. The Impact of Losses on the Information Content of Earnings and OCF 

Because there are various literatures that concluded the negative earnings have less value relevance 

than positive earnings (Jan, and Ou, 1994; Hayan, 1995; Sin, and Watts, 2000) So that this part of my 

paper introduces the first evidence concerning the impact of losses on the information content of 

earnings and operating cash flows in Palestine. Moreover, I use the same methodology, which has been 

used by my peers to test the impact of negative earnings on the value relevance of earnings and OCF. 

Accordingly, table 6 shows that positive earnings portfolio has positive impact on the value relevance 

of earnings and operating cash flows because the coefficients of earnings and operating cash flows are 

statistically significant. Furthermore, losses have negative impact on the value relevance of earnings 

and operating cash flows. The coefficients of earnings and operating cash flows are statistically 

insignificant for negative earnings portfolio. In general, earnings and OCF response coefficients for 

losses are statistically insignificant whereas earnings and OCF response coefficients for profit are 

statistically significant. In other words, this study finds significant information content for the positive 

earnings while irrelevant value for the losses. 

 
Table 6: The impact of losses on the information content of E and OCF 

 
Panel a: the influence of losses on information content of earnings: Rit = γ0 + γ1 Eit 

Positive Earnings Portfolio Negative Earnings Portfolio 

Year γ0 γ1 F R
2
 Adj.- R

2
 γ0 γ1 F R

2
 Adj.- R

2
 

2004 -0.008 

-0.08 

1.21* 

2.725 
3.995* 0.285 0.214 

0.126  

0.931 

1.592 

0.565 
0.320 0.137 -0.293 

2005 0.565  

2.257* 

0.5371* 

2.653 
3.7562* 0.0599 0.032 

-0.491 

-0.706 

1.975 

0.580 
0.336 0.011 -0.296 

2006 -0.370 

-4.528 

0.179** 

3.171 
4.222** 0.0825 0.0682 

-0.37** 

-4.52 

0.179 

0.471 
0.222 0.026 -0.047 

2007 -0.110-

3.40* 

0.126* 

3.752 
3.878* 0.0735 0.0482 

-0.106 

-0.910 

-0.097 

-0.1515 
0.0229 0.004 -0.194 

2008 -0.225 

-3.07** 

0.301* 

3.019 
4.523** 0.057 0.0235 

-0.203* 

-2.45 

3.240 

1.69 
1.85 0.222 0.209 

pooled -0.168 

-4.43** 

0.641* 

2.48 
6.180 * 0.0725 0.060814 

-0.091 

-1.23 

0.529 

0.95 
0.903 0.037 -0.004 
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Panel b: the influence of losses on information content of operating cash flows: Rit = γ0 + γ1 OCFit 

Positive OCF Portfolio Negative OCF Portfolio 

Year γ0 γ1 F R
2
 Adj.- R

2
 γ0 γ1 F R

2
 Adj.- R

2
 

2004 0.045 

0.42 

0.596* 

2.671 
3.557* 0.203 0.124 

0.108 

1.01 

4.833 

0.614 
0.377 0.158 -0.26 

2005 0.565 

2.794 

0.754* 

2.856 
4.517* 0.0421 0.0321 

-0.124 

-0.963 

0.574 

0.783 
0.613 0.380 -0.239 

2006 -0.343 

-5.14 

0.65** 

5.008 
4.6125** 0.0852 0.0421 

-0.294* 

-2.72 

-0.596 

-0.788 
0.621 0.134 -0.081 

2007 0.032 

1.875 

0.525** 

5.214 
4.521** 0.0652 0.0354 

-0.1107 

-1.422 

0.0831 

0.532 
0.2838 0.0537 -0.135 

2008 -0.212 

-4.15** 

0.159* 

2.73 
3.407* 0.1512 0.1003 

-0.35** 

-3.98 

0.786 

1.376 
1.894 0.239 0.113 

pooled -0.153 

-4.01** 

0.415** 

2.829 
3.345** 0.041 0.028 

-0.129* 

-2.28 

-0.474 

-0.77 
0.601 0.025 -0.016 

The sample is divided into two portfolios: positive earnings portfolio and negative earnings portfolio, ** Significant at 0.01, 

* significant at .05, n significant at 0.10. 

 

5.2.3. The Incremental Information Content of Earnings and OCF 

Tables 3, 4, and 7 illustrate summary statistics for earnings model, OCF model and earnings-OCF 

model to test the incremental information content of earnings beyond the OCF, and vice versa. 

Afterwards, I utilize the same methodology as (Livnat, and Zarowin, 1990; Biddle, Seow, and Andrew, 

1995; Cheng et al., 1996, 1997; Charitou, 1997; Bartov, Goldberg, and Kim, 2001). Moreover, based 

on the values of R
2
, adjusted R

2
 and AIC I conclude that there is incremental information content of 

earnings beyond the OCF but there is no incremental information content of the OCF beyond earnings. 

However, this findings breach the previous literatures, which could be due to the lack of the financial 

culture in Palestine, absence of sufficient number of prudent investors, the PSE is inefficient at weak 

level and the PSE was established in 1997, but it is still an emerging market. 
 

Table 7: Results of multiple linear regressions for testing the value relevance of earnings, and operating cash 

flows together Rit= θ0 + θ1 Eit + θ2 CFOit 

 
Year Constant (θ0) θ1 θ2 F-Value R2 Adjusted R2 AIC 

2004 
0.033 

0.414 

0.95* 

2.517 

0.076 

0.128 
3.282 0.26 0.146 0.483 

2005 
0.44* 

2.242 

0.395 

0.829 

0.686 

1.518 
2.094 0.198 0.133 2.130 

2006 
-0.299** 

-5.46 

0.002 

0.007 

0.066 

0.448 
0.118 0.011 0.079 0.163 

2007 
-0.107 

-1.847 

0.122 

0.516 

0.013 

0.105 
0.141 0.012 -0.071 -0.052 

2008 
-0.29** 

-5.861 

0.363** 

3.530 

0.139* 

2.694 
3.635** 0.238 0.169 -0.377 

Polled 
-0.153 

-4.867 ** 

0.433* 

2.095 

0.187 

0.883 
3.399* 0.062 0.044 0.322 

** Significant at 0.01, * significant at .05, n significant at 0.10, θ0: constant, θ1: Earnings Response Coefficient, and 

θ2: OCF Response Coefficient. 

 

 

6.  Conclusion 
In Palestine, I noticed a lack of empirical evidence regarding the information content of accounting 

measures. This encourages me to create a pragmatic investigation depending on the accounting data of 

the listed Palestinian companies in the PSE within the period 2004-2008. More clearly, my study 

comes to accomplish five goals, which are I- testing the value relevance of earnings, II- examining the 

value relevance of operating cash flows, III- determining the relative information content of earnings 

and operating cash flows. IV- testing the impact of losses on the value relevance of earnings and OCF, 

V- testing the incremental information content of earnings beyond OCF and vice versa. Accordingly, 

this paper utilizes many statistical techniques that include (adjuster R squares, and Akaike's 

information criterion (AIC) and Vuong's test for model selection). 
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The results of the study point out the following facts: 1- Earnings response coefficient ERC is 

positive and significant which indicates that earnings have value relevance in explaining stock returns. 

2- There is no sufficient evidence to confirm that OCF has information content whereas there is mix 

proof regards this issue. 3- The value relevance of earnings is greater than the value relevance of OCF 

which indicates that earnings hold informative value more than OCF. 4- I find out value relevance for 

the positive earnings [profits] and irrelevant value for the negative earnings [losses]. 5- There is 

incremental information content of earnings beyond operating cash flows but there is no incremental 

information content of operating cash flows beyond earnings. These findings violate the previous 

literatures, which could be due to the lack of the financial culture in Palestine, absence of sufficient 

number of prudent investors, and the PSE is inefficient at weak level. 

Accordingly, this study proves that earnings have information content which is similar to 

various literatures that were implemented in different markets such as Jordan (Al-Khalaylih, 2004), 

Kuwait (Al-Qenae and Li, 2002), Tunis (Ben Ayed and Aboaub, 2006), and Saudi Arabia (Abd-Allah, 

1995). Moreover, in Palestine, there is no clear evidence proves the value relevance of OCF. 

Furthermore, there is strong evidence, which shows that earnings are the dominant measure for pricing 

the security in Palestine. Most importantly, there is information content of operating cash flows for all 

companies that achieved profit. 

Last but not least, according to the abovementioned findings, my recommendation to the PSE 

management is to increase the level of financial advice for the Palestinian investors. In addition, I 

recommend that the investor have to take in account the earnings and OCF as a reference to take the 

rational investment decision. 

 

 

References 

[1] Abdallah A. (1995), Factors affecting the stock prices of Saudi listed companies, Abhath Al-

Yarmouk journal. Vol. 4, issue 1. 201 – 233. 

[2] Akaike, Hirotugu. (1974). A new look at the statistical model identification. IEEE Transactions 

on Automatic Control, 19 (6), 716–723. 

[3] Ali, A. (1994). The Incremental Information Content of Earnings, Working Capital from 

Operations and Cash Flows, Journal of Accounting Research. Vol. 32, No.1 (spring), 61-74. 

[4] Ali, Ashiq and Pope, Peter F. (1995), The Incremental Information Content of Earnings, Funds 

Flow and Cash Flow: The U.K. Evidence, Journal of Business Finance & Accounting, Vol. 22. 

No 1. 19-34. 

[5]  Al-Khalialeh M. (2004). Earnings Based and Cash flow based Performance Measures and their 

association with stock return variations: an empirical study on Companies listed in Amman 

Stock Exchange. Arab Journal of Administrative Sciences. Vol. 11, issue 2. 183 – 204. 

[6] Al-Qenae, Rashid, Li, Carmen, Wearing, Bob. (2002). Information content of earnings on stock 

prices: The Kuwait stock exchange, The Multinational Finance Journal, Vol. 6, No. 3&4, 197-

221. 

[7] Al-Rashed W. (1999). The Importance and Adequacy of Accounting Information for 

investment Decisions: An Analytical Study of the Stock Market in the State of Kuwait. Arab 

journal of accounting. Vol. 3, issue 1. 27 – 64. 

[8] Al-Sehali Mohammed. (2006). the value relevance of accrual components in Saudi listed firms. 

Journal of king Saud University: administrative sciences. Volume 18, issue 2, 41 – 62. 

[9] Ashiq Ali, and Peter F. Pope. (1995). The Incremental Information Content of Earnings, Funds 

Flow and Cash Flow: The U.K. Evidence, Journal of Business Finance and Accounting, Vol. 

22. 19-34. 

[10] Awad Ibrahim and Zahran Daraghma. (2009). Testing the Weak-Form Efficiency of the 

Palestinian Securities Market. International Research Journal of Finance and Economics. Issue 

32. 7 -17. 



European Journal of Economics, Finance and Administrative Sciences - Issue 22 (2010) 134 

[11] Ball, R and P. Brown. (1968). an Empirical Evaluation of Accounting Income Numbers. 

Journal of Accounting research, 6(autumn).159-178. 

[12] Banker R., Huang R., & R. Natarajan. (2009). Incentive Contracting and Value-Relevance of 

Earnings and Cash Flows. Journal of Accounting Research. 47, 3, 647-678. 

[13] Bartov E., S. Coldberg and Myung-Sumkim. (2001). the Valuation – Relevance of Earnings 

and Cash Flows: An International Perspective. Journal of International Financial Management 

and Accounting, Vol.12, No.2. 43-63. 

[14] Ben Ayed, Mohamed Rafik and Abaoub, Ezzeddine. (2006). Value Relevance of Accounting 

Earnings and the Information Content of its Components: Empirical Evidence in Tunisian 

Stock Exchange. Available at SSRN: http://ssrn.com. 

[15] Biddle, G., G. Seow and A. Siegel. (1995). Relative Versus Incremental Information Content. 

Contemporary Accounting research, Vol. 12, Issue 1. 1-23. 

[16] Board, J. L. G. Day, J. F. S. (1989). Information Content of Cash Flow Figures Accounting & 

Business Research 20. 3–11 

[17] Carla Hayn, (1995). The information content of losses, Journal of Accounting & Economics, 

125-153. 

[18] Charitou A. C. Clubb and C. A. Andreou. (2001). The Effect of Earnings Permanence, Growth 

and Firm Size on the Usefulness of Cash Flows and Earnings in Explaining Security Returns: 

Evidence for the UK. Journal of international Financial Management & Accounting, Vol. 28, 

No. 3. 1-21. 

[19] Charitou, A. (1997). The Role of Cash Flows and Accruals in Explaining Security Returns: 

Evidence for the UK. European Accounting Review, Vol. 6, No. 4. 629-652. 

[20] Charitou, A., C. Clubb and A. Andreou. (2000). The Value Relevance of Earnings and Cash 

Flows: Empirical Evidence for Japan. Journal of Business Finance & Accounting, Vol. 11, No. 

1. 563-594. 

[21] Cheng, C. S., C. Liu, and T. Schaefer. (1996). Earnings permanence and the incremental 

information content of cash flows from operations. Journal of Accounting Research, Vol.34 

(spring). 173-181. 

[22] Cheng, C. S., C. Liu, and T. Schaefer. (1997). The Value-Relevance of SFAS No. 95 Cash 

Flows from Operation as Assessed by Security Market Effects. Accounting Horizons, Vol. 11, 

Issues 3, 1-15. 

[23] Clubb, C. (1995). An Empirical Study of the Information Content of Accounting Earnings, 

Funds Flows and Cash Flows in the UK. Journal of Business Finance & Accounting, Vol. 22, 

No. 1 (January). 35-52. 

[24] Cotter, J. (1996). Accrual and cash flow accounting models: A comparison of the value 

relevance and timeliness of their components. Accounting and Finance, Vol.36, No.2. 127-150. 

[25] Dechow P. M. and T. L. Ys, S. Sabino. (1998). Addressing recognition issues in accounting: 

An evaluation of alternative research approaches. Sloan School of Management, E- mail 

(sabino@mit.edu). 

[26] Elnaby H. & A. Said. (2001). The Information Content of Accounting Earnings and Cash Flows 

Measures of Performance: The Role of the Cash Recovery Rate. Available at SSRN: 

http://ssrn.com. 

[27] Financial Accounting Standard Board. (FASB). (1987). Statement of Financial Accounting 

Standard. No. 95. “Statement of Cash Flow”, Stamford Conn.:(FASB). 

[28] Freeman, R.N. (1987). The Association between Accounting Earnings and Security Returns for 

Large and Small Firms. Journal of Accounting and Economics, Vol.9, Issue 2. 195-228. 

[29] Garrod N. and M. Hadi. (1998). Investor response to cash flows information. Journal of 

Business Finance & Accounting, 25(5) & (6), 613-629. 

[30] Haw, In-Mu G., Qi, Dave D. & Wu, Woody Y, (2001). The Nature of Information in Accruals 

and Cash Flows in an Emerging Capital Market: The Case of China. International Journal of 

Accounting, 4 (12). 391-406. 



135 European Journal of Economics, Finance and Administrative Sciences - Issue 22 (2010) 

 

[31] Hely, P and K.Paleph. (1988). Earnings Information conveyed by Divided Initiation and 

Omissions. Journal of financial Economic, Vol.21, Issue 2. 149-175. 

[32] Hodgson A., and P. Stevenson-Clarke, (2002), Earnings, cash flows and returns: Functional 

relations and the impact of firm size, Accounting & Finance, Volume 40, Issue 1, PP 51 – 74. 

[33] Jaggi B. and R. Zhao. (2002). Information Content of Earnings and Earnings Components of 

Commercial Banks: Impact of SFAS No. 115. Review of Quantitative Finance and Accounting, 

Volume 18, Number 4, 405-421. 

[34] Jan, C. L., and J. Ou. (1995). The role of negative earnings in the valuation of equity stocks. 

Working paper, New York University. 

[35] Kadri M., Aziz R., & M. Ibrahim. (2009). Value Relevance of Book Value and Earnings: 

Evidence from Two Different Financial Reporting Regimes. Journal of Financial Reporting and 

Accounting, Vol. 7, No. 1, 1-16. 

[36] Korczak, A. and P. Korczak. (2009). Corporate ownership and the information content of 

earnings in Poland. Applied Financial Economics, vol. 19, issue 9, 703-717 

[37] Livant, J., and P. Zarowin. (1990). the incremental information content of cash-flow 

components. Journal of Accounting and Economics.Vol.13 (May), 25-46. 

[38] Mahdi M. Hadi. (2006). The Value-Relevance of Income Levels and Components Reported. 

International Research Journal of Finance and Economics. Issue 4. 133-142. 

[39] McLeay S., Kassab J., 7 M. Helan. (1997). The Incremental Information Content of Accruals: 

Evidence Based on the Exponential Smoothing of Levels and Trends in Pre-Tax Earnings, 

Funds Flow and Cash Flow. Journal of Business Finance & Accounting, vol. 24, issue 7&8, 

1147-1167. 

[40] Ohlson, J. (1991). The Theory of Value and Earnings, and an Introduction to the Ball-Brown 

Analysis. Contemporary Accounting Research, Vol.8, Issue 1. 1-19. 

[41] Plenborg, T. (1999). An examination of the information content of Danish earnings and cash 

flows. Accounting and Business Research, Vol.30, No.1.13-43. 

[42] Rayburn, J. (1986). The Association of Operating Cash Flow and Accruals with Security 

Returns. Journal of Accounting Research, Vol.24, (Supplement). 112–133. 

[43] Ritab El-Khouri, and Mona Al-Mwalla. (1998). Basis of dividend distribution decisions in 

Jordanian corporations listed in Amman Financial Market: a field study. Dirasat Journal, 

Administrative sciences Volume: 25, Issue: 2. 

[44] Said A., HassabElnaby R., and T. Nowlin. (2008). The relative and incremental information 

content of earnings vs. cash recovery rates. Review of Accounting and Finance. Vol. 7, Issue 4, 

372-395. 

[45] Scott, W. (2003). Financial Accounting Theory, Third Edition, Prentice Hall. 

[46] Sin, Samantha, and Watts, Edward. (2000). The Information Content of Losses: Shareholder 

Liquidation Option and Earnings Reversals. Australian Journal of Management. Vol. 25, No. 3. 

327-338. 

[47] Typpo, Eric. (2004). The Relevance of Earnings and Funds Flow from Operations in the 

Presence of Transitory Earnings. Journal of Real Estate Portfolio Management. January. 

[48] Vuong, Q. H., (1989), Likelihood ratio tests for model selection and non-nested hypothesis, 

Econometrica, 57(2), 307--333. 

[49] W. and B.K. Sidhu. (2001), The Usefulness of Long-Term Accruals', Abacus, Vol.37:1, 110-

131. 

 


