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1. Thesis Topic 
Operating cash flow information is key in evaluating a company’s regular 

business activities. There are two methods of preparing operating cash 

flows: the direct method (DM) and the indirect method (IM). The DM has 

been considered to be conceptually easier to understand because it directly 

shows the cash inflows and outflows of the operating activities. The IM 

starts with net income and adjusts changes in accrual (non-cash) accounts 

to derive the net cash. Currently, all U.S. firms are required to prepare 

operating cash flows using the IM. The DM is strongly encouraged by the 

standard setters but is not mandated. 

 

Given that the disclosure of the DM is voluntary for U.S. firms, this study 

examines two interrelated research questions: 

     a. Why do firms voluntarily disclose the DM information? 

     b. When would the disclosed DM information be most useful? 
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Indirect Method (IM) - Mandatory 
Net income $760
Adjustments to reconcile net income to net cash:
   Increase in accounts receivable $(215)
   Decrease in inventory 205
   Increase in prepaid expenses (25)
   Decrease in accounts payable (250)
   Increase in interest and income taxes payable 50
   Increase in deferred taxes 150
   Increase in other liabilities 50
   Depreciation and amortization 445
   Provision for losses on accounts receivable 200
   Gain on sale of facility (80)
   Undistributed earnings of affiliate (25)
   Payment received on installment 100
Total Adjustments 605
     Net cash provided by operating activities $1,365

Direct Method (DM) - Voluntary 
Cash received from customers $13,850
cash paid to suppliers and employees (12,000)
Divident received from affiliate 20
Interest received 55
Interest paid (220)
Income tax paid (325)
Insurance proceeds received 15
Cash paid to settle lawsuit (30)
     Net cash provided by operating activities $1,365

3. Research Design and Main Findings 
To address the first research question, we first tabulate various firm characteristics across firms’ life cycle stages. Then we estimate a correlated random effect 

probit model to estimate the probability of voluntary DM disclosure given these characteristics. To address the second research question, we include both 

disclosed and estimated DM components in our regression models to predict one-year ahead operating cash flows and earnings. 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Your cash ain’t nothing’ but trash… 

(C. Calhoun, The Joker) 

Share of Hewlett-Packard Co. traded lower 

Thursday… after the company restated its operating 

cash flow for its recently ended first quarter. 

(Associated Press Newswires, March 13, 2003) 

 
 
 
 

 
 
 

(Sources: 
http://aboutlearningcurve.blogspot.com.au/2009/05/cash-flow-
management-robert-kiyosaki.html) 

2. Motivations and Literature 
Ongoing debate among standard setters, firms (preparers) and researchers 

 

• Standard setters: STRONGLY ENCOURAGE the use of the DM; 

• Firms (preparers): AGAINST the DM; claim that the DM is TOO COSTLY to prepare; 

• Researchers: generally SUPPORT the DM but evidence is still LIMITED; 

 Prior research has mainly focused on examining the average usefulness of the DM disclosures. 

Specifically, studies have found that disclosed DM information is useful in predicting future operating 

cash flows and earnings (Krishnan and Largay III, 2000), explaining capital market effects (Clinch et al., 

2002), and facilitating decision making (Jones and Widjaja, 1998). 

 However, the value-relevance and usefulness of earnings and cash flows information vary under different 

circumstances (Black, 1998). Thus far, few studies have explored the underlying heterogeneity. Firms are 

rational so they make voluntary disclosure when they believe the benefits of disclosing would outweigh 

the costs. Thus, this study first explores factors that motivate firms to make voluntary DM disclosure and 

then test whether the usefulness of the DM is more pronounced under circumstances where firms have 

higher incentives to disclose. 

IM versus IM DM 
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