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ABSTRACT

Funds flow statements were part of the published accounts
of most companies in most jurisdictions in the last two
decades. In the USA and a few other countries, they have
been replaced by cash flow statements. Before other
countries, including the UK, follow the US 1lead, it 1is
important to gather and assess evidence on the usefulness of
the funds statement to see if the arguments for its
replacement by the cash flow statement are well founded. In
essence, the usefulness of the funds flow statement is a
matter of its ability to enable its readers to make better,
or possibly faster, judgments about a firm's changes in
financial position than they would make in the absence of
that statement. The research reported in this thesis
addresses the usefulness of the funds statement to a group
of users especially concerned with changes in the financial
position of companies with whom members of the group do
business. Banks employ loan officers and credit analysts to
vet applications for new loans, and this group of people is
therefore likely to appreciate information useful to them in
assessing the ability of applicants to meet their actual and
prospective financial obligations. Such a group based in
Hong Kong would be exposed to accounts prepared under all
kinds of different national formats and should not be unduly
fixated on the format of any one nation. Such assumptions
were the basis of the research. A factorial ANOVA research
design was used with 116 Hong Kong bank loan officers in 15
sets to see if the provision of funds flow statements and

cash flow statements in a variety of formats improved their



speed or accuracy in answering simple calculation-based or
judgment-based gquestions concerning the accounts. Order
effects were controlled by shuffling question order.
Accounts difficulty effects were controlled by providing the
accounts in two matched sets of equivalent ©processing
difficulty. Subject selection effects were controlled
thfough random assignments of subjects to accounts sets. It
was found that funds statements marginally improved accuracy
but greatly increased processing time. Cash flow statements
performed no better than funds flow statements in either
respect. An information load explanation is discussed for

these results.
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CHAPTER 1 INTRODUCTION

1.1 THE PROBLEM AREA

One of the widely accepted reasons for the existence of
accounts is the usefulness of the accounting report to
readers in helping them make better decisions in allocating
their financial resources. [AICPA 1973].

The two <categories of decision maker most generally
referred to in discussions of how accounting reports are
used are the two types of providers of corporate capital;
investors and lenders.

The usefulness of accounting reports to equity investors
has been studied especially for signs of capital market
responsiveness to new releases of such reports. The subset
of usefulness that such studies capture is often described
as the information content. Such studies are apt to assume
that expressed response in the particular form of buying or
selling is a necessary condition for data to be regarded as
possessing information content, at 1least in the arena of
equity markets [Fama et al 1969; Gonedes and Dopuch 1974].

The decision making and information using processes of
suppliers of loan capital have no direct equivalent of the
information content studies of the equity markets. Instead,
the major thrust of research into the lending decision has
been in the behavioural aspects of accounting fields where
individual lending officers, singly or in small groups, have
been the focus of enquiry. The behavioural aspect in

question is human information processing, which studies the
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discrete processes by which information is searched,
digested and converted into decisions to take specific
action. Work in this area up to the start of the 1980s is
surveyed in student texts by Libby [1981] and Ashton
[1982]. The most recently published general review of
behavioral aspects of research up to 1988 is the BAmerican
Accounting Association's 1989 book of readings edited by
Euske [1989].

The subset of behavioral aspects of accounting that
impinges most germanely on the present study is information
load and overload analysis. The constructs of this area are
helpful in shedding light on the failure of supplementary
accounting statements which are significantly wuseful in
theory but of 1limited or even negative use as currently
applied in the real commercial world. Some recent American
doctoral dissertations not yet aQailable in article form 1in
the journals are especially good examples of the approach

[Chewning 1984; Miller 1986; Volonino 1988].

1.2 SPECIFIC FOCUS OF THE RESEARCH

The specific focus of the present work is the usefulness
of funds flow statements to bank staff in making 1lending
decisions in Hong Kong. Prior studies of funds flow
usefulness may be classified into the following sets;-

a) critiques of the funds flow statement, often with

suggestions for improvement,
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b) empirical studies of equity investors market responses
to funds flow statements relative to their responses to
other reports,

c) empirical studies of small groups of analysts' use of
funds flow statements,and

d) studies and critiques whose main focus is cash flow
accounting but which extensively review the funds flow
literature in making their case.

These sets have a quite extensive literature and it is
reviewed in chapters 4, 5 and 6. It is more briefly surveyed

in section 1.5 below.

1.3 SIGNIFICANCE OF THE ISSUE

During the course of this research the USA decided to
replace its funds flow stement with a cash flow statement
for financial years ending after 15 July 1988, [FASB
1988;Mahoney 1988] whilst Canada had already done so in 1985
[Marinucci 1985] and Australia was in the process of
adopting its ED 37 [ASRB 1986]. The Scottish 1Institute
recommended [ICAS 1988] a new "Statement of Changes in
Financial Wealth". New Zealand's SSAP 10 replaced the funds
flow statement with a cash flow statement. South Africa did
the same. The IASC expected to issue a cash flow statement
standard in 1991 ([private correspondence with the IASC].
Finally, in July 1990, the British ASC issued ED 54 which
closely mirrors the USA's SFAS 95 in requiring the
replacement of the funds flow statement by a cash flow

statement divided between operating, financing and

4
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investment cash flows. Never before in modern accounting
history has a mandated report been dropped and every country
within the Anglo-American accounting paradigm will at some
stage in the next decade be 1likely to consider whether or
not they should retain a report that these major accounting
nations have eschewed. This present research hoped to
establish whether the disappointment with the funds
statement is justified by Hong Kong evidence. It was also
hoped to gather some preliminary evidence on whether the
high expectations some commentators ([e g ED 54's writer]
have of the cash flow statement is well founded.

Hong Kong bank loan officers are the sampling frame used
in this study of the usefulness of funds statements. This
group of people was <chosen in preference to students,
investment analysts or accountants (professional and
academic), because the most frequently seen claims in the
literature for the usefulness of funds statements
particularly stress how the statement highlights liquidity,
solvency and ability to manage indebtedness. If the funds
statement is effective in the way it highlights such
matters, then bank loan officers should be more likely to
register this in the way they read accounts than any other
user group; since these matters are quite central to their
job.

Hong Kong is unique in the world in its combination of 1low
taxation (including the absence of capital gains tax), high

economic activity, British accounting influence, stock
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market inefficiency, anti-corruption policing of financial
transactions and international economic networking. There
are no barriers of a fiscal or administrative nature against
the import or export of capital. The culture is supportive
of financial activity, though speculation is hindered by the
continuing illegality of short selling of Hong Kong stocks.
All the world's largest banks, stockbrokers and accounting
firms actively operate in and from Hong Kong. It 1is
therefore reasonable to base an enquiry into the usefulness
of funds statements to bank lending officers in Hong Kong.
It is reasonable to suppose officers based in Hong Kong
would be familiar with any accounting report formats useful
to them in appraising ability to repay debt. In particular,
Hong Kong loan officers could be expected not to be fixated

on any one country's accounting formats or assumptions.

1.4 CONTEXT OF THE RESEARCH

1.41 INTRODUCTION

While the influence of Anglo multinationals and such
British "hongs" as Jardine's, Swires, Inchcape and Cable &
Wireless continue to permeate the territory, the importance
of such large local business empires as those of the Shaw
brothers, Li Ka Shing and Y K Pao make a brief survey of the
Chinese cultural context of Hong Kong business indispensable

in appreciating decision making processes in the territory.

1.42 MANAGERIAL PHILOSOPHY
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Redding and Hsiao [1988) reported the results of 80 taped
interviews with overseas Chinese chief executives on their
managerial philosophy. Some key quotations from their work
are set forth below.

"Insecurity comes into play as a determinant of behaviour
because the social history of China for some centuries
forced people to come to terms with an aloof and
exploitative state apparatus, and to develop defence
mechanisms now embedded in their world view...Each family is
its own welfare state."

[Redding and Hsiao 1988 p7]

"Christianity, Buddhism and spiritualism were also evident
in the cognitive maps of many of these chief executives, but
Confucianism more so than any other and commonly in
conjunction with another religion."[ibid p8)

"The results of societal insecurity are threefold.
Paramount among them is the drive to accumulate wealth, the
most obvious security surrogate, and the most direct and
obvious determinant of much day to day behaviour, reaching
perhaps its most intense levels in Hong Kong where the issue
of insecurity is more sharply focussed than elsewhere. The
second result is a capacity for deferred gratification, for
years of thrifty accumulation of savings in the interests of
long term stability. The third norm stemming from insecurity
is the passion for education, seen as the key to upward
mobility, and the guarantor of access to the reliable,
respectable, stable and financially rewarding professions.
There is a strong desire for control and to avoid being
someone else's subordinate, that explains much about the
proliferation of small businesses. Networks are built based
on the family, to make business possible in a climate of
mistrust of those outside the immediate family. (ibid 9/10].

"This is not entirely a matter of the natural affiliation
of those with an origin in common; it also contains more
prosaically the fact that a person who is known as part of a
wider social group is more likely to be reliable as he has a
reputation to lose if he reneges on a deal. Such reputations
are highly significant social and economic currency." [ibid
12 italics added}.

Another study of Hong Kong Chinese management styles
indicated the importance of four features to Chinese
entrepreneurs and senior executives:

l.Dedication and diligence,
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2.Friendships as the foundation of business networks,

3.Sensitivity to interpersonal relations and

4.The non exclusive nature of business co-operation which
was not confined to small groups [Tuan, Wong and Ye 1986

p34].

1.43 CONFUCIANISM

The flavour of the Confucian ethos can be sampled from a
few quotations.

Confucius said in The Analects;

"N*p+5X0 one properly raised need ever be left to improvise."
Choice is thus precluded by right upbringing. Moreover;

"A true gentleman, even in his thought, never departs from
what is suitable to his rank."[Analects, XIV 28]

"To learn and at due times to repeat one has learnt, is
that not after all a pleasure ?" [1:1]

"When the way prevails under Heaven, commoners do not
discuss public affairs."[XVI:2].

To Confucius the goal was 1i, propriety, courtesy, ritual
and moral correctness. There were 5 overall virtues:
benevolence, righteousness, propriety, wisdom and
faithfulness in that order. Ketcham [1987) gquoted Arthur
Waley, a turn of the century 1liberal historian, on why
Confucianism has lasted; "It contrived to endow compromise
with an emotional glamour." Everything about the Confucian
system is worldly, social and hierarchical in contrast with
western individualism, egalitarianism and transcendentalism.
Social harmony is the benchmark of all things and patterns

of conduct. There is no such thing as private conscience.

Individual liberty is wholly and frictionlessly subordinate
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to collective obligation. Transactions, contracts, or even
gifts without sincere feelings of benevolence towards the
counterparty are immoral {[Ketcham 1987, pl00]. In Confucian
cultures the group; - family/clan, village, work teanm,
school, etc - is the essential defining entity [Ketcham 1987

pll5]. One is one's relationships.

1.44 LAW AND ETHICS

Ma [1989] compared the "moral orientation™” of
schoolchildren in England, China and Hong Kong. He found the
English adolescents showed a stronger orientation to gratify
survival needs and weaker need to belong or to gratify
esteem and social needs than eitﬁer Chinese sample. The
English showed a weaker altruism and less tendency to be law
abiding. For the English girls, scores were somewhat closer
to the Chinese than for the boys. Differences between the
Hong Kong and China samples were slight.

Wong [1990] in his inaugural 1lecture for the Hong Kong
University Chair of Sociology, stressed the importance of
trust in the Chinese business ethic. Silin [1972 p337)
studying a wholesale vegetable market in the territory found
hsin-yung, or trust, was "the crucial factor in upholding
the complex network of trading relations". Wong [1990])
concurred from his own work with textile industrialists and
small factory owners. There appears to be a fair degree
of trust in the legal system, in that over two thirds of a
1662 respondent sample to a social indicator survey reported

their confidence in Jjudges, lawyers and the conflict

9
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resolution abilities of 1legal action [Kuan, Lau and Wan
1990), but over three gquarters thought court proceedings

were biassed against the poor.

1.45 CONCLUSION

Although the role of trust is subject to some differences
of emphasis between 1local scholars, it 1is «clear that
personal relationships and reputation are crucial factors in
the 1local business arena. Families are not only primary
social units but also very important business cores. It is
to be expected that scepticism of the effectiveness of
regulation alone to control business malpractices will be
widespread in a culture that puts such primacy on personal
networks. The person, rather than the corporate entity or
its paper reports, is the critical variable of interest to
local business decisions. In these circumstances, truth and
fairness are capable of being superceded by harmony,

maintenance of reputation and confidence, and, in extremis,

by personal fiat of the corporate and family ruler.

| 0
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1.5 PRIOR WORK

1.51 HISTORY OF FUNDS STATEMENTS

From the voluminous literature on accounting history the
single most relevant publication to the present work is the
1969 article by Rosen and De Coster describing the history
of funds flow statements [Rosen and De Coster, henceforth
RD, 1969]. The earliest example of a funds statement rather
than a cash or income statement that they were able to find
was a "Statement showing Resources and their Application
during the Year 1893" from the Missouri Pacific Railway
Company [RD 125]) The codification and modern development of
the funds statement is apparently associated with the work
of William Morse Cole [1908}. Rosen and De Coster show that
the historic mission of the statement was to shed light on
corporate 1liquidity [RD 129/130]. This arose from the
perceived inability of the balance sheet to discharge this
function. Almost from its inception as a mandated statement,
however, c¢ritics have argued that the 1light shed by the
funds flow statement is not bright enough. One of the most
cogent and perhaps most influential attacks was made in the
USA by Heath [1978]; whilst in the UK, cash flow accounting
advocacy has long been associated with Lawson [1970] and
even more with Lee ([1972]. The debate about funds flow
statements and their shortcomings has taken place within the
wider context of the ongoing search for consensus on the

purposes and principles of financial accounting nationally

|
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and internationally. In the wider debate, a goal of
accounting that is widely held to be desireable is the
prediction of the future cash flows of the enterprise [AICPA
1973). The articulating role of this aim in connecting the
wider debate on purposes to the narrower debate on funds
flow statements is concisely and persuasively argued by
Staubus [1989] who has been one of the few cash flow
statement enthusiasts to demonstrate an appreciation of the
limitations of cash flow reports as instruments of corporate

performance appraisal.

1.52 RESEARCH ON FUNDS FLOW STATEMENTS

Empirical work on the usefulness of funds flow statements
has been mixed. Brownlee's American bankers and bank trust
officers said they found the statement very helpful in
determining the appropriateness of loan applicants’
financial policies [Brownlee 1978]. Hiltebeitel's loan
officers reported finding the statement wuseful but their
risk assessment decisions were not significantly affected by
the presence or absence of the statement [Hiltebeitel 1985].
The changing format of the Statement of Changes in Financial
Position from a working capital to a cash focus by 100
Fortune 500 firms was examined by Kochanek and Norgaard
[1987]) for the half decade 1979-1983. Only two had a cash
focus at the start of the period but by the end this number
had shot up to 76, although only 36 of them showed cash flow

from operations. Sarhan et al [1987] investigated the

I
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reasons for the switch and found that d+5Xeclining growth
inventory or receivables, and emulation of (changed)
industry norms of format, were particularly common reasons.

In a thorough review of accounts from 1972-1985, Franz and
Thies (1988] found that accrual income and working capital
from operations had declined over the period relative to
cash flow from operations, due to slower growth in
receivables and inventory. From this they concluded that
working capital from operations was an inadequate proxy for
cash flow from operations. Andrew et al [1985] in
Singapore found for 112 local gquoted companies, funds flow
from operations in 1983 and 1984 so closely correlated with
profit that they were wunable to claim any incremental
information content for funds flow with regard to liquidity.

Barlev and Livnat [1986) used path analysis to assess how
far the rate of return on 494 COMPUSTAT sourced companies
from 1971-1981 could be explained by sources and by
applications of funds disclosed by the Statement of Changes
in Financial Position. They found correlations of returns
with applications to be positive and significant at p =
0.01, while there were mixed correlations with sources; (the
mix comprising positive indirect but negative direct
correlations).

Anderson [1981, 1982] surveyed the importance of published
accounting information to Australian shareholders, firstly
for 2682 individual investors and later for institutional

investors. Both sets of investors valued tips, visits,

13
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broker's advice and magazine (sic) reports more highly than
the published accounts. The funds flow statement was rated
as less important for either the buy/hold decision or the
sell decision than the income or position statement. Oover
58% of the institutional investing staff claimed to read the
funds flow statement thoroughly nevertheless.

In 1982 the Financial Executives' 1Institute sponsored a
study of Statement of Changes in Financial Position formats.
Of the almost 1200 respondents only 18% did not define funds
to mean cash or cash plus short term investments [Clemente

1982].

1.53 WORK DIRECTLY PRECEDENT TO THIS STUDY

Walker's [1984]1 study of 200 subjects in 5 categories of
occupation, in which he used a 5 item pair of questionnaires
to address 6 widely quoted aims of funds flow statements via
the testing of 4 hypotheses, is the study most closely
guiding the empirical approach of the present work. He used
colour coded sets of accounts to gauge times taken to answer
5 calculation, or 5 judgmental, questions on each firm. He
found no support of any significance for the claims made for
funds statements in the 1literature. The present work
focusses on only one occupation category, bank 1lending
officers, who were not one of Walker's 5 categories.

In a 1987 New Zealand study of 30 financial analysts from
11 institutions wusing a single full set of financial
accounts only, Bradbury and Newby [1989] observed the speed

and accuracy with which respondents tackled 3judgment and

It
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calculation questions. They found the funds flow statement
improved neither speed nor accuracy of answers with the
exception of a question requiring calculation of working

capital. This is the only work available in print that

replicates Walker's broad design.

1.54 INFORMATION LOAD STUDIES

Studies of the effects of information load often generate
their research hypotheses from the model put forward by
Schroder, Driver and Streufert [1967]. They argued that
performance, notably performance in making accurate
assessments and predictions, would display an inverted U
shaped pattern with respect to increases in information
load as measured by both the quantity and the complexity of
data cues available as input. The results within the
accounting information processing area of researqh have not
been wholly consistent. Liu [1982] found accuracy improved
as volume of disclosure increased, for Texan financial
analysts not under time pressure. Chewning [1986], however,
found the inverted U pattern applied to over a third of his
student and auditor subjects, and thought the failure of the
other two thirds to display such a pattern was attributable
to their wuse on a consistent basis of decision models.
Miller found decision accuracy varied inversely with
information load, apparently across all levels of
information 1load for her sample of business students in

Arizona [Miller 1986]. Volonino's recent work with 100 MBA

15
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students in ©New York State supported the inverted U
approach, albeit in a rather negatively skewed way, and also
showed a striking tendency for morale and confidence to
improve with extra information even as performance was

deteriorating [Volonino 1988].

1.6 THE THESIS APPROACH

The empirical phase of this present research began with
the despatch of a request for 'an appointment to all 114
banks listed in the 1986 classified telephone directory for
Hong Kong. Of the 114 banks circulated 72 replied by letter
or phone and 53 appointments were made.

At the appointment, which was generally with the chief
lending officer for +the 1larger banks or with a vice
president for the smaller banks, we discussed the nature of
their banking activities, the use made of accounting
information generally and funds flow statements more
particularly, in considering credit requests from clients.
The smaller the bank, the less use it made of accounting
data, as a general pattern. Moreover, not all the banks that
made explicit use of accounts used standard spreadsheets to
input and evaluate the accounts by standard bank criteria.
Some used accounts but not funds flow statements.

Since it is not known which firms or auditors are
generally regarded as unreliable by local loan officers, it
was thought inadvisable to use Hong Kong accounts at all.
One would not know when deviant results were due to

recognition or suspicion of dubious accounts. In

b
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conversation with several bankers, scepticism about locally
published accounts was gquite general although not about
accounts the banks themselves demanded.

Hong Kong accounts were excluded from those set before
lending officers to avoid the danger of subjects"’
disregarding the face value of the accounting data. A small
pilot test with a final year accounting class confirmed this
danger.

The banking officers were asked to permit me to spend an
hour with their 1lending officers after work to see if the
presentation of funds flow data significantly affected their
lending judgements. 23 banks agreed but only 12 kept their
agreement so the thirteenth group comprises isolated
individual officers, seen one at a time, from different
banks. In the end, some 116 bank lending officers
participated in the research.

12 published accounts were chosen from a review of over
1000, using the following selection criteria:-

a) the need for representativeness of the sample,

b) the consequent need for variety to capture UK, US and
Australian formats,

c) the need to have a wide range of industries in the
sample to avoid such industry specific effects as real
estate high gearing in the property development industry,

The copies of the accounts were colour coded, all
references to names of directors or the reporting firm were

removed, and the accounts with funds statements were

T
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differently coloured from their without funds statements
complements.

The subjects were assembled in a meeting room at their
bank. They were told that the point of the research was to
see what matters were important to them when appraising
customers' accounts in the course of making a 1lending
decision. They were told only to answer the questions asked
and to proceed reasonably gquickly through the gquestions.
Each subject was given a set of six accounts, three with
funds statements, three without, and six differently
coloured gquestion sheets - 3 calculation gquestion sheets, 3
judgment question sheets. They were all asked to begin work
at the same time and to raise their hands every time a
questionnaire was completed so it could be collected at
once. Completions were timed to the second, using the colour
codes to record times remotely when several subjects
completed within seconds of each other. As soon as a subject
handed in his sixth questionnaire, he went home. At the end
of a session, I thanked whoever was 1left, tabulated the
speeds before leaving the premises and the accuracy later at
my own office.

The results of the study and the <conclusions drawn
therefrom are recorded in chapters 9 and 10. In essence, it
seems that funds statements are not useful to loan officers
and that cash flow statements are not gquite the major step
forward that some had hoped. Information overload 1is a
plausible explanation of these findings for some, but not

all, samples of loan officers and of accounts presented to
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them. That is, there were some sample groups that displayed
information overload symptoms even when presented with
relatively simple funds flow statements; and there were two
accounting reports that produced overload symptoms in nearly

all subjects facing them.
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1.7 PRINCIPAL ASSUMPTIONS AND LIMITATIONS

1.71 SELECTION

There was no readily detectable selection bias between
the groups on educational, racial or other 1lines.
However, such differences in results as there were could be
attributable to such a bias. A pretest +to establish
accounting knowledge would have been necessary to gauge any
such bias. In the absence of such a pretest, it 1is unsafe
to assume low F scores on ANOVA are sufficient evidence of
no selection bias. The discussion in Chapters 9 and 10
nonetheless makes this assumption wherever intergroup

differences do not exceed intragroup ones.

1.72 INSTRUMENTATION AND MATERIALS

Equivalence of instrumentation materials is assumed
between the main sequence set of accounts and the second
sequence. The <construct and content wvalidities of this
assumption are discussed in chapter 9. The criterion
validity is at 1least suggested by the lack of significant
differences;-

a) between the scores of the groups using main sequence
from the scores of those using second sequence (except for
one outlier funds statement perhaps), and

b) between the scores of the two groups on the accounts
coded with the letter M which are common to both sequences.

(This does not mean the non M accounts are therefore
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equivalent, but rather that the differences expected but not
found in (a) above are unlikely to be due to selection,
instrumentation or their interaction with other contaminants
on the single matter of materials content of the sequence
sets). In discussing order effects, it 1is assumed that
subjects completed the gquestions in the order set. Visual
inspection of the subjects by the researcher and his
assistants in each group seemed to support this assumption.
It is implausible, but not impossible, that one or two
subjects answered the questions in the same conceptual order
each time rather than in the same presentation order. Were
this wunlikely practice to have been general, then order-
instrumentation testing interactions might have contaminated

the results.

1.73 REPRESENTATIVENESS OF THE ACCOUNTS

Moving on to broader issues, it is assumed that the set of
accounts well represents the types of funds statements the
lending officers would encounter in making thier 1lending
decisions. The bias of the officers against accounts
prepared in Hong Kong was so dgreat however, that 1local
accounts had to be excluded from the presentations to ensure
the subjects took the exercise seriously. The price paid
for this is that the foreign accounts do not in fact fully
represent the local ones that the officers would normally be
dealing with, albeit with considerable scepticism. This

problem is put in context in chapter 8.
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1.74 CASH FLOW STATEMENTS

A limitation of this sudy that did not seem so important
at its outset looks rather more so now. The most insistent
and consistent criticisms of funds statements either in UK
or US formats, has come from the cash flow accounting lobby.
Up until July 1989 it was only possible to test the claims
of cash flow accounting advocates using cash basis SCFPs.
Since the date mentioned American published accounts will
have been prepared to conform with the requirements of SFAS
95 which mandates the replacement of the funds statement by
the statement of cash flow. It is of considerable
importance to know if the new statement achieves its aims
any better than the old statement did. However, the time is
not quite ripe for thoroughly testing Hong Kong subjects on
this until the overload effects of novel formats and novel
information on users in the territory can Dbe either
systematically reduced by some kind of training, or
unsystematically reduced by the usual effects of history and
maturation as the statement becomes more familiar. However,
both segquences included an SCFP that was really an SCF in
all but name. It cannot be claimed that either SCF was
representative of the generality of SCFs available after the
financial year 1989, because no survey was done of such

SCFs.

1.75 EXTERNAL VALIDITY

A further limitation of this study concerns its external
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validity. While Hong Kong bank lending officers might not
be very different from Hong Kong investment analysts in
their ranking of information sources and information
reliability, there is no available evidence to substantiate
this. It seems rather less likely that either group is as
effective at processing accounting information as 1local
accounting practitioners or post first year accounting and
business students would be. It might be more confidently
expected that the accounting information that Hong Kong
lending officers cannot digest would also not be digested by
lending officers in those other Asian countries where
accounts were not seen as reliable or not important, or
where business was not conducted in English. However, where
levels of business sophistication had reached those
prevailing in large firm America, such an assumption could
not hold, as in Japan. Those countries, therefore, to which
the results of this study might perhaps be applicable could
be Taiwan, Thailandg, Malaysia, Korea, Indonesia, the
Phillippines, much of Africa and Latin America. It may be

less applicable to the Indian subcontinent where accounting

seems to play a leading role in business education.

1.8 VALUE AND DISTINCTIVENESS OF THIS RESEARCH

The contribution to the body of knowledge of accountancy
that was hoped for in undertaking this study can be
summarised by the list following;-

1.81 establishing the usefulness of funds statements in

Hong Kong,
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1.82 adding to the store of knowledge globally about
the wusefulness of funds statements in making commercial
lending decisions,

1.83 extending information overload studies 4into the
area of funds statements to record whether poor results are
consistent or not with an overload hypothesis, and

1.84 In addition, this study is distinct from other
studies in the same field in that:-

i) it addresses accounts use in Hong Kong, and so
represents the first piece of academic accounting research
whose results are disseminated in and from the territory;

ii) it attempts to refine and sharpen the approach taken
by Walker [1984)] in his Australian study to the capture and
processing of accounts use data; and

iii) it addresses funds statements in all their major
formats, whereas previous studies have each focussed only on
the format accepted within one country.

1.9 CHAPTER OUTLINES

Chapter 2 concerns the information content of
company accounts. It reviews the efficient market hypothesis
tests reported in the USA, the rest of the world and in Hong
Kong. It relates these tests to the measurement of
information content of accounts as pioneered by Ball and
Brown [1968). It concludes by discussing the information
content of accounts in the Hong Kong investment context.

Chapter 3 discusses the role of accounts in Dbankers'

loan decisions with a review of the application of human
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information processing paradigms to laboratory studies of
such (simulated) decisions. It contrasts the
operationalising of the construct of information content in
stock market studies with its operationalising in banking
studies. Finally, it briefly describes the Hong Kong banking
and accounting frameworks.

Chapter 4 leaves behind the review of published accounts
in general and begins the focus on funds statements in
particular. It describes the history of the funds statement
from its earliest appearence in the 19th century to its
modification and replacement at the end of the 20th century.
It reports the geography of the funds statement in its
various guises, according to important worldwide accounting
surveys undertaken at intervals during the last two decades.

Chapter 5 reviews the criticisms of funds statements and
the empirical research available to back them up. It 1looks
in some detail at the studies reported of the predictive
validity of the funds statement for future cash flows.
Finally, it analyzes the study done by Walker ([1981 and
1984), and partly replicated by Bradbury and Newby [1989],
in which funds statement processing time and processing
accuracy were investigated.

Chapter 6 analyzes the pressures that led to the eclipse
of the funds statement by the cash flow statement in the USA
and elsewhere. The cash flow statement is exemplified and
the claims made for it are described. Finally, the cash flow
statement is contrasted with the more fundamental cash flow

accounting reporting systems that have come to be especially
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associated with the writings of Lee and Lawson in Britain.
Their approach is critically discussed.

Chapter 7 briefly reviews the human information processing
paradigms used in accounting research and then focusses on
reported studies of the effects of increasing information
load on information processing accuracy. The potential
contribution of these studies to the interpretation of
empirical work on funds statement usefulness is assessed.

Chapter 8 describes this study's research design and its
rationale. The extent to which Walker's [1984] study has
been replicated and modified is discussed. The control of
possible contaminants of the experiment is reported, and the
selection of statistical procedures is appraised.

Chapter 9 selects the principal results and their
statistical analyses from Appendices D and E (which 1list
them in detail). It discusses the inferences that can be
drawn from the results and their statistical tests, and
highlights the hypotheses they support or refute.

Finally, Chapter 10 contains the concluding portion of the
main body of the thesis. It discusses the major findings and
their possible interpretation in an information load
context. It discusses the 1limitations of the research in
concept and in execution. It reviews the implications of the
results both for accounting practice and for future
comparable research. It concludes with a review of what the
study has accomplished by way of adding to the body of

accounting scholarship. That ends Volume One.
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Volume Two contains all the Appendices, as outlined below.

APPENDICES

A THE ACCOUNTS

The accounts as presented to the subjects are provided in
Appendix A, in alphabetical order of accounts codes. It is
proposed that such an order makes for easier reference that
alternative orders such as sequence set, accounts type or

apparent difficulty.

B THE QUESTIONNAIRES
Appendix B reproduces the six questionnaires, first the

three calculation sheets, then the three judgment sheets.

C THE INTERVIEWS
Appendix c reproduces the notes made at the most
informative interviews held with senior bank managers at the

outset of the empirical phase of the study.

D DESCRIPTIVE STATISTICS

The content of Appendix D is the complete set of
descriptive statistics of the results, sorted by sample
group, by account, by account type, by gquestionnaire, by
questionnaire type and in overall summary. Summary
statistics of mean, median, standard deviation, skew,
kurtosis, maximum and minimum values by each sort category
are provided together with brief interpretative remarks

after each table.
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E THE STATISTICAL TESTS

Appendix E lists and discusses the statistical processing
of the results in detail. Like Walker [1984], the most
obviously applicable nonparametric tests such as Wilcoxon
were wused, but wunlike him, this study also made use of
correlation analysis and ANOVA to increase diagnostic power.
Scheffe and similar tests were applied to both the
parametric and the GLM ANOVA results to keep the

experimentwise error rate below an alpha of 5%.

F THE INTERNATIONAL FRAMEWORK OF ACCOUNTING: A REVIEW
Appendix F reviews the main contributions to studies of
international accounting and its harmonization, by way of

elaboration of the international aspects of Chapters 3 to 6.

G RESEARCH DESIGN: A REVIEW

Appendix G provides the theoretical background to the
research method choices reported in Chapter 8, with special
reference to the Campbell and Stanley paradigms [1966] and
their recipes for controlling contaminants to internal and
external validity. The appendix also discusses the
epistemological dimensions of the choice between alternative
statistical methods available.

Finally at the end of Volume Two, Appendix H lists all the
references in alphabetical order, including references made

in the earlier appendices.
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CHAPTER 2

THE INFORMATION CONTENT OF COMPANY ACCOUNTS TO INVESTORS

2.1 INTRODUCTION

R S Kaplan once began a conference presentation on the
subject of the information content of accounts with these
words [Kaplan, 1978]):-

"When I was first asked to do a paper surveying empirical
research in accounting, I found it difficult to believe the
world needed yet another survey on this topic. I sometimes
think there are more surveys on empirical research than
there are papers to be surveyed."

Nearly twelve years after Kaplan said those words they
still seem timely. This is especially so for empirical work
on equity market responses to accounting reports in the
United States. To Kaplan's 1978 list featuring Gonedes and
Dopuch [1974), Beaver [1972)], Hakansson [1973]) and Lev
{1974] can be added Lev and Ohlson [1982 p261] who conclude
their survey with the assertion that earnings have been
shown to have information content robustly “across
statistical methodologies, time periods, and stock exchanges
in which shares are traded.”

The thrust of all these studies is that the US market is
efficient in the semi strong form, so that the study of
accounts will not enable an investor to maintain investment
profits beyond the market average. Even in the US there has
been some evidence challenging this by now conventional

wisdom [Black, 1973] ([Jaffe, 1974) [Downes and Dyckman,

1973] but not enough to subvert it.
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In this chapter, the main studies of stock market
efficiency and information content of equity oriented
accounts are reviewed. The rationale for the review is that
the term "information content" is embedded in such studies
and the "usefulness" of any accounting report has wusually
been operationalized to mean "information content". The
chapter contrasts the American semi strong stock market
context with weaker overseas markets. It discusses the
consequences of market inefficiency for accounts information
content, and concludes with a critical review of Hong Kong
work on this topic. The main thrust of this chapter is that
it is necessary to establish that accounts in general have
actual or potential information content Dbefore it is
meaningful to consider the more particular gquestion of
whether funds statements have such content. The gquestion of
how far any information content ascribable to equity readers
of accounts is also ascribable to creditor readers is to be

considered in Chapter 3.

2.2 INFORMATIONAL EFFICIENCY
The most authoritative definitions of stock market
efficiency at its three different levels could well be those
given by Fama in his 1970 paper which has become the most
cited paper in the Efficient Markets Hypothesis literature.
An efficient market is one "in which prices always fully
reflect all available information...

First, weak form tests, in which the information set is
just historical prices... Then semi strong form tests, in
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which the concern is whether prices efficiently adjust to
other information that is obviously publicly available
(e.g., announcements of annual earnings, stock splits,
etc.) ... Finally, strong form tests concerned with whether
given investors or groups have monopolistic access to any
information relevant for price formation ... We =shall
conclude that, with but a few exceptions, the efficient
markets model stands up well." [Fama 1970].

Tests of market efficiency are relevant to the general
question of whether or not accounts have information
content. In a fully efficient market in the strong form,
accounts should confirm ex post the anticipatory movements
of the disseminating firm's stock price. In semi strong form
markets, accounts should do not only that but also prompt
further price movement, as some investors will view the
accounts as relevant new information while others will use
the accounting numbers to adjust their previous expectations
of the firm's prospects. In a weak form efficient market and
in an inefficient market, accounts constitute new
information to all except insiders and prices will react
strongly (but not necessarily quickly) to information within
the accounts. However, it is possible for a market to be
efficient in any form while the accounts it receives are
devoid of information content. In such a case the release of
new accounts will be largely ignored by the stock market.
This implies that tests of accounting information content
are valid only if market efficiency has already been
demonstrated Dby some means other than reactivity to
accounts. Conversely, tests of market efficiency wusing

accounts are really testing a joint hypothesis both that the

market is efficient and that the accounts have information
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content. As Boatsman [1977)] put it; the EMH is virtually a
tautology and hence nearly irrefutable.

Benston [1967] found a significant but small relationship
between rates of change in accounting data and rates of
change of stock prices. Ball and Brown [1968] tested a null
hypothesis that earnings reported in accounts had no
information content (because of measurement errors and
because of the availability of alternative more timely
information sources.) They assumed market efficiency, so
prices would incorporate all available information. To find
out if accounting earnings were within +the description
"information", they investigated the association of
variation in stock prices with variation in earnings or with
the announcements of earnings. Using a simple proxy for
investors' expectations, comprising last reported firm
earnings and 1its previous association with an aggregate
market index of earnings, they assembled two portfolios. 1In
one were firms whose actual earnings exceeded "expectations"
(positive forecast error); in the other those whose actuals
fell below "expectations" (negative forecast error). The
shares with positive forecast error tended to generate
abnormal returns of more than the market average, the
negatives generated less. Moreover, such movements were apt
to begin well in advance of earnings announcements and to
have only a minority of their total movement left in them by
announcement time. This implied 1little benefit would be
gained by studying the accounts once they were made public

[Ball and Brown, 1968, hereafter BB].
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Gonedes [1974) replicated the Ball and Brown study using a
set of financial ratios together with earnings per share
(EPS) to form the proxy for market expectations. He found
that EPS alone captured nearly all of the information
content of those accounting numbers in his set.

Patell [1976) replicated BB on a set of firms for which he
had management's estimate of earnings for the coming year.
The improvement these figures provided over the BB proxy for
expectations was only slight, in terms both of the actual
earnings level itself and also in terms of basing a trading
strategy on actual rather than proxy epectations. However,
he also found, as had Beaver [1974] and Niederhofer and
Regan [1972] before him,that the magnitude of forecast error
was almost as important as the direction of the error in
explaining abnormal performance.

Collins [1975]) found that the 1970 SEC requirement for
sales and profit reporting by product 1line segment was
beneficial to investors in firms that had not previously
volunteered such information. Segment based trading
strategies were also more profitable than consolidation
based ones. Thus it appeared that +the new disclosures
possessed incremental information content.

With regard to the information content of the earnings
announcement itself,'Beaver {1968)] found stock price change
variance was 70% higher, and stock trading volume 30%
higher, in the week of the announcement than at other times

of the year. This suggests the public announcement itself
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has significant information content even with sgemi strong
efficiency. The Beaver findings have found continuing
support since their first appearence in 1968. Hagerman
[1973], McNichols and Manegold [1982], Morse [1981], Patell
& Wolfson [1979] and Bamber [1983] are further confirmations
of the importance of earnings announcements on the American
market.

Grant [1980] linked the volume of information signals with
firm size. The inverse correlation of size with market
responsiveness to earnings announcements was supported by
the work of Banz [1981), Keim [1983] and Reinganum [1983] .

Basu [1977) found low P/E stocks outperformed high P/E
ones to some extent, but did so with a slowness not
consistent with semi strong eficiency.

Jaffe Keim and Westerfield [1989] reviewed the studies by
Banz, Basu and Reinganum just cited for their contrasting
impressions of whether +the ©price earnings ratio (P/E)
subsumed size or vice versa, a confusion which they
attributed to the relatively short time periods and the
failure to segregate January effects in the ©previous
studies. Their study of movements for all months from 1951-
1986 (with January segreéated) showed inconsistencies with
the previous studies just cited. It was, however,
consistent with the previously published results of Cook and
Rozeff [1984] who found stock returns Jjointly related both
to P/E and to size. However, Jaffe et al [1989] found this
joint determination was strong only for January whilst the

other months show only P/E to be of any significance.
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Harrison [1977) found accounting changes of form rather
than susbstance did have significant positive price
responses, in contrast to the conclusions of Gonedes and
Dopuch (1974, p 91)], Kaplan [1978, p 314) both of which
were based quite heavily on the empirical work of Sunder
[1973). Stewart Brown [1978 p27) found abnormal returns
associated with forecast errors to such an extent and with
such a long time lag (almost 45 days) that he felt able to
conclude as follows;

"The excess returns from purchasing the qualifying
securities at the time of publication of the EPS number
substantially exceed transaction costs. The adjustment
process, rather than being instantaneous, is rather lengthy.
Thus, with respect to this particular sample [of 158 firms]
of securities, the market exhibited inefficiencies".

Although studies such as Ou ([1984] could be seen as
confirming Brown's findings, other studies such as Lee
[1987) found transaction costs to exceed gains from
fundamental analysis.

Functional fixation has been advanced as a plausible
explanation of why some studies such as Harrison [1977],
Kaplan [1978]) and Brown [1978] described above find cosmetic
accounting to be effective in raising stockmarket returns.
Abdel-khalek's small sample study of analysts [Abdel-khalek
and Keller, 1979) illustrates this. The analysts understood
the FIFO and LIFO effects on profits and cash flow but
disregarded their own understanding in reacting to the

earnings number results of the inventory valuation policy.

They were fixated on earnings as such.
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2.3 ACCOUNTING and SYSTEMATIC RISK

Defining an accounting beta to be the correlation of the
firm's net income with a market index of earnings, Beaver,
Kettler and Scholes [1970] found it and other accounting
based risk measures to show significant correlation with the
market model risk measures including, but not confined to,
beta. Accounting beta also seemed to predict future market
beta better than the usual beta stationarity assumption did.
Assuming the capital asset pricing model's beta is a
reliable and valid explicator of the rates of return on
shares, this result suggests that accounting numbers are
associated with investors' information sets. In other
words, accounting is relevant’to investors trading decisions
in practice as well as in theory.

However, Gonedes [1973] found no such strong association
and attributed the association reported in the previous
paragraph to those researchers' use of market price to scale
the accounting numbers, which introduces a spurious
correlation of accounting numbers to market numbers. Brenner
[1977] in his thesis argued that Gonedes had mis-specified
beta and that all previous work on the accounting
predictability of systematic risk was flawed by mis-
specification.

Beaver and Manegold [1975] responded to Gonedes's implied
challenge by applying a range of different specifications

for both accounting and market betas. Again they found
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significant correlations between the two betas, especially
at the portfolio level where measurement errors of firm
accounting beta would largely average out. This result still
applied when non market measures were used to scale the
accounting numbers.

Gonedes [1975) recast his earlier study with a different
index of market earnings, and this time he too found a
significant correlation of accounting with market beta
estimates although not such a large correlation as Beaver
and Manegold had found.

Hammad [1983] found no significant improvement in ability
to predict market beta arose from replacing earnings by cash
flow.

Collins and Simonds [1989] found events specific to the
firm led to changes in the risk measures specific to the
firm.

At this point it might be appropriate to sound a caution-
ary note. The 1last four studies mentioned show that
accounting numbers can generate useful estimators of a
share's systematic risk. That is very far indeed from
claiming that investors do in fact use accounting numbers
for such a purpose.

Brown and Kennelly [1972] applied the BB approach to
quarterly earnings announcements and found they possessed
incremental information content to the extent of improving
by 30-40% EPS's ability to predict stock price changes.
Beaver [1974), May [1971), and Kiger [1972] confirmed that

interim earnings announcements did display incremental
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information content.

Since studies such those already mentioned suggest that
accounting is relevant to stock price; and since studies of
market movements from Bachelier [1900}] to Fama [1970] and
beyond suggest a virtually random movement in stock prices
irrespective of time lag, then this raises the possibility
that earnings themselves follow a random walk over time.
Studies by Lintner and Glaubner [1972], Brealey [1969] and
Ball & Watts [1972) all found that earnings time series
patterns could indeed be approximated by a random walk,
since such serial correlation as did exist was extremely

small.
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2.4 THE INFORMATION CONTENT OF ACCOUNTING CHANGES

The next question addressed is whether investors in the
semi strong efficient market find accounting reports to have
so much information content that they can be fooled into
raising P/E ratios by accounting cosmetics. Even as firm a
believer in the efficient market hypothesis as Keane felt
constrained to point out that the assumption of market
efficiency yields "only 1limited scope for deciding what
information is most useful" [Keane 1983 pl4l1]. Chambers went
rather further:

"The EMH entails that stock prices adjust rapidly to new
information as it becomes available. But it says nothing
about the quality of that information." [Chambers, 1974].

Efficiency is no guarantee that purely cosmetic data will
per se be regarded as useless.

While writers such as Ball [1972] have found merely
cosmetic accounting changes failed to elicit share price
changes, some [Patz & Boatsman 1972, Jacobs & Kaplan 1975,
Hong et al 1978, Abdel-khalek & McKeown 1978, Arbel & Jaggi
1978, Beaver et al 1980, Freeman 1981, Ro 1981] found that
even substantive accounting changes also failed to elicit
share price changes. Still other writers found that the
share price effects of accounting changes wee strictly
mediated by any cash flow effects (usually arising from tax
burden changes) [Beaver & Dukes 1972, Kaplan & Roll 1972,

Sunder 1973, Sunder 1975].
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2.5 THE CONTRIBUTION OF AGENCY MODELS
The motivation of firms to attempt to use form to
conceal substance has been addressed by the agency theory
literature. Ng [1978] found risk averse managers preferred
greater noise in the reports they give out than owners
would 1like. This noise was thought by Choi [1985} to
increase the variability investors attribute to the firm's
performance. This is consonant with the belief that
managers have an incentive to manipulate their reported
performance as reflected in the earnings number so as to
maximise their own subjective expected utilities, as
proposed by Gordon,[1964]) Williamson [1967) and Watts
[1977], inter alia. Smith [1976] found manipulative income
smoothing in his 110 firm sample for the period 1954-62 to
be significantly higher for manager controlled firms than
for owner controlled ones. Other studies which are reviewed
in Ronen, Sadan & Snow [1977] indicated that most income
smoothing attempts fail to <convince the stock market.
Salamon and Smith [1979] found the number of accounting
changes to be inversely associated with stock price
performance for manager controlled firms but not for owner
controlled ones. They also found support in their results
for the view that investors perceive earnings reports of
manager controlled firms to be noisier than those of owner
controlled firms. Choi confirmed all of these discriminants
between owner and manager controlled firms, and did not find

firm size as such to be important.
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Foster [1981)] showed the earnings release of one firm
significantly impacts the stock prices of other firms in the
same industry. Such information transfer is most pronounced
for the larger earners in the same line of business as the
reporting firm.

Reviewing from an agency theory perspective the entire
work to date on the impact of new accounting regulations,
Chow (1983] concluded new regulations had a weak and
inconsistent tendency to transfer wealth from equity holders
to bond holders. This tendency was considerably stronger

for firms carrying restrictive debt covenants.

2.6 EFFICIENCY OUTSIDE THE USA : PROPOSITIONS

Most of the studies of stock markets outside the US point
in a common direction: statistical tests of the efficient
market hypothesis have not supported efficiency in most non-
United States markets.

Many non-United States markets can be characterized as
thin. Trading volumes are small and frequently
discontinuous. Exchanges are less elaborately organized
technically; information flows are slower; accounting
requirements are formally less stringent, causing poorer
disclosure processes. Privileged information channels exist
along with shares which are poorly marketable because little
is kxnown of them by active traders. The net result of
thinness is that only a small number of shares may be bought
or sold before a price «change occurs. Thinness can

contribute to return variances by reducing liquidity and by
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causing a clientele effect for various stocks [Cohen et al
1976].

Wai and Patrick [1973 p271) found that the average
number of exchange members in a less developed country was
128 as opposed to 404 in fully developed countries. The
average number of listed companies was 172 in less developed
countries and 644 in fully developed countries. The market
value of listed shares was one-seventh of the gross national
product or one-half the primary money supply in 1less
developed countries as opposed to equaling the gross
national product or being twice the primary money supply in
fully developed countries. The small size of most security
markets makes them susceptible to legal and political
factors because governments are often dominant market
participants, and to manipulation and speculation because of
the monopolistic powers of various financiers.

Both governments and financiers are able to 1limit the
operations of security markets especially easily when the
necessary conditions for efficiency are not fully met.
These conditions are a culture with an investment
psychology, a monetized economy for savings, a large supply
of securities and new issues, a pool of buyers and sellers
willing to deal, and a network of supportive monetary and
financial institutions [Arowolo, 1971].

The results of organic, institutional, technological,
structural and expedient deficiencies are market

imperfections [Maniatis 1971]. Transaction costs are high
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and liquidity problems are manifest. There is an
overwhelming lack of public information so that the cost of
accurate information is inordinately high. Limited
regulation is matched with inadequate accounting standards.
Investors are discouraged by the lack of tax incentives for
security investments and by the general uncertainty about
future events. Finally, of importance to the efficient
market hypothesis type of testing is the presence of
technically deficient market indices and of interest rates
pegged below equilibrium levels.

In the next section, evidence concerning the efficiency

of stock markets outside the US is reviewed.

2.7 EFFICIENCY OUTSIDE THE USA : EVIDENCE

A recent study compared the informational efficiency from
1971 to 1984 of the US, Canadian, Japanese and English stock
markets in anticipating rather than following the announced
movement of measures of real macroeconomic activity. The US
was the most efficient in this sense, but Canada and Japan
were also leaders rather than followers. England was an
inefficient follower [Kamarotou and O'Hanlon, 1989].

In a survey of 3 European countries plus Japan, the USA
and the UK, Barrett [1976] found disclosure levels to be
positively and significantly associated with market
efficiency.

Australian studies show small inefficiencies but in no
case do they pass Keane's [1983] exploitability test beyond

the end of a single trading day |[(Praetz, 1969; Officer,
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1975; Ball, 1978; Ball,Brown and Finn, 1978; Brown and
Hancock, 1977]). A comment by Brown [1970] is borne out by
the 1later Australian studies of accounts wusefulness in
generating superprofits:

"There appears to be no point to waiting until the
audited details of profits are published..because by then
all adjustments have been made and it is too late".[p 282].

Finn (1982) makes the interesting observation that
although, in general, security analysts' forecasts do not
enable superprofits to be made, this improves significantly
when a forecast is revised in the wake of a company visit by
the analyst - such a visit presumably generates inside
information of a price sensitive nature.

Emanuel [1989] provides recent New Zealand evidence that
asset revaluations for current cost accounting purposes do
not produce significant share price revisions. He had
previously shown that the time series movement of New
Zealand earnings numbers is consistent with a random walk
[Caird and Emanuel 1981].

In the UK, semi strong efficiency was evidenced in the
work of Brealey [1970], Firth [1974 and 1976), Fitzgerald
{1974] and Marsh [1977]. Morris [1975] (cited by Maingot
1984) found little information content in the publication of
cca figures while Maingot (1984 found earnings
announcements produced sharp price responses with some
anticipatory reaction in the week preceeding announcement.

One of the most interesting studies on the impact and use
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of accounting data in the stock market, which looked at the
share recommendations from thirty five British brokerage
firms, was by Fitzgerald [1975]. He found large positive
returns on day thirty-two, when returns on brokerage house
share recommendations could first be realized. This is not
consistent with semi-strong form efficiency because it
suggests that the information in brokerage house
recommendations was not immediately reflected in share
prices. It indicated that high research activity in the
English stock markets can succeed in generating returns
which significantly outperform the market in the short run.

Pogue and Solnik [1974] used the difference in average
betas for daily and monthly returns to measure the
importance of adjustment lags. The United States had almost
no lags; Belgium and Switzerland had very large lags; while
Germany, the Netherlands, 1Italy, France, and England had
smaller lags. They further noted that the data from the
United Kingdom and- Italy exhibit such interperiod
correlations of alphas that it would be possible to earn
subperiod portfolio returns greater than the market price of
risk by selecting stocks whose alphas have significant t
statistics in the price period. Pogue and Solnik [1974]
considered that semi-strong form inefficiencies exist in
European stock markets either because of thin trading or
because of slow information absorption.

Studies of the capital markets in France [McDonald 1973],
Germany [Modigliani et al 1972] and Spain [Palacios 1975]

found substantial evidence of inefficiency.
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In contrast, the market model appeared to be useful as
early as two decades ago in forming portfolios from
securities traded on the Tokyo Stock Exchange [Lau, Quay,
and Ramsey, 1974]. Portfolio alphas were close to zero and
the ranking of the portfolios corresponded to their prior
period betas [Pinches, 1974].

The Deakin, Norwood, and Smith (1974] study of the Tokyo
Stock Exchange found significant volume effects from the
release of the firm's tax data but no price effects.

Deakin and Smith (1978] tested for price effects on the
Johannesburg and Toronto Stock Exchanges. Only the
Johannesburg stocks showed abnormal price changes 1in the
week of the annual earnings announcement. Toronto stocks
were devoid of any wunusual changes in any week, and the
Johannesburg stocks showed neither anticipation of nor
adjustment to the annual earnings numher except in the week
of release. Fowler et al [1977] reported that Canadian
insiders make abnormal profits when dealing in frequently
traded securities. Belkaoui [1978] and Drury [1979) offer
limited and somewhat massaged evidence in favour of the
opposite view; that the Toronto market has no exploitable

weak form inefficiencies.
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2.8 HONG KONG STOCK MARKET EFFICIENCY

2.81 INTRODUCTION

The annual turnover in the Hong Kong secondary capital
market rose from HKS$ 11 billion in 1974 to HKS$ 123 billion
in 1986. In 1986, 97% of the securities traded were
equities, 2.7% warrants and 0.3% loan stocks. The most
actively traded 