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Abstract

This paper examines whether the International Financial Reporting Standards (IFRS)’ comprehensive income is
related with the future performance of the firms listed on the Tokyo Stock Exchange (TSE) First Section. We
find that in Japan, comprehensive income is not superior to other earnings or cash flow variables in predicting
future equity returns of the TSE First Section firms. Instead, the ordinary profit to total asset ratio and the
earnings before interest and tax to total asset ratio demonstrate the stronger predictive power for the future firm
performance.
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1. Introduction

Recently, many Japanese firms began to disclose comprehensive income data. Then does comprehensive income
include useful information for investors in the Japanese capital markets? As to international markets, there are
several papers that empirically examined on this matter. For instance, Biddle and Choi (2006) found that
comprehensive income defined by Financial Accounting Standards Board (FASB) Statement 130 outperformed
both traditional net income and fully comprehensive income in explaining the US stock returns. In addition,
Chambers et al. (2007) demonstrated the evidence that in the US markets, other comprehensive income was
priced in the post-Statement of Financial Accounting Standards (SFAS) 130 periods. Moreover, Dhaliwal et al.
(1999) documented that there was no evidence that comprehensive income was strongly connected with the US
stock returns. Furthermore, Kanagaretnam et al. (2009) revealed that in Canada, aggregate comprehensive
income was more strongly related with both equity price and returns than net income. Other related studies are
Hayn (1995), Hirst and Hopkins (1998), Jordan and Clark (2002), Francis et al. (2004), Mitra and Hossain
(2009), Bamber et al. (2010), and Kabir and Laswad (2011), for example. However, as far as we know, there
exists little empirical research on this issue by exploiting the Japanese data.

Based on these research backgrounds, the objective of this paper is to empirically test whether comprehensive
income includes useful information for the future firm performance in the Tokyo Stock Exchange (TSE) First
Section. The contributions of this study are as follows. First, we find that in the TSE First Section,
comprehensive income is not superior to other earnings or cash flow variables in predicting the future firm
performance. Second, our investigations also reveal that the ordinary profit to total asset ratio and the earnings
before interest and tax (EBIT) to total asset ratio demonstrate the stronger predictive power for the future firm
performance in Japan. The rest of the paper is organized as follows. Section 2 describes our data and
methodology, Section 3 explains our empirical results, and Section 4 summarizes the paper.

2. Data and Methodology

We exploit the stacked data from the fiscal year of 2009 to 2011 and we use the pooled regressions in our
empirical tests. This is because in Japan, the comprehensive income data disclosed by firms are well available
after the fiscal year of 2009. In our regressions, dependent variable is the TSE First Section firm’s six-month
future stock return from the end of the each firm’s fiscal year. Regarding the explanatory variables, OPP means
the operating profit divided by total asset, ORP is the ordinary profit divided by total asset, and EBIT is the EBIT
divided by total asset. Further, EBITDA is the earnings before interest, tax, depreciation and amortization
(EBITDA) divided by total asset, OPCASH is the operating cash flow divided by total asset, NI is the net income
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divided by total asset, and COMP is the comprehensive income divided by total asset (Our comprehensive
income is in accordance with the International Financial Reporting Standards (IFRS), and in our regressions,
COMP is expressed as COMP'™®S)). Moreover, in our regressions, we use four control variables: LNSIZE is the
log natural of market capitalization, TANG is the tangible fixed asset divided by total asset, DEBT is the total
debt divided by total asset, and LIQ is the short-term liquidity to current liability ratio. The data to construct all
variables are supplied by the Quick Corp.

In our panel data analyses, we use three models. The first is the single accounting variable model including four
control variables, namely it is the following pooled regression model (1):

RET;,I+6M = 770 + 771Xi,t + 772LNSIZEII + 773TANGI,I + 774DEBT;',Z + USLIQi.t + ﬁi.t+6m : (1)

Where X; , denotes the accounting variable, namely, OPP, ORP, EBIT, EBITDA, OPCASH, NI, or COMP.

Next, our second model is to compare the predictable power of comprehensive income and other earnings or
cash flow variables for future stock returns. This is the following no control variable model:

RETI",[Jrém = é/o + ngi,t + §2COMPi,IrFRS +K

i,t+6m :

Where X; , denotes the explanatory variable excluding COMP: OPP, ORP, EBIT, EBITDA, OPCASH, or NI.

Furthermore, we set the following pooled regression model (3) to compare the predictive power of
comprehensive income and other accounting variables by including control variables:

RET, ., =& +&X,, + &,COMP™ + & LNSIZE, , + £, TANG,  + & DEBT, , + £ LIQ,  +7,

it+6m "

@

3)

Where X; , is the same explanatory variable as in regression (2).

Table 1. Descriptive statistics for the analyzed variables of the firms listed on the Tokyo Stock Exchange First
Section: balanced panel data for the fiscal year from 2009 to 2011

RET OPP ORP EBIT EBITDA OPCASH
Mean —10.618 5.876 5.860 6.358 10.915 8.316
Median —11.130 4.957 4.953 5.527 9.748 7.786
Std. Dev. 17.540 6.042 6.292 6.204 7.581 7.727
Skewness 0.711 1.062 0.819 0.865 1.128 1.020
Kurtosis 5.606 9.788 10.208 10.214 7.867 15.518
Obs.(Stacked) 3351 3351 3351 3351 3351 3351
Obs.(CS) 1117 1117 1117 1117 1117 1117

NI COMP LNSIZE TANG DEBT LIQ
Mean 2.658 2.708 3.902 24.090 48.973 104.537
Median 2.575 2.627 3.681 21.009 48.968 32.085
Std. Dev. 5.059 5.215 1.539 17.965 21.457 758.250
Skewness -1.216 —0.943 0.601 1.107 —-0.070 24.955
Kurtosis 12.362 11.964 2.939 4.207 2.216 715.154
Obs.(Stacked) 3351 3351 3351 3351 3351 3351
Obs.(CS) 1117 1117 1117 1117 1117 1117

Notes: This table shows the descriptive statistics for the analyzed variables as to the firms listed on the Tokyo
Stock Exchange First Section. These data are balanced panel data for the period from the fiscal year of 2009 to
2011. In the table, first, RET denotes the six-month future return from the end of the fiscal year of each firm. In
addition, OPP denotes the operating profit to total asset ratio, ORP denotes the ordinary profit to total asset ratio,
and EBIT denotes the earnings before interest and tax to total asset ratio. Further, EBITDA is the earnings before
interest, tax, depreciation and amortization to total asset ratio, OPCASH denotes the operating cash flow to total
asset ratio, NI denotes the net income to total asset ratio, and COMP denotes the comprehensive income to total
asset ratio. Our comprehensive income is in accordance with the International Financial Reporting Standards
(IFRS), and in our regressions, COMP is expressed as COMP"™5 Moreover, LNSIZE is the log natural of
market capitalization, TANG is the tangible fixed asset to total asset ratio, DEBT is the total debt to total asset
ratio, and LIQ is the short-term liquidity to current liability ratio. Further, Std. Dev. is the standard deviations,
Obs. (Stacked) is the pooled data number from the fiscal year of 2009 to 2011, and Obs. (CS) is the number of
cross-sectional data in each year.
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Table 2. The relations between profits, cash flows, comprehensive income and six-month future stock returns of
the firms of the TSE First Section: the results of the panel data analyses with control variables for the fiscal year

from 2009 to 2011

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6 Model 7
Const. —10.533*** —11.203*** —11.005%** —9.941*** -8 496%**  —9(014***  —8.799***
p-value 0.000 0.000 0.000 0.000 0.000 0.000 0.000
OPP 0.625%**
p-value 0.000
ORP 0.635%**
p-value 0.000
EBIT 0.626***
p-value 0.000
EBITDA 0.356%**
p-value 0.000
OPCASH 0.268%**
p-value 0.000
NI 0.628***
p-value 0.000
COMP 0.570%**
p-value 0.000
LNSIZE —0.927***  —0.974%**%  —(0.963***  —0.851**¥* —0.613*%** —(0.749%**  —(.698***
p-value 0.000 0.000 0.000 0.000 0.000 0.000 0.000
TANG 0.056%** 0.058*** 0.056%** 0.047%** 0.041%** 0.059%** 0.056%**
p-value 0.000 0.000 0.000 0.000 0.000 0.000 0.000
DEBT —0.029***  —0.014** —0.023***  —0.046%**  —0.059*%**  —(0.037***  —(.042%**
p-value 0.000 0.044 0.001 0.000 0.000 0.000 0.000
LIQ 0.0002 0.0001 0.0001 0.0003* 8.77E-05 0.0003***  0.0003**
p-value 0.157 0.395 0.458 0.062 0.669 0.005 0.018
Adj.R’ 0.197 0.217 0.217 0.108 0.077 0.111 0.101
Obs. 3351 3351 3351 3351 3351 3351 3351

Notes: This table shows the results of the panel data analyses for the fiscal year from 2009 to 2011. In this table,
the dependent variable is the TSE First Section firm’s six-month future return from the end of the fiscal year of
each firm. With respect to the explanatory variables, OPP denotes the operating profit to total asset ratio, ORP
denotes the ordinary profit to total asset ratio, and EBIT denotes the earnings before interest and tax to total asset
ratio. Further, EBITDA denotes the earnings before interest, tax, depreciation and amortization to total asset ratio,
OPCASH denotes the operating cash flow to total asset ratio, NI denotes the net income to total asset ratio, and
COMP denotes the comprehensive income to total asset ratio. Our comprehensive income is in accordance with
the International Financial Reporting Standards (IFRS), and in our regressions, COMP is expressed as COMP"™®,
Moreover, we employ four control variables in regressions: LNSIZE denotes the log natural of market
capitalization, TANG denotes the tangible fixed asset to total asset ratio, DEBT denotes the total debt to total
asset ratio, and LIQ denotes the short-term liquidity to current liability ratio. In addition, Const. in this table
means the constant term of regressions. Further, Obs. means the number of panel data sample and Adj.R’ is the
adjusted R-squared value. Moreover, *** denotes the statistical significance of the coefficients at the 1% level,
** denotes the statistical significance of the coefficients at the 5% level, and * denotes the statistical significance
of the coefficients at the 10% level, respectively.
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Table 3. The comparisons of the explanatory power for six-month future stock returns of several accounting
variables and comprehensive income of the TSE First Section firms: the results of the panel data analyses
without control variables for the fiscal year from 2009 to 2011

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6
Const. —13.746%** —13.893*** —14.126*** —13.283*** —13.137*** —12.099%**
p-value 0.000 0.000 0.000 0.000 0.000 0.000
OPP 0.554%**
p-value 0.000
ORP 0.614%**
p-value 0.000
EBIT 0.594%**
p-value 0.000
EBITDA 0.156%**
p-value 0.000
OPCASH 0.156%**
p-value 0.000
NI 0.534%**
p-value 0.000
COMP 0.046 —0.051 —0.018 0.413%** 0.466%** 0.060
p-value 0.370 0.290 0.716 0.000 0.000 0.494
Adj.R’ 0.146 0.166 0.157 0.085 0.136 0.071
Obs. 3351 3351 3351 3351 3351 3351

Notes: This table shows the results of the panel data analyses for the fiscal year from 2009 to 2011. In this table,
the dependent variable is the TSE First Section firm’s six-month future return from the end of the fiscal year of
each firm. With respect to the explanatory variables, OPP denotes the operating profit to total asset ratio, ORP
denotes the ordinary profit to total asset ratio, and EBIT denotes the earnings before interest and tax to total asset
ratio. Further, EBITDA denotes the earnings before interest, tax, depreciation and amortization to total asset ratio,
OPCASH denotes the operating cash flow to total asset ratio, NI denotes the net income to total asset ratio, and
COMP denotes the comprehensive income to total asset ratio. Our comprehensive income is in accordance with
the International Financial Reporting Standards (IFRS), and in our regressions, COMP is expressed as COMP"™®,
In addition, Const. in this table means the constant term of regressions. Further, Obs. means the number of
stacked data sample and Adj.R’ is the adjusted R-squared value. Moreover, *** denotes the statistical
significance of the coefficients at the 1% level, ** denotes the statistical significance of the coefficients at the
5% level, and * denotes the statistical significance of the coefficients at the 10% level, respectively.

3. Results of Pooled Regressions

First, we exhibit the descriptive statistics for our employed variables of the TSE First Section firms in Table 1.
These are the statistics as to the panel data for the fiscal year from 2009 to 2011. From this table, we can
overview their statistic characteristics. The numbers of stacked data are in cross-section, 1117, in time-series,
3-years, and 3351 pooled data. Further, we show the results of our pooled regression (1) in Table 2, those of
pooled regression (2) in Table 3, and those of pooled regression (3) in Table 4.

As to our empirical results, Table 2 firstly shows that comprehensive income does not exhibit the strong
predictive power of the future six-month stock returns of the TSE First Section firms. We understand this from
the adjusted R-squared values. Instead, ORP and EBIT show much stronger predictive power for the future
returns. Second, Table 3 indicates that when we conduct one-to-one comparison between comprehensive income
and other earnings or cash flow variables, comprehensive income is always dominated by other variables. This is
judged by the results of our pooled regression (2). The exceptions are only the cases of EBITDA and OPCASH.
Thirdly, Table 4 exhibits that even if we add four control variables; LNSIZE, TANG, DEBT, and LIQ, the results
are almost the same. That is, the comprehensive income’s predictive power for future stock returns in the TSE
First Section firms is relatively weak and ORP and EBIT again demonstrate the strong and robust predictable
power for the future TSE firms’ performance.
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Table 4. The comparisons of the explanatory power for six-month future stock returns of several accounting
variables and comprehensive income of the TSE First Section firms: The results of the panel data analyses with
control variables for the fiscal year from 2009 to 2011

Model 1 Model 2 Model 3 Model 4 Model 5 Model 6
Const. —10.485%** —11.247%** —11.005%** —0.890%** —0.202%** —9.008***
p-value 0.000 0.000 0.000 0.000 0.000 0.000
OPP 0.591%**
p-value 0.000
ORP 0.660%**
p-value 0.000
EBIT 0.634%**
p-value 0.000
EBITDA 0.188%**
p-value 0.000
OPCASH 0.142%**
p-value 0.000
NI 0.595%**
p-value 0.000
COMP 0.045 —0.047 —-0.018 0.412%** 0.498%** 0.037
p-value 0.368 0.293 0.702 0.000 0.000 0.687
LNSIZE —0.930%** —0.971%** —0.958*** —0.868%** —0.814%** —0.748***
p-value 0.000 0.000 0.000 0.000 0.000 0.000
TANG 0.054%** 0.058%** 0.054%** 0.054%** 0.051%** 0.059%**
p-value 0.000 0.000 0.000 0.000 0.000 0.000
DEBT —0.027%** —0.014* —0.023*** —0.036%** —0.039%** —0.037%**
p-value 0.000 0.059 0.001 0.000 0.000 0.000
LIQ 0.0002 0.0001 9.92E-05 0.0002* 3.75E-05 0.0003***
p-value 0.164 0.415 0.497 0.080 0.793 0.005
Adj.R’ 0.195 0.216 0.212 0.123 0.118 0.110
Obs. 3351 3351 3351 3351 3351 3351

Notes: This table shows the results of the panel data analyses for the fiscal year from 2009 to 2011. In this table,
the dependent variable is the TSE First Section firm’s six-month future return from the end of the fiscal year of
each firm. With respect to the explanatory variables, OPP denotes the operating profit to total asset ratio, ORP
denotes the ordinary profit to total asset ratio, and EBIT denotes the earnings before interest and tax to total asset
ratio. Further, EBITDA denotes the earnings before interest, tax, depreciation and amortization to total asset ratio,
OPCASH denotes the operating cash flow to total asset ratio, NI denotes the net income to total asset ratio, and
COMP denotes the comprehensive income to total asset ratio. Our comprehensive income is in accordance with
the International Financial Reporting Standards (IFRS), and in our regressions, COMP is expressed as COMP"™®,
Moreover, we employ four control variables in regressions: LNSIZE is the log natural of market capitalization,
TANG is the tangible fixed asset to total asset ratio, DEBT is the total debt to total asset ratio, and LIQ is the
short-term liquidity to current liability ratio. Further, Const. in this table is the constant term of regressions, Obs.
means the number of sample, and Adj.R’ is the adjusted R-squared value. *** denotes the statistical significance
of the coefficients at the 1% level, ** denotes the statistical significance of the coefficients at the 5% level, and *
denotes the statistical significance of the coefficients at the 10% level, respectively.

4. Summary and Conclusions

This paper examined the information contents included in the IFRS comprehensive income for the future
performance of the firms listed on the TSE First Section. We found that in the TSE, comprehensive income
disclosed by firms was not superior to other earnings or cash flow variables in predicting their future equity
returns. Instead, the ordinary profit to total asset ratio and EBIT to total asset ratio exhibited the stronger
predictive power for the future firm performance in Japan. These clarifications are our most significant
contributions in this paper. Moreover, our interpretation of this evidence is that investors do not always look at
the bottom line of the profit and loss statements of the TSE firms because compared to operating profit and
ordinary profit, not only comprehensive income but also net income exhibited weaker predicting power for the
future TSE First Section firms’ performance.
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Further, our investigations revealed that the EBITDA and the comprehensive income were simultaneously
statistically significant in the single regression, and operating cash flow and comprehensive income were also
simultaneously statistically significant in the same regression. We interpret the evidence that cash flow variables
and comprehensive income include supplemental information each other in Japan. Furthermore, we consider that
it is also interesting to conduct similar research by using international data set and this shall be one of our future
tasks.
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