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The present study aimed to evaluate the information content of stock prices and how
managers use this information to make strategic decisions in various companies.
Specifically, the study investigated whether managers use information content of corporate
stock price to make decisions regarding cash holdings as well as capital expenditure or
not? For this purpose, the required data was obtained from 85 companies listed in Bombay
Stock Exchange during the 11-year period from 2007 to 2017. Multivariate regression with
panel data was used to test the hypotheses. The results showed that the higher the
information content of stock prices, the more sensitive the value of cash holdings and

corporate capital expenditure to stock prices. In other words, managers more significantly
use hidden information in stock price to make decisions about cash holdings and capital

expenditures.

1. Introduction

Cash flows play an important role in many financial
decisions, security valuation models, and investment project
evaluation methods. How to spend funds is an essential
decision in the conflict between shareholders and managers.
During corporate economic growth, managers should decide
how and using which process they can distribute the cash
reserves to shareholders, carry out expenditure or utilize cash
reserves for reacquisition of assets as cash reserves increase
within the company.

It is ambiguous whether managers choose to spend or
maintain cash resources concerning their interests. Logically,
managers compare the interests of current expenditure with
cash-induced flexibility. Also, managers measure the probability
of interest surplus on future expenditure from excess cash
holdings. They always seek to maintain an optimal level of cash
holdings concerning the advantages and disadvantages of cash
holding.

Based on corporate stock price in the capital market,
managers learn and develop their ideas through the issue that
stock price in capital market aggregate and accumulate
scattered pieces of information from investment transactions
(Hayek, 1945). As a result, stock prices may contain new
information on the market for corporate managers. This new
information can help managers to allocate corporate resources
more optimally and consequently increase corporate value (Luo,
2005; Chen et al., 2007; Bakke and Whited; 2010).

Recent studies have provided extensive empirical evidence
in support of this issue. For example, previous studies have
shown that managers use information contained in corporate
stock price to determine an appropriate time for capital
expenditure. Increased stock prices in the market can indicate
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an appropriate time and opportunity for
investments by the company.

making new

Deciding on cash holdings are affected by the information
contained in corporate stock price in the market. As mentioned
earlier, market prices may contain specific information about
future financing and investment opportunities. The prices may
contain information on strategic issues such as changes in
future competition or development of relationships of companies
with their various stakeholders. All these potential information
are closely related to decisions about cash holding. Companies
systematically maintain cash to possess the necessary
resources for future investments (e.g., Almeida et al., 2004,
Acharya and Capello, 2006). Management decisions on cash
holdings are probably affected by the information content of
market price of corporate stock regarding growth and
investment opportunities.

From a different perspective, existing studies have shown
that companies use cash either as a strategic weapon in
product market (e.g., Fresard, 2010) or in their negotiations with
workers and suppliers of raw materials (Klasa, et al., 2009).
Thus, prices advise managers on future strategic issues to the
extent that cash holdings be determined on the basis of the
information content of prices.

One recent study in the field of financial management
suggested that managers can obtain valuable information on
future prospects of their companies by observing their stock
prices. This idea is based on Hayek’s insight (1945) who stated
that stock price effectively aggregates and accumulate
information from various sources and consequently help to
improve the allocation of resources.

Fresard examined the impact of the information content of
stock prices on cash holding decisions in 2010. He showed that
corporate cash holdings are more sensitive to stock price when
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prices contain more new data for management. In addition, the
important impact of the information content of prices on the
relationship between cash holdings and prices is revealed
through incorrect market pricing or public and private
information resources.

Samadi and Imeni (2013) studied the relationship between
working capital management and cash holdings. The findings
suggested no significant relationship between Days of the Sale
of Inventory (DSI) and days (period) to collect receivable
accounts (DOS) and level of cash holdings. However, a
significant linear relationship (weak and direct) was found
between delayed days to payable accounts (DPO) and level of
cash holdings. The results also indicated that opportunities for
future growth, cash flow, the ratio of receivable accounts to total
assets and the ratio of payable accounts to total assets had a
direct but weak relationship with the level of cash holdings.
However, debt maturity had an inverse relationship with the
level of cash holdings. In addition, corporate size, the probability
of financial distress, financial leverage, debt to banks, financial
assets, and inventory ratio and cash conversion cycle had no
relationship with the level of cash holdings.

In this study, the data of 96 companies listed in Bombay
Stock Exchange during the period from 2002 to 2008 were
studied. The results showed that the companies with financial
constraints were more sensitive to cash flows in investment
compared to the companies without financial constraints. The
study also highly emphasized the significance of internal cash
flows in making investment decisions.

2. Material and Methods

Scope of study

The scope of the study consisted of all companies listed in
Bombay Stock Exchange from 2007 to 2017.

Sampling

The sample consisted of all companies listed in the Bombay
Stock Exchange. The required data was available to evaluate
and test the hypotheses. Following criteria were taken into
account to select the sample. Thus, all companies in the
statistical population with the following conditions were included
in the sample.

Listed in Bombay Stock Exchange prior to 2007
Financial year ended on 29 March

Financial period had not changed in the studied period
Not involved in investment or financing

Required data was available

Corporate stocks were traded at least within the three-
month interval in a year Table 1 shows the sample
extracted from the statistical population according to
the criteria.

ok wNPRE

Table 1. Sampling

Number of
companies
545 [Total companies
117 IThe financial year did not end on 29 March
36 No change in financial year

Sampling method
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107 Involved with investment, intermediary, holding,
banking, monetary and insurance institutions

Calculation of research variables was not

137 possible for three consecutive years and five
periods during the studied period

No transactions at least within the three-month
interval

110 |Remaining companies

38

According to panel data, total observations for 110
companies were equal to 1210 (110 x 11) company-year.
Based on Cochran Formula, the sample consisted of 85
companies at 95% level of confidence.

Research Models and Variables
Model (1) was used to test the first hypothesis.

Savings;s =t + 0,01y + P2(Qye.y x sz, ) + @Controls;y (1)

Model (2) was used to test the second hypothesis.
Investment;s = &; + B, Q¢ + Pa(Qsy x¥ye_,) + Plontrols;s @)

Dependent Variable

1. Investment variable was capital expenditure, which
was obtained by dividing capital expenditures
(acquisition costs of tangible fixed assets) to average
corporate assets.

2. The dependent variable (Savings) was cash holdings,
which was obtained by dividing the annual change in
cash to total assets at beginning of the year.

Independent Variables

Shows normalized stock price, which is obtained by dividing
market value to total assets.

The main variable was the information content of stock
prices. In fact, this variable represents private information of
investors and fluctuations in specific corporate returns, which
are

measured by models (3) and (4). Control variables included

in the model were wi.tq the logarithm of total assets (size),
operating cash flow to total assets and remained cash to total
assets.

The first hypothesis (1) will be confirmed if .S: the
coefficient was significant in the regression model (1).

Models (3) and (4) were used to measure the information
content of stock prices (or private information of investors).
Model (3) measures specific fluctuation in stock returns.

Tijt=0a;+ BimTmt + Bi.j rje+&ir 3

where shows weekly corporate returns, represents weekly
corporate returns in an industry. Denotes weekly market returns
and Informational content of stock prices or private information
of investors is measured through the model (4).
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La R] @

Yy =ln[
t=1 Rlz’t

shows the adjusted coefficient of determination obtained
from model (3).

Table 2 shows descriptive statistics of variables. This table
shows the mean, median, standard deviation, number of
observations, and quarters.

3. Results
Table 2. Descriptive statistics
Variables Mean Median Standard deviation Number.of The first The third
observation quarter quarter
Investment 0.117 0.121 0.215 825 0.029 0.209
Saving 0.032 0.029 0.108 825 0.008 0.053
Q 2.312 1.918 3.176 825 0.578 3.625
v 1.615 1.610 1.045 825 0.404 2.822
Size 5.624 5.558 2.904 825 4.476 6.295
CFO 0.048 0.041 0.097 825 0.012 0.077
Cash 0.098 0.116 0.165 825 0.025 0.191

Q refers to stock price, which is obtained by dividing stock
market value to total assets; Saving shows cash holdings, which
is obtained by dividing fluctuation in cash during the period to
total assets at beginning of the period; y shows information
content of stock price, which is obtained from dividing
determination coefficient of model of corporate returns to market
returns and industrial returns; Size represents the logarithm of
total corporate assets at beginning of the period; CFO shows
operating cash flow divided by total assets at beginning of the
period; Cash represents remaining cash at beginning of the
period; Investment shows capital expenditure during the period
divided by total assets at beginning of the period.

The first hypothesis claimed a significant and positive
relationship between information content of stock price and
future corporate capital expenditure. The results are presented
in Table 2. The target variable resulted from the interaction of
information content and stock price. Contents of Table 2 shows

that the estimated coefficient (B:) for information content

variable in stock price (Qi.t—i X wi.t—a)) is positive and
significant at 99% level of confidence. The findings showed
capital expenditure is more sensitive to stock prices when the
stock price has more private information. In other words,
managers are more willing to make capital expenditures when
the stock market has a positive sign and stock prices have more
hidden information.

Controlling corporate properties entered as control variables
into the model, which highlighted the above conclusion. As
expected, there was a significant and positive relationship
between capital expenditures and operating cash flow (CFOy).
The relationship between capital expenditure and corporate size
(Size) was negative, which was due to less hidden information
in the stock price of large companies. Since corporate stocks
are more significantly assessed in capital markets, hidden
information is quickly absorbed and is influential in stock price.
In addition, large companies are more close to maturity and
need less capital expenditure.

Table 3. The relationship between information content of stock prices and future
capital expenditures (regression of fixed effects)

. . Regression of fixed effects
Variable Prediction Coefficient t-statistic Significance

Constant value (C) -/+ 0.545 3.836 0.000
Qw1 + 0.008 0.478 0.633
Qi Xyt + 0.149 13.549 0.000
Wil + 0.093 6.686 0.000
CFO: + 0.173 3.776 0.000
Sizey - -0.014 -3.371 0.001
Cashi1 + 0.212 2.041 0.042
Durbin-Watson 1.816

Adjusted determination coefficient 0.679

F-statistic 55.10

significance P<0.0001

Q refers to stock price, which is obtained by dividing stock
market value to total assets; Saving shows cash holdings, which
is obtained by dividing fluctuation in cash during the period to

total assets at beginning of the period; 1.0 shows information
content of stock price, which is obtained from dividing
determination coefficient of model of corporate returns to market
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returns and industrial returns; Size represents the logarithm of
total corporate assets at beginning of the period; CFO shows
operating cash flow divided by total assets at beginning of the
period; Cash represents remaining cash at beginning of the
period; Investment shows capital expenditure during the period
divided by total assets at beginning of the period.
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The second hypothesis claimed a significant and positive
relationship between information content of stock prices and
cash holdings. The results are shown in Table 3. The target
variable resulted from the interaction of information content and
stock price. Contents of Table 3 show that the estimated

coefficient (8 2 ) for this variables is positive and significant at a
99% confidence level. The findings showed that cash holdings
by corporate managers are more sensitive to stock prices when
the stock price has more private information. Thus, managers
used this issue as a sign for cash holdings in order to develop
the company in the future when stock price contained more
confidential information.

Similar to the first study hypothesis, examining the
relationship between control variables and the dependent
variable revealed some interesting information. In other words,
a significant and positive relationship was found between stock

prices and cash holdings. Moreover, a significant and positive
relationship was found between cash holdings and operating
cash flow. Thus, operating cash flow generated by operating
activities is a decisive factor in the level of cash holdings. The
results showed that the second hypothesis was confirmed.

Q refers to stock price, which is obtained by dividing stock
market value to total assets; Saving shows cash holdings, which
is obtained by dividing fluctuation in cash during the period to

total assets at beginning of the period; l!) shows information
content of stock price, which is obtained from dividing
determination coefficient of model of corporate returns to market
returns and industrial returns; Size represents the logarithm of
total corporate assets at beginning of the period; CFO shows
operating cash flow divided by total assets at beginning of the
period; Cash represents remaining cash at beginning of the
period; Investment shows capital expenditure during the period
divided by total assets at beginning of the period.

Table 4. The relationship between stock price and information content of
cash holdings (regression of fixed effects)

. - regression of fixed effects
Variable Prediction Coefficient t-statistic Significance

Constant value (C) -+ 0.007 1.821 0.069

Q1 + 0.109 7.175 0.000

QuiX W1 + 0.166 14.124 0.000

Wit + 0.114 13.793 0.000

CFO; + 0.111 0.245 0.807

Sizey _ -0.009 -3.622 0.000

Cashi1 + 0.205 2.407 0.016
Durbin-Watson 1.921
Adjusted determination coefficient 0.874
F-statistic 868.6

significance P<0.0001

4. Discussion

The main message of this study was the issue that
managers acquire some information from the capital market,
which is used to make strategic decisions. In particular, the
decisions are related to cash holdings as well as capital
expenditure.

Specifically, the results showed that decisions related to
capital expenditures and cash holdings are more sensitive to
stock prices when the stock price has more hidden information
for managers.

According to these results, it can be concluded that the
information content of stock price significantly guides the
managers when making decisions related to cash holdings and
capital expenditure. The study highlighted multiple interactions
between the stock market and corporate decisions. Thus, this
study focused on the two aspects less discussed in the
literature. The study showed a significant relationship between
corporate decisions on cash holdings and capital expenditure
and stock market information.

The results of this research are in line with those studied
conducted in developed countries. On the one hand, recent
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studies provided extensive empirical evidence in support of the
relationship between stock prices and capital expenditures by
companies. For example, previous studies have shown that
managers use the information in corporate stock price to
determine the time of capital expenditure (Luo, 2005; Chen et
al., 2007; Bakke and Whited, 2010). An increase in stock prices
in the market indicates the appropriate time and opportunity to
carry out new investments by the company.

The results also showed that making decisions on cash
holdings are affected by the information content of market stock
price. These results are consistent with those obtained by
previous studies. For example, the models provided by Dow
and Gorten (1997) and Subrahmanyam and Titman (1999)
revealed that market prices contain specific information about
investment opportunities and future financing.

From a different perspective, existing studies have shown
that companies use cash either as a strategic weapon in
product market (e.g., Fresard; 2010) or in their negotiations with
workers and suppliers of raw materials (Klasa et al., 2009).
Thus, prices guide the managers to some extent in future
strategic issues. Cash holdings should be determined based on
information content of prices.
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