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ABSTRACT

The nse of financial ratios in the prediction of business {ailure has been explored in
numeraus sludies since the 1960s. Most of thesc studies have relied upon accrual accounting
mensures, proxies of cash flow information, or measures of cash flow from epcrations. Several of
these models have achieved impressive classification accuracics. However, little research has
cxamined the effectiveness of ratios derived from irformation contamed in the statement of cash

flows (SFAS No., 95). This study explores the usefulness of such ratios for the prediction of

han<rupley.

The major purpose of this study is to determine whether the statement of cash flows
(SFAS No. 95) data can be effectively used o discriminate between bankrupt and nonbankrupt
firms. A sezond ohjective is to investigate whether the predictive power of the statement of cash
flows data is greater than the predictive power of accrual accounting data. The last objective of
this study was to determine whether the use of SFAS No. 95 in combination with accrual

accounting data can improve the overall predictive ability of acerval accounting data,

Data for 64 bankrupt and 64 nonbankrupt firms were used to test the research hypotheses.,
Bankrupt and nonbankrupt firms were matched on the basis of their industry and asset size. In
order o investigate each of the research hypotheses, models were formulated using six financial
-atios based an accrual acébunﬂng data, eight financial ratios derved from SFAS No. 95
dzta. The multivariate diseriminant analysis (MDA} and the multivariate logit analysis{(MLA}

were performed to investigate the research hypotheses,

The ecmpircal evidenee suggests that: 1) the statement of cash flows (SFAS No. 93) data
can be cffectively used to diseriminate between bankrupt and nonbankrup: firms, 2) the
predictive zccuracy of the statement of cash flows data is greater than that of accrual accounting
data, 3) the prediclive power of SFAS No, 95 data combined with accrual aCGDlLIIt[Ilg data 15
greater than that of accrual accounting data alons,

il
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CHADTER 1
INTRODUCTTICN AND BACEGROUNLD

1.1. Introducticn

The binancial Accounting Standa;ds Baard (FASZ) identifies
several objactives of financial reporting in Statement of Finango Al
&ccgunting.Concepts“Mm__LﬁJDbjectixgﬁ_gfmFinangial_ReporLing by
Business Enterprises (FASE,1978}. The primary thrust is that
publizhed financial statement should provide information which is
usetul in making investment and credit Eecisions. To facilitate the
decision-making process, financial infermation should snabkle tle
Lser to asseas the amount and timing of the enterprise’s cash “lows
and thereby evalaarte the future prosgpzcta and, the present value
of the firm. Such znalyses involve assessments of probabilities

associated with prospective cash flowa,

At present, publizhed financial_infarmation neaded to
facilitate the dccision-making preecesg is in the form of four
ceneral purpose financial Statemernte: the incoans gtatement; kbzlance
shoet; statement of retained earnings; and statement of cash Elours,
The obvicusly quantitative nature of these statements is, by
itself, not sufficient for achieving the objective of financial
reporting. The information unraast pofaess certain gualicar-ve

characteristics 3g well.



A

Ir Statement of Financial Accounting Conzeprs MNo.. 2.
QualiLE:iVE_ﬂharﬂﬂtEliﬁLiﬂE_Gf_ﬁﬁﬂﬂuﬂting_lnfﬂrmatiﬂh+ the FAER
-dentifise relevance as one of the primary determinants of tne
wsefulness of accountine informaticn. The Doard stales that to be
relevant, "accounting :nfcormation must be capable of making a
difforence in a dercisgion by helping users to form predictions ahout
the amount of past, present and future svents, or to confirm cr
correct expectaticons” (FASE, 1580, para.47). The Board alsoc states

that timeliness is an important determirant of relevance,

Financ-zl reporting requirsments are the result of an
avolutichnary proacess. The requircmcpts change as the pérceived
relevance of particular items changes. This evoluticonary process
is apparenz in the 1957 decision of the Finarcial Accounting
Standards Board te replace the statement of change in financial
position with the cash flow statement.Presumably, the FASE
perceives the cash flow statement to be more useful than the former
"funds”-based statement of changes in financiazl position. One use
that is Zreguently made of fifanecial statements, ae acknowledged by
the RSB in its objectives of finaneial reporting, is to predict
future cash flows which, in turn, ailows the user to ass=ss the

probabilicy of bankrupteoy.



The purpose of this atudy is to cetermine whether the
starement. of cash Llows provides information whick 15 more usefu_
Fnan the accrual-kased infarmation provided by -he other general
puUrDOSe finaneial statements in predicting bankruptcy. The gtudy
41lso examines whether combining cash- and accrual-based wodels

wro more slabsrate models provides better prediction of bankraptoy

1.2. Relevance of Cash Flow Information

~ash flow maintains spacial intersst in the finencial worls.
This inlLerest stems from the fact thab mest waluaticon Todels link
~he value of the firm to its expected future sash flows.
roccordingly, the Financial Azcounting Standards Board (FASE! has
amphasized the importance of cash flow iq many cccasions. In the
FroB' s conceptual framework of accounting, ths bocard states Lhat
bhe objective of finanecial reporting is to provice useful
information to help current and paotential investors in asgessing

Lhe firm's future cash flows, among other things.

‘Lnkil 1%88, the basis for cash flow was the Statement of
Changes in Frnancial Position (SCFP) . as required by the Accounrting
Principles Beard (APE) Oplnion ¥o, 1%, Ik Lhe G, the measurs of

tunds was Wording Capital.



