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Introduction (\

Earnings are the imgorat measure of firm performance and used by
many users. For example, earnings are used by firms to assess management
performance and upfgecutive compensation plans. They are also used
by creditors to d%& debt covenants, and by investors to make investing
decisions. Earme the bottom line items, which are the results of revenue
recognitio atching principles. International Accounting Standard (IAS)
No. 18, Revenue, identifies the revenue recognition principle, which requires
reven be recognized only when it is probable that the economic
ben sociated with the transaction will flow to the entity (IASB 2009b).

ching principle requires expenses associated directly with revenues to
\ cognized in the same period when revenue is recognized. The accrual
sis plays an important role in reducing the timing and matching problems

that may incur from using cash basis and enable earnings to closely reflect
firm performance.
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However, the use of accruals allows for
management discretion to signal their private
information or to opportunistically manipulate
their earnings. The signaling of information will
improve the ability of earnings to reflect firm
performance (Holthausen 1990; Healy and Palepu
1993). In contrast, the management discretion
to opportunistically manage earnings will make
earnings to become a less reliable measure
of firm performance. Therefore, many users of
financial statements turn to cash flows as an
alternative measure of firm performance. Net
cash flows have no accrual adjustment so they
are not subject to management discretion from
using different accounting practices. Information
of cash flows is useful, in conjunction with other
information, in forecasting future operating cash
flows and valuing firms. Cash flows from operations

reflect net cash flows generated by the firm’s

greater information for equity valuatiop in Tkai
in the period surrounding the 1997

The study of Thailand is important bg
the first of several Asian countrie
economic crisis in 1997.

Lo \
flows and earnings has ssue for many

years. The opportunisti Owaccruals during

better provides wseful {oformation in assessing the
firm’s liquidittability, financial flexibility,
and fina l . Therefore, it is of interest to

examin sefulness of cash flows over time
the usefulness of earnings.

in r
haie@nd subsequently introduced the reform

nting profession and accounting standards,
a

improvement in corporate governance after

operating activities. IAS No. 7, Statement of Cash  ©he crisis. Recently, Thai Accounting Standards

Flows, states that the amount of cas@o
from operating activities is a key indic e

extent to which the operations ofave
generated sufficient cash flows to loans,
maintain the operating capaf the entity,
pay dividends and make ney stments (IASB
2009a). Therefore, more ca s indicate higher
value and analysts y o d buying stocks of
firms that have pc/@sh flows.

40

(TASs) have complied in material respects with
International Accounting Standards (IASs). Moreover,
the Federation of Accounting Professions (FAP), a
standard setting body, is in a process of issuing
accounting standards for Non Publicly Accountable
Entities (NPAEs) (FAP’s Announcement No. 62/2010).
Nonpublic companies have been allowed for an
exemption to prepare the statement of cash

flows for many years because their financial
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statements are used by limited users'. A demand
for cash flow information has been increased from
many users of financial statements, especially
during the financial crisis period. However, some
opponents argue that the preparation of cash
flow statements will be too complicated and
time consuming for NPAEs, leading to costs over
benefits. Therefore, this study provides evidence
whether the information of cash flows is useful
to the FAP for further consideration of standard
setting.

The results indicate that earnings can better
explain stock returns in the pre-crisis period
than in the crisis and post-crisis periods. In
contrast, cash flows can better explain stock
returns during the crisis and post-crisis periods

than in the pre-crisis period. The results show

explaining stock returns over time. &
This study contributes to the resea

the value relevance of earnings and

(Alford et al. 1993; Bartov et al. /
evidence on the abilities of eapsi
flows to explain the variatt k returns
in Thailand, one of uing” markets. In
particular, this stud es the empirical

eVavice of earnings and

evidence on the val

cash flows over the.tk=-crisis, crisis, and post-crisis

of earnings and cato)flows remains an important
issue becanagers may opportunistically

sis ‘Period, the value relevance of cash flows
that the value relevance of cash flows increa&md an earnings-based performance measure

while the value relevance of earnings declines

over the periods when the two measures ard®

considered simultaneously. Overall, e@a@e
more important than cash flows / ining
the variation in stock returns du pre-crisis
period. However, the superioritynings over
cash flows declines during

financial crisis and
post-crisis periods. Therefare 5 findings suggest

an increase in the imp

)
%

Y

Juggests that the users of financial statements
should include the analysis of cash flows before
making investing decisions.

The remainder of this paper is organized as
follows. Section 2 reviews the relevant literature.
Section 3 presents research design, including
sample selection. Results are provided in Section
4, and sensitivity analysis is shown in Section 5.

Section 6 concludes the paper.

1 Current accouti andard requires only public companies to prepare the statement of cash flows in compliance with
Thai Acc tandard (TAS) No.7, Cash Flow Statements. According to the FAP’s Announcement No.21/2007,

'
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nonpuykis, companies are exempted from preparing the statement of cash flows. Other exemptions under this
ent include Segment Reporting (TAS 14), Related Party Disclosures (TAS 24), Consolidated and Separate
al Statements (TAS 27), Investment in Associates (TAS 28), Interest in Joint Ventures (TAS 31), Impairment of

(TAS 36), and Financial Instruments: Presentation and Disclosures (TAS 48).
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Prior Research 1997, Lev and Zarowin 1999). Collins et al. (;

1. The Usefulness of Earnings and Cash Flows conclude that the increased reporting of los

Prior research has examined the informativeness  and special items and the increased,mpo
of earnings and cash flows. Ball and Brown (1968)  of unreported intangible assets i
find a positive association between stock returns  the results of a decline in the val
and earnings, which is higher than that between  of earnings. This raises a questiop.s
stock returns and operating cash flows. Board earnings remain more

and Day (1989) conclude that earnings contain  flows.

incremental information beyond fund flows and On the other hangi<he
cash flows from operations. However, they do literature finds that batixxcash flows and earnings
not find the existence of incremental information  provide incre @ ‘ ation to each other.

content of fund flows or cash flows beyond Rayburn (1986nat and Zarowin (1990)

earnings. Dechow (1994) concludes that accruals  examine whetl&r {3p unexpected component of

play an important role in improving the ability = earnings gri{casry{lows can incrementally explain

of earnings to reflect firm performance. Earnings  abnormf@l=

are more associated with stock returns than cash the on of both operating cash flows
accrdals with abnormal returns. Ali and

flows over short measurement intervals and over a@
long operating cycles of firms. The superiority of Rqpe (1995) conclude that earnings, fund flows

earnings remains existed when the volatility ofcash flows possess incremental information

\ck returns. Their results support

a firm’s working capital requirements and the Qontent beyond another. The results show that
volatility of investment and financing a@o both cash flows and accruals have explanatory

increase. This is because cash flows power for stock returns.

timing and matching problems caem to Prior research documents that the superiority
be a noisy measure of a firm’s perfofridnce. In of earnings over cash flows depends on the national

sum, prior research supports"toat earnings is a  reporting regime and institutional factors. Alford
superior measure of firm perfd ce. et al. (1993) show that the association between
However, the value rance literature earnings and stock returns is stronger in Anglo-

provides the evide ecline in the value  Saxon countries, where capital is raised in capital
r

relevance of earnin is and Schipper (1999)  markets and financial reporting has a weaker link
he relevance of earnings  with tax reporting. Bartov et al. (2001) examine
information, increase in the relevance whether earnings or cash flows provides greater
of balance/sazset information over time. These information for equity valuation in the United

istent with other research on the  States, the United Kingdom, Canada, Germany,

resulig
val financial information (Collins et al.  and Japan. They conclude that earnings have
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greater explanatory power for stock returns than  Thai accounting and auditing professio

cash flows in Anglo-Saxon countries, consistent  responsible for developing Thai account]
with Alford et al. (1993). However, their findings  auditing standards. The IASs haye a

show that earnings are not superior to cash flows  influence on Thai Financial Re|

in non-Anglo-Saxon countries. (TFRSs) and practices, especially afssr the

crisis (Herrmann et al. 2008).

2. Thailand has revised TASs and

Accounting developments in Thailand were  with IFRSs Bound Voluvhgzs

influenced by the government sector rather than by the International

the accounting profession. Before the Asian financial ~ (IASB).”> TASs compl
crisis, TASs were criticized as not complying with  |ASs and IF :

material respects with
international accounting standards. The lack of In Thailasto
internationally accepted accounting practices led  usefulness ¢ ings information. Srisawadi (1996)

to poor disclosures and less transparent financial — examig mxtent to which the returns-earnings

reporting, which were contributed to the 1997 relaf(o

crisis. In 1999, the Thai standard setter issued i ance of earnings association coefficients

“Policy of Setting Thai Accounting Standards” = theeriod of 1980-1985. However, the earnings

requiring IASs to be the main guideline f %ciation coefficients became significant in the

setting TASs®. Currently, the FAP regulates t@eriod of 1986-1991. The findings support the
(@)

l§l )
2 The institute of Certified Accountant@% tors of Thailand (ICAAT), a standard setting body before October
2004, issued the Announcement mw 7-1999, “Policy of Setting Thai Accounting Standards” to provide a

guideline for standard setting.

, Financial Reporting in Hyperinflationary Economies (IAS 29), Investment Property

- t (IFRS 2), and Exploration for and Evaluation of Mineral Resources (IFRS 6). The

further adoption% #des Income Taxes (IAS 12), Financial Instruments: Recognition and Measurement (IAS 39),
and Agricultur

4 U.S. General ted Accounting Principles (U.S. GAAP) will be considered as a guideline for issuing TASs if

mterna*uc@dards are unable to cover some issues. In 2010, TASs using the guideline from U.S. GAAP are, for

Ccoum‘/ng for Troubled Debt Restructuring (TAS 104), Accounting for Investments in Debt and Equity

AS 105), and Accounting for Investment Companies (TAS 106). However, TAS that is not in compliance
ernational guidelines, but highly influenced by local GAAP and tax regulation, is Accounting for Doubtful
ts and Bad Debt (TAS 101).

'
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continuing improvement in accounting standards
and market regulations. Narktubtee (2000) also
finds the consistent evidence that earnings
provided information content to market during the
period of 1994-1997. However, to my knowledge,
there is little evidence on the usefulness of cash
flows over time. To extend prior research, this
study examines the usefulness of earnings and
cash flows during the pre-crisis, crisis, and post-
crisis periods. During the pre-crisis period, this
study predicts that earnings can better explain
stock returns and investors pay less attention to
the information of cash flows, consistent with
prior research.

The financial crisis revealed weak financial
systems and a lack of financial reporting
transparency in Thailand. Eng et al. (2005) examine
the predictive value of earnings, operating cash

flows and accruals in Asian countries, including

Thailand. They find that investors may have O

undervalued the accounting measures @O
pre- and post-crisis periods, and over e

measures during the crisis period. Diday et

al. (2006) conclude that the value evance of

accounting numbers declines dle the crisis when
the level of corporate governan=s.2hd accounting
systems are weak. Becaus agement has an

incentive to oppor is
during the financialz=sri the value relevance
of earnings is i reduce and many users

ts may switch to cash flows

7

manage earnings

of financial st

as an aLtere measure.
rarQex=Zceived the support programs from

onal Monetary Fund, the World Bank,

and the Asian Development Bank, which re

institutional changes to strengthen financial n@%
regulation and supervision, increase transp
and comply with international (&<
disclosures (Ficher 1998). Vichitsar;
(2010) find that conservatism a o e

earnings during the cris&

improved in the post-crisis

to further examine whm

earnings and cash fld has been improved

after the acco orporate governance
vance of earnings and

reforms. The vpl
cash flows is ed to improve in the post-
' mrthetess, it is unclear whether

crisis perio

It Is interesting

£ usefulness of

odel Specification

Similar to Bartov et al. (2001), this study
examines the relative ability of earnings and
cash flows in explaining stock returns using the

following regressions:

R, = «,+ aE + a;Chg_E; + ¢, (1)
R, = (,+ B,CF + 3;Chg_CF; + v; (2)
where
R; is the buy and hold stock returns for
the fiscal year period;
E, is net income before extraordinary

items, deflated by the number of
shares outstanding and scaled by the

beginning of period price;

a S s S
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CF, is cash flows from operations, deflated
by the number of shares outstanding
and scaled by the beginning of period
price;

Chg_E; is a change in net income before
extraordinary items per share and
scaled by the beginning of period
price;

Chg_CF; is achange in cash flows from operations
per share and scaled by the beginning

of period price.

Prior research suggests the importance of
including earnings levels and earnings changes in
returns/earnings regressions to provide a better
proxy of unexpected earnings and increase the

explanatory power of the model (Easton and Harris

R, = v+ vE +vChg E; + 74CF,-&
+5Chg_CF, + ¢ &)

performance measure‘ aant’and positive
during pre-crisis, crisis, \4 crlsis periods. The

incremental value r

one variable has exi*anatory power beyond the
other. %

2. Sampletion
Thd( satgle consists of listed companies in
Thaiom 1995 to 2004. Because earnings

flows enter the analysis in a change

w/concerns whether

a&?a
N, e sample period is extended to 1994 for

1991; Ali and Zarowin 1992; Strong and Watmhis purpose. Data are obtained from the Global

1993). Therefore, stock returns are regressed on

antage database. Financial institutions (SIC 6000-

each accounting performance measure, including 6411) and insurance and real estate firms (SIC

level and change variables. The regressi@gs
(1) and (2) are performed on the leyturing
the pre-crisis (1995-1996), cr'1998),
and post-crisis (1999-2004) perirnings are
predicted to have greateratory power in
the pre-crisis period than_j crisis and post-
crisis periods. On the d, the explanatory

power of cash w oredicted to become

higher in the crig post-crisis periods than

10d.

in the pre-cris

UN 7 aun 19 F9nau 2554

6500-6999) are excluded because these industries
are under specific regulatory considerations.
Moreover, their financial performances were
severely affected by the financial crisis. Non-
December fiscal year-end firms are eliminated
to ensure the comparable period of stock return
for all firms. Observations with a missing value
for any of the variables are also excluded. Then,
the sample is divided into three periods — the
pre-crisis (1995-1996), financial crisis (1997-1998),
and post-crisis (1999-2004) periods. The Asian
financial crisis originated in 1997 and most of
the Asian countries started to recover by January
1999 (Johnson et al. 2000). Observations falling in
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the top or bottom 1 percent of each variable (R,  crisis (1997-1998), and post-crisis (1999—20

E, and CF) in each year are excluded to reduce  Panels A, B, and C, respectively. The variab

the effect of outliers. The restrictions resulted in  exhibit patterns which are similar toa‘or resR

the final sample of 140 firm-year observations In general, returns are more volatile

during the pre crisis, 195 observations during the
crisis, and 1,058 observations during the post-
crisis periods.

he pre-crisis to

Empirical Results show a decline in earni&

1. Descriptive Statistics post-crisis periods. Ho he mean of cash

Descriptive statistics for each of the sample  flows mcreas m 4 financial crisis, but
fter

periods are reported in Table 1. The observations  slightly declmez e crisis.

are grouped by sub-periods: pre-crisis (1995-1996),

Table 1 Descriptive statistics

Variables Mean dido S.D. N
Panel A: Pre-Crisis m
R -0.170 ([ “®o.207 0.314 140
E 0.055 ° 0.047 0.078 140
CF 0.1 > 0.086 0.151 140

Panel B: Crisis

R @ -0.219 0.541 195
E @14 0.062 0.787 195
CF 462 0.175 0.694 195

Panel C: Post-Crisis

R 0.383 0.148 0.951 1,058

E -0.017 0.094 0.573 1,058

CF (N | 0.252 0.176 0.454 1,058
Variable definitions: R; uy and hold stock returns for the fiscal year period; E; is net income before
extraordinary items, by the number of shares outstanding and scaled by the beginning of period price;
CF; is cash flows fr ations, deflated by the number of shares outstanding and scaled by the beginning of
period price.

O

s
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2. Value Relevance of Earnings and Cash Flows period. However, this study finds that

Table 2 presents the regression results of are unable to explain stock returns duri
stock returns on earnings and change in earnings.  financial crisis as can be seen b
Earnings better explains stock returns during the  explanatory power and insigni
pre-crisis (adjusted R? = 11.72%) than the post-

crisis periods (adjusted R? = 0.82%). Moreover,

of earinings. Therefore, the abik

the magnitude of earnings coefficient in the
pre-crisis period is statistically significant («,
= 1.33) and higher than that in the post-crisis

Table 2 Value relevance of earnings

Ri = oy + OCZE,' + ()nghg_E,- "% (1)
Variables Estimates t—styg\\Zi p-value ADJ R2 N
o

Panel A: Pre-Crisis
Intercept —0.24*** % < .0001 11.72% 140

E 133 |5 < 0001
Chg_E 0.02 0.4 0.657
T

Panel B: Crisis

Intercept -0.120* O _307 0.002 -0.42% 195
E R © 1.08 0.281

Chg_E - -0.99 0.325

Panel C: Post-Crisis (/\

Intercept 5 0.37%%* 13.99 < .0001 0.82% 1,058
E 0.15%** 3.28 0.001

Chg E /?&7 ~0.03 ~0.86 0.389

O—/
Statistical significance indic**, ** * for 1 percent, 5 percent, and 10 percent level, respectively.
Variable definitions: E, jemetdlicome before extraordinary items, deflated by the number of shares outstanding
and scaled by the gi of period price; Chg_E; is a change in net income before extraordinary items per
share and scaled by t ginning of period price.

5
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Table 3 presents the regression results of
stock returns on cash flows and change in cash
flows. During the pre-crisis period, the explanatory
of cash flows on stock returns is very low as
indicated by the low explanatory power (adjusted
R? = 0.09%). However, cash flows can better
explain stock returns during the crisis (adjusted
R? = 9.95%) and post-crisis (adjusted R? = 5.36%)

Table 3 Value relevance of cash flows

periods. Moreover, the coefficient of cash
becomes statistically significant in the p
after the financial crisis (3, = O.46€)D.>§he

suggest that financial statement

A.

rs

AN

R, = B, + B.CF; + B;Chg_CF; + v% (2)

Variables Estimates t-stat m\/ﬁg) ADJ R2 N
Panel A: Pre-Crisis -~
Intercept —-0.20%** -6.01 .0001 0.09% 140
CF 0.22 1.@ 0.2254
Chg_CF ~0.03 & 0.3675
Panel B: Crisis %
Intercept -0.16%** -39 0.0003 9.95% 195
CF -0.01 G-0.11 0.9156
Chg CF 0 © 196 0.0511
Panel C: Post-Crisis @
Intercept m** 8.11 < .0001 5.36% 1,058
CF d%ﬁlé*** 7.71 < .0001
Chg_CF -0.04 -1.22 0.2234

Statistical significance indicated by@'
Variable definitions: CF; is cas

V‘ Q
by the beginning of period pri _

beginning of period prige.

48

, * for 1 percent, 5 percent, and 10 percent level, respectively.

rom operations, deflated by the number of shares outstanding and scaled

CF; is a change in cash flows from operations per share and scaled by the

a ) s S
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Table 4 reports the results of the regression  period (v, = 0.44). The coefficient of c in

h.,

of returns on earnings and cash flows variables  cash flows is also statistically significan

simultaneously. In the pre-crisis period, only the  the crisis period (v5; = 0.35). The f]
coefficient of earnings is statistically significant that the value relevance of

and is larger than that in the crisis and post-crisis ~ while the value relevance of cas ncreases
periods. However, the coefficient of cash flows over the periods when th?@ dsures are

is not significant during the pre-crisis period, but  considered simultane& .
becomes positively significant in the post-crisis %
Table 4 Value relevance of earnings and cash flows

R, = v, + E + v:Chg_E; + v,CF, + 75
Variables Estimates t-stat M—?@ue ADJ R2 N

Panel A: Pre-Crisis L(C

Intercept —0.25% —7.7%§ < .0001 15.53% 140
E 1.66%* gea 2 < 0001

Chg_E 0.06 1.15 0.2520

CF -0.08 m9 0.6282

Chg_CF ~0.05 ) 1.16 0.2491

Panel B: Crisis o

Intercept 6% | -3.58 0.0004 11.88% 195
E 2 24 0.0172

Chg_E m 4> -1.94 0.0533

CF @—0.13 ~0.89 0.3747

Chg_CF T .35 278 0.0060

Panel C: Post-Crisis

Intercept 0.25%** 8.23 < .0001 5.69% 1,058
E @@9 0.10%* 2.09 0.0368

Chg_E @ 0.01 0.24 0.8075

CF N 0.44%** 7.26 < .0001

Chg_CF ~0.04 “1.21 0.2249

Statistical signijfic &ndicated by *** ** * for 1 percent, 5 percent, and 10 percent level, respectively.

Variable def=ifions: E; is net income before extraordinary items, deflated by the number of shares outstanding

and scalg the beginning of period price; Chg_E; is a change in net income before extraordinary items per
ed by the beginning of period price; CF; is cash flows from operations, deflated by the number of

y ystanding and scaled by the beginning of period price; Chg_CF; is a change in cash flows from operations
¢/ and scaled by the beginning of period price.

'
a
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Sensitivity Analysis the importance of cash flow informati
This study partitions the sample in the post- temporarily or continuously improved o

crisis period into three sub-periods (1999-2000, time.” Table 5 reports the results qf the

2001-2002, and 2003-2004) to examine whether  relevance of earnings and cash f

\

Table 5 Value relevance of earnings and cash flows (Three sub-periods of post-crisis)

R = v, + Ei + v3Chg_E; + v,CF; + vsChg_CF; + ¢; (3)
®
Variables Estimates t-stat p-value %\'\%\2/ N
Panel A: Pre-Crisis (1999-2000) @@
Intercept 0.103%** 2.64 <W 7.71% 347
E 0.041%* | 0.97 7
Chg_E -0.086*** -3.08
CF 0.229%** 3.58
Chg_CF -0.029 ~1.03
Panel B: Crisis (2001-2002)
Intercept 0.238*** & < .0001 16.48% 353
E 0.173* g7 0.0769
Chg_E 0.003 %‘ 0.9622
CF 0.626*** o6.29 < .0001
Chg_CF -0.0 o —0.50 0.6144
Panel C: Post-Crisis (2003-2004)
Intercept : 4.42 < .0001 12.11% 358
E 4%623** 2.20 0.0288
Chg_E 6 60% 5.64 < .0001
CF 0.969%** 3.84 0.0001
Chg_CF U o235 | 209 0.0373

Statistical significance indicate @ , **, * for 1 percent, 5 percent, and 10 percent level, respectively.

Variable definitions: E, is ome before extraordinary items, deflated by the number of shares outstanding
and scaled by the betSinding==" period price; Chg_E, is a change in net income before extraordinary items per
share and scaled by t egining of period price; CF; is cash flows from operations, deflated by the number of
shares outstanding @d by the beginning of period price; Chg_CF; is a change in cash flows from operations
per share and sc by”the beginning of period price.

5 Thes= @ of the post-crisis sample into three sub-periods will also ensure that the changes in the value

of cash flows and earnings after the financial crisis are not influenced by a large number of observations from

the psQ£d sample of a post-crisis period.

50 IRV ANL YT
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sub-period. The coefficients of earnings and cash
flows show an improvement and are statistically
significant in all sub-periods. Both earnings and
cash flows have incremental value relevance when
the two variables are included simultaneously.
Nevertheless, the magnitudes of coefficients of
cash flows have substantially increased over
the three sub-periods and are statistically higher
than those of earnings. The results strongly
support an increase in the importance of cash
flows in explaining stock returns in the post-

crisis period.

Conclusion
This study examines the value relevance
of earnings and cash flows during the pre-

crisis, crisis and post-crisis periods in Thailand.

@

Earnings are the important measure of fim
performance and used by investors to make

crisis. In contrast, the ability of cash to

explain stock returns is very low during
crisis, but increases over the periods. O
findings suggest that ﬂnancial

to the earnings infor

the value relevance o -6b
information. Moreoves<he

interest to regulatalizsuch as standard setters in
considering rnt for NPAEs to prepare

. The relative informativeness of

accounting disclosure in different countries.
Journal of Accounting Research 31
(Supplement): 183-223.

investing decisions. The management discretior® Ali, A., and P. Pope. 1995. The incremental

to opportunistically manage earning@?e
accrual may make earnings become s Ttiable
measure, especially during th crisis.
Users of financial statementess Many
financial statement users use cash flow
information because cas are not subject
i erefore, this study
expects to find 'n
cash flows over%ﬁods.

Hovvevee ability of earnings to explain stock
re s2=(ines, especially during the financial
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