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Abstract

The information needs of investors for making informed decisions, as well as companies' need to
effectively manage their resources, have consistently drawn researchers' attention to the prediction
of future operating cash flows. However, prior empirical evidence on cash flow prediction models
has been mixed. This study examines the importance and impact of considering transitory items in
accrual accounting, as well as cross-sectional heterogeneity among firms, on the conflicting prior
evidence regarding the comparison between accrual-based earnings and operating cash flows in
predicting future operating cash flows and related contexts. To test the hypotheses, a sample of 62
companies listed on the Tehran Stock Exchange from 2013 to 2022 was used. Four different
earnings components, along with operating cash flows, were analyzed under several forecasting
approaches, including cross-sectional, pooled, industry-level, and firm-level estimations, in both
univariate and bivariate comparisons. The results indicate that accounting earnings that exclude
transitory items have better predictive power for future operating cash flows than operating cash
flows themselves. Furthermore, accounting for cross-sectional differences in the relationship
between firms' earnings and future cash flows enhances the predictive ability of accruals and
increases the reliability of accounting earnings in forecasting future operating cash flows.
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Introduction

A company’s success significantly depends on the effective management of its resources. Firms
must maximize their resources to overcome various challenges that impact business development.
In the face of increasing competition in the modern era, entrepreneurs must adopt strategies to
ensure the sustainability of their businesses (Noury et al., 2020). In this age of globalization, a
company may either perform as planned or encounter unforeseen challenges leading to unfavorable
outcomes, including bankruptcy. One of the most critical factors in assessing a company’s success
or failure is the prediction of future cash flows, as it helps evaluate the business’s ability to
generate cash, its need to utilize these flows, and enables more informed decision-making.
Furthermore, cash flow information serves as an indicator of a company’s actual success or
performance, making performance evaluation more meaningful (Sharawi, 2021).

A fundamental assumption in accounting is that financial statements prepared under accrual
methods contain more informational content than cash-based accounting. Consequently, the
informational value of accrual-based earnings exceeds that of cash flows (Ball & Nikolaev, 2022).
Prior research indicates that realized cash flows suffer from timing and matching issues, making
them a noisy performance metric. Accruals mitigate this problem (Dechow, 1994). The adoption of
accrual accounting is essential for financial reporting, playing a key role in providing a
comprehensive and accurate picture of financial performance and reporting entities’ positions.
Empirically, researchers have sought to assess the value-added of accrual accounting by comparing
accrual-based performance metrics (e.g., earnings) with cash-based metrics (Columbano, 2023).
Extensive evidence suggests that accrual measures (particularly operating earnings) possess
desirable properties, such as smoother earnings, enabling better prediction of future cash needs
(Ball & Nikolaev, 2022; Dechow & Dichev, 2002; Kim & Kross, 2005).

According to Nallareddy et al. (2020), prior studies primarily relied on bottom-line earnings to
predict future cash flows. Meanwhile, most earlier research examined cross-sectional regression
models, though some studies emphasized the need for firm-level analysis (Finger, 1994). To
clarify, this study moves beyond the prior literature’s focus on bottom-line earnings and examines
the limitations of cross-sectional regression in inferences about accruals.

Methods & Material

To test the hypotheses, a sample of 62 companies listed on the Tehran Stock Exchange from 2013
to 2022 was used, employing four distinct earnings components plus operating cash flows across
several prediction approaches—including cross-sectional, pooled, industry-level, and firm-level
estimations—in both univariate and bivariate comparisons. This study evaluates the predictive
abilities of several earnings variables. First, earnings before discontinued operations (IBC), as
reported in financial statements, serves as a proxy for bottom-line earnings. IBC excludes
extraordinary gains/losses (which are rare) but does not exclude non-operating and transitory
(unstable) earnings components, making it the weakest predictor of future operating cash flows.
Non-operating accruals typically contain less informational content or introduce noise when
explaining future cash flows (Barth et al., 2001).

Next, adjusted earnings before discontinued operations (IBC,) is calculated by removing items
with no equivalent in future operating cash flows, including extraordinary items, discontinued
operations, and gains/losses from the sale of fixed assets and investments. IBC, is expected to
outperform IBC in predicting future operating cash flows.
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As an accrual-based earnings measure, operating earnings (OP) is used. To compare earnings with
operating cash flows, working capital accruals (i.e., operating accruals) are added to operating cash
flows, following Dechow and Dichev (2002) and Barth et al. (2001), referred to as OE (Operating
Earnings). By definition, working capital assets and liabilities have a cycle of one year or less.
Thus, working capital accruals adjust current earnings for cash flows generated by current-year
operating activities but realized in cash either in the prior year or expected in the next year. Since
operating cash flows arise from transactions with a one-year cycle (while longer-term transactions
are classified as investing/financing cash flows), working capital accruals are incorporated into OE.
Conceptually, OE is an accrual-based earnings measure expected to align best with operating cash
flows. OE excludes all long-term (non-operating) accruals and cash flows embedded in bottom-line
earnings (e.g., gains from asset sales). These earnings components do not naturally map to next-
period operating cash flows, thereby adding noise in predictive regressions. Since OE removes the
most non-operating noise in predicting operating cash flows, it is expected to exhibit the highest
predictive power.

Findings

Cross-sectional analyses show that operating cash flows have greater predictive power than
earnings variables, with only operating earnings improving model predictability. Pooled
estimations reveal that when cross-sectional heterogeneity in the earnings—future cash flow
relationship is controlled via a simple firm fixed-effects model, earnings’ predictive power
surpasses that of operating cash flows, supporting the hypothesis that accrual-based earnings
outperform cash flows. Industry-level analysis indicates that operating earnings dominate operating
cash flows in predictive ability while also incorporating cash flow information. Firm-level analysis
shows that firm-level heterogeneity is a confounding factor in cross-sectional regressions, with
accrual-based earnings outperforming cash flows in prediction.

Conclusion & Results

The findings demonstrate that operating earnings outperform operating cash flows in predicting
future operating cash flows. This earnings measure includes accruals that adjust for the timing
limitations of operating cash flows, highlighting the incremental information provided by accrual
accounting. Our evidence aligns with the argument that operating cash flows are a noisy measure of
operating earnings, mitigated by accruals (Dechow, 1994). Additionally, results indicate that the
relationship between current earnings and future operating cash flows varies across firms due to
differences in industries, business models, operating cycles, growth rates, accounting methods, and
other factors. Accounting for this heterogeneity significantly alters results, improving the predictive
power of earnings over operating cash flows. These findings support Ball and Nikolaev’s (2022)
study. Overall, accrual-based earnings metrics provide a superior basis for predicting future cash
flows, consistent with both academic (Dechow, 1994) and professional literature (AICPA, 1973;
FASB, 1978). The results also underscore the importance of addressing heterogeneity in cross-
sectional models.
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Table 2: Descriptive statistics
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Figure 1: Comparison of trends in research variables
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Table 4: Results of cross-sectional estimation of models

oS L e S0 Jke

sl R® &lis R? st sl g .
Llb | e | oSl | b | oSk | el S | e | oS | T
DRy | avar JEOF | /oA CF
A S | /A | YA | Yve TS —o/oVF N T
A SRR | efe | Y | OOF | M | - NeFss | f80 | FYS | IBC,
A YA | AL | s | rar YR R s | ss oP
A SN | s | | AR | SN | = /Sew | FOA | /FY OE
o.)..,SWU,;ﬁ 95 Je
Sl ) . .
L R 3 g pAia o S CF ., 3 g i
A ¥ e < /¥DA IBC
A Yindi YART4 /F4 IBCxp
A /14 /DY YS¥ oP
A /YDA L/YY4 < JFAV OE




4 OLen 5 s Do JILLL pYBI 5 alade 5 Kanl 51 dalpd isdgns 5 B PO L A UL ety s allae

(B) Ose S5t S o 55158 Wadle Ik 55 1y 5 bl slasibe 5 :S0le o S O (Jsl Jie o
o (dsl 3y) CF 5 5 (OE 5 OP dABCa dBC) s5v 5 i slaodiS s iy o b w sl
Sl Il 310 5 5bas CF 808 i sl OF Uslas 5 poms 8008 i 5 80 R s oslis ((RP) (pms
o3zl WilCOXON (e 05050 31 il sl 5t 05050 51 R Ll o o sle ke (bl (6lskine
033 oo Il ol 2 a8 ol 0 @11 p s> Uslas OLS e O g S5 Jlel () 55150 ps i 53 ol 0l

;.A.:.i ;,.“oj..p 9 JwSL;a U’LJ‘; b 5B) )LJ J:.<L:.A g_,..zjjsdu Lﬁdj:.w Sl 0l J:’)‘; LAJL» sziil.:ﬂj S Wy

sl 0l 0nly OLES s g seske

e R? (6le) 50k 5 (+7108) +/0As CF ize ol oy o (k) 0L (V) Jibe sl sy Gullae
s Sas =y s slacs) ol o5 soite Sler b aslis (6l (5ol =k RGN CYA R ADRVARY
Coes OB 51BCa 550 sla e (OP) Jllas 55 e ey oS oo (3155 1 35w slaedisS s iy
R® 5 ol Sl aandly (3l 53 dims o 0L JAe R® 5 ol g 2 53 sl (285 CF e &
o 3 conl by s lslie sls cpl bl el Slles A8 0L 4 o Slles S g kze 2i
53 oS Gy e@ls 53 el 28 Sles 1B SLOL 2 it ¢l AT B sl Ul b
LS o Jos Slhes a8 0L > 5l e Slhes 35 g o S e ol slan S il ke
ST (lgmms sl )3 3500 55 it 5 (2LB0dSS g Sl Lo s 4Gl Ger SRR 45 5
A8 a0l o s 0 033 e AVl Do se 4 0 iS S 95 L (V) Aslae 5 353 0 e 200580
i 3 50550) Lo S s e G5 ol )35 Shkes 58 SLOL > as 2 ST Slkes
S G e oSl OF 51 SR mls ol sds Gl1 (£) 85 pas i s mls (Ball et al., 2016
ot 02 el Gl Gl sl A8 GbOL x ep s s on e Sl S
2 M GOl s 4 O S5 3 e O3 bl g dimes ST Slhes 2B a0l
Jle L3 Y o ,0) ol U el Sllas b oS358 8 WU oS OP s 3 g sla aze S
B o bl cesl OP 5 CF 508 i i 35 L (1) Jile & bgs o et w0 i «moman L(+/£0Y
Gladedo (AS,b @ pdp 2y s Glasiie S Getn Ol plply towd e IBC o
o 5 Al i it Ul s sl ite 4 S Jlhes (648 0L das e 0L abads
Sl L5 45 AS dalpt e ctall 53 sk e S g Ol 2 s e Sles g pite

S o b s pl y alade

(Pooled) _2dls -pases
el s Ol S B S0ka 2ad e b Al S 4 alaie e 31 S > L Ol sl 0 6]

(M) 5 5 Lbl o &8 Jb 53 S e foded |y 55 5 a8 0L 08 guile) (g



VEOT W)l cpsm oot s 5li Il o Jle (ol (sla 2y, o

i e e 0L Gllas A8 GO 5 s o 03 ES S g 3 L s e Dl
s55eal s (Hsiao, 1985 wliv) LS o Jhsdses |) ahie Joiie b6 mls ek g sSKeal
Sl s 4 ST i Glaol x5 ol slas s e daly Ylamm| (sl o vge L5 4 & (St
ol slize LS 5 53 el ple s glble b iy (Slhes 5 2 sk OS50S gladas o
L obls IS elal o e 55 8 &S oy y opl 51 s dizes Jolize (5505 5 T 5> S 5
LUl (SKas ol ol digls aaie  Stens ST gl Ga0L > 5 (6ol las g g o Ko
S ol > 55055 Ldr Sl lasgu ST 2= (S bl s juize pl o (glodiSol oS SIS
LS 2 e Solatw glacsls J s oS 38 ol J5Seal ilulir gl oo M3 il il
2l b SOl mhaw 53wzt 53 5 ale e Sl o eSS Jle sl il s Slles 2 sl s
e 3 Dl Olpe 0 bosls b (alaie o g S5 55 Aies Sslite ol gl 2O
BT sauSestinad & Il 53 S o osS o L OF o i oUls 5 S oo Jas (Lasgus) oS o i
D L3 il eSSl ol il S oS | Sledbl 0T alal K5 o 5 ol e Lo slis )
Ui aS J 3 s e 0L (V) Aslee 5l LR 5 it a0 sl it ol sad w1 (0)
Sl FL 5 (Gl Cas) @S 8 ol Ol 3 Oy 1y baal i a i das o (55158 1 () dsles = s

s e QLS (o ) 2S5 2l

Ldde (adli eedu guls 10 5,5
Table 5: Results of pooled estimation of models
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Table 6: Results of pooled estimation of models at the industry level
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Table 7: Results of model estimation at the company level
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