The current issue and full text archive of this journal is available on Emerald Insight at:
www.emeraldinsight.com/1985-2517.htm

1 _ Comparing

Comparing US-GAAP and U Comparing

Iran-GAAP operating cash flows  manGaap
to predict future cash flows

Reza Janjani 39

Payamenoor University of Malayer, Malayer, Iran R

RS

Abstract

Purpose — The main objective of this paper is to compare the ability of US-generally accepted
accounting principles (GAAP) operating cash flows versus Iran-GAAP operating cash flows in
predicting future cash flows.

Design/methodology/approach — The sample comprises 240 firms (1,200 firm-years) during the
period from 2004 to 2008 for which operating cash flows and other variables are available.
Cross-sectional and panel data regression models are used in testing the hypotheses.

Findings — This study finds that operating cash flows based on Iran-GAAP are no more effective in
predicting future cash flows than those based on USA-GAAP, and the predictive ability of the model is
improved by adding the earnings accrual components to the operating cash flows.
Originality/value — The study suggests that the Iranian accounting standard setting committee
recommends that the statement of cash flows be prepared based on the three-category model instead of
the five-category model in an attempt to converge with the International Financial Reporting Standards.
Consistent with Financial Accounting Standards Board and financial analyst recommendations, the
results reveal that earnings are a better predictor than cash flows from operations.

Keywords Earnings, Accruals, Cash flows, Iran-GAAP, US-GAAP

Paper type Research paper

1. Introduction

Cash flow data provide useful information about a firm’s activities in generating cash
through operations, in repaying debt, distributing dividends or reinvesting to maintain
or expand operating capacity. An entity’s current cash receipts and payments allow
assessment of factors such as the entity’s liquidity, financial flexibility, profitability and
risk (Wolk and Michael, 2001). To make economic decisions, financial statement users
require an understanding of a firm'’s ability to generate cash in a timely manner. Cash
flows play an important role in assessing the firm’s value, thus making sound credit
and/or investment decisions by both shareholders and creditors (Pung, 2005).

The Financial Accounting Standards Board (FASB) states that financial reporting
should help users estimate the amount, timing and risk of future cash flows (FASB,
1978). International Accounting Standards Board states that the objective of Statement
of Cash Flows (IAS 7) is to assess cash flows during the period from operating, investing
and financing activities. The Iran Accounting Standards Committee (IRASC) contends
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that historical information related to cash flow can help financial statement users
estimate the amounts, timing and risk of future cash flows. This information indicates
the relation between the profitability of the enterprise and its ability to generate cash
flow and, thereby, it is a proxy for earnings quality of the enterprise. In addition,
financial analysts and other users apply models for evaluating and predicting future
cash flow, informally or formally. Historical information on cash flow is useful for
controlling the accuracy of past evolution, and it indicates the relation between the
enterprise’s activities and its payments and receipts (Standards of Iran Accounting,
2001). Thus, if future cash flows are predicted properly, the majority of informational
needs related to cash flow will be satisfied. This study compares the predictive ability of
cash flows under US-generally accepted accounting principles (GAAP) and Iran-GAAP.
According to the above standards, while the objectives of financial reporting are the
same, the components of operating cash flows and the structure of statements of cash
flows differ between Iran-GAAP and US-GAAP. According to US-GAAP, the statement
of cash flows is classified into three categories: operating activities, investment
activities and financing activities. Iran-GAAP, on the other hand, divides the statement
of cash flows into five categories: operating activities, returns on investments and
finance servicing, taxation, investing activities and financing activities. While there is
no evidence that one model (either the three category or five category) is superior for
financial statement users, both models have many critics and advocates. For example,
Moradzadeh (2002), as a proponent of the three-category model, reasons that the
statement of cash flows based on Iran-GAAP decreases the consistency between the
statement of cash flows and the income statement, with the following consequences:

¢ no improvement in the economic decision-making of users;
* 1o effect in management responsibility;

¢ no relationship between dividend or interest and investment structure,
non-analyzable results of creating the returns on investments and finance
servicing categories; and

* 1o convergence with international procedures.

In contrast, Bozorg Asl (2002), as a proponent of the five-category model, reasons that
the different methods of international standards ignore the comparability of financial
statements. Another important defect is the definition of “operating”, as net income not
only includes operating and non-operating activities but also extraordinary items. Thus,
providing operating cash flows based on net income is not entirely accurate.
Generally, cash flow prediction literature can be divided into two groups: studies that
use current aggregate earnings and current aggregate cash flows for predicting future
cash flows and/or for comparing their predictive ability (Fisher, 1980; Greenberg et al.,
1986; Bowen et al., 1986; Wilson, 1986; Lorek et al., 1993; Finger, 1994; Lorek and
Willinger, 1996; Ismail and Chot, 1996; Dechow et al., 1998; Barth et al., 2001; Al-Attar
and Hussain, 2004; Kim and Kross, 2005; Yoder, 2006; Farshadfar et al., 2008; Brochet
et al., 2009; Ebaid, 2011); and studies that disaggregate current earnings or current cash
flows for predicting future cash flows (Clinch ef al., 2002; Barth ef al., 2001; Al-Attar and
Hussain, 2004; Cheng and Hollie, 2005; Nam ef al., 2007; Arthur ef al., 2007; Cheng and
Hollie, 2008; Brochet et al., 2009; Ebaid, 2011; Farshadfar and Momeni, 2013). In the
second type of study, researchers have two main objectives. First, they investigate the



role of cash flows and accruals components for future cash flow prediction; second, they
compare the explanatory powers of current disaggregated earnings or current
disaggregated cash flows with current aggregate earnings or current aggregate cash
flows in predicting future cash flows.

The results of the first kind of study are mixed and adverse. For example, Finger
(1994), Barth et al. (2001), Al-Attar and Hussain (2004) and Farshadfar et al. (2008) show
that historical cash flows are better predictors for future cash flow anticipation than
historical earnings, while the results of Greenberg ef al. (1986), Dechow et al. (1998) and
Ebaid (2011) indicate that current aggregated earnings have greater power than current
aggregate cash flows in predicting future cash flow. Despite the conflict within the
empirical research results of the first group, almost all the results of the second group of
studies reveal that decomposition of earnings or cash flows into their components
increases the predictive power of cash flows. While some prior research provides
evidence that current disaggregated cash flows have more power for predicting future
cash flows than current aggregate cash flows (Clinch et al., 2002; Cheng and Hollie, 2005,
2008; Farshadfar and Momeni, 2013), other studies document that decomposition of
earnings into its components enhances the predictive ability of aggregate earnings in
future cash flow prediction (Barth ef al, 2001; Al-Attar and Hussain, 2004; Nam et al,
2007; Ebaid, 2011).

While the cash flow prediction literature is well developed, relatively little research
that compares the ability of operating cash flow based on US-GAAP and non-US-GAAP
in forecasting future cash flows exists. In this area, the experience from Malaysian firms
indicates that the financial reporting regime’s change has no significant effect on
earnings — operating cash flow relation (Kadri et al, 2009). The results also show that
USA GAAP companies have a significantly lower current ratio, a significantly higher
asset turnover ratio, and a significantly higher debt-to-asset ratio than International
Financial Reporting Standards-country firms (Bao et al., 2010). Further investigation in
this area is necessary, particularly in the accounting prediction literature, because the
question arises whether countries should follow the same/different procedures and
whether universal procedures should govern worldwide or whether it is better that
countries modify their standards according to their domestic economic, political and
cultural circumstances.

The main objective of this paper is to compare US-GAAP operating cash flows with
that of Iran-GAAP to determine whether US-GAAP or Iran-GAAP standards provide
better cash flow prediction. To achieve this objective, as in previous investigations, this
study uses current cash flows and current earnings based on Iran-GAAP and US-GAAP
and their decompositions. I suggest that operating cash flows based on US-GAAP and
Iran-GAAP have the same ability for cash flow prediction because, as prior studies have
shown (Cheng and Hollie, 2008; Arthur et al., 2007), the core components of current cash
flows are much more significant for predicting future cash flows than non-core
components. On the other hand, differences between Iran-GAAP and US-GAAP
operating cash flows are related to non-core components of current cash flows. This
conclusion is important because there is evidence to show that there is no necessity for
the Iran accounting standards setting committee to change the structures of the
statement of cash flows from the three-category model to the five-category model (as a
new model).
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This study aims to extend the cash flow prediction literature in three ways. First,
similar to prior studies (Barth et al,, 2001; Al-Attar and Hussain, 2004; Nam ef al., 2007),
I use historical cash flows, but I develop these cash flows based on the two standards
(Iran and USA). In this section, I show both the differences and relations of operating
cash flows and decompose current aggregate cash flows provided by Iran-GAAP and
US-GAAP to forecast future cash flows. I have two intentions with this decomposition:
first, the role of each of the cash flow components based on the two standards is
investigated and, second, the ability of Iran-GAAP and US-GAAP operating cash flows
to predict future cash flows is compared.

Second, this study uses disaggregation of historical operating earnings and earnings
after tax but before extraordinary items, in which Iran-GA AP operating cash flows and
US-GAAP operating cash flows are based, respectively, to predict future cash flows.
The first objective of earnings decomposition is to investigate the role of each earnings
component, ie. cash flow and accrual components, (regardless of whether these
components were considered in prior studies) based on the two standards considered.
Second, earnings decomposition reveals whether, by adding the earning accrual
components to the cash flow models (three-category model and five-category model), the
predictive ability of Iran-GAAP operating cash flows versus US-GAAP operating cash
flows improves. In addition, this result demonstrates whether historical operating
earnings have a greater ability to predict future cash flows than earnings after tax, but
before extraordinary items. This result is quite important with respect to the cash flow
prediction literature because it shows whether the behavioral approach that FASB uses
for providing financial statements or the structural approach that IRASC uses to
prepare cash flow statements is more useful for investors and other users.

Third, because of conflicting results in prior studies that show that reported cash flows
from operations is more effective in forecasting future cash flows than is an accrual-based
system (Barth et al, 2001; Al-Attar and Hussain, 2004; Nam et al, 2007) and because
researchers find that earnings are better predictors of future cash flows than cash flows
(Greenberg et al, 1986; Dechow et al., 1998; Ebaid, 2011), this study compares the ability to
explain earnings and operating cash flow based on both standards. This approach is taken
to indicate whether adding earnings accrual components to cash flow models in both
standards has the same effect on the predictive ability of this model or whether the influence
of the two models (three-category model and five-category model) differs. This section
investigates the predictive ability of operating earnings versus Iran-GAAP operating cash
flows and earnings after tax but before extraordinary items, versus US-GAAP operating
cash flows. I suggest that accounting earnings based on the accrual system have higher
information content than cash flows for predicting future cash flows because the accrual
components, such as accounts receivable, inventory and accounts payable, yield information
about future cash flows.

This paper proceeds as follows: Section 2 provides a brief background about Tehran
Stock Exchange (TSE) and standard setting process in Iran. Section 3 develops the
hypothesis, and Section 4 presents the research design. Section 5 explains the empirical
results and, finally, Section 6 sets forth a discussion and conclusion.

2. Hypothesis development
According to FASB, the statement of cash flow has three classifications: operating
activities, investing activities and financing activities. In US-GAAP, operating cash



flows provide net income, and, because net income consists of operating earnings,
interests, taxes, etc., operating cash flows reflect the cash of operating earnings (i.e.
receipts from customers, payments in cash to materials and goods sellers and payment
in cash of operating expenses), tax, interests and dividends received. However,
Iran-GAAP requires for operating cash flows to be based on the definition of “operating
activities”. Because operating earnings do not include interest, taxes, etc., operating cash
flows simply reflect cash earned from operating earnings (i.e. receipts from customers,
payments in cash to materials and goods sellers and payment in cash of operating
expenses). In Iran-GAAP, tax is presented in an independent section, while dividends
received, interest received, interest paid and dividends paid are categorized as returns
on investments and financial servicing. Thus, in the Iranian Statements of cash flow,
operating cash flows based on US-GAAP can be classified in three groups: operating
activities; return on investment and finance servicing; and taxation. Because we want to
predict Iran-GAAP operating cash flows without interest, taxes, etc., as these items are
not related to the definition of “operating activities”, it is not expected that they have an
important role in predicting Iranian operating cash flows. Therefore, classifying these
items into segregated groups (according to Iran-GA AP) rather than into operating cash
flows as a single (according to US-GAAP) does not increase the predictive ability of
future cash flows. Thus, to determine whether the separate provision of cash flow
components based on Iran-GAAP is beneficial to users, the first hypothesis is
formulated as follows:

HI. The five-category model (Iran-GAAP) is not superior to the three-category
model (US-GAAP) in terms of predicting future cash flows.

The operating cash flows based on US-GAAP include both core and non-core
components, while the operating cash flows based on Iran-GAAP consists of core
components. The findings of prior studies on the predictive ability of core components
show that core components of current cash flows are useful for predictions. For example,
Cheng and Hollie (2005) show a significant relation between cash received from
customers, cash paid to suppliers and employees and operating expenses and
future cash flows. Moreover, Cheng and Hollie (2008) indicate that core components of
current cash flows can be used to predict future cash flows, although they play different
roles in forecasting future cash flows, whereas separation of cash flows into core and
non-core components increases the predictive ability of the cash flow prediction model.
Furthermore, Arthur ef al. (2007) indicate that core components are highly significant in
predicting future earnings.

However, the results of previous research indicate that non-core components have
less significance (or insignificance) in cash flows/earnings prediction. For example,
findings of Cheng and Hollie (2005) imply that tax does not persist much to next period.
They present two reasons for it: first, persistence of taxes depends on the sources of
income that the taxes are levied on and, second, tax is affected by firms’ tax strategy.
Also, Cheng and Hollie (2008) show that cash flows related to taxes has the least
persistence in predicting future cash flows. In addition, Arthur ef @l (2007) demonstrate
that non-core components are insignificant in predicting future earnings.

Based on the prior research, I argue that omitting non-core components from
operating cash flows does not increase the predictive ability of operating cash flows, as
these items do not play an important role in forecasting future cash flows from
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operations. As a result, I propose that operating cash flows based on Iran-GAAP are not
more capable of anticipating future operating cash flows than methods based on
US-GAAP. Therefore, to examine whether operating cash flows based on the operating
activity definition (CFO under Iran-GA AP) are more useful to users than operating cash
flows that consist of non-core factors, the second hypothesis is formed as follows:

H2. Tran-GAAP operating cash flows do not have greater ability to predict future
cash flows than US-GA AP operating cash flows.

3. Research design

The first model, which uses current operating cash flows based on US-GAAP for
predicting future cash flows, is designated Model (1). In fact, this model (USA model)
shows the explanatory power of the three-category model (USA model):

CFO,., (IR) = a, + &CFO,US) + & (Model 1)

Where iand t denote firm and year, respectively; and CFO, , ; (IR) is the future operating
cash flows based on IRAN-GAAP and CFO(USA) is the current operating cash flows
based on US-GAAP.

Because operating cash flow under US-GAAP is equivalent to the sum of three parts
under Iran-GAAP, operating cash flow, return on investment and servicing of finance
and taxation, the second model (IR model), which indicates the explanatory power of the
five-category model (IR), is described as follows:

CFO; (IR) = oy + oCFO,(IR) + ayReturn + a;Tax + ¢  (Model 2)

Where CFO(IR) is the current operating cash flows based on Iran-GAAP, Return is cash
flow related to return on investment and servicing of finance and Tax is cash flow
related to tax payments.

To test H2, first aggregated cash flows and disaggregated cash flows without control
variables are used, and then earnings or cash flows with accruals as control variables are
used.

3.1 Aggregated and disaggregated cash flows as a predictor of future cash flows

I compare the explanatory power of Model (3), which uses current operating cash flows
based on Iran-GAAP for predicting future cash flows, and the explanatory power of
Model (2), which uses current operating cash flows based on US-GAAP to predict future
cash flows. Model (3) is described as follows:

CFO,,, (IR) = ay + o4CFO,(IR) + ¢ (Model 3)
Based on Iran-GAAP, operating cash flow is performed as below:

CFOgg, = CF_SA-CF_CO-CF_OE + /=CFOO + /=OCFOy,
(Equation 1)

Where CF_SA is cash flow from sales; CF_CO is cash flow from cost of goods sold;
CF_OE is cash flow from operating and administrative expenses; CFOO is cash flow
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from non-operating expenses and income; and OCFO, is another cash flow based on
Iran-GAAP[1]. The first model that tests the operating cash flow based on Iran-GAAP
and its core components in predicting future cash flows is established by equation (1)
and Model (3) as below:

CFO,,, (IR) = a + ,CF_SA, + o,CF_CO, + o,CF_OE, + «,CFOO0,
+ a;OCFOy, + € (Model 4)

Based on equation (1), I expect that the coefficient on CF_SA (cash flows from sales) has
a positive sign, while the coefficient on CF_CO (cash flow from cost of goods sold) and
that of CF_OE (cash flow from operating and administrative expenses) has a negative
sign in Model (2).

Based on the statement of cash flows structure (Appendix 2), the operating cash flow
based on US-GAAP equals the operating cash flow based on Iran-GA AP, minus the cash
flow related to tax payments, plus cash flow received from interest, minus cash flow
related to interest payments, plus cash flow related to dividend receipts:

CFO (US) = CFO (IRAN) — TAX + INTREC — INTPAD + DIVREC
(Equation 2)

CFO (US) is net cash flow from operating activities based on US-GAAP; CFOggay, is net
cash flow from operating activities based on Iran-GAAP; TAX is cash flow related to tax
payments; INTREC is cash flow received from interest; INTPAD is cash flow related to
interest payments; and DIVREC is cash flow related to dividend receipts. The second model,
which tests operating cash flow based on US-GAAP and its core components in predicting
future cash flows, is performed by considering equation (2) and Model (4) below:

CFO,,, (IR) = ay + ,CF_SA, + o,CF_CO, + «,CF_OE, + o:CFOO,
+ ogTAX, + oINTREC, + oNTPAD, + a,DIVREC,
+ a;OCFOg. + & (Model 5)

Where OCFO sy, is other cash flow based on US-GAAP. Based on equation (2), 1
predicts that coefficients on TAX (cash flow related to tax payments) and INTPAD
(cash flow related to interest payments) have negative signs, while coefficients on
INTREC (cash flow received from interest) and DIVREC (cash flow related to dividend
reception) have positive signs, as in Model (5).

3.2 Disaggregated earnings as a predictor of future cash flows
The aggregate operating earnings model is performed as below:

CFO,,, = ay + a,0F, + ¢ (Model 6)

Where OE is operating earnings. To examine the predictive ability of operating cash flows
based on US-GAAP and that of Iran-GA AP based on the accrual model, I extend Model (4)
by decomposing the operating earnings into their accrual and cash flow components. Based
on Iran-GAAP, operating earnings equal cash flow from operations, plus accruals:

EREn fyl_llsl
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OE = CFO, + Acqr, (Equation 4)

Where Acgy, is accruals calculated as the difference between OE and CFO,. I also
extend equation (4) by separating accruals into their components, i.e. equation (5):

Acqr, = AAR + AOAR + AINV + APP + (DE + AM) + AAP + AOAP
+ APD + AOTA (Equation 5)

Where AAR is change in accounts receivable; AOAR is change in other accounts
receivable; APP is change in prepayment; AINV is change in inventory per the statement
of cash flows; (D+ A) is depreciation expense plus amortization expense; AAP is change
in accounts payable; AOAP is change in other accounts payable; APD is change in
advances; OTA, is other accruals based on Iran-GAAP; and OTA gy, is other
accruals based on US-GAAP[3]. The first model that adds accruals to the cash flow
Model (2) as control variables for predicting future cash flows is established by
considering Model (6) and equations (1), (4) and (5):

CFO,., (IR) = a, + &,CF_SA, + a,CF_CO, + a,CF_OE, + ,CFOO,
+ a.OCFO,, + asAAR, + t;AOAR, + aAINV, + a,APP,
+ ay(DE, + AM) + apAAP, + a,AOAP, + oy, APD, (Model 7)
+ o AOTA g + &

Earnings before unanticipated items and stopped items are used for predicting future
cash flow based on US-GAAP. Barth et al. (2001) use the following model:

CFO,., = ag + aF, + ¢ (Model 8)

Where E is income before extraordinary items and discontinued operations. I extend
Model (8) by decomposing earnings before unanticipated items and stopped items into
their accrual and cash flow components. Based on US-GAAP, earnings before
unanticipated items and stopped items equals cash flows from operations, based on
US-GAAP, plus accruals:

E = CFOys + Acqs, (Equation 6)

Where Acsy, is accruals calculated as the difference between E and CFO g ). I also
extend equation (4) by separating accruals into their components, i.e. equation (7):

Acqs, = AAR + AOAR + AINV + APP + (DE + AM) + AAP + AOAP
+ APD + AOTA®US) (Equation 7)
The second model adds accruals to the cash flow Model (5) as control variables for

predicting future cash flows. This model is established by considering Model (8) and
equations (1), (6) and (7):
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CFO,,,(IR) = a, + a,CF_SA + &CF CO + «CF_OE + «,CFOO
+ «TAX + aINTREC + «INTPAD + o DIVREC
+ a0CFO s, + aAAR + 0 AOAR + 0, AINV + c,APP
+ a,(DEPR + AMORT) + a:AAP + a;AOAP + a,,APD (Model9)
+ a;gAOTA sy + €

Consistent with the literature, in the present study, all explanatory variables are scaled
by lagged total assets for firm 7.

3.3 Sample selection

The statistical portion of this study consists of all firms listed on the TSE since 2004. In
this research, the systematic elimination method is used for sample selection. My initial
sample contains 433 firms. The sample selection process is summarized in Table I. In the
first stage, I delete firms whose end-of-period was not March 20 (year-end in Iran). In the
second stage, I exclude investment and financial firms because the nature of these firms
differs from other firms. In the third stage, I omit firms that changed their year-ends
because they ignored voluntary disclosure in financial reporting. Accordingly, the
sample of firms investigated is 240 firms (1200 firm-years). In fact, the sample includes
all non-financial firms whose final financial year was March 20, whose financial
information was available during the time of research, and whose financial year had not
changed. This study covers the time period of 2004 to 2008, as cash flow operations
derived from statements of cash flows and other variables are available for this period.

4. Research findings

4.1 Descriptive statistics

Table II presents descriptive statistics, including mean value, standard deviation and
median of each variable. The mean value of OE and E (0.162 and 0.130, respectively) is
higher than that of CFO gy and CFO g, (0.131 and 0.080, respectively). This is expected,
as OE (E) is increased by some non-cash accruals such as accounts receivable, but cash
flow measures are not. The mean values of OE (E) and CFO g, (CFOg) are positive, so
that of ACgg, (ACys)) is positive as well.

The positive means and medians of accruals in this study are inconsistent with the
negative means of accruals found in prior studies (Dechow et al., 1998; Barth et al., 2001;
Al-Attar and Hussain, 2004; Cheng and Hollie, 2008) because, based on their data, the
means and median values of long-term accruals, such as depreciation, are higher than
short-term accruals, such as accounts receivable and inventory. However, based on
Iranian data, the variation in accounts receivable and inventory is higher than

Steps No. of firms
1. All Firms with available cash from operations and earnings 433
2. Deletion of firms that end of their periods has not been at 20 March (120)
3. Exclusion of observations that have belonged to investment and financial firms (50)
4. Exclusion of observations that have changed their year-ends (23)
Total Sample Firms 240
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depreciation. This conflict indicates that total accruals, on average, are heavily affected
by long-term accruals and short-term accruals based on the respective American and
Iranian data. In addition, the standard deviation of OE and E is 0.227 and 0.264,
respectively, which is higher than the standard deviations of CFO gy and CFO s, (0.212
and 0.262, respectively). These results contrast with the findings of prior research,
which report that the standard deviation of EARNS is lower than that of CFO (Dechow
et al., 1998) and consistent with studies that show the standard deviation of EARNS as
higher than the standard deviation of CFO (Farshadfar ef al., 2008). I reason that these
differences may be related to sample selection criteria or due to the fact that Iranian
firms are generally smaller and younger than companies listed on the US capital
markets. Also, I reason that these dissimilarities may be due to the fact that companies
listed on the Iran capital market report more frequent losses than those listed on the US
capital markets. Tables III and IV also indicates the mean, median value and standard
deviation value for components of cash flows and accruals. The mean and median value
of change in accounts receivable (0.054 and 0.034, respectively) are higher than those of
other accrual components of earnings. Further, I find that the highest mean and median
values among components of cash flows belong to cash flows from sales (0.906 and
0.875, respectively).

Table III, presents Pearson correlations between EARNS, CFO, ACCRUALS and
accrual components. As expected, while there is a positive and significant relationship
between CFO and EARNS, the correlation between CF and ACCRUALS is significantly
negatively based on US-GAAP and Iran-GAAP. Both OE and E are significantly
positively correlated with accrual components (AAAR, AINV,D_A, AAP, OTA [IR]and
OTA [USA)) and significantly negatively correlated with AOAP. Table IV also shows
the Pearson correlations between accrual components. Since the highest correlation
coefficient is between AOAR and AOAP (0.65), multicollinearity could not be a cause of
problems in the regression. Panel B reports the correlation between CFO and its
components. Based on Iran-GA AP, the correlation between CFO and CF_SA, OCFO (IR),
INRE and INPA is positive and significant, while CFO is significantly negatively
correlated with CF_OE, CFOO and TAX. Based on US-GAAP, CFO is significantly
positively associated with CFS, INRE and SP, while CFO is significantly negatively
correlated with CF_OE and CFOO. According to Panel B, the highest correlation
between components of CFO based on Iran-GA AP is related to CFP and OCFO (IR), with
avalue of 0.74, and that based on US-GA AP is associated with CF_CO and OCFO (USA),
with a value of 0.65. These results reveal that there is not high multicollinearity among
the independent variables in Models (4), (5), (7), and (9).

4.2 Results

4.2.1 The first hypothesis. Panel A of Table V reports the relationship between three
components of cash flow (i.e. CFO t (IR), TAX and RETURN) and future operating cash
flows based on the five-category model (IR). The results in Panel A show that the
relationship between operating cash flows based on the five-category (CFO t (IR)) model
and future cash flow is positive, while the relationship between cash flow related to tax
payments (TAX) and cash flow from operations is negative and significant at the 0.05
level for all five years (2004-2008). I also re-estimate the regression Model (2) using the
panel data method. The coefficients for the three-part model are significant at the 0.05
level. CFO t (IR) has a coefficient of 0.384 with a #-statistic of 13.97, RETURN has a
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coefficient of 0.573 with a ¢-statistic of 3.182; and TAX has a coefficient of —0.413 with
a f-statistic of —3.37. By comparing the results from the two approaches, we notice that
in contrast with the cross-sectional method, in the panel data approach, RETURN plays
an important role in predicting future cash flows. This difference is one reason for using
two approaches in testing the study hypotheses. Because the panel data method has
several advantages over the cross-sectional method, my conclusion is based on this
approach. Thus, based on the panel data method, the results in Panel A show that all
three parts, i.e. operating cash flow, return on investment and servicing of finance and
taxation are able to predict future cash flows. As a result, moreover, with respect to cash
flows related to operating activities, we should consider return on investment and
servicing of finance and taxation in predicting future cash flows; further, because of
their importance, I suggest that we should not omit these items from operating cash
flows.

Panel B of Table V reports the relationship between current cash flows based on the
three-category model (USA) and future operating cash flows. The results in Panel B
show that the relationship between operating cash flows based on the three-category
[CFO t (USA)] model and future cash flow is positive and significant at the 0.05 level for
all five years (2004-2008). Similarly, the coefficient on CFO t (USA) (0.208) is positive and
significant at the 0.05 level in the panel data regression approach. These results indicate
that current cash flows based on US-GAAP are able to predict future cash flows.

The results of the Vuong’s (1989) Z-statistic are presented near the end of Table V. If
the Z-statistic is significantly positive, the test shows that the five-category model (IR)
has greater ability to predict future cash flows, whereas if the Z-statistic is significantly
negative, the three-category model (USA) is a better predictor. Table V reports that the
Z-statistic is positive and insignificant for all four years of the sample period (2004-2007)
and negative and insignificant for 2008 and the panel data approach. Results for the
Vuong test for Models (1) and (2) show that the five-category model (IR) is not a superior
predictor with respect to future cash flows than the three-category model (USA). Thus,
I conclude that the five-category model (Iran-GAAP) and the three-category model
(US-GAAP) have the same ability to predict future cash flows.

4.2.2 The second hypothesis. Panel A of Table VI reports the relationship between
current cash flows based on Iran-GA AP and future operating cash flows. The results in
Panel A show that the relationship between operating cash flows based on Iran-GAAP
and future cash flow is positive and significant at the 0.05 level for all five years
(2004-2008), as well as in the panel data regression approach. The results in Panel A
reveal that current cash flows based on Iran-GAAP have predictive ability with respect
to future cash flows.

Panel B of Table VI reports the predictive ability of cash flow based on US- and
Iran-GAAP for future cash flows at the aggregate level. If the Z-statistic is significantly
positive, the test shows that operating cash flows under Iran-GA AP have greater ability
to predict future cash flows, whereas if the Z-statistic is significantly negative, operating
cash flow under US-GAAP is a better predictor. Panel B of Table VI reports that the
Z-statistic is positive and insignificant for all four years of the sample period
(2004-2007), and negative and insignificant for 2008 and for the panel data approach.
Results for the Vuong test for Models (1) and (3) indicate that operating cash flow under
Iran-GAAP is not a superior predictor of future cash flows than operating cash flow
under US-GAAP. Accordingly, H2 is accepted at the aggregate level.
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Panels A and B of Table VII report the relationship between components of cash flows
and future operating cash flows based on Iran-GAAP and US-GA AP, respectively. The
results in Panels A and B of this Table show that all core cash flow components (CF_SA,
CF_CO and CF_OE) are significant in both the cross-sectional and the panel data
approach. The signs of the coefficients are consistent with my expectations; that is, an
increase in CF_SA should reflect higher cash flows for the next period, while CF_CO and
CF_OE are negatively related to future cash flows. These findings reveal that core
components of current cash flows are able to predict future cash flows based on
Iran-GAAP and US-GAAP. Also similar to the cross-sectional approach results, the
t-statistic of the panel data method indicates that all non-core cash flow components
(CFOO, TAX, INRE, INPA and DIV) are not significant, with the exception of OCFO,
which is significant. These results confirm my expectations that core cash flow
components (non-core cash flow components) are (are not) significantly able to predict
next-period cash flows.

The results of the Vuong (1989) Z-statistic are presented near the end of Table VIL. If
the Z-statistic is significantly positive, the test shows that Iran-GAAP cash flow from
operations has greater ability to predict future cash flows, whereas if the Z-statistic is
significantly negative, the US-GAAP cash flow from operations is a better predictor.
Table VIl reports that the Z-statistic is negative and insignificant for all five years of the
sample period in both the cross-sectional and the panel data approach for Models (4) and
(5). Results for the Vuong test for Models (4) and (5) indicate that US-GAAP cash flow
from operations is not a superior predictor for predicting future cash flows than do
Iran-GA AP operating cash flows.

Table VIII reports summary statistics from estimating Models (7) and (9), which
disaggregate current earnings into cash and accrual components. The cross-sectional
results in Panels A and B of Table VIII indicate that all core components of cash flow are
significant at the 0.05 level with signs consistent with expectations, across each of the
sampled years, while coefficients of the accrual components are inconsistent across
those years. The coefficients on the accrual components reveal that estimated signs for
all accrual components are constant through the sample period, but their significance is
not permanent across the sample period, with the exception of INV and AP, which are
permanent. These findings demonstrate that, with the exception of INV and AP, the
other components of accrual are not reliable predictors of future cash flow based on the
cross-sectional approach. Table VIII (Panels A and B) also indicates that, as predicted,
all coefficients on the accrual components and core cash flow components are significant
at the 0.05 level in the panel data regression model. Thus, the components of accruals
and core cash flows based on both US-GAAP and Iran-GAAP are all significant in
predicting future cash flow.

The results of the Vuong test are reported in Table IX. The Vuong (1989) Z-statistic
compares the explanatory power of the accrual models [Models (7) and (9)) with that of
the cash models [Models (4) and (5)]. This comparison helps me to know whether
earnings have more power than operating cash flow in explaining future cash flow. The
results shown in Table IX indicate that the adjusted R of the disaggregated current
cash flow and the accrual components specifications exceed that of the disaggregated
current cash flow specification and, based on a Vuong (1989) Z-statistic, I find that this
increase is statistically significant at the 0.05 level. Consistent with this evidence, I find
that adding accrual components — change in: accounts receivable, other accounts
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receivable, inventory, prepayment, depreciation and amortization, accounts payable,
other accounts payable, advances and other accruals — to the disaggregated cash flow
model significantly enhances the predictive ability of cash flows.

5. Discussion and conclusion

This study suggests a new approach to testing two common facets of accounting theory,
1e. a behavioral and structural approach based on the two different structures of
statements of cash flows. This study is the first to document a comparison between the
predictive ability of operating cash flows under Iran-GAAP and US-GAAP for future
cash flows. This is an important issue because it reveals whether the method of
classifying items of statement of cash flows affects future cash flow prediction and,
thereby, users of financial statements for economic decision making, such as investing
and lending. Some of my key findings are discussed and explained in the paragraphs
below.

First, the results of this study provide evidence that Iran-GA AP operating cash flows
do not have greater ability to predict future cash flows than US-GAAP operating cash
flows. Second, historical operating earnings and earnings after tax but before
extraordinary items have the same ability to forecast future cash flows. Third, each
accrual and cash flow component reflects different information relating to future cash
flows. Finally, the findings of this study show that adding earnings accrual components
to operating cash flows (whether three-category or five-category) increases the
predictive ability of the model.

This study indicates that the five-category model (Iran-GAAP) is not superior to the
three-category model (US-GAAP) in predicting future cash flows because of
the significant relationship between the core components and future cash flows, and the
insignificant relationship between the non-core components (which differ in the two
models) and future cash flows. Also, as previous studies show (Dechow et al., 2004;
Arthur et al., 2007; Cheng and Hollie, 2008), non-core components are not closely related
to operating activities, but are related to the capital structure of a firm, such as interest
or taxes. These results support my suggestion that, to converge with international
procedures, the Iranian accounting standards setting committee should not change its
cash flow statement structure from the three-category to the five-category model.

My findings show that adding accruals to operating cash flows based on US-GAAP
and Iran-GAAP does not enhance predictive ability. In other words, neither operating
earnings nor earnings after tax but before extraordinary items show greater ability in
forecasting future cash flows. I reason that their differences are related to items such as
non-operating expenses or non-operating revenues not classified as operating activities.
As a result, the equal predictive ability of Iran-GAAP operating cash flows, which is
based on structural theory, and of US-GAAP cash flow from operations, which is based
on behavioral theory, reveals that there is no significant difference between these
approaches in providing useful information to financial statement users for economic
decision-making.

In addition, this study, based on accrual components and future cash flow relations,
highlights that, similar to the accrual components used by Barth et al (2001) (i.e.
accounts receivable, inventory, depreciation expense, amortization and other accruals or
other accrual components, including other receivable accounts, prepayments, other
payment accounts and advance receipts), the components used in this study are able to



predict future cash flows — results that have not been reported in the literature thus far.
These results confirm the empirical evidence provided by Barth et al. (2001). However, in
this paper, other receivable accounts, prepayments, other payment accounts and
advanced receipts are developed to predict future cash flow; Barth ef al failed to
consider the role of these items for cash flow prediction. Finally, this study is consistent
with the FASB, financial analysts’ recommendations and the findings in other research
that earnings are better predictors than cash flow from operations (Dechow et al., 1998;
Nam et al., 2007). This study’s findings contrast with those of some prior studies that
show that operating cash flows are more informative than earnings (Barth et al, 2001;
Al-Attar and Hussain, 2004; Farshadfar et al, 2008). I speculate that the accrual
accounting system and accrual income numbers, in particular, are more useful for
predicting future cash flow than the cash-based system, and this superior ability is
associated with accruals that play an important role in future cash flow prediction. As
such, both accounts receivable and accounts payable give information about future cash
flows. But this study’s results show that operating earnings are not more useful than
earnings after tax but before extraordinary items.

Following the recommendations of Krishnan (2003), I contend that the results of this
study should be viewed as a first step toward comprehension of the predictive abilities
of the various operating cash flows from the FASB Cash Flows Statement versus
US-GAAP cash flows for predicting future cash flows. Future research should also
include countries from Asia, the UK and Eastern Europe to generate further evidence of
the probable predictive ability differences between US-GAAP and non-US-GAAP cash
flows with respect to future cash flows.

Notes
1. The detailed definitions of these variables are provided in Appendix 1.

2. In this study, the core and non-core cash flows are defined based on operating activities
definition. The cash flows related to operating activities of the income statement such as sales,
cost of goods sold and operating expenses are classified as core cash flows and non-core cash
flows are defined as items that are not closely related to operation such as interest, tax and
dividend reception like study of Cheng and Hollie (2008).

3. The detailed definitions of these variables are provided in Appendix 1.

References

Al-Attar, A. and Hussain, S. (2004), “Corporate data and future cash flows”, Journal of Business,
Finance & Accounting, Vol. 31 Nos 7/8, pp. 861-903.

Arthur, N., Czernkowski, R. and Chen, M. (2007), “The persistence of cash flow components into
future earnings”, Working Paper, Macquarie University.

Bao, D.-H., Lee, J. and Romeo, G. (2010), “Comparisons on selected ratios between IFRS and US
GAAP companies”, Journal of Financial Reporting and Accounting, Vol. 8 No. 1, pp. 22-34.

Barth, M., Carm, D. and Nelson, K. (2001), “Accruals and the prediction of future cash flow”, The
Accounting Review, Vol. 76 No. 1, pp. 27-58.

Bowen, R.M., Burgstahler, D. and Daley, L.A. (1986), “Evidence on the relationships between
earnings and various measures of cash Flow”, The Accounting Review, Vol. 61 No. 4,
pp. 713-725.

EREn fyl_llsl

Comparing
US-GAAP and
Iran-GAAP

61




JFRA
13,1

62

Bozorg Asl, M. (2002), “The process of planning national accounting standard, the difference
between national and international standards: a focus on the standard of cash flow”,
Accounting Monthly, Vol. 148 No. 17, pp. 23-25.

Brochet, F., Nam, S. and Ronen, J. (2009), “The role of accruals in predicting future cash flows and
stock returns”, Working Paper, Harvard Business School, Rensselaer Polytechnic Institute
(RPI), Accounting, Finance and Economics and New York University (NYU), Department of
Accounting, Taxation & Business Law.

Cheng, C.S. and Hollie, D. (2005), “The usefulness of core and non-core cash flows in predicting
future cash flows”, Working Paper, C.T. Bauer College of Business, University of Houston.

Cheng, C.S. and Hollie, D. (2008), “Do core and non-core cash flows from operations persist
differently in predicting future cash flows?”, Review of Quantitative Finance and
Accounting, Vol. 31 No. 1, pp. 29-53.

Clinch, G., Sidhu, B. and Sin, S. (2002), “The usefulness of direct and indirect cash flow
disclosures”, Review of Accounting Studies, Vol. 7 No. 4, pp. 383-404.

Dechow, P.M. and K.M. Schrand (2004), Earnings Quality, The Research Foundation of the CFA
Institute, Charlotteville, VA.

Dechow, P., Kothari, S. and Watts, R. (1998), “The relation between earnings and cash flows”,
Journal of Accounting and Economics, Vol. 25 No. 2, pp. 133-168.

Ebaid, LE.-S. (2011), “Accruals and the prediction of future cash flows: empirical evidence from an
emerging market”, Management Research Review, Vol. 34 No. 7, pp. 838-853.

Farshadfar, S. and Momeni, R. (2013), “Further evidence on the usefulness of direct method cash

flow components for forecasting future cash flows”, International Journal of Accounting,
Vol. 48 No. 1, pp. 111-133.

Farshadfar, S., Ng, C. and Brimble, M. (2008), “The relative ability of earnings and cash flow data
in forecasting future cash flows some Australian evidence”, Pacific Accounting Review,
Vol. 20 No. 3, pp. 254-268.

Financial Accounting Standards Board (FASB) (1978), “Objectives of financial reporting by
business enterprise, statement of financial accounting concepts”, No. 1, FASB, Stamford,
CT.

Finger, C.A. (1994), “The ability of earnings to predict future earnings and cash flows”, Journal of
Accounting Research, Vol. 32 No. 2, pp. 210-223.

Fisher, R. (1980), “Net earnings as an indicator of future operational cash flows”, Unpublished PHD
Dissertation, University of Kansas.

Greenberg, RR., Johnson, G.L. and Ramesh, K. (1986), “Earnings versus cash flow as a predictor

of future cash flow measures”, Journal of Accounting, Auditing & Finance, Vol. 1 No. 4,
pp. 266-277.

Ismail, B. and Choi, K. (1996), “Determinants of time-series properties of earnings and cash flows”,
Review of Financial and Economics, Vol. 5 No. 2, pp. 131-145.

Kadri, M.H., Abdul Aziz, R. and Ibrahim, M.K. (2009), “Value relevance of book value and
earnings: evidence from two different financial reporting regimes”, Journal of Financial
Reporting and Accounting, Vol. 7 No. 1, pp. 1-16.

Kim, M. and Kross, W. (2005), “The ability of earnings to predict future operating cash flows has
been increasing — not decreasing”, Journal of Accounting Research, Vol. 43 No. 5, pp. 1-28.

Krishnan, G.V. (2003), “Which is more useful for predicting future cash flows, IAS-earnings or
US-GAAP-earnings?”, Working Paper, School of Management, George Mason University.

R fyl_llsl



Lorek, K.S., Schaefer, T.F. and Willinger, G.L. (1993), “ Time-series properties and predictive
ability of fund flow variables”, The Accounting Review, Vol. 66 No. 1, pp. 151-163.

Lorek, K.S. and Willinger, G.L. (1996), “A multivariate time-series prediction model for cash flow
data”, The Accounting Review, Vol. 71 No. 1, pp. 81-102.

Moradzadeh, M. (2002), “Statement of cash flow, Iran Standards Vs. international Standards”,
Accounting Monthly, Vol. 147 No. 17, pp. 70-72 (in Persian).

Nam, S., Brochet, F. and Ronen, J. (2007), “The role of accruals in predicting future cash flows and
stock returns”, Working Paper, Harvard Business School, Rensselaer Polytechnic Institute
(RPI), Accounting, Finance and Economics and New York University (NYU), Department of
Accounting, Taxation & Business Law.

Pung, W.Y. (2005), “Accruals and the prediction of future cash flows in Hong Kong”, Working
Paper, Hong Kong Baptist University.

Standards of Iran Accounting (2001), “Iran audit organization”, The Journal of Accounting
Organization, Vol. 160 No. 2.

Vuong, Q. (1989), “Likelihood ratio tests for model selection and non-nested hypotheses”,
Econometrica, Vol. 57 No. 2, pp. 307-333.

Wilson, G.P. (1986), “The relative information content of accruals and cash flows: combined
evidence at the earnings announcement and annual report release date”, Journal of
Accounting Research, Vol. 24, pp. 165-200.

Wolk, H.I. and Michael, G. (2001), Accounting Theory: A Conceptual and Institutional Approach,
South-Western College Publishing.

Yoder, T.R. (2006), “The incremental cash flow predictive ability of accrual models”, Working
Paper, The Pennsylvania State University.

Further reading

Dechow, P.M. (1994), “Accounting earnings and cash flows as measures of firm performance: the
role of accounting accruals”, Journal of Accounting and Economics, Vol. 18 No. 1, pp. 3-42.

Financial Accounting Standards Board (FASB) (1984), “Recognition and measurement in
financial, statement of financial accounting concepts”, No. 5, FASB.

ol Ll Zyl_ﬁl

Comparing
US-GAAP and
Iran-GAAP

63




JFR A Appendix
13,1

Variables

64

Definition

OE
AC(R)

CFO (IR)
E

CFO (US)
AC (US)
AAR
AOAR

APP
AINV

D_A
AAP
AOAP

APD
OTA (IR)

OTA s

CFO
CF_SA

CF_CO

CF_OE

CFOO

INRE

INPA
Table Al DIV
Definition of TAX
variables

Operating earnings scales by beginning total assets
Accruals based on the IRAN-GAAP that calculated as the difference between OE and
CFO g, scales by beginning total assets
Net cash flow from operating activities based on IRAN-GAAP scales by beginning
total assets
Income before extraordinary items and discontinued operation scales by beginning
total assets
Net cash flow from operating activities based on US-GAAP scales by beginning total
assets
Accruals calculated as the difference between E and CFO (g, scales by beginning
total assets
Change in accounts receivable that equals (AR , - AR ;) scales by beginning total
assets
Change in other accounts receivable equals (OAR —OAR, ;) scales by beginning total
assets
Change in prepayment equals (PP —PP, ;) scales by beginning total assets
Change in inventory per the statement of cash flows equals (INV ~INV_ ;) scales by
beginning total assets
Depreciation expense plus Amortization expense scales by beginning total assets
Change in accounts payable equals (AP —OAP, ;) scales by beginning total assets
Change in other accounts payable equals (OAP —OAP, ;) scales by beginning total
assets
Change in advances equals (PD —PD, ) scales by beginning total assets
Other accruals based on Iran-GAAP scales by beginning total assets that obtained
from the below equation: Acz) — AAR, — AOAR, — APP, — AINV + (DEPR +
AMORT) + AAP, + AOAP, + APD,
Other accruals based on US-GAAP scales by beginning total assets that obtained
from the below equation: Acysy — AAR, — AOAR, — APP, — AINV + (DEPR +
AMORT) + AAP, + AOAP, + APD,
Net cash flow from operating activities scales by beginning total assets
Cash flows from sales are calculated as sales minus change in accounts receivable -
trade plus change in advanced receipts scales by beginning total assets
Cash flow from cost of goods sold calculated as cost of goods sold minus change in
accounts payable plus change in inventory plus change in purchase prepayment
scales by beginning total assets
Cash flow from operating and administrative expenses are calculated as operating
expenses plus change in expense prepayment minus deprecation scales by beginning
total assets
Cash flow from non-operating expenses and incomes scales by beginning total assets
Cash flow received from interest scales by beginning total assets
Cash flow related to interest payment scales by beginning total assets
Cash flow related to dividend reception scales by beginning total assets
Cash flow related to tax payments scales by beginning total assets

(continued)
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Variables Definition

Comparing
US-GAAP and

OCFO) IRAN) Other cash flow based Iran-GAAP calculated as cash flow from operating activities

Iran-GAAP

arax) Minus [cash flows from sales minus cash flow from cost of goods sold minus
cash flow from operating and administrative expenses minus/plus cash flow from

non-operating expenses and incomes] scales by beginning total assets

OCFO (US)

Other cash flow based on US-GAAP calculated as cash flow from operating activities 65
ws) minus [cash flows from sales minus cash flow from cost of goods sold minus cash

flow from operating and administrative expenses minus/plus cash flow from non-
operating expenses and incomes minus tax minus cash flow related to interest
payment plus cash flow receive from interest plus cash flow related to dividend

reception] scales by beginning total assets. Table Al
Consolidated statement of cash flows (Direct method)
Cash flow from operations (US-GAAP) Cash flow from operations (IR-GAAP)
Cash received from customers $10,000 Cash received from customers $10,000
Cash paid to suppliers (5,000) Cash paid to suppliers (5,000)
Cash paid to employees and (1,000) Cash paid to employees and (1,000)
operating expenses operating expenses
- Cash provided by operation $4,000
- Cash flow from investments and
servicing of finance
Interest received 700 Interest received $700 Table AIL
Interest paid (500) Interest paid (500) Ca € AlL
Dividend received from affiliate 200 Dividend received from affiliate 200 ompfarmﬁ
Cash provided by Investments $400 stzflltements o Cai
and Servicing of Finance . OWs (exce.pt. t ¢
mvestment activities
Cash flow from tax: and financing) based
Income taxes paid (250) Income taxes paid $(250) on the IRAN-GAAP
Cash provided by operation $4,150 Cash provided by taxation $(250) and US-GAAP
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