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Abstract

The purpose of this study is to investigate the ability of past earnings, compared to past cash flows, to predict future cash flows. A sample of
69 companies was selected, during the years 2004 to 2017, and regression models were applied to analyze the data, using cross-sectional and
time series analysis. Also, in this study, Markov random methods are used to predict future cash flows. For this purpose, transfer probability
matrices were formed and after examining the basic assumptions of the model, the transfer process was estimated and the findings were
extracted. The results of the study show that in predicting future operating cash flows, the ability to explain past operating cash flows has been
greater than past operating profits. Findings in this method also indicate the superiority of the cash flow forecasting power over operating profit
and loss. Other results show that although accruals, as well as their breakdown into smaller components, lack the predictive power of future
cash flows, by adding models from past cash flows, they acquire the power of prediction. In short, the findings indicate the prominent role of
cash flow, compared to profit and loss, in predicting future cash flows.
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Introduction

The main purpose of this study was to test the predictive power of operating cash flows in relation to operating earnings in Tehran
Stock Exchange listed companies examined in the forms of both cross-sectional and longitudinal trends. In addition, the predictive
power of cash flows was analyzed by considering the ability to explain accruals and their components, respectively. The main question
of the research is: Between the operating earnings and the operating cash flow, which one has a higher power in predicting future cash
flows? If the difference between operating earnings and cash flows is equal to accruals, it is worth noting how much accruals can
predict cash flow. The question, then, is whether predictive power increases by breaking down operating earnings into cash flow and
accruals. Although the issue of earnings predictability is not new, the method of measurement and research method has led to different
findings in different studies. In this study, in a structured and purposeful way, cash flows and earnings are compared from different
aspects and with different components. The main emphasis is on the content of the two different forms of reporting, namely the income
statement and the cash flow statement, and finally, the findings can show the superiority of the predictability of the two reported forms.
In addition, the use of Markov stochastic transfer processes to test the predictive power of cash flow is a new topic that offers a new
way to test hypotheses in the field of cash flow.

Method and Data:
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To collect the required data, financial information were collected and reviewed by referring to the financial statements of companies
listed on the Tehran Stock Exchange and Rahavard Novin software. Statistical analysis was performed using Microsoft Excel and Stata
version 14. The time domain of the data is from 2005 to 2018. In order to answer the research questions, 7 models were used.
Subsequently, Markov transfer matrices were created and the main research question was retested.

Findings:
The results show that in general, the adjusted coefficient of the operating cash flow variable is higher than the adjusted coefficient of
the previous operating earnings variable. Therefore, in response to the research question, it can be said that the predictive power of
operating cash flow is greater than the operating earnings. The results also show that despite the change in the way calculating the
operating cash flow, the adjusted coefficients of operating cash flow are still greater than the corresponding values for operating
earnings. Therefore, the findings do not show such a change in answering the question of whether the change in the basis of measuring
operating cash flow leads to a change in the superiority of predictive power. In order to investigate the third question of the research,
relationships (3) and (4) along with relationship (2) are estimated by performing annual cross-sectional regression, summarized in table

(5). The coefficient B1 (trend) in table (5) indicates the confirmation of the increasing predictive role of operating cash flow over time
(positive and significant); however, the increasing predictive trend of accruals is not confirmed. The adjusted coefficient of
determination of equation (7) for all years except for 2012 is greater than the values of equation (3), which is confirmed by the
comparison of the average coefficients in table (6). Furthermore, in 2011 and 2013, the adjusted coefficients have been very close to
each other. Therefore, it can be concluded that the separation of accruals has greatly increased the predictive power of operating cash
flow.

Corresponding matrices are formed, using Markov chain. If the variance of difference between the actual cash flow and the predicted
cash flow based on cash flow criterion is denoted by the S2 symbol and the variance of difference between the actual cash flow and
the predicted cash flow based on the earnings criterion is denoted by the S? symbol, the following formula are used:

{HozsfsséF

H] :S%>S%F
Given that the calculated statistic value F is equal to 1.93 and the value of F at the 95% confidence level according to the table is equal
to 1.62, the hypothesis Ho is rejected. This confirms the conclusion that cash flows are more useful than earnings in predicting future
cash flows.

Conclusion and discussion:

In recent years, the standard setting approach to fair value-based accounting has shifted further and this causes improving earnings
recognition and creating a positive correlation between accruals and future cash flows. In this study, this result was partially confirmed
and in about 10 years out of 14 years of the research period, a positive relationship was found between accruals and future cash flow.
In this study, the use of Markov transfer method along with statistical results was used. Using mathematical modeling, another method
confirmed the greater predictive power of operating cash flow than operating earnings. In this study, the main limitation in analyzing
the data trend was the 14-year research period, which due to the lack of reliable information, it was not possible to expand the research
period. Also, since most companies have been listed on the stock exchange after 2004, their absence in the earlier years limits the
ability to generalize the results. Interested researchers are advised to consider trends in their studies and consider the use of
mathematical methods as complementary or alternative methods to statistical methods.
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Table (3) Summary of the results of the analysis of relationships 1 and 2 of the Cash flow statement
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Figure (1) Summary of the results of the analysis of the models 1 and 2 of the Cash flow statement
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Table (4) Summary of the results of the analysis of the models (1) and (2) of the balance sheet approach
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Figure (2) Summary of the results of the analysis of the models (1) and (2) of the balance sheet approach
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Table (5) Summary of the results of cross-sectional estimation of the models (2), (3), and (4)
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Figure (3) Summary of the results of cross-sectional estimation of the models (2), (3), and (4)
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Table (6) Summary of the results of estimating the model (6) and (7)
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Figure (4) Summary of the results of estimating the model (6) and (7)
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