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10.

11.

12.

13.

16.

17.

This result is expected because of the differences in size and accounting practices among bank-
ing, industrial, insurance, and service sectors.

The author used the z-test to test wy| + wyp =0,
1= (711 + ?12) / {var(?}) + var(?|9) + 2cov(?y 1, 7123172

Unreported results of regressing equation (1) after replacing cash flows from operations by
accruals (calculated as net income before extraordinary items and discontinued operations
minus cash flows from operation) show, as expected, mirror image results of Table 2. The coef-
ficient estimates, wy 5, are equals in value and reversal of sign for all industries and for pooled
cross-sectional as well.

Barth et al. (1999) document similar results.

Dechow et al. (1996) develop the “ bird in hand” argument that because cash flows are realized
in the current period, while accruals represent future cash flows, the market’ s valuation of
accruals should impound discounts for futurity and risk.

Barth et al. (2001) and Barth et al. (1999) document variation on book value of equity coeffi-
cients across industries. They interpret this result by suggesting that accounting conservatism
varies across industries.

. A coefficient on the book values of equities being significantly different from 1, means there is

a significant difference between market value of equity and book value of equity. It is assumed
that the difference in values arises from goodwill that is unrecorded because of conservatism.

. Unreported results of regressing equation (3) after replacing cash flows from operations by

accruals (calculated as net income before extraordinary items and discontinued operations
minus cash flows from operation) show, as expected, mirror image results of Table 4. The coef-
ficient estimates, 0, are equal in value and reversal of sign for all industries and for pooled
cross-sectional as well.

Barth et al. (1999) find that the two components of earnings, readily explain the market values
of equities.

Barth et al. (1999) find similar results in the U.S.
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banking, industrial, insurance, and service sectors. Finally the results suggest that accru-
als and cash flows explain the market values of equities.

6. Limitations of this Study

This study has limitations that may affect the generalizability of its results. The
sample used in the study is small and covers a short period compared with those used in
the U.S. Some companies are excluded because of missing data during the study peri-
od. In addition, the absence of prior literature in the Middle East region that examines
the effect of earnings components in equity valuation, makes it difficult to compare the

results

Endnotes

1.

2.

Earnings and its components are considered to be persistent if they are permanent in the future.

Clean surplus assumption requires that the book value of equity at the end of the period differs
from the previous period’ s book value only by this period’ s earnings and dividends: 8= B;_;
+ X; — D). This relation assumes that all items, besides dividends, which affect the book value
of equity, must pass through the profit and loss statement. However, this relationship rarely
holds since the statement of shareholders’ equity contains a variety of other items.

Earnings is decomposed into permanent and transitory. Transitory is the part of earnings that
are not expected to persist in the future.

Sloan (1996) also finds a negative association between the accrual component of current earn-
ings and future stock returns. He concludes that stock prices act as if investors fail to correctly
consider the lower persistence of the accruals portion of earnings when predicting future earn-
ings, and such earnings prediction errors are corrected when lower (higher) than expected eamn-
ings are reported in future periods, resulting in predictable negative (positive) stock returns.
Sloan argues that this result is consistent with fixation, by at least some market participants, on
the total amount of reported earnings without regard for the relative magnitude of the accruals
and cash flow components of earnings.

The companies that are traded on the Amman Stock Exchange are divided into four industries:
banking, industrial, insurance, and service sectors.

Even though Dechow et al. (1999), Hand and Landsman (1999), and Barth et al. (1999) used
12% as a cost of capital, the study uses 7% because this is the percentage that gives a weighted
average of zero abnormal earnings for all sample firms for the period 1998-2003. The author re-
estimates the equations assuming different costs of capital and finds that the results are insen-
sitive to the change in cost of capital.

The Durbin-Watson test does not reject the null hypothesis of zero autocorrelation. The r-tests
in all Tables are White adjusted where the White xz statistics rejects the homoscedasticity.
Variance-Inflation Factor (VIF) tests indicate no impact of multicollinearity. Finally, in all
regressions, the K-S test indicates the residuals are normally distributed with zero mean.



127

Abu-Abbas- The Ability of Accruals and Cash Flows to Predict Future Abnormal Earning

*G] pUB (] S9IOUPUD 39 "S[BNIOOE
snid smoyy yseo sjenba awiooul 19U ‘uoniuyap Aq ‘asnedsq suopenbs A3nba Jo anfeA 1dEW pue sSurures [eULIOUQE SY1 Ul PIsn 2Ie SMOJJ ysed
UBY JoYJBI S[BNIOOE USYM SWIBS SU) 21k S)insal uoissaifal oY) pue 9Anedau Jng ‘anjea ul jenba ale ‘0 pue Tlm ‘SJRWINSI SIUSIOLFI00 I, 910N

"JOAS] % 8 JUBOLTUSIS = 4 4y ‘TOAI] %S 1B JUROYIUSIS = 4 JOAS] 940 18 JURDIUBIS = , "PUD 183K [BOSY
Te areys Jad £3nbo jo onfea 1oxIewWw ST GA areys Jod suonesado WOL) SMO[J YSED I8 ‘O ‘SMO[J Yser) "Jeak auo pas3e] ‘A g ‘areys 1od Ajmnba
JO anfeA §00q 4 £0°0 SauI X ‘areys 13d sUOlLIdO PINUIUOISIP PUE SWAY ATRUIPIORIIXD JI0JOq SW0dUT 19U ST ;X ‘areys 1ad surwies jeuuiouqy

9% ,.Tv'6 19y €8¢ | T¥8l €€ 79T LPO |, EESL TSL [EUOI03S-55010 Poj00y
L6 65T I8 LL 956 689" 10T TLO' ,, 866 01 sa[uedwod o1A105
YOl 20T €T v8 VTl L69  , T€6 6TI' |, T¥T 9pE serueduioo soueinsuy
00T . pP'€ 80V 891 _6S6 109 861 THO  8TTI L6S satuedmod fetnsnpu
$9 81 €0€° S TI'8 UL 681 6V0° |, SE'S 056 sotueduiod yuegy
N jeIS-]  JOOd N 1eIs-]  JOo Jels-1  Jo0d Je1S-1  J900 Ansnpuj
0 aZm 2im IHm
© 4 104D + M X 10 + FAG' + O = FIAN
Ava ez 4 IMAGEm + T:O.&UNNB +0m =10 1)

Qv g 4 MMAGEIM 4 MOIDUM + _.:avm:\s +0im = :uvm

"€00T-8661 ‘s1eak-uLy AUB UI ( < X Yim ‘9BuByoXH }90)S UBIUIY S} WOLJ SUOTIBAIISGO IBK-ULIL
99% Jo s[duresqng ‘smoyj yseo pue ‘s3urures [euniouqe ‘A3nbo Jo anfea josew Juipnjour suopenbs Jo WASAS WOLY soNsHE)S AlRWUING ¢ QL]



126 The Arab Journal of Accounting, May 2007

4.2.4.  Positive earnings sample

Prior research finds that the Ohlson valuation model estimates differ for firms
with positive and negative earnings (Barth et al., 1999). The findings presented in
Tables 2 through 4 are based on all firm-years without regard to the sign of earnings
(profits or losses). Therefore, and following Barth et al. (1999), the author re-estimates
the accruals and cash flows systems, limiting the sample to firm-years with positive
earnings. Table 5 presents these findings for cash flows.

Although the positive earnings samples comprise only 69.3% of the full sample,
the findings presented in Table 5 are largely similar to those presented for the full sam-
ple. Table 5 shows that the persistence of abnormal earnings for cash flows, w;;, are
close for both the full sample (presented in Table 2) and positive earnings subsample
with mean estimated coefficients (pooled cross-sectional) 0.728 (0.752) for positive
earnings subsample versus 0.618 (0.672) for full sample. The abnormal earnings fore-
casting coefficients on cash flows, w;,, are comparable to those based on the full sam-
ple. The results for the accruals are the same as those for cash flows, as explained on
footnotes 7 and 12.

In sum, the findings presented in Table 5 suggests that inferences relating to the
full sample are largely unaffected by negative earnings firms! 7.

5. CONCLUSIONS

This study extends the research on the ability of accruals and cash flow compo-
nents of earnings to predict future abnormal earnings. It provides insight for applying
Ohlson’ s model to international data and whether focusing on the U.S. findings can be
generalized to other countries. The study extends the international accounting domain
literature by using companies traded in the Amman Stock Exchange.

Prior international studies that use the Ohlson’ s model outside the U.S. are
reviewed. The results of these studies are similar to those in the U.S., indicating that the
results of this study can be generalized and compared to those in the U.S.

Results from the Amman Stock Exchange provide insights into the ability of
accruals and cash flow components of earnings in forecasting future abnormal earnings.
Firstly, the results show that accruals and cash flows are value-relevant in forecasting
future abnormal earnings. This means that accruals and cash flows have an effect on
determining the value of firms. In addition, accruals and cash flows have forecasting rel-
evance since each has a significant relation to future abnormal earnings. There is con-
siderable cross-industry variation in the magnitude of the estimated coefficients for
components in the abnormal earnings forecasting equation. Secondly, the findings indi-
cate that the autoregressive process of accruals and cash flows is stationary. This means
that present accruals and cash flows can be used to predict future accruals and cash
flows. In addition, accruals are less persistent than cash flows for all industries. These
results mean that accruals is less permanent in the future compared with cash flows in
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4.2.2.  Accruals and Cash Flows Autoregression Results

Table 3 presents regression summary statistics corresponding to the earnings
component autoregression equations (2a) and (2b). The accruals autoregressions show
that w5 is less than 1.00 for all industries, ranging from 0.440 for the banking sector to
0.623 for the insurance sector. w, is positive, significant and less than 1.00 for pooled
cross-sectional. This result indicates that stationary autoregressive processes exist for
accruals. The cash flows autoregressions show that w > ranges from 0.494 for the bank-
ing sector to 0.682 for the service sector. wy is positive, significant and less than 1.00
for pooled cross-sectional. Since w5 is less than 1.00, the results show that, similar to
accruals, the cash flows autoregressive process is generally stationary. For accruals, the
estimated coefficient on lagged book value of equity, w3, is positive but insignificant
for pooled cross-sectional, indicating no correlation between lagged book value of equi-
ty and accruals. On the other hand, for cash flows, it is positive and significant for all
industries as well as for pooled cross-sectional, indicating a positive correlation between
lagged book value of equity and cash flows.

In sum, the results in Table 3 show that accruals and cash flows autoregressive
processes are stationary. In addition, accruals are less persistent than cash flows for all
industries and for pooled cross-sectional (the value of w5 is always in accruals lower
than that in cash ﬂows) 12 These results mean that accruals is less permanent in the future
compared with cash flows in banking, industrial, insurance, and service sectors!3

4.2.3.  Valuation equations

Table 4 presents regression results of the market values of equities on book value
of equity, abnormal earnings, and cash flows corresponding to valuation equation (3)
that test the third hypothesis which examines whether accruals and cash flows can help
in explaining the market values of equities, in a valuation model that includes book
value of equity and abnormal earnings. As shown in Table 4, o, the estimated coeffi-
cient of cash flows, is positive and significantly different from zero for all industries and
for pooled cross-sectional as well. This indicates that cash flows are value-relevant for
explaining the market values of equities. Also, the study rejects the null hypothesis that
0] + 0y = 0 for every industry, indicating that cash flows are value-relevant for each
industry (i.e., their total estimated coefficient in each industry differs from zero).

Substantial cross-industry variation in the estimated coefficients on book value of
equity and abnormal earnings is also shown in Table 4. The study rejects the null
hypothesis that the estimated coefficient of the book values of equities equals one in
banking and service sectors14. These findings suggest that the extent of accounting con-
servatism varies across industries. The estimated coefficient for abnormal earnings, o,
is positive and significant in all industries. The results for accruals are similar as those
for cash flows!?

In sum, as shown in Table 4, the results of the third hypothesis are supported.
The results suggest that accruals and cash flows explain the market values of equities16
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4.2.  Regression Results
4.2.1.  Abnormal Earnings Equations

Table 2 presents regression results corresponding to the abnormal earnings
equation (1) for each of the four industries’. Pooled cross-sectional coefficient estimates
and ¢-statistics values are summarized at the bottom of Table 2 and in all subsequent
tables in which industry-specific results are presented.

The results in Table 2 reveal that w/ , is positive and significant for all indus-
tries and for pooled cross-sectional as well. These results suggest that the proportion of
current earnings attributable to cash flows does affect the future abnormal earnings.
Table 2 also reveals that w5 varies across industriesS. The coefficient estimates (t-sta-
tistics) range from 0.040 to 0.086. The industry with the most extreme positive coeffi-
cient estimate is the insurance sector, suggesting that dividing earnings into its compo-
nents, to predict abnormal earnings, is more value-relevant in this industry than that in
other industries. In addition, forecasting irrelevance of cash flows for all industries and
for pooled cross-sectional is rejected (i.e., wy; + wyy # 0)9.

Consistent with prior research (Dechow et al. (1999); Hand and Landsman
(1999); and Barth et al. (1999)), the coefficient estimate on lagged abnormal earnings,
wj, is positive and highly significant for all industries as well as for a pooled cross-
sectional analysis. The mean of the estimated coefficients across the four industries is
0.618 (untabulated). In addition, the estimated coefficients range from 0.342 to 0.878
indicating cross-industry variation in the persistence of abnormal earnings. Finally, the
estimated coefficient on lagged equity book value, w3, is insignificant for all indus-
tries, which indicates a potential cost of capital equal to 7%.

By definition, net income equals cash flows plus accruals. Thus, we may
expect that the findings relating to accruals are ““ mirror images” of the findings relating
to cash flows. For example, if w9 is significantly positive for cash flows, it is expect-
ed to be significantly negative for accruals*".

In summary, the results indicate that cash flows and accruals tend to have the
ability to predict future abnormal eamings1 1
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Table 1. Descriptive statistics for the sample of 672 firm-year observations from the
Amman Stock Exchange Market, 1998-2003.

Panel A: Distributional statistics (in Jordanian Dinars)

Description Variable Mean Median Std dev
Market value of equity MVE 1.73 1.20 1.75
Book value of equity BV 1.53 1.27 1.16
Market-to-book ratio MB 1.06 0.92 0.63
Abnormal earnings X® 0.00 -0.02 0.19
Accruals ACC -0.14 -0.07 0.59
Cash flows CFO 0.24 0.13 0.61
Net income X 0.10 0.07 0.23
Panel B: Pearson (Spearman) correlations above (below) the diagonal
Variable MVE BV xX? ACC CFO
MVE 0.764 0.468 0.133 0.118
BV 0.759 0.325 0.102 0.135
X* 0.474 0.406 0.092 0.264
ACC 0.017 -0.038 0.177 -0.928
CFO 0.378 0.425 0.409 -0.723
Panel C: Industry composition

Industry # Companies # firm years % of obs.
1 Bank Companies 11.6
2 Industrial Companies 46.4
3 Insurance Companies 17.9
4 Service Companies 27 24.1
Total 100.0

Abnormal earnings per share, X® is net income before extraordinary items and discontinued
operations per share, X, minus 0.07 * book value of equity per share, BV, lagged one year.
Accruals per share, ACC, is X minus cash flows from operations per share, CFO. MVE is
market value of equity per share at fiscal year end. MB is market-to-book ratio. The par value
per share for all firm-year observations is one Jordanian Dinar.
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where MVE is the market value of equity and all other variables are as defined
previously. Again, because net income equals accruals plus cash flows, one may expect
that the findings relating to cash flows in equation (3) are “ mirror images” of the find
ings relating to accruals. For example, if o5 is significantly positive for cash flows, it is
expected to be significantly negative for accruals.

Equation (3) is used to test hypothesis Hs. It is the valuation equation based on
the information dynamics suggested in the first three equations in Ohlson’ s model, with
0 as the valuation multiple on cash flows. Analogous to the interpretation of w5, in
equation (1), oy reflects the incremental effect of cash flows on valuation.

Finding that o, the estimated coefficient of cash flows, in equation (3) is signif-
icantly different from zero, indicates that cash flows are incrementally value-relevant
and help in explaining equity value.

4. EMPIRICAL RESULTS
4.1 Data and Univariate Analyses

The sample used in this study for the period 1998-2003 includes 112 compa-
nies traded on the Amman Stock Exchange5 (which represents about 58% of all pub-
licly traded firms in Jordan). Other companies are excluded because of missing data dur-
ing the study period. Prior to 1998, the number of firms that reported the required infor-
mation is small. The sample is restricted to firms with complete useful data. All vari-
ables are measured per share at fiscal year-end, including the market value of equity and
expressed in Jordanian Dinars.

Table | presents descriptive statistics for each of the variables used in the
estimated equations. Panel A of Table 1 reports distributional statistics, panel B contains
Pearson and Spearman correlations, and panel C describes the industry composition of
the sample. Panel A reveals that, on average, the market value of equity exceeds the
book value of equity. Consistent with prior research (Sloan (1996); Barth et al. (2001);
and Barth et al. (1999)), panel A of Table 1 shows that, on average, accruals are nega-
tive, and cash flows are positive. Panel A also demonstrates that the mean abnormal
earnings is zero, which could be attributable to the cost of capital being equal to 7% in
Jordan®. Panel B, of Table 1, shows that most of the variables are highly correlated with
each other. Abnormal earnings is positively correlated with cash flows and accruals.
Panel C, of Table 1, reports the breakdown of companies and firm years by industry.
Industrial Companies (46.4%) is the industry with the largest concentration of firm-year
observations.
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tive. Note that the total estimated coefficient for cash flows equals wj; + w; 5. Thus, if
wj 1+ wjy=0, then cash flows are irrelevant for forecasting abnormal earnings. Ohlson
labels this condition abnormal earnings * forecasting irrelevancy.” Conversely, ifv;; +
wjo # 0, then cash flows have abnormal earnings “ forecasting relevance.” Because it is
not expected that cash flows are entirely transitory, this study predicts that cash flows
have forecasting relevance. Thus, the study expects that w;; + w;, # 0.

3.2. The Autoregressive Process of Accruals and Cash Flows

Ohlson (1999) labeled the autocorrelation, or persistence, of each earnings com-
ponent as “ predictability.” Transitory earnings can be characterized as a process in
which future accruals (cash flows) do not depend on the present or past accruals (cash
flows). For earnings components that are not entirely transitory, the higher the persist-
ence, the more predictable is the component. Because the study expects that accruals
and cash flows would be positively autocorrelated, it predicts that accruals and cash
flows each are persistent. This leads to the second hypothesis presented in an alternative
form:

Hy : The autoregressive process of accruals and cash flows is
stationary.

To test this hypothesis, the study uses the following equations:
ACCiH‘I =wyo t W22ACCl-t + W23BVl~t + Eit+1 (2a)
CFOjpy 1 = w20 + w22CFO;y + w2sBViy + €344 (2b)

Where ACC, accruals per share, = X — CFQ All other variables are as defined pre-
viously. A value less than 1 for w,, indicates a stationary autoregressive process for
accruals and/or cash flows. In addition, because accruals are expected to be less persist-
ent than cash flows, w55 in equation (2a) is expected to be smaller than that in equation
(2b).

3.3. The Ability of Accruals and Cash Flows to Explain the Market
Value of Equity

The study expects that accruals and cash flows each have the ability to explain the
market value of equity. This leads to the third hypothesis presented in an alternative form:

Hj3: Accruals or cash flows provide incremental information for
explaining the market value of equity.

This hypothesis is examined by estimating the relationship between market val-
ues of equities and book values of equities, abnormal earnings, and accruals or cash flow
components of earnings.

MVE j; =ip +i; BV + 0y Xait + 0 CFO;y + ujy 3)
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W3 = persistence of lagged book value of equity over accruals or cash flows,
W33 = persistence of book value of equity,

o7 = incremental effect of abnormal earnings on the market value of equity,
and

oy =  incremental effect of accruals or cash flows on the market value of equity

Thus, based on equation (i), the hypothesis for predicting future abnormal
earnings can be stated in alternative forms as follows:

Hy: Accruals or cash flows are value-relevant in predicting future
abnormal earnings.

Hj is tested empirically using equation (1):
Xeiprp =wpo+ wipXe + wp CFOy + wy3BVip+ €pjpry - (1)
where,
X%, = abnormal earnings per share =X, - BV, j,
X

= income before extraordinary items and discontinued operations

per share,
r = cost of capital,
BV = book value of equity per share, and
CFO = cash flows from operations per share.

Although this definition of X violates the clean surplus assumption (Ohlson,
1995), it eliminates potential confounding effects of large one-time items and is consis-
tent with prior research (e.g., Dechow et al. (1999)). Furthermore, Hand and Landsman
(1999) suggest that violating clean surplus should have little effect on the findings.

By definition, net income equals accruals plus cash flows. Thus, one may expect
that the findings relating to cash flows in equation (1) are “ mirror images” of the find
ings relating to accruals. For example, if wy 5 is significantly positive for cash flows, it
is expected to be significantly negative for accruals.

This study addresses Hy by estimating the relation between future abnormal earn-
ings and current abnormal earnings, current cash flows, and current book value of equi-
ty (see Barth et al. (1999)). A significant coefficient for cash flows in equations (1) may
indicate that a component is incrementally informative in predicting abnormal earnings.

In equation (1), w; ; reflects the persistence of abnormal earnings. Prior research
(e.g., Dechow et al. (1999) and Hand and Landsman (1999)) predict that w;; is posi-
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in the U.S. with some exceptions. Even though there are differences between the data
from Jordan and the data from the U.S., the author does not expect major differences in
the ability of accruals and cash flows to predict the future value of equity because it is
expected that the value of a firm will be affected by its earnings, cash flows, dividends,
and abnormal earnings everywhere in the world in spite of differences between coun-
tries.

3. RESEARCH METHODOLOGY AND HYPOTHESES

3.1.  The Role of Accruals and Cash Flows in Predicting Future Abnormal
Earnings

Barth et al. (1999) provide insights into the characteristics of accruals and
cash flow components of earnings that affect their relationship to a firm's value. To
achieve their objective, the authors utilize the framework in Ohlson (1999), which
extends Ohlson (1995) by modeling earnings components. The modeling extension sug-
gests that the value-relevance of an earnings component, depends on its ability to pre-
dict abnormal earnings incremental to abnormal earnings and on the persistence of the
component. The model is comprised of four equations:

Xy = WX+ wpXop+ wisBv + €y @
Xor+1 = W2Xor t wo3Bve €1 (i1)
By = w33Bv, + €34 (ii1)
MVE; = Bv; + a X%, + 09X, +u, (iv)
where,
X% = abnormal earnings per share, defined as X, — Bv,_j,
X, = income before extraordinary items and discontinued operations per share,
¥ = cost of capital,
X, = either accruals per share or cash flows from operations per share,
Bv  =book value of equity per share,

MVE = market value of equity per share,

W;; = persistence of abnormal earnings,

W, = incremental effect of accruals or cash flows on abnormal earnings,
W3 = the lagged book value of equity on abnormal earnings,

W, = the lagged coefficient of accruals or cash flows,
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cern is with errors in the tails of the equity value prediction error distribution, then earn-
ings should be disaggregated into cash flows and the major accrual components, other-
wise, earnings should be disaggregated only into cash flows and total accruals.
Karathanassis and Spilioti (2005) examine the empirical validity of Ohlson’ s and
Feltham and Ohlson’ s models for the Greek equity market. The study finds that these
models appear to be reliable price valuation models.

2.2. Literature Review in the Middle East

The ability of accruals and cash flows to predict future abnormal earnings has not
been tested yet in the Middle East region. Different researchers study the relationship
between cash flows, stock returns, earnings, and/or future earnings. Khalayleh (1997)
examines the relationship between cash flows and stock returns in the long-run. He
assumes that the relationship is stronger in the long-run. The author uses data from
Amman Stock Exchange between 1985 — 1994. The result indicates that the relationship
between cash flows and stock returns is low. Karasneh (2002) tests the ability of earn-
ings and cash flows to predict future earnings, using the Random Walk Model. Results
using data from the Amman Stock Exchange, indicate that accounting net income has a
higher ability than cash flows to predict future earnings. Yousof (1997) examines the
ability of cash flows and accounting income to predict future cash flows and future earn-
ings. Using data from Egypt during 1993 — 1994, the results indicate that cash flows are
better predictors for future cash flows and future earnings than accounting income.

Alawneh and Bsool (2004) compare between the information content of net cash
flows from operations and the information content of net accounting income. Using data
from Masqat Stock Exchange, the result indicates that net cash flows from operations
has higher information content than net accounting income. Alwabel (1996) examines
and analyzes statement of cash flows, its role in future prediction, and its importance in
investment decisions and stock prices. The study also compares the information content
in cash flows and the information content in accruals. Data from Saudi Arabia shows
that statements of cash flows have information content. This information is easy and
objective and is higher in cash flows than in accruals. Alfadel (1999) studies the impor-
tance of cash flow information in external financial reports. Using data from Iraq
between 1994 — 1996, the result indicates that cash flows disclosures provide financial
reports with information about the efficiency of financial policy in the firm.

In summary, the Ohlson’ s model has been used in international accounting litex
ature. The findings of these international studies are comparable to those in the U.S.
even though there are significant differences in the business environment between var-
ious countries. This is related to differences in measurement, disclosures practice, cul-
ture, and social values. For example, German accounting has long been considered con-
servative. Accounting in the United Kingdom, on the other hand, is thought to be less
conservative.

The results of this paper are expected to be complementary and similar to those
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future dividends. Secondly, the clean surplus relation assumption is held. Thirdly,
abnormal earnings for the next period equals abnormal earnings this period plus transi-
tory earnings this period.

Barth et al. (1999) provide insights into the characteristics of the accruals and
cash flows components of earnings that affect their relationship to a firm's value. To
achieve their objective, the authors utilize the framework in Ohlson (1999), which
extends Ohlson (1995), by modeling the earnings components. The extension suggests
that the value relevance of an earnings component depends on its ability to predict
abnormal earnings, incremental to abnormal earnings and the persistence of the compo-
nent. The authors expect accruals and cash flows to have different abnormal earnings
forecasting ability. They find that the relationship is negative and positive for accruals
and cash flows, respectively, indicating that abnormal earnings is less persistent when
accruals comprise a large proportion of current earnings. The authors find that for all
industries, accruals and cash flows each have significant incremental explanatory power
to forecast future abnormal earnings, in valuation models that also includes book value
of equity and abnormal earnings.

Sloan (1996) finds that the persistence of current earnings performance is increas-
ing in the cash flows component of earnings and decreasing in the accruals component
of eammgs Furthermore, Sloan (1996) shows that cash flows are more persistent than
accruals for future earnings.

Bartov et al. (2001) investigate whether earnings or cash flows provide greater
information for equity valuation within the U.S., the UK., Canada, Germany, and
Japan. The authors generalize the findings of prior U.S. research by showing that earn-
ings are more important than cash flows for equity valuation in other Anglo-Saxon
countries. In the two non-Anglo-Saxon countries where capital is traditionally raised
from private sources, earnings are generally not superior to cash flows for equity valu-
ations. The findings demonstrate that the superiority of earnings over cash flows is not
universal. Rather, it depends on the national reporting regime and attendant institution-
al factors.

Nikkinen and Sahlstrom (2004) investigate the impact of an accounting environ-
ment on the performance of cash flow prediction models. The results suggest that the
model used by Barth et al. (2001) performs consistently internationally. The impacts of
the explanatory variables are similar in countries with a high quality of accruals and dif-
ferent in countries with a low quality of accruals. The results imply that the cash flow
prediction model by Barth et al. (2001) can be used in different kinds of accounting
environments.

Barth et al. (2005) use equity value estimates to determine whether earnings dis-
aggregation helps in predicting contemporaneous equity values. The authors consider
three levels of earnings disaggregation: aggregate earnings, cash flows and total accru-
als and cash flows and four major components of accruals. Findings suggest that if con-
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presents the empirical results. Section 5 summarizes and concludes the study. Finally,
section 6 explains the limitations of the study.

2. LITERATURE REVIEW
2.1 Literature Review in the U.S. and Europe

Classification studies have categorized accounting systems in different coun-
tries on criteria such as business environment (Mueller, 1968), measurement and dis-
closure practice (Nair and Frank, 1980), and culture and social values (Hofstede,
1980; Gray, 1988; and Perera, 1989). For example, German accounting has long been
considered conservative and focused more on tax and lender concerns than on infor-
mation for investors (Samuels et al., 1994, Ch. 4). Accounting in the United Kingdom,
on the other hand, is thought to be less conservative, focused primarily on equity
investors, and more concerned with reflecting market values (Samuels et al., 1994, Ch.
4). The two countries also differ in the extent to which they adhere to clean surplusz.
U.K. accounting has greater violations of clean surplus accounting. Thus, different
countries exhibit considerable diversity in accounting practices.

Previous studies suggest that the relationship between cash flows, accruals,
abnormal earnings, book value of equity and market value of equity are expected to dif-
fer between countries due to unique socio-economic environments that result in differ-
ences in financial reporting and determination of stock prices. The important research
question is how to apply the Ohlson’ s model using data from the Amman Stock
Exchange and whether the findings can be generalized and compared to those in the
U.S.

Numerous studies review and synthesize modern finance valuation theory and the
ways it relates to the valuation of firms and accounting data. A number of articles
(Beaver et al. (1980); Beaver et al. (1987); Collins et al. (1987); Collins, and Kothari
(1988); Daley (1984); Easton (1985); Easton and Zmijewski (1987); Komendi and Lipe
(1987); Lipe (1985); and Ryan (1986)) considered formal security valuation models
prior to the time that testing empirical hypotheses became common practice.

Ohlson (1995) develops and analyzes a model of a firm’ s market value related to
contemporaneous and future earnings, book value, and dividends. It contributes to the
accounting literature by providing a benchmark model that can be used to conceptual-
ize how value relates to the three accounting variables, earnings, book value, and divi-
dends.

Ohlson (1999) develops a concept of transitory eamings3 and contrasts this
source of earnings to core earnings. He analyzes how this source of earnings differs
from other income items. The modeling follows Ohlson (1995) but with an extension to
permit two earnings components: core earnings and transitory earnings. Three assump-
tions specify the class of models of interest. Firstly, the price equals the present value of
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nificant explanatory power in forecasting future abnormal earnings incremental to
abnormal earnings. In particular, they find that the relation is negative and positive for
accruals and cash flows, respectively, indicating that abnormal earnings are less persist-
ent when accruals comprise a larger proportion of current earnings.

This study extends the research on the ability of accruals and cash flows compo-
nents of earnings to predict future abnormal earnings, which helps in equity valuations.
Firstly, this study provides an insight into the characteristics of the accruals and cash
flows components of earnings, that affect their relation to a firm's value. Secondly, by
identifying the role of information in the accruals and cash flows components of earn-
ings in predicting future abnormal earnings, this study provides a natural setting in
which to corroborate and extend prior evidence. Thirdly, following Barth et al. (1999),
the study utilizes the framework suggested by Ohlson (1999), which extends Ohlson’ s
(1995) valuation model by modeling earnings components. And finally, conventional
wisdom suggests that the relationships between cash flows, accruals, abnormal earnings,
book value of equity, and market value of equity are expected to differ between coun-
tries, due to unique socio-economic environments that result in differences in financial
reporting and determination of stock prices. This study provides insight into how to
apply Ohlson’ s model using international data and whether the findings can be general
ized to countries other than the U.S. The international perspective is important because
each country designs its own rules for earnings recognition and sets bounds on manage-
ment’ s discretion in determining earnings.

Applying Ohlson’ s model using international data from the Middle East (Amman

Stock Exchange) is considered an important contribution to literature because this has
never been done yet. Data from the Amman Stock Exchange is different from that in the
U.S. Firstly, the data used in the U.S. excludes banking, insurance, and utilities because
these industries are affected by government regulations. This study does not exclude any
industry because all industries in Jordan are affected by government regulations. In
addition, the U.S. studies use larger samples and cover longer periods. Secondly, the
GAAPs in Jordan are affected by tax regulations. Examples are: the firm is allowed to
choose the depreciation method that helps in accomplishing its objectives, the tax rate
differs across industries, and there is additional income tax on dividends. Thirdly, the
institutional environments in Jordan differ from those in the U.S. in several important
ways. For example, culture, religion, income, and behavior are different. And finally,
the standard setting bodies in Jordan are influenced and controlled by government.
Because of that, the cost of capital in Jordan, for example, is lower than that in the U.S.
Another contribution is that this study is considered, according to my knowledge, the
first in the Middle East region that examines the ability of earnings components in equi-
ty valuation. Different studies test the relation between cash flows, stock returns, earn-
ings, and/or future earnings.

The remainder of the paper is organized as follows: section 2 introduces the liter-
ature review. Section 3 describes the research methodology and hypotheses. Section 4
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Abstract:

This paper extends the research on the ability of accruals and cash flow compo-
nents of earnings, to predict future abnormal earnings, which helps in equity valuations.
Results from the Amman Stock Exchange provide insights into the ability of accruals
and cash flows components of earnings in forecasting future abnormal earnings. First,
the results show that accruals and cash flows are value-relevant in forecasting future
abnormal earnings. In addition, accruals and cash flows have forecasting relevance since
each has a significant relationship to future abnormal earnings. There is considerable
cross-industry variation in the magnitude of the estimated coefficients for components
in the abnormal earnings forecasting equation. Second, the findings indicate that the
autoregressive process of accruals and cash flows is stationary. In addition, accruals are
less persistent than cash flows for all industries. These results mean that accruals are less
permanent in the future, compared with cash flows in banks, industrial, insurance, and
services companies. Finally the results suggest that accruals and cash flows explain the
market values of equities.

1. INTRODUCTION

Recent research investigates the role of earnings, cash flows, and accruals in pre-
dicting abnormal earnings. Barth et al. (2001), for example, find that earnings, which are
cash flows from operations plus accruals, are better indicators of future earnings than
current and past cash flows. Barth et al. (1999), on the other hand, test the framework
of Ohlson’ s (1999) model, which extends Ohlson (1995) by modeling earnings compe
nents. They suggest that the value-relevance of an earnings component depends on its
ability to predict abnormal earnings, incremental to abnormal earnings and on the per-
sistence of the componentl. The authors find that accruals and cash flows each have sig-



