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Chapter 6 Accrual Quality, Cash Flow Persistence and the Prediction of Future 

Cash Flows 

6.1 Introduction 

 
In chapters 6, 7 and 8 of the thesis I perform the empirical analysis. The empirical analysis 

examines in three parts the relation between accruals and cash flows in relation to earnings 

quality and earnings management. In the previous chapters, I discussed the theory embodied in 

previous research on the different measures of earnings quality and earnings management. In the 

following chapters, I perform tests on the relation between accruals and cash flows in terms of 

earnings quality and earnings management as measured by the ability to predict future cash flows, 

growth and accrual accounting and conditional conservatism using accruals. More specifically, I 

will examine in this chapter the effects of accruals on the ability of earnings to predict future cash 

flows. In the next chapter, I will examine the effect of growth on accrual accounting and earnings 

management. Finally, in the final chapter of the empirical analysis, I examine the difference 

between firms with an accounting profit and firms with an accounting loss on the role of accruals 

for the timely recognition of unrealized losses.  

In this chapter, I further investigate the role of accruals in predicting future cash flows. 

More specifically, I examine how the relationship between accruals and cash flows affects the 

prediction of future cash flows. I investigate whether the extent that accruals map into operational 

cash flows affects the ability of current cash flows and several measures of accruals to predict 

future cash flows. The manner in which accruals map into cash flows is referred to as the accrual 

quality in the accounting literature (Dechow and Dichev, 2002; Francis et al., 2004; Francis et al., 

2005). I find that when there is a strong fit between accruals and operational cash flows, and thus 

accrual quality is high, cash flows are highly persistent in terms of future cash flows, and accruals 

are less relevant for predicting future cash flows. When accrual quality is low, cash flows are 

shown to be less persistent, and accruals are more relevant for predicting future cash flows. I then 

further distinguish accruals into total accruals, abnormal accruals, and the amount of accruals on 

the balance sheet. I show that the relevance of total accruals and the amount of accruals on the 

balance sheet for predicting future cash flows is related to the accrual quality. However, the 

relevance of abnormal accruals for predicting future cash flows is not related to the accrual 

quality, indicating that abnormal accruals are used to provide private information about future 

cash flows.  
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My results further the understanding on how cash flows and accruals contribute to 

predicting future cash flows. One of the primary objectives of financial reporting is to provide 

information to help investors, creditors, and others assess the amount and timing of prospective 

cash flows (Barth et al., 2001). For instance, stock prices reflect the current value of future cash 

flows. Therefore, the ability to predict future cash flows is essential for the valuation of securities. 

The results in this chapter assist users of financial reports in understanding how the quality of 

accruals can be informative for the prediction of future cash flows.   

Earnings are the best predictor of future cash flows (Dechow, 1994; Finger, 1994; 

Dechow et al., 1998; Barth et al., 2001). Earnings that are a good indicator of prospective 

earnings are considered to be of high quality (Penman and Zhang, 2002). However, decomposing 

earnings in current cash flow from operations and accruals enhances the ability of earnings to 

predict future cash flows (Barth et al., 2001; Callen and Segal, 2004). In this chapter, I argue that 

accrual quality is related to the ability of both current cash flows and accruals to predict future 

cash flows. 

Earnings are cash flows adjusted by accruals,51 and future cash flows are best predicted 

by the information contained in current cash flows and current period accruals,52 where accruals 

have an incremental role to cash flows (Barth et al., 2001). However, research has provided 

mixed results on the incremental role of current accruals to cash flows in predicting future cash 

flows. Sloan (1996) for instance shows that future stock returns are dependent on the magnitude 

of current accruals relative to cash earnings. Callen and Segal (2004) argue that the time series of 

accruals is potentially value relevant, because it may contain information helpful in predicting 

future cash flows beyond the information contained in the time series of current cash flows.  

Generally speaking, accrual accounting is a technology for improving financial reporting 

and disclosure by ameliorating transitory changes in operating cash flows (Ball and Shivakumar, 

2006). Accruals are expected to be a function of firm’s real business activity (Guay, 2006). 

Accrual adjustments made by firms are fundamentally linked to underlying economics (Dechow 

and Ge, 2006). Accrual quality reflects the effect accrual accounting has on financial reporting, 

based on the firm’s real business activity. I examine accrual quality using a measure based on the 

Dechow and Dichev (2002) accrual quality measure to examine the effect of accrual quality on 

the predictive ability of accruals on future cash flows. 

 I expect that when accrual quality is low, firms are likely to operate in volatile 

environments, and accruals have relevance in predicting future cash flows incremental to current 

                                                   
51 See also equation 7 in chapter 2. 
52 See also equation 15 in chapter 2. 
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cash flows. Firms with low accrual quality are typically firms with a volatile sales process, with 

high volatility for cash flows, accruals and earnings and with more shocks to earnings caused by 

losses.  I expect that the higher volatility of the underlying economics cause lower persistence of 

current cash flows, since low quality accruals do not have a good fit of mapping into operational 

cash flows. In the case of low accrual quality, accruals can assist in predicting future cash flows. 

However, firms with high accrual quality typically have less volatile underlying economics. I 

expect that for high accrual quality firms, current cash flows are more persistent due to the fact 

that there is a good fit in the mapping of high quality accruals into operational cash flows. 

Therefore, accruals are less relevant for predicting future cash flows for high quality firms than 

for low accrual firms. 

 My results confirm this. I form deciles of accrual quality and examine the relation 

between future cash flows and current cash flows and accruals. For the decile with the highest 

accrual quality, the persistence of cash from operations is almost three times as high as the decile 

with the lowest accrual quality. For the decile with the lowest accrual quality, the coefficient on 

accruals is highly incremental to cash flow from operations for the prediction of future cash flows. 

Furthermore, the coefficient on accruals declines in an almost monotonic fashion along the 

increase of the accrual quality, indicating that incremental  relevance of accruals for predicting 

future cash flows decrease with an increase in accrual quality.  

Then, I examine the ability of abnormal accruals to predict future cash flows. Abnormal 

accruals are commonly used to investigate earnings management (Kothari, 2001). However, 

abnormal accruals could also contain private information of managers about future prospects of 

the firm (Subramanyam, 1996; Demski, 1998). If abnormal accruals reflect earnings management, 

the ability of abnormal accruals to predict future cash flows should be affected by accrual quality. 

That is, when earnings are managed, accrual quality should be low. When accrual quality is low, 

abnormal accruals should have high incremental relevance for predicting future cash flows, as 

predicted in the first hypothesis. Conversely, when accrual quality is high, the incremental 

relevance of abnormal accruals in predicting future cash flows should be low. However, if 

abnormal accruals are used to reflect the firm’s business activity,53  the predictive power of 

abnormal accruals for future cash flows should remain unaffected by accrual quality, since 

managers use abnormal accruals to reflect their private information about future performance, 

which is not affected by accrual quality. I report that the predictive ability of abnormal accruals 

for future cash flows incremental to normal accruals is not affected by the accrual quality. My 

                                                   
53 This could either be a transitory estimation error in accruals (Dechow and Dichev, 2002) or information 
on the business activity reflected in abnormal accruals (Demski, 1998). 
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results indicate that abnormal accruals reflect more than just earnings management. Rather, 

abnormal accruals can also reflect private information of managers about future cash flows. This 

is consistent with Subramanyam (1996).  

 Finally, I examine the extent that the level of net operating assets (NOA), i.e. the accruals 

on the balance sheet, assist in predicting future cash flows. NOA reflect the difference between 

all operating assets and all operating liabilities on the balance sheet. NOA is employed by a firm 

to generate earnings. For instance, a trading firm that acquires inventory employs that asset to sell 

the goods at a higher price than the cost price to generate a profit. However, if the firms acquires 

more assets than it can sell (e.g. too much inventory), it may have to sell its assets at a lower price, 

or write it off the balance sheet. As such, marginal future cash flows could be lower for high 

levels of NOA. Hirshleifer et al. (2004) argue that a high level of NOA indicates a lack of 

sustainability of recent earnings performance. Fairfield et al. (2003a) suggest diminishing return 

on assets or conservatism cause the lower persistence of accruals relative to cash flows, indicating 

that a high level of NOA indicates earnings that are not sustainable. Hirschleifer et al. (2004) term 

these accruals ‘balance sheet bloat’. I examine if accrual quality can help explain the extent that 

NOA is relevant in predicting future cash flows. My results show that the relevance of the level of 

NOA, i.e. the accruals on the balance sheet, in predicting future cash flows is related to accrual 

quality. When accrual quality is high, NOA is not relevant. However, when accrual quality is low, 

NOA has incremental relevance to cash flows and accruals with respect to the prediction of future 

cash flows. 

 My analysis makes several contributions. First, the research furthers the knowledge of the 

function of accounting accruals, which occupy a central position in financial reporting. Accrual 

quality is a measure of earnings quality. I show that accrual quality reflects the state of the firm, 

and reflects the relevance of current cash flows and accruals in predicting future cash flows, an 

important measure of the quality of earnings as well. 

 Second, my results further the insights in the use of abnormal accruals. Kothari (2001) 

states that abnormal accruals are synonymous with earnings management. However, Demski 

(1998) argues that abnormal accruals could reflect the private information of managers about the 

firm. I show that abnormal accruals reflect the private information on future cash flows. Finally, I 

show that accruals on the balance sheet, the level of net operating assets, can be as relevant in 

predicting future cash flows as accruals in the income statement, which reflect the change in net 

operating assets.   

 The remainder of the chapter is as follows. Paragraph 6.2 develops the hypotheses in this 

chapter. Paragraph 6.3 describes the data and methodology employed in this research. Paragraph 
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6.4 discusses the results of my analysis. Paragraph 6.5 discusses the robustness checks of the 

empirical examination. Paragraph 6.6 concludes.  

6.2 Hypothesis Development 

 

In chapter 2, a model is discussed that shows the relation between earnings and cash flows. The 

model indicates that decomposing earnings in cash flow from operations and accruals enhances 

the ability of earnings to predict future cash flows. The magnitude of accruals is an important 

determinant of the accrual quality (Dechow and Dichev, 2002). Accrual quality is the extent to 

which accruals are converted into cash flows.  

Accrual quality is an indicator of the (financial) accounting state of the firm. Firms in a 

steady state (i.e. firms with cash requirements for working capital, investments, and financing that 

are relatively stable), have few timing and matching problems and cash flows are a relatively 

useful measure of firm performance (Dechow, 1994). However, for firms operating in volatile 

environments cash flows will have more severe matching and timing problems, and accruals are 

used to mitigate timing and matching problems with cash flows. Current cash flows are in part a 

function of lagged accruals that have been converted into cash flows (Dechow and Dichev, 2002). 

Accruals typically incorporate estimates of future cash flows and deferrals of past cash flows.  

In the seminal paper by Sloan (1996), it is shown that high accruals lead to lower stock 

returns. This is caused by the reversal of the accrual component of current earnings, which leads 

to lower future earnings. This result suggests that a high level of the accrual component of 

earnings leads to lower future cash flows, since earnings are the best predictor for future cash 

flows (Dechow et al, 1998). For example, high levels of inventory may lead to a write off, which 

results in lower future cash receipts. Therefore, accruals may not be relevant in predicting future 

cash flows.  

Desai et al. (2004) confirm this empirically. They examine the ability of cash flows (as 

opposed to accruals) to predict future returns and suggest that cash flows subsume accruals in 

predicting future returns. They state that accruals are not related to future returns after controlling 

for their measure of cash from operations.  

However, Callen and Segal (2004) argue that the time series of accruals is potentially 

value relevant, because it may contain information helpful in predicting future cash flows beyond 

the information contained in the time series of current cash flows. They show that accrual 

earnings news is a more important factor than cash flows earnings news in driving current stock 

returns.  
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Accruals only lack future earnings performance if these assets are not converted into cash 

flows.54 If for instance an accrual is written off, as required by accounting rules governed by 

accounting conservatism, it will not provide information incremental to current cash flows for 

determining future cash flows.  

Dechow and Dichev (2002) argue that the extent to which accruals map into operating 

cash flow realizations reflects the accrual quality of the firm, where a poor match signifies low 

accrual quality. Francis et al. (2005) show that accrual quality is priced by investors. If share 

prices reflect future cash flows, this would suggest that the accrual quality is an important 

determining factor for future cash flows. Francis et al. (2004) show that accrual quality reflects 

firm-specific information. They examine the relation between the cost of equity and accrual 

quality, and other accounting based and market-based attributes of earnings. They show that an 

unfavorable outcome for each earnings attribute is associated with a higher cost of equity, to the 

extent that attribute captures one or more aspects of uncertainty about future free cash flows.  

They conclude that accounting-based attributes have more pronounced cost of equity effects than 

market-based attributes, and that among accounting-based attributes, accrual quality has the 

largest effects.55 

Previous research thus suggests that accrual quality is related to the prediction of future 

cash flows. I build on this notion by hypothesizing that the value of current cash flows relative to 

accruals in predicting future cash flows is related to the accrual quality. This is because accrual 

quality reflects the accounting state of the firms, and thus whether operating cash flow is 

generated by current accruals that are more likely to generate cash flows again in the subsequent 

period, i.e. persistent cash flows. When accrual quality is high, cash flows are persistent and are 

relevant for predicting future cash flows.  

 

 

                                                   
54 This also follows from equation 14 in chapter two, which equates future cash flows to current cash flows 
plus the accrual components of earnings.  
55 Their results are predicated on a relation between the cost of equity and properties of firm-specific 
information and on the presumption that earnings are a premier source of such information. In particular, 
they view each earnings attribute as proxying either for the uncertainty in earnings as an informative signal 
about the pay-off structure that is of interest to investors (as captured by the accounting-based attributes) or 
for investors' perception of that uncertainty (as captured by the market-based attributes). Among the 
accounting-based earnings attributes considered, they view accrual quality as having the most direct link to 
information risk. Accrual quality captures variation in the mapping of earnings into operating cash flows, a 
key element of the pay-off structure that is of interest to investors. 
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When accrual quality is low, current cash flow is less likely to be persistent, and therefore 

accruals can play a more incremental role to operating cash flows in predicting future cash flows. 

My first hypothesis is:  

  

H6.1: There is a positive association between accrual quality and the persistence of 

cash flows and a negative association between accrual quality and the incremental 

relevance of accruals to cash flows in predicting future cash flows  

 

As Guay (2006) notes, within the accounting literature, the most commonly examined aspect of 

accrual expectation models is the residual of the model, or abnormal accruals. Numerous studies 

use estimates of abnormal accruals as proxies for the discretionary use of accruals, i.e. to measure 

earnings management. However, abnormal accruals contain error, and may also contain 

nondiscretionary accruals. One way of examining the relevance of abnormal accruals is to look at 

the ability of abnormal accruals to predict future cash flows. If abnormal accruals reflect earnings 

management, they should have no predictive power for future cash flows. 

The total amount of accruals for an accounting period can by decomposed in long term 

accruals and short term accruals, where short term accruals are often decomposed in normal 

accruals and abnormal accruals in the accounting literature (Guay, 2006). Abnormal accruals are 

commonly used as a proxy for managerial discretion. Research suggests that managers use 

abnormal accruals for earnings management. Barton and Simko (2002) for instance use the 

beginning balance of NOA relative to sales as a proxy for managers’ previous biased reporting 

choices. This proxy is consistent with overstated net assets being less efficient at generating a 

given level of sales, all else equal. If this proxy is valid, then firms with larger levels of NOA 

relative to sales will have reported larger cumulative levels of income-increasing accruals in the 

past. They find that firms with larger levels of net operating assets (relative to sales) reported 

larger cumulative levels of abnormal accruals in the previous 20 quarters, consistent with prior 

income-increasing earnings management leading to overstated net assets. However, it is unclear if 

managers use abnormal accruals for earnings management, or to signal inside information. 

Beneish and Vargus (2002) for instance show that managers can use income-increasing accruals 

to reflect inside information. Subramanyam (1996) shows that investors price abnormal accruals, 

suggesting that abnormal accruals are informative of future cash flows. Since investors also price 

accrual quality (Francis et al., 2005), it seems likely that if abnormal accruals are used for 

earnings management, abnormal accruals would not be informative for predicting future cash 

flows relative to current cash flows when accrual quality is high, and very informative when 
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accrual quality is low. However, if abnormal accruals are used as a signal of private information 

by managers, abnormal accruals should not be associated to the accrual quality in the predictive 

ability of future cash flows, since managers would use abnormal accrual to reflect private 

information regardless of the accounting state of the firm. My second hypothesis is: 

 

 H6.2: The incremental relevance of abnormal accruals for the prediction of future 

cash flows incremental to current cash flow is not related to accrual quality 

 

Finally, I examine the extent that the level of NOA assists in predicting future cash flows. NOA 

reflect the difference between all operating assets and all operating liabilities on the balance sheet. 

NOA is employed by a firm to generate earnings. For instance, a trading firm that acquires 

inventory employs that asset to sell the goods at a higher price than the cost price to generate a 

profit. However, if the firm acquires more assets than it can sell (e.g. too much inventory), it may 

have to sell its assets at a lower price, or write it off the balance sheet. As such, marginal future 

cash flows could be lower for high levels of NOA. Fairfield et al. (2003a) suggest that 

diminishing return on assets cause the lower persistence of accruals relative to cash flows, 

indicating that a high level of NOA indicates earnings that are not sustainable. Hirshleifer et al. 

(2004) argue that a high level of NOA indicates a lack of sustainability of recent earnings 

performance. NOA are equal to the accumulation over time of the difference between net 

operating income and free cash flow Thus, NOA are a cumulative measure of the deviation 

between accounting value added and cash value added.56 Hirschleifer et al. (2004) term these 

accruals ‘balance sheet bloat’. They show that the level of NOA is a strong negative predictor of 

long-run stock returns. I examine if accrual quality can help explain the extent that NOA is 

relevant in predicting future cash flows. The third hypothesis is: 

 

H6.3: The level of net operating assets (NOA) is informative for the prediction of  

        future cash flows dependent on the level of accrual quality 

 

 

                                                   
56 See appendix A for a more detailed elaboration of this concept. 
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6.3 Research Methodology 

 

The empirical tests employ data obtained from the Compustat annual industrial and research files 

over 1972 to 2001. Consistent with prior literature, the extreme 1% of the observations are 

deleted on either side of the distribution for all variables. All variables are deflated by average 

total assets. Excluded from the sample are financial firms (SIC codes 6000-6999) and firms 

without complete data.  The computation of the accrual quality requires that the sample is 

restricted to firms with at least 7 years of data. After these reductions, the sample yields 40,730 

firm-year observations.  
 This paper examines the effect of accrual quality on the predictive ability of future cash 

flows. Dechow and Dichev (2002) developed a regression-based measure for accrual quality that 

is based on the residual from an accrual model, and therefore suffers from some of the 

specification issues mentioned in chapter 5 for aggregate accrual models. For instance, the 

accrual measure may suffer from potential omitted correlated variable problems. Ball and 

Shivakumar (2006) show that the model is mis-specified to the extent that the model is a linear 

model. They show that incorporating a non-linear variable improves the model. As a result, the 

Dechow and Dichev (2002) accrual quality measure may be biased.  Furthermore, since the 

Dechow and Dichev (2002) measure is based on the residual, given the mechanics of OLS 

regression, this measure will be larger for firms with large absolute accruals, holding relative 

estimation error constant (McNichols, 2002). This would result in a mechanical relation in tests 

sorting on accrual quality. To mitigate these issues with their accrual quality measure, Dechow 

and Dichev (2002) provide observable firm characteristics that can be used as an instrument for 

accrual quality. 

Instead of using the regression-based method, I employ an accrual quality measure based 

on the firm characteristics that Dechow and Dichev (2002) identified as characteristics that 

determine accrual quality: firm size, the volatility of sales, working capital accruals, cash flow 

from operations and earnings, the magnitude of accruals, the operating cycle and the frequency of 

reporting negative earnings. As a robustness test, I also use the Dechow and Dichev (2002) 

regression-based accrual measure to examine the validity of my results.  

Based on existing theory, results and economic intuition, Dechow and Dichev (2002) 

hypothesize what the effect of these firm characteristics is on accrual quality. For instance, 

concerning the operating cycle, they hypothesize that the longer the operating cycle, the lower 
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accrual quality. This is the case because longer operating cycles indicate more uncertainty, more 

estimation and errors of estimation, and therefore lower quality of accruals. 57 For each firm, I 

score each of these firm characteristics on a scale of 1 to 5, with a score of 1 representing a low 

accrual quality score for that firm characteristic, and a score of 5 representing a high accrual 

quality score for that firm characteristic. The accrual quality score, AQ_Score is a composite 

score for the firm-specific accrual quality for each year: 

 

 
 AQ_Scoret = Σ  Size_scoret + Sales_Volatility_scoret + Earnings_Volatility_scoret  + 

 Cash Flow_Volatility_scoret + Accruals_Volatility_scoret + Accrual_Magnitude_scoret +      

Operating_Cycle_scoret +  Negative_Earnings_scoret          (6.1) 

 

The firm characteristics are taken from Dechow and Dichev (2002) and are defined as follows: 

                                   Size  = log of Total Assets (Compustat item #6); 

  Sales_volatility = the standard deviation of Sales (Compustat item # 12), from years  

     t-  4 to t; 

         Earnings_volatility = the standard deviation of Net Earnings before Extraordinary  

      Items (Compustat item #18), from years t-4 to t; 

      Cash_flow_volatility  = the standard deviation of Cash flow from operations from years    

t-4 to t. Cash from operations is calculated as CFOt = NIt -                                       

TAt . NIt   is firm j’s net income before extraordinary items  

                                                   
57 The effect of the other firm characteristics on accrual quality discussed by Dechow and Dichev (2002) 
are as follows: concerning (1) firm size, “the smaller the firm, the lower accrual quality. Large firms are 
expected to have more stable and predictable operations and, therefore, fewer and smaller estimation errors. 
In addition, large firms are likely to be more diversified and various portfolio effects across divisions and 
business activities reduce the relative effect of estimation errors.” Concerning (2) sales volatility, “the 
greater the magnitude of sales volatility, the lower accrual quality. Sales volatility indicates a volatile 
operating environment and the likelihood of greater use of approximations and estimation, with 
corresponding large errors of estimation and low accrual quality.” Concerning (3) cash flow volatility, “the 
greater the magnitude of cash flow volatility, the lower accrual quality. High standard deviation of cash 
flows is another measure of high uncertainty in the operating environment.” Concerning (4) accrual 
volatility, “the greater the magnitude of accrual volatility, the lower accrual quality.” Concerning (5) 
earnings volatility, “the greater the magnitude of earnings volatility, the lower accrual quality.” Earnings is 
the sum of cash flows and accruals. Since the volatility of both components is predicted to be negatively 
related to earnings quality, it is expected that greater volatility in earnings signifies lower accrual quality. 
Concerning (6) negative earnings, “the greater the frequency of reporting negative earnings, the lower 
accrual quality.” Losses are indicative of severe negative shocks in the firm’s operating environment. 
Accruals made in response to such shocks are likely to involve substantial estimation error (e.g., 
restructuring charges). Thus, losses are indicative of low accrual quality. Finally, concerning (7) the 
magnitude of accruals, “the greater the magnitude of accruals, the lower accrual quality. More accruals 
indicate more estimation and errors of estimation, and therefore lower quality of accruals.” 
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(Compustat #18) in year t, and TAt is total accruals: 

                                              TA = (ΔCAt - ΔCasht) - (ΔCLt - ΔSTDebtt) - DEPNt   

               where ΔCAt= change in current assets (Compustat data item #  

                   4), ΔCasht= change in cash/cash (Compustat data item # 1),                       

                   ΔCLt= change in current liabilities(Compustat data item # 5)                             

                   ΔSTDebtt= change in debt included in current liabilities  

                   (Compustat data item # 34) and DEPNt= depreciation and                       

                   amortization expense (Compustat data item # 14) 

           Accruals_volatiliy = the standard deviation of Total Accruals, as defined    

                    above, from years t-4 to t; 

        Accruals_magnitude = the level of Total Accruals, as defined above; 

               Operating cycle = firm j's operating cycle in days: 

     
 

 
           Negative Earnings = incidence of negative earnings. 
 
 
The aim of this paper is to examine the effect of accruals on the prediction of future cash flows. 

This is done by looking at accruals in the income statement, that is, the change in NOA, and 

accruals on the balance sheet, that is, the level of NOA on the balance sheet. For the first 

hypothesis, I examine total accruals as the change in NOA. Richardson et al. (2005) suggest that 

the change in net operating assets is a more comprehensive measure of accruals, and implore 

future research to use this measure of total accruals. To test for the influence of accrual quality on 

the relevance of the change in NOA in predicting future cash flows relative to current cash flows, 

I form deciles of accrual quality, and I run annual cross-sectional regression with time-series 

standard errors for each decile of the following model: 

 

      CFOt+1  = α0  + δ 1 CFOt +  δ2 ΔNOAt  + νt     (6.2) 

 

NOA are measured as followed (Fairfield et al. 2003a): 

 

NOAt = ARt + INVt + OTHERCAt + PPEt + INTANGt + OTHERLTAt - APt - OTHERCLt - 

OTHERLTLt           (6.3) 
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Where the variables are defined as follows: 

 

                ARt = accounts receivable (Compustat item #2); 

               INVt = inventories (Compustat item #3); 

   OTHERCAt = other current assets (Compustat item #68); 

             PPEtt= property, plant, and equipment (Compustat item #7); 

      INTANGt = intangibles (Compustat item #33); 

 OTHERLTAt = other long-term assets (Compustat item #69); 

                APt = accounts payable (Compustat item #70); 

   OTHERCLt = other current liabilities (Compustat item #72); 

 OTHERLTLt = other long-term liabilities (Compustat item #75); 

 

To test for the relevance of abnormal accruals in predicting future cash flows, conditional on 

accrual quality, I decompose the change in net operating assets (i.e. total accruals) into the change 

in net operating assets excluding abnormal accruals and abnormal accruals from the Jones (1991) 

model. This test allows me to extract the abnormal accruals from total accruals, and examine 

individually the relevance of the different accrual components for future cash flows. Similar to 

the previous model, I run annual cross-sectional regression with time-series standard errors for 

deciles of accrual quality of the following model: 

 

      CFOt+1 = α0  + δ 1 CFOt +  δ2 ΔNOA_ExAbnAccrt + δ2, AbnAccrt + νt   (6.4) 

 

Abnormal accruals are measured by the Jones (1991) model as the residual of a regression of 

accruals on the change in sales and plant, property and equipment (PPE). I run the cross-sectional 

estimation by two-digit SIC- industry and year of the Jones model (McNichols, 2000): 

 

     TAt  = α0  1 /Total Assetst-1 + φ 1 ∆Salest +  φ2 PPEt + et        (6.5) 

 

All variables are as above.  

 

It should be noted however that the accrual quality measure used in this model is based on the 

measure of accrual quality by Dechow and Dichev (2002), who examine the mapping of working 

capital accruals in operating cash flows. Their measure therefore does not include the effects of 

long term accruals into accrual quality. To fully examine the effect of accrual quality on the 
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prediction of future cash flows, I further decompose the change in net operating assets into long 

term accruals, current accrual excluding abnormal accruals, and abnormal accruals, allowing each 

of the components to have different coefficients. Decomposing the change in net operating assets 

in long term accruals, current accruals and abnormal accruals is done as follows: 

 

     LTAccrualst = ∆NOAt – TCAt       (6.6) 

 

TCA is total current accruals calculated from the balance sheet as follows:  

 

       TCAt = (ΔCAt - ΔCasht) - (ΔCLt - ΔSTDebtt).  

 

All variables are as above. 

 

Abnormal accruals are measured based on the Jones (1991) model, which measures abnormal 

accruals as the residual of a regression of total accruals on the change in sales and plant, property 

and equipment (PPE). However, this model of abnormal accruals includes both current and non-

current accruals. In order to extract only current accruals from total accruals, I use a modification 

of the Jones model of only current accruals.58 I estimate abnormal accruals as the residual of the 

cross-sectional estimation by two-digit SIC- industry and year of the following modification of 

the Jones model: 

 

     TCAt = α,j  1 /Total Assetst-1 + φ 1 (∆Salest – ΔRECt) +  et     (6.7) 

 

All variables are as above.  

 

To test for the of abnormal accruals in predicting future cash flows, conditional on accrual quality, 

I run annual cross-sectional regression with time-series standard errors for each decile of accrual 

quality of the following model: 

 

     CFOt+1  = α0  + ϕ 1 CFOt +  ϕ2 NOAtj + ϕ2 Long Term Accrualst + ϕ3 Current                    

Accruals excluding Abnormal Accrualst + ϕ4 Abnormal Accrualst + ιt  (6.8) 

 

                                                   
58 I thank Patrica O’Brien for suggesting this model. 
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This estimation model allows me to truly isolate the effect of accrual quality, as proxied by my 

accrual quality measure, on abnormal accruals. To examine if the level of net operating assets on 

the balance sheet is relevant for the prediction of future cash flows, I re-estimate equation 6.2 

with the level of net operating assets as an additional variable. 

6.4 Results 

6.4.1 Descriptive statistics 
 

Table 6.1 provides descriptive statistics on the variables. Descriptive statistics reveal that cash 

flow and accruals are both more volatile than earnings. Cash flow volatility is 0.070, and accruals 

volatility is 0.059, while earnings volatility is 0.048. Since accruals are used to dampen the 

volatility in cash flows, this result should be expected. Results also show that total accruals are 

negative on average at -0.051, as are current accruals (-0.003), reflecting that firms on average are 

mean reversing in terms of growth. This result is similar to previous studies. For instance, 

Dechow and Dichev (2002) report mean accruals of -0.046. Long-term accruals however are 

positive on average (0.007). These accruals, for instance goodwill, are likely capitalized costs, 

and are not generally converted into cash within one year. Net income is positive on average, 

0.027 with a standard deviation of 0.11. This is very similar to Dechow and Dichev (2002), who 

find average earnings of 0.03 with a standard deviation of 0.11. Change in NOA is on average 

positive and much smaller than total accruals. ΔNOA is on average 0.003, while total accruals are 

on average –0.051. This could reflect the higher standard deviation of ΔNOA compared to total 

accruals, with the lower values averaging out the higher values of ΔNOA. 

 The correlations in Table 6.2 illustrate the relations between the sample variables and 

provide comparability with previous studies. These empirical correlations are in agreement with 

existing findings and the predictions of the model. Specifically, there is a positive 

contemporaneous correlation between NOA and CFO (0.14) and a negative correlation between 

CFO and the change in net operating assets ΔNOA (-0.23). This negative correlation can also be 

seen for the decomposed accrual measures long term accruals (-0.01), current accruals (-0.40), 

current accruals excluding abnormal accruals (-0.11) and abnormal accruals (-0.37). Interestingly 

enough, it appears that the abnormal accrual element of current accruals is much more 

responsible for the noise reducing effect of cash flows in earnings than the normal accrual portion 

of current accruals. Finally, there is positive correlation between accrual quality and current CFO 

as well as future CFO. 
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Table 6.1  Descriptive statistics and correlations for the initial firm characteristics and accrual 
characteristics  
 

  Mean 
Standard 
Deviation  

Lower 
Quartile Median Upper Quartile 

      

Firm Characteristics     
Size 4.757 2.083 3.231 4.546 6.106 

Sales volatility 0.168 0.154 0.069 0.127 0.218 
Earnings volatility 0.048 0.056 0.014 0.029 0.058 
Cash flow volatility 0.070 0.055 0.033 0.057 0.091 
Accruals volatility 0.059 0.041 0.028 0.049 0.080 
Operating cycle 153.3 923.8 83.3 128.4 187.6 
Negative Earnings 0.430 0.126 0.353 0.429 0.500 
      

Accrual Characteristics     
Net income 0.027 0.114 0.009 0.046 0.082 
Cash from operations 0.078 0.121 0.035 0.090 0.146 
NOA 0.953 0.290 0.784 0.962 1.136 
ΔNOA 0.003 0.127 -0.053 0.006 0.062 
Long Term Accruals 0.007 0.109 -0.034 0.007 0.049 
Total Accruals -0.051 0.074 -0.090 -0.049 -0.012 
Current Accruals -0.003 0.069 -0.036 -0.002 0.030 
Jones Abnormal Accruals -0.001 0.065 -0.032 0.000 0.031 

AQ Score 24 6 19.0 24.0 29.0 
      

The sample consists of  40, 730 firm-year observations from 1972 to 2001. Variables Measurement:  Size= log of Total 
Assets; Total Assets= Compustat data item (Compustat item  # 6 );  Sales volatility= the standard deviation of Sales 
(Compustat item # 12), from years t-4 to t; Earnings volatility= the standard deviation of Net Earnings before 
Extraordinary Items (Compustat item #18), from years t-4 to t; Cash flow volatility= the standard deviation of Cash 
flow from operations, as defined in table1, from years t-4 to t; Accruals volatility= the standard deviation of Total 
Accruals, from years t-4 to t; Operating cycle= firm j's operating cycle in days; Negative Earnings= incidence of 
negative earnings; Net income = Net Earnings before Extraordinary Items (Compustat item #18); CFO t= Net Income t - 
TA t : TA= Total Accruals=  (ΔCA t - ΔCash t) - (ΔCL t - ΔSTDebtt) - DEPNt ; ΔCAt=  change in current assets 
(Compustat data item # 4 ); ΔCasht= change in cash/cash (Compustat data item # 1 ); ΔCLt= change in current 
liabilities (Compustat data item # 5 ); ΔSTDebtt= change in debt included in current liabilities (Compustat data item # 
34 ); DEPNt=   depreciation and amortization expense (Compustat data item # 14 ); NOAt= ARt + INVt + OTHERCAt 
+ PPEt + INTANGt + OTHERLTAt - APt - OTHERCLt - OTHERLTLt  ; AR= accounts receivable (Compustat item #2); 
INV= inventories (Compustat item #3); OTHERCA= other current assets (Compustat item #68); PPE= property, plant, 
and equipment (Compustat item #7); INTANG = intangibles (Compustat item #33); OTHERLTA = other long-term 
assets (Compustat item #69); AP= accounts payable (Compustat item #70); OTHERCL= other current liabilities 
(Compustat item #72); OTHERLTL= other long-term liabilities (Compustat item #75); ΔNOA = change in NOA; Long 
Term Accrualst= ∆NOAt – TCAt ; TCA t= total current accruals= (ΔCAt - ΔCasht) - (ΔCLt - ΔSTDt); ΔCAt=   change in 
current assets (Compustat data item # 4 ); ΔCasht=  change in cash/cash (Compustat data item # 1 ); ΔCLt =   change in 
current liabilities(Compustat data item # 5 ); ΔSTDebtt=   change in debt included in current liabilities(Compustat data 
item # 34 ); PPEt= property, plant, and equipment (Compustat item #7); ∆Salest = change is sales (Compustat item #12); 
Abnormal accruals are the residual of the two-digit SIC- industry and year cross-sectional Jones (1991)model:   
TCAt  = α0  1 /Total Assett-1 + φ 1 ∆Salest +  φ2 PPEt + et ; 
AQ Score= composite score of accrual quality score on firm characteristics. All variables are deflated by average total 
assets. For each variable, the extreme 1% is deleted on either side of the distribution. 
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Table 6.2 Correlation matrix of Cash flow and Accrual Measures- Pearson (Spearman) Correlation Coefficients in the Lower (Upper) Diagonal (p- values 
shown in parentheses below correlations) 

  

Cash Flow 
from 

Operations 
(CFO) 

Future Cash 
Flow from 
Operations NOA ΔΔNOA LTAccr 

Current 
Accruals 

Current 
Accruals ex 
Abnormal 
accruals 

Abnormal 
Accruals 

Accrual 
Quality 

          
- 0.3675 0.0227 -0.3131 -0.0146 -0.5211 -0.1180 -0.4957 0.2146 Cash Flow from Operations 

(CFO)  (0.0000 ) (0.0007) (0.0000) (0.0286) (0.0000) (0.0000) (0.0000) (0.0000) 
          

0.4393 - 0.1440 0.0692 -0.0233 0.1259 0.0313 0.1212 0.1788 Future Cash Flow from 
Operations (0.0000)  (0.0000) (0.0000) (0.0005) (0.0000) (0.0000) (0.0000) (0.0000) 

          
NOA 0.1415 0.2274 - 0.2222 0.1669 0.1373 0.0587 0.1229 0.3168 

 (0.0000) (0.0000)  (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) 
          

ΔNOA -0.2277 0.0582 0.2335 - 0.7578 0.5612 0.1738 0.5184 -0.0312 
 (0.0000) (0.0000) (0.0000)  (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) 
          

LTAccr -0.0097 -0.0134 0.1917 0.8530 - -0.0042 0.0313 -0.0138 -0.0145 
 (0.0269) (0.0050) (0.0000) (0.0000)  (0.5257) (0.0000) (0.0386) (0.0304) 
          

Current Accruals -0.4046 0.1320 0.1377 0.5081 -0.0165 - 0.2680 0.9224 -0.0283 
 (0.0000) (0.0000) (0.0000) (0.0000) (0.0002)  (0.0000) (0.0000) (0.0000) 
          

-0.1082 0.0498 0.0441 0.1982 0.0156 0.3325 - -0.0417 0.0305 Current Accruals ex Abnormal 
accruals (0.0000) (0.0000) (0.0000) (0.0000) (0.0013) (0.0000)  (0.0000) (0.0000) 

          
Abnormal Accruals -0.3705 0.1183 0.1419 0.4840 -0.0251 0.9389 -0.0124 - -0.0346 

 (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0000) (0.0040)  (0.0000) 
          

AQ_Score 0.2787 0.2166 0.2819 -0.0175 -0.0194 -0.0164 0.0339 -0.0151 - 
 (0.0000) (0.0000) (0.0000) (0.0012) (0.0004) (0.0007) (0.0000) (0.0053)  

      Table 6.1 provides definitions for all variables. 
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6.4.2 Test of H6.1: There is a positive association between accrual quality and the 
persistence of cash flows and the incremental relevance of cash flow to accruals  
 

The first hypothesis concerns the effect of the accrual accounting process on the relevance of 

cash flows and accruals in predicting future cash flows. Barth et al. (2001) show that cash 

flows are assisted in the prediction of future cash flows by accruals, or the change in NOA. 

Hypothesis 6.1 examines whether accruals are informative of predicting future cash flows 

dependent on accrual quality. High accrual quality indicates a steady state, and as accruals are 

expected to be a function of firm’s real business activity (Guay, 2006), high accrual quality 

suggest a business environment where there is thus a high likelihood that operating assets will 

be converted into operating cash flows. In the case of high accrual quality, current cash flows 

are very informative of future cash flows, and NOA are less necessary for mitigating timing 

and matching problems when predicting future cash flows. In other words, since the accrual 

process represents net operating assets that are converted into cash, cash from operations is 

adequate for the prediction of future cash flows. For low accrual quality, the business 

environment is too volatile to depend on just current cash flows to predict future cash flows. 

Therefore, for the prediction of future cash flows, the change in net operating assets is 

incremental to current cash flows for the prediction of future cash flows.   

Tests of H6.1 are provided in table 6.3. Table 6.3 reports results of Fama-Macbeth 

(1973) regressions with time-series standard errors of equation (6.2). Panel A of table 6.3 

shows the results of equation (6.2) for the entire sample. The results show that the change in 

net operating assets (NOA) is incremental to current cash flows in predicting future cash 

flows. The coefficient on ΔNOA is 0.157 (t-stat = 26.77), and the explanatory power of the 

model improves from 18% to 21%, indicating that net operating assets are incremental to 

current cash flows in predicting future cash flows.  This is consistent with Barth et al. (2001), 

who show that decomposing earnings in cash flows and accruals enhances the ability of 

earnings to predict future cash flows.    
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Table 6.3 Time-series means and t-statistics for coefficients from annual cross-sectional regressions of 
next year’s cash flow from operations on this year’s cash flow from operations and net operating assets 
 
     Equation 6.2:  CFOt+1  = α0  + δ 1 CFOtj +  δ2j ΔNOAt  + νt  

 

Panel A: Estimation results for entire sample 

  Interceptt CFOt ΔNOAt Adj. R2      
Mean Coeff 0.051 0.381  0.178    

t-stat (12.99) (17.38)      
Mean Coeff 0.046 0.433 0.157 0.205    

t-stat (12.29) (22.32) (26.77)     
        

Panel B:  Estimation results for deciles of AQ_score 

 Interceptt CFOt ΔNOAt Adj. R2 
AQ_score 

decile    
Mean Coeff 0.026 0.378 0.224 0.184 1   

t-stat (5.03) (11.62) (12.77)     
Mean Coeff 0.040 0.328 0.174 0.124 2   

t-stat (9.79) (10.63) (6.97)     
Mean Coeff 0.045 0.345 0.184 0.130 3   

t-stat (9.90) (10.04) (9.39)     
Mean Coeff 0.05 0.370 0.150 0.116 4   

t-stat (11.44) (11.36) (7.18)     
Mean Coeff 0.056 0.395 0.147 0.145 5   

t-stat (17.38) (17.57) (8.29)     
Mean Coeff 0.050 0.469 0.144 0.163 6   

t-stat (10.44) (15.18) (4.57)     
Mean Coeff 0.056 0.433 0.099 0.149 7   

t-stat (16.02) (14.02) (6.22)     
Mean Coeff 0.042 0.585 0.096 0.250 8   

t-stat (9.93) (19.56) (3.82)     
Mean Coeff 0.032 0.666 0.061 0.330 9   

t-stat (13.78) (34.30) (2.39)     
Mean Coeff 0.022 0.759 0.067 0.439 10   

t-stat (8.70) (37.96) (4.17)     
               
Panel C: Parameter tests by Year 
      

  All firms  
Firms with 
AQ_Score=1  

Firms with 
AQ_Score=10 

 No. 
Years    Implied by Result   

 No. 
Years    Implied by Result   

 No. 
Years   

 Implied by 
Result   

26  CFO > ∆NOA  7  CFO > ∆NOA  25  CFO > ∆NOA  
0  CFO = ∆NOA  19  CFO = ∆NOA  1  CFO = ∆NOA  
0  CFO < ∆NOA  0  CFO < ∆NOA  0  CFO < ∆NOA  

      
 Tests based on significance level of p-value <  0.01 

The sample consists of 46423 firm-year observations from 1972 to 2001. Table 6.1 provides the definitions for all 
variables. 
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Panel B of table 6.3 shows the results for different levels of accrual quality. For the first 

decile of accrual quality, i.e. the decile with the lowest accrual quality, the coefficient on 

∆NOA is 0.224 (with a t-stat of 12.77), and is incremental to cash flow from operations, 

which has a coefficient of 0.378 (with a t-stat of 11.62) and the explanatory power of the 

model is 18%. The coefficient on ∆NOA declines in an almost monotonic fashion from 0.224 

for the first decile to 0.067 (t-stat is 4.17) for the tenth decile of accrual quality, i.e. the decile 

with the highest accrual quality. However, while the relevance of ∆NOA in the highest decile 

of accrual quality is less than a third of the relevance of the decile with the lowest accrual 

quality, the coefficient on cash from operations for the decile with the highest accrual quality 

(0.759 with a t-stat of 37.96) is almost twice the value compared to the decile with the lowest 

accrual quality (0.378 with a t-stat of 11.62), while the explanatory power of the model 

improves to 44%, which is more than double the explanatory power of decile 1. The higher 

explanatory power of the model highlights how accrual quality improves the predictive power 

of current cash flows and accruals for future cash flows. The coefficient on cash from 

operations does not change in a monotonic nature from the first decile to the tenth decile, 

however, the results move in the predicted direction.  

 Panel C of table 6.3 shows results for annual F-tests of equality of the coefficients. 

The results indicate that for the entire sample of firms, cash flow from operations is 

significantly more relevant in predicting future cash flow from operations relative to accruals 

(∆NOA) in all 26 years. However, when partitioning on the level of accrual quality, the 

results show how accrual quality affects the relevance of accruals on the prediction of future 

cash flows. For the lowest decile of accrual quality, the coefficient on cash flow from 

operations is significantly higher than accruals in only 7 years. In 19 years, the coefficient on 

accruals does not differ significantly from current cash flow from operations in determining 

future cash flow from operations, indicating that when accrual quality is low, accruals are 

relevant in predicting future cash flows. However, for the decile with the highest accrual 

quality, this finding is reversed. Cash flow from operations is significantly higher in 

predicting future cash flows in 25 of the 26 years. Overall, the parameter tests by year show 

that accrual quality is an important factor in the relevance of cash flows and accruals in 

predicting future cash flows. Note that only 26 years yielded results in the 30 year period, 

because the measurement of accrual quality required 5 years of data to be determined.  

 The results for H6.1 show the somewhat remarkable result that low accrual quality 

leads to accruals being more relevant in predicting future cash flows from operations than 

high accrual quality.  These results indicate that accruals, i.e. ∆NOA, assist in predicting 
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future cash flows dependent on the quality of accruals. The incremental power of accruals 

declines as accrual quality increases. This result may seem counterintuitive, but can be 

explained by the increase in cash flow persistence for higher levels of accrual quality. My 

results show that high accrual quality leads to higher cash flow persistence. Given that accrual 

quality represents the state of the firm, this results highlights how business activity, as 

represented by accrual accounting, can determine the ability to predict future cash flows. The 

results also highlight how business activity determines how accruals can assist in mitigating 

timing and matching problems of cash flows. When accrual quality is low, accruals are 

needed to ameliorate the lower persistence in cash flows. As a results, earnings are produced 

which are less noisy. However, when accrual quality is high, cash flows are more persistent, 

and accruals are less relevant in predicting future cash flows. Accruals are less necessary for 

ameliorating cash flows to produce earnings.  

My results also provide an explanation for, and are consistent with Francis et al. 

(2005), who show that investors price accrual quality. Higher accrual quality is associated 

with more persistent cash flows, which is reflected in the stock returns by investors. The 

results also highlight the effect of the business activity on earnings quality. Earnings that are a 

good indicator of prospective earnings (cash flows) are considered to be of high quality 

(Penman and Zhang, 2002). However, my results indicate that the higher predictive ability of 

earnings does not necessarily reflect a higher quality accounting process. Rather, it may 

reflect that accrual accounting for business in a steady state lead to more persistent cash flows.  

6.4.3 Test of H6.2: The incremental relevance of abnormal accruals for the prediction of 
future cash flows incremental to current cash flow is not related to accrual quality 
 

The second hypothesis concerns the effect of abnormal accruals on the accrual accounting 

process in predicting future cash flows. Results for Hypothesis 6.1 show that the contribution 

of accruals on predicting future cash flows is dependent on accrual accounting quality. If 

abnormal accruals are used for earnings management, the abnormal accruals should not be 

relevant for predicting future cash flows when accrual quality is high, only when accrual 

quality is low. However, if abnormal accruals are relevant for the prediction of future cash 

flows from operations, this would suggest that abnormal accruals reflect managers inside 

information, and management uses abnormal accruals to give a better indication of firm 

performance. The relevance of abnormal accruals should not change with accrual quality, 

since abnormal accrual accruals are used by managers to convey information on the change in 

business activity and its effect on future cash flows. Table 6.4 reports results of Fama-

Macbeth (1973) regression with time-series standard errors of equation (6.4).  
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Table 6.4 Time-series means and t-statistics for coefficients from annual cross-sectional regressions 
of next year’s cash flow from operations on this year’s cash flow from operations and net operating 
assets  
 
       Equation 6.4: CFOt+1 = α0  + δ 1 CFOt +  δ2 ΔNOA_ExAbnAccrt, + δ2,j AbnAccrt + νt 
 
Panel A: Estimation results for entire sample  

  Interceptt CFOt 

ΔNOA Ex-
Abnormal 
Accrualst 

Abnormal 
Accrualst Adj. R2   

       
Mean Coeff 0.051 0.381   0.193  

t-stat (12.90) (16.92)     
Mean Coeff 0.049 0.381 0.007  0.170  

t-stat (11.46) (16.44) (1.05)    
Mean Coeff 0.033 0.569  0.589 0.286  

t-stat (11.54) (35.98)  (29.21)   
Mean Coeff 0.033 0.569 0.024 0.571 0.278  

t-stat (11.50) (36.43) (3.30) (27.98)   
              
Panel B:  Estimation results for deciles of AQ_score 

  Interceptt CFOt 

ΔNOA Ex-
Abnormal 
Accrualst 

Abnormal 
Accrualst Adj. R2 

AQ_score 
decile 

       
Mean Coeff 0.019 0.485 -0.047 0.475 0.241 1 

t-stat (2.00) (9.96) (-0.43) (7.03)   
Mean Coeff 0.027 0.492 0.023 0.492 0.187 2 

t-stat (3.30) (11.15) (0.90) (5.61)   
Mean Coeff 0.034 0.465 0.042 0.569 0.208 3 

t-stat (7.65) (10.11) (1.73) (13.32)   
Mean Coeff 0.026 0.519 0.017 0.539 0.185 4 

t-stat (3.00) (11.08) (0.67) (10.19)   
Mean Coeff 0.050 0.507 0.015 0.394 0.206 5 

t-stat (6.02) (9.20) (0.54) (3.65)   
Mean Coeff 0.032 0.627 0.034 0.608 0.249 6 

t-stat (5.23) (12.06) (1.33) (8.90)   
Mean Coeff 0.015 0.737 0.012 0.309 0.189 7 

t-stat (0.94) (5.05) (0.73) (0.90)   
Mean Coeff 0.028 0.708 0.029 0.621 0.324 8 

t-stat (3.34) (13.22) (1.05) (6.88)   
Mean Coeff 0.015 0.806 0.003 0.581 0.390 9 

t-stat (5.04) (31.76) (0.12) (8.30)   
Mean Coeff -0.071 0.743 0.638 0.438 0.165 10 

t-stat (-0.80) (10.93) (1.13) (9.14)   
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(Table 6.4 continued) 
Panel C: Parameter tests by Year 
      
  All firms  AQ_Score=1  AQ_Score=10 

 No. 
Yrs    Implied by Result   

 No. 
Yrs    Implied by Result   

 
No. 
Yrs    Implied by Result   

7  Abn_Accruals > CFO  1  Abn_Accruals > CFO  0  Abn_Accruals > CFO  
19  Abn_Accruals = CFO  25  Abn_Accruals = CFO  15  Abn_Accruals = CFO  
0  Abn_Accruals < CFO  0  Abn_Accruals < CFO  11  Abn_Accruals < CFO  

      
  All firms  AQ_Score=1  AQ_Score=10 

 No. 
Yrs    Implied by Result   

 No. 
Yrs    Implied by Result   

 
No. 
Yrs    Implied by Result   

23 

 Abn_Accruals > 
∆NOA_ex_Abn_Accru
als  11 

 Abn_Accruals > 
∆NOA_ex_Abn_Accru
als  9 

 Abn_Accruals > 
∆NOA_ex_Abn_Accr
uals  

3 

 Abn_Accruals =  
∆NOA 
_ex_Abn_Accruals  15 

 Abn_Accruals =  
∆NOA 
_ex_Abn_Accruals  17 

 Abn_Accruals =  
∆NOA 
_ex_Abn_Accruals  

0 

 Abn_Accruals <  
∆NOA 
_ex_Abn_Accruals  0 

 Abn_Accruals <  
∆NOA 
_ex_Abn_Accruals  0 

 Abn_Accruals <  
∆NOA 
_ex_Abn_Accruals  

      
 Tests based on significance level of p-value <  0.01 
The sample consists of 36095 firm-year observations from 1972 to 2001. Table 6.1 provides the 
definitions for all variables. 
 
Panel A of table 6.4 show the results of equation (6.4) for the entire sample. The results 

indicate that the abnormal part of total accruals are not only relevant for predicting future cash 

flows, it seems that abnormal accruals are more relevant for predicting future cash flows than 

the non-abnormal component of total accruals. The coefficient on total accruals excluding 

abnormal accruals is 0.007 with a t-stat of 1.05, while the coefficient on abnormal accruals is 

0.589 with a t-stat of 29.21. This result suggests that abnormal accruals reflect the signaling of 

(private) information of managers about future cash flows rather than earnings management. 

This indicates that the estimation procedure of abnormal accruals does not necessarily extract 

the earnings management component of management discretion. Rather, it extracts the private 

information of the effect of business activity on future cash flows. This is consistent with 

Subramanyam (1996), who shows that abnormal accruals improve the earnings-return relation.  

Abnormal accruals are the residual of a model that attempts to reflect changes in the 

business, where the residual should encompass changes in accruals which are not the result of 

changes in business, i.e., earnings management. However, the results of panel A of table 6.4 

indicate that abnormal accruals pick up more than just earnings management. In Panel B of 

table 6.4, the effect of the business activity on the relevance of abnormal accruals is examined. 

The results in panel B indicate that while the coefficient on cash flow increases from the 

decile with the lowest accruals quality to the decile with the highest accrual quality, the 
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coefficient on abnormal accruals remains somewhat unchanged. However, the coefficient on 

abnormal accruals is highly significant for all deciles. If abnormal accruals were used 

exclusively for earnings management, the coefficient should decrease with an increase in 

accrual quality. The coefficient on total accruals excluding abnormal accruals is not 

significant for all deciles. This result indicates that abnormal accruals can be used by 

managers to reflect changes in business activity rather than earnings management. This is 

consistent with the result that the normal part of accruals is not significant for the prediction 

of future cash flows when accrual quality is high, as shown for hypothesis 6.1. Normal 

accruals does not pick up the change in business activity, this is done by abnormal accruals. 

The private information on future cash flows is therefore conveyed through abnormal accruals.  

Panel C of table 6.4 shows results for annual F-tests of equality of the coefficients. 

When comparing the coefficient on abnormal accruals with the coefficient on cash flows, the 

results indicate that for the entire sample of firms, abnormal accruals are significantly higher 

than cash flow in 7 of the 26 years. In 19 of the 26 years, the coefficient on cash flow does not 

differ significantly from abnormal accruals in determining future cash flow, indicating that 

abnormal accruals reflect information on future cash flows, rather than earnings management. 

When partitioning on the level of accrual quality, the results show that for the lowest decile of 

accrual quality, the coefficient on abnormal accruals does not differ significantly from cash 

flow in 25 of the 26 years, indicating that when accrual quality is low, abnormal accruals are 

relevant in predicting future cash flows. However, for the decile with the highest accrual 

quality, this finding is less obvious. Cash flow is significantly higher in predicting future cash 

flows in 11 of the 26 years, consistent with the findings in hypothesis 6.1. This can be 

explained by the fact that when the firm is in a steady state, managers do not need abnormal 

accruals to reflect private information, as cash flow is more persistent in the steady state.  

When comparing the coefficient on abnormal accruals with the coefficient on non-

abnormal accruals, the results show that for the entire sample, abnormal accruals are more 

relevant than non-abnormal accruals. Abnormal accruals are significantly higher than non-

abnormal accruals in 23 of the 26 years. When deciles of accrual quality are formed, the 

results indicate that accrual quality does not affect the relevance of abnormal accruals. The 

results are similar for the low accrual quality decile and the high accrual quality decile.  

These results can be interpreted as follows. First, as the model examines the 

prediction of next years cash flows, the results indicate that abnormal accruals are used to 

reflect information on next period’s cash flows in favor of the non-abnormal component of 

accruals. This is consistent for all deciles of accrual quality. Second, since the coefficient on 

abnormal accruals does not change with accrual quality, the results also indicate that 

abnormal accruals remain significant in reflecting information on the business activity of the 
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firm. The results form table 6.4 suggest that when accrual quality is high, and the firm is in a 

steady state, abnormal accruals are still relevant for predicting future cash flows similar to 

when accrual quality is low, and the firm operates in a volatile environment. This would 

especially be the case for abnormal accruals, if they are used to reflect (private) information 

about future cash flows. However, since the test does not examine earnings management 

specifically, one cannot conclude that abnormal accruals are not used for earnings 

management.   

An alternative explanation for the result in table 6.4 is that the accrual quality is only 

reflecting the short-term consequences of accruals, while abnormal accruals also consist of 

long term accruals. For instance, abnormal accruals may also contain long term effects on 

future cash flows, which are not picked up by the short term accrual quality measure. 

Therefore, I further decompose total accruals in long term accruals, current accruals excluding 

abnormal accruals and abnormal accruals, where abnormal accrual are estimated by a 

modification of the Jones model to reflect only current abnormal accruals. In order to isolate 

only the short term effect of accrual quality on abnormal accruals, table 6.5 reports results of 

annual Fama-Macbeth (1973) regressions with time-series standard errors of equation (6.8).  

 

Table 6.5 Time-series means and t-statistics for coefficients from annual cross-sectional regressions of 
next year’s cash flow from operations on this year’s cash flow from operations and net operating assets 
and accruals 
 
    Equation 6.8: CFOt+1 = α0  + ϕ 1 CFOtj +  ϕ2 Long Term Accrualst + ϕ3 Current Accruals excluding 
Abnormal Accrualst + ϕ4OAbnormal Accrualst  + ιt 

 

Panel A: Estimation results for entire sample 

  Interceptt CFOt 

Long 
Term 

Accrualst 
Current 

Accrualst 

Current 
Accruals Ex-

Abnormal 
Accrualst 

Abnormal 
Accrualst Adj. R2  

Mean Coeff 0.052 0.376 -0.011    0.172  
t-stat (13.51) (17.70) (-1.68)      

Mean Coeff 0.031 0.628  0.718   0.326  
t-stat (14.40) (55.45)  (48.49)     

Mean Coeff 0.032 0.621 -0.007 0.720   0.309  
t-stat (15.12) (55.82) (-1.19) (46.02)     

Mean Coeff 0.049 0.393   0.537  0.187  
t-stat (10.96) (16.10)   (8.13)    

Mean Coeff 0.031 0.594    0.680 0.305  
t-stat (10.93) (36.34)    (36.74)   

Mean Coeff 0.029 0.619 -0.010  0.779 0.717 0.306  
t-stat (10.34) (36.27) (-1.70)  (10.82) (31.95)   
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(Table 6.5 continued) 

Panel B:  Estimaton results for deciles of AQ_score 

 
Interceptt CFOt 

Long 
Term 

Accrualst 

Current 
Accruals 

Ex-
Abnormal 
Accrualst 

Abnormal 
Accrualst Adj. R2 

AQ-score 
decile  

Mean Coeff 0.016 0.511 -0.068 0.535 0.556 0.258 1  
t-stat (1.59) (10.27) (-0.74) (8.71) (11.89)    

Mean Coeff 0.027 0.520 -0.031 0.644 0.605 0.209 2  
t-stat (4.03) (11.33) (-1.40) (3.70) (11.81)    

Mean Coeff 0.031 0.547 0.007 0.815 0.713 0.243 3  
t-stat (6.85) (11.49) (0.28) (5.35) (14.87)    

Mean Coeff 0.026 0.551 0.000 0.592 0.633 0.218 4  
t-stat (2.96) (10.67) (-0.01) (3.96) (10.04)    

Mean Coeff 0.059 0.431 0.002 0.224 0.329 0.235 5  
t-stat (2.87) (2.39) (0.10) (0.55) (1.17)    

Mean Coeff 0.031 0.671 -0.019 0.958 0.813 0.299 6  
t-stat (4.68) (11.61) (-0.73) (4.28) (10.81)    

Mean Coeff 0.036 0.642 -0.013 0.490 1.468 0.215 7  
t-stat (7.32) (17.06) (-0.57) (2.89) (2.74)    

Mean Coeff 0.004 0.908 0.067 0.273 1.138 0.381 8  
t-stat (0.28) (15.84) (0.41) (3.79) (4.65)    

Mean Coeff -0.003 0.987 -0.096 0.530 0.888 0.441 9  
t-stat (-0.20) (7.44) (-1.61) (1.38) (9.59)    

Mean Coeff -0.060 0.812 0.483 0.813 0.899 0.247 10  
t-stat (-0.84) (11.50) (0.97) (4.22) (10.16)    

                 
The sample consists of 36,095 firm-year observations from 1972 to 2001. Variables Measurement: CFO t= NI t - 
TA t  ; NI t= Net Income Before Extraordinary Items (Compustat data item 18); TA= (ΔCA t - ΔCasht) - (ΔCLt - 
ΔSTDebtt) - DEPNt ; ΔCAt=   change in current assets (Compustat data item # 4 ); ΔCasht= change in cash/cash 
(Compustat data item # 1 ); ΔCLt= change in current liabilities (Compustat data item # 5 ); ΔSTDebtt= change in 
debt included in current liabilities (Compustat data item # 34 ); DEPNt=   depreciation and amortization expense 
(Compustat data item # 14 ); NOAt= ARt + INVt + OTHERCAt + PPEt + INTANGt + OTHERLTAt - APt - 
OTHERCLt - OTHERLTLt ; AR= accounts receivable (Compustat item #2); INV= inventories (Compustat item 
#3); OTHERCA= other current assets (Compustat item #68); PPE= property, plant, and equipment (Compustat 
item #7); INTANG = intangibles (Compustat item #33); OTHERLTA = other long-term assets (Compustat item 
#69); AP= accounts payable (Compustat item #70); OTHERCL= other current liabilities (Compustat item #72); 
OTHERLTL= other long-term liabilities (Compustat item #75); ∆NOAt= change in NOA;  LTAccrualst= ∆NOAt 
– TCAt ; TCAt= total current accruals= (ΔCAt - ΔCasht) - (ΔCLt - ΔSTDt); ΔCAt=   change in current assets 
(Compustat data item # 4 ); ΔCasht=  change in cash/cash (Compustat data item # 1 ); ΔCLt= change in current 
liabilities(Compustat data item # 5 ); ΔSTDebtt= change in debt included in current liabilities(Compustat data item 
# 34 ); DEPNt= depreciation and amortization expense (Compustat data item # 14 ); PPEt= property, plant, and 
equipment (Compustat item #7); ∆Salest = change is sales (Compustat item #12); Abnormal accruals are the 
residual of a modification of the two-digit SIC- industry and year cross-sectional Jones (1991)model:  
TCAt  = α0  1 /Total Assett-1 + φ 1 (∆Sales-∆Rec) t + et  
AQ Score= composite score of accrual quality score on firm characteristics. All variables are deflated by average 
total assets. For each variable, the extreme 1% is deleted on either side of the distribution.  
 
The results in panel A of table 6.5 show results similar to table 6.4. Abnormal accruals are 

incremental to current cash flows and long term and current accruals in predicting future cash 

flows. For the complete model, the coefficient on abnormal accruals is 0.717 with a t-stat of 

31.95. This result suggests that not all abnormal accruals are used for earnings management. 

Rather, on average, abnormal accruals improve the ability to predict future cash flows. Long 
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term accruals have a negative effect on future cash flows (-0.010 with t-stat of -1.70), 

presumably because these type of net operating assets (e.g. goodwill) consist of investments 

that will not be converted into cash within one accounting period. Also, current accounting 

accruals are also highly significant in predicting future cash flows. The explanatory power of 

the decomposed accruals model improves from 21% for the net operating assets model in 

table 3 to 31% for the decomposed model, indicating that decomposing in accruals helps in 

predicting future cash flows. This is consistent with Barth et al. (2001).  

 Panel B show the results for the deciles of accrual quality. For the first decile of 

accrual quality, i.e. the decile with the lowest accrual quality, abnormal accruals are relevant, 

with a coefficient of 0.556 with t-stat of 11.89.  For the tenth decile of accrual quality, i.e. the 

decile with the highest accrual quality, abnormal accruals are even more relevant for 

predicting future cash flows, with a coefficient of 0.899 with t-stat of 10.16.  

If abnormal accruals were used to reflect (private) information about business activity, 

abnormal accruals would relevant for explaining future cash flows independent of the accrual 

quality, since abnormal accruals are a way of reflecting information about future cash flows. 

The results confirm this. Current accruals (ex-abnormal accruals) are also highly relevant for 

all deciles, which is expected since current accruals are expected to be converted into cash in 

the short term. Cash from operations for the decile with the highest accrual quality (0.812 

with t-stat of 11.50) is again higher than the decile with the lowest accrual quality (0.511 with 

t-stat of 10.27), as expected. The deciles do not change in a monotonic nature, however, the 

results move in the predicted direction.  

These results indicate that on average, the abnormal component of current accruals is 

as relevant for predicting future cash flows as the non-abnormal component of current 

accruals. This result is consistent with Dechow (1994), who concludes that:”manipulation of 

accruals is of second-order importance and the first- order effect of the accrual process is to 

produce a summery measure that more closely reflects firm performance (p. 28)”. Overall, the 

results from hypothesis 6.2 suggest that abnormal accruals do not reflect earnings 

management. However, one cannot conclude that abnormal accruals are not used for earnings 

management.  

6.4.4 Test of H6.3: The level of net operating assets (NOA) is informative for the 
prediction of future cash flow dependent on the level of accrual quality 
 
Hirshleifer et al. (2004) consider the level of NOA balance sheet bloat. Table 6.6 examines 

the relation between accrual quality and relevance of the level of net operating assets for 

predicting future cash flows. More specifically, table 6.6 examines if the quality of accruals 

affects the extent that accruals on the balance sheet, i.e. the level of NOA, are relevant in 
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predicting future cash flows. Panel A of table 6.6 shows that NOA is incremental to current 

cash flows in predicting cash flows. The coefficient is 0.063 with a t-stat of 24.20. This result 

suggests that the amount of accruals on the balance sheet is informative in predicting future 

cash flows. Combining the level of NOA with the change in NOA in equation 6.2 yields a 

higher explanatory power, and shows that the level of NOA is incremental to the change in 

NOA in predicting future cash flows. This is inconsistent with Hirshleifer et al. (2004), who 

argue that the level of NOA is a predictor of lower future stock returns. 

 
 
Table 6.6 Time-series means and t-statistics for coefficients from annual cross-sectional regressions of 
next year’s cash flow from operations on this year’s cash flow from operations and net operating assets 

 
     Equation 6.2:  CFOt+1  = α0, + δ 1 CFOt, +  δ2, NOAt + δ2 ΔNOAt  + νt  

Panel A: Estimation results for entire sample 

  Interceptt CFOt NOAt ΔNOAt Adj. R2     
Mean Coeff 0.051 0.381   0.178   

t-stat (12.99) (17.38)      
Mean Coeff -0.009 0.365 0.063  0.207   

t-stat (-1.95) (17.46) (24.20)     
Mean Coeff 0.046 0.433  0.157 0.205   

t-stat (12.29) (22.32)  (26.77)    
Mean Coeff 0.000 0.411 0.050 0.128 0.223   

t-stat (0.03) (21.46) (17.95) (20.56)    
Panel B:  Estimation results for deciles of AQ_score 

 Interceptt CFOt NOAt ΔNOAt Adj. R2 
AQ_score 

decile   
Mean Coeff -0.039 0.364 0.073 0.182 0.200 1  

t-stat (-5.83) (11.29) (8.82) (9.29)    
Mean Coeff 0.002 0.320 0.044 0.145 0.133 2  

t-stat (0.14) (9.45) (3.74) (5.09)    
Mean Coeff -0.004 0.336 0.055 0.147 0.148 3  

t-stat (-0.46) (9.89) (5.56) (6.96)    
Mean Coeff 0.02 0.36 0.03 0.14 0.122 4  

t-stat (4.33) (10.92) (3.85) (6.62)    
Mean Coeff 0.030 0.389 0.028 0.128 0.152 5  

t-stat (5.34) (17.13) (4.55) (7.56)    
Mean Coeff 0.031 0.459 0.021 0.130 0.170 6  

t-stat (3.83) (14.75) (2.62) (4.12)    
Mean Coeff 0.030 0.427 0.027 0.086 0.161 7  

t-stat (3.74) (13.95) (3.75) (5.38)    
Mean Coeff 0.037 0.588 0.004 0.094 0.250 8  

t-stat (5.41) (19.83) ( 0.759) (3.75)    
Mean Coeff 0.018 0.664 0.014 0.049 0.332 9  

t-stat (2.78) (33.03) (2.23) (1.89)    
Mean Coeff 0.008 0.763 0.012 0.057 0.441 10  

t-stat (0.91) (37.98) (1.60) (3.87)    
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(Table 6.6 continued) 
 
Panel C: Parameter tests by Year 
      
  All firms  AQ_Score=1  AQ_Score=10 
 No. Yrs    Implied by Result    No. Yrs    Implied by Result    No. Yrs    Implied by Result   

0  NOA > CFO  0  NOA > CFO  0  NOA > CFO  
0  NOA = CFO  14  NOA = CFO  0  NOA = CFO  

26  NOA < CFO  12  NOA < CFO  26  NOA < CFO  
      
  All firms  AQ_Score=1  AQ_Score=10 

 No. Yrs    Implied by Result    No. Yrs    Implied by Result    No. Yrs    Implied by Result   
0  NOA > ∆NOA 0  NOA > ∆NOA 0  NOA > ∆NOA 

11  NOA = ∆NOA 25  NOA = ∆NOA 26  NOA = ∆NOA 
15  NOA < ∆NOA 1  NOA < ∆NOA 0  NOA < ∆NOA 

      
 Tests based on significance level of p-value <  0.01 
 
The sample consists of 46423 firm-year observations from 1972 to 2001. Table 6.1provides the definitions 
for all variables. 
 
 

Panel B of table 6.6 shows the results for different levels of accrual quality. For the first 

decile of accrual quality, i.e. the decile with the lowest accrual quality, the coefficient on 

NOA is 0.073 (with a t-stat of 8.82) and the coefficient on ∆NOA is 0.182 (with a t-stat of 

9.29). Both variables are incremental to cash flow from operations (0.364 with t-stat of 11.29) 

with the explanatory power of the model of 20%. For the tenth decile of accrual quality, i.e. 

the decile with the highest accrual quality, the coefficient on NOA is 0.012 (with a t-stat of 

1.60) and is not significant in explaining future cash flows. The change in net operating assets,  

∆NOA (0.057 with t-stat of 3.87), is still incremental to cash flow from operations (0.763 

with t-stat of 37.98) to current cash flow, but less than a third of the relevance of decile 1 with 

the lowest accrual quality. Cash flow from operations for the decile with the highest accrual 

quality (0.763 with t-stat of 37.98) is twice  the value compared to the decile with the lowest 

accrual quality (0.364 with t-stat of 11.29) with the explanatory power of the model of 44%, 

which is more than double the explanatory power of decile 1. The deciles do not change in a 

monotonic nature, however, the results move in the predicted direction. This is consistent with 

the results of table 6.3. 

Panel C of table 6.6 shows results for annual F-tests of equality of the coefficients. 

When comparing the coefficient on NOA with the coefficient on cash flows, the results 

indicate that for the entire sample of firms, cash flow is significantly higher than NOA in all 

26 years. However, when partitioning on the level of accrual quality, the results show that for 

the lowest decile of accrual quality, the coefficient on NOA does not differ significantly from 

cash flow in 14 of the 26 years, indicating that when accrual quality is low, NOA is as 
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relevant in predicting future cash flows as current cash flow. This result suggests that NOA is 

not to be ‘considered balance sheet bloat’ perse. For the decile with the highest accrual quality, 

this finding is reversed. Cash flow is again significantly higher in predicting future cash flows 

in all 26 years, consistent with the findings in hypothesis 6.1. Combining this result with the 

low significance of NOA for decile 10, this result can be explained by the fact that when the 

firm is in a steady state, the information on the balance sheet is not needed for the prediction 

of future cash flows. However, when accrual quality is low, the level of NOA can be 

informative.  

When comparing the coefficient on NOA with the coefficient on the change in NOA, 

i.e. total accruals, it appears that the change in NOA is more informative than the level of 

NOA in predicting future cash flows. When deciles of accrual quality are formed, the results 

indicate that accrual quality does not affect the relevance of accruals on the balance sheet 

compared to accruals in the income statement. The results are similar for the low accrual 

quality decile and the high accrual quality decile.  

The results for Hypothesis 6.3 show that NOA does not necessarily reflect balance 

sheet bloat. NOA can assist in predicting future cash flows dependent on the quality of 

accruals. The incremental power of NOA declines as accrual quality increases.  This result 

may seem counter intuitive, but can be explained by the increase in cash flow persistence for 

higher levels of accrual quality. Accrual quality is the extent in which accruals are converted 

into cash. Since NOA are anticipated cash flows, when accrual quality is low, current cash 

flow is less a function of accruals being converted into realized cash flows than when accrual 

quality is high. When accruals are not converted into cash flows, they remain on the balance 

sheet. Current cash flow is not indicative of assets being converted in cash, and is assumed to 

be less likely to persist. That is, current cash flow does not fully reflect the cash generating 

ability of accruals. NOA are then informative incremental to cash flows in predicting future 

cash flows when accrual quality is low, because the level of NOA is indicative of the amount 

of unrealized cash flows that potentially will be converted in cash. However, when accrual 

quality is high, accruals are expected to be converted into cash with higher certainty. Accruals 

that are not converted in to cash when accrual quality is high are put on the balance sheet as 

balance sheet bloat. Thus, accrual quality determines in part the extent that net operating 

assets can be considered balance sheet bloat. Unreported results show that the results are 

similar when the level of NOA is further decomposed in long term accruals, current accruals 

and abnormal accruals. 
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6.5 Robustness Tests 

 

The results reported in the previous section indicate that the ability of earnings, decomposed 

in cash flows and accruals, to predict future cash flows is dependent on the quality of accruals. 

In this subsection, I show that this result is robust with respect to different definitions of 

accrual quality, cash flow and accruals. 

 

6.5.1 The Dechow and Dichev (2002) measure of Accrual Quality  
 

In the previous section, I examined the effect of accrual quality on the predictive ability of 

future cash flows. The accrual quality measure used in the tests is based on a composite score 

of firm characteristics that Dechow and Dichev (2002) show to be related to accrual quality. 

In this section I check if the accrual measure is robust to the regression based method of 

Dechow and Dichev (2002) that is examined in previous research (e.g. Dechow and Dichev, 

2002; Francis et al., 2005; Francis et al., 2006). In the Dechow and Dichev model, accrual 

quality is measured by the extent to which working capital accruals map into operating cash 

flow realizations, where a poor match signifies low accrual quality. This model is predicated 

on the idea that, regardless of management intent, accruals quality is affected by the 

measurement error in accruals. Intentional estimation error arises from incentives to manage 

earnings, and unintentional error arises from management lapses and environmental 

uncertainty; however, the source of the error is irrelevant in this approach (Francis et al., 

2005). The empirical measure of accrual quality is the residual from a regression of changes 

in working capital on past, present, and future operating cash flows. The residual from this 

regression is a measure of accrual estimation errors. These residuals are unrelated to cash 

flow realizations, and include the estimation errors and their reversals. The standard deviation 

of these residuals is the firm-specific measure of quality of accruals (Accrual_Quality), where 

a higher standard deviation signifies lower quality. Following Francis et al. (2005, 2006), I 

estimate the following model: 

 

     TCAt  = β0,j + β1,j CFO j, t-1  + β2, j CFO j,t + β3,j CFO j, t+1 + β4,j ∆Sales j,t + β5,j PPEj,t + υt 

           (6.9) 

Where: TCA  is total current accruals, CFO  is cash from opertations, ∆Salesj,t  = change is 

sales and  PPEj,t is property, plant, and equipment. Variables are defined as follows: 
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  TCA j,, = total current accruals. Accruals are calculated from the balance sheet as           

                 follows: (ΔCAj,t - ΔCashj,t) - (ΔCLj,t - ΔSTDebtj,t);    

                  ΔCAj,t = change in current assets (Compustat data item # 4 ); 

              ΔCashj,t = change in cash/cash (Compustat data item # 1 ); 

 ΔCLj,t = change in current liabilities(Compustat data item # 5 ); 

          ΔSTDebtj,t = change in debt included in current liabilities (Compustat data item # 34 ); 

  CFO j,t = cash flow from operations, calculated as: NI j,t - TA j,t ; 

     NI j,t  =  net income before extraordinary items (Compustat #18);  

TAj,t =  total accruals, are calculated from the balance sheet as calculated as:  

               (ΔCA j,t - ΔCash j,t) - (ΔCL j,t - ΔSTDebt j,t) - DEPN j,t  

              DEPNj,t = depreciation and amortization expense (Compustat data item # 14); 

                PPEj,t = property, plant, and equipment (Compustat item #7);  

            ∆Salesj,t  = change is sales (Compustat item #12); 
     

I estimate equation (6.9) annually for each industry based on the 2 digit SIC-industry code. 

Annual cross-sectional estimations of equation (6.9) yield firm- and year-specific residuals, 

which form the basis for the accrual quality metric: Accrual_Qualityj,t= σ(υ). That is, 

Acrrual_Quality is the negative of the standard deviation of firm j’s residuals, υj,t , calculated 

over years t - 4 through t. Larger standard deviations of residuals indicate poorer accruals 

quality. 

 The results in table 6.7 only partly show that the accrual quality score used in the tests 

in the previous section is related to the Dechow and Dichev (2002) accrual quality measure. 

Table 6.7 reports results for the cash flow prediction model using the Dechow and Dichev 

(2002) regression-based method to measure accrual quality. For the persistence of cash flows, 

results are qualitatively similar to results in table 6.3. That is, there is a rise in cash flow 

persistence from the decile with the lowest accrual quality to the decile with the highest 

accrual quality. However, for the coefficient on total accruals, i.e. ΔNOAt, the results in table 

6.7 are not robust to the prior results. That is, table 6.7 reports that the incremental relevance 

of remains constant for all levels of accrual quality. This is inconsistent with the results in 

table 6.3, which show a decrease in the incremental relevance of accruals from decile 1 to 

decile 10.  

 The difference in results can be explained by the fact that Dechow and Dichev (2002) 

define accrual quality in terms of the relation between accruals and cash flows. Their 

definition does not distinguish among the various factors that influence this relation, such as 

the uncertainty in the firm’s environment, the ability of management, the extent to which 

accruals are manipulated, factors that may be correlated to the residual in their accrual model. 
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For instance, as stated by Dechow and Dichev (2002), their accrual quality measure may not 

only be related to business activity, but “is also likely to be related to variables capturing 

managerial skill and managerial opportunism (p. 46)”. These factors potentially explain the 

differences in results. The accrual quality score potentially mitigates this problem, examining 

the state of the firm in relation to the prediction of future cash flows. Second, their accrual 

measure is based on the relation between current accruals and cash flows in the three adjacent 

periods. It does not take into account long term accruals and long series of cash flows. 

However, I examine the effect of all total accruals on cash flows, so using the Dechow and 

Dichev (2002) may not fully reflect the effect of accrual quality on the prediction of future 

cash flows.  

 

 
Table 6.7 Time-series means and t-statistics for coefficients from annual cross-sectional regressions of 
next year’s cash flow from operations on this year’s cash flow from operations and net operating assets 
 
     Equation 6.2:  CFOt+1  = α0  + δ 1 CFOtj +  δ2j ΔNOAt  + νt  

 

 Interceptt CFOt ΔNOAt Adj. R2 

Accrual_ 
Quality_ 

decile    
Mean Coeff 0,026 0,346 0,125 0,155 1   

t-stat (6,82) (10,16) (6,38)     
Mean Coeff 0,040 0,410 0,185 0,165 2   

t-stat (12,97) (18,38) (8,36)     
Mean Coeff 0,051 0,377 0,140 0,135 3   

t-stat (13,62) (12,37) (8,20)     
Mean Coeff 0,051 0,418 0,167 0,159 4   

t-stat (13,38) (15,55) (8,86)     
Mean Coeff 0,051 0,438 0,181 0,148 5   

t-stat (12,01) (12,05) (9,29)     
Mean Coeff 0,053 0,463 0,197 0,180 6   

t-stat (13,36) (14,93) (8,53)     
Mean Coeff 0,051 0,473 0,184 0,178 7   

t-stat (11,17) (15,40) (7,38)     
Mean Coeff 0,056 0,435 0,142 0,193 8   

t-stat (12,42) (12,16) (7,94)     
Mean Coeff 0,043 0,571 0,130 0,223 9   

t-stat (7,07) (11,88) (5,78)     
Mean Coeff 0,045 0,507 0,129 0,214 10   

t-stat (8,69) (10,34) (4,14)     
               
The sample consists of 46423 firm-year observations from 1972 to 2001. Table 6.1 provides the definitions for all 
variables.  Accrual Quality is determined as the negative of standard deviation of the residual of annual regressions 
by 2-digit SIC code industry of the following model: 
 
     TCAt  = β0,j + β1,j CFO j, t-1  + β2, j CFO j,t + β3,j CFO j, t+1 + β4,j ∆Sales j, t + β5,j PPEj,, t + υt 
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6.5.2 Tests of different accrual quality measures 
 

The composite score is based on a simple summation of the firm characteristic score. 

However, it is possible that certain firm characteristics have a somewhat similar effect on the 

accrual quality. For instance, firms with a high sales volatility may also have high cash flow 

volatility, following the sales process. Therefore, I perform a factor analysis of the firm 

characteristics to generate an accrual quality factor score, FactorAQ.  The factor score is 

based on the principal components estimation of the firm characteristics under each factor. 

The factor analysis technique maximizes commonalities within a group (i.e., a factor) and 

minimizes commonalities among groups. Hence, I implicitly assume that scores for a firm 

characteristic that fall under one factor tend to occur more often with scores for other firm 

characteristics that load on that factor but are less likely to occur with scores on firm 

characteristics that fall under another factor.  

The results in table 6.8 show that the factor analysis yields two factors with 

eigenvalues greater than one, which I call Factor 1 and Factor 2. Of the 7 firm characteristics 

that determine accrual quality, 5 exhibit strong loadings on Factor 1. These characteristics are 

sales volatility, earnings volatility, cash flow volatility, accrual volatility and firm size. Only 

one firm characteristic loads on Factor 2. This is the operating cycle, and it should be noted 

that this characteristic does not load on Factor 1. Negative earnings does not load on either 

factor, but is included for comparability with Dechow and Dichev (2002). Together, these two 

factors account for 54.68% of the variance in my sample.  

To compare the factor score to the other accrual quality scores, I also perform a 

principal components estimation of the firm characteristics constrained to one factor. 

Constraining the analysis to one factor yields FactorAQ, with an eigenvalue of 2.782. 

Operating cycle does not load on FactorAQ, however, combining these characteristics yield 

the highest correlation with the other accrual quality scores. 
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Table 6.8 Factor Loadings using Principal Components Method with Varimax Rotations  
 

    
Panel A: Factor loadings    

  Factor 1 Factor 2   
    
Sales volatility 0.5998 -0.4038  
Earnings volatility 0.7726 0.0453  
Cash flow volatility 0.8785 0.1002  
Total Accruals volatility 0.7852 0.1286  
Size -0.6323 -0.1303  
Log Operating cycle 0.1165 0.9242  
Negative Earnings -0.0802 -0.0018  
Eigenvalue 2.765 1.063  
Cumulative percentage of variation 
explained (%) 0.3950 0.5468  
Incremental percentage of 
variation explained (%) 0.3950 0.1518  
    
Panel B: Factor loadings    

  Factor AQ    
    
Sales volatility 0.5566   
Earnings volatility 0.7733   
Cash flow volatility 0.8842   
Total Accruals volatility 0.7941   
Size -0.6422   
Log Operating cycle 0.2080   
Negative Earnings -0.0799   
Eigenvalue 2.782   
    
Factor loadings exceeding .5 are identified in bold.   
 
The sample consists of 42,756 firm-year observations from 1972 to 2001.Variables Measurement: Total Assets= 
Compustat data item (Compustat item  # 6 );  Size= log of Total Assets;  Sales volatility= the standard deviation of 
Sales (Compustat item # 12), from years t-4 to t; Earnings volatility= the standard deviation of Net Earnings before 
Extraordinary Items (Compustat item #18), from years t-4 to t; Cash flow volatility= the standard deviation of 
Cash flow from operations, as defined in table1, from years t-4 to t; Accruals volatility= the standard deviation of 
Total Accruals, as defined in table1, from years t-4 to t; Operating cycle= firm j's operating cycle in days; Negative 
Earnings= incidence of negative earnings; Net income = Net Earnings before Extraordinary Items (Compustat item 
#18); CFO t= Net Income t - TA t; TA= Total Accruals=  (ΔCAt - ΔCasht) - (ΔCLt - ΔSTDebtt) - DEPNt ; ΔCAt=  
change in current assets (Compustat data item # 4 ); ΔCash,t= change in cash/cash (Compustat data item # 1 ); 
ΔCLt= change in current liabilities (Compustat data item # 5 ); ΔSTDebtt= change in debt included in current 
liabilities (Compustat data item # 34 ); DEPNt=   depreciation and amortization expense (Compustat data item # 
14); 

 

The correlations in table 6.9 show that the composite accrual quality measure AQ_score is 

related to the accrual quality measure used in previous research. The Pearson (Spearman) 

correlation between Accrual_Quality and AQ_Score is 0.53 (0.58) and highly significant. The 

correlation between Accrual_Quality and FactorAQ is even higher at 0.64 (0.62), with Factor 
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1 and Factor 2 also having statistically significant correlation. Overall, the results indicate that 

my accrual quality measure is comparable to the accrual measure used in previous research.  

 
 
Table 6.9 Correlation matrix of Accrual Quality measures- Pearson (Spearman) Correlation 
Coefficients in the Lower (Upper) Diagonal (p- values shown in parentheses below correlations) 
 

 

  Accrual Quality AQ_score FactorAQ Factor1 Factor2 

Accrual_Quality - 0.5761 0.6247 0.6171 0.2010 
  (0.0000)  (0.0000) (0.0000) (0.0000) 
AQ_score 0.5333 - 0.8975 0.8836 0.3088 
 (0.0000)  (0.0000)  (0.0000) (0.0000) 
FactorAQ 0.6408 0.8092 - 0.9968 0.1742 
 (0.0000) (0.0000)  (0.0000)  (0.0000) 
Factor1 0.6336 0.7950 0.9950 - 0.1073 
 (0.0000) (0.0000) (0.0000)  (0.0000)  
Factor2 0.1364 0.1827 0.0996 0.0000 - 
 (0.0000) (0.0000) (0.0000) (0.0000)  
Variable Measurement: Accrual Quality= the standard deviation of firm j's residuals, from years t-4 to t from firm-
specific estimations of the modified Dechow- Dichev (2002) model; AQ Score= composite score of accrual quality 
score on firm characteristics. FactorAQ= Factor loadings using Principal Components Method constrained to one 
factor; Factor 1 and 2 are factor loadings using Principal Components Method. 
 
 

6.5.3 Definition of Total Accruals 
 

For the tests, I use the change in net operating assets as the measure of total accruals, as 

suggested by Richardson et al. (2005). For comparability with previous research, I also run 

equation 6.2 with the conventional definition of total accruals (e.g. Sloan (1996), where total 

accruals is defined as: TAj,t =  total accruals, calculated from the balance sheet as calculated as 

(ΔCA j,t - ΔCash j,t) - (ΔCL j,t - ΔSTDebt j,t) - DEPN j,t  

where: 

                  ΔCAj,t = change in current assets (Compustat data item # 4 ); 

              ΔCashj,t = change in cash/cash (Compustat data item # 1 ); 

 ΔCLj,t = change in current liabilities(Compustat data item # 5 ); 

          ΔSTDebtj,t = change in debt included in current liabilities (Compustat data item # 34 ); 

              DEPNj,t = depreciation and amortization expense (Compustat data item # 14 ). 

 

The results in table 6.10 show that my results are not affected by using different definitions of 

total accruals. 
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Table 6.10 Time-series means and t-statistics for coefficients from annual cross-sectional 
regressions of next year’s cash flow from operations on this year’s cash flow from operations and 
net operating assets  

      
 Equation 6.2: CFOt+1  = α0,  + δ 1 CFOt +  δ2Total Accrualst  + νt  

 
Panel A: Estimation results for entire sample  

  Interceptt CFOt 
Total 

Accrualst Adj. R2   
      

Mean Coeff 0.059 0.599 0.565 0.288  
t-stat (31.41) (53.64) (34.33)   

            
Panel B: Estimation results for deciles of AQ_score   

  Interceptt CFOt 
Total 

Accrualst Adj. R2 AQ-score 
      

Mean Coeff 0.040 0.512 0.553 0.261 1 
t-stat (11.10) (19.95) (19.07)   

Mean Coeff 0.056 0.500 0.579 0.250 2 
t-stat (19.02) (16.61) (17.27)   

Mean Coeff 0.060 0.522 0.577 0.238 3 
t-stat (22.04) (15.33) (16.72)   

Mean Coeff 0.06 0.53 0.54 0.196 4 
t-stat (19.76) (13.91) (13.07)   

Mean Coeff 0.066 0.548 0.480 0.196 5 
t-stat (26.94) (16.67) (8.77)   

Mean Coeff 0.062 0.674 0.641 0.235 6 
t-stat (14.73) (15.22) (11.08)   

Mean Coeff 0.063 0.636 0.528 0.214 7 
t-stat (22.80) (21.85) (12.78)   

Mean Coeff 0.050 0.807 0.593 0.325 8 
t-stat (14.79) (23.14) (13.81)   

Mean Coeff 0.035 0.892 0.517 0.378 9 
t-stat (17.62) (25.31) (8.13)   

Mean Coeff 0.025 0.893 0.307 0.463 10 
t-stat (12.70) (40.98) (7.27)   

           
      

The sample consists of 46423 firm-year observations from 1972 to 2001. Variables Measurement: CFO t= NI t – 
TAt  ; NIt= Net Income Before Extraordinary Items (Compustat data item 18); TAt= (ΔCAt - ΔCasht) - (ΔCLt - 
ΔSTDebtt) - DEPNt ; ΔCAt=  change in current assets (Compustat data item # 4 ); ΔCasht= change in cash/cash 
(Compustat data item # 1 ); ΔCLt= change in current liabilities (Compustat data item # 5 ); ΔSTDebtt= change in 
debt included in current liabilities (Compustat data item # 34 ); DEPNt=  depreciation and amortization expense 
(Compustat data item # 14 ); AQ Score= composite score of accrual quality score on firm characteristics. All 
variables are deflated by average total assets. For each variable, the extreme 1% is deleted on either side of the 
distribution.  
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6.5.4 Definition of net operating assets 
 

In my test for the predictive ability of NOA for future cash flows, I used the definition of 

NOA used by Fairfield et al. (2003). Fairfield et al. (2003) calculate NOA by summarizing all 

assets and liabilities on the balance sheet. This differs from the definition used by Hirschleifer 

et al. (2004), who calculate NOA by subtracting financial assets and financial liabilities and 

equity from total assets. For comparability with Hirschleifer et al. (2004), I re-estimate the 

regressions with the Hirschleifer et al. (2004) definition of NOA. The results in table 6.11 

show that the difference in definitions does not affect my results. 

 
Table 6.11 Time-series means and t-statistics for coefficients from annual cross-sectional regressions 
of next year’s cash flow from operations on this year’s cash flow from operations and net operating 
assets 

 
Equation 6.2: CFOt+1 = α0,  + δ 1 CFOt +  δ2j NOAt + δ2, ΔNOAt  + νt 
 
 Interceptt CFOt NOAt ΔNOAt Adj. R2 AQ_Score Decile   
Mean Coeff 0.014 0.427 0.049 0.167 0.221 All firms  

t-stat (3.04) (28.00) (8.57) (15.18)    
Mean Coeff -0.045 0.352 0.109 0.195 0.190 1  

t-stat (-4.62) (13.11) (7.46) (7.07)    
Mean Coeff 0.028 0.745 -0.005 0.076 0.442 10  

t-stat (3.69) (46.88) (-0.49) (4.19)    
        
The sample consists of 46423 firm-year observations from 1972 to 2001. Variable Measurement: NOA= Net 
Operating Assets = (TA j,t - Cash j,t) - (TA j,t - STDebt j,t - LTD j,t- -PS j,t- CE j,t ) ; TAj,t=  Total Assets (Compustat 
data item # 6 ); ΔCashj,t= change in cash/cash (Compustat data item # 1 ); ΔSTDebtj,t= change in debt included in 
current liabilities (Compustat data item # 34 ); LTDj,t=   Long Term Debt (Compustat data item # 9 ); PSj,t=  
Preferred Stock (Compustat data item # 130 ); CEj,t=  Common Equity (Compustat data item # 60 ); CFO j,t= Net 
Income j,t - TA j,t; TA= Total Accruals=  (ΔCA j,t - ΔCash j,t) - (ΔCL j,t - ΔSTDebt j,t) - DEPN j,t ; ΔCAj,t=  change in 
current assets (Compustat data item # 4 ); ΔCashj,t= change in cash/cash (Compustat data item # 1 ); ΔCLj,t= 
change in current liabilities (Compustat data item # 5 ); ΔSTDebtj,t= change in debt included in current liabilities 
(Compustat data item # 34 ); DEPNj,t=   depreciation and amortization expense (Compustat data item # 14 ); AQ 
Score= composite score of accrual quality score on firm characteristics. All variables are deflated by average total 
assets. For each variable, the extreme 1% is deleted on either side of the distribution.  
 

6.5.5 Is accrual quality related to future cash flows? 
 

The first hypothesis is based on the premise that high accrual quality indicates persistent cash 

flows, which results in accruals being less relevant in predicting future cash flows. However, 

it remains an empirical question whether higher accrual quality leads to higher cash flow 

persistence. In this section I examine if accrual quality is indeed related to higher cash flow 

persistence. Dechow et al. (2005) investigate whether the persistence of the cash component 

of earnings is influenced by management’s decision to retain or distribute cash flows. They 

find that when firms retain the cash flows, the cash component has low persistence almost 
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identical to that of accruals component of earnings. Only when the cash flows are distributed 

to equity holders does the cash component of earnings have high persistence. 

 Dechow et al. (2005) show that the higher persistence of the cash component of 

earnings is attributable to net cash distributions to equity holders. Therefore, I expect that 

accrual quality is most attributable to the net cash distributions to equityholders part of free 

cash flow, indicating that accrual quality is important in determining the cash flow 

implications of net operating assets.  

For testing if accrual quality is related to cash distributions, I use the definitions of 

free cash flow, cash on the balance sheet and cash distributions to debt holders and equity 

holders of Dechow et al. (2005). To test for the relation between accrual quality and cash, I 

run annual cross-sectional regression with time-series standard errors of the following model: 

 

      Accrual Qualityt  = λ0,j + λ1,j ΔCASH j,t  + λ2, j DIST_Debt j,t + λ3,j DIST_Equity j t + ωt

          (6.10) 

Variables are defined as follows: 

 

ΔCASHt = change in the annual cash balance, where cash is defined as cash and short- 

   term investments (Compustat data item #1); 

   DISTt= annual net distributions to capital providers, defined as DIST_Equity +  

                DIST_Debt; 

   DIST_ Equityt = annual net distributions to equityholders, defined as the reduction in equity  

                plus net income (Compustat data item #18). Equity is calculated as total  

                assets (Compustat data item #6) less total liabilities (Compustat data item  

                #181); 

      DIST_Debtt = annual net distributions to debtholders, defined as the reduction in debt.    

Debt is calculated as long-term debt (Compustat data item #9) plus short 

term debt (Compustat data item #34). 

 

Test results are provided in table 6.12, which reports results of Fama-Macbeth (1973) 

regression with time-series standard errors of equation (6.10). Panel A shows results for 

regressions of cash components on the AQ_Score. Results of regression 1 indicate that 

accrual quality is related to cash, with a coefficient of 15.57 (t-stat 26.81). This indicates that 

the higher the accrual quality, the more cash is generated.  Regression 2 shows that the cash 

that is distributed to debt and equity holders has a higher association with accrual quality than 

cash on the balance sheet. The results of regression 6.10 indicate that the distribution of cash 

to equity holders has the highest association with accrual quality of all three cash distributions. 
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Panel B shows the results for regression 6.10 with the negative of the Dechow and Dichev 

(2002) accrual quality measure. The dependent variable is the negative of this measure, since 

high measures of this variable indicate low accrual quality. Results are identical for this 

measure of accrual quality. The results of hypothesis 6.1 show that high accrual quality is 

associated with high cash flows.   

 

 
Table 6.12 Time-series means and t-statistics for coefficients from annual cross-sectional 
regressions of Accrual Quality and the AQ_score on (different components of ) free  
cash flow 

 
 
Panel A:   
Equation 6.10: AQ_Scoret  = λ0 + λ1ΔCASH j + λ2, DIST_Debt  + λ3 DIST_Equity j + ωt   
 
 Interceptt Casht Dist_casht Dist_Debtt Dist_Equityt Adj. R2   
Mean Coeff 22.609 15.574    0.078  

t-stat (210.25) (26.81)      
Mean Coeff 23.629 4.333 10.037   0.041  

t-stat (269.49) (6.71) (18.76)     
Mean Coeff 23.516 5.591  6.403 13.102 0.049  

t-stat (246.69) (8.91)  (10.40) (20.98)   
 
Panel B:  
Equation6.10:  Accrual Qualityt  = λ0, + λ1 ΔCASH,t  + λ2, DIST_Debt,t + λ3j DIST_Equity t + ωt  
 
  Intercept Cash Dist_cash Dist_Debt Dist_Equity Adj. R2   
Mean Coeff -0.034 0.055    0.055  

t-stat (-27.92) (16.84)      
Mean Coeff -0.031 0.010 0.046   0.051  

t-stat (-29.50) (2.99) (18.90)     
Mean Coeff -0.032 0.019  0.024 0.069 0.073  

t-stat (-31.25) (5.70)  (11.64) (20.65)   
 
The sample consists of 40730 firm-year observations from 1972 to 2001. Variables Measurement: AQ Score= 
composite score of accrual quality score on firm characteristics; Accrual Quality= the standard deviation of firm j's 
residuals, from years t-4 to t from firm-specific estimations of the modified Dechow- Dichev (2002) model;  
ΔCASH = change in the annual cash balance, where cash is defined as cash and short-term investments 
(Compustat data item 1); DIST = annual net distributions to capital providers, defined as DIST_EQ + DIST_D; 
DIST_Debt = annual net distributions to debtholders, defined as the reduction in debt; Debt is calculated as long-
term debt (Compustat data item 9) plus short term debt (Compustat data item 34); DIST_Equity = annual net 
distributions to equityholders, defined as the reduction in equity plus Income NI (Compustat data item 18);  Equity 
is calculated as total assets (Compustat data item 6) less total liabilities (Compustat data item 181); All variables 
are deflated by average total assets. For each variable, the extreme 1% is deleted on either side of the distribution.  
 

6.6 Summary and Conclusion 

 
In this chapter, it is hypothesized that level of accrual quality affects the relative impact of 

current cash flows and several measures of accruals to predict future cash flows. The results 

are consistent with this prediction. Earnings are the best predictor for future cash flows. 

However, when earnings are decomposed into current cash flows and accruals, the predictive 
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power improves. My results show that when accrual quality is low, cash flow persistence is 

low, and accruals have high incremental relevance in predicting future cash flows. However, 

when accrual quality is high, the persistence of cash flows improves, and the relative 

relevance of accruals is lower than current cash flows in predicting future cash flows. 

 In this chapter, it is also shown that abnormal accruals are more relevant in predicting 

future cash flows than non-abnormal accruals. This result suggests that abnormal accruals do 

not necessarily reflect earnings management. Rather, abnormal accruals could reflect the 

private information of managers about future cash flows. The results in this chapter also 

indicate that relevance of abnormal accruals in predicting future cash flow is not related to the 

accrual quality. This result suggests two things. First, abnormal accruals do not necessarily 

reflect earnings management. Second, abnormal accruals reflect private information about 

future cash flows, since higher accrual quality does not diminish the relevance of abnormal 

accruals in predicting future cash flows like the normal part of accruals, as predicted in 

hypothesis 6.1. Alternative roles of abnormal accruals could be the transitory estimation error 

in accruals or earnings management. 

 Finally, it is shown that the level of net operating assets (NOA) can be relevant in 

predicting future cash flows. When accrual quality is high, the level of operating assets is not 

relevant, and current cash flows dominate balance sheet information in the prediction of 

future cash flows. However, when accrual quality is low, the level of net operating assets can 

be incrementally relevant to cash flows. Furthermore, it is shown that the level of net 

operating assets is as relevant in the prediction of future cash flows as the change in net 

operating assets, irrelevant of accrual quality.  

 The contribution to the accounting literature made in this chapter is to show how the 

state of the firm impacts the relevance of financial accounting. In particular, it is shown that 

when firms are not in a steady state, accruals can be relevant for the prediction of future cash 

flows. This is consistent with the accounting literature (e.g. Dechow, 1994). However, I also 

show that the state of the firm affects the cash flow persistence. This finding has, to my 

knowledge, not been shown empirically until now.  

 My results also contribute to the earnings management literature. I show that 

abnormal accruals measure more than just earnings management. My results indicate that 

abnormal accruals reflect the private information of managers about future cash flows. This is 

consistent with Subramanyam (1996) and Demski (1998). However, due to the nature of the 

tests, one cannot conclude that earnings management is not a factor in abnormal accruals. 

Future research can use my results to examine the role of abnormal accruals in financial 

accounting and the relation between abnormal accruals and earnings quality. 

 


