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ABSTRACT

Earnings are the summary measure of firm performance under the accrual
basis of accounting. Earnings are important since there are used as a summary
measure of firm performance by a wide range of users. Accrual and cash flow have
been the major issues in accounting literature to measure firm performance. Prior
studies examine about the ability of accrual and cash flow to predict future earnings.
Sloan (1996), Collins and Hribar (2000), Xie (2001), and Sutopo (2001) find that
accrual has less persistence to predict future earnings. On the other hand, prior study
conducted by Wijaya (1999) finds that accrual and cash flow component of current
earnings have equal persistence to predict future earnings. Sutopo (2001) that
examines the effect of earning management on the lower persistence of the earning
performance shows that the less ability of accrual to predict future earnings due to
earning management. Recent study proves that after controlling for growth in net
operating assets, accrual and cash flow components of current earnings have equal
persistence to predict future earnings, because accrual is a component of growth in
net operating assets and the less persistence of accrual is the manifestation of
conservative accounting and diminishing marginal return on investment (Fairfield,
et.al., 2003). ,

The purpose of this study is to provide further evidence about the impact of
accrual and cash flow components of earnings, growth, and also current profitability
to predict future profitability for the Indonesian case. The data employed in this study
is secondary data from manufacturing firms financial statement listed in Jakarta Stock
Exchange during January 1, 2001 until December 31, 2004. The dependent variable
of this study is one-year-ahead return on assets and the independent variables are
accrual, cash flow, current return on assets, growth in net operating assets and growth
in working capital.

The findings of this study support the empirical discussion that accrual has
less ability to predict future earnings than cash flow. Growth in net operating assets
as a controlling variable also cannot explain the less ability of accruals to predict
future earnings. Consistent with the previous research done by Sutopo (2001) that
proves the less ability of accrual is because accrual relates to earning management.
This study also shows that growth in working capital do not have significant impact
with future earnings. It means that there is no influence on growth in working capital
toward future earnings.

Keywords: Earnings, accrual, cash flow from operations, growth in net operating
assets and growth in working capital.
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INTISARI

Laba adalah tolak ukur kinerja perusahaan berdasarkan akrual akuntansi. Laba
menjadi penting sejak digunakan untuk mengukur kinerja perusahaan oleh para
pengguna informasi. Akrual dan arus kas telah menjadi isu yang utama di dalam
literatur akuntansi untuk mengukur Kinerja perusahaan. Studi sebelumnya telah
menguji tentang kemampuan akrual dan arus kas untuk memprediksi laba yang akan
datang. Sloan (1996), Collins dan Hribar (2000]) Xie (2001), Sutopo (2001)
menemukan bahwa akrual mempunyai nilai persistensi vang lebih rendah untuk
memprediksi laba yang akan datang. Studi sebelumnya yang dilakukan oleh Wijaya
(1999) menemukan bahwa akrual dan komponen arus kas mempunyai persistensi
yang sama dengan arus kas untuk memprediksi laba yang akan datang. Sutopo (2001)
yang menguji tentang efek manajemen laba pada persistensi yang rendah
menunjukkan kurangnya kemampuan akrual dalam memprediksi laba yang akan
dating oleh karena adanya manajemen laba. Studi terbaru membuktikan bahwa
setelah mengendalikan pertumbuhan di dalam aktiva operasi bersih, akrual dan
komponen arus kas mempunyai persistensi yang sama untuk memprediksi laba yang
akan datang. Hal ini disebabkan akrual termasuk komponen pertumbuhan di dalam
aktiva operasi bersih, dan persistensi vang rendah yang disebabkan oleh akrual
adalah karena manifestasi dari conservative accounting dan diminishing marginal
return on investment ( Fairfield, et.al., 2003).

Tujuan studi ini adalah untuk menyediakan bukti lebih lanjut tentang dampak
akrual dan komponen arus kas, pertumbuhan dan Jjuga profitabilitas laba sekarang
untuk meramalkan profitabilitas di masa yang akan datang untuk kasus di Indonesia.
Data yang digunakan dalam studi ini adalah data sekunder dari perusahaan
manufaktur yang terdapat di Bursa Efek Jakarta selama 1 Januari 2001 sampai 31
Desember 2004. Variabel terikat untuk studi ini adalah One-Year-Ahead Return on
Asset sedangkan variable bebasnya adalah akrual, arus kas. current return on assets,
pertumbuhan di dalam aktiva operasi bersih, and pertumbuhan modal kerja.

Hasil dari studi ini mendukung diskusi empiris bahwa akrual mempunyai
lebih sedikit kemampuan untuk memprediksi laba yang akan datang dibanding arus
kas. Pertumbuhan di dalam aktiva operasi bersih sebagai variabel pengendali juga
tidak bisa menjelaskan tentang rendah kemampuan akrual dalam memprediksi laba
yang akan datang. Konsisten dengan riset sebelumnya yang dilakukan oleh Sutopo
(2001) membuktikan semakin sedikit kemampuan akrual adalah karena akrual
berhubungan dengan manajemen laba. Studi ini Juga menunjukkan pertumbuhan
modal kerja tidak mempunyai dampak yang signifikan dengan laba yang akan datang.
Hal ini berarti tidak adanya pengaruh pertumbuhan modal kerja terhadap laba yang
akan datang.

Kata kunci: Pendapatan/Laba, akrual, arus kas dari operasi, pertumbuhan dalam
aktiva operasi bersih dan pertumbuhan modal kerja.
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CHAPTER 1

INTRODUCTION

1.1 Study Background

Earnings are the heart of business entity. They determine the going concern of
an entity. Stockholders demand management to produce earnings to increase their
wealth. Investors focus on earnings to determine whether they should allocate funds
in an instrument or not. Employees have interest to know the result of their
operations and the going concern of their firms. Lenders need to make sure that
their fund is safe. Overall, the stakeholders have interest on a firm’s reported
earnings.

Nevertheless, earnings are elusive numbers. The management has freedom to
choose various generally acceptable accounting principles and methods to
determine earnings. The choice of different accounting principles and methods
comes from the pressure faced by the management. The pressure can take a form of
reporting well or growing earnings. These achievements affect the management’s
compensation. Elton, et.al. (2003) describes how under the valid generally accepted
accounting principles, a firm may report several different versions of earnings,
depending on the choice of the accounting principles and methods.

One of accounting principles under the management’s discretion is the
concept of accrual system of accounting. Revenues are recognized when the sale is

made rather than when customer pays. The expenses are reported as when the firm




uses goods and services provided by third parties although the firm has not paid the
third party. Consequently, accrual revenues and expenses may differ from cash
revenues and expenses.

Accrual is related to earning management. Schipper (1998) defines earning
management as purposeful intervention in the external financial reporting purpose,
with the intent of obtaining some private gain done by management ( as opposed,
say, merely facilitating the neutral operation of the process). Earning management
study that has relation with the accounting choice and the initial public offerings,
state that presumed goal of this manipulation is to induce outside investors to pay a
higher price for the firm’s common share that is justified by its true profitability.
The use of accrual introduces a new set of problems that management typically has
some discretion over the recognition of accrual. This discretion can be used by
management to signal their private information to manipulate accrual. There are
several studies on earning management, such as Healy (1985), DeAngelo (1986),
Jones (1991), Aharony, et.al. (1993), Dechow. et.al., (1995), and Han and Wang
(1998).

Accrual has been one of the major issues in accounting literature. Some
studies include relative information containing accrual compared with cash flow
(Rayburn (1986), Wilson (1987), Bernard an Stober (1989), Gantyowati (1998)),
earning management ((Healy (1985), Dechow. et.al. (1995), Rees, et.al. (1996),
Sutopo (2001), Chan, et.al. (2001)), and discretionary versus non discretionary

accruals (Guay, et.al.,1996). For the Indonesian case. the accruals compared with




cash flow (Gantyowati,1998) and the reflection of accruals and cash flow
components of current earnings in future earnings (Wijaya,1999).

One among the most popular studies of accrual is about how the market is
mispricing toward the ability of accrual to predict future earning. Various studies on
market mispricing prove that accrual might lead to earning management since
investors overvalue the persistence of accrual component of earnings (Sloan (1995),
Xie (1999), Sutopo (2001)). However, recent study shows that the lower ability of
accruals compared to cash flow component of current earnings might not be the
indication of earning management. The lower persistence of accrual is more likely
to results from conservative bias in accounting and or the lower rate of economic
profits that results from diminishing marginal returns to new investment
opportunities (Fairfield, et.al., 2003).

This study is motivated by previous study conducted by Fairfield, et.al.
(2003). The purpose of this study is to provide further evidence about the role of
accrual components of current earnings to predict future carnings for the Indonesian
case. Another purpose is to test the consistency of the previous study conducted by
Wijaya (1999), found that accrual and cash flow components of current earnings
have equal ability to predict future earnings for the Indonesian case. Prior research
reveals that the accrual component of profitability has less ability to predict future
earning than cash flow component, and it make investors fail to fully appreciate
their differing implications for future profitability (Sloan, 1996). Just we can

disaggregate profitability into accrual and cash flow from operations, we can




disaggregate growth in net operating assets into accrual and their components. For
this research, we want to know the ability of growth in working capital as a
component of growth in net operating assets with future earning. Because according
to Ohlson (1995) future profitability also depends on growth in net operating assets.
Then the title of this research is “The Impact of Earning Management and

Business Growth to Future Profitability”.

1.2 Problem Formulation

Many studies show evidence that investors naively fixate on the bottom line
of financial statement (Sloan (1996), Collins&Hribar (2000), Xie (2001)).
Meanwhile, management discretion may affect the bottom line. The part of the
bottom line that might be affected by management discretion is the accrual
component of earnings. This phenomenon is indicated by the lower persistence of
accrual component of current earnings to predict future profitability compared with
the cash flow component. A study of Indonesian case proves that accrual and cash
flow component of earnings has equal persistence to determine (uture earnings
Wijaya (1999).

Fairfield, et.al. (2003) have developed studies of accruals and cash flow
persistence by considering other factor than accruals and cash flow components of
current earnings. The new factor is growth in operating activities. They find that

after controlling for growth, accrual and cash flow components of earnings have




equal ability to predict future earning. They argue that accruals models should
control for growth to avoid incorrect conclusion about earning management.

This study develops a question of how component of earnings and growth
affect the future profitability of Indonesian firms. A part of this study will test the
consistency of previous study about the ability of accrual and cash flow
components of current earnings to predict future profitability for Indonesian case.
The other part will test the consistency of the new empirical findings, the impact of
growth in operating activities to the accruals and cash flow persistence for the
Indonesian case.

1.3 Research Objectives

The objectives of this study are:

1. To examine the implication of accrual and cash flow for future profitability.

2. To examine the implication of growth and its accrual components for future
profitability.

3. To examine the implication of accruals, current profitability, and growth for
future profitability.

14 Expected Benefits
Firstly, this study describes empirical evidence of the nature of information
contained in earnings of the Indonesian firms. The result of this study will provide

fundamental information for further study in the area of earning management.




Secondly, other researchers can use the results as a reference for further study

and forecasters in accounting and finance can use the results as a consideration in the

practice of forecasting earnings.

1.5

1.6

Research Limitation
This research is conducied within several units:
This research only examines manufacturing firms listed in Jakarta stock
exchange. The choice of only manufacturing firms as the research population is
intended to avoid excessive industry effects that may distort the analysis.
This research only focuses on the Indonesian condition during the year 2001-
2004.
The variables utilized in this research are one-year-ahead return on assets,
accrual, cash flow, growth in net operating assets, growth in working capital
and current return on assets. Although there are many variables that can affect
the future earning, they are not emploved in this research due to the limit of

time and lack of data.

Writing Scheme
The systematic of the report can be seen as follow:

CHAPTER1 : Introduction




This antecedent contains the problem background, problem formulation,
expected benefit of the research, objective of research, research limitations,

and writing scheme.

CHAPTER II : Literature Review and Theoretical Background
This second chapter includes the basic theory of financial statement concept,
operating cash flow, accountancy accrual, analyze the former research, and

hypothesis formulation.

CHAPTER I1I: Analysis Method
The third chapter discusses the research method covering population research,

variable research; analyze the data, and also hypothesis examination.

CHAPTER1Y : Data Analysis

This fourth chapter contains the analysis of research’s result explaining about

hypothesis examination.

CHAPTERYV : Conclusion, Limitations, and Recommendation
The last chapter contains conclusions as the conclusion hit result of research.

limitations of research, and recommendation for developing future research.




CHAPTER 11
LITERATURE REVIEW AND THEORETICAL BACKGROUND

2.1 Theoretical Background
2.1.1 Estimating Future Earnings from Current Earnings

Financial analysis is built based on the expected future earnings. The
expectation of future earnings begins with current earnings. The information in
current earnings can be used for estimating future earnings. Theoretically, income has
dual role; as a measurement of the future earnings power (Wild, et.al., 2001).

When current earnings are used to forecast future earnings, the next year’s
earnings are assumed equal to current earnings plus new investment that may increase
the next year’s earning. Increase in earning means increase in shareholders value.
Thus, the additional investment should earn at the required rate of return. The forecast
of return earnings should deal only with core income. It is important to know the
components of earnings that come from ongoing operations and the proportion of
earning that are less likely to recur in the future. The problem arising from earnings
that are less likely to recur in the future is how to decompose the earnings into i£s
accrual and cash flow component.

Many studies show contrast results about the ability of current earnings to
predict future earnings. Freeman, et.al. (1982), Ou and Penman (1989), and Finger
(1994) prove that current earnings are relevant to predict future earnings. Ball &

Watts (1972) provide the evidence in anomalies of earnings. Some who believe that




future earnings are independent from current earnings argue that earnings are subject
to uncertainty that is beyond management’s control. In addition, earnings calculation

requires estimation that may cause problems and contain subjectivity.

2.2 The Concept of Accrual

Accounting income is established on the concept of accrual accounting.
Accruals are the flows of non-cash value. The aim of accrual accounting is to inform
users about the consequences of business activities for a company’s future cash flow
as soon as possible with a reasonable level of certainty (Wild, et.al., 2001). Accrual
accounting is established on the assumptions of going concern of the entity.

Accrual accounting consists of revenues accruals and expense accruals.
Accrual accounting is the matter of revenue recognition and expense matching. In
accrual accounting, revenues are recognized when the sales is made rather than when
customers pays. In other words, revenues are recognized when there is a creation of
benefit that might not be in form of cash flow to the firm. On the other hand, cash
flow to the firm that does not involve any additional values is subtracted, Wild, et.al.,
(2001) explains clearly that revenues are realized when cash is acquired for products
or services delivered. Revenues are realizable when an assets acquired for products or
services delivered (often receivables) is convertible to cash or cash equivalent. The
expenses are reported when the firm uses goods and services provided by third parties

although it has not been paid until a certain period.
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From the perspective of timing difference between income and cash flow,
accruals are classified into short-term and long-term accrual include working capital
items such as receivables, inventories, payables and so on. Long-term accruals are
long-term timing difference between income and cash flow. Long-term accruals come
from the process of differing costs incurred in the current period whose benefits are
expected in future periods or capitalization (Wild, et.al., 2001). The examples of
long-term accruals are depreciation and amortization expense.

Accrual accounting allows management to make judgment using various
estimations, adjustments, and event their intent (Ball & Kothari, 1994). For example,
intangibles can be capitalized aggressively to reduce costs. This kind of decisions is
under the management discretions. Following Bernstein (1989), the accruals system,
which produces in the income number, relies on accruals, deferrals, allocations, and
valuations, which involve high degrees of subjectivity. So the accruals have strong
relation to earning management. Shipper (1998) defines earning management as
purposeful intervention in the external financial reporting process, with the intent of
obtaining some private gain (as opposed to, say, merely facilitating the neutral
operation of the process). The concern that management will use their information
advantage to opportunistically manipulate accruals is consistent with allowable set of
accruals being limited by accounting conventions (Watts and Zimmerman, 1986).

The primary role of accruals is to overcome problems of measuring firms’
performance when the firms are in continuous operations. Accruals can be a predictor

to produce earning as one of the key outputs of the accounting process. The view that
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accrual will improve the ability of earnings to measure firms® performance is
expressed in FASB No.1, paragraph 44 stating that information about enterprise
earnings and its component measured by accrual accounting generally provides a
better indication of enterprise performance than information about current cash

receipts and payments.

23 The Concept of Cash Flow

Claimholders of a firm seek information about the firm’s expected future cash
flow. Statement of cash flow in financial statement provides information about
various sources and uses of cash come from the firm’s operating, financing, and
investing activities. Operating cash flow refers to cash generate from a firm’s ongoing
operating activity. Operating activities comprise of net income, depreciation, changes
in current assets and liabilities other than cash, short-term investment, and short-term
debt. Cash flow from financing activities refers to cash generate from firm’s
financing activities such as the sale of short-term investment, issuance of debt or
stock, paying dividends, or using cash for buyback activities. Cash flow from
investing activities refers to cash generated from firm’s financing activities such as
when the firm decides to invest or divest its fixed assets.

Beside the kinds of the sources and uses of cash flow, there are various
concepts of cash flow. These concepts are net cash flow, free cash flow, and
operating cash flow. Net cash flow is defined as net income minus non-cash revenues

plus non-cash charges. Free cash tlow is defined as net operating profit after tax
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minus new investment in operating capital. Free cash flow is the amount of cash flow
remains after firms make assets investment to support its operations. This amount is
available for distributions to investors. Investors investigate a firm’s ability to
generate free cash flow.

Operating cash flow is the difference between revenues and cost in cash. It
equals to the net operating profits after tax plus non-cash adjustment. Operating cash
flow come from the firm’s normal operation. Presentation and reporting of cash flow
from operating activity, the amount from cash flow coming from operating activity,
represent the indicator determining whether from its operation a company can yield
the cash flow which is the due date for paying loan, looking after ability to operate
the company, paying dividend and doing the new investment without relying on
financing source from outside. Information concerning certain element of historical
cash flow along with other information is useful in prediction of operating cash flow
for future earnings.

Many studies about cash flow have been conducted. Livnat and Zarowin
(1990) reveal that components of cash flow ( operating, financing, and investing) and
subcomponents of cash flow (cash flow from receivables, dividend, investments, and
so on) explain the association between cash flow and stock return better than cash
flow in aggregate. Dechow (1994) finds that operating cash flow can not explain
stock returns as good as net income, which is a result of accruals accounting and the

sum of accruals and operating cash flow. Barth, et.al. (2001) find that the cash flows
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and accrual components of current earnings have substantially more predictive ability
for future cash flow than several lags of aggregate earnings.

Cash flow from operations can measure performance of a firm in a less
distorted way than accrual. Analysts believe that the higher the ratio of cash flow
from operations to net income, the higher the quality of that income. Firms with high
net income but low cash flow are suspected to use income recognition or expense
accrual criteria.

The cash flow variable in this study deals only with operating cash flow. It is
noted as cash flow from operations (CFO), which is the difference between earnings
and accrual. Many financial analysts regard operating cash flows as a better gauge of
corporate financial performance than net income, since it is less subject to distortion
from differing accounting practice. Operating cash flow can be a tool to measure

financial performance of the company in the future.

24 The Relation of Business Growth in Estimating Future Earnings

Prior research reveals that the accrual component of profitability has less
ability to predict future earnings than cash flows. and investors fail to fully appreciate
their differing implications for future profitability (Sloan.1996). However accrual is a
component of growth in net operating assets as well as a component of profitability.
According to Penman (2003), he states that net operating assets are increased by
operating revenue, reduced by operating expenses. increased by cash investment, and

reduced by cash from operation.
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Feltham and Ohlson (1995), and Ohlson (1995) find that future profitability
and firm value depend on the growth in net operating assets as well as current
profitability. Growth in net operating assets and their components which include
growth in working capital, depreciation and amortization, and growth in long term net
operating assets also influence the ability to predict future earnings. Fairfield, et.al.,
(2003) investigate whether differential persistence and market mispricing of accrual
are more broadly to grow in net operating assets. He find that growth in net operating
assets has a significant impact with future earnings.

Looking at the previous research, it shows that growth in net operating assets
and their components can be used as variables to predict future earnings. This
research also investigates the ability of growth in working capital as a component of
growth in net operating assets to predict future earning. In line with Fairfield. et.al..
(2003) that used components of growth in net operating assets i.e. growth in long
term net operating assets to predict future earnings. They find that growth in long
term net operating assets has significant and negative association with future

earnings.

2.5 Literature Review and Hypothesis Development

Sloan (1996) investigates the nature of the contained information in the
accrual and cash flow components of earnings. By using 40,679 firm year
observations from 1962-1991, he finds that the accrual component of earnings are

less persistence than cash flow components of earnings, and stock price act as if
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investors fail to distinguish fully the different properties of accrual and cash flow
component of earnings.

The finding from Collins and Hribar (2000) is similar with Sloan that the
markets systematically overvalue (under price) the accrual (cash flow) component of
earnings. They use quarterly Compustat and daily CRSP data for all NYSE/AMEX
firms on the primary, Supplementary and Tertiary industrial File or research file over
1988-1997. In contrast to Sloan (1996), they estimate quarterly accruals as the
difference between earnings and cash flow.

Xie (2001) extends the study by suggesting that the lack of persistence and the
overpricing of total accruals here largely due to abnormal accruals. He uses Jones
model to estimate abnormal accrual. He finds that the market overestimates and
overprices the persistence of both, normal and abnormal accrual. After controlling
abnormal accrual, he found that the market still overprice the abnormal accrual. He
concludes that the markets overprices portion at abnormal accrual stem from
management direction.

Sutopo (2001) examines that the extent to which the lower ability of earnings
performance attributable to the accrual component of earning is due to earning
management. Using 384 sample of firms obtained from Compustat data from 1989-
1996, he proves that earnings performance attributable to accrual component of
earnings is less persistent. He found that the earning management has a significant

effect on the persistence of earnings performance.
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In Indonesia, Wijaya (1999) applies the Sloan’s method for an Indonesian
case. The observation of 42 manufacturing firms listed in JEC during the period of
1993 to 1996 concludes that earnings performance attributable to the accrual
component of earning exhibited similar ability to the earnings performance
attributable to the cash flow component of earnings in predicting future earnings.
Thus, the result of Indonesian case is in contradictory to the evidence of studies using
U.S firms’ data.

Bernstein (1989) states that the cash flow is less subject to the distortion than
the net income when it is used to measure firms performance. In addition, analysts
believe that the higher the ratio of cash flow to net income, the higher the income
quality. Thus, accrual and cash flow components of current earnings have different
implications for the assessment of future earnings in which the accruals of current
earnings is less persistent than the cash flow components ( Sloan, 1996). This reason
results the first hypothesis that:

H,:  Accrual components of current earnings have less ability than the cash flow

components of current earnings to predict one-year-ahead return on assets.

The second hypothesis is build based on the equal ability of accrual and
growth in long-term net operating assets to one-year-ahead profitability. Following
Mec. Nichols (2000) that accrual model should control growth; the persistence of
accrual and cash flow components of current earnings is tested by adding growth in

net operating assets as a controlling variable when the future profitability is regressed
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on accrual and cash flow. Prior study conducted by Fairfield, et.al. (2003) find that
after controlling growth in net operating assets, the ability of accrual and cash flow
components of current earnings to predict future earnings is equal. The second
hypothesis proposed is:
Ho. Accrual components of earnings have equal ability to the cash flow
components of earnings to predict one-year-ahead earnings after controlling
- growth in net operating assets.
Current profitability can give better predictable to future earnings. Because what is
happens today depends on what happened yesterday (Trend), or Martingale effects.
Wijaya (1999) finds that current return on assets has positive correlation with future
earning, means that current return on assets will increase future earnings. But, future
profitability (and also firm value) depends not only on current profitability but also
on growth in net operating assets ( Ohlson (1993). Feltham and Ohlson (1995)).
Fairfield, et.al. (2003) developes Sloan’s model by adding the growth in net
operating assets components variable. They found that accrual and growth in net
operating assets components  (growth in long term net operating assets) have
significant effect and negative correlation with future earnings. Their arguments
about the negative corrrelation between future profitability and growth in net
operating assets and it’s component were diminishing marginal returns to increase
investment and conservative accounting tend to reduce profitability for growing
firms. Following Fairfield, et.al. (2003) diminishing marginal returns to increase

investment tend to reduce the growth of firms. It arises when firms exploit their most
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profitable investment opportunities before undertaking less profitable investment.
Consequently, firms investing relatively more net operating assets will experience
lower profitability in one-year-ahead. Conservative accounting has some
characteristics that decrease book value such as accelerating depreciation and
amortization using LIFO inventory method, and overestimating bad debt and wri;e
off. All of those characteristic may reduce earnings as well as book value.

This research will investigate the ability of growth in working capital as a
component of growth in net operating assets to predict future earnings whether it also
has significant and negative correlation with future earnings. Based on this theoretical
background, the third hypothesis proposed is:

Hj: Current return on assets, accrual and growth in working capital has ability and

incremental correlation with one-year-ahead return on assets.



CHAPTER III

RESEARCH METHOD

31 Research Object and Data Collection

This study employs secondary data from manufacturing firms which their
financial statements have been audited. The balance sheet and operating income are
obtained from firms’ financial statements during the period of 2001-2004. Cash flow
from operations is obtained from cash flow statements of each firm during the period
0f 2001-2004.

The population includes all manufacturing firms listed in Jakarta Stock
Exchange during the period of January 1, 2001 — December 31, 2004. The
classification of manufacturing firms is adopted from the definition provided in the
ICMD 2002 which states that the classification of manufacturing firm are arranged by
industrial types following the sequence of the standard of industrial classification
used by international finance corporation. The final population consists of 50
manufacturing firms, leaving some in sufficient and/ or incorrect data, and financial

statement that is denominated in currency other than rupiahs.
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Table 3.1
List of manufacturing companies 59
Less : Insufficient data (6)
Incorrect data (2)
Financial statement denominated in US$ e
Number of population 50

3.2  Research Variables

The variables employed in this research arc one-ycar-ahead rcturn on asscts,
current earnings, accruals, and components of current earnings, cash flow
components of current earnings, growth in net operating assets, and growth in
working capital. To enable comparisons, these variables are deviated to the total
assets as a relative measurement of the size of each firm. An average total asset is the
average of the beginning and end-of-year book value of total assets.
Earnings or Return on Assets are defined as operating income (Earning before
Interest and Taxes = EBIT) divided by average total assets (TA):

ROA,=EBIT / Ave (TAt.; + TA))
Accrual (ACC) is defined as change in current operating assets minus change in

current operating liabilities minus depreciation and amortization expense.

Accrual = (DCA- DCash)-(DCL-DSTP-DTP)-Dep
(Dechow, et.al., 1995)

Where,

DCA = Change in current assets
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DCash = Change in cash/cash equivalents
DCL = Change in current liabilities
DSTD = Change in debt included current liabilities
DTP = Change in income tax payable
Dep = Depreciation and amortization expense
CFOy is cash flow from operations. Operating cash flow is the difference between
revenues and cost in cash. It equals to the net operating profits after tax plus non-cash
adjustment. Operating cash flow come from the firm’s normal operation.
GrNOA, is defined one year growth in net operating assets
GINOA =NOA; - NOA,
Where, Net Operating Assets (NOA) is operating assets (excluding cash) minus
operating liabilities.

NOA, = AR; + INV, + OTHER CA, + NPE, + INTANG, + OTHLER LTA, -AP,

— OTHERCL, - OTHER LTL;

Where,

AR = Accounts receivable

INV = Inventories

OTHER CA = Other current assets

NPE = Net property, plant and equipment
INTANG = Intangibles

OTHER LTL = Other long term assets

AP = Account payable

OTHER CL = Other current liabilities
OTHER LTL = Other long term liabilities

Final explanatory variable is Growth in Working capital (GrWC,y) is defined as one-
year growth in non cash working capital.

GrwC,= (AAR + AINV, + AOTHER CA— (AAP + AOTHER CL))
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Where,

AAR = Change in account receivable
AINV = Change in inventories
AOTHER CA = Change in other current assets
AAP = Change in account payables

AOTHER CL = Change in other current liabilities

33 Empirical Design

On the basis of the interrelationship among accrual, cash flow, growth in net
operating assets, growth in working capital, and current profitability toward future
earnings proposed in the hypothesis, it is deemed that a multiple linear regression
equation approach is appropriate methodology to use.

Following Fairfield, et.al. (2003) the multiple linear regression equations
model is estimated using Microsoft excel 2003. The dependent variable is proposed
by using three regression equation models with one-year-ahead return on assets. Then
other variables such as accrual, cash flows, growth in working capital, current
profitability is as explanatory variables, while growth in net operating assets is as a

controlling variable. The specification of the regression equation model is as follow:

ROAH_] =~ 0.0 + a]ACCt v 0.2CFOt [ U[+]

ROA - Bo+ B;GrNOAt + BZACCt + B;CFOt + Vet

ROA 1 =§1 + §ROA + §;ACC, + §.GrWC, + v
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In the multiple linear regression method, it allows us to see how the

independent variables influence the dependent variables by looking at the P-value. If
the P-value < @, it means that there is a significant effect on independent variable

toward dependent variable.

3.4  Testing Procedure

In this research, we regress the three regression equation models by using
Microsoft excel. The results can be seen by looking at the P-value of each regression
result.
To test hypothesis 1, the regression below is used:

ROA; = 09+ a;ACC, + 0,CFO; + vy
Hypothesis 1 is accepted if the P-value of accrual and cash flows is less than « or has
significant effect toward one-year-ahead return on assets and accrual has less value of
significance than cash flows.

To test hypothesis 2, the regression below is used:

ROA. - Bo+ p1GINOA, + BACC, + B:CFO + v

Hypothesis 2 is accepted if the P-value of accrual, cash flows, and growth in net
operating assets is less than o or has significant effect toward one-year-ahead return
on assets and accrual has equal value of significance than cash flows alter controlling

with growth in net operating assets.
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To test hypothesis 2 the regression below is used:

ROAH-] = 61 + 52ROAt + 63ACCt + 64GrWCt + Dt+l

Hypothesis 3 is accepted if the P-value of current return on assets, accrual and growth
in working capital are less than o or has significant effect toward one-year-ahead

return on assets.




4.1  Descriptive Statistics

CHAPTER 1V

DATA ANALYSIS

The Descriptive Statistic on One-year-ahead Return on Assets (ROAw1),

Current Return on Assets (ROA,), Accruals (ACCy), Cash Flow from Operation

(CFO,), Growth in Net Operating Assets (GINOA,), and Growth in Working Capital

(GrWC,) are shown in Table 4.1

Table 4.1

Research Variables

The Result of Mean and Standard Deviation

ROAt+1 ACCt CFOr ROAtr  GrNOAt Grw(Ct
Minimum -0.5028 -1.1E+12 -8.8E+11 0.2665 -1.7E+13 23E+12
Maximum 0.1523 2.33E+12 3.35E+11 0.4361 2.21E+13 2.66E+12
Mean -0.0031 8.07E+10 2.16E+10 0.0259 1.04E+12 6.14E+10
Standard
Deviation 0.0877 4.5E+11 1.42E+11 0.0835 3.83E+12 4.67E+11
Skew ness 21673 1.836225 -2.72001 0.6309 1.603025 1.930748
Count 100 100 100 100 100 100

The number of observation is 100 firm- vears using financial data from 2001-

2004. This amount can be compared with the same previous study conducted by

Fairfield, et.al. (2003) and Sutopo (2001). Fairfield, et.al. (2003) use the number of

observation 32.961 firm-years from 1964-1993. while Sutopo (2001) uses 384 firms
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during year 1989-1993. But the observation number of this research is bigger
compared with, Wijaya (1999) that uses 42 manufacturing firms from 1993-1996.

The table above shows the return on assets one-year-ahead is -0.0031. The
mean of return on assets one-year-ahead is strongly negative; it means the level of
future earnings is lower than the level of future earnings before. This happens to the
firm’s that we have observed because most of them had prefer to invest more heavily
in operating assets during year t. So, they have lower return on assets in one-year
ahead. This condition is not consistent with the finding of Fairfield, et.al. (2003),
where the mean of one-year-ahead return on assets has a positive value of 0.111.The
standard deviation value of 0.00877 shows that the data on return on assets one-year-
ahead is classified as normal. These results are also supported with the minimum
value range of -0.5028 and the maximum value of 0.1523. This value range is high
enough, but it can be classified that the data is still distributed well. The balance data
distribution above is supported with skew ness value of -2.1673, which means that
the one-year-ahead return on assets data do not have extreme value.

Accrual is defined as the change in current operating assets minus the change
in current operating liabilities minus depreciation and amortization expense; it is the
flow of non-cash assets. Accrual variable that has a mean of 8.07E+10 shows that on
average accrual will increase income. It is different with the study result conducted
by Sloan (1996) that accrual mean has a negative value of -0.18, this i1s happens
because the different observation of the firms. With the standard deviation of

4.5E+11 it shows that data can be classified as normal. This is supported with the
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minimum value -1.1E+12 and the maximum value of 2.33E+12 which has not high of
range. With the skew ness value of 1.84, it shows that the distribution of accrual
variable has normal distribution.

Cash flow is the component of profitability. Cash flow variable has a mean of
2.16E+10. It means that on average cash flow will increase income by
2.16E+10.Value of standard deviation of 1.42E+11 that are bigger enough shows that
the data has normal distribution. It shows that with the minimum value of -8.8E+11
and the maximum value of 3.35E+11 with the value range that is not big enough.
Based on the skew ness value of -2.72, it shows that the data collected in cash flow
variable is normal.

Current return on assets as one of the variables that affects future earnings
has a mean value of 0.0259. It means that the current return on assets has a power to
affect future earnings by 2.59%. The value is relative small comparing with the
research founded by Fairfield, et.al. (2003) that current return on assets mean is 0.114
the standard deviation value is 0.0835 that much bigger than the mean. Even though it
has bigger standard deviation it can be classified as normal. This is supported by
range on the minimum value of -0.2665 and the maximum value of 0.4361. Although
the range is high enough, it still can be categorized that data distribution on current
return on assets is normally distributed. It is also supported by the current return on
assets data has skew ness value of 0.6309 that shows a good number. It means that

the data is still on normal condition and do not have any extreme value.
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For growth in net operating assets variable which is one of profitability
component that has a mean value of 1.04E+12, it means that the average growth of
net operating assets of 1.04E+12, and this will influence the future earnings of the
firms. Standard deviation value of 3.83E+12 is much bigger than the mean. This
shows that the data is normally distributed. It can be seen by the minimum value of -
1.7E+13 and the maximum value of 2.21E+13 which is not far enough. With the
skew ness of 1.603, it shows that the data do not have any extreme value and normal.

Growth in working capital is one of net operating assets’ components, which
is the growth in non-cash working capital. Likewise with growth in working capital
which has a mean value of 6.14E+10, means that growth in working capital has an
ability to influence the future earnings by 6.14+10. It is consistent with the prior
research Fairfield, et.al. (2003) finding that growth in working capital has a small
amount of mean compare to growth in net operating assets. Standard deviation of
growth in working capital is 4.67E+10 that bigger than the mean, but it can be
categorized that the data is still in normal distribution. It is supported by the
minimum value of -2.3E+12 and the maximum value of 2.66E+12. This shows that
the range is not big enough. The skew ness value of 1.93 is strengthening that the data

collected in growth in working capital variable is normal.
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4.2 Auto-Correlation Test

Theoretically, a regression model analysis will give a reliable estimated model
parameter providing its fulfillment of the classical assumption of normal linear
regression, which is normally assumption and passes the test of auto-correlation. To
indicate whether there is auto correlation or not in regression model, there is a

correlation matrix among the variables.

Table 4.2
Correlation Matrix

ROA t+1  GrNOAt ACCt CFOt GrWCt ROA ¢t

ROA t+1 1

GrNOAt 0.15219233 1

ACCt 0.48524196 0.604624 1

CFOt 0.50211231 0.311493 0.475648 1

GrwcCt 0.04026697 0.077317 0.110065 0.131466 1

ROA t 0.60109025 0.081606 0.343857 0.306749 0.081594 1

The above correlation matrix presents all variables in the regression mode]
that have a weak relation below 0.6 levels. According to Singgih Santoso (2000), if
the value of correlation matrix lies below 0.6 so it is assumed there i1s no auto-
correlation matrix. This auto-correlation matrix also can support Durbin Watson test,
which indicates that there is no auto-correlation among variables in the regression

model.




30

4.3  Results of Hypothesis Examination
4.3.1 The Ability of Current Accrual and Cash flow from Operations to
Predict One-Year-Ahead Return on Assets (Test of H;)
The result of statistical test of hypothesizing can be seen in tables 4.3 and the
regression equation is:
ROA; = ap+ 0, ACC, + a,CFO; + v,
This test is to detect the ability of earnings performance, whether accrual (ACC,) and

Cash Flow (CFO,) have the ability to predict future earnings.

4.3.1.1 Model Test

To show the percentage of One-Year-Ahead Return on Assets which can be
explained by all independent variables (accrual and cash flow), it can be seen in the
following table:

Table 4.3
The Result of Regression Analysis

Regression Statistics

Multiple R 0.57497
R Square 0.33059
Adjusted R Square 0.31678
Standard Error 0.07249
Observations 100

The above table present the coefficient correlation (R) is 0.33059. This
number shows the relation of pooled data between dependent variable and

independent variable that can explain the relation between one-year-ahead return on
N
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assets and two independent variables of 0.57497 that has strong relations. And the
value of Adjusted R Square of 0.316788 shows that the variation of dependent
variable (one-year-ahead return on assets) can be explained by independent variables
(accrual and cash flow). Although it has small value, it means that the independent
variables can explain for each 15.81%. It is a high value for each independent
variable (accrual and cash flow) to explain the dependent variatle (one-year-ahead
return on assets), considering that there are many independent variables of one-year-
ahead return on assets. From that determination it shows that the regression model is

good, it also supported by the F-value that has a significant result of 3.516E-09.

Table 4.4
Test of One-Year-Ahead ROA Using F-Test
df SS MS F Significance F
Regression 2 025174 0.12587 23.9518 3.51615E-09
Residual 97 0.5097  0.00525
Total 99 0.76149

From the table above, it is found that the value of F is 23.9518 with the
probability of 3.51615 E-09. The results regarding on the effect of accrual and cash

flow on one-year-ahead ROA are strongly significant.

4.3.1.2 Variable Test
The statistical test results of independent variable are presented in following

table:
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Table 4.5
Regression of One-Year-Ahead ROA on Accruals and Cash Flow
Coefficients t Stat P-value
Intercept -0.01273198 -1.723705 0.0879471
ACC, 6.2015E-14 3.372104  0.00107268
CFO, 2.16126E-13 3.712782  0.00034227

4.3.1.2.1 Accrual

ACC; (Accrual component at time t) has a significant impact on the one-year-
ahead return on assets, so it means that HO is rejected. This conclusion is supported
by the P-value for the ACC, in the regression output which is equal to 0.00107268.

Previous research done by Sutopo (2001) also analyzes the ability of accrual
and cash flow to predict future earnings resulting that accrual and cash flow has
significant value of 0.001. It means that accrual and cash flow has significant impact
with future earnings. Based on the regression test, it shows that coefficient on
accruals is 6.2015E-14. Previous study by Sutopo (2001) examine the persistence of
accrual and cash flow by looking at the coefficient value, that resulted the coefficient
of accrual is 0.73 that is less than the coefficient of cash flow 0.75 shows that accrual
has less ability to predict future earnings. But. according to Dechow (1994) accrual is
predicted to improve earnings ability to measure firms’ performance. The importance
of accruals is to increase the shorter performance measurement system, the greater
volatility on firm’s working capital requirements, investment. and financing
activities. The view that accruals will improve the ability of earnings to measure firm

performance is expressed in FASB stating that information about enterprise earnings
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and its component measured by accrual accounting generally provides a better
indication of enterprise performance than information about current cash receipts and
payments.

Accrual has good indication to predict future earnings because the primary
role of accrual is to overcome problems by measuring firms’ performance; when the
firms are in continuous operation and also accruals include in the component of
profitability. However, the use of accrual introduces a new set of problems that
management typically has some discretion over the recognition of accrual. This
discretion can be used by management to signal their private information to
manipulate accrual. The concern of management will use their information advantage
to opportunistically manipulate accrual which is consistent with the allowable set of
accrual being limited by accounting conventions (Watts and Zimmerman, 1986).
Because of this accrual will be a less reliable measurement of tirms’ performance,

and cash flow will become preferable.

4.3.1.2.2 Cash Flow

CFOy (Cash Flow from Operations at time t) has a significant impact on the
one-year-ahead return on assets or in another word cash flow has ability to predict
future earnings. It means that HO is rejected. This conclusion is supported by the P-
value for the CFO, in the regression output which is equal to 0.00054227.

The previous study done by Sloan (2001) analyzes about the ability of accrual

and cash flow to predict future earnings. The result shows that accrual and cash flow



have the significant value of 0.001. It means that accrual and cash flow have
significant impact with future earnings. Cash tlow has a strong effect on one-year-
ahead return on assets. This can be seen by the coefficient value of CFO, 2.16126E-
13. It is consistent with the research conduct by Sloan (1996) resulting the coefficient
of cash flow of 0.855 and accrual of 0.765. It means that cash flow has more ability to
predict future earnings than accrual. Consistent with Dechow (1994) he also finds that
cash flow has an ability to predict future earnings has resulted significant value of
cash flow is 0.001. The determination shows that the cash flow component has an
ability to predict future earnings. He also finds that the coefficient result on cash flow
as predictable to earnings of 0.328. Many financial analysts consider operating cash
flow as a better indication to corporate financial performance than accrual, since it is
less subject to distortion from differing accounting practices. Bowen, et.al., (1986)
stated that cash flow can predict the failure, the risk, giving of loan, evaluate the
company, and give the additional information to stock markets. According to
Institutional Investors (August 1988) a growing number of portfolio managers and
analysts insist that cash flow is a more meaningful measure of a company’s value
than reported earnings. Bernstein (1993) states that cash flow from operations as a
measure of performance is less subject distortion than net income figure. This is
because accrual systems, which produce the income number, relies on accrual,
deferrals, allocation, and valuation, all of which involve higher degrees of
subjectivity than what enters the determination of cash flow. That is why analysts

prefer to use cash flow from operation to predicted future earnings.
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Based on the regression test, it shows that the coefficient of accrual is
6.2015E-14 that is smaller comparing with cash flow of 2.16126E-13. This reflects
that earnings performance that is attributable to the accrual component of earnings
has less ability than earnings performance attributable to the cash flow components of
earnings to predict future earnings. It is consistent with Dechow, et.al. (1995), Sloan
(1996), Sutopo (2001) finding about examining the persistence of accrual and cash
flow. They find that the accrual components of current profitability are less
persistence than the cash flow components. Sutopo (2001) examines the lower
persistence of accrual by comparing the mean of earning variance of the high accrual
portfolio and the high cash flow portfolio. The results of the analysis show that the
paired difference of mean is 714.9975 (t-statistic 12.03) which is significant at the
0.01 level. This result provides evidence supporting the hypothesis of the lower
persistence of earnings performance attributable to the accrual component of
earnings. According to Fairfield, et.al. (2003). the lower persistence of accrual is
more likely the results of conservative bias in accounting and or the lower rate of
economic profits that results from diminishing marginal returns to new investment
opportunities.

To the extent that the lower ability of accrual arises because accrual are
component of Growth in net operating assets, as well as accrual, we expect both
diminishing marginal returns on investment Stigler (1963) and conservative
accounting Penman (2001) to contribute to this negative incremental relation between

future profitability and growth in net operating assets, but it is not clear whether the
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lower persistence of accrual documented in Sloan (1996) is attributable to its role as a
component of profitability or to its role as a component of growth in net operating
assets. It is more likely to results from the conservative bias in accounting principles
or the lower rate of economics profit that results from diminishing marginal return to
new investment opportunities, or both. Thus, diminishing marginal returns and
conservative accounting suggest that firms investing more in net operating assets
during year t will experience lower one-year-ahead ROA, relative to other firms.

At the same time, the lower ability of accrual is less likely to results due to
earning management Dechow (1995). Earning management study that has a relation
with the accounting choice and the initial public offerings, states that presumed goal
of this manipulation is to induce outside investors to pay a higher price for the firm’s

common share that is justified by its true profitability.
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4.3.2 The Ability of Current Accrual and Cash flow from Operations to
Predict One-Year-Ahead Return on Asset after Controlling Growth in
Net Operating Assets (Test of Hy)

The result of statistical test can be seen at tables 4.4 and the regression

equation is:

ROAH.I = Bo gt B]GI‘NOA( + BZACCI + B3CFO{ + Vit

This test is to detect the ability in earnings performance, whether accrual (ACCy) and
Cash flow (CFO)) have equal ability to predict future earnings after controlling with

Growth in Net Operating Assets (GrNOA,).

4.3.2.1 Model Test

To show the percentage of One-Year-Ahead Return on Assets which could be
explained by all independent variables (Accrual, Cash flow and Growth in Net
Operating Assets), it can be see in the table below:

Table 4.6
The Result of Regression Analysis

Regression Statistics

Multiple R 0.60123
R Square 0.36148
Adjusted R Square 0.34152
Standard Error 0.07117

Observations 100
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The above table presents the coefficient correlation (R) is 0.36148. This
means that 36.148% of the total variation in one-year-ahead return on assets can be
explained by accrual, cash flow and growth in net operating assets. While the value of
Adjusted R Square of 0.34152 shows that variation of dependent variables (one-year-
ahead return on assets) can be explained by independent variables (accrual, cash flow,
and growth in net operating assets). Although it has small value but it means that the
independent variables can explain for each 11.384%, it is a high value for each
independent variables (accrual, cash flow, and growth in net operating assets) to
explain the dependent variables (one-year-ahead return on assets), considering that
there are many independent variables of one-year-ahead return on assets. From that
determination shows that the regression model is good, It is also supported by the k-

value that has a significant result of 2.14562E-09.

Table 4.7
Test of One-Year-Ahead ROA Using F-Test
daf SS MS B Significance F
Regression 3 0.275263 0.091754 18.11575 2.14562E-09
Residual 96 0.486229 0.005065
Total 99 0.761492

From the table above, it is found that the value of F is 18.11575 with the
probability of 2.14562E-09. The results regarding on the effect of Accrual. Cash flow
and Growth in Net Operating Assets on One-Year-Ahead ROA are strongly

significant.




Comparing with the F-test of regression model 1 that has a significance of
3.51615E-09, it shows that after adding growth in net operating assets as controlling
variable, the regression model 2 has resulted of F-test significance of 2.14562E-09.
From those results, we can see that the significance of regression model 2 is smaller
than the significance of regression model 1. This means that regression model 2 give

the better result in predicting future earnings.

4.3.2.2 Variable Test
The statistical test results of independent variable are presented in following
table:
Table 4.8

Regression of One-Year-Ahead on Accrual and Cash flow with Growth in Net
Operating Assets as Controlling Variable

Coefficients t Stat P-value
Intercept -0.009577 -1.29458 0.1985704
ACCt 9.165E-14 4.0382554 0.0001084
CEFOt 2.0911E-13 3.6531357 0.0004222
GrNOAt -5.21E-15 -2.154977 0.0336651

4.3.2.2.1 Accrual

The table above showing P-value for the ACC, is equal to 0.0001084.
Regression outputs indicate that the P-Value ACC, 1s significant, so HO is rejected. It
means that accrual has impact on the one-year-ahead current on assets after

controlling with growth in net operating assets.
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The regression test shows that after controlling with GrNOA, A ACC; has
significant value of 0.0001084 that has a greater value comparing with regression 1
that accrual has significant value of 0.00107268. This means that accrual has more
ability to predict future earnings after controlling with growth in net operating assets.
It is supported by the coefficient value of accruals 9.165E-14 that is greater than the
accruals coefficient value of 6.2015E-14 in regression 1. This is might because
accrual is component of growth in net operating assets.

The regression test shows that after controlling with GINOA, ACC; still has
smaller coefficient value of 9.15E-14 than CFO, coefficient value of 2.0911E-13. It
means that accrual still has less ability to predict future earnings. Following Mc
Nichols (2000), he states that accrual model should be able to control growth to give
better predictable in earnings. The research conducted by Fairfield, et.al. (2003) about
the ability of accrual after controlling by growth in net operating assets has the
coefficient value of -0.06 significance of 0.001. It has a negative impact because
according to Fairfield, et.al. (2003) accrual has negative significant correlation with
future earnings. Accrual is component of growth in net operating assets. as well as
accrual, we expect both diminishing marginal returns on investment (Stigler 1963)
and conservative accounting (Penman 2001) contribute to this negative incremental

relation between future profitability and growth in net operating assets
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4.3.2.2.2 Cash Flow

CFOq (Cash Flow from Operations at time t) has a significant impact on the
one-year-ahead return on assets or in another word cash flow has an ability to predict
future earnings after controlling with growth in net operating assets. So, it means HO
is rejected. This conclusion is supported by the P-value for the CFO; in the regression
output which is equal to 0.0004222.

The regression test show that after controlling with GrNOA,; , CFOy has a
significant value of 0.004222 than has lesser value compare to regression 1 that cash
flow has significant value 0.00034227. This means that cash flow has less ability to
predict future earnings after being controlled with growth in net operating assets. It is
support by the cash flow coefficient value of 2.0911E-13 that is lesser than the cash
flow coefficient value of 2.16126E-13 in regression 1. Previous study done by
Fairfield, et.al. (2003) that analyzes about the persistence of accrual and cash flow to
predict future earnings after controlling with Growth in net operating assets, has
result that accrual, and cash flow has a significant value of 0.001. It means that
accrual and cash flow has significant impact with future earning after controlling with
growth in net operating assets. Research conducedt by Fairfield, et.al. (2003) shows
that the coefficient of cash flow after controlling with growth in net operating assets
has the value of 0.78, which is greater than accrual coefficient of -0.06. Cash flow can
provide better ability to predict future earnings. According to Hastuti (1997) who
examines about the information contained in the cash flow, she finds that cash flow

has strong information inside to give better performance of the company.
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4.3.2.2.3 Growth in Net Operating Assets

The table above showing the P-value for GrINOAt (Growth in Net Operating
Assets at year t) is equal to 0.0336651. Regression output indicates that the P-Value
GrNOA is significant, so HO is rejected. It means that Growth in net operating assets
has impact on the one- year-ahead return on assets.

From the determination, it shows that growth in net operating assets has an
ability to predict future earnings. It can be seen by the coefficient result of -5.21E-15.
However, future profitability depends not only on current profitability but also
growth in net operating assets (Ohlson, 1995). Previous study by Fairfield, et.al.
(2003) shows that after accrual and cash flow control with growth in net operating
assets, GINOA, has a coefficient of -0.04 significance in 0.001. It has the negative
impact, meaning that growth in net operating assets will decrease future earnings.

After being controlled by using growth in net operating assets accrual has
more significant impact on future earnings than before being controlled with growth
in net operating assets. But, cash flow has less significant impact on future earnings
after it is controlled with growth in net operating assets. It is clear that growth in net
operating assets do not have much influence on the ability of cash flow to predict
future earnings. But from the regression show that accrual still has less ability than
cash flow to predict future earnings after it is controlled with growth in net operating
assets. It not consistent with conjectures in prior research conducted by Fairfield,

et.al. (2003). Fairfield, et.al. (2003) find that after controlling growth, accrual and
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cash flow components of earnings have equal persistence. Accrual and cash flow
have coefficient of 0.111 and 0.112 and significance of 0.001. According to the
Fairfield, et.al. (2003) from those results it can be conclude that accrual and cash flow
has equal persistence to predict future earnings. They argue that accrual models
should control for growth to avoid incorrect conclusion about earning management.
This regression shows that after controlling with GrNOA; makes the ACCt has less
ability than CFOy to predict future earnings. It has different results because of
different adoption of Generally Accepted Accounting Principle and management
behavior. So this will impact on the different result in Indonesian case.

It is obvious that the lower ability of accrual to predict future earnings is not
influence by growth in net operating assets. But, it is because of earning management.
According to Sutopo (2001) who also tests the effect of earning management on the
lower persistence of the earning performance, he analyzes the unexpected standardize
total accrual effecting on the mean earning variance also size variable, which is the
focus of the study. Regression results show that coefficient of UAC and controls size
is significant (0.001 and -0.000). From that result it shows that earning management

has a significant effect on the persistence of earnings performance.
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4.3.3. The Ability of Current Return on Assets, Accrual and Growth in
Working Capital to Predict One-Year-Ahead Return on Assets (Test of
H3)

The result of statistical test can be seen at tables 4.4 and the regression

equation is:

ROAt+1 = 61 + 62ROA( + 53ACCt + 64GrWC1 + UH—]

The regression is to detecting the ability of current return on assets, accrual, and
growth in working capital to predict one-year-ahead return on assets.
4.3.3.1 Model Test

To show the percentage of One-Year-Ahead Return on Assets which can be
explained by all independent variables (Accrual, Growth in Working capital, and
Current Return on Assets), it can be seen in the following table:

Table 4.9
The Result of Regression Analysis

Regression Statistics

Multiple R 0.67490
R Square 0.45550
Adjusted R Square 0.43848
Standard Error 0.06572
Observations 100

The above table presents the coefficient correlation (R) is 0.45550. This
number shows the relation of pooled data between dependent variables and

independent variables that can explain the relation between one-year-ahead return on




45

assets and three independent variables of 0.67490 has strong relations. And the value
of Adjusted R Square of 0.43848 shows the variation of dependent variables (one-
year-ahead return on assets) can be explained by independent variables (accrual,
growth in working capital and current return on assets). Although it has small value,
it means that the independent variables can explain for each 14.616%. It is a high
value for each independent variable (accrual, growth working capital, and current
return on assets) to explain the dependent variable (one-year-ahead return on assets),
considering that there are many independent variables of one-year-ahead return on
assets. From the determination, it shows that the regression model is good and it is

also supported by the F-value that has significant result of 1.14531E-12.

Table 4.10
Test of One-Year-Ahead ROA Using F-Test
df S§ MS F Significance F
Regression 3 0.346857 0.115619 26.76914 1.14531E-12
Residual 96 0.414635 0.004319
Total 99 0.761492

From the table above. it is found that the value of F is 26.76914 with the
probability 1.14531E-12. The results regarding the effect of Accrual, Growth in
Working Capital, and Current Return on Assets on One-Year-Ahead ROA are

strongly significant.
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4.3.3.2 Variable Test
The statistical test results of independent variable are presented in following
table:
Table 4.11

Regression of One-Year-Ahead Return on Assets with Current Return on Assets
Accrual and Growth in Working Capital

Coefficients t Stat P-value
Intercept -0.02125655 -3.064966 0.0028266
ROAt 0.525144013 6.2260173 1.257E-08
ACCt 6.1779E-14 3.9403957 0.0001544
GrwWCt -6.6609E-15 -0.467197 0.6414175

Based on table above, the intercept value of -0.02125655 shows that when the
growth in working capital, accrual, current return on assets still on zero value, the
value of one-year-ahead return on assets will be decreased by 0.02125655. This
intercept has a significant value of 0.0028266 so it can be categorized as moderate
significant or close to strong significant. With intercept variable which id significant.
estimated model above can be categorized as a regression model which is not good
enough. Because of that, regression equation will be passed to point 0.0 to make the
regression equation better, beside there is no theory supporting those explanation. So,

there is a revision of the regression test.
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Table 4.12
The Result of Regression Analysis after Revision

Regression Statistics

Multiple R 0.63478

R Square 0.40295

Adjusted R Square 0.38033

Standard Error 0.06850
Observations 100

The above table presents the coefficient correlation (R) is 0.40295. That is
lower than before revision (R before revision is 0.45550). It shows the relation of
pooled data between dependent variables and independent variables. And the value of
Adjusted R Square of 0.40295 that is also lower than before revision ( Adj R before
revision is 0.43848) that shows variation of dependent variable (one-year-ahead
return on assets) can be explained by independent variables (accrual, growth in
working capital and current return on assets). Although it has small value, it means
that the independent variables can explain for each 13.431%, it is a high value for
each independent variable (accrual, growth working capital, and current return on
assets) to explain the dependent wvariable (one-year-ahead return on  assets),
considering that there are many independent variables of one-year-ahead return on
assets. Even though the number of independent variables is smaller than before
revision that each variable can explain for 14.616% but the regression model is also

good, supported by F-value that has a significant result of 7.37925E-11.




48

Table 4.13
The Result of F-Test after Revision
df SS MS F Significance F
Regression 3 0.3072196 0.102407 21.821705 7.37925E-11
Residual 97 0.4552089 0.004693
Total 100 0.7624285

Based on the table 4.7, it shows the F-value has a significant result of
7.37925E-11 that has lower of significance than before revision (F-test before
revision is 1.4531E-12). It means that the test model before revision is quite good
than the test model after revision. The results regarding on the effect of accrual,
growth in working capital, and current return on assets on one-year-ahead ROA are

still strongly significant.

Table 4.14
Revision of T-Test Result

Coefficients ! Stat P-value
Intercept 0 #N/A #N/A
ROA t 0.46104999 5.41294 4.48E-07
ACCt 3.8673E-14 3.5976995 0.000507
GrwCt -1.083E-14 -0.752002 0.465932

4.3.3.2.1 Return on Assets

The table above showing P-value for the ROA, (Return on Assets at year t) is
equal to 4.48E-07. Regression output indicates that the P-Value ROA, is significant,
so HO is rejected. It means that cun"ent return on assets has impact on the one-year-

ahead return on assets.
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ROA, can be said as current earnings. Earning is a good variable to predict
future earnings because according to Dechow (1993) earning as the summary
measure of firm performance under the accrual basis of accounting. Therefore, ROA,
has a strong significant effect to predict future earning. With Current ROA can
explain what will happens today depending on what hass happened yesterday
(Trend), or current ROA is adopt the Martingale effect not Random walk. From the
regression, shows the coefficient value of current return on assets is 0.46104999
Previous research done by Fairfield, et.al. (2003) that regresses the current return on
assets to predict future earnings has a significant value of 0.001 and coefficient value
of 0.79. It means that current return on assets has an impact with future earnings.

By giving the current levels of profitability, it is defined as current return on
assets will increase the one-year-ahead return on assets. From the regression, it shows
that current return on assets has a big impact to predict future earnings. Consistent
with Wijaya (1999) that find that current return on assets is a good variable to predict
future earnings. This can be shown from the regression result of current return on
assets that has a significant value of 0.001.

From the table above, it shows that current return on assets is a better
predictor to calculate the future earnings, and has positive correlation with future
earnings means that current return on assets can increase future earnings. So current
return on assets variable can be used by internal and external party of company to
give better prediction of the future earnings, because current ROA can explain what

will happens today depending on what has happened yesterday (Trend).
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4.3.3.2.2 Accrual

The table above shows that P-value for the ACC; is equal to 0.00050.
Regression outputs indicate that the P-Value ACC, is significant, so HO is rejected. It
means that accrual has impact on the one-year-ahead current on assets.

Accrual is related with earning management. Schipper (1998) defines earning
management as purposeful intervention in the external financial reporting purpose,
with the intent of obtaining some private gain that done by management. From the
regression, it shows that accrual has a coefficient value of 5.8673E-14. This is
different with previous research conduct by Fairfield, et.al. (2003) finding that after
having regressed with the current return on assets and growth in working capital,
accrual components have coefficient value of -0.06 significance of 0.001. It shows
that accrual has a negative correlation with future earnings, but in this regression
accrual do not have incremental negative correlation with future profitability.

Accrual has positive correlation with future earnings. It can be shows bv the
coefficient value of 5.8673E-14. The positive sign of accrual might be happened
because of different management behavior. According to the explanation above, we
know that accrual is related to earning management. Accrual has relationship with
management intervention. The use of accrual introduces a new set of action that
management typically has some discretion over the recognition of accrual. This
discretion can be used by the management to signal their private information to

manipulate accrual. So the different management behavior in Indonesian case and the
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previous research makes the accrual variable has positive association with the futurc
profitability

From this regression we know that accrual can be a good variable to predict
future earnings because accrual has significant impact and positive correlation with
future earnings. Management can use accrual to calculate the future ROA, because by

using accrual as a variable it can give a better result to predict future earnings.

4.3.3.2.3 Growth in Working Capital

GrWC; (Growth in Working Capital at time t) has not a significant impact on
the one-year-ahead return on assets, so it means that HO is fail to reject. This can be
shown by the P-value of GrWC; 0.465932. This means that growth in working capital
does not have any effect on the one-year-ahead return on assets.

Future profitability depends not only on current profitability but also growth
in net operating assets (Ohlson, 1995). Growth in working capital is one of the
components of growth in net operating assets. According to Fairfield. et.al. (2003)
component of growth in net operating assets can give influence toward future
earnings. From the statement we, regresses growth in working capital as the
component of growth in net operating assets with accrual and current return on assets
to predict future earnings. But from the regression result growth in working capital do
not have any influence toward future earnings. This result is not consistent with
previous study conducedt by Fairfield, et.al. (2003) finding that growth in working

capital as component of growth in net operating assets will have influence and
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negative correlation with future earning with the regression coefficient result of -0.04
with t-stat -5.25 and significance of 0.001.

In this regression growth in working capital has not significant effect on the
future earnings because growth in working capital also related with earning
management. According to the previous explanation stated that accrual has a
relationship with earning management, it vill make growth in working capital has no
effect on future earnings because the ability to influence the future earnings has been
represent by accrual. Even though growth in working capital do not have impact on
future earnings, but the coefficient of growth in working capital shows -1.083E-14,
means that growth in net operating assets will reduce future earnings. It can be
explained that GrWC, is one of the component of GrNOA, The firms that have
almost similar ROA,, that invest more heavily in operating assets during year t, have
lower ROA; relative to similar firms that invest less heavily in operating assets
during year t.

The above table shows that growth in working capital variable cannot predict
future earning because growth in working capital do not has any significant impact on
future earnings. Being selective in choosing another variable that can represent the
ability to predict future earnings is important to get better results for the next
research. Growth in long term operating assets can be used by the next research to
predict future earnings. According to previous research done by Fairfield, et.al.
(2003) found that growth in long term operating assets as a component of growth in

net operating assets has a significant effect with future earnings. This is because
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according to Ohlson (1995), future profitability and firm value depend on growth in
net operating assets as well as current profitability. Growth in operating assets can
disaggregate into two components i.e. accrual and growth in long term net operating
assets. Buyers appears to overvalue and fail to understand the implication of Growth
in long term net operating assets relative to its ability to predict future earning, so it
will make investors to make incorrect decision. In short, growth in long term
operating assets as a component of growth in net operating assets can be a good

variable consider the ability to influence the future earnings.




CHAPTER YV

CONCLUSIONS, LIMITATIONS AND RECOMMENDATION

5.1 Conclusions

The findings in this study support the empirical discussions of the ability of
accrual and cash flow compenent of current earnings for Indonesian case. And study

the impact of growth toward accrual and cash flows for future profitability.

5.1.1 The Ability of Current Accrual & Cash flow from Operations to Predict
One-Year-Ahead Return on Assets.

This study proves that accrual and cash flow components of earnings have
significant impact with future earnings means that accrual and cash flow has an
ability to predict future earnings. In this study accrual has less ability to predict future
earnings than cash flows, because accrual is related to earning management. The use
of accrual introduces a new set of actions that management typically has some
discretion over the recognition of accrual. This discretion can be used by management
to signal their private information to manipulate accrual. The lower persistence of
accrual might happen because of the results from conservative bias in accounting and/
or the lower rate of economic profits that results from diminishing marginal returns to

new investment opportunities.
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5.1.2 The Ability of Current Accrual and Cash flow from Operations to
Predict One-Year-Ahead Return on Asset after Controlling Growth in

Net Operating Assets.

The results show that accrual, cash flows, and growth in net operating assets
have significant impact on future earning. Having controlled by growth in net
operating assets acciual has a more significant impact to future earnings than before,
and cash flow has less significant impact on future earnings affer it is controlled by
growth in net operating assets. But, from the regression it show that accrual still has
less ability than cash flow to predict future eamiﬁgs after it is controlled by growth in
net operating assets. It is clear that growth in net operating assets do not have much
nfluence on the ability of accrual to predict future eamings. So, it is obvious that the
lower ability of accrual to predict future earnings is not influence by growth in net

operating assets but because of earning management.

5.1.3 The Ability of Current Return on Assets, Accrual and Growth in Working
Capital to Predict One-Year-Ahead Return on Assets.

This study proves that, current profitability, and accrual have significant
impact on future earnings while growth in working capital do not. Current return on
assets has a positive correlation with future earnings, it means that current return on
assets can increase future earnings. So current return on assets variable can be used
by internal and external party of company to give better predict the future earnings,
because current ROA can explained what will happen today depending on what has

happened yesterday (Trend).
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Accrual can be a good variable to predict future earnings because it has
significant impact and positive correlation with future earnings. This results is
different with the previous research that find that accrual has a negative association
with future earning because accrual are related with earning management. Accrual
has relationship with management intervention. So with has different management
behavior in Indonesian case with the previous research makes the accrual variable has
positive association with future profitability.

From the findings, it shows that growth in working capital do not has
significant effect on future profitability. This happen because growth in working
capital is also related with earning management. According to the previous
explanation stating that accrual has a relationship with earning management, so it will
make growth in working capital has no effect with future carnings because the ability
to influence the future earnings has been represent by accrual. Being selective to
choose another variable that can represent the ability to predict future earnings is
important to get better results for the next research. Growth in long term operating
assets can be used for the next research to predict future earnings. Buyers appears to
overvalue and fail to understand the implication of growth in long term net operating
assets relative to its ability to predict future earnings, so it will make investors to
make incorrect decision. So growth in long term operating assets as a component of
growth in net operating assets can be a good variable to consider the ability 1o

influence the future earnings.
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Limitations

This research only uses manufacturing firms at the research population, while
the choice is intended to reduce industry effect that may distort the analysis.
The researches finding may not be able to generalize to other industries.

This study does not cover observation using specific industry characteristic
due to the limit of sample. Some sub sectors in this manufacturing
classification are classified into one sector, because of the small number of
firms manufacturing sub sectors. According to Indonesian capital market
Directory 2002, July 2002, there are 157 manufacturing firms classified into
20 lines of business. To separate samples based on the line business will cause
the smaller number of samples.

Recommendation

The future study may use sample for any type of industry, not only restricted
to manufacturing firms. However, researchers should be careful of the
industry effect that may distort the analysis.

The future study should also separate the firms into more specific
characteristics by using sub sector data. Prior research show that the relative
importance of accrual and cash flow depend on some specific characteristic

such as industry membership. and operating cycle (Wild et al.. 2001)
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