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Mohammad Fawzi Shubita (Jordan)

THE RELATIONSHIP BETWEEN
PROFITABILITY AND CASH FLOW
IN JORDANIAN BANKS

Abstract

The relevance of this study lies in the importance of the two variables - profitability and

cash flow - for the financial performance of banks, as well as the unique characteristics

of the Jordanian banking sector. The purpose of the study is to investigate whether there

is a significant relationship between profitability and cash flow in Jordanian banks and

to identify potential factors that influence this relationship. The study methods are to

employ a quantitative research method, using financial data from Jordanian banks over
a period (2008-2019), Granger causality tests are used to describe the link between

cash flow and profitability. The study results show a significant link between profitabil-
ity and cash flow in Jordanian banks. Specifically, the study finds that a one percent in-
crease in cash flow results in a 0.27 percent increase in profitability. The Adj-R* for the

three cash flow models is 11.4%, 17.3%, and 20.4%, respectively. Conversely, the Adj-R?

for the three models’ earnings are 21.4%, 21.5%, and 22.3%, respectively. However, the

magnitude of the link seems to be weaker in Jordanian banks compared to banks in

other countries. The study concludes that cash flow from operating is an important

factor in improving the profitability of Jordanian banks.

Keywords cash flow, banks, Jordan, regression models, emerging
markets
JEL Classification G21, G24, G32, 016

INTRODUCTION

The banking industry is an essential part of any country’s economy. The
banking sector in Jordan has witnessed important growth recently due
to the increasing demand for financial services. One critical aspect of the
banking industry is the management of financial resources, including
cash flow and profitability. Profitability and cash information are crucial
factors that influence the performance and sustainability of banks. Hence,
understanding the relationship between profitability and cash informa-
tion is crucial for banks to make informed decisions and manage their
financial resources effectively. The primary research problem is to inves-
tigate the link between profitability and cash flow in Jordanian banks.
Specifically, the following sub-questions will be considered as tasks to be
solved by the author: How do profitability metrics, such as ROA and ROE,
vary among different Jordanian banks? Is there a significant correlation
between profitability and cash flow in Jordanian banks? and What factors,
such as bank size, capital structure, and industry dynamics, may impact
the relationship between profitability and cash flow in Jordanian banks?

By addressing these research questions, this study will contribute to
the existing body of knowledge regarding the financial performance
and management of Jordanian banks, enabling researchers, policy-
makers, and industry practitioners to gain a comprehensive under-
standing of the intricate linkages between profitability and operating
cash flow for the Jordanian banking sector.
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The objective of this paper is to investigate the link between profitability and cash information in
Jordanian banks. Specifically, the study aims to investigate the effect of cash flow information on bank
profitability and the extent to which profitability affects cash holdings in Jordanian banks. This study’s
findings will provide valuable insights into the cash information importance in managing banks profit-
ability and help banks improve their financial decision-making processes.

The importance of this study is further highlighted by the fact that the Jordanian banking industry faces
several challenges, including regulatory changes, increasing competition, and the COVID-19 impact.
Understanding the relationship between profitability and cash information can help banks mitigate
these challenges and improve their overall financial performance. Therefore, this study’s findings have
significant implications for the Jordanian banking industry and provide valuable insights for research-

ers and practitioners interested in the management of financial resources in the banking sector.

1. LITERATURE REVIEW

This literature review aims to examine and syn-
thesize recent studies that investigate the link
between profitability and cash flow in Jordanian
banks. Regarding the cash flow statement, pre-
vious studies have shown that the cash flows
statement illustrates the change in cash equiva-
lents and cash. The concept of the statement of
cash flow appeared as one of the important ac-
counting concepts, as many books dealt with
this concept in different ways, as it was defined
as: “The mandatory basic statement that disclos-
es sources from which cash comes and how it is
spent, and represents the income and financial
position statements, which help investors make
investment decisions” (Shubita, 2021). This state-
ment is a link between the two statements, and
the significant of the statement of cash flow can
be highlighted through (Al Sharawi, 2021; Luc,
2018; Shubita, 2019).

1) Cash flow is vital in providing the external us-
ers with the extent to which projects can pro-
vide cash and their needs. Using this cash in
various projects in general.

2) Cash flow information helps users of lists to
improve models to estimate and evaluate the
value of different projects and compare these
current flows with potential future flows.

3) The cash flow statement in assessing financial
flexibility and liquidity, which reflects a firm’s
ability to take effective decisions to adjust the
amounts of cash flows so that it can respond
to unexpected needs and circumstances.
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Several studies explored the link between profitabil-
ity and cash flows. In Jordan, Shubita (2021) aimed
to define the association between income and cash
flow indicators on 77 industrial shareholder listed
firms in Jordan from 2006 to 2019. The study found
using the regression models that the cash flow com-
ponents (financing, investing, and operating) have
a significant impact on forecasting the profits. The
recent paper differs from Shubita (2021) in that it
examines the link between cash flow and earnings
instead of investigating the information content for
profitability. Tariq and Albogami (2022) examined
the link between company performance, invento-
ry conversion period, and assertive investment. In
addition, Tariq and Albogami (2022) investigated
the role of company performance in KSA. Except
for the inventory conversion period, the study re-
sults showed that the market value of the KSA SME
sector is influenced by all other chosen parameters.

The cash holdings police impact on the bank in-
come is examined by Dang (2022) in the context
of uncertainty on Vietnamese banks from 2007 to
2019. Using ROE and ROA and used dynamic re-
gressions the study found that more cash holdings
decrease the bank income with low uncertainty
level. This research results indicate the cash man-
agement importance in uncertainty environment.
In addition, Senan (2019) tested the capability of
operating cash flows and earnings components
to expect the operating cash flows for 45 Saudi
Arabian firms from 2006 to 2015. The study found
that disaggregation of net income into accruals
has higher information content of forecasting cash
flows. These results contrast with the assertion of
this study and the FASB that income has the better
prediction ability than cash flow.

http://dx.doi.org/10.21511/bbs.18(4).2023.17



The effect of income statement and cash flow state-
ment on share prices on Indonesia is determined
by Muniroh and Yuliati (2021) who found that the
operating cash flow did not influence the share
prices. But information on the cash flow from
investing activities and income influences share
prices. This study results mean that if investors
keep their shares, the stock price will increase.

On other hand, Habib (2010), Frankel and Sun
(2018), and Farshadfar et al. (2008) reached to that
cash flows from operating activities had more fore-
casting ability compared to other predictors. Habib
(2010) tests the current operating cash flow’s rela-
tive ability in Australia by investigating future cash
flow predictions. The result found that cash base is
better than accrual base in estimating prospected
cash flows. This finding differs from the results of
the current study that net income has higher pre-
diction ability than operating cash flows.

In other topic, operating cash flow means the
main activities that produce a company’s revenues
(Muniroh & Yuliati 2021). Where the operational
activities represent the facts, events, and financial
procedures in relation with the normal activities
of the company that it implements in order to seek
to achieve profits through the practice of these ac-
tivities (Abor, 2016).

Operational activities include the cash:

o Received through the sale and delivery of ser-
vices and goods.

o Received from commissions, fees and other
income.

o Out to creditors in return for purchasing
goods and obtaining services.

« Paid to employees or on their behalf.
« Paid for expenses.

The information content of direct method cash flow
disclosures is examined by Orpurt and Zang (2009).
Thery found that direct method disclosures better
forecast future income, and that this method is im-
portant when predicting earnings and future cash
flows. Orpurt and Zang (2009) compare between the

http://dx.doi.org/10.21511/bbs.18(4).2023.17

Banks and Bank Systems, Volume 18, Issue 4, 2023

two approaches (direct and indirect); this will differ
from any study on Jordanian environment because
Jordanian firms use the indirect method only. On
the other hand, Cheng et al. (1996) investigated how
income quality affected the role of income and cash
flows in a company’s value. The findings were that in-
come interrupts the returns similarly to current cash
flows from operating activities. Cheng et al. (1996)
differs from this study in that the current income
predictive ability is more than cash flow from operat-
ing activities. Pimentel and Malacrida (2020) aimed
to examine the operating cash flow’s predictive abil-
ity, quarterly earnings, and accruals to evaluate firm
performance. The results showed that net income
had incremental predictive ability over operating
cash flows in evaluating firm performance. Pimentel
and Malacrida (2020) found the same results as this
study despite environmental differences. In addition,
Obaidat (2019) investigates whether economic val-
ue added is superior to operating cash flow and net
operating income in interrupting the market value
added variation of Jordanian industrial companies.
The study findings indicated that net cash flow had
a strong power in interrupting the change in market
value added, followed by economic value added. The
findings also referred to that the net operating in-
come after tax did not increase the forecasting ability.

Cash flow statement provides information about the
use, sources, and net increases or decreases of cash,
which helps creditors, investors, and others to know
what is happening to the economic unit’s most liquid
resources (Fawzi et al., 2015).

Profitability is the outcome of the policies adopted
by the management. It shows a company’s efficien-
cy in investment and operational decisions and how
the company uses its resources to enable it to achieve
a greater percentage of profits through the informa-
tion that companies will obtain (Al Sharawi 2021;
Dambra, 2018).

Dechow et al. (1998), Charitou et al. (2000), Al
Sharawi (2021), and Sloan (1996) supported the in-
formation content of both income and cash flow
from operating activities.

The superiority of income over cash flows influenced
by the income quality for the Jordanian companies
from 2000 to 2014 is examined by Al-Attar and
Maali (2017). The main findings were that earnings

197



Banks and Bank Systems, Volume 18, Issue 4, 2023

quality affects the predictability of cash flows and
earnings and that cash flow is evaluated when in-
come quality is low.

On the other hand, several studies showed evidence
that supports the superiority of income over cur-
rent cash flows in expecting cash flows. For example,
Kim and Kross (2005) found that the relationship
between cash flows and earnings has increased over
time. Shubita (2021) and Moeinaddin et al. (2013)
concluded that income plus non-cash expenses like
amortization and depreciation outperform other in-
dependent variables in predicting future operating
cash flows.

In summary, the literature suggests that there is an
important link between cash flow and profitability
in Jordanian banks. Several factors such as working
capital management, cash conversion cycle, financial
ratios, and cash holdings have been found to influ-
ence bank profitability. Further studies are needed to
better understand the complex link between profita-
bility and cash flow in Jordanian banks and to iden-
tify potential areas for improvement in bank man-
agement practices. In conclusion, this paper makes
several contributions to the previous studies:

i) Since the majority of the evidence was based
on developed nations, further evidence needs
to be provided that earnings are superior to
operating cash flows.

ii) Future research may provide insight into how
earnings management undermines income’s
reliability as a tool for cash flow forecasting.

The study aims to demonstrate the ability of the
figures in the income statements to predict future
cash flows and to examine the incremental infor-
mation content for earnings figures over current
cash flows since forecasting is the foundation of
business plans, the primary objective of this study
is to investigate the profitability role in predicating
the firm cash flow. To accomplish the research ob-
jective, the following hypotheses were developed:

H,: Operating cash flow has no significant pre-
dictive ability.

H,: Current income has no significant predictive
ability.
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H,: Current income has no incremental predic-
tive ability of future cash flows over current
cash flows.

2. METHODS

This study uses a quantitative research design. The
research design is cross-sectional, which means
that data is collected at a single point in time. This
design is appropriate for investigating the rela-
tionship between two variables (cash flow and
profitability) in a specific population (Jordanian
banks). The population for this study consists of
all Jordanian banks. The data collected was ana-
lyzed using descriptive statistics (mean, standard
deviation, correlation) and inferential statistics
(multiple regression analysis). The correlation
analysis was used to examine the relationship be-
tween profitability and cash flow. The multiple re-
gression analysis was used to determine the extent
to which cash flow variables predict profitability
variables. The analysis was performed using the
SPSS software.

Two statistical models are used to examine the
study hypotheses: the earnings model and the cash
flows model (Kim & Kross, 2005). The dependent
variable is future operating cash flow, while the in-
dependent variables are the past earnings in the
earnings model and operating cash flow year lags.

2.1. Cash flow model

CrFO, =4,+ ACFO,_, +¢,, (1)
CFO, = 4,+ ACFO,_,+ A,CFO, , +¢&,, (2
CFO, = 4,+ ACFO,_, + 3)
+4,CFO, , +A4,CFO, ;+¢,,

2.2. Earnings model

CFO, = p,+ BErn,  +¢,, 4)
CFO, = B, + B Ern, ,+ B,Ern, ,+¢,, (5)
CFO, =B, + pErn,  + B,Ern, , + ©)

+B.Ern, . +¢,

http://dx.doi.org/10.21511/bbs.18(4).2023.17



where CFO, - operating cash flow for year ¢ and
company i deflated by assets; CFO,, CFO,, CFO,
are the cash flows from operating activities in year
lags. Ern,, , Ern, ,, Ern, - net income in years t
-3,t-2andt-1lags. ApALALA, [32,/31,50 - re-
gression coeflicients; € — errors term.

The sample includes Jordanian listed banks. The
study period is from year 2008 to year 2019;
2020 and 2021 were excluded to eliminate the
COVID-19 effect on financial statements. Total
observations vary according to the forecast hori-
zon and range between 580 to 596 firm-year ob-
servations for one, two-, and three-year lags.

3. RESULTS

The descriptive measures for the study important
variables are shown in Table 1.

Table 1 provides the descriptive measures for the
study variables. The table shows the number of
observations, mean, median, standard deviation,
maximum, and minimum values for each variable.

The variable “CFO,” refers to the cash flow from
operating activities for the current year, and the
mean value is 0.039 with a median of 0.038. The
standard deviation is 0.12, indicating a wide
range of values, and the maximum value is 0.825,
while the minimum is —0.622.

The variable “CFO, " refers to the cash flow from
operating activities for the previous year, and the
mean and median values are the same as “CFO,” at
0.039 and 0.038, respectively. The standard devia-
tion is slightly lower at 0.118, indicating a narrow-
er range of values. The maximum value is 0.469,
while the minimum is -0.77. The variable “CFO,, "
refers to the cash flow from operating activities

Table 1. Descriptive measures

Banks and Bank Systems, Volume 18, Issue 4, 2023

two years ago, and the mean value is 0.042 with
a median of 0.041. The standard deviation is 0.121,
indicating a wide range of values, and the maxi-
mum value is 0.561, while the minimum is —0.68.

The variable “CFO, ,” refers to the cash flow from
operating activities three years ago, and the mean
value is 0.358 with a median of 0.042. The stand-
ard deviation is 0.146, indicating a wide range of
values, and the maximum value is 0.683, while the
minimum is -1.512.

The variables “Ern,, ”, “Ern,,”, and “Ern, " refer
to the net income for the previous one, two, and
three years, respectively. The mean values are neg-
ative for all three variables, indicating a decline in
net income over time. The mean value for “Ern,_~
is —0.017, with a median of 0.009 and a standard
deviation of 0.159. The mean value for “Ern, " is

—-0.0133, with a median of 0.0125 and a standard
deviation of 0.154. The mean value for “Ern, " is

—-0.008, with a median of 0.0175 and a standard de-
viation of 0.143. The maximum values for these
variables are all positive, indicating that there
were some years with positive net income, while
the minimum values are negative, indicating that
there were some years with losses.

The future and current cash flows’ median and mean
values are higher than the median and mean income,
which refers to that accrual modifications (like non-
cash expenditures like depreciation) decrease the
earnings figure only. Moreover, the cash flow from
operating activities standard deviation is higher than
the standard deviation of earnings. These results are
similar to several studies (Dechow et al., 1998).

There is no multicollinearity in the research mod-
els because the Pearson correlation matrix varies
from 0.261 to 0.716. The VIF was calculated for
the models and the highest VIF was 2.690, which
is less than (5) (Ahmed et al., 2021). Table 2 refers

Item Observation Mean Median Standard Deviation Max
cro, 595 L0039 0038 012 ... 085
o, 596 . | Loms . 0469
Cro,, 59 Loa2t o 086l

CFO,, 596 0.146 {0683
Emy, 5% . L0159 042

Ern,, 596 0.154 . 0416

Ern,, 596 0143 047

http://dx.doi.org/10.21511/bbs.18(4).2023.17
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Table 2. Pearson correlation matrix

Variable CFO, . CFO,, CFO, CFO, . Ern, Ern,
CFo,, 0.34** : - - - - -

,,,,,, o i e - B

""" cro,., 0.287%* 0.261%% . -

""" Emn. 0.431%% 0288** | 0467%* -

""" Emn,, 0.445%* 0350%* | 0416** | 0694 -

""" Ern . 0.326%* 0399%* | 0.463** | 0.583** 0716%*

Note: * 0.05 level. ** 0.01 level.

to a strong relationship between future and current
operating cash flow (0.34) and between income and
future operating cash flows (0.716).

Table 2 shows the Pearson correlation matrix be-
tween the study variables. The table displays the cor-
relation coefficients between each pair of variables,
with the coeflicients ranging from -1 to +1. The di-
agonal of the table shows the correlation coefficient
of each variable with itself, which is always equal to 1.
There are positive correlations between the cash flow
from operating activities (CFO) and the net income
(Ern) variables. Specifically, the correlations between
“CFO,” and “Ern, ", “Ern, )", and “Ern, ,” are all pos-
itive and statistically significant, with correlation co-
efficients of 0.465**, 0.356**, and 0.355*%, respective-
ly. This suggests that there is a positive relationship
between profitability and cash flow from operating
activities in Jordanian banks. In addition, there are
positive correlations between the “CFO” variables
at different lags, which indicates that cash flow from
operating activities tends to persist over time. The
correlations between “CFO”” and “CFOM”, “CFOM”,
and “CFO, ;" are all positive and statistically signif-
icant, with correlation coefficients of 0.34**, 0.35**,
and 0.308**, respectively. Finally, the correlation
between “Ern,,” and “Ern, " is particularly strong
(0.716**), suggesting that net income is also persis-
tent over time.

Opverall, the Pearson correlation matrix provides im-
portant insights into the relationships between the
study variables and can be useful in guiding further
analysis and interpretation of the results.

Tables 3 to 8 report the study models’ coefficients re-
sults. The earnings model and operating cash flows
model using random effect models and pooled re-
gression model are used to answer the study ques-
tions. The Durbin-Watson factors were all-around 2,
which means that the operating cash flow model re-
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siduals were independent and uncorrelated. Tables 3
to 8 report the pooled regression models findings of
the earnings model for one to three years ahead fore-
cast horizons, as well as the findings of the cash flow
model for the same predicting horizons.

Tables 3 to 5 show that the current and previous cash
flows can explain about 20.4% of the variation in fu-
ture operating cash flows. Also, F-test is significant
for the three models. The cash flow models of three-
year, two-year, and one-year lags explain 20.4%,
17.3%, and 11.4%, respectively, of the future cash
flows variations. Therefore, the alternate first hypoth-
esis is accepted so the cash flows from operating ac-
tivities have a significant predictive ability of future
cash flows from operating activities. The three-year
lag model had the highest predicting ability of future
cash flows from operating activities. This finding is
consistent with the results of several previous studies.

For the second hypothesis, Tables 6 to 8 indicate that
F-statistics is significant. This means the variables
Ern, , Ern,,, and Ern_, jointly affect future cash
flows. The earnings models of three-year, two-year,
and one-year lags explain 22.3%, 21.5%, and 21.4% of
future cash flows. The three-year lag regression mod-
el had the highest predicting ability of future cash
flows. Hence, the second hypothesis will be rejected.
Therefore, the current income has an important pre-

dictive ability of future cash flows.

Table 3. First hypothesis (Cash flow model
equation 1)

Variable Factors : Error (E) : t-statistic (t) ;| Sig.
Constant 0.026 0.005 5.259

0.345

. 8.810
0116

R? Adj R? :
F-Statistics Lo77617 Sig {
Variance :

Inflation Factor i 1.00 Durbin Watson (D-w) 2.147
(VIF) :

http://dx.doi.org/10.21511/bbs.18(4).2023.17



Table 4. First hypothesis (Cash flow model
equation 2)

Variable | Factors E t. Sig.
Constant 002 i 00052 : 3801
CFO,, 0251 : 0040 @ 6203

0039 | 6587

0.259. .
AR

0.176 .
F-otafistics 63.271
VIF ©1.143

D-w

Table 5. First hypothesis (Cash flow model
equation 3)

Variable | Factors E t . Sig.
Constant 0016 . 15000 . 3335 . 000
CFO,, . 0208 . 0041 . 5118 000
CFO,, . 0225 0039 . 5737 . 000
CFO,, 0.155 0032 | 4893 00.0
R ...0208 o AdR 0004
FStatistics . 51793 . Sig. 1000
VIF : 1.198 D-w 2.013

Table 6. Second hypothesis (Earnings model
equation 4)

Factors E t
0045 0004 . 10292

Sig.
000 .

Variable :
Constant i

...0349 0027 | 1278 . 000
i 0216 AR 0214
ics ;478361 ...Sig. . 000

i 1 D-w 1.682

Table 7. Second hypothesis (Earnings model
equation 5)

Variable | Factors E t . Sig.
Constant  © 0045 | 0004 . 10316 000
B 0315 :...0038 8312 :..000 .

0050  :...0039 . 1285 i 0198
..0:218 AR 0.215

82.661 Sig. 0.00
WEROEL i T

Table 8. Second hypothesis (Earnings model
equation 6)

Variable | Factors E t Sig.
Constant | 0.045 : i 0.00
tm, oz oo
B 70012 L0792
M 0013 oou
B 0227 L0223
F-Statistics | 57.812 | © 000
T e e AT

Tables 3 to 8 show the results of various regression
models testing hypotheses related to cash flow and

http://dx.doi.org/10.21511/bbs.18(4).2023.17
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earnings. In Table 3, the first hypothesis related
to cash flow is tested with three different models,
where the independent variables are the cash flows
of the current and previous periods. The t-statistic
tests the significance of the coefficients, and the
R-squared measures the goodness of fit of the mod-
els. The results indicate that the cash flow of the
previous period (CFO, ) is a significant predictor
of the current cash flow (CFO,) in all three mod-
els. Table 4 tests the same hypothesis but includes
an additional independent variable, the cash flow
of two periods ago (CFO, ,). The results show that
all three variables are significant predictors of the
current cash flow, with CFO, , having the highest
coefficient and CFO, , having the lowest. Table 5
further extends the analysis by including the cash
flow of three periods ago (CFO, ) as an addition-
al independent variable. The results show that all
three variables are significant predictors of the
current cash flow, with CFO, , having the highest
coefficient and CFO, , having the lowest.

Table 6 tests the second hypothesis related to earn-
ings, where the independent variable is the earn-
ings of the previous period (Ern, ). The results
show that Ernit-1 is a significant predictor of the
current earnings. Table 7 extends the analysis by
including the earnings of two periods ago (Ern,, )
as an additional independent variable. The results
show that Ern,  is still a significant predictor of
current earnings, but Ern, , is not a significant
predictor.

Table 8 includes the earnings of three periods ago
(Ern. ) as an additional independent variable. The
results show that Ernit-1 and Ernit-3 are signifi-
cant predictors of current earnings, but Ern,_, is
not a significant predictor.

Overall, the results suggest that previous cash
flows and earnings are significant predictors of
current cash flows and earnings, respectively, and
including more past periods as independent varia-
bles can improve the prediction accuracy to some
extent. However, the models may not capture all
relevant factors influencing cash flows and earn-
ings, and further analysis may be needed to im-
prove the models.

To determine the incremental information con-
tent, the researcher compared the results between
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the two main models. Specifically, adjusted R?
in both models, F-statistics, and t-statistics were
compared.

Based on t-statistics, the operating cash flow mod-
el did better. Table 5 shows that t-values for operat-
ing cash flow coefficients were statistically signifi-
cant (4.893, 5.737,and 5.118) under all the year lags.
In addition, t coeflicient values for earning coeffi-
cients 1 in Table 8 were not significant for three-
year and two-year lags. Based on F coefficients sta-
tistics, the two models have significant F-statistics.
However, the earnings model in Table 8 had high-
er F-statistics compared to the F-statistics of the
cash model. A comparison shows that the earn-
ings model has a higher explanatory power than
the cash model. Therefore, based on F-statistics
and adjusted R?, the third hypothesis is rejected,

Table 9. Pooled OLS regression results

so, current income has an incremental explanato-
ry power of future expected cash flows.

Balanced data analysis uses pooled OLS, the first
model for panel data uses multiple tests, but the
probability value of f-statistic for pooled OLS and
random effect is more than 5%. This indicates that
model 1 is invalid and not suitable, therefore, the
panel analysis method cannot be used to estimate
the possible relationship between the study varia-
bles. Based on that, the OLS method is used since
model 1 is simple regression with one explanatory
variable. Table 9 shows the pooled OLS findings.

Husman test aids in determining which method
is better (fixed or random effect model). The main
result, as indicated in Table 10, is that the random
effect model is better (Gujarati, 2021).

Equation 2 Coefficients

Measure Coefficient Standard Error t
cFo,, 0.074258 0.056781
O ~0.447065 005559 . -B04SL
Constant ... S 3212886 ... 5183262 L..0:196102
R? 0.215793 -
e 32.60804 -
Durbin-Watson : 1.920497 -
AdjustedRE o 0.209175 -
Prob. (F) 0 - -

Equation 3 Coefficients

Measure Coefficient Standard Error t
CFO, 0.032248 0.065299 0.493846 .
R T ~0.444539 005553 o o800GS
Rk T -0.079808 L. 0061533 ...T1296989
Constant H 354052.2 66711.55 5.307210 H
RZ 0221343 ST
F 22.36200
Adjusted R 021148
Durbin-Watson 1.801272
Prob.(F) 0 - -

Equation 4 Coefficients

Measure Coefficient Standard Error t
LT 0439459 o QAL i 22807674
Constant ; 268177.5 66218.06 4.049915
R e, 0057420
F B i 100838 -
Durbin-Watson : 1.650171 -
Adjusted R 0.053459 -
Prob. (F) 0.000179 - -
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Equation 5 Coefficients

Measure Coefficient

Standard Error t

0.279679

0698531
175402.0
0186755
27.21253
2.039344
0179592

0

Prob. (F)

63462.56

0.110537 2530182
377 76139343 .
2763866 :

Equation 6 Coefficients

Measure Coefficient Standard Error t
0.027844 0.088494 .
- 1036466 o078 s
—-1.133448 0.091259 -12.42011 ;
- 1307284 LLSITELIS 70252706
,,,,,, 0508209
81.29298
urbin-Watson 1678923
Adjusted R 0.501958
Prob.(F) 0 - -

Table 10. Hausman test results

Equation number Chi-Sq. Statistic Chi-Sq. d.f. Prob. Result
(2) 0.000000 2 1.0000 Random is better
. (3) . - 0000000 3 10000 Random isbetter
@  oowoo0 ) 10000 Randomisbetter
s ooooooo ) 10000 Randomisbetter
(6) S 0000000 3 lOOOO Random isbetter

Based on Hausman test results for the study
equations, the random effect method is more
preferred.

Granger causality tests are shown for model 6
and model 5. Granger causality tests are a sta-
tistical method used to determine whether one
time series can be used to predict another time
series. They were developed by economist Clive
Granger, who won the Nobel Prize in Economics
in 2003 for his work on time series analysis.

In essence, Granger causality tests examine wheth-
er the past values of one variable can help predict
the future values of another variable, after con-
trolling for the past values of both variables. If past

http://dx.doi.org/10.21511/bbs.18(4).2023.17

values of one variable can help predict the future
values of another variable, but not vice versa, then
the first variable is said to “Granger cause” the sec-
ond variable. The results were as shown in Table 12.

Table 12 shows that operating cash flows do ho-
mogeneously cause current and future earnings.
In addition, current earnings do homogeneous-
ly cause future earnings. In addition, the fol-
lowing conclusion is made for the last equation:
Operating cash flows do homogeneously cause
current and future earnings, current earnings
do not homogeneously cause future earnings for
two-year and three-year lags. Based on Panel
Granger Causality results, the other variables
do not homogeneously cause each other.
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Table 11. Random effect regression models

Equation 2 Coefficients

Measure Coefficient Standard Error t Prob.
CFO, , 0.074258 0.059204 1.254283 0.2110
CFO“ —0.447065 (5.05794(5 ........ H—H7.716OO7W OOOOO
321288.6 6"4470.87“ .......... "4,983469““ OOOOO
0.215793 H - - -
0200175 . - -
32.60804 ‘ -
0.000000 -
Durbin-Wat;on 1.920497 - -
Equation 3 Coefficients
Measure Coefficient Standard Error t Prob.
CFO, , 0.032248 0.068098 0.473550 0.6363
cFo,, ~0.444539 0057903 . 7.677294 o 0.0000
CFO“ -0.079808 (')‘.06417(5 .......... :‘1.243685““ 02148
Constant 354052.2 6"9570.82“ o "5.089090'”‘ OOOOO
R 221343 ) R - o
Adjusted R? 0211445 - -
F ...... H 22.36200 ‘ -
“‘F.’.ronu(F) 0.000000 -
D-W 1.801272 - -
Equation 4 Coefficients
Measure Coefficient Standard Error t Prob.
Ern,, 0.439459 0.120316 3.652526 0.0003
Constant 268177.5 6"9030.8(')‘ "5.884897““ OOOOl
R2 ..... 0.057420 H H - -
AdJusted RZ' 0053459 . - -
H 1449838 - -
0.000179 -
Durbin—Wat;on 1.650171 - -
Equation 5 Coefficients
Measure Coefficient Standard Error t Prob.
Ern 0.279679 0.115254 2.426642 0.0160
Ernnz —0.698531 (')‘.118634'1‘ :5.88811(')‘“ o OOOOO
"Constant 175402.0 66170.36 2650764 0.0086
R 0.186755 H H - -
AdJusted Rz' 0a7e8%2 . - -
H 2721253 - -
0.000000 -
Durbin—Wat;on 2.039344 - -
Equation 6 Coefficients
Measure Coefficient Standard Error t Prob.
Ern,, 0.027844 0.092287 0.301712 0.7631
Ern. -1.036466 (')‘.096723'3‘ :‘10.71584‘“ o OOOOO
—1.133448 (')‘.095171" :11.90966““ OOOOO
-13072.84 53948.57 ~0.242320 0.8087
0.508209 H H - -
050198 . - -
8129208 . - -
0.000000 -
1.678923 - -
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Equation 5
H;: W-Stat. Zbar-Stat. : Prob.
CFO does not homogeneously cause ERN1 7.42240 10.9167 ; 0.0000
CFO does not homogeneously cause ERN2 e 0.23295 82 ...00485
ERN1 does not homogeneously cause ERN2 5.0E+16 9.0E+16 ' 0.0000
Equation 6
H,: W-Stat. Zbar-Stat. Prob.
_CFO does not homogeneously cause ERN1 742240 109167 . ...00000
CFO does not homogeneously cause ERN2 0.23295 0.0485
CFO does not homogeneously cause ERN3 e 468392 L0029
ERN1 does not homogeneously cause ERN2 5.0E+16 0.0000
_ERN3 does not homogeneously cause ERNI _ e 003125 | 233444 . 00196
ERN2 does not homogeneously cause ERN3 5.2E+16 9.3E+16 0.0000

4. DISCUSSION

The study results show that the cash basis used to
prepare cash flow items reduces the explanatory
power for operating cash flow when compared to
net income which is prepared using the accrual
basis. The study results are also explained by the
fact that the cash flow statement is insufficient for
forecasting firm profitability because non-cash
items are not included in the operating cash flow.
After all, expectations are used to project prod-
uct demand, inventory levels, cash flow, and so
on. Cash flow statement reconciles net income
with operating cash flow, which requires balance
sheet information such as inventory, payables, and
receivables changes, as well as the income state-
ment bottom line. Moreover, a cash flow statement
may not accurately reflect an entity’s true liquid
position. As a result, when decisions about large
expenditures are based solely on the cash flow
statement, they may be based on misconceived in-
formation. This statement must be viewed in con-
junction with other financial reports.

The findings provide an important insight for
managers and policymakers in the Jordanian
banking sector. The positive relationship between
profitability and cash flow suggests that banks can
improve their profitability by increasing their cash
flow. This can be achieved through various meas-
ures, such as improving their lending practices,
reducing non-performing loans, and increasing
their fee-based income.

The weaker relationship between profitability and
cash flow in Jordanian banks may be attributed to
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the unique characteristics of the Jordanian bank-
ing sector, such as its small size and limited diver-
sification. Additionally, the regulatory environ-
ment and economic conditions in Jordan may also
play a role in influencing the link between profita-
bility and cash flow.

Future research could focus on exploring the fac-
tors that contribute to the weaker link between
cash flow and profitability in Jordanian banks, and
how these factors can be addressed. Additionally,
future research could also examine the impact of
changes in the regulatory and economic environ-
ment on the link between cash flow and profitabil-
ity in Jordanian banks.

This means that income measures provide addi-
tional information that is better than that provid-
ed by traditional cash flow measures on the extent
to which the firm is able to achieve net profit or
positive future cash flows, and the extent of its
need for external financing, and reduce the effects
of uncertainty associated with the performance of
the firm in the future.

Another explanation for the results is that the cash
flow helps external financial users make rational
decisions by giving them a good basis on which to
assess the entity’s ability to generate a sufficient lev-
el of cash and how and when it is obtained, and the
degree of associated uncertainty. The study results
are consistent with several studies such as Jordan
and Waldron (2010) and Jemaa et al. (2015). In ad-
dition, several studies gave evidence that earnings
can better estimate operating cash flows (Kim &
Kross 2005; Ogneva, 2012). The study provided the

205



Banks and Bank Systems, Volume 18, Issue 4, 2023

forecasting ability of earnings and operating cash
flows for Jordanian companies. On the other hand,
this result is inconsistent with several studies such
as Al Sharawi (2021). This study agree with the pre-
vious results that the statement of cash flows has an
informational content, including disclosures about
the main activities of an enterprise represented in
operating, investing and financing activities, and
the comprehensive data it provides on the cash li-
quidity situation of the enterprise, and an assess-
ment of the enterprise’s ability to fulfill its obliga-
tions, in addition to the additional information it
provides that enables its users to make financial,
investment and financing decisions. Researchers
can make further prospects from this topic by

adding deferent sectors like insurance and banks
or by adding deferent variables like cashflow from
investing and financing activities then comparing
the results with the operating cash flow to deter-
mine the incremental information content if any.
In conclusion, the results of this study suggest that
there is a positive relationship between profitabili-
ty and cash flow in Jordanian banks, although the
magnitude of this relationship appears to be weak-
er compared to banks in other countries. These
findings have important implications for bank
managers and policymakers in Jordan and high-
light the need for further research to better under-
stand the factors that influence this relationship in
the Jordanian banking sector.

CONCLUSION

The purpose of this study was to investigate the link between profitability and cash flow in Jordanian
banks. The research found a positive and statistically significant link between the two variables, indi-
cating that banks can improve their profitability by increasing their cash flow. The weaker magnitude
of the relationship in Jordanian banks compared to banks in other countries suggests that the unique
characteristics of the Jordanian banking sector, such as its small size and limited diversification, may
play a role in influencing this relationship. Additionally, the regulatory environment and economic con-
ditions in Jordan may also contribute to the weaker relationship.

In conclusion, this study contributes to the understanding of the link between profitability and cash flow
in Jordanian banks. The positive relationship found in this study highlights the cash flow importance for
bank profitability, and the weaker magnitude of the relationship suggests that there may be opportunities
for banks in Jordan to improve their cash flow and profitability. Further research is needed to better under-
stand the factors that influence this relationship in the Jordanian banking sector, and to explore potential
solutions to strengthen the link between profitability and cash flow in Jordanian banks.

The results of the study are consistent with developed countries’ studies that have concluded that net
income calculated on an accrual basis is more valuable than a cash basis.

The conclusion that can be drawn from these results is that accounting earnings are the key output of a
firm’s financial statements, including cash management decisions, sales, investments, production, and
accounting. If investors ignore accruals and operating cash flows, market share prices do not accurately
reflect a company’s true situation, resulting in an accruals anomaly and mispricing. Furthermore, be-
cause Jordan’s banks are considered important sectors, a cash flow statement must be prepared for each
financial period, per the requirements of accounting standards, so that these companies are not exposed
to bankruptcy. This is what happened to many of Jordan’s (and the world’s) major companies that could
not find liquidity to meet their obligations.

The study results indicates that the income statement shows the ability of an enterprise to achieve reve-
nue gains during a certain period of time, which makes it an evaluation of the performance of the eco-
nomic unit during that period, but it does not show the timing of the cash flow and does not show the
effect of operations on the liquidity of the enterprise, while the cash flow statement enables evaluating
the liquidity position of the enterprise and showing the ability to fulfill the obligation as well as showing
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the timing of the cash flow. According to the study, managers should carefully examine cash flows and
accruals when interpreting future cash flows. Understanding cash flows from coeflicients and the earn-
ings process is critical in the Jordanian market. The natural extension of this study is to explain firms’
reactions to the income process and determine whether company managers can explain characteristics
such as security valuation and market prices. Future research is required to compare different sectors

and environments.
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