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Abstract

People make decisions in their daily life that
are based on predictions made about the future. In
fact, we are all trying to make a connection between
two or more variables in a way that could be used for
prediction. Profit and cash flow in a private prof-
it making unit make the most fundamental part of
information and are the base of most financial in-
formation users’ decision making. And judgments
and profit making prediction have always been one
of the interesting subjects for financial informa-
tion users, because correct estimation of these fig-
ures can play an important role in making the cor-
rect decisions (Jahankhani and Saffarian, 2003).
Investors buy assets hoping that their expected re-
turn over the next period is achieved efficiently.
These returns can be predicted, however, it may not
be the expected return. In fact, one can predict the
profit-making trend of a company by analyzing the
previous trend and studying some of the econom-
ic variables. However, actual happenings are differ-
ent from the numbers and data achieved in predic-
tions. The roots of most of these differences lie in
the variability of criteria that are the basis for pre-
dictive models (Azad, 2004).
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Introduction

Investors still have their previous beliefs about
risk and company stock. All these previous beliefs
are based on information publicly available. Even if
these beliefs are based on the information public-
ly available, there is no obligation that the previous

beliefs are the same for everyone , because inves-
tors are different in their received amount of infor-
mation and also in their ability to interpret them.
Also, it is possible that these former beliefs include
expectations about possible present and future prof-
itability power of the company, because the securi-
ties returns depends at least partly to their profit-
ability (Setayesh, 2007). Therefore, profit is one of
the main important items of financial statements
that that attracts the attention of users of financial
statements. Investors, managers, employees, ana-
lysts, government, and other financial statements
consumers use profit as a basis for investment deci-
sion making, lending money, profit payment poli-
cies, interest payments, appraisal companies, cor-
porate taxes calculation, and other decisions related
to the company. Therefore, Joint stock companies
managers, potentially have incentives to report
earnings with Smooth growth and this may be ad-
dressed and shall be subjected by investment mar-
ket as something considerable (Arab Mazyar Yazdi
et al., 2009). The purpose of this study was to eval-
uate the basic theoretical distribution of profit and
return.

Profit meanings

At the beginning of the creation of man, his na-
ture was Profit-oriented. Along with the develop-
ment of economics and accounting, “Profit-ori-
ented” concept has found its place in a way that
bilateral accounting began with theory of property.
Theory of the character separation was proposed lat-
er on In this theory, the commercial unit character
is separated from its owners character and purpose
of the institution is creating accounting profits for
shareholders and creditors followed by institutional
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theories, remained salary, and the remaining funds
were introduced that each of them provide new divi-
sions of accounting information, especially benefits
and profits. In the theoretical aspect of fund, one
can see that accounting profit has no meaning. In
the theory of the firm, the business unit is consid-
ered as a social agent or foundation that creates and
enterprises benefits for the public and its interest is
not an accounting profit, but the increased value.
Economists now say that profit is not the only moti-
vation of Institute foundation, but they believe that
institutes may also be established with welfare, so-
cial, political and economical objectives. Howev-
er, besides the economists hypothesis, the theory is
also available that the majority of commercial units
and entities are established for profit making (Es-
maili, 2006, 13).

A description of the accounting profit

From a practical perspective, the accounting
profits are defined as the difference between rev-
enue and cost achieved due to expired version of
the trading period. Thisdescriptiondefines the five
characteristics that the accounting profit has:

1. Accounting profits and earnings are based
on actual transactions and dealings that the com-
pany has done (basically accounting profit is ob-
tained by the difference between goods or services
sales income and the expenses necessary to carry
out the sales). Traditionally, the accounting profes-
sion has been using the dealing method to calculate
the profits of trading. This deal can either internal
or external in an organization.

2. Accounting profit based on the assumption
of period, as an obvious matter, has been the com-
pany’s financial performance over a specified peri-
od of time or a given point.

3. Interest and accounting profit which is
based on the income realization principle, re-
quires revenue to be defined, measured, and identi-
fied (registered). In general, the income realization
principle is a criterion or test for income identifica-
tion (registration) and thus to identify (register)the
profit.

4. Accounting Interest requires that the cur-
rent price be measured in terms of historical cost
or value, which should be considered accurate to
the historical cost principle. An asset is recorded
based on the cost until the sales process is finished
and then one can make any changes in value recog-
nized (recorded) and therefore the current costs are
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the expired assets or the cost of the purchased items
that are expired.

5. Accounting profit requires that achieved
revenues of the required period related to the appro-
priate or relevant costs, be considered. Hence, the
accounting profit is based on the adaptation princi-
ple.

6. In fact, some of the costs, fees and other
terms which are assigned to revenue as assets are
transferred to the next period. It is assumed that the
costs (cost of items) will be adapted to the course
of income and are assigned to potentially become
known asthe expired service. (Esmaili,2006,15—18).

Informational content of accounting profit

One of the main goals in preparing financial
statements is to report financial performance infor-
mation. Financial performance includes controlled
entity’s efficiency gains. Financial performance in-
formation is provided in the form of comprehensive
income (profit and loss statement). These data indi-
cate to what extent an entity has succeeded to use of
its resources. Financial performance analysis of data
from different periods and changes to predict future
profitability of the business unit is also useful.

Based on the theoretical concepts of financial
reporting, financial performance statements help to
meet the reporting purposes as follows:

A. providing information to users to enable
them to review previous evaluations of the finan-
cial performance of prior periods and, if necessary,
amend their assessments of performance in future
periods.

B. Submitting a report of the results of the
stewardship of management functions to enable us-
ers to evaluate past performance and create basis for
forming expectations about future financial per-
formance of the business units that are established
with the aim of making a profit.Shareholders and
investors aim to earn dividends profits of a branch.
Therefore, they purchase the branch to encourage
its accomplishment possibility. Profit is more im-
portant in business because of the lucrative prof-
its, will compete. Also keeping pace with economic
changes, is only possible when the profiting unities
really profitable (Eghbali,2008)

Profit reporting objectives

Companies must prepare fundamental finan-
cial statements at the end of each operating period.
One of these financial statements, the income state-
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ment which is about profit and loss and its last digit
is the profit entity of the commercial unit.

But, the importance and benefits of applica-
tions for reporting purposes benefits include:

1. Profit is considered as a basis for calculat-
ing taxes and income redistribution between indi-
viduals.

2. Earnings is supposed to be a guidance upon
which policies related to profit dividends and main-
tained benefits are developed. Earnings are consid-
ered as a measure of the maximum amount that can
be reinvested or be distributed as dividends profit in
the company.

3. Profit as a guide for investment decisions is
taken into consideration. It is usually assumed that
investors try to maximize the amount of return that
seek to invest , of course with respect to an accept-
able risk degree.

4. Profit is considered as a predictive tool or
device that helps people in the prediction of future
earnings and economic events. Operating profit in-
cludes gains or ordinary income, and profits or loss
due to unforeseen events which its sum is equal to
net income. It is assumed that the normal profit is a
current routine and is continuous but profit and loss
arising from unforeseen events are not like this. Re-
search results show that for the prediction of future
dividends, ordinary income or current profit is su-
perior to net income.

5. profit is considered as a measure of perfor-
mance and efficiency. Profit is a measure of earn-
ings management stewardship and performance of
the company’s resources to accomplish and handle
the company’s routines, so that FASB offers this, as
follows:

“One of the objectives of financial statements is
providing useful information to judge the ability to
manage, or optimize the use of resources and the
effectiveness of performance in order to achieve the
primary objective of the company over time to give
back the highest cash to homeowners.”

Profit reporting can be a tool for managers to
plan for the future accordingly. (Zarif Fard, 1999)

Failure in informational content of earnings
and accounting profit

Accrual accounting involves numerous per-
sonal judgments. In profit making, there are lots
of conceptual and operational problems associated
with multiple items transferable to future periods,
apportionment and allocation and evaluation, but
these judgments in calculating the cash flow effects
are minimized. Due to different accounting pro-
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cedures, in order to compare different firms, profit
is being questioned. Critics charge and denunciate
that the system takes into account economic events
rather than content, the content will be keeping
them up . Some economic events are not detected
at all in the accounting system. While the econom-
ic importance of other events that they suspect are
up there with all the details, the benefit and profit
has greater reliance on accounting structures to the
economic reality (Esmaeeli, 2006, 33).

Profit is an abstract concept but a source of cash
income is real and the objective. However, it is be-
lieved that helping firms to survive is one of the first
and considerations cash constitutes one of the most
important factors in the survival of any business.
Only firms that can also be profitable to survive
must supply their needs. Understanding the situ-
ation of the firm’s solvency and profitability is es-
sential to provide this information clearly, although
cash flow statement provides such information.

Market reaction reasons

Stock market is responding to the information
provided by financial statements. Information con-
tent of net income has been subject to much empiri-
cal research (Scott, 2003). Note that the prediction
on investor behavior is a subject which is in response
to information relating to the financial statements.

1 - Investors have previous beliefs about the ex-
pected return and risk in company stock. These
previous beliefs were based on all the information
that is available to everyone ( including market pric-
es ) , till the time that the company ‘s net profit for
the year is announced [ that will make investors to
reconsider their beliefs] . There is no obligation that
the previous beliefs are the same for everyone, be-
cause investors are different in the amount of infor-
mation they receive and also in the way they inter-
pret the data. Also, the former beliefs may involve
expectations about future profitability and the com-
pany’s current strength, because the future returns
of securities, at least partly depends on its profit-
ability (Freeman and Tse, 1992).

2 — After the net profit of the year is announced,
some investors try to get more information and this
number is owned by analyzing the profit. For ex-
ample, if the net amount expected to be as high or
higher, this may come as good news as the situation
is , thus , investors using Bayes’ theory reconsidered
in their beliefs about the profitability and power ef-
ficiency of the company’s future. Some investors
(those who had higher expectations of current net
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income), are likely to interpret the net profit num-
ber as bad news.

3- Investors who have revised their beliefs about
future profit making and company’s return in-
crease, are more willing to buy a greater number of
the company stock with the current market price
and those who do not think the same, will do the
opposite. Also, Investors evaluation to assess the
risk of the stock will also appeal to them.

4 - We expect net profit to witness the an-
nouncement of the Company’s shares trade on the
rise. Furthermore, the greater the difference in in-
vestors’ beliefs and interpretations of the past based
on current financial information, the higher the vol-
ume of transactions will increase. If investors inter-
pret the reported net profit as good news (and con-
sequently have expectations about future returns
and profitability increase) they will overshadow
those who interpreted the net profit announcement
as bad news and we expect to witness the increased
market shares ( and the reverse ). (Scott, 2003)

Beaver (1968) studied the reactions due to the
volume of contracts very visibly in his research and
concluded that a net profit announcement of trad-
ing volume will increase during the week. It is pos-
sible that market reaction compared to the reaction
of trading volume, indicates a stronger test about the
usefulness of the information for decision making
(Beaver, 1986 ). For example, Verrecchia and Kim
model (1997) show that trading volume to price
changes (as a measure of the usefulness of the infor-
mation provided in the financial statements) is more
challenging. Considering the fact that previous pre-
dictions based on decision theory and the theory
of efficient markets are having a close relationship
with each other, one can be more successful. If this
theory is effective for accounting, their experimen-
tal predictions should be supported by experimental
research. An experimental researcher can do its job
by sampling the companies that issue annual reports
and by studying the fact that if the price and trade
volume reactions to the good or bad news are go-
ing the right way or not. These predictions can also
be tested experimentally. To accomplish this, is not
as simple as saying it, but for some reasons, the next
section will discuss this matter (Scott, 2003).

Being informed of market reaction

Theory of efficient markets means that the mar-
ket will react quickly to new information. Conse-
quently, it is important to know when the first news
of current year net profit reports breaks out and
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what it is all about. If the researcher wants to see
the effect of this news on trading volume and stock
price, it is too late to investigate about it even a few
days later, because after that time, although there
exist such a news, there cannot be seen any track of
it. Researchers have attempted to solve this problem
by using the date on which the net profit is report-
ed in the financial media, including the Wall Street
Journal. If the efficient market is to react, it needs to
react from a small window, a short-lived period of
history relating to the exact date. Usually, the good
or the bad news of the reported net profit/income is
being evaluated by the investors’ expected net profit.

If for example a company announces its net
profit to be $ 2 million, and that is the exact amount
expected by the investors (considering each three
months reports, company’s senior managers’
speeches, financial analysis’ forecasts, prospective
information for performing argument standards and
management analysis and forecasts of the price per
share) it is rarely possible that the net income re-
ported includes lots of information. Investors have
revised their beliefs on the basis of prior informa-
tion, but if investors had expected a net profit of $ 2
million to be announced and the company report-
ed a net profit of § 3 million, the conditions would
vary and would be different. This good news makes
the investors to quickly revise their beliefs positively
and be more optimistic to the company’s future per-
spective. This means that researchers should try to
find something that can replace the numerical result
that investors expected to find and have in compa-
ny’s net profit. There is always a variety of events af-
fecting on the trading volume, the stock/share, and
its impact is obvious on the stock price. This means
that one cannot simply be aware of the market reac-
tion to the net profit declared. For example, assume
that a company has declared its current year net
profit. This report contains good news and on the
same day, US government announces for the first
time that budget deficit has decreased a great deal.
It is highly probable that this public announcement
affects all or most of the securities and exchanges
in exchange market and consequently, it will dis-
tress the effect of costs related to the company’s net
profit announcement news. Hence, the optimal ap-
proach is to separate the effects of all market factors
on stock returns from each other (Scott, 2003).

External research

Hu (1995) believes that stock market volatili-
ty implications for the real economy is less known
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and requires further research. Using data from U.S.
companies, he found out that investing on his capi-
tal placed directly a negative impact on stock market
volatility and concluded that because of the strong
correlation between stock market and investment
fluctuations, corporations cannot ignore market
uncertainty in their investment decisions. For ex-
ample, when investors are not willing to buy shares
of a company, the company reduces its stock price
and consequently, market volatility boosts and so,
that information asymmetry causes in turn invest-
ments decline. Therefore, the stock market valua-
tion of a company’s capital will be less than its true
value and if this trend continues, merging trends
and acquisitions increases.

Habib ef al. (2011) studied the stock market re-
action to firms’ income smoothing for environ-
ments with high uncertainty in an investigation.
Their level of income smoothing was measured
using the relationship between changes in accru-
als and cash components of interest. Also, the re-
sponse rate to calculate the profits of two criteria
were based on the information content of earn-
ings smoothing. The results showed that the capi-
tal market’s reaction to information based on firms’
income smoothing for environments with high un-
certainty, is more than other companies. In this
context, research findings, corroborates and veri-
fies theory of capital market reactions to earnings
smoothing.

Jorgensen et al. (2011) studied the relationship
between stock returns with the distribution of cur-
rent and future profits in a research. They assumed
that the distribution of expected profits rise, is a sign
of the increased uncertainty and thus increases the
expected return to shareholders. The results showed
that there is a direct and significant relationship be-
tween the distribution of current profits and expect-
ed returns. However, the relationship between stock
returns and future earnings dispersion is reversing.
This findings shows that investors tend to predict a
company’s future earnings and consider it as a basis
for the expected returns.

Koch and Park (2012) examined the impact
of profit sustainable development on the charac-
teristics of the predicted management profit and
earnings. They showed that in the time of the pre-
dicted management profit announcement, if the
announced profit is the continuation of the report-
ed profits growing chain, it will be more important
to the investors and analyzers. These researchers
and authors argued that if the company has a histo-
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ry of sustainable profit growth, the anticipated prof-
its are more reliable and have more credibility. They
showed that the prediction accuracy of earnings in
firms with stable earnings growth rate is higher than
other companies. The results of this research and
study also suggests that the management symptoms
presence and income and profit smoothing effect in
company reports decrease the effect of stable earn-
ings growth on validity of the predicted profit.

Internal research

Ghaemi et al. (2003) studied the effect of profit
on Stock Exchange Listed Companies enhancing
Their study shows that there is no significant dif-
ferences between the flattening and non-flattening
companies in terms of rather abnormal returns.

Shoovarvrzy and Nikoomaram (2010) studied
the effect of dividends profit percent volatility on
the companies’ stock returns. In the present study,
the effect of dividend profit percent volatility on the
companies’ stock returns has been studied. For this
purpose, 86 companies that are accepted and listed
on the Stock Exchange over a period of eight years
(2008-2001) have been investigated. SPSS software
has been used for data analysis, hypothesis testing,
and regression models. The results of the study indi-
cate that there is a meaningful relationship between
the volatility of stock returns and the dividend

Reza Zadeh and Ashtab (2010) found a relation-
ship between earnings and stock returns prediction
accuracy of the companies newly introduced to
Tehran Stock Exchange. This relationship is exam-
ined by considering the effects of the control vari-
ables. Therefore, the data were used from 107 new
companies in Tehran Stock Exchange during 1999
to 2006. The results show that the Tehran Stock Ex-
change as well as other countries, discounter and
Cheap Wholesalephenomenon exists and there is
a significant relationship between the prediction
error and the efficiency gains of new shares of in-
come. Thus, it is clear that investors can recognize
the profit forecasting errors and use them in pricing
their stock.

Conclusions

A significant portion of the company’s stock re-
turns are affected by reported earnings and profits
and shareholders’ reaction to this information. It
seems that when company’s current profit change
is high compared to the previous years, the investor
deems it as a sign of company’s performance crite-
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ria growth and so other companies are more willing
to invest in the shares of such companies. Thus, the
high variability of the company’s profits, potential-
ly an indication of management’s efforts to achieve
higher profits and capital markets are likely to be fa-
vorable to such fluctuations.
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