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		Abstract

		We propose a three-level hierarchical framework of firm status to explain variations in the total accruals-cash flows from operations (CFO) relation. Level 1 considers the mix of cash-basis to accrual-basis accounting resulting from immediate expensing of certain cash expenditures and shorter operating cycles. Level 2 considers the contamination of non-operating accruals in total accruals, and Level 3 considers large performance shocks that can move operating accruals and CFO in the same direction. Using proxies, labeled FS, for firm status in these three levels, we find that conditioning with FS helps explain the weakening negative accruals-CFO relation cross-sectionally, in time-series, and in the time-trend of the cross-sectional relation. Furthermore, we find that the explanatory power of the Dechow-Dichev (DD) model for discretionary accruals increases five-fold by including CFO*FS proxies. In this new model, labeled DD|FS, the discretionary accruals exhibit almost a two-fold increase in the ability to detect financial reporting irregularities without incurring higher Type I errors relative to the DD model. Our evidence recommends a fruitful path to academic researchers for improving earnings quality models by finding suitable proxies to identify firm conditions when the traditional relation between accruals and CFO is changed. 
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