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ABSTRACT

This research examines issues related to the reporting of extraordinary
items. The first issue concerns the changes of accounting standards on
extraordinary items, which has limited the scope of extraordinary item. It
is found that there are significant changes on the incidence of reported
extraordinary items during the period after the adoption of the new
standard. The findings supported the arguments that the new standard on

extraordinary items had consequently abolished the items from financial

statements.

We also hypothesize that extraordinary items classification choice is a
means used by companies to smooth income. Two types of statistical tests
performed have confirmed the proposition that the disclosure of
extraordinary items is subject to this type of manipulation during the

period before the adoption of the new standard.

Although it is proved that the broad definition of extraordinary items

allows companies to manipulate income, evidence gathered from

univariate regressions demonstrate that extraordinary items are significant
for investors in valuing a firm’s equity. Thus, investors took into accounts

the extraordinary items even though it is disclosed ‘below the line’.



ACKNOWLEDGEMENT

Our deepest gratitude and special thanks goes to those directly as well as indirectly
involved with the accomplishment of this project. Your contributions and

encouragements are greatly appreciated.

They are, among others:

Prof. Dr. Ibrahim Kamal Abdul Rahman
(Dean, Faculty of Accountancy, UiTM)

Prof. Dr. Mohd. Sahar bin Sawiran
(Director, UiTM Kampus Johor)

Assoc. Prof. Arun Mohamad
(UPP Coordinator, UiTM Kampus Johor)

Assoc. Prof. Dr. Normah Omar
(UPP Coordinator, Faculty of Accountancy, UiTM)

Prof. Dr. Juhari Samidi
(MAYBANK Professor of Accounting, UPM)

Dr. Mohd Ismail Ramli
(Senior Lecturer, Faculty of Accountancy, UiTM)
and

All UiTM Staffs



LIST OF TABLES

Page

Table 1: The Sample Selection 40
Table 2: Definitions and Guidelines in Collecting Variables 42
Table 3: Reported Extraordinary Items by Industries 51
Table 4: Direction of Extraordinary Items 52
Table 5: Detailed Information on 147 Reported Extraordinary Items 53
Table 6: Extraordinary Items Classified by Nature 55
Table 7: Number of Reported Extraordinary Items by Year 57
Table 8: Two-tail Paired T-Test on Extraordinary Items Before and After the

Adoption of New Revised Standard. 58
Table 9: Two-Tail Paired t-test Result on Profit Before and After

Extraordinary Items 59
Table 10: One-Tail t-test Result of CV Before and After Extraordinary Items 60
Table 11: Market Value Predictions (The Income Statement Model) 63
Table 12: Market Value Predictions (The Balance Sheet Model) 64
Table 13: Market Value Predictions (The Income Statement Model with

Dummy Variable) 65
Table 14: Market Value Predictions (The Balance Sheet Model with

Dummy Variable) 66
Table 15: Diagnostic Test for Heteroscedasticity Assumption 68
Table 16: Market Value Predictions - The Income Statement Model

(White’s Heteroscedasticity Adjusted Standard Error’s) 69
Table 17: Market Value Predictions — The Balance Sheet Model

(White’s Heteroscedasticity Adjusted Standard Error’s) 70
Table 18: Market Value Predictions — The Income Statement Model with Dummy

Variable (White’s Heteroscedasticity Adjusted Standard Error’s) 70

Table 18: Market Value Predictions — The Balance Sheet Model with Dummy
Variable (White’s Heteroscedasticity Adjusted Standard Error’s) 71



CHAPTER ONE
INTRODUCTION

1.1 INTRODUCTION

Financial statements are prepared to communicate economic measurements and
information about the resources and performance of a reporting entity. According to the
approved Malaysian accounting standard, the MASB 1, the purposes of financial
statements are to provide information about the financial position, performance and cash
flow of an enterprise and to show the results of management’s stewardship of the
resources entrusted to it, for the use of a wide range of users in making economic
decisions. Since the users of financial statements have no access to a company’s
accounting records, they depend greatly on the financial statements when making

judgments and decisions.

However, the increasing trend of creative accounting has made the financial statements
less reliable and less transparent. Accountants prepare the statements to “window-dress”
their organizations by taking advantage of ;[he loopholes in accounting standards.
Although creative accounting is not against the law, in the hands of less scrupulous
management, it can be a highly dangerous instrument of deception (Naser, 1993). The
investing community at large can be misled into making decisions from information
which is based on manipulated accounting figures. To a certain extent, the existence of
creative accounting distorts the usefulness of financial statements and impedes them from

meeting the prescribed objectives.

This research examines one component in financial statements that is very commonly
subjected to creative accounting, that is the extraordinary items. The International
Accounting Standard (IAS) 8 issued by the International Accounting Standard Committee

(IASC) in 1978 has broadly defined extraordinary items as



