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of financial statemenrs have no access to a company s accounting recordsr they depend greatly on

the financial statements when making judgments and decisions. However, the increasing trend ol

creative accounting has made the financial statemenis less reliable and less lransparent. Accountants

prepare the statements to "window-dress" their organizations by taking adva.tage ofthe loopholes

in accounting slandards. Although creaiive accounting is not against the law. in the hands ofless

scrupulous management. it can be a highly dangerous instrument of deception (Naser. 1993). The

investing colnmunity at large can be misled into making dec;sions from informalion whrch rs

based on manipulated accounting figures. To a certain extent. the existence ofcreative accounting

distorls the usefulness of linancirl statements and impedes them from meeting the prescribed

objectives.

This research examines one component ;n financial statements that is very commonly subjected

to creative accounting that is thc extraordinary items.The International Accountirg Standard (IASr

8 issued b)r the Intemalional Accounting Standard Cornrniltee (IASC) in 1978 has broadly defined

extraordinary jtems as

"..8ains or losses that deive from ewnts or transactions that arc .littin.t Jron the

ordindr! actirities of the enterprise and thercJbrc no erp?.ted to rccurJrcquentl) or

resulattr" (Paru.3).

This standard was adopted in Malaysia as Standard lnternalional 8 (SI 8). I! is argued that as :
result of this broad definition of e{traordinary items, companies hale considerable discretron 'i
classifying items as "eitraordinary" orpanofordinary operations. A company nay use thecategol'l

of exlraordinary items !o reporl costs to be excluded from the conpany's pretax income, xn.

more importantly. from ils earnings per sha.e record (Naser. 1993). This is because an earning:

per share is the main componenr in the price earnings ratio. which is used by the stock markct ai

a key performance indicator. Other than the price earnings ralio. financial ratios sxch as return o:

equity (ROI) and return on asset (ROA) that are widely used by invesiors also depend on the n.:

prolit after tax. which excludes extraordinary items. As discussed by Choo and Peter (1998

investors tend to fixate on ner profii after tax (the botiom line) and pay little or no atlention t'_

extraordinary items although the latter form part ofthe enterprise s performance for the period

The manipulation of extraordinary iiems in the income statements has some impact on tlt
company's shareholders. It is common that investors use tbe reported income for a particul:i

accounling period to assess the current performance of the enterprise and to form or revise the::

expectatjons of the income of the enlerprise in the futDre (Choo and Peter. 1998). Wiih tL.

manipulation, these investors can be misled into making decisions from information, which:i
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in financial statements. the Sl 8. Subsequently, in 1999 the SI 8 (Revised) was adopted bv the

Malaysian Accounting Standard Boa.d (MASB) and known as MASB standard no 3 (MASB 3)

Both the ST 8 (Revised) and MASB 3 were made effective for financial sratements commencin!

on or after lst January 199? and lst July i999 respeciivelv Basicallv' there is no significrni

difference between the SI 8 (Revised) and MASB 3 since most of the content in MASB 3 is

nerely an adoption of IAS 8 (Revised).

MASB 3 states. "extraordjnary items aise ftom an event thai possesses a high degree of abnormalit\

thal is clearly distinct ftom the ordinary activities of the enterp.ise and not expected to recu' i'

rhe foreseeable fulure . For example, losses sustained as a result of a tvphoon would nornall\

qualify as an extraordirary item unless it is of a scale that could be considered a natufal disaster

In addition.the standard also specifies certain itens that are normallv accounted fbf as extraordrna4

items undcr IAS 8. such as a litigation scttlement and the disposal of land !o be accounted for al

'exceptional' itens and included in the determination of net income (Para l6 ald 18)

24 Cdpital Mdrkett Rerit|| Vol lA N. 2 240:

Based on these background. the firsr issue in lhis study is io empiricallv examine whether th'

introduction and the adoption ofthe newly revised standnrds on extraordinary items in Malay

really has significantly changed lhe way ot' repofting thesc items in the financiai sratemenrs I!

other words. are there any changes or reduction in the number of incidence of the reporte

cxtraordinarv items before and after the adoption of the new siandard, Sl 8 (fevised)? If there

no change in the reporting ofexlraofdinary items. thcre mav be apossibility thalthe new standal

ls srill not being put into practice by Malaysian companies. xs has happened in Hcng Kong (Lvr

and Mccuinness. 1995) and Singapore (Choo and Peter, 1998).

Lynn and Mccuinness ( 1995) reported that there was a rather "liberal ' usage of extraordinl

did not welcome the implementation of the restricted usage of extraordinary iiems Some fira!

responses to the new standard were so adversc thal even the threat of audit qualificalions

not convince them to comply with ihe rc-defined exlraordinary items ruies. From their resear'

it is aoDarentthat the intfoduction of Lhe new accoxnting standard in Hong Kong was noteftecli\'

irems in Hong Kong even after the adoption of the new revrsed standard. rvhich had sinrri

recommcndations to thatofSI8 Gevned) The studyconcluded that in HongKong,manv compant

Similarly. Choo and Peter ( 1998) repoted that in Singapore, the adoption ofProvisional Statem

of Accounting Standard (PAS) i9 in 1994 to residct the usage of extraordinarv items was

effccdve. The resrricted definilion of exlraordinary items in the standard had been met $

considerable object;on from the business community As a result. the accounting standard set!:

body in Singapore withdrew lhe standard in 1995
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Apart from this, it is impo{ant to review the changes in reported extraordinary items. befor

and after the adoption of the new standards. Any sign;ficant change in the reported extraordinaJ-a

items of these two periods will give signal that may support further analysis of extraordina.

irem\ usage in jncome smoothing. To lesl \ahether there is a significant difference between

reported extraordinary itcms before and afler the adoption of lhe new sta.drrds. the followrn

h),pothesis has been developed:

and Lands.nan, 1989). Managers would be concerned if the reported profils are less than the

market expectarion because lower reponed profit wouldresult in lower share prices (e.g. Ball and

Brown, 1969)- In this situation. the managers would be motivated lo manipulate reported prolits

to bring them closer to markei expeclations. Thus, there is a possibility thai managers may engdge

in income smoothing practices in order to satisfy the shareholders. which in turn increases the

firm's value. This can be done by manipuiating certain accounting items that are subject to their

3. HYPOTHESES DEVELOPMENT

This section focuses on the developmeni of three hypotheses rhat are used in this study. The

areas of interest revolve around the issues of extraordinary items, incl ding the effects of the

adoption of new standards on exlraordinary items. the usage of extraordinary items in income

smoothing and narket perception towards extraordinary items in valuing a firrn's equity.

The inplementation of new accounting standards is one of the means to overcome ihe income

smoothing practice. According to Naser (1993), &e existence ofa classificatory choice in accountin!'

practice creates a loophole, which allows the companies to manipulate accounting numbers

particularly the reported earnings. Therefore. the adoption of the new slandards may reduce fte

manipulaiion ofextraordinary items in smoothing the profit (Abdullah and Ku lsmail.2000).

,bi -

Lc-.:

H,: There is a significant difference between the incidence ofextaordinary items during

the period before and afte. thc adoption of the new standards arnong Malaysian

listed companies-

This hypothesis focuses on incone smoothing. The possibility that smoothing occurs is b

on the premise that management tries to smooth reported earnings to maximize their self intere
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attentiontoexiraordinaryitemsalthoughthelailerformpadoftheentefprise,sperformancefol

the period (Choo and Peter' 1998). To empiricallv test whether the investors or the market ignore

rhe exisrcnce of extraordinarlr items, or take into consideration the value of exkaordinary item'

when valuing firms, the foliowing hypothesis has been developed'

Hr: The inveslors take into consideration the extraordinarv itenrs reported in financial

statcments when valuing a firm's valuc

4. RESEARCH METHOD

4.1 Sample Selectiotr

Gcnerally, this study was conducledon companjes listed in the main boardofthe KualaLumpu:

Stock Exchange. The population comprised of all companies Iisted on the nain board existing I:

l999.To examine the inpact of the adoption of ihe new standards on extraordinary items' manipulatio:

of extrsordinary iiems to smooth income and inve*ors' perception towards extraordrnary rter_!

s.hen making valuation. fin ancial statements for six accounting periods wefe used Sincetheneu

SiandardwaSmadeeffectiveonlstJanu'rytggT.thissludyexamingdthereportingofextrxordinaF

itemsinthefinancirtstatementsduringthepedodofthreeyearsbeforeandthleeyearsafter

dite. Specifically, lhe period under studv was frcm the vear 1994 to l999 According to Co

i196S) a four-io-six year time hodzon is adequate to reduce classification error'

This rludy excluded all companies that are 
'lassified 

under the finance sector of the Ku

Lumpur Stock Exchange becruse oflheir unique fearures and business activities Apart from

companies that had been delisted du ng the studied period were also excluded Conpanies th

Stanedtobclistedlaterthantheyea|lgg4hadnotbeenincludedinthepopulationaswell'

was to ensurc that the sanple selected from the population comprised p blic lisled co

thrt existed throughout the period understLtdy'

The Annual Coporatc Handbook (Mrlavsia), the published annual reports and annuar

availablefromtheWorldWideWebalhttp://wwlvklseconmvandhttp://wwwklserisconE

were assessed for datacollection lnformxtion gathered from both 
' 
the Annual Cofporaie H

(Malaysia) and the KLSE websites was used to identifv companies listed on the main board ot

Kuaia Lumpur Stock Exchange from 199'1 1(r 1999, which disclosed extraordinarv itens in th

Consisteni with the 'incidental' sampling method used bv Craig and Walsh

a/. (1993). Beattie .. a/ (1994)' Choo and Peter (1998) and Abdullah and Ku

(1989),Demse\

lsmail (2000). orl
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tests were performed. The tests were similar to the ones used by Lynn and Mccuinness (l

Choo and Peter (1998) and Abdullah and Ku Ismail (2000). Firstly' a two-tailed paited t-test

conducteal on the aliffercnce between Folit before and after extraordinary items to see

there was a statistically significant difference between profit before and after €xaaordinary i

secondly, the coefficient of variation (cv) for ea.nings befor€ and after extraordinary items

compared ac(oss six years of available eamidgs data for the sample comPaflies' This

which is tho ratio of standard deviation of eamings to mean eanings' captures the volatility

eamings for a given mean ringgit amount of eamings. ff CV of earnings after extraordinary adj

is significantly low€r than CV of eamings before extraordinary items, it implies that

items are used to facilitate income smoothing The one-tail test on different coefficient of v

(CV) for eamings before and after extraordinary items was also conducted'

The third hypothesis is concemed with the question of whether the market or investofi

taken into account the rePorted extraodinary items when valuing a firm For this hypothesis'

multivariate lin€ar regression was conducted using the modified income statement model of

value predictions develoP€d earlier, which was as followsi

MVEJl

MVE/,

PAEITT

Elj,

= P,tPtPABrrqprjl%

Market value of shareholders' equity of firm j at year t

Profit after extraordinary items of firm j at year t

Extraodinary items of firm j at year t

Error

The regression was conducted separately for each year under study lf pr is significant' itj

that the investors Perceive a firm's profit after extraordinary items wben valuing the firm On

other hand, if p, is significant, it implies that investors take in'o consideration the valuc

extraordinary iaems when valuing firms.

Since extraordinary items haveboth positive and negative values, which refer to

gains and extraordinary losses respectiv€ly, aoother regression equation was developed to

*hether a different sign or direction of extmordinary items had an €ffect on the market v

shareholders equity. A new variable was added to the original basic model used in this

which was the dummy variable for the dircction ofextraordinary items Ifthe reponed

items were positive, the value for this dummy variable was I On the other hand' ifthe

items werc negative, the given valu€ for the dummy vadable was 0 The new equatron
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cases refer to gains or additions to profits while negative cases refer to losses or deductions

profits. Table 2 shows that out of 580 extraordinary items reported during the six'year

only 226 ilgms or 38.91% werc exlraordinary losses. On the other hand, extraordinary gains

during th€ period amounted to 354, which was 61'03% of the total extraordina4/ items.

shows that the number of extraordinary gains repofed was great€r comparcd to

losses. This is in contrast with the findings in a researcb done by Dempsey et aI. (1993\,'tt

revealed that managers showed a propensity to report losses as extmordinary items and gains

Part of ordinary income.

Therc were only 266 companies that reported extraordinary items ftom 1994 to 1999.

the amount,73 companies reported extraordin&y items once, 9l companies rcported the

twice and 86 companies reporled lhem three limes during the period. From lhe year 19q4 to

only 13 companies reported exaraodinary items foul times, while 3 compani€s reported the i

5 rimes. None of tbe companies reported exrraordinary items for six consecutive years.

Thbl€ 2
Reported Exhaordinary Items by Industri€s

INDUSTRY
Direction

TotalLoss Gain

Building Mat€dal

Construction

Consumer Product

Food, Beverages & Tobacco

Gaming

Hotels

Industrial Products

Investm€nt Holding

Mining

Plantation

Property

Publishing & Media

Retail

Securities & Investment

Tmding & Services

Transportation

21

22

t7

9

6

3

9

3

t4
47

5

2

6

2l
3

21

25

29

l3
9

3

34

25

59

64

4

I

6

7

54

41

46

22

6

66

t9

73

111

9

3

t2

10

Total 226 354 580
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EXTRAORDINARY ITEMS AND INCOME SMOOTHING

For the second hypothesis, two types oftests werc conducted to identify whether

items classificatory choices were being used in smoothing a firm's annual eamings ln the

test of Hypothesis 2, income smoothing was Posited to occur when a statistically sig:nificant

was observed between prcfit beforc and afte{ extraordinary items at the 5% leve1 of si

Since the sample size for the year 1998 and 1999 was inadequate (below 30) 
' 
the tests were

for 1994 to 1997 only. The results for the tests are shown in Table 4.

Table 4
Ttro-Tail Paired T-test Result on Prolit Before

and After Extraordinary Items

" Afler 1te adoDtion oI the rcw accountins n nddd oh extmordimry iteds

The table shows that, the two-tail paired t-tests on the difference between profit before

aft€r extraordinary items for 1994, 1995 and 1996 was significant at 5% Ievel. In al1 cases,

means of PAEI were higher than the means of PBEI for the year beforc the adoption of the

standard. This implies that extraordinary items werc beirg used as a tool to smooth income

the period beforc the adoption of the new standards. However, the lesllts of the i-test for

Deriod after the adoption of the new standards conradicted with the rcsults for the pedod

the adoption. The t-value was -0.474 for the year 199?, which was insignificant at 5% level

was contrary to the Fediction of income smoothing by management. Thus' in general

did not use extraordinary items disclosure as an instrument to smooth income during the

after the adoDtion of the new standards.

The second test for this hypothesis compared the coefficient of variation (CV) for

before and after extraodinary items aqoss five yea$ available eamings data for the sample

As discussed earlier, the CV measures the volatility ofearnings for a given mean ringgit
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for the purpose of this study by decomposing net income into profit after extraordinary

(PAEI) and extraordinaiy items (EI). The model tested in this study was:

MvE, = 0o + P,PAEIjJ P,EIj, + e,,

Table 6

Market Value Pr€dictions (Th€ Basic Model)

Notes: The uble indicar.s significaice at l% ("')

Mod.t(Basic): MvEr,= Pn+ pfAEtj+ P2Etj+ ei,

The results of this analysis are reported in Table 6 The table shows that the coefficients

PAEI were significant at 1% confidence levet. This result implies that the investor considered

PAEI in valuing the firm's value duiing the four-year period The coefficients also showec

PAEI was positively related to the market value of equity' For extraordinary items'ihe coeffici

of extraordinary items for the four years were significant at 19' confidence level This i

that the investor considered extraordinary items in determining the value of the fims The

also showed that the value of the firms has regative relation with extaordinary items

Direction of Extraordinary Items

To overcome the issue of whether extraordinary items direction which was positive and

hail effects on the market value of shareholders equity, a new variable was added to the ori

model used in this study. The basic nodel had been extended to include a dummy variable'

dummy variable stood for the difection of extraordinary items. which were divided into

(extraodinary gains) and negative (extraordinary losses) Extraordinary gains possessed a

of 1 . while extraortlinary losses possessed a value of 0 The new extended model is as

MVEj, = po + p,PAEItj+ p,E +pjDUMMYj,+e,
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lf hetero,ceda,ticrr) is preseor. rhen rhe usual OLS e.rimarors. alrhough unbia'ed. no

exhibit minimum vaiance among all linear unbiased estimators (Gujarati, 1995). In sho -

are no longer the besi linear unbiased estimator. To overcome the heteroscedasticity p.oble

of the variances and covariances of OLS estimators even if there is heteroscedasticitv Dro

procedure established by wlite (1980) was caded out. This procedure, which is known as

heteroscedasticiry-consi5rent covanance maln\ estina(ors r HCCMET. produce\ coDsrstenr

Table 8 lisrs rhe .umma'y srdrnics lrom rhe basrc regresron models lhar were based on

heteroscedasticity adjusted standard erors- The table shows different t values, compared to

ordinary least squares results reported earlier. However. the overall results were consistent

the Drevious rcsults. which the coefficients of extraordinary items for the four vears were s

at I 9o confidence leve]. This implies that the investor considered extraordinary items in detemr

the value of the firms. Likewise, the coefficient had negative values suggesting that the

The purpose of rhis research was to increase the general understanding on the issuer

the rcpofing of extraordinary items. Specifically, the goal ofthis study was to determine w

the amount of extraordinary items, the lower the value ofthe firms regardless the diftction of

extraordinary items,

Tabl€ 8
Market Value Predictiotrs -The Basic Mod€l

(White's Het€roscedasticity Adjust€d Statrdard Error's)

Nores: Tne rable indicales significanc€ at l% ("') a.d 5%(") levels.

ModeL MVE|,= Po+ PIPAEIT + PzEI, + er

SUMMARY AND CONCLUSIONS
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