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ABSTRACT 
 

Accounting standards permit management to use its discretion in determining how 
certain components of earnings are classified, or where they are reported in the financial 
statements. Prior to 2001, Australian accounting standards required companies to 
separately classify and report any unusually large items of income and expense as 
“abnormal items” to distinguish such items from “normal” earnings. In the U.S. such 
items are referred to as “special items” or “unusual items”. The term “abnormal items” 
was subsequently removed from the accounting standards, a move in part driven by the 
perception of regulators and shareholder interest groups that companies were 
opportunistically classifying items as abnormal to enhance the reported earnings before 
abnormal items in order to meet earnings benchmarks. However, there is little empirical 
evidence on whether earnings were classified as abnormal to manage earnings. 

The U.S. evidence on special items suggests managers opportunistically classify such 
items to enhance reported “normal” earnings and that special items are associated with 
classification shifting for the purpose of meeting or beating earnings benchmarks. 
McVay (2006) found that U.S. firms opportunistically shift expenses from “core” 
expenses by reporting them as special items. Some limited evidence of Australian 
companies engaging in earnings management by opportunistically classifying normal 
earnings items as abnormal was provided by Cameron (1998) and Cameron and Gallery 
(2001). This thesis extends prior research to examine whether Australian companies 
used abnormal items to manage earnings to meet earnings benchmarks. 
 
The predictions in this thesis are based on U.S. research findings that special items are 
asymmetric with a bias to negative special items and that special items are used to: 
manage the change in earnings from the prior year, reduce the current year’s earnings 
levels, minimise earnings or “take a bath”, and avoid reporting losses and earnings 
forecast errors. A sample of Australian top-500 firms for the seven-year period from 
1994 to 2000 is used to test the following predictions.  
 
(1) The frequency of companies reporting abnormal items increased over the study 
period. 
 
(2) There is asymmetry in reporting frequency and magnitude of negative and positive 
abnormal items, with a bias to negative abnormal items.  
 
(3) The incidence and magnitude of reported abnormal items are associated with three 
earnings benchmarks, which are: level of current period earnings, annual change in 
earnings, and analysts’ earnings forecasts. The assumption that firms align earnings 
before abnormal items to analysts’ earnings forecasts is also empirically tested. 
 
Although the prediction of an increase in the frequency of reporting abnormal items 
over the study period is not supported, the magnitude of abnormal items increased 
significantly. The findings support the prediction of asymmetry in both the incidence 
and magnitude of abnormal items, showing that the frequency of reporting negative 
abnormal items and their magnitude is consistently greater than positive abnormal items 
over the study period. Logistic regression results indicate that firms with higher levels 
of earnings and changes in earnings were more likely to report abnormal items. The 
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results of multiple regression analysis reveal that although there is no association 
between the amount of abnormal items and earnings levels, the significant negative 
relationship between earnings changes and abnormal items and the fact that abnormal 
items are, on average, negative, suggests that for firms that have a decline in earnings 
over the previous year, the lower the level of earnings before abnormal items, the 
greater the magnitude of negative abnormal items. This infers “bath-taking” behaviour. 
 
Partitioning the sample according to the sign of the earnings level, the sign of the 
earnings change and the sign of abnormal items yields significant results, suggesting 
firms have differing incentives to manage earnings depending on whether the firm 
reports a profit or a loss, or an increase (decrease) in the change in earnings. Findings 
infer that profit firms that raised positive abnormal items did so to maximise current 
period profits, whereas loss firms reporting positive abnormal items did so to minimise 
or smooth reported losses, or to shift from reporting a loss before abnormal items to 
reporting a profit after abnormal items.  

The significant positive relationship for the positive earnings change sub-sample 
reporting positive abnormal items suggests positive abnormal items were used to 
maximise the earnings change, which has the effect of maximising net earnings. On the 
other hand, the significant negative relationship for the negative earnings changes sub-
sample that raised positive abnormal items did so to dampen the bottom line negative 
change in earnings and thereby smooth net earnings. The significant positive association 
for the negative earnings change sub-sample raising negative abnormal items infers 
negative abnormal items were used to maximise the negative earnings change which 
could also reflect “big bath” behaviour. The significant negative relationship for the 
positive earnings change sub-sample raising negative abnormal items indicates negative 
abnormal items were used to dampen the earnings change and smooth net earnings. 

Finally, the results show that firms which met or beat analysts’ forecasts were more 
likely to report abnormal items than firms which missed the forecast. Moreover, the 
finding of associations between analysts’ forecast errors and abnormal items, for the full 
sample and sub-samples, indicates that reporting negative abnormal items had the effect 
of shifting losses from earnings before abnormal items. Thus, earnings before abnormal 
items are more closely aligned with analysts’ earnings forecasts.  
 
The results from this thesis represent a comprehensive analysis of abnormal items in the 
context of earnings management, providing fresh insights into the earnings management 
phenomenon. This study also extends U.S. literature by including income-increasing 
abnormal items in the analysis. Collectively, the results suggest that firms used the 
classification of earnings as abnormal items for earnings management purposes. The 
findings suggest that the standard setters may have been justified in removing the 
“abnormal” classification from the accounting standard. However, it cannot be assumed 
that all firms acted opportunistically in the classification of items as abnormal. They 
may have done so to signal the transitory nature of the item. Removal of discretion to 
use such a signalling device may limit the scope for firms to effectively communicate 
information about the nature of items presented in financial reports.  
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1 INTRODUCTION 1

CHAPTER ONE 

INTRODUCTION 

 

Earnings management has been a topical subject of both research and debate, not only 

in Australia but other countries such as the U.S., Canada, the U.K., Finland and France 

(Stolowy & Breton, 2004). Whilst earnings management has been variously described 

in the accounting literature as disclosure management, meaning the “purposeful 

intervention in the external financial reporting process, with the intent of obtaining 

some private gain” (Schipper, 1989, p. 92) and earnings manipulation (Bartov, 1993), 

these descriptions are based on the view that accounting numbers contain information. 

Earnings management is generally confined to reporting practices that are within the 

bounds of generally accepted accounting principles (GAAP) (Dechow, Sloan & 

Sweeney, 1996).  

 

GAAP allows managerial discretion when deciding whether to disclose, when to 

disclose and how to disclose financial information in financial statements. In deciding 

how to disclose financial information, GAAP requires separate presentations and 

classifications of certain earnings components in the financial statements to provide 

relevant information to users (Burgstahler, Jiambalvo & Shevlin, 2002). Management 

can use its discretion, within the bounds allowed by GAAP, in determining how certain 

items of earnings are classified, or where they are reported in the financial statements. 

Whilst prior research provides evidence in regard to managers’ incentives for earnings 
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management, there is a paucity of evidence on the characteristics of accounting 

standards that have an influence on where and how managers engage in earnings 

management (Healy & Wahlen, 1999). 

 

Prior to 2001, in Australia, AASB 1018: Profit and Loss Accounts1 required companies 

to report any unusually large items of revenue and expense as “abnormal items” to 

distinguish such items from “normal” earnings. This requirement implicitly assumes 

that financial statement users benefit from the breakdown of earnings into its various 

components. Thus, Australian firms had flexibility in deciding whether to classify an 

item as an ordinary item, as an abnormal item or as an extraordinary item. The abnormal 

item classification of earnings was subsequently removed from the accounting standard 

which was in part driven by a perception by regulators and others that companies were 

opportunistically classifying items as abnormal to enhance reported pre-abnormal 

income. Some evidence of Australian companies engaging in opportunistic 

classification of normal earnings items as abnormal was provided by Cameron (1998) 

and Cameron and Gallery (2001). 

 

Whilst the term “abnormal item” was unique to the Australian reporting environment, 

abnormal items are similar to “special items”2 as reported in the U.S. There is a strong 

body of evidence emanating from U.S. studies that finds special items are used to 

manage earnings (see, for example, Burgstahler, Jiambalvo & Shevlin, 2002; Elliott & 

                                                 
1 Unless stated otherwise, references to accounting standards in this thesis pertain to accounting standards 
as they applied during the study period.  
2 Briefly, special items are “material events that arise from a firm’s ongoing, continuing activities but that 
are either unusual in nature or infrequent in occurrence – but not both – [and] must be disclosed as a 
separate line item as part of income from continuing operations (or in footnotes to the financial 
statements).” (Revsine, Collins & Johnson, 2005, p. 55). The composition of special items is further 
elaborated in footnote 17, Section 2.4.1.    
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Hanna, 1996; Kinney & Trezevant, 1997; McVay, 2006). In this vein, the U.S. literature 

provides evidence not only of core expenses being classified as special items to increase 

both core earnings and income-decreasing special items (see McVay, 2006) but also that 

meeting or beating analysts’ forecasts is associated with the classification shifting of 

earnings through special items (McVay, 2006). Similarly, abnormal items could have 

been used to manage earnings before abnormal items by shifting earnings from (to) 

earnings before abnormal items through the classification of earnings as an abnormal 

item.  

 

Furthermore, U.S. studies find asymmetry in both the frequency and the magnitude of 

negative special items and positive special items with a bias towards negative special 

items. Negative special items are generally viewed in the literature as earnings of a 

transitory nature, whereas positive special items are usually considered as not as 

transitory as negative special items. Similarly, firms might classify earnings as 

abnormal to convey the transitory nature of the earnings to financial statement users. 

Whether financial statement preparers when exercising their reporting discretion choose 

a particular classification of earnings so as to convey the permanent or transitory nature 

of the earnings component to financial statement users or whether classification is 

motivated by earnings management incentives is an empirical question. 

 

This thesis examines whether earnings classified as abnormal items were used as an 

earnings management tool to manage earnings to meet earnings benchmarks. In this 

thesis, three earnings benchmarks are predicted to influence the classification of 

earnings as an abnormal item. The level of current year earnings, the change in earnings 
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from the prior year and analysts’ earnings forecast errors are predicted to influence the 

recognition of abnormal items.  

 

1.1 Motivation for the Research 

 

Several factors motivate the examination of abnormal items. First, the Australian 

Securities and Investments Commission (ASIC) and the Australian Shareholders’ 

Association (ASA) suggested shareholders were misled by the way firms treated and 

reported abnormal items and that firms used abnormal items to improve their reported 

earnings before abnormal items (McCahey, 1999a; McLean, 1999; Saunders, 1999). 

Revisions to AASB 10183 removed the “abnormal” classification of earnings items, 

suggesting that the standard setters also considered that the abnormal classification was 

being used to manipulate reported earnings. Thus, anecdotal evidence exists indicating 

abnormal items were used to manage earnings.  

 

Second, prior research using Australian data has found evidence supporting the 

classification of transactions as extraordinary items as an earnings management device. 

Following definitional changes to extraordinary items in the accounting standards, not 

only did the frequency of abnormal items double, but also the nature of abnormal items 

changed from being, on average, profits, to being, on average, losses (see Houghton, 

1994). Yet, research addressing the classification of earnings as abnormal items to 

manage earnings has largely been ignored in the literature. Apart from Cameron (1998), 

                                                 
3  The revised AASB 1018 became operative for financial years ending June 30, 2001 and half-years 
ending December 31, 2000. 
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and Cameron and Gallery (2001) no other (known) studies have examined abnormal 

items in the context of classificatory earnings management.  

 

Third, the inference that firms were opportunistically using abnormal items to manage 

earnings was supported by the findings of Cameron (1998) and Cameron and Gallery 

(2001), providing motivation for further research. Cameron (1998) found that firms 

smooth the effects of abnormal gains or losses on non-current asset sales with off-

setting other abnormal items. Cameron and Gallery (2001) documented that firms 

consistently offset the effects of non-discretionary abnormal gains with off-setting 

discretionary abnormal items, suggesting that firms use discretionary accruals to 

manage earnings.  

 

Fourth, the most common research design used in earnings management studies relies 

on models of expected accruals developed by Jones (1991) and later modifications to 

characterise managers’ discretionary behaviour. In evaluating these models for detecting 

earnings management, researchers have expressed concern about both the specification 

and power of these models to detect earnings management of plausible magnitudes (see 

Dechow, Sloan & Sweeney, 1995). Empirical evidence suggests that these models are 

potentially misspecified, resulting in misleading inferences in regard to earnings 

management behaviour (McNichols, 2000). An alternative approach which overcomes 

these limitations and which the literature suggests will progress the earnings  
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management literature (McNichols, 2000) is to examine specific accruals4; this 

approach has been adopted in this thesis by way of examining earnings specifically 

classified as “abnormal items”.  

 

Finally, earnings management research principally focuses on U.S. companies. This has 

drawn criticism from some researchers (see, for example, Stolowy & Breton, 2004) 

because these studies do not review earnings management research carried out in 

jurisdictions other than the U.S., making it difficult to develop a comprehensive 

description of the earnings management phenomenon. By examining earnings 

management practices in the Australian institutional setting this study further 

contributes to the earnings management literature. Given the differing Australian GAAP 

relative to the U.S. (Ball, Kothari & Robin, 2000), the extent of earnings management 

through abnormal items in the Australian regulatory environment is an interesting issue 

warranting empirical investigation. 

 

 
1.2 Research Question and Theoretical Framework  

 

The earnings management literature attempts to understand why firms manage earnings, 

how firms manage earnings, and the consequences of earnings management 

(McNichols, 2000). The research question addressed by this thesis is: Were abnormal 

items used to manage earnings to earnings benchmarks? To answer this question the 

                                                 
4  Of most pertinence to this thesis is McVay (2006) who examined special items. Other examples of 
where a specific accrual is examined include:  Beaver and McNichols (1998), Marquardt and Wiedman 
(2004), McNichols and Wilson (1998), Miller and Skinner (1998), Petroni (1992) and Teoh, Wong and 
Rao (1998).  
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theory development is based on the body of earnings management literature with a 

focus on U.S. studies that find special items are used for earnings management as 

follows.  

 

Earnings management can be viewed from several perspectives. Earnings management 

can be viewed as opportunistic behaviour on the part of management to increase its own 

utility; as part of a means of efficient contracting; or as a means by which management 

can signal its proprietary information to firms’ stakeholders. This thesis does not argue 

that earnings management is conducted for any particular purpose (i.e. opportunism, 

efficient contracting or signalling), but rather to identify whether there is evidence of 

earnings management through the use of abnormal items in the Australian regulatory 

reporting environment.  

 

In practice, the target of earnings management appears to be firms’ earnings per share 

figure and can be managed essentially in two ways: firstly, net earnings can be modified 

by adding or removing revenue and/or expense items; and, secondly, a revenue and/or 

expense item can be disclosed before or after the earnings number used to calculate 

earnings per share.5 However, one aspect of earnings management that is highly 

variable is the underlying motivation to manage earnings. The underlying motivation 

driving earnings management may be the desire to report a smooth earnings stream, to 

maximise reported earnings, to minimise reported earnings, or to maximise reported 

losses (Stolowy & Breton, 2004).  

 
                                                 
5 AASB 1027 Earnings per Share required the inclusion of abnormal items in the earnings amount that 
was used to calculate the earnings per share ratio.   
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U.S. studies find that earnings classified as special items are asymmetric with a bias to 

negative (income-decreasing) special items and that special items are used to manage 

reported earnings to earnings benchmarks. These benchmarks include: the use of special 

items to manage earnings to avoid reporting an earnings decrease (DeFond & Park, 

1997; Kinney & Trezevant, 1997); the use of special items in managing earnings to 

avoid reporting a loss (Dechow, Richardson & Tuna, 2003) and the use of special items 

to manage earnings to meet/beat analysts’ earnings forecasts (Dechow et al., 2003; 

Hanna, 1999). Evidence is also provided of special items being used for “classification 

shifting” (McVay, 2006, p. 501) within the income statement by classifying core 

expenses as special items, thereby increasing core earnings and income-decreasing 

special items (McVay, 2006).  

 

Abnormal items could also potentially be used as a form of classificatory earnings 

management whereby firms can manage earnings before abnormal items by shifting 

revenues and/or expenses to/from earnings before abnormal items to enhance or modify 

the reported earnings before abnormal items. Drawing on prior U.S. special items 

research and Houghton’s (1994) study, hypotheses are developed to test whether 

abnormal items were used for the purpose of earnings management.  

 

The rationale for the hypotheses, more specifically, are as follows:  

 

First, the literature documents a two-fold increase in the frequency of abnormal items 

reported in the two years (1990 and 1991) subsequent to definitional changes to 

extraordinary items in the accounting standards. Therefore, it is predicted that the 
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frequency of companies reporting abnormal items increased over the time period up to 

removal of the abnormal classification from accounting standards (2001).  

 

Second, prior to the definitional changes to extraordinary items, abnormal items were, 

on average, gains whereas after the amendments to extraordinary items, abnormal items 

were, on average, losses. Also, U.S. studies document asymmetry in positive and 

negative special items, with a bias to negative special items. Thus, it is predicted that 

there is asymmetry in both the frequency and magnitude of negative (income-

decreasing) and positive (income-increasing) abnormal items, with a bias to negative 

abnormal items.  

 

Third, the literature provides evidence of firms’ managers managing: the level of 

current period earnings, the change in earnings from the prior period, and earnings to 

avoid earnings forecast errors. Abnormal items were a means of managing earnings 

whereby earnings could be shifted to (from) earnings before abnormal items in order to 

meet earnings benchmarks. Therefore, it is predicted that (1) the incidence and amount 

of reported abnormal items is associated with the level of current period earnings; (2) 

the incidence and amount of reported abnormal items is associated with the annual 

change in earnings; and (3) the incidence and amount of reported abnormal items is 

associated with the incidence and magnitude of analysts’ earnings forecast errors. 

Lastly, based on anecdotal evidence, the assumption that firms align earnings before 

abnormal items to analysts’ earnings forecasts is also empirically tested. 
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1.3 Research Design 

 

The research design adopted in this thesis combines pooled cross-sectional and time-

series data. The study encompasses the seven-year period from 1994 to 2000, inclusive. 

The selection of 1994 as the start of the study period is due to insufficient data 

availability prior to 1994, whilst the financial year ending in 2000 was the last year in 

which Australian companies were permitted to report abnormal items. Sample firms are 

drawn from the top-500 Australian public companies as ranked by firms’ market 

capitalisation, giving 416 companies and comprising 2177 firm-year observations 

overall.  

 

Regression models have been developed to test the effects of the independent variables 

predicted to be associated with the incidence of abnormal items reported; and the 

amount of abnormal items reported. These models test for: (1) associations between 

earnings levels and earnings changes on the incidence of abnormal items reported; (2) 

the influence of earnings levels and earnings changes on the amount of abnormal items 

reported; (3) the effects of the presence of earnings forecast errors and the magnitude of 

forecast errors on the presence of abnormal items; and (4) the influence of earnings 

forecast errors and the magnitude of forecast errors on the amount of abnormal items 

reported. Regression tests also include a set of control variables to control for firms’ 

attributes commonly associated with earnings management. 
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1.4 Summary of the Key Findings 

 

The results present evidence of systematic differences between firms that raise 

abnormal items and firms that do not report abnormal items. As predicted, and 

consistent with U.S. research, there is asymmetry in positive and negative abnormal 

items, with a bias to negative abnormal items in terms of both the frequency and amount 

of positive and negative abnormal items. Moreover, the evidence shows that even in the 

presence of cross-country differences, the proportions by which positive and negative 

abnormal items were reported by Australian firms are consistent with the proportions by 

which special items have been reported in the U.S. This bias to reporting negative 

abnormal items results in sample firms having, on average, shifted net losses from 

earnings before abnormal items to earnings after abnormal items. 

 

The predictions that the incidence of an abnormal item is associated with the level of 

current period earnings before abnormal items and the annual change in earnings are 

supported. The results suggest that firms with higher levels of earnings before abnormal 

items are more likely to report an abnormal item and firms with a larger change in 

earnings are more likely to report an abnormal item. 

 

The prediction that the amount of current period abnormal items is associated with the 

level of current period earnings before abnormal items is not supported for the full 

sample. However, partitioning the sample according to the sign of the earnings level, 

the sign of the earnings change and the sign of abnormal items yields significant results, 

suggesting firms have differing incentives to manage earnings, depending on whether 
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the firm reports a profit or a loss or an increase (decrease) in the change in earnings. 

When the sample is partitioned, the results support the prediction of an association 

between the level of earnings and the magnitude of earnings for both profit firms and 

loss firms reporting positive abnormal items; and for firms with a negative change in 

earnings reporting negative abnormal items. 

 

The results support the prediction of an association between the amount of abnormal 

items and the change in earnings for the full sample of firms and for the sub-samples of 

profit firms, loss firms and firms with a positive change in earnings. Findings suggest 

that profit firms and positive earnings change firms raise negative abnormal items to 

minimise or smooth net earnings, compared to loss firms and negative earnings change 

firms where the findings suggest these sub-samples of firms use negative abnormal 

items to maximise losses. Positive abnormal items, however, appear to have been used 

by firms with a positive change in earnings to maximise the change in earnings, 

compared to firms with a negative change in earnings using positive abnormal items to 

smooth the negative change in earnings. 

 

Finally, the assumption that earnings before abnormal items are aligned to analysts’ 

earnings forecasts is empirically supported. Empirical results show that the presence of 

a forecast error is associated with the presence of an abnormal item and firms that meet 

or beat analysts’ earnings forecasts are more likely to report abnormal items. This 

suggests abnormal items are used to minimise earnings forecast errors, which implies 

that firms attempt to align earnings before abnormal items with analysts’ earnings 

forecasts. 
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1.5 Contributions of the Study 

 

 Overall, the findings presented in this thesis provide a number of contributions to the 

earnings management literature and are important in a number of respects. First, 

research investigating abnormal items is limited and research investigating abnormal 

items in the context of earnings management is even more limited. Apart from Cameron 

(1998) and Cameron and Gallery (2001), no other (known) Australian study examines 

the classification of earnings as abnormal items in the context of earnings management 

thereby adding to the body of literature on this subject. Second, this is the first (known) 

study to provide empirical evidence of Australian firms using the classification of 

earnings as abnormal to align earnings before abnormal items to analysts’ earnings 

forecasts.  

 

Third, U.S. research examining special items typically tests for earnings management 

using only income-decreasing special items (see, for example, Elliott & Hanna, 1996; 

McVay, 2006), leaving the examination of classification shifting using income-

increasing special items for future research (McVay, 2006). This study extends the 

research by examining both positive and negative abnormal items with the off-setting 

effects of positive and negative abnormal items for earnings management.  

 

Fourth, the empirical evidence on earnings management principally focuses on United 

States companies and does not review earnings management research carried out in 

jurisdictions other than the U.S., making it difficult to develop a comprehensive 

description of the earnings management phenomenon (Stolowy & Breton, 2004). Thus, 
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this study contributes to the earnings management literature in regard to the prevalence, 

as well as the effects of and factors associated with earnings management by examining 

earnings management practices in the Australian institutional setting.  

 

Finally, findings of this thesis suggest that the standard setters were justified in 

removing the “abnormal” classification from the accounting standard. However, whilst 

firms may have acted opportunistically in classifying earnings as abnormal items, they 

may have also used the abnormal classification to signal the transitory nature of the 

item. Removal of discretion in classifying items as abnormal may hinder firms’ ability 

to effectively communicate information about the permanent or transitory nature of 

items presented in financial statements.  

 

1.6 Organisation of the Study 

 

The remainder of this thesis is organised as follows. Chapter 2 outlines the institutional 

background pertinent to this study that saw the implementation of reporting abnormal 

items in accounting standards through to the removal of the abnormal classification 

from the accounting standards. Chapter 3 provides a review of the earnings management 

literature relevant to the study, commencing with how the literature defines earnings 

management. This is followed by a discussion of how earnings management occurs 

within the confines of generally accepted accounting principles. A discussion of the 

opportunistic perspective and the information perspective of earnings management then 

follows. There are essentially three ways in which earnings can be managed. Earnings 
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can be managed by: shifting accruals between periods with accruals or deferrals; 

classifying earnings as operating or non-operating earnings; and by way of timing 

transactions. A discussion of each of these three methods is presented. The incentives 

motivating earnings management and the earnings benchmarks that firms strive to meet 

are also presented and discussed. The literature review then considers studies of 

pertinence that have informed the earnings management literature in the context of 

special items as they apply to abnormal items. 

 

Drawing on the findings of studies presented in Chapter 3, Chapter 4 develops the 

hypotheses of this thesis that will test specific predictions for earnings management 

using abnormal items. Predictions are made for an association between: abnormal items 

and earnings levels; abnormal items and earnings changes; and abnormal items and 

analysts’ earnings forecasts. Chapter 5 describes the research design including the study 

period, sample selection procedure, data sources, description of the variables, the 

hypotheses testing procedures and limitations of the research design. Chapter 6 presents 

the empirical findings of the study for which a summary of the key findings was 

presented in Section 1.4.  

 

Chapter 7 is the final chapter of this thesis providing a summary of the study and a 

discussion of the results. Most importantly, the chapter discusses the implications of the 

results in terms of the study’s research objectives. This is followed by the major 

contributions that this study adds to the literature. The chapter concludes with a 

discussion of the limitations of the study and recommendations for future research. 
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CHAPTER TWO 

INSTITUTIONAL BACKGROUND  

OF SPECIAL/ABNORMAL ITEMS 

 

How components of income should be classified and displayed in financial reports has 

been the subject of much debate over a long period of time and has been given 

considerable attention by accounting standard setters. The debate has centred on 

distinguishing income from ordinary operations and income arising from events outside 

the ordinary operations of the business, identifying which components of income from 

ordinary operations should be disclosed separately, and the form those disclosures 

should take. Over time, Australian accounting standards have changed in their 

requirements for distinguishing between extraordinary items and operating income, and 

separate disclosure of certain components of operating income. Prior to 2001, such 

items were classified as abnormal items. Disclosure of abnormal items could take the 

form of a separate line item on the face of the Statement of Financial Performance or in 

the notes accompanying the financial statements. 

 

This chapter places the evolution of abnormal items in its historical and theoretical 

context. Accounting policy initiatives in regard to the reporting of specific earnings 

components and the role of accounting standards are discussed. An analysis of the 

evolution of extraordinary items, abnormal items and the international counterparts of 

abnormal items are presented, together with important institutional differences that are 
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relevant to this study. The initial focus is on extraordinary items, as the evolution and 

subsequent curtailment of these items were perceived to have a marked effect on the 

reporting of abnormal items by Australian companies. The evolution and demise of 

abnormal items is then discussed, followed by a discussion of the equivalent of 

abnormal items in international jurisdictions.  

 

2.1 The Role of Accounting Standards 

 

One objective of accounting standards is to provide a relatively low-cost and credible 

means for firms to convey information about their firm’s performance to both external 

providers of capital and other firm stakeholders. To achieve this objective accounting 

standards enable corporate managers to exercise their managerial judgement in the 

financial reporting process. Corporate managers are in an ideal position to utilise their 

proprietary knowledge to choose not only the most appropriate reporting methods in 

regard to their firm, but also estimates and disclosure policies that equate with the firm’s 

business economics, thereby increasing accounting’s value as a means of 

communication (Healy & Wahlen, 1999). Accounting standards need to be flexible 

enough so as to enable management to apply accounting standards and principles to the 

prevailing environment. In this regard, accountants are said to have “the power to move 

markets” in fulfilling a function that may be as important to the capital markets as a 

judge is to the judicial system (Smith, 1999, p. 5).  

 

Accounting standards require firms to disaggregate net income into specific 

components. This is based on the widespread assumption that reported earnings alone 
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may not convey all the information that is contained in accounting and so the 

disaggregation of earnings is important in assessing firm profitability. For example, the 

correspondence between a specific event and that of a firm’s normal operations, and the 

likelihood of that event or transaction recurring may affect the information 

communicated to users by the accounting data. Recognising that accounting data may 

differ on these aspects, accounting standards make classification and disclosure of 

certain earnings components an integral part of the financial reporting process 

(Fairfield, Sweeney & Yohn, 1996).  

 

In this regard, generally accepted accounting principles (GAAP) allow management to 

use discretion in determining how certain items are classified, or where they are 

reported in the financial statements. Classification affects where an item is placed in the 

financial statements and hence can result in a more detailed disclosure of an item by 

means of its placement. For example, if management wishes to draw attention to a 

particular transaction, classifying an item as unusual, special, significant, abnormal or 

extraordinary may achieve this objective. On the other hand, if management wants to 

“mask” a transaction (Bernard & Schipper, 1994), then the classification of such an item 

in ordinary earnings may achieve this purpose. Differences in accounting methods, 

however, can produce large differences in reported financial statement figures without 

affecting firms’ cash flows. Differences in accounting methods between firms can 

persist indefinitely as long as firms continue with their respective accounting methods 

(Kothari, 2001). 
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Accounting regulators and standard setters commonly view earnings management as 

undesirable and leading to biased financial reporting on the part of management. By 

tightening accounting standards, the standard setters attempt to reduce managerial 

financial reporting discretion (Ewert & Wagenhofer, 2005). Yet, accounting standards 

have a direct effect on the formation of reported accounting figures,6 which could be 

used for the purpose of managing earnings. Accounting standards stipulate the rules and 

provide guidance in the application of those rules, thereby having a direct influence on 

earnings management behaviour (Yu, 2005). As accounting standards are subject to 

interpretation, their consistent application is threatened by competing interpretations. 

However, firms’ management do not necessarily have unlimited discretion in managing 

reported earnings. Rather, GAAP are designed to not only restrain earnings 

management but also allow management sufficient scope in applying GAAP to the 

prevailing environment. As such, the standards require the application of professional 

judgement that reflects both the requirements of the standard and the substance of 

accounting transactions (Coughlin, 2006). 

 

Even though a company’s annual financial report is prepared in accordance with GAAP, 

the reported results are still sensitive to the accounting policies, assumptions and 

estimates formulated by management that underlie the preparation of a company’s 

financial statements. Some accounting policies could be considered critical to the 

representation of a company’s financial performance and position, since they can 

                                                 
6 The impact of applying accounting standards and the different earnings results that can eventuate is 
demonstrated using the example of German car giant Daimler-Benz after switching to U.S. accounting 
standards. Under German accounting rules, Daimler-Benz reported for its half-year results a profit of 
$67.8 million. However, on applying U.S. accounting standards the firm reported a loss of $383.3 million, 
the difference stemming from reserves and provisions that the German firm said were for smoothing 
profits (Yu, 2005). 
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require difficult, subjective and complex judgements. Judgements made by management 

necessarily involve assumptions and estimates in respect of future events, which can 

vary from what was estimated and recognised in the financial statements.   Disclosure is 

intended to provide enhanced levels of understanding of the judgements and the 

resultant impact of those judgements on the financial statements. 

 

 The following section discusses the curtailment of the reporting of extraordinary items, 

a step perceived by some to have led to the increased reporting of abnormal items by 

Australian corporations. 

 

2.2 Extraordinary Items and Their Curtailment 

 

Accounting standards globally required income statements to identify extraordinary 

items. In Australia the accounting standard AAS 1: Profit and Loss Statements came 

into effect on 1 December 1974 and made a distinction between operating profit, 

abnormal items and extraordinary items. According to AAS 1 (at that time) abnormal 

items were defined as:  

items of revenue and expense, and other gains and losses, brought to account in 
the period, which although attributable to the ordinary operations of the business 
entity are considered abnormal by reason of their size and effect on the results 
for the period (para. 4 (c)). 
 

Extraordinary items were defined at that time in AAS 1 as: 

 

items of revenue and expense, and other gains and losses, brought to account in 
the period, which are attributable to events or transactions outside the ordinary 
operations of the business entity (para. 4 (d)). 
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Thus, the distinguishing feature between an extraordinary item and an abnormal item (at 

that time) was where the earnings originated. Extraordinary items had their origins 

outside of the firm’s ordinary operations, whereas abnormal items emanated from a 

firm’s ordinary operations but because of their size and effect warranted separate 

disclosure.  

 

The concept of extraordinary items as distinguished from ordinary operations was also 

required in the U.S. with the release of Accounting Policy Bulletin (APB) No. 9 in 1966 

(Deming, 1974).  In the U.K., prior to the issue in 1992 of FRS 3, Statement of Standard 

Accounting Practice (SSAP) No. 6 required firms to disclose extraordinary items. Under 

International Accounting Standards the reporting of extraordinary items first became 

effective in January 2001 with the release of IAS 8: Net Profit or Loss for the Period, 

Fundamental Errors and Changes in Accounting Policies7 by the International 

Accounting Standards Board (IASB).  

 

However, the accounting standard applying to each jurisdiction was viewed as allowing 

considerable managerial discretion in the reporting of extraordinary items and was 

perceived as encouraging classificatory earnings management through extraordinary 

items (Athanasakou, Strong & Walker, 2007; Jacobs & Herring, 1997). There is 

evidence that some preparers of financial statements deliberately classified ordinary 

large losses as extraordinary items, thereby bypassing the operating profit. Empirical 

research supports the contention that extraordinary items were used to manage earnings 

                                                 
7  This standard was preceded by IAS 8 Unusual and Prior Period Items and Changes in Accounting 
Policies. IAS 8 was again reissued in December 2003 but the standard’s requirements in regard to the 
presentation requirements for profit or loss for the period were transferred to IAS 1 Presentation of 
Financial Statements. 
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(see, for example, Craig & Walsh, 1989; Godfrey & Jones, 1999; Walsh, Craig & 

Clarke, 1991). 

 

 Responding to concerns in regard to the misuse of extraordinary items for earnings 

management, accounting standard setters placed prohibitions on the use of the 

extraordinary items classification. In Australia this was done by tightening the 

definition of extraordinary items contained in AAS 1. In November 1989, the (then 

named) Australian Standards Review Board (ASRB) reissued AAS 1 in conjunction 

with the issue of ASRB 1018: Profit and Loss Accounts effective for financial years 

ending on or after 31 December 1989, which contained the following definition: 

“extraordinary items means items of revenue and expense which are attributable to 

events or transactions of a type that are outside the ordinary operations of the company 

or group of companies and are not of a recurring nature” (ASRB 1018,8 para. 6). This 

meant that for an item to be reported as extraordinary it must now satisfy two 

conditions: the item must be attributable to events or transactions outside the ordinary 

operations of the business, and it must be of a non-recurring nature. This more 

stringent definition of an extraordinary item meant that, for many companies, items that 

previously could have been reported as an extraordinary item would be reported as an 

abnormal item and hence be reported in what is considered as the all-important 

operating profit number (Parry, 1990). Houghton’s (1994) study provides evidence of 

this contention. 

 

                                                 
8 The ASRB series of accounting standards was replaced by the AASB accounting standards series. 
ASRB 1018 was subsequently reissued as AASB 1018. 
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The U.S. Financial Accounting Standards Board (FASB) responded to concerns by 

issuing APB No. 30 Reporting the Results of Operations in 1973 which brought in the 

requirement that extraordinary items and like items be reported as “unusual” or 

infrequently-occurring items (para. 26). Jacobs and Herring (1977) found evidence that 

the requirements of APB No. 30 led to a decrease in the reporting of extraordinary 

items, accompanied by an increase in the reporting of unusual items and discontinued 

operations.  

 

Similarly, the U.K. Accounting Standards Board (ASB) “outlawed” (Athanasakou et al., 

2007, p. 387) the reporting of extraordinary items by issuing in 1992 FRS 3 Reporting 

Financial Performance relating to reporting periods ending on or after 22 June 1993. 

Instead FRS 3 gave firms the discretion to classify items as unusual or exceptional 

which some argue “encouraged the practice of classificatory smoothing” (Athanasakou 

et al., 2007, p. 428). Choi, Lin, Walker and Young (2005) provided evidence of firms 

exploiting the flexibility of the classificatory choices under FRS 3, where they find for 

their sample a gradual increase in the number of firms reporting earnings per share on 

the basis of earnings before exceptional items. 

 

More recently, and as part of the international convergence of accounting standards 

program, the Australian and the U.K. standard setters adopted the requirements of IAS 1 

Presentation of Financial Statements.9 IAS 1 effectively brought about the demise of 

extraordinary items in Australia and the U.K. where, in stark contrast to the previous 

profit and loss disclosure requirements, IAS 1 specifically prohibits entities from 
                                                 
9 In Australia these requirements are promulgated in AASB 101 Presentation of Financial Statements 
(issued in July 2004 and effective from January 2005) by the Australian Accounting Standards Board 
(AASB) superseding AASB 1018. 



2 INSTITUTIONAL BACKGROUND OF SPECIAL/ABNORMAL ITEMS 24

reporting items as extraordinary where paragraph 85 states: “An entity shall not present 

any items of income and expense as extraordinary items, either on the face of the 

income statement or in the notes.” Hence, extraordinary items are no longer reported 

separately in company financial reports prepared on the basis of International 

Accounting Standards. The U.S. is yet to adopt International Accounting Standards. 

 

As restrictions on the reporting of extraordinary items were perceived as having an 

effect on the reporting of abnormal items, the following section presents a discussion of 

the discretionary nature of abnormal items together with issues that gave rise to the 

reporting of abnormal items and their subsequent removal from the accounting 

standards. 

 

2.3 Abnormal Items  

 

In this section an overview of the discretionary nature of abnormal items is firstly 

presented, as it is the discretionary nature of abnormal items that enabled abnormal 

items to be used for earnings management. A discussion of issues in regard to the 

definition and evolution of abnormal items then follows, together with the regulatory 

amendments incorporated into Australian accounting standards, which brought about 

the demise of classifying and disclosing earnings as an abnormal item.  

 

2.3.1 Discretionary Nature of Abnormal Items 

Abnormal items were an effective earnings management tool given the discretion 

allowed for in the accounting standards in determining if a transaction would be 
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classified as an abnormal item. Abnormal items could be used to increase or decrease 

earnings towards alternate earnings benchmarks in line with management’s reporting 

objectives. The degree of discretion available to managers in relation to reporting 

abnormal items may have ranged from virtually no discretion to virtually total 

discretion. Guay, Kothari and Watts (1996) argued that discretionary accruals are more 

valued by management than non-discretionary accruals, as the former are more easily 

manipulated. There are at least three ways by which managers could exercise their 

discretion in deciding whether an earnings item would be reported as part of earnings 

before abnormal items or earnings after abnormal items: classify revenue and expense 

items as abnormal or not abnormal; inflate (deflate) the amount of an existing revenue 

and/or expense item to meet (not meet) the definition of an abnormal item; and create 

new revenue or expense items by recognising discretionary accruals. However, the 

extent to which any of these three methods can be employed is constrained by the level 

of discretion that managers have in determining whether an item should be classified as 

abnormal or the amount and/or timing of recognition of an abnormal item. 

 

(1) Classifying revenue and expense items as abnormal  

Managers made a discretionary decision when deciding whether a revenue or expense 

item would or would not be classified as abnormal. However, the ambiguity of how 

abnormal items were defined in AASB 1018 allowed managers a large degree of 

latitude in determining if an item was or was not reported as abnormal.  While AASB 

1031 Materiality required the application of materiality (para. 8), the subjectiveness of 

materiality allowed by AASB 1031 again lends itself to managerial discretion. Consider 

where a firm’s earnings before abnormal items (before manipulation) were below, for 
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example, analysts’ forecasts, a revenue item classified as abnormal could have been re-

classified as not abnormal, thereby increasing and aligning earnings before abnormal 

items with that of analysts’ forecasts. Alternatively, an expense classified as part of 

earnings before abnormal items could have been re-classified as an abnormal item, 

thereby increasing earnings before abnormal items to a given target.  

 

(2) Inflate (deflate) the amount of an existing revenue and/or expense item to meet (not 
meet) the definition of an abnormal item. 

 
If earnings are below (above) a pre-determined target there may be scope for existing 

revenue or expense items to be increased (decreased) so as to align reported earnings to 

the target. Consider where earnings before abnormal items were above, for example, 

analysts’ forecasts or the prior year’s earnings. An existing expense which required 

managerial discretion in determining both the amount recognised and the period in 

which recognised (e.g. a doubtful debts provision) could have been increased by an 

amount sufficient enough to warrant reporting the expense as an abnormal item, thereby 

shifting the expense from earnings before abnormal items to earnings after abnormal 

items. In subsequent periods where earnings before abnormal items were below, again 

for example, analysts’ forecasts or the prior year’s earnings, the discretionary portion of 

the provision may have lent itself to being written back, thereby improving earnings 

before abnormal items. Similarly, if management wishes to maximise profits, the gain 

on sale of an asset could be coupled with the write-back of a previously recognised 

provision. Alternatively, where an abnormal amount of revenue had been recognised, 

which management would have preferred to preserve for future periods, an expense may 

have been inflated (e.g. depreciation) so as to report the expense as abnormal, thus 

mitigating the effect of the abnormal revenue on current period earnings. 
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(3) Create new abnormal revenue or expense items by recognising large discretionary 
accruals.  

 
As the discretionary nature of some abnormal items was restricted by accounting 

standards, the scrutiny of auditors, and the firm’s cash flow requirements (e.g. asset 

sales), managers may have used abnormal items that offered more scope for discretion 

to increase/decrease pre-abnormal or post-abnormal earnings or to smooth the effects of 

those less discretionary abnormal items. Consider where earnings before abnormal 

items were above a target. Creating a ‘new’ abnormal item (e.g. deciding to record a 

large write-off) could have been used to reduce earnings after abnormal items or 

mitigate the effects of an abnormal gain on sale of a non-current asset. Alternatively, an 

abnormal loss on non-current asset sales could be smoothed by the write-back of a 

provision or a prior period write-off. Thus, the raising of abnormal items that were 

largely discretionary with regard to both timing and the amount recognised mitigated 

the effects of abnormal items over which the manager had little discretion. Managers 

also have discretion in relation to the write-off of assets, such as goodwill or previously 

capitalised expenditure. Such provisions and charge-offs have been found to be used as 

an income smoothing device (Ma, 1988), with further opportunities to manage earnings 

arising in subsequent periods through the write-back of provisions raised in prior 

periods (Craig & Walsh, 1989). Hence, whilst the discretion allowed for in the 

accounting standards in classifying earnings as pre-abnormal or post-abnormal enabled 

earnings management to occur, a paucity of empirical research exists examining the role 

of abnormal items in managing earnings.  
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2.3.2 Definition and Evolution of Abnormal Items 

When AAS 1 was first issued, abnormal items at that time were considered by some to 

be “merely highlighted components of operating profit. They bring to the attention of 

the reader the existence of large debits or credits included in profit for the year which 

were from operations” (Jukes, 1988, p. 85). Companies had the option of disclosing 

abnormal items on the face of the profit and loss statement or in the notes to the 

financial statements. The definition of abnormal items did not essentially change with 

the initial issue of AASB 1018 where abnormal items were defined as: 

 
items of revenue and expense included in the operating profit or loss after 
income tax for the financial year, which are considered abnormal by reason of 
their size and effect on the operating profit or loss after income tax for the 
financial year (AASB 1018, para. 9).  

 

Subsequent to the definitional changes of extraordinary items contained in AASB 1018, 

many entities, when releasing profit announcements, highlighted profit before abnormal 

items, in lieu of operating profit including abnormal items. For many financial 

statement users, particularly journalists and financial analysts, earnings before abnormal 

items became a key measure of performance, at the expense of performance indicators 

disclosed in the profit and loss statement (Parker & Porter, 2000).  

 

To assess the impact of the amended and thereby more stringent definition of 

extraordinary items contained in AASB 1018, Houghton (1994) conducted a study of 

the changes in reporting of extraordinary items and abnormal items reported by 91 of 
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Australia’s largest companies10 during the years 1988 to 1991, representing two years 

prior and two years after the changes to the accounting standard. 

 

Houghton (1994) found that, on average, extraordinary items in the years 1988 and 

1989 were losses and the aggregate dollar value of extraordinary items was 

approximately $0.5 billion loss per annum. Abnormal items for the same period were, 

on average, gains but were a lot less frequent. Houghton (1994) observed a substantial 

shift in the number and dollar value of both extraordinary and abnormal items after the 

definitional change in 1989. Specifically, prior to the definitional change, the number of 

extraordinary items was in the order of 50 per year over the entire group of companies. 

However, after the definitional change to extraordinary items that number was 

approximately halved. In contrast, the number of abnormal items doubled following the 

definitional change to extraordinary items. Houghton’s (1994) evidence suggested that 

the change in definition made extraordinary items a rarer event and concurrently the 

reporting of abnormal items became more frequent. Yet, while the effect on the 

frequency of reported extraordinary items declined, the dollar value did not. A total of 

almost $3 billion of losses was reported in the category of extraordinary items in 1990, 

dropping to just over $0.5 billion in 1991. 

 

Thus, the average extraordinary item still remained a loss. Interestingly, however, 

abnormal items fundamentally changed in nature after the definitional change to 

extraordinary items. Prior to the change, abnormal items were, on average, consistently 

profits, whereas after the change abnormal items were, like extraordinary items, on 

                                                 
10 Based on market capitalisation. 
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average, large losses. In 1990 and 1991, the reported abnormal losses amounted to 

almost $2 billion for each year. In summary, Houghton’s (1994) analysis suggested that 

the change in the definition of extraordinary items caused a substantial shift in the 

classification of extraordinary and abnormal items, with a greater number of items being 

classified as abnormal rather than extraordinary. Moreover, rather than gains being 

typically recorded as abnormal and losses as extraordinary, both extraordinary and 

abnormal items were, on average, losses. Houghton’s (1994) analysis is also noteworthy 

in that whilst the changes to the definition of extraordinary items contained in ASRB 

1018 (subsequently AASB 1018) reduced extraordinary items to a comparatively rare 

event with some compensatory effect on the reporting of abnormal items, the total 

aggregate value of both extraordinary and abnormal items grew dramatically between 

the years 1988/89 and 1990/91. 

 

The increase in the reporting of abnormal items drew much criticism, particularly the 

perception that “there is no such thing as abnormal profits, only abnormal losses” 

(Parker & Porter, 2000, p. 66).  In response to the seeming proliferation of the use of 

abnormal items, the Australian Shareholders’ Association (ASA) suggested 

shareholders were being misled by the way firms treated and reported abnormal items, 

and that firms had used abnormal items to improve their reported earnings before 

abnormal items (McLean, 1999; Saunders, 1999). Not surprisingly, the reporting of 

abnormal items also became a concern of the regulators. In its 1999 financial 

surveillance program, the Australian Securities and Investments Commission (ASIC) 

identified abnormal items as an area of reporting that needed improvement. In public 

remarks ASIC expressed concern that companies had been classifying items as 
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abnormal under AASB 1018 Profit and Loss Accounts to report an improved earnings 

before abnormal items result (McCahey, 1999b).  

 

Specific areas of concern to ASIC in regard to the reporting of abnormal items were11: 

(1) many entities provided insufficient information for financial statement users to be 

able to determine the nature of items reported as abnormal; (2) expenses were classified 

as abnormal even though they were part of the normal operating activities of an entity 

and were of a similar size from year to year; and (3) that mining exploration companies 

disclosed all write-offs of exploration expenditure as abnormal (McCahey, 1999b, p. 

72). These explicit criticisms suggested that companies were opportunistically 

classifying items as ‘abnormal’ to influence users’ perceptions about their earnings. In 

view of these issues McCahey (1999a) commented that the ASIC would support the 

issue of an accounting standard which would eliminate the classification of abnormal 

items, as this would alleviate concerns that companies may be incorrectly classifying 

items as abnormal in order to enhance their reported profit before abnormal items. 

 

2.3.3 The Demise of Abnormal Items  

During the late 1990s, Australian accounting standards were in a climate of change as 

accounting standards were harmonised with International Financial Reporting Standards 

(IFRSs). In July 1998, the Australian Accounting Research Foundation (AARF) issued 

Exposure Draft 93 (ED 93) Statement of Financial Performance and Ancillary 

Amendments. The issue of ED 93 was undertaken ostensibly as part of the program 

undertaken by the Australian Accounting Standards Board (AASB) to achieve greater 

                                                 
11 Presented in no order of importance. 
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harmony between Australian accounting standards and those of the International 

Accounting Standards Committee (IASC). The Exposure Draft proposed amendments 

to AASB 1018 and AAS 1 in order to harmonise with International Accounting 

Standard IAS 1 Presentation of Financial Statements.12  ED 93 (para. 6) proposed: 

 

 When revenues and expenses within profit or loss or result from ordinary 
activities are of such a size, nature or incidence that their disclosure is relevant 
in explaining the performance of the entity for the reporting period, the nature 
and amount of these items must be disclosed separately in the notes (para. 6.1). 

 

ED 93 further stated that: 

 Although revenues and expenses described in paragraph 6.1 are not 
extraordinary items, the nature and amount of these items is relevant to users of 
financial reports in understanding the reported financial performance and 
financial position of an entity and in making projections about financial 
performance and financial position (para. 6.1.1). 

 

Paragraph 6.1.2 provided several examples of accounting transactions and/or events that 

might meet the criteria of paragraph 6.1 of ED 93: 

Circumstances which may give rise to the separate disclosure of items of 
revenue and expense in accordance with paragraph 6.1 include: 

(a) the write-down of inventories to net realisable value or property, plant and 
equipment to recoverable amount and, where applicable, the reversal of such 
write-downs; 

(b) a restructuring of the activities of an entity and the reversal of any provisions 
for the costs of restructuring; 

(c) disposals of items of property, plant and equipment; 

                                                 
12 ED 93 states “the Exposure Draft proposes amendments to AASB 1018 and AAS 1 in order to 
harmonise with International Accounting Standard IAS 8 Net Profit or Loss for the Period, Fundamental 
Errors and Changes in Accounting Policies”. However, IAS 8, issued December 2003, moved the 
presentation requirements for profit or loss for the period to IAS 1. To avoid confusion, and as IAS 1 is 
the applicable standard in respect of Presentation of Financial Statements, IAS 1 is referred to in this 
thesis. 
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(d) disposals of long-term investments; 

(e) litigation settlements; 

(f) other reversals of provisions. 

 

The AARF received twenty-seven submissions on ED 93. Of these, three made no 

specific mention in regard to the amendment in respect of abnormal items. However, 

two respondents were critical of ED 93 in that they viewed ED 93 as introducing even 

more technicalities which might obscure the information being conveyed in the 

financial reports, which would “mislead rather than enlighten users”, and that ED 93 

had not covered the presentation of “maintainable earnings”. Of the 24 respondents who 

made specific comment on the proposed amendments to abnormal items, five 

submissions supported the proposed amendments, and ten submissions supported the 

proposed amendment but with caveats. The remaining nine basically argued for the 

disclosure of abnormal items to continue in accordance with the version of AASB 1018, 

which was operative at that time. 

 

In October 1999, AASB 1018 was reissued13 as the Statement of Financial Performance 

in which the term “abnormal item” no longer appeared. Yet the notion of abnormal 

items continued where AASB 1018 paragraph 5.4 required entities to disclose the 

following: 

When a revenue or an expense from ordinary activities is of such a size, nature 
or incidence that its disclosure is relevant in explaining the financial 
performance of the entity for the reporting period and its disclosure is not 
otherwise required by this or another Standard, its nature and amount must be 

                                                 
13  The reissued AASB was operative for half-years ending on or after 31 December 2000 and for 
financial years ending on or after 30 June 2001. 
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disclosed separately either on the face of the statement of financial performance 
or in the notes in the financial report (para. 5.4). 

 

Accordingly, under the revised AASB 1018 reporting results before and after abnormal 

items was no longer permitted. Further but very limited guidance was given in order to 

differentiate items that might be disclosed under paragraph 5.4 from extraordinary 

items:    

The revenues and expenses referred to in paragraph 5.4 are not extraordinary 
items. They are items that arise from ordinary activities where the nature and 
amount of each item is relevant to users of financial reports in understanding the 
reported financial performance of the entity and in making decisions.  

 

Effectively, abnormal items are disclosed but by another description (Parker & Porter, 

2000), with “significant items”14 being the most popular term to now describe these 

items (Wilson, 2002, p.24). 15  

                                                 
14 Widespread use of the term significant items replacing abnormal items is shown by the following 
comments in regard to profit reporting: 
• Burns Philp results: “After stripping out a number of large significant items totalling about $240 

million, the bottom line profit was about $53 million, down on analysts’ expectations of about $59 
million” (Jimenez, 2003, p. 27). 

• Westpac’s results: “Excluding one-off significant items, cash earnings rose 12 per cent to $1.957 
billion” (Boreham, 2002a, p. 21). 

• ANZ’s results: “Before significant items, which increased profits by a net $154 million, net profit 
rose 16 per cent to $2.168 billion” (Boreham, 2002b, p. 19). 

• Somewhere tucked away will be an explanation such as “underlying performance excluding 
significant items” (Wilson, 2002, p. 24). 

15 A case in point is that of the National Australia Bank (NAB). In the financial review of its 2001 annual 
report (p. 32) NAB reported ‘cash earnings before significant items’ and ‘earnings per share before 
significant items’. In both instances the result before significant items was reported on firstly then results 
after significant items were reported. In essence results before significant items were given more 
prominence than earnings after significant items. In their 2002 financial review summary (p. 15) the NAB 
report both net profit and cash net profit before significant items with the total for these two performance 
measures being displayed in ‘bold’ type. The NAB 2003, 2004, 2005, 2006 and 2007 annual reports again 
report a number of performance measures on a pre-significant items basis including: cash earnings before 
significant items, earnings per share before significant items, return on average equity before significant 
items and diluted earnings per share before significant items. Furthermore, NAB states that both short-
term and long-term performance-based remuneration is determined by “…earnings before significant 
items – ongoing operations” (2007 Annual Financial Report, p. 17). 
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However, as there is no explicit prohibition on the use of the term “abnormal item”, 

some entities continued to use the term when reporting their results to the market.16  To 

check compliance with revised AASB 1018 the ASIC reviewed the financial statements 

to 30 June 2001 of 80 listed companies. Sub-standard practices uncovered in the ASIC 

surveillance program included companies highlighting abnormal items. ASIC Chief 

Accountant, Ian Mackintosh, commented that “[s]ome companies could not kick the 

abnormal habit and singled out ‘abnormal’ or ‘unusual’ items in the Statement of 

Financial Performance itself” (Mackintosh, 2002).17 

 

2.4 The Equivalent of Abnormal Items in International Jurisdictions 

 

Table 2.1 presents a summary of earnings components similar in characteristics to 

abnormal items but referred to by another term in the U.S., the U.K. and under 

international accounting standards, and these are addressed in the following sub-

sections. 

 

                                                 
16 Recall the standard ‘outlawing’ abnormal items came into effect for years ending 30 June 2001 and 
half-years ending 31 December. Yet, the Australian financial press continued to report earnings before 
abnormal items. For example, profit reporting for Qantas was referred to as “the upgraded pre-abnormal 
profit, 39 per cent ahead of last year” (Creedy, 2004, p. 27), and for Rio Tinto, “which made a profit 
before abnormal items last year of $2.4 billion.” (Bachelard, 2003, p. 21).  
17 ASIC seemingly was not alone in its opinion with statements appearing in the financial press of 
“[c]ompanies have allocated abnormals exactly as they used to, but have substituted new names” (Wilson, 
2002, p. 24); and “[u]ntil 2000, asset writedowns could be reported separately, as abnormal items. They 
are now called ‘significant’ items” (Dunn, 2002, p. 34). 
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2.4.1 Unusual/Special Items in the U.S. 

The reporting of unusual/special items in the U.S. is somewhat akin to abnormal items. APB 

30 Reporting the Results of Operations requires events or transactions that are unusual in 

nature or that occur infrequently, but not both, to be reported as a separate component of 

income from continuing operations. Whilst APB 30 refers to these as “unusual items”, these 

events or transactions are commonly referred to as ‘special items’18 and can be disclosed by 

either a separate line on the income statement or by way of note disclosure. Management is, 

however, prohibited from disclosing a sub-total for earnings before “special items” on the 

income statement. Whilst professional standards influence the composition of special items, 

they do not completely determine their composition. This is primarily because: (1) earnings 

components reported separately on the income statement are frequently but not always 

included in the Compustat data item of “Special Items” and (2) items reported as special items 

in Compustat sometimes include items reported in the footnotes but not reported separately on 

the income statement. As special items are not regulated per se, managerial discretion in 

regard to which earnings components are reported separately in the financial statements and 

which information is reported by way of footnote does influence the composition of special 

items (Burgstahler et al., 2002).  

 

While special items are included in earnings from continuing operations, the separate 

disclosure of special items allows financial statement users to identify and thereby 
                                                 
18 Special items are not formally defined. Rather, Compustat determines the composition of special items. 
Compustat’s definition of special items comprises items identified by Compustat from the income statement and 
the accompanying footnotes in the financial statements (and are reported by Compustat as data item number 32). 
Special items include significant non-recurring items (for instance, current year results from discontinued 
operations), natural disaster losses, and non-recurring profits or losses on the sale of assets, investment and 
securities. However, the definition of special items excludes the three major classes of transactions that are 
reported separately from income from continuing operations. These three forms of transactions are: (1) disposals 
of a segment of a business as required by APB 30; (2) extraordinary items; and (3) cumulative effects of changes 
in accounting principles (Burgstahler et al., 2002).  
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differentiate between earnings before special items and earnings after special items. Whilst 

firms’ management is prohibited from disclosing a sub total for earnings before special items 

in the financial statements, this performance measure is often emphasised by the U.S. 

financial press and by financial analysts.  

 

2.4.2 Exceptional Items in the U.K. 

Exceptional items are a reporting requirement under the U.K. financial reporting regime and 

fall into two categories. The first category requires separate disclosure of exceptional items on 

the face of the income statement immediately below operating profit. Examples of items 

falling into this first category of exceptional items are profit or loss on termination of an 

activity; costs of a fundamental reorganisation; profit or loss on disposal of fixed assets. The 

second category is termed “other exceptional items”, which are reported under the appropriate 

statutory format headings with separate disclosure in the notes (FRS 3 Reporting Financial 

Performance). In practice, many analysts exclude both exceptional and extraordinary items 

from their computation of earnings per share because, in their view, exceptional and 

extraordinary items are not related to a firm’s normal activities. The changes in the 

classification of earnings brought in by FRS 3 meant that many items previously disclosed as 

an extraordinary item would now be treated as an exceptional item (Ballas, 1999). 

 

2.4.3 Material Items in International Accounting Standards 

IAS 1 does not use the terms “unusual items”, “exceptional items” or “abnormal items” nor is 

a substitute term adopted.  However, IAS 1 paragraph 86 states: “[w]hen items of income and 

expense are material, their nature and amount shall be disclosed separately”. The disclosure of 

such items may be on the face of the Income Statement or in the Notes. IAS 1, paragraph 87 
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provides guidance in regard to circumstances that would give rise to the separate disclosure of 

items of income and expense. Examples given in IAS 1 (para. 87) are: 

(a) write-downs of inventories to net realisable value or of property, plant and 
equipment to recoverable amount, as well as reversals of such write-
downs;  

(b) restructurings of the activities of an entity and reversals of any provisions 
for the costs of restructuring;  

(c) disposals of items of property, plant and equipment;  

(d) disposals of investments;  

(e) discontinuing operations;  

(f) litigation settlements; and  

(g) other reversals of provisions. 

 

2.4.4 Abnormal Items Distinguished from Unusual/Special/Exceptional Items 

The summary in Table 2.1 demonstrates that there are many similarities between abnormal 

items and special/unusual/exceptional items. Table 2.1 also highlights that disclosure 

provisions among jurisdictions differ. Firms in the U.S. are specifically prohibited from 

reporting earnings before special items, and firms in the U.K. are specifically prohibited from 

reporting earnings before exceptional items. Australian firms, however, were not prohibited 

from disclosing the two performance measures of earnings before abnormal items and 

earnings after abnormal items under the now defunct AASB 1018. Cameron and Gallery’s 

(2001) study showed that 37% of sample firms reported both earnings before abnormal items 

and earnings after abnormal items, suggesting that both earnings measures provided useful 

information to financial statement users. 
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2.5 Conclusion 

 

Accounting standard setters seek to restrain earnings management through accounting 

standards. The more stringent definition of extraordinary items was brought in by the standard 

setters to essentially curb earnings management through the reporting of extraordinary items. 

However, such measures in turn may motivate managers to seek alternate ways of managing 

earnings within the requirements of accounting standards.  In this vein, the regulators 

responded by amending accounting standards so that the disclosure of earnings as abnormal 

items was no longer allowed. 

 

Yet the inclusion in approved accounting standards of the option to report separately items 

that are of a size or nature that warrants their separate disclosure explicitly implies that 

disclosure of certain accounting transactions and/or events is useful to users of financial 

statements. Indeed, the continued reporting of results by entities at the earnings before 

abnormal/significant items level and the reporting of unusual, exceptional or special items in 

international jurisdictions also implies that preparers of financial statements view such items 

as having a bearing on an entity’s perceived financial performance. 

 

In summary, this chapter has highlighted the reporting requirements pertaining to specific 

components of the profit and loss statement as stipulated by the Australian regulators and 

several of the international accounting bodies. The evolution and demise of both extraordinary 

items and abnormal items was discussed in both the Australian regulatory environment as 

well as international jurisdictions. As this thesis examines abnormal items in the context of 
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earnings management, the next chapter presents a review of the earnings management 

literature. 
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CHAPTER THREE 

EARNINGS MANAGEMENT: A REVIEW OF THE LITERATURE 

 

Earnings management has been a topical accounting research subject over the past three 

decades (Bitner & Dolan, 1996; Michelson, Jordon-Wagner & Wootton, 1995) and is 

clearly an international phenomenon, as it has been observed in most capital markets 

and accounting systems (Robb, 1998). It is a central issue to accounting research insofar 

as it attempts to determine the extent to which firms’ managers alter reported earnings 

to maximise their own utility (Beneish, 2001). Anecdotally, Levitt (1998, para. 4) stated 

that earnings management “has swelled in a market that is unforgiving of companies 

that miss their estimates”. Empirically, the main challenge faced by earnings 

management researchers is that, like many of the capital markets participants, they are 

unable to observe or determine the magnitude of the earnings management component 

of accruals. It is also thought that earnings management is often difficult to detect 

because it is mostly “practiced on the margin” (Brown, 1999, p. 62). The increasingly 

volatile markets in which managers are reporting on firms’ financial performance puts 

pressure on firms’ management to ensure each quarter’s earnings exceed the last 

quarter’s earnings, in turn creating an environment for practising earnings management 

that is perhaps stronger than ever before (Brown, 1999).  

 

A number of earnings management studies document a discontinuity at zero in the 

earnings distribution, showing an unusually high frequency of firm-year observations 
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with small positive earnings and an unusually low frequency of firm-year observations 

with small negative earnings (Burgstahler & Dichev, 1997; Degeorge, Patel & 

Zeckhauser, 1999; Hayn, 1995). The results of these studies collectively infer that the 

discontinuity in the distribution of earnings is evidence of managers exercising their 

discretion over reported earnings to avoid reporting losses and/or an earnings decrease 

(Beaver, McNichols & Nelson, 2006).  Prior research also indicates that firms manage 

earnings to avoid an earnings decrease and earnings disappointments relative to 

analysts’ forecasts (Burgstahler & Dichev, 1997; Burgstahler & Eames, 2006; Degeorge 

et al., 1999), prompting a hierarchy of earnings management objectives. That is, firms 

first avoid reporting losses, then firms avoid reporting earnings decreases and finally 

firms avoid reporting earnings disappointments (Degeorge et al., 1999). 

 

Collectively these studies conclude there is a tendency for firms to partake in earnings 

management not only to manage earnings towards expectations in general, but in 

particular to manage earnings towards earnings forecasts. Findings of these studies raise 

important questions in regard to the relationship between alternative earnings 

benchmarks. The perception that managers have incentives to manage earnings towards 

an explicit earnings forecast or towards implicit earnings benchmarks is based on the 

contention that managers are more than likely to encounter negative consequences 

should earnings benchmarks be missed (Dutta & Gigler, 2002). Financial reports 

provide critical information to analysts, investors and boards pertaining to their 

investment decisions. Boards of directors who are charged with monitoring the 

performance of the firm’s executives recognise the importance of earnings to the firm’s 
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stakeholders, so much so that managerial compensation is often linked to earnings 

outcomes.  

 

The purpose of this chapter is to present a review of the earnings management literature. 

Section 3.1 provides an overview of earnings management and discusses several 

earnings management definitions taken up in the literature. The catalyst for earnings 

management is then discussed in Section 3.2, followed by a presentation of the schools 

of thought in regard to the purpose of earnings management in Section 3.3. Section 3.4 

presents the accounting methods used to manage earnings, followed by the incentives 

that motivate earnings management in Section 3.5. Section 3.6 focuses on the use of 

special/abnormal items to manage earnings. A chapter summary is provided in Section 

3.7. 

 

3.1 Earnings Management - Defined       

 

Although the term “earnings management” is widely used in both the academic and 

financial press, there is no agreed upon meaning assigned to the term. Some academics 

are of the opinion that earnings management is such a common expression that there has 

been little effort made to provide careful definitions of the term (Mulford & Comiskey, 

2002). A review of the literature reveals the meaning of earnings management has not 

been without debate. In one context, earnings management has been described as 

disclosure management, of which one form is income smoothing (Schipper, 1989; Scott, 

1997). Up until the beginning of the 1980s, use of the term income smoothing was more 

prevalent, but it has been displaced by the more general term of earnings management 
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(Schipper, 1989). Dating back to 1973, Beidleman (p. 653) provided a definition of 

income smoothing that has been used by a number of researchers (Bartov, 1993; Craig 

& Walsh, 1989; Riahi-Belkaoui, 1996; Ronen & Sadan, 1981) and is restated here: 

...the intentional dampening of fluctuations about some level of 
earnings that is currently considered to be normal for a firm. In 
this sense smoothing represents an attempt on the part of the 
firm’s management to reduce abnormal variations in earnings to 
the extent allowed under sound accounting and management 
policies. 

 

Whilst the terms “earnings management” and “income smoothing” appear to be 

sometimes used interchangeably, the literature now suggests that the terminology has 

changed from “income smoothing” to the more encompassing term of “earnings 

management” (Riahi-Belkaoui, 1996) for which several of the definitions as presented 

in the literature are reiterated here. An early but very concise definition of earnings 

management as offered by Davidson, Stickney and Weil (1987) and cited in Schipper 

(1989, p. 92) is: 

the process of taking deliberate steps within the constraints of generally accepted 
accounting principles to bring about a desired level of reported earnings. 

 

Schipper (1989, p. 92) also offers her own definition of earnings management as: 

A purposeful intervention in the external financial reporting process, with the 
intent of obtaining some private gain (as opposed to say, merely facilitating the 
neutral operation of the process). …a minor extension of this definition would 
encompass “real” earnings management, accomplished by timing investment or 
financing decisions to alter reported earnings or some subset of it. 
 

 
More recently, Healy and Wahlen (p. 368, 1999) define earnings management as: 

Earnings management occurs when managers use judgement in financial 
reporting and in structuring transactions to alter financial reports to either 
mislead some stakeholders about the underlying economic performance of the 
company or to influence contractual outcomes that depend on reported 
accounting numbers. 
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A comprehensive definition encompassing some element from each of the preceding 

definitions is offered in the more recent work by Mulford and Comiskey (2002), which 

defines earnings management as: 

The active manipulation of earnings toward a predetermined target, which may 
be set by management, a forecast made by analysts, or an amount that is 
consistent with a smoother, more sustainable earnings stream. 

 

Interestingly, Wilson (1996, p. 173) whilst not explicitly defining earnings management 

does provide, by way of default, a quasi-definition in his discussion of write-offs to 

manage earnings where he states: 

The manipulation (or managed) component, which represents an intentional 
effort on the part of the reporting entity to misrepresent the spirit of the reporting 
standard either for personal gain or because management believes the standard’s 
construct does not provide users with an accurate picture of the related business 
activity.  

   

Just as Wilson (1996) and Healy and Wahlen (1999) allude to earnings management in 

the context of deceptive reporting practices, Bartov (1993) states that earnings 

management is referred to as earnings manipulation, which tends to carry with it the 

assumption that managers act opportunistically to maximise their own utility. On the 

other hand, under the contracting perspective, earnings management implies the practice 

is a reflection of efficient contracting where managers are maximising firm value (Watts 

& Zimmerman, 1986), and under the information perspective it is seen as a means of 

signalling to the market certain information about the firm’s prospects (Holthausen, 

1990). Irrespective of the individual wording contained in each of the definitions, the 

underlying inference of each of these definitions is that earnings management relates to 

actions taken by a firm’s management in regard to financial reporting to parties external 

to the firm. Firms take such actions because the share market prefers a smooth and 

predictable earnings trend (Worthy, 1984). Executives’ remuneration in the form of 
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bonuses and perquisites are often tied to earnings numbers. As such, financial reports 

that please the shareholders act like a report card in regard to management’s managerial 

performance, so firms manage earnings in order to get a good report card (Worthy, 

1984). These actions taken by firms’ management to manage earnings are within the 

confines of generally accepted accounting principles, and are discussed in the next 

section. 

 

3.2 The Catalyst for Earnings Management – GAAP 

 

The difference between a firm’s reported earnings using generally accepted accounting 

principles (GAAP) and its actual underlying earnings has been a major concern of the 

regulators (Black, Carnes & Richardson, 2000). An important factor contributing to this 

difference is the ability of firms to manage earnings within the guidelines of GAAP. 

GAAP require firms’ management to make numerous accounting judgements that can 

have a profound impact on reported earnings (Jackson & Pitman, 2001). In order to 

manage earnings, managers may need to transfer earnings between financial periods. It 

is the accounting discretion in GAAP that allows managers to make these wealth 

transfers (Healy & Wahlen, 1999). Managers, due to their proprietary information, can 

determine the appropriate level of earnings to transfer between periods (Schipper & 

Vincent, 2003). In the structuring of transactions, managers are able to avoid 

infringement of specific provisions in the accounting standards, and thereby ensure their 

acceptance by the auditors (Tan & Jamal, 2007). 
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Reported accounting earnings are a product that results from the accrual process. This 

accrual process allocates cash flows between accounting periods according to GAAP. In 

determining reported earnings, managers are to some extent allowed to select 

accounting procedures from the set of GAAP. Numerous accounting standards contain a 

choice of an accounting method which managers may choose to adopt in regard to the 

accounting policies adopted in the preparation of and compilation of their firm’s 

financial statements. In this regard, accruals are the result of various accounting 

decisions made by managers and as such can be viewed as the difference between 

reported earnings and cash flows from operations (Beaver, 1998; Healy, 1985; Kim & 

Schroeder, 1990). Accounting accruals can be classified into discretionary and 

nondiscretionary accruals. Nondiscretionary accruals are viewed by the literature as 

adjustments to the firm’s cash flows as a result of mandated accounting principles and 

rules. Discretionary accruals, on the other hand, are perceived as adjustments to cash 

flows selected by managers as a result of their reporting incentives (Healy, 1985; Kim 

& Schroeder, 1990).  

 

Given that managers can choose from a set of accounting policies (e.g., GAAP), it is 

expected that managers will choose policies that will maximise their own utility and/or 

the market value of the firm (Scott, 1997, p. 295). In essence, the most common class of 

earnings management techniques simply involves using the latitude, or as Levitt (1998) 

noted, the pliancy that exists in GAAP.19 Critics of earnings management have 

contended that firms abuse the discretion afforded by GAAP, intentionally distorting the 

information presented in financial statements (Jackson & Pitman, 2001). Others have 

                                                 
19 Reporting actions taken by a firm’s management that are outside the confines of GAAP constitute 
fraud, not earnings management (Byrnes, Melcher & Sparks, 1998). 
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observed that earnings management and managerial discretion are intrinsically linked 

(Arya, Glover & Sunder, 2003). Complying with GAAP allows firms to use a variety of 

accounting devices to influence earnings outcomes including “big bath” charges,20 

“cookie jar” reserves,21 and the abuse of materiality and revenue recognition principles 

(Duncan, 2001).  

 

The flexibility of GAAP is therein employed to guide earnings toward a pre-determined 

target. More importantly, from a firm’s management’s viewpoint, effective earnings 

management devices must be within the realm of GAAP as the independent auditor 

must accept management’s judgement22 as to the underlying circumstances that provide 

the basis for the deferral or recognition of an expense or revenue, and the basis on 

which revenue and expense estimates are derived (Brown, 1999; Copeland, 1968). 

However, in order to keep pace with business innovations, accounting needs to be 

flexible in terms of its generally accepted accounting principles (Levitt, 1998).  

                                                 
20 The term “big bath” refers to the situation where if a firm must report a loss it might include an 
unusually large amount of charges, as at this point it has nothing to lose. As a consequence it will write-
off assets, set up provisions for future costs and the like which can then be used for an earnings 
turnaround in future years (Healy, 1985).  
21  The term “cookie jar” reserves refers to the practice used by firms to reserve earnings by understating 
them in particularly good years and then using the reserved profits to bolster profits in bad years. 
22  Or managers and auditors can usually agree on a range of acceptable estimates (Worthy, 1984). 
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Furthermore, the use of judgement and subjectivity in accounting is considered by some 

as both important and desirable (Parfet, 2000). Some situations may call for highly 

subjective estimates. Thus, a particular accounting event may provide flexibility in 

calculating earnings from a number of strikingly different ways to account for a single 

set of facts (Worthy, 1984). 

 

In addition to exercising their discretion over accruals, managers must also use 

judgement to determine whether an accounting event is of material influence to external 

stakeholders. The subjectivity of materiality enables firms to report, for example, 

earnings as earnings before abnormal items that another firm may report as earnings 

after abnormal items and vice versa. Whilst the accounting standard AASB 1031: 

Materiality23 provides quantitative thresholds for determining whether an amount is 

considered material, these thresholds are drawn at arbitrary levels. Moreover, as the 

quantitative thresholds are provided as part of the commentary to AASB 1031, the 

thresholds are not mandatory but rather serve as guidance only. An “amount equal to or 

greater than 10 per cent of the appropriate base may be presumed to be material”, while 

an amount “equal to or less than 5 per cent of the appropriate base may be presumed 

not to be material” (AASB 1031, para. 4.1.6). However, no guidance is provided for 

amounts that fall within the range of five per cent to ten per cent. This results in a grey 

area in which materiality becomes “a matter of professional judgement” (AASB 1031, 

para. 4.1.6) and “can only be properly made by those who have the facts,” (AASB 

1031, para. 4.1.6). Materiality, or the determination of materiality, is thus a matter of 

individual or group judgement (Ro, 1982). Research shows that whilst there is 

                                                 
23 As AASB 1031 applied during the sample period. 
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agreement that the percentage effect of an item on net profit is the major determinant in 

making materiality judgements, there is a lack of consensus as to what is an appropriate 

threshold (Iskandar, 1996).24 In the absence of authoritative guidelines, practitioners 

often use a rule of thumb in assessing materiality (Jordan, Henderson & Gordon, 1991). 

Hence, where an item falls within the grey area of five to ten per cent of the operating 

profit for the period, management can exercise its discretion to more prominently 

disclose the item. Management may choose this strategy to signal to the market that the 

item is of a transitory nature. Thus, the ambiguity associated with the application of 

materiality that allows managers to exercise their discretion may result in the imprecise 

treatment of transactions (Rapaccioli & Schiff, 1993). 

 

It is the embedded flexibility allowed by accounting rules that acts as the primary 

catalyst for the managing or massaging of reported earnings, by virtue of the discretion 

managers are able to exercise within the bounds of GAAP in recognition of revenue or 

expense accruals. Managers must also decide within the guidelines of GAAP how 

accounting events are to be classified and disclosed in the financial statements. As 

managers have some control over these items, they are able to defer, accelerate or 

eliminate these accruals, with the size and timing of these discretionary accruals playing 

an important part in the earnings management process. Indiscriminate use of such  

                                                 
24 Iskandar (1996) found that accountants and auditors in Australia do not appear to be applying the five 
per cent to ten per cent guideline of AASB 1031. She reported some abnormal items that are given 
separate disclosure in the financial statements are substantially below the five per cent guideline. In 
addition, there is some overlap between disclosure as a separate line item or footnote and abnormal items 
disclosure.  
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adjustments may be detrimental to the long-term interests of the firm, but it is unlikely 

that slight accrual adjustments reversed in subsequent accounting periods have a 

permanent adverse effect on the firm (Beidleman, 1973).  

 

Given the existence of earnings management, there are “complementary ways” (Scott, 

1997, p. 295) of viewing this practice. The different perspectives from which earnings 

management is perceived are presented in the following section. 

 

3.3 Perspectives on Earnings Management 

 

Earnings management can be considered from two perspectives: the opportunistic 

perspective and the information perspective. The opportunistic perspective holds that 

managers manage earnings in an attempt to mislead firms’ stakeholders in order to 

enhance the manager’s utility. The information perspective, first enunciated by 

Holthausen and Leftwich (1983), holds that managerial discretion is a means by which 

firm’s management can signal to investors their private expectations in regard to the 

firm’s future cash flows.  

 

A number of scholars view any form of earnings management as unacceptable 

regardless of materiality (Grant, Depree & Grant, 2000), whilst others consider that 

earnings management obscures facts market participants should know, rather than 

obscuring the true value of the firm (Loomis, 1999). Investor confidence is viewed as 

the capital markets’ most valuable asset (Huang, Lenk & Szczesny, 2006, p. 1). 

Earnings management is considered to erode public confidence in the external financial 
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reporting process and to impede the efficient flow of capital through financial markets 

(Jackson & Pitman, 2001). Moreover, earnings management may hamper the quality of 

earnings information leading to a reduction in the quality of financial analysis when it is 

based on earnings figures (Kallunki & Martikainen, 2003). It can also have harmful 

effects if the earnings management results in a reduction in the information content of 

accounting, or if it makes financial contracting more costly (Peasnell, 1998). 

 

Where earnings management reduces the quality of earnings there could be a transfer of 

wealth amongst a firm’s stakeholders. Executives’ compensation and firms’ debt 

agreements commonly use earnings and its derived metrics as performance measures. 

Where earnings management leads to overstated earnings on which an executive’s 

compensation is assessed, the managed earnings will result in the executive being 

overcompensated. Similarly, if earnings management is employed to increase earnings 

so as to mask what would otherwise be reported as deteriorating solvency, lenders and 

creditors may mistakenly continue to supply goods and services or to postpone 

foreclosure. 

 

Not all market participants take exception to earnings management as a strategy for 

meeting earnings targets, particularly if viewed from the perspective of firm’s 

management striving to maximise firm value. Some corporate managers view 

manoeuvring with the tools of discretionary spending, changing the timing of 

investment projects and changing accounting assumptions as the way in which a 
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business should be run (Graham, Harvey & Rajgopal, 2005).25 Earnings management is 

also considered to benefit shareholders if it benefits the company (Beidleman, 1973; 

Gordon, 1964; Parfet, 2000). Management is charged with the responsibility of using all 

available tools to enhance shareholder value. As such, if that means reporting an 

earnings number most conducive to maintaining and enhancing shareholder value, then 

some market participants consider that management is obliged to include this option in 

their repertoire of reporting strategies (Brown, 1999). However, actions directed solely 

towards controlling the decisions of financial statement users may be viewed as 

crossing the line (Duncan, 2001). 

 

Some researchers also argue that earnings management is an appropriate objective of 

the firm. Reducing expenses and outlays during lean periods and raising them during 

prosperous periods is seen as acceptable business practice, while deferring and 

accelerating some forms of revenue is also a common practice in many firms 

(Beidleman, 1973). As early as 1953, Hepworth claimed managements’ objective might 

not always be to maximise profits, but rather to report smooth income streams over the 

years. Gordon (1964) asserted that income smoothing is rational behaviour. He argued 

that as shareholder satisfaction increases with the growth rate of firms’ income and the 

stability of that income, management should (within the latitude allowed by accounting 

rules) smooth both reported income and the income growth rate. Peasnell (1998, p. 

1319) also viewed earnings management in the form of smoothing as a “good” thing if  

                                                 
25 Others stated it to be a proper course of action, as illustrated by the following quote: “If you tell me 
that it’s improper under all circumstances for management to want to smooth out their results, adjust the 
level of risk, or to smooth out reserves, or to move figures from one period to another... I’ll tell you, you 
don’t understand the way American business is conducted” (See Loomis, 1984, pp. 58-61).  
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the “smoothing raises the signal-to-noise-ratio”. Kallunki and Martikainen (2003, p. 

312) perceived earnings management as being “forward-looking” on the part of 

management, as managers need to consider the level of future years’ earnings26 when 

making their earnings management decisions. This line of thought still carries through 

in the literature where it is suggested that a managed earnings number may be a better 

indicator of firms’ expected future earnings, and that the volatility of a managed 

earnings stream may provide for a better index of a firm’s financial risk than an 

unmanaged stream (Mulford & Comiskey, 2002). In this vein, Scott (1997, p. 296) 

stated: “These considerations lead to the interesting, and perhaps surprising, conclusion 

that a little bit of earnings management is a good thing.”  

 

Similarly, Demski, Patell and Wolson (1984) argued that it may indeed be optimal for 

firm’s management to be allowed some discretion over future accounting choices 

because the future circumstances of the firm are likely to change and firm’s 

management would have the knowledge of which accounting method choice would 

achieve the result of maximising firm value. Dye (1988) contended that current 

shareholders demand that the value of their shareholdings is maximised at the expense 

of future shareholders, which, in turn, provides management with an incentive to 

manage earnings. Perhaps more compelling are Schipper’s (1989) comments that whilst 

earnings management is inherent in the financial reporting system it does not eliminate 

the usefulness of reported accounting earnings.  

 

                                                 
26 Managers need to consider that subsequent years may reveal high/low levels of earnings. 
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Parfet (2000) also considered that earnings management is not necessarily a negative 

phenomenon, but, rather, is a necessary and logical result stemming from the flexibility 

in financial reporting options. In distinguishing between “good” and “bad” earnings 

management, Parfet (2000, p. 481) considered that “good” earnings management occurs 

when managers create stable financial performance by acceptable, voluntary business 

decisions. This compares with “bad” earnings management, which occurs when 

managers create artificial accounting entries or stretch estimates beyond reasonable 

limits.27 Parfet (2000, p. 486) stated his opinion of earnings management in a somewhat 

matter-of-fact way by saying:  

So let us accept that earnings management, per se, is not a bad thing. In fact, it is 
expected and demanded, both inside and outside business, by all stakeholders in 
the capital markets.  

 

Thus, there are two schools of thought in regard to the earnings management 

phenomenon: one where a little earnings management is considered acceptable; and the 

alternative view where earnings management is perceived as “abuse” of managerial 

discretion in terms of corporate financial reporting (Levitt, 1998, p.3). Whilst it may be 

agreed that earnings management is purposeful, it is done in response to certain 

motivations and incentives (Mulford & Comiskey, 2002). Managers must implicitly 

believe financial statement users are either unable to detect earnings management, or 

users simply do not find it cost effective to do so (Matsumoto, 2002). 

 

 

 

                                                 
27 Reporting actions taken by a firm’s management that are outside the confines of GAAP constitute 
fraud, not earnings management (Byrnes, Melcher & Sparks, 1998). 
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3.4 Methods Used to Manage Earnings 

 

Corporate management can choose from a repertoire of reporting strategies to manage 

earnings, and can involve several common approaches available by shifting revenues 

and/or expenses between periods through accruals and timing of transactions, as well as 

through alternative classification of transactions within periods. Assuming managers’ 

objective is to maximise firm wealth, managers have both latitude and constraints in 

their selection of accounting methods to manage earnings. Accounting standards and 

contracts with external parties both restrict and provide scope to select and apply 

accounting techniques. In the context of contracts with third parties, while the terms of 

the contract determine the timing of an event/transaction, the manager determines the 

timing as to when the event/transaction is recognised in the financial statements. The 

methods used to implement earnings management are discussed in the following 

sections. 

 

3.4.1 Shifting Earnings Between Periods with Accruals or Deferrals 

Earnings management can be viewed as an inter-period concept where earnings are 

moved from one period to the next. For example, earnings in a future year might be 

reduced or increased in an effort to raise or lower earnings during the current year 

(Mulford & Comiskey, 2002). Earnings can be shifted between periods by the choice of 

an accounting method. Firms can choose different cost flow assumptions for stock and 

inventories, and different methods and time periods for depreciating fixed assets. For 

instance, to increase current earnings, management may choose the straight line method 

of depreciation for a new asset rather than the diminishing balance method. As this is 
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the application of an accepted method under accounting standards, the effect is not 

readily observable by financial statement users (Schipper, 1989). If the firm already 

uses the diminishing value method, they may choose to switch over to the straight line 

method. However, if there is a material effect on profit, GAAP requires this change of 

method to be disclosed in the firm’s financial statements, making such switching more 

difficult to conceal, and therefore not so favoured as an earnings management tool 

(Bitner & Dolan, 1996; Schipper, 1989). However, in order to bypass the disclosure 

requirement, an alternate means for firms is to change a number of accounting policies 

that are not material individually, but are material in combination, thereby bypassing the 

disclosure requirement on the grounds of materiality (Walker, 1989).  

 

Management must often use its discretion in estimating the occurrence or effect of 

future events such as estimating the useful life of non-current assets, the amount of 

uncollectible accounts receivable, and various other contingent provisions (Schipper, 

1989). For example, subjectivity is involved in estimating the amount of losses made by 

commercial banks, as is estimating warranty liabilities and return estimates by 

companies selling consumer products. Often a particular reporting rule in itself may be 

subject to substantial interpretation, and estimates will often change over time. There is 

also considerable latitude for shifting income between periods with the decision of 

whether to capitalise or expense expenditure incurred. Whilst such estimates must 

comply with generally accepted accounting principles and are subject to audit, 

management has considerable scope and discretion when arriving at such estimates. 

Nevertheless, whilst estimates allow for earnings management, it is only the timing of 

recognition that can be altered (Gordon, 1964). Thus, if management’s objective is to 
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shift current period earnings to future periods, the raising of accruals or deferral of 

income in the current period provides a means of enhancing future periods’ reported 

earnings. 

 

3.4.2 Classification of Items 

Earnings management through classificatory choice is described in the literature as a 

“powerful earnings management instrument” (Beattie et al., 1994, p. 807). Management 

can use its discretion (within the bounds allowed by GAAP) in determining how certain 

items are classified, or where they are reported in the financial statements. Earnings 

management in this sense is viewed as an intra-period concept where earnings are 

moved around within a single period’s financial statements; for example, netting the 

gain on the sale of an asset against selling, general and/or administrative expenses. 

Because only the current year is affected, it is an intra-period action giving the 

impression the company is effectively reducing its recurrent selling, general and 

administrative expenses (Mulford & Comiskey, 2002). There may also be the option of 

classifying an item as ordinary income, abnormal, or as an extraordinary item. For 

example, within ordinary income, there may be a choice as to how tax credits are 

classified; that is, as part of sales revenue or tax expense. On the other hand, 

classification of earnings may be steered by which classification achieves a desired pre-

tax level of earnings (Wong, 1988). U.S. research documents evidence consistent with 

managers opportunistically classifying core expenses as special items. McVay (2006) 

documented that, on average, approximately 2.2% of reported special items more 

appropriately relate to current period operating expenses. This strategy of classifying 
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operating expenses as special items has the effect of increasing current period core 

earnings and increasing income-decreasing special items.   

 

Classification may be strongly motivated by the effects on management’s compensation 

packages. Research findings show compensation committees intervene and modify 

GAAP-based earnings for restructuring charges when determining management’s 

compensation, thereby shielding the executive’s remuneration from the effects of such 

charges (Adut, Cready & Lopez, 2003; Dechow, Huson & Sloan, 1994). Management 

can then employ their judgement to determine whether an expense is attributable to a 

restructure of business or activities, or whether the expense is more correctly charged to 

some other form of expense account. Classification may therefore depend on the 

outcome in regard to management’s incentives. Empirical research has shown (see for 

example, Barnea, Ronen & Sadan, 1976; Craig & Walsh, 1989; Easton, 1990; Walsh et 

al., 1991) that the classification of earnings as extraordinary items was done so as to 

manage earnings with the intention of presenting a better picture of earnings before 

extraordinary items in order to “turn adversity into financial advantage” (Walsh et al., 

1991, p. 174). Similarly, if management’s remuneration is shielded from large losses, 

incentives exist to classify large losses as an abnormal item. 

 

Alternatively, the classification of earnings within the income statement is a means by 

which firms inform capital market participants of the transitory nature of earnings. 

Research has suggested that firms use classificatory choices pertaining to earnings to 

highlight sustainable profits (Athanasakou et al., 2007).  For example, Barnea, Ronen 

and Sadan (1975) contend that firms distinguished between extraordinary items and 
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ordinary income not on the basis of the nature of the transaction but rather on the basis 

of management’s belief in regard to the persistent versus transitory nature of the 

transaction. Furthermore, they argue that if the objective of financial statements is to 

provide information that is useful in predicting future performance, then the 

classification of earnings as extraordinary items is where the transitory components of 

earnings should be reported. 

 

3.4.3 Timing of Transactions 

While managers may have considerable latitude in determining whether to record 

accrued items, and the amounts of those items, (e.g. provision for doubtful debts) other 

transactions (such as the acquisition or disposal of assets) may provide no such 

discretion in that operational factors, rather than earnings management motives, are 

likely to predominate in the acquisition or disposal of assets decision. However, 

managers may be able to exercise their discretion in determining the timing of an asset 

sale and the subsequent recognition of the gain or loss on sale in the financial 

statements. As the actual date of the sale is negotiable, management thereby has control 

over the reporting period in which the gain or loss is recognised. By using this 

discretion, managers may be able to determine the timing of the sale by its effect on 

reported earnings. If management foresees earnings as being below a target level, it may 

choose to sell assets on which a profit will be recognised in order to increase earnings to 

the target level. Alternatively, where earnings exceed the target level, assets realising a 

loss may be sold in the period of excess earnings.  
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Several empirical studies have found that firms engage in earnings management within 

GAAP by strategically timing the realisation of gains and losses on assets (for example, 

Beatty, Chamberlain & Magliolo, 1995; Collins, Shackelford & Wahlen, 1995; Moyer, 

1990; Scholes, Wilson & Wolfson, 1990). Nelson, Elliott and Tarpley (2003) found a 

number of cases where auditors believed the recognition of realised gains or losses on 

investments was strategically timed on the part of their clients. Similarly, Herrmann, 

Inoue and Thomas (2003) found for their sample of Japanese firms that when current 

operating income is below (above) management forecasts, firms increase (decrease) 

earnings by way of selling off fixed assets and marketable securities.28 Thus, where 

earnings are above target, assets realising a loss may be sold and/or recognised; and 

where earnings are below target, assets realising a profit may be sold and/or recognised, 

effectively smoothing reported earnings (Bartov, 1993).  

 

There is also a strand of literature that examines whether firms engage in “real” earnings 

management to meet earnings benchmarks. Whilst earnings management through 

accounting choice does not affect either a firm’s real operations or cash flows, real 

earnings management does affect current period cash flows. Real earnings management 

conserves cash in the current period to improve current period’s earnings (Wang & 

D’Souza, 2006). The majority of real earnings management studies focus on Research 

and Development (R&D) expenditures. Reductions in R&D expenditure immediately 

improve earnings. Several studies document that R&D expenditure is often managed 

when managers need to alter net earnings. Baber, Fairfield and Haggard (1991)  

                                                 
28  In Japan, fixed assets are recorded at historical cost less accumulated depreciation. The gap between 
historical cost and market value remains until the asset is realised, as revaluations are not permitted, even 
for impaired fixed assets. Marketable securities may be recorded at either cost or market value. 
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document that firms are more likely to reduce their R&D expenditure when the 

reduction helps in meeting current period earnings targets of positive earnings, or 

earnings growth. Dechow and Sloan (1991) show that CEO’s cut their R&D 

expenditure during their final years of office to improve short-term earnings 

performance. Perry and Grinaker (1994) show that firms cut R&D expenditure when 

firms need to meet financial analysts’ earnings expectations. The more recent study by 

Zarowin and Oswald (2005) examine how a firm's decision to capitalise R&D versus 

expensing R&D costs affects how firms manage earnings with R&D. They show that 

firms that expense R&D expenditure undertake real earnings management, by cutting 

R&D expenditures to meet earnings benchmarks. In contrast, firms that capitalise R&D 

curtail R&D expenditure to meet benchmarks, without cutting R&D expenditures.  

 

Recent studies have examined whether operating activities and discretionary 

expenditures other than R&D are used to meet earnings benchmarks. For example, 

Roychowdhury (2005) documents evidence of overproduction so as to report a lower 

cost of goods sold; temporary price discounts in order to increase sales revenue; and a 

reduction in discretionary expenditures in the form of advertising and other selling, 

general and administrative expenses amongst firms to avoid reporting annual losses.  

 

Similarly, Gunny (2005) investigates the consequences of managing a variety of 

operating and discretionary expenses. She documents that firms engage in real earnings 

management activities by: reducing R&D expenditure to increase income; reducing 

selling, general and administrative expenses to increase income; timing the income 

recognition from the disposal of long-lived assets and investments; cutting prices to 
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boost sales in the current period and/or overproducing to decrease cost of goods sold 

expense.  

 
Whether managers engage in earnings management the earnings management technique 

they adopt depends on the incentives faced by those managers. The next section 

discusses the specific incentives of earnings management to maintain smooth earnings, 

earnings management to avoid losses and earnings decreases, and earnings management 

to align earnings to those forecast by analysts. 

 

3.5 Earnings Management Incentives and Targets 

 

U.S. firms have, on average, been found to meet or slightly exceed earnings targets 

(Brown & Caylor, 2005). Achieving earnings benchmarks, period after period gives the 

appearance of a more stable environment in which the firm is operating, which in turn 

has the potential to reduce the firm’s perceived risk. Accordingly, this reduces the 

firm’s cost of capital (Herrmann et al., 2003). Furthermore, managers perceive the 

meeting of earnings benchmarks as revealing a firm’s future growth potential (Graham 

et al., 2005). Earnings targets that might have an effect on management’s behaviour, 

and as such lead to earnings management, include: earnings forecasts released by 

financial analysts, a minimum earnings level needed in order to qualify for incentive 

compensation, a maximum earnings level above which no additional incentive 

compensation is awarded, a threshold for complying with financial covenants stated in 

debt or credit agreements, and, for high-profile companies, an earnings level that will 

not attract higher political visibility in order to avoid increased regulation and/or taxes 
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(Mulford & Comiskey, 2002). Thus, depending on the underlying circumstances, firms 

have incentives to manage earnings upwards or downwards.  

 

A substantial body of literature has documented findings that are consistent with firms’ 

management seeking to achieve earnings benchmarks. Early empirical evidence in this 

regard is provided by Healy (1985) and Holthausen, Larcker and Sloan (1995) who 

reported that firms with caps on a manager’s bonus awards are more likely to defer 

income through the use of accruals when the bonus cap is reached than comparable 

firms with no bonus cap in place. DeFond and Jiambalvo (1994) found that firms 

accelerate earnings one year prior to a debt covenant violation, whilst Sweeney (1994) 

also reported that debt covenant violators make income-increasing accounting changes, 

but these usually occur after violation of the debt covenant. Kasznik (1999) found that 

firms in danger of falling short of an earnings forecast employ unexpected accruals to 

manage earnings upward toward the forecast, and more recently Barton (2001) found 

that firms use derivatives to smooth earnings towards the forecast. Matsunaga and Park 

(2001) found earnings management serves the purpose of meeting two alternate 

benchmarks. They found that when a firm misses the analyst consensus forecast or last 

period’s earnings, there is a significant adverse effect on the CEO’s cash bonuses, 

inferring that meeting simple benchmarks is factored in to CEO compensation contracts.  

 

The following sections present a discussion of the literature pertaining to the use of 

earnings management to achieve earnings targets. 
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3.5.1 Earnings Management to Maintain Smooth Growth in Reported Earnings 

Firms have a strong motivation to reduce variability in reported income so as to smooth 

income levels over the years (Hepworth, 1953) to report a consistent growth rate in 

earnings. Volatile earnings are considered to be unpredictable, and unpredictability in 

turn leads to a lower share price brought about by the perceived increase in information 

risk (Graham et al., 2005). As such, management may be able to influence the firm’s 

share value by smoothing earnings (Beidleman, 1973). This also has a positive effect on 

management’s own utility. By maintaining a stable income trajectory, shareholder 

wealth is increased by way of higher share returns. This leads to satisfied shareholders, 

which increases management’s utility through increased job security, compensation and 

firm growth (Gordon, 1964). Empirical evidence has also indicated that the market 

response to firms that have smooth earnings is four times greater than for other firms, 

and they are also viewed as less risky by the security market (Wang & Williams, 1994).  

 

Survey research (see Graham et al., 2005) has shown an overwhelming 89% of 

respondent executives are of the view that a lower share price results from unpredictable 

earnings and that a smooth earnings path is perceived as less risky than volatile 

earnings. This has benefits for the firm in the form of a lower risk premium, leading to a 

lower cost of debt and equity due to investors; ability to achieve and maintain a higher 

credit rating; and increased ease for external stakeholders such as investors and financial 

analysts to predict future earnings performance (Graham et al., 2005).   

 

Trueman and Titman (1988) suggested that by reducing earnings variability, 

management can reduce claimants estimates of the firm’s “volatility of its underlying 
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earnings process” (p.128). This can lower the claimants’ assessment of the possibility of 

bankruptcy, which in turn can result in lower borrowing costs. This has favourable 

effects, not only for shareholders, but also on trade terms for the firm’s suppliers, 

customers and workers. This nexus between income smoothing and perceptions of the 

possibility of bankruptcy is based on two assumptions. Firstly, the amount of discretion 

a firm has to smooth income between periods is dependent on the nature of its 

operations, and thus a firm’s ability to smooth income will vary across firms. For 

example, large diversified firms would have more scope and opportunity to smooth 

income by virtue of their diversity. Some firms may be able to transfer income between 

accounting periods, whilst others may not. Secondly, claimants are not in the position to 

be able to fully observe the operations of each firm, and hence cannot be certain of how 

much flexibility the firm has to transfer earnings across accounting periods. Thus, 

claimants are uncertain as to whether the smooth income stream observed is due to a 

highly volatile firm having smoothed its reported earnings, or whether it is a low 

volatility firm that does not have the flexibility to smooth income, yet the firm’s 

production cycle produces an inherently natural smooth earnings stream (Bitner & 

Dolan, 1996). On the other hand, the manager may view income smoothing as costly, 

and decide not to smooth reported earnings. For example, the shifting of income across 

accounting periods may result in a tax liability being brought forward, increasing the 

present value of the current tax liability. However, if the costs remain relatively small, 

the incentive to smooth earnings may remain (Trueman & Titman, 1988). 

 

A number of more recent empirical studies have offered systematic evidence pertaining 

to firms’ incentives to sustain consistent earnings increases. Barth, Elliott and Finn 
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(1999) established that firms are rewarded for a consistent string of earnings increases 

and can command larger price/earnings multiples after controlling for earnings levels 

than those firms that did not report consistent earnings increases, and that as the pattern 

of earnings increases lengthens, the gap widens. This could be interpreted as suggesting 

stakeholders might determine the transactional terms with firms based on a heuristic 

cut-off of zero earnings changes, thereby sharply increasing the marginal benefits of 

earnings management, as earnings are managed from a small decrease to a small 

increase in earnings (Marquardt & Wiedman, 2004). If stakeholders employ such a cut-

off, then the means by which firms achieve small earnings increases may well be 

irrelevant. Rather, it may be that only the level of reported earnings is of concern and 

that the persistence of earnings is not relevant. Thus, firms attempting to avoid an 

earnings decrease may achieve this objective by using large, positive items, such as 

abnormal items. Just as Bartov (1993) noted that the use of non-recurring items is a 

relatively low-cost means of managing earnings, so are abnormal items. Barth et al., 

(1999) also reported that firms enjoy a larger premium when the series of earnings 

increases is longer. Moreover, they found the premium reduces substantially or is 

eliminated when the pattern of earnings increases is broken.   

 

Similarly, DeAngelo, DeAngelo and Skinner (1996) demonstrated that companies 

breaking the trend of earnings increases experience on average a 14% negative 

abnormal stock return in the year the trend was broken. Holland and Ramsay (2003) 

found Australian firms manage earnings so as to report positive profits and to maintain 

the prior year’s profit performance. Similarly, the study by Schrand and Walther (2000) 

documented that firms’ managers opportunistically choose the prior period earnings as 
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the profit performance benchmark to achieve when evaluating the current period’s 

financial performance. Contrary to their initial speculation that meeting analyst 

forecasts would be the dominant earnings benchmark amongst CFOs, Graham et al’s. 

(2005) survey revealed that more CFOs agree that the prior period’s comparative 

earnings are important. Comparison to prior period’s earnings is viewed as a useful 

measure of firm performance as it provides a gauge of firms’ earnings momentum and 

future growth (Graham et al., 2005). Smooth earnings trajectories may also assist 

analysts by removing noise from reported financial results (Black, Sellers & Manly, 

1998). 

 

Firms may also experience a dramatic increase in earnings due to an unusual accounting 

event/transaction. In this regard, Ghosh and Moon (2005)29 documented that when 

firms’ earnings for the current year are significantly higher than the prior year’s 

earnings, firms report large negative special items reflecting firms’ attempts to maintain 

steadily increasing earnings. However, if a firm experiences a large drop in earnings, 

Kirschenheiter and Melumad (2002, p.5) argued that the earnings management 

techniques of “taking a bath” and “income smoothing” can both be part of “a single 

equilibrium disclosure policy”. Their primary result shows that when the reporting 

environment allows the use of managerial reporting discretion, there exists an optimal 

disclosure policy in which managers either take a big bath or smooth earnings. If the 

news is sufficiently bad, managers will under-report earnings by the maximum amount 

possible. This strategy shows a preference for “big bath” accounting in the current 

period so as to report higher earnings in future periods. On the other hand, if the news is 

                                                 
29 Ghosh and Moon (2005) examined the use of special items to manage earnings as a second measure of 
audit quality.  
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not sufficiently bad to warrant the taking of a bath, the manager will choose the 

alternate strategy of smoothing earnings, with the amount of smoothing depending on 

the level of cashflows observed. 

 

In summary, there are strong incentives for firms to manage earnings in order to report 

steady or smooth earnings growth. Annual reports, financial press releases and media 

coverage often make reference to the desire to maintain profitability, suggesting there 

are incentives for firms to report positive profits and avoid reporting losses (Burgstahler 

& Dichev, 1997); this issue is addressed in the next section. 

 

3.5.2 Earnings Management to Avoid Reporting Losses and Earnings Decreases 

A number of early studies explored the differences in the characteristics of profit and 

loss firms. Findings of these studies suggested that the relation between earnings and 

market value is not homogeneous for profit and loss firms and present evidence of a 

nonlinear, discontinuous earnings-market value relationship. Hayn (1995) was one of 

the first to suggest that a greater than expected frequency of small profit firms relative 

to small loss firms reflects earnings management. She reported direct evidence that 

firms seek to avoid reporting losses, and demonstrated that the return-earnings relation 

is much weaker for loss firms than it is for profit firms. In discussing the implications of 

the observed earnings distribution, Hayn (1995, p. 132) noted: 

Interestingly, there is a point of discontinuity around zero… The frequency of 
observations in both the region just above and that just below zero departs 
significantly from the expected frequency under the normal distribution at the 
1% significance level … results suggest that firms whose earnings are expected 
to fall just below the zero earnings point engage in earnings manipulations to 
help them cross the ‘red line’ for the year. 
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The later study by Burgstahler and Dichev (1997) explored whether firms avoid 

reporting earnings decreases in addition to whether firms avoid reporting losses. Their 

results infer that managing earnings to avoid reporting an earnings decrease is 

commonplace, managing earnings to avoid reporting a loss is pervasive, and that the 

desire to avoid reporting a loss is more concentrated than the desire to avoid reporting 

earnings decreases. Complementing the work of Burgstahler and Dichev (1997), 

Marquardt and Wiedman (2004) found the mean and median differences in unexpected 

total accruals for their sample of earnings decrease avoiders to be significantly higher 

than for their matched control group of firms, inferring that earnings decrease avoiders 

appear to be managing earnings upwards. Marquardt and Wiedman (2004) concluded 

that firms wanting to avoid reporting an earnings decrease are most likely to use non-

recurring items in order to achieve this objective.  

 

In examining the relation that characterises market value of equity as a linear function 

of earnings and book value, Collins, Pincus and Xie (1999) found that the slope 

coefficient for profit firms is positive and significant, and is significantly greater than 

for loss firms. Additionally, they found that adding book value to the earnings-market 

value relation changes the slope coefficient for the loss firms from being significantly 

positive to slightly significant, but often insignificant. One interpretation of their 

findings is that losses contain a greater transitory component, and are therefore priced 

with a lower multiple. Exploring the differences in the characteristics of profit and loss 

firms, Beaver, McNicols and Nelson (2003) found property-casualty insurers with small 

profits significantly understate the claim loss reserves relative to insurers with small 

profits; this evidence is consistent with managing earnings to avoid a loss. 
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Other studies have also developed tests to examine earnings management around 

earnings thresholds. For example, Dechow et al. (2003) examined the discretionary 

accruals of firm-years with earnings just above and just below zero in order to test 

whether firms manage earnings to avoid losses. Their results indicate firms with small 

positive earnings have positive discretionary accruals, but that these accruals are not 

significantly greater than the discretionary accruals of firms that have small negative 

earnings. They concluded that their findings are “inconsistent with the joint hypothesis 

that our discretionary accrual model detects earnings management and that the kink is 

caused by earnings management” (Dechow et al., 2003, p. 3).  

 

Although prior studies have found evidence of earnings management to avoid losses 

and earnings decreases, the mixed nature of the evidence leaves open the cause of the 

discontinuity (Beaver et al., 2006). In contrast to the studies presented, a growing body 

of literature questions the assumption that the distribution of earnings before 

manipulation is smooth. These studies have contended that there are plausible reasons 

other than earnings management for the observed discontinuity (see, for example, 

Beaver et al., 2006; Durtschi & Easton, 2005). Beaver et al. (2006) contended that the 

magnitude of the discontinuity in the distribution of earnings and earnings changes has a 

substantial nondiscretionary component, and therefore should not be used by 

researchers as a proxy for the intensity of earnings management. Rather, Beaver et al., 

(2006) suggested the behaviour of nondiscretionary earnings components can induce a 

discontinuity in the distribution of earnings, and that it is this behaviour that explains 

much of the difference in the frequency of small profits and small losses. They also 

observed that losses tend to be more transitory in nature whilst profits are more 
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persistent.  They further claimed that the asymmetric treatment of income taxes and 

special items for firms making a profit versus firms that make a loss (for instance, loss 

carry-forwards) explains a large proportion of the discontinuity in the distribution of 

earnings. Their empirical tests show that approximately two-thirds of the discontinuity 

in the earnings distribution is due to the differential effects that special items and taxes 

have on the earnings of profit and loss firms. 

 

Durtschi and Easton (2005) also challenged the notion of the discontinuity in the 

distribution of earnings being due to earnings management.  However, they did so from 

a very different standpoint to the extant literature. Prior studies documenting a 

discontinuity in the earnings distribution have used the frequency distribution of 

deflated earnings levels and the frequency distribution of the deflated change in 

earnings (see, for example, Beaver et al., 2006; Burgstahler & Dichev, 1997; Dechow et 

al., 2003). In contrast, Durtschi and Easton (2005) examined the frequency distributions 

of both basic and diluted earnings per share, and, interestingly, did not find a 

discontinuity in the distributions. Their evidence indicates the discontinuity at zero is 

due to the presence of a significant pricing difference between firms that report profits 

and those that report losses. Their results show the median price for firms reporting a 

one-cent loss is $0.25, compared with a median price of $1.31 for firms that report a 

one-cent profit. Because profit firms are being deflated by a price that is very different 

from the price deflator used for loss firms, it is plausible that the observed discontinuity 

in the distribution is caused by deflation rather than earnings management, as is claimed 

in the extant literature. 
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An alternative explanation of the discontinuity in the distribution of earnings is the 

conservatism principle. That is, the asymmetric treatment of gains and losses would 

contribute to the discontinuity. Consistent with the conservatism implication of early 

recognition of losses and delayed recognition of gains30, Basu (1997) documented an 

asymmetric relation between net income and current and lagged returns. Using 

measures based on the response of accounting earnings to bad news relative to good 

news, Basu (1997) found net income to be more sensitive to negative returns, due to the 

increased probability of an impairment write-down when returns are more negative. 

 

In summary, there appear to be two schools of thought in regard to the observed 

discontinuity in the earnings distribution around zero. The observed discontinuity could 

reflect earnings management; or the observed discontinuity could reflect conservatism 

through the asymmetric treatment of gains and losses. The next section discusses 

earnings management in the context of analysts’ forecasts. 

 

3.5.3 Earnings Management in the Context of Analysts’ Forecasts 

Empirical research supports the notion that corporate managers are no longer “passive 

observers”, but rather “active players” when it comes to the objective of meeting the 

market’s earnings expectations (Bartov, Givoly & Hayn, 2002 p. 174). Analysts’ 

forecasts have gained increasing importance as a benchmark for assessing firm 

                                                 
30 Conservative reporting means that accounting transactions that are expected to have an unfavourable 
outcome on a firm’s profit performance are recognised promptly, whereas transactions that are expected 
to affect the firm favourably are deferred, as such earnings reflect bad news more quickly than they 
reflect good news (Givoly, Hayn & Natarajan, 2007). 
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performance31 (Matsumoto, 2002), with the following of companies’ securities by  

financial analysts viewed as having a strong effect on investors’ perceptions and the 

market valuation of firms followed (Gray, 1973; Lev, 1992). Burgstahler and Eames 

(2006) found that the time-series behaviour of earnings is consistent with firms 

managing their earnings to meet analysts’ earnings forecasts. Evidence consistent with 

firms managing their earnings to meet analysts’ earnings forecasts is also provided by 

Kasznik (1999) and Payne and Robb (2000). 

 

Securities and Exchange Commission (SEC) former Chairman Arthur Levitt (1998, p. 

16) asserted that the major reason for the proliferation of earnings management is the 

capital market’s unwillingness to forgive companies that miss their earnings estimates. 

Significant penalties can result for companies that fail to meet the market’s expectations 

in regard to earnings and profitability. Where reported earnings deviate substantially 

from expectations already impounded in a company’s share price, an adverse price 

reaction can result.32  Failing to meet analysts’ expectations can cause large drops in 

share price, and is detrimental to corporations, their managers, and shareholders. 

Repeated earnings surprises can shake investor confidence, thereby raising a company’s 

cost of capital and impeding growth.  

 

Additionally, lawsuits could be filed against management and the board of directors for  

                                                 
31 Burgstahler and Eames (2006) presented evidence that firms are more likely to meet or just beat 
analysts’ earnings forecasts than they are to just miss analysts’ earnings forecasts. Consistent with 
analysts’ earnings forecasts assuming more importance is the fact that the increased frequency of firms 
just beating analysts’ forecasts increased in the 1990s (Brown, 2001; Matsumoto, 2002). 
32 For instance, in October 1994, General Motors announced earnings of 40 cents per share. Whilst this 
represented a significant improvement over the same period in 1993, the company’s share price dropped 
by almost 10% because analysts were expecting higher earnings of 48 cents per share (see Francis, 
Philbrick & Schipper, 1994).  
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failure to disclose bad information sooner (see Francis, Philbrick & Schipper, 1994). 

Managing earnings to achieve market expectations is one way to avoid adverse market 

reactions to earnings disappointments (Robb, 1998).  

 

Empirical evidence presented by Myers, Myers and Skinner (2007) indicated firms 

benefit from earnings management by a greater analyst following, fewer revisions and 

dispersion of analysts’ forecasts, and a reduction in the magnitude and likelihood of 

earnings surprises. Other studies have shown (see for example, Acker, Horton & Tonks, 

2002; Lin, 2002) that classification of earnings increases the informativeness of the 

income statement, thereby improving the accuracy of analysts’ forecasts. As such, the 

motivation often underlying earnings management behaviour by firms is to maximise 

share price, to enhance management’s credibility by being able to meet the expectations 

of the company’s stakeholders, and to avoid litigation costs that can sometimes be 

triggered by unfavourable earnings surprises (Bartov et al., 2002).  

 

The notion that firms manage earnings to align reported earnings to those forecast by 

analysts rests on the assumption that in the absence of earnings management, the 

distribution of earnings surprises is symmetric. Advocates of this view have contended 

that firms with earnings that are likely to come under analysts’ forecasts will manage 

earnings to a level that equals or slightly exceeds those forecast, resulting in zero or 

small forecast errors. Alternatively, if a firm’s earnings are sufficiently above forecasts 

(before earnings management), then firms will “rein in” (see Degeorge et al., 1999) 

earnings in order to report small rather than large positive earnings surprises, resulting 

in a disproportionately large number of zero or small positive earnings surprises. 
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Conversely, when analysts’ forecasts are unattainable, firms will take a big bath; that is, 

firms will manage earnings further downwards so as to build up an accounting reserve. 

This inferred tendency of firms to take a big bath rather than just fall short of analysts’ 

forecasts leads to a disproportionately small number of negative earnings surprises (see 

Brown, 1997). 

 

Degeorge et al., (1999) showed managers try to avoid reporting earnings that miss 

analysts’ forecasts, whilst Burgstahler and Eames (2006) provided evidence of 

managers’ influencing analysts’ forecast revisions so as to avoid negative earnings 

surprises and that the time-series behaviour of earnings reflects companies attempts to 

manage earnings in order to meet analysts' forecasts. Furthermore, Burgstahler and 

Eames (2006) documented that firm-years in the zero-forecast-error33 category display 

more positive earnings management than firm-years in the adjacent categories.  Payne 

and Robb (2000) found that firms use income-increasing abnormal accruals when their 

pre-managed earnings fall below analysts’ forecasts to meet or beat the forecast.  

 

Prior studies have also explored whether there has been a temporal shift in the incidence 

of meeting earnings expectations. Richardson, Teoh and Wysocki (1999) provided 

evidence of a temporal decline in the extent to which reported earnings fall short of 

analysts’ forecasts, although less optimistic analysts’ forecasts is an alternate 

explanation. Similarly, Brown (2001) in examining managerial behaviour and the bias 

in analysts’ forecasts provided evidence of a temporal shift in the hierarchy of reported 

earnings and forecasts. Brown (2001) found a disproportional number of cases in recent 

                                                 
33  An earnings forecast error is typically computed as the difference between actual earnings per share 
and a measure based on analysts’ forecasts (Schipper, 1991). 
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years where earnings per share were only slightly (that is, a few cents per share) above 

analysts’ forecasts and an increase over the years where actual earnings per share were 

exactly in line with the targeted analysts’ forecasts. He found in the first instance there 

had been a shift from firms failing to meet analysts’ forecasts, which was overtaken by a 

concentration of firms falling exactly in line with forecasts to the more recent scenario 

where firms report earnings higher than forecasts. Specifically, Brown (2001) 

documented that early in his sample period (1984-1990) the median earnings surprise 

was generally slightly negative. In the middle years (1991-1993) the median earnings 

surprise was zero and this then became slightly positive at the end of the sample period 

(1994-1999). This trend seems to have continued with Matsumoto (2002) reporting that 

the frequency of firms meeting or exceeding analysts estimates has increased 

significantly over time, inferring a greater emphasis on avoiding negative earnings 

surprises.  

 

Adding to this body of literature, Bartov et al. (2002) examined the extent to which 

earnings forecast revisions and earnings surprises are consistent with expectations 

management34 or earnings management. Using a sample of over 150,000 quarterly 

earnings forecasts made during a 15-year timeframe (i.e. 1983 to 1997), Bartov et al. 

(2002) established that in recent years there has been a trend of companies meeting or 

beating analysts’ estimates, and a marked decrease in the proportion of unfavourable 

earnings surprises. This trend is common to all four of the quarterly reporting periods as 

                                                 
34 Expectations management takes place when management purposefully dampens analysts’ earnings 
forecasts to produce a positive earnings surprise (or avoid a negative earnings surprise) upon the earnings 
release. However, the earnings management phenomenon involves using accrual accounting in order to 
either align reported earnings to forecasts, or to increase earnings compared to those forecast.  
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 well as the annual period, and is observed for both large and small firms. Their sample 

shows the proportion of unfavourable earnings surprises dropped from approximately 

48% in the years 1983 to 1993 to a lower 31% for the more recent period of 1994 to 

1997. Over the same sub-periods, the relative frequency of meeting earnings 

expectations increased from 12% to 19%, and the relative frequency of beating earnings 

expectations increased from 40% to 50%. Their primary finding showed firms are 

rewarded for meeting or beating analysts’ forecasts, with the average return for quarters 

associated with a positive earnings surprise being significantly higher (by almost 3%) 

than those quarters ending with a negative earnings surprise. It can be inferred from 

their results that there is a reward (penalty) for beating (failing to meet) analysts’ 

forecasts, and that this reward is independent of the market’s valuation of the earnings 

level. Furthermore, their results show that the reward for meeting or beating analysts’ 

forecasts is only slightly reduced when earnings appear to have been managed, and that 

investors do not overreact to earnings surprises (see, for example, DeBondt & Thaler, 

1990). In testing for alternate explanations for the premium, Bartov et al. (2002) also 

examined the abnormal return over both a short window (the following quarter) and 

longer windows (up to three years following the earnings announcement), and found no 

reversal of the abnormal return.  

 

The earlier, but related study by Kasznik and McNichols (1999) also provided evidence 

consistent with companies managing their earnings so as to meet analysts’ forecasts. 

They found firms that consistently meet earnings expectations benefit by way of a 

valuation premium, and that companies that meet or beat earnings expectations report 

higher earnings in future periods.   
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Recognising the distributions of profit and loss earnings surprises differ fundamentally, 

Brown (2001) dichotomised earnings into profits and losses. As discussed earlier in this 

section, Brown (2001) found a three-fold shift when the sample was analysed as a 

whole, namely moving from failure to meet analysts’ forecasts; to meeting analysts’ 

forecasts exactly; to beating the analysts’ forecasts. However, this hierarchy is not 

indicative of the sample when the sample is partitioned on the sign of the earnings, be 

they profits or losses. Rather, when the sample is dichotomised, profit firms display 

different characteristics to loss firms. The median earnings surprise for profit firms 

moves temporally from zero to one cent per share, inferring there has been a shift from 

just meeting analysts’ forecasts to just beating them. In contrast, for loss firms, the 

median surprise moves temporally from almost –33 cents per share to zero, revealing a 

change in priority from failing to meet analyst forecasts by a large amount to coming in 

line exactly. This is consistent with the conjecture of Degeorge et al. (1999) that 

meeting or beating analyst forecasts is of less importance for loss firms.  

 

Although Brown (2001) did not state whether his findings are the result of earnings 

management or earnings guidance, his results suggest profit-reporting firms may tend to 

manage earnings upward to meet or beat analysts’ forecasts, as firms reporting profits 

have already met at least one earnings hierarchy threshold (the avoidance of losses), and 

possibly a second threshold (meeting last years’ reported earnings). As such, managers 

of profit-reporting firms may adopt this strategy in the belief that their firms will incur a 

higher cost of not meeting analysts’ forecasts than managers of loss-reporting firms. 
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Extending Brown’s (2001) study, Barua, Legoria and Moffitt (2006) investigated 

whether the likelihood of meeting or beating analysts’ forecasts is driven by the use of 

more income-increasing abnormal accruals by profit firms as compared with loss firms. 

After controlling for earnings performance and the opportunity to use abnormal 

accruals, their results are indicative of profit firms that just meet or beat analysts’ 

forecasts using income-increasing abnormal accruals, whilst loss firms that just meet or 

beat analysts’ forecasts use income-decreasing abnormal accruals. Interestingly, they 

observed contrasting firm behaviour in the presence of extreme negative forecast 

surprises between profit and loss firms. Consistent with the “big bath” theory, they 

found loss firms with extreme negative forecast surprises employ income-decreasing 

abnormal accruals. However, contrary to “big bath” theory, profit firms with extreme 

negative forecast surprises are also found to use income-increasing abnormal accruals. It 

is possible then that managers of profit firms with extreme negative forecast surprises 

place a higher priority on increasing the current period’s reported profits (perhaps to 

meet some other threshold or enhance job security), rather than reserving earnings that 

can then be used in managing future earnings.  

 

Whilst the extant literature interprets the predominance of zero forecast errors and small 

positive forecast errors as evidence of earnings management in the context of meet or 

beat analysts’ forecasts, Durtschi and Easton (2005) contended that reasons other than 

earnings management could explain the observed discontinuity in the distribution of 

analysts’ forecast errors. They took a different standpoint again from prior studies, in 

that they reinterpreted the same evidence from the stance of analysts’ optimism35, and 

                                                 
35  Optimistic forecasts generate a negative forecast error; a pessimistic forecast generates a positive 
forecast error. 
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documented a tendency for analysts’ forecast errors to be much greater when they are 

optimistic than when they are pessimistic. 

 

In summary, firms that meet or beat analysts’ earnings forecasts reap higher returns and 

command higher share prices (Bartov et al., 2002; Kasznik & McNichols, 2002; Lopez 

& Rees, 2002). Therefore, the prominence of earnings information to investors’ 

evaluation of a firm’s performance makes the forecasting of corporate earnings an 

essential product for the investing community (Beaver, 1998).  

 

Recall from Chapter Two that abnormal items are similar in nature to special items as 

reported in the U.S. As such, the following section extends the discussion of earnings 

management to the context of the special items literature, as it is from the special items 

literature that the theoretical underpinnings for the use of abnormal items to manage 

earnings are drawn.  

 

3.6 Managing Earnings with Special/Abnormal Items 

 

Having presented a discussion of the earnings management literature in the previous 

sections, this section focuses on the implications of earnings management as it pertains 

to special items and its application thereof to abnormal items. 

 

3.6.1 The Focus on Earnings Before Special/Abnormal Items 

The permanent and transitory components of earnings have long been recognised in the 

academic and professional literature as important signals of earnings quality that are 
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useful for assessing firms’ future results and cashflows (Beaver, 1998). Empirically if 

the permanent and transitory components of earnings are deemed to have differing 

earnings implications then the earnings response coefficient (ERC)36 should report a 

different level of response for different earnings components. Research finds that firms 

with transitory earnings do report lower earnings response coefficients than firms with 

permanent earnings (see for example, Donnely and Walker, 1995; Schadewitz, 1996). 

Special items are typically viewed in the literature as earnings of a transitory nature 

(Elliott & Hanna, 1996). Capital market participants must also view special items as a 

signal of earnings quality as “in fact, most earnings announcements in the Wall Street 

Journal and in press releases identify special items explicitly” (Elliott and Hanna, 1996, 

p. 144). 

 

Similarly, in Australia, the financial press typically referred to earnings before abnormal 

items when reporting on firm’s performance. Saunders (1999, p. 4) raised the question 

“why do companies like classifying items as abnormal? After all, eventually all profits 

and losses are reflected in the bottom line”. The preponderance for classifying items as 

abnormal items may be in part because analysts generally use earnings per share before 

abnormal items when formulating their buy and sell recommendations (Saunders, 1999) 

suggesting abnormal items are transitory in nature and hence are not relevant when 

determining a firm’s future cash flows. The higher a company’s reported earnings per 

share before abnormal items the more likely buy recommendations will be issued, 

contributing to an increase in firm value (McLean, 1999; Saunders, 1999). Difficulty in 

                                                 
36  The earnings response coefficient (ERC) is a measure that captures the strength of the market’s 
response to unexpected earnings. In the accounting literature it is the dollar amount of the change in a 
company’s share price in response to a change of one dollar in accounting earnings per share (Brown, 
1994). 
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estimating abnormal items could also be a contributing factor as to why analysts focus 

on earnings before abnormal items. The preponderance with reporting earnings before 

abnormal items continued even after the term “abnormal items” was removed from the 

accounting standards, where the financial press argued that although one-off items 

would no longer be called abnormals, analysts would still run models with pre and post-

abnormals as clients wanted to know which charges were non-recurring (Schulze, 2001, 

p. 19) and hence could be differentiated from core earnings.  

 
 U.S. research presents evidence consistent with firms’ management opportunistically 

classifying core expenses as special items to enhance “core” earnings. For example, 

McVay (2006) presented evidence that is consistent with management opportunistically 

“shifting” expenses from core expenses to special items. The classification of core 

earnings as special items is consistent with the intra-period classificatory form of 

earnings management as discussed in sub-section 3.4.2. This shifting of expenses is 

consistent with the notion of firms classifying earnings into individual components in 

order to manage the perceived quality of earnings; that is, the persistent nature versus 

the transitory nature of earnings. Similarly, abnormal items can be used to manage the 

intra-period classification of earnings between earnings before abnormal items and 

earnings after abnormal items. 

 

As special items are commonly interpreted in the literature as transitory or sometimes in 

special cases as inter-period transfers, Burgstahler et al. (2002), in predicting the effects 

of special items to be substantially different from the properties of aggregate earnings, 

also argued that the characteristics of special items are empirically related to their sign. 

That is, the transitory prototype best describes positive special items on average, whilst 
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the inter-period transfer prototype best describes negative special items. In this regard, a 

number of empirical studies have inferred that share prices reflect the differing 

implications of positive special items compared to negative special items. These studies 

have partitioned special items on the sign of special items and explore whether the 

earnings properties of positive special items differ from negative special items, and are 

discussed in the following section. 

 

3.6.2 Positive Versus Negative Special Items 

Whilst firms report both positive and negative special items, Elliott and Hanna (1996) 

found that the distribution of special items is asymmetric, showing the reporting of 

negative special items exceeds the reporting of positive special items for the majority of 

their sample.37 They documented that during their sample period (1975-1994) there was 

an increasing frequency of firms reporting special items both positive and negative.38 

Interestingly, they noted that during this period the frequency of negative special items 

was up to three times higher than the frequency of positive special items, and that the 

divergence had increased. Moreover, they noted that (using 1994 as an example) the 

distribution of special items, as a percentage of beginning-of-period total assets, had a 

mean of –1.01%. For the 5th and 95th percentiles the mean was –4.15% and 0.32% 

respectively.  

 

Three possible explanations for this phenomenon were offered by Elliott and Hanna 

(1996). Firstly, the increased frequency of negative special items, compared to positive 

                                                 
37 Diagrammatic presentation of this asymmetry is presented in Elliott and Hanna (1996), Figure 1, p. 
138. 
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special items, could be a reflection of earnings management whereby firms report 

charges in such a manner so that the charge will be classified as a special item. This 

strategy may reflect management’s attempts to minimise the negative consequences of 

making such charges to earnings.  Secondly, events that give rise to positive special 

items possibly occur less frequently and are smaller in magnitude than negative special 

items. Thirdly, this asymmetric treatment of special items could be a reflection of the 

conservatism principle as it applies to accounting.  

 

Conservatism results in the amount of income-decreasing accruals that a firm typically 

raises in a given accounting period being greater in magnitude than the amount of 

income-increasing accruals. The asymmetric treatment of special items is evident where 

Lim (2001) documented that the majority of special items are negative charges with a 

mean (median) of –1.81% (-0.36%) of price. He also interpreted this as reflecting the 

conservative nature of accounting, in that firms can make large discretionary write-

downs, but assets on the other hand cannot be written up. Moreover, the increased 

frequency of negative special items compared to positive special items could be a 

reflection of conservative accounting treatment where the materiality threshold adopted 

by management is higher for positive special items than that adopted for negative 

special items. Interestingly, Gu and Chen (2004) suggested that conservative reporting 

is often achieved by way of firms using special or other non-recurring items.  

 

                                                                                                                                               
38 The extent to which the increase in special items is attributable to changes in economic events, 
management reporting discretion or that of Compustat classification discretion is not discernible 
(Burgstahler et al., 2002). 
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Although their study did not address positive special items,39 Elliott and Hanna, (1996, 

p. 142) reported that positive special items are fairly common and arise primarily from 

the sale of assets, subsidiaries and investments. They chose not to explore the reporting 

of large positive special items because of the difficulty in interpreting the economic 

implications of positive special items resulting from the disposal of assets. For example, 

if a firm sells assets as part of a last-minute attempt to raise funds resulting in a large 

gain on the asset’s disposal, and if the unrecognised gains were known to exist prior to 

the sale of the asset, then there is very little “good” news to be conveyed when the gain 

on sale is ultimately realised. They did, however, conduct a search for positive special 

items that represented the explicit reversal of prior negative special item provisions, to 

identify whether there is evidence of “opportunistic overprovision” as an offset to the 

gain on sale.40  They found only five cases where the positive special item provision 

represented the explicit reversal of a prior negative special item provision and then the 

provision reversal as a percentage of the prior provision ranged from a mere 2% to 32%. 

However, they did find many instances of successive restructuring provisions that were 

an explicit extension of a provision raised in the prior financial periods. 

                                                 
39 The object of Elliott & Hanna’s (1996) study was write-offs.  
40 Cameron (1998) provided anecdotal evidence of this strategy being used by Australian listed firms 
where she documented: the annual reports for Coles Myer for 1992 disclosed an abnormal gain of $40.5 
million on the sale of a shareholding offset by an abnormal loss from an accelerated programme of store 
refurbishments and business restructuring of $40.3 million. Futuris disclosed an abnormal provision for 
diminution of non-current assets in its 1991 annual report followed by a provision write-back of the same 
description in 1992. Then, in 1993 an abnormal provision for diminution was again raised. Further, in this 
same year, 1993, provisions raised and reversal of provisions of $2,383 million offset abnormal profits on 
non-current assets sales of $2,383 million. It should be stressed that these noted observations were for 
abnormal items that were virtual offsets for the same dollar amount. Cameron (1998) observed many 
instances of provisions raised coupled with provision reversals for dissimilar amounts within the same 
reporting period.     
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Management could use special items in the form of write-offs to strategically 

accomplish earnings management objectives. If a firm’s management perceives that 

investors emphasise earnings before special items rather than net earnings, or if 

management compensation is based on earnings excluding the effect of write-offs41 (i.e. 

quarantined from losses), then managers may be motivated to either “smooth” earnings 

or alternatively “take a bath” (Elliott & Hanna, 1996, p. 154). Alternatively, as Schipper 

(1989) suggested, in some circumstances earnings management may be used to increase 

the information content of earnings. Elliott and Hanna (1996, p. 145) found that when a 

firm reports its first write-off the level of earnings before special items reduces sharply, 

then, as a firm reports a sequence of subsequent write-offs, both the mean and median 

earnings before special items tend to decline. This trend could be interpreted as inferring 

that write-offs are more common in difficult economic times, or write-offs are being 

timed in accordance with the concept of “taking a bath”. 

 

Consistent with prior research, Burgstahler et al. (2002) documented that their initial 

sample of firms reported more negative special items (in terms of frequency) than 

positive special items when the year was taken as a whole. Negative special items 

accounted for 63% of reported special items, compared to 37% reported as positive 

special items. More specifically, the Burgstahler et al. (2002) findings reveal that 

positive special items are largely, but not entirely transitory, based on evidence that 

positive special items are followed on average by a smaller, non-zero amount of 

earnings of the same sign in subsequent quarters, inferring that a small portion of an 

                                                 
41 Dechow et al., (1994) reported that many management compensation plans based on earnings protect 
managers from the impact of special items. More recently Adut, et al. (2003) reported evidence that the 
degree to which CEOs’ compensation is shielded from restructuring charges is associated with the CEOs’ 
length of tenure. 
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earnings innovation persists over subsequent quarters. In contrast, negative special 

items are followed by earnings of the opposite sign in subsequent quarters. This result is 

consistent with the notion that negative special items may sometimes represent the shift 

of an expense from future periods into the current period that has the resultant effect of 

reducing income in the current period but increases income in future periods. Moreover, 

it may indicate that negative abnormal items provide a firm’s management with more 

latitude to exercise discretion in determining whether to disclose a transaction as a 

special item, and the amount to recognise as a negative special item. Complementing 

the work of Burgstahler et al. (2002), Ertimur, Livnat and Martikainen (2003) found 

revenue surprises are more persistent than expense surprises, suggesting that expense 

surprises contain more noise due to the aggregation of heterogeneous expenses/charges. 

 

Kinney and Trezevant (1997) examined the different disclosure treatment of negative 

special items versus positive special items to manage earnings and users’ perceptions. 

They found that negative (income-decreasing) special items are more likely to be 

disclosed as a separate line item on the income statement as opposed to positive 

(income-increasing) special items.42 Their results infer that firms attempt to manage 

investors’ perceptions by using a different disclosure treatment for negative special 

items versus positive special items. When firms recognise income-decreasing special 

items, firms display these special items as a separate line item on the income statements 

in order to strategically emphasise the transitory nature of the negative earnings effect 

                                                 
42 Kinney & Trezevant (1997, p. 50) documented that for their sample firms, 86% disclosed income-
decreasing special items and 61% disclosed income-increasing special items as a separate line item on the 
income statement. Of the income-increasing special items 39% were disclosed only in the notes to the 
financial statements compared to 14% of income-decreasing special items; this difference is statistically 
significant. 
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brought about by the recognition of these special items. In contrast, positive special 

items are relegated to a footnote disclosure in the financial statements in order to play 

down the transitory nature of the income-increasing effect that these positive special 

items have had on the current period’s reported earnings (Kinney & Trezevant, 1997).  

They also found that firms experiencing large positive earnings changes are more likely 

to recognise negative special items, which is consistent with smoothing income, and 

firms with large negative earnings changes display “taking a bath” behaviour. 

 

In summary, studies commonly view negative special items as transitory and positive 

special items as not as transitory as negative special items; that is, positive special items 

are more persistent than negative special items. This has implications for financial 

analysts when estimating a firm’s future earnings. Firstly, when estimating a firm’s 

future earnings, analysts need to adjust for special items by allocating them to the 

appropriate years. Secondly, analysts should take great care when analysing a firm’s 

footnote disclosure of special items (Kinney & Trezevant, 1997). The influence of 

special items on earnings forecasting is reviewed in the following section. 

 

3.6.3 Implications of Special Items for Analysts’ Forecasts 

Financial analysts have particular interest in a firm’s underlying or sustainable earnings 

because when forecasting a firm’s future earnings the analyst is interested in 

components of earnings that are expected to persist.  When making forecasts of future 

firm performance financial analysts exclude the effects of discontinued operations or 

extraordinary items, due to the non-recurring nature of such events. However, 

determining the persistence of special items can be more problematic because some 
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special items appear to be an isolated or one-off event, whilst other special items have 

implications for a firm’s future performance (Elliott & Hanna, 1996). Skantz and Pierce 

(2000) suggested that empirical research has given little attention to whether the object 

of analysts’ forecasts is permanent earnings or permanent earnings plus transitory 

earnings. Skantz and Pierce (2000) found that when earnings are affected by a non-

recurring loss, earnings forecasts sometimes include and sometimes exclude the non-

recurring loss. However, their study is limited to examining only asset restructuring 

losses and therefore their results cannot be generalised to all non-recurring or special 

items.  

 

The literature reports that financial analysts typically interpret special items as being a 

transitory form of earnings and therefore they should not affect their assessment of a 

firm’s future earnings (see, for example, Hanna, 1999; Kinney & Trezevant, 1997). Yet 

analysts’ practices vary in regard to the inclusion or exclusion of earnings reported as 

special items. For example, analysts’ treatment of write-offs reported as special items 

varies when they are determining earnings forecasts (Barnhart, 1996). Difficulty then 

arises in deciphering whether accounting events such as multiple write-offs are a set of 

discrete events that can be ignored safely by the financial markets when estimating 

future earnings or whether multiple repeated write-offs are indicative of an 

interconnected series of accounting events (Black et al., 2000). For example, firms 

experiencing multiple write-offs may be valued differently from other firms creating 

differing incentives to manage earnings. The difficulty in determining the degree to 

which earnings classified as special items are likely to persist could be a contributing 

factor to analysts’ forecast bias and forecast errors. 
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Hanna (1999) found that the dispersion of analysts’ earnings forecasts, accuracy and 

bias are all impacted by the presence of large non-recurring accounting transactions. 

Using a sample of 22,539 firm-quarters, Hanna (1999) found that the dispersion of 

analysts’ earnings forecasts increases in fiscal quarters surrounding those quarters in 

which large non-recurring accounting events are present. He also noted a decrease in the 

accuracy of analysts’ forecasts coupled with an increase in the optimistic bias that is 

inherent in analysts’ forecasts. Hanna (1999) documented that this result holds not only 

for the fiscal quarters in which a non-recurring item is reported but that the effect is also 

present in the proximate fiscal quarters. This effect can be viewed as evidence of the 

uncertainty that analysts face in attempting to unravel the impact of non-recurring items 

in estimating future earnings.  

 

Dechow et al. (2003) contended that one earnings management technique to beat analyst 

forecasts is through the use of special items by way of the selling off of fixed assets, 

thereby reporting unusual gains at the end of the financial year. Dechow et al. (2003) 

found an unusual level of special items for firms avoiding losses and for firms reporting 

zero forecast errors.  More specifically, they found that benchmark beaters report more 

positive special items relative to all other firms reporting small losses; and that zero 

forecast error firms tend to report fewer negative special items relative to other firms. 

Furthermore, for their sample of small profit firms, even though benchmark beaters 

appear to use positive special items to avoid reporting losses (to get them across the 

line), special items for the sample of profit firms are on average negative overall. More 

recently, Beaver et al. (2006) reported that special items are more negative, on average, 
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for loss firms than profit firms, with 53% of loss firms reporting special items, of which 

83% are negative, compared to only 29% of profit firms, of which 56% are negative. 

 

In summary, whilst the literature has suggested financial analysts interpret special items 

as a transitory form of earnings, the inclusion of special items in the forecasting process 

varies among analysts. Furthermore, the presence of non-recurring accounting events 

appears to lead to an increase in forecast errors together with an increase in the inherent 

optimistic bias present in analysts’ forecasts. 

 

3.7 Conclusion 

 

The focus of this thesis is on earnings management in the context of abnormal items. 

This chapter has presented an overview of the earnings management literature, 

including how earnings management is defined; the contrasting views of how earnings 

management is perceived; the methods used to manage earnings; and the incentives 

driving earnings management. Whilst earnings management has been variously defined 

in the literature, the underlying inference of earnings management is that earnings 

management relates to actions taken by the firm in regard to financial reporting to 

external stakeholders. The role of managerial accounting discretion in applying GAAP 

was discussed, as it is the managerial discretion afforded by GAAP that allows 

managers to manage earnings within the confines of generally accepted accounting 

principles. The two schools of thought in regard to the acceptability of earnings 

management were then presented. Earnings management is considered by some scholars 
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to benefit shareholders if it benefits the company, whereas others condemn earnings 

management as unacceptable practice. 

 

Three methods by which earnings can be managed were presented. Firms can manage 

earnings by shifting earnings between accounting periods with accruals or deferrals of 

revenue and/or expenses; by classifying earnings as part of core earnings or non-core 

earnings; and by delaying or accelerating the timing of transactions.  Earnings targets 

and the incentives that firms have to meet earnings targets were discussed. Evidence 

was presented from empirical research which found earnings targets include: meeting 

the prior year’s earnings; meeting market expectations in the form of analysts’ forecasts; 

and avoiding the reporting of losses, earnings decreases and earnings disappointments. 

Incentives to manage earnings included a discussion of earnings management in three 

contexts: to maintain smooth growth in reported earnings; to avoid reporting losses and 

earnings decreases; and to manage earnings to analysts’ forecasts. Then, given the 

similarity of abnormal items to special items, a discussion of the U.S. literature 

pertaining to special items was presented, coupled with evidence from the literature as 

to asymmetry in positive and negative special items. Finally, the implications that 

special items have for financial analysts in their forecasting process were presented. The 

following chapter develops the hypotheses to be tested in this thesis. 
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CHAPTER FOUR 

HYPOTHESIS DEVELOPMENT 

 

 This thesis examines whether earnings classified as abnormal items were used as an 

earnings management tool to manage earnings to meet earnings benchmarks. In 

examining abnormal items for earnings management, it is predicted that the incidence 

and amount of reported abnormal items are associated with three earnings benchmarks, 

which are: the level of current period earnings, the annual change in earnings, and 

analysts’ earnings forecasts.  

 

 The literature has suggested that there is a hierarchy of earnings management 

objectives and that the earnings target being managed may vary depending on the 

desired outcome that a firm’s management wants to achieve. For example, the pre-

determined target could be one set by management, a forecast made by analysts, or an 

amount that is consistent with a smoother, more sustainable earnings stream (Mulford & 

Comiskey, 2002). As discussed in Chapter Three, abnormal items are akin to special 

items reported in the U.S. In the context of prior research on the use of special items to 

manage earnings, this chapter develops hypotheses that will be tested for earnings 

management using abnormal items. These hypotheses draw on the analysis as presented 

in the broad context of the incentives motivating earnings management and the use of 

special items/abnormal items to manage earnings as presented in Chapter Three.  
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4.1 The Frequency of Reported Abnormal Items 

 

Recall from Chapter Two that the increased reporting of abnormal items attracted the 

attention of the Australian regulatory bodies including ASIC. Issues raised by ASIC 

included concerns that many entities provided insufficient information for financial 

statement users to be able to determine the nature of items that were reported as 

abnormal; and that expenses were classified as abnormal even though they were part of 

the normal operating activities of an entity and that they were of a similar size from year 

to year (McCahey, 1999b, p. 72). These criticisms suggested that companies were 

opportunistically classifying items as ‘abnormal’ to influence users’ perceptions about 

their earnings. Just as abnormal items drew the regulator’s attention, so, too, did the 

increased frequency with which special items were reported in the U.S. attract the 

attention of the U.S. regulators. For example, the Emerging Issues Task Force (EITF 

No. 94-3) saw fit to clarify the nature of earnings classified as a special item. The 

increased attention by the U.S. regulators was due to the increased frequency with 

which special items were being reported (Elliott & Hanna, 1996). The study by Elliott 

and Hanna (1996) found that whilst there were fewer than 200 firms (or 5% of 

Compustat firms) reporting special items in the form of write-offs in 1975, this 

increased to 800 firms in 1985 (or 14% of Compustat firms) reporting write-offs as 

special items, and this increased again to more than 1,200 firms reporting special item 

write-offs in 1993 (or 21% of Compustat firms). 

 

Similarly, in Houghton’s (1994) study of Australian companies, the number of reported 

abnormal items doubled in the reporting periods immediately following the definitional 
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change to extraordinary items (1990 and 1991). The decrease in the reporting of 

extraordinary items, coupled with the concurrent increase in reporting abnormal items, 

infers abnormal items may have replaced extraordinary items for the purpose of 

earnings management. Given the increase in the frequency of the reporting of special 

items in the U.S., and the curtailment of extraordinary items under Australian 

accounting standards a similar increase in the frequency of reported abnormal items is 

predicted. It is therefore hypothesised:43 

 

H1: There is an increase in the frequency of abnormal items reported by firms 

between 1994 and 2000. 

 

4.2 Positive Versus Negative Abnormal Items  

 

Extant U.S. research finds an asymmetric treatment of special items; that is, whilst firms 

report both positive and negative special items, the distribution of special items is 

noticeably asymmetric in that firms are reporting more negative special items than 

positive special items (see, for example, Beaver et al., 2006; Burgstahler et al., 2002; 

Elliott & Hanna, 1996; Kinney & Trezevant, 1997; Lim, 2001). For example, 

Burgstahler et al. (2002) reported that 63% of sample firms’ special items were negative 

compared to 37% being positive. The earlier study by Elliott and Hanna (1996) 

documented an increase in the frequency of firms reporting negative special items, and 

that the frequency of negative special items reported is up to three times higher than the 

frequency of positive special items. Elliott and Hanna (1996) showed a marked 

variation in the mean for special items, implying that firms apply a higher materiality 
                                                 
43 All hypotheses in this thesis are stated in the alternate form. 
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threshold to positive special items than to negative special items. It can also be inferred 

that events giving rise to positive special items occur both less frequently and at smaller 

magnitude than negative special items.  

 

Alternatively, the asymmetric treatment of positive and negative special items may be 

evidence of the application of the accounting convention of conservatism. Recent U.S. 

research presented evidence that implies there has been an increase in reporting 

conservatism by U.S. companies, particularly since the 1980s (Givoly & Hayn, 2002). 

The asymmetric treatment of positive (gains) and negative (losses) items documented in 

the literature may result from the conservative nature of accounting recognition and the 

financial reporting discretion that management can exercise. This arises from 

accounting rules that give management greater scope and discretion to recognise large 

income-decreasing items than large income-increasing items (Abarbanell & Lehavy, 

2002). The convention of conservatism implies that losses are recognised as soon as 

anticipated, whereas gains are not recognised until receipt of the revenue is more 

certain. More importantly, conservatism implies exercise of caution in the recognition 

and measurement of income and assets, and generally suggests early recognition of 

expenses and losses and the deferred recognition of revenues and gains.44 Watts (2003) 

suggested conservatism reflects the asymmetrically higher verification required for 

revenue recognition compared to losses recognition. Interestingly, Ball & Shivakumar 

(2005, p. 87) suggested the primary reason for the asymmetric treatment of gains and 

                                                 
44 An example of the application of conservatism in the Australian reporting environment is shown by the 
following press release for the Australian company Primelife: “Yesterday’s results revealed a $39.4 
million write-down relating to more conservative accounting treatment of the company’s 1200 long-term 
residential aged care contracts. It also revealed a decision not to recognise about $27million in revenue 
and profit on the sale of senior living facilities until payment is received.” (Matterson, 2003, p. 29). 
 



4 HYPOTHESIS DEVELOPMENT 99

losses is that firms’ managers have an “asymmetric incentive to reveal their private 

information”. Alternatively, the increase in reporting conservatism could simply reflect 

the increasingly litigious U.S. environment that seems to have led auditors and company 

management to adopt more conservative reporting.  

 

If conservatism leads to the immediate and complete recognition of negative events and 

the delayed recognition of positive events, it can be argued that the principle of 

conservatism when applied to the reporting of abnormal items would in effect be 

reflected by negative abnormal items being reported at both a greater frequency and a 

larger magnitude than positive abnormal items. It is therefore hypothesised that: 

 

H2a: The frequency of reporting negative abnormal items is greater than the 

frequency of reporting positive abnormal items. 

 

H2b: The amount of negative abnormal items is greater than the amount of 

positive abnormal items. 

 

4.3 Abnormal Items and Earnings Levels 

 

Managements’ objective may not always be to maximise profits, but rather to report 

smooth income streams over the years, which some assert to be rational behaviour on 

the part of a firm’s management (Gordon, 1964; Hepworth, 1953). If shareholder 

satisfaction increases with the growth rate of the firm’s income and the stability of that 

income, management may be motivated, within the latitude allowed by accounting 

rules, to smooth both reported income and the income growth rate (Gordon, 1964). 
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Furthermore, if a managed earnings number is viewed as a better indicator of a firm’s 

expected future earnings and that the volatility of a managed earnings stream is viewed 

as a better index of a firm’s financial risk than an unmanaged stream, then firms may be 

motivated to manage earnings (Mulford & Comiskey, 2002). Indeed, management may 

feel that it is within their responsibility to manage earnings so as to ensure that 

benchmarks set by stakeholders are met and abnormal items were a means of achieving 

this objective. For example, if earnings were somewhat higher than expected, perhaps 

due to a large asset sale, then a discretionary abnormal provision could have been raised 

to counter the profit effect of the asset sale, thereby smoothing out the earnings impact 

brought about by the sale of the asset. Increasing a discretionary provision in the current 

year implies a lower provision at some time in the future. In a subsequent or future 

accounting period where earnings fall below the earnings target, the discretionary 

provision can be reversed either partially or in full.  

 

DeFond and Park (1997) provided evidence of firms managing the level of reported 

earnings. Their findings suggested that when the current period’s level of earnings is 

expected to be low, management will make accounting choices by way of discretionary 

accruals that increase the level of the current period’s reported earnings. On the other 

hand, if the current period’s earnings level is relatively high, then management may 

reduce the level of the current period’s earnings by raising discretionary accruals to 

reduce the level of current period earnings. Similarly, Kinney and Trezevant (1997) 

presented evidence consistent with special items being used to manage reported 

earnings levels. Kinney and Trezevant (1997) argued that as the end of the financial 

reporting period encroaches, managers identify special items that could be recognised 
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near the end of the financial year should the level of pre-managed earnings before 

special items figure be higher/lower than the prior year’s earnings level. In doing so, 

managers estimate the level of earnings before special items. If management’s estimate 

of earnings before special items is well above a pre-determined level, then management 

recognises income-decreasing special items, which allow the use of managerial 

discretion in estimating the timing and/or magnitude of the special item to be 

recognised. Alternatively, where the level of earnings before special items is well below 

the pre-determined level of earnings, then management again recognises income-

decreasing special items consistent with the big bath strategy. 

 

McVay (2006) provided evidence of core operating expenses being classified as special 

items where estimates for her sample of firms showed that approximately 2.2% of 

reported special items are on average actually part of the current period’s “core” 

earnings. Hence, special items in McVay’s (2006) study were used by sample firms to 

manage earnings by way of shifting core expenses to special items, thereby increasing 

the level of the current period’s reported core earnings. 

 

Given the findings where special items in the U.S. are found to be used for managing 

earnings to either minimise, maximise or smooth the level of the current period’s 

earnings, it can be argued that abnormal items could also be used as an earnings 

management tool to minimise, maximise or smooth the current period’s earnings level. 

Where pre-managed earnings before abnormal items were higher than the expected 

level, income-decreasing abnormal items that allowed managerial discretion in regard to 

timing and recognition could be recognised in order to move bottom line earnings closer 
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to the desired level of reported earnings. If pre-managed earnings were below an 

expected level, then discretionary abnormal items could be recognised to increase 

bottom line earnings to the desired level of earnings. On the other hand, if earnings were 

well below the desired level, then abnormal items may have been used to decrease 

earnings to the maximum, thereby “taking a bath”. Given that firms have differing 

incentives to manage earnings and that either or both negative abnormal items and 

positive abnormal items can be used to manage earnings, no direction is predicted for 

the association between abnormal items and earnings levels. Thus, it is hypothesised: 

 

H3a: There is an association between the incidence of abnormal items and the 

level of current period earnings before abnormal items. 

 

H3b: There is an association between the amount of abnormal items and the 

level of current period earnings before abnormal items. 

 

4.4 Abnormal Items and Earnings Changes  

 

As documented in Easton and Harris (1991), Ohlson (1999), and Ali and Zarowin 

(1992), earnings levels and earnings changes have differing valuation implications in 

the presence of transitory items. Just as profit firms versus loss firms display differing 

characteristics and therefore differing incentives to manage earnings, the sign of the 

change in earnings could also be a determining factor in earnings management 

decisions. The magnitude of the change in a firm’s reported earnings from one period to 

the next is likely to influence whether managers engage in earnings management to 

manipulate the reported earnings for the current and future periods. In this vein, Kinney 
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and Trezevant (1997) found that firms with large positive earnings changes are more 

likely to raise large negative special items in order to smooth earnings; whereas firms 

with large negative earnings changes are more likely to recognise negative special 

items, suggesting “big bath” accounting behaviour. 

 

Fudenberg and Tirole (1995, p.77) suggested that managers’ concern about job tenure 

creates incentives for them to manipulate earnings to make the firm’s reported income 

stream less variable. Thus, managers will seek to smooth reported income by boosting 

earnings in poor earnings years and in good performance years they “save” to boost 

earnings in future poorer years. While DeFond and Park (1997, p. 118) argued that a 

firm’s current period performance and expected future period performance relative to 

industry averages are the relevant motivating factors for managers to smooth income, 

they acknowledge that “within-firm longitudinal relative performance” is an alternative 

explanation. Similarly, Godfrey and Jones (1999) suggested that stable but steadily 

increasing trends in earnings are likely to enhance managers’ job security. Thus, 

implicit in the earnings management literature is that the level of current period earnings 

(before manipulation) relative to prior period earnings is an important consideration in 

the earnings management decision. That is, if current period earnings are significantly 

higher or lower than prior period earnings, managers are then likely to recognise 

accruals to mitigate the magnitude of the inter-period change in earnings.  

 

Kinney and Trezevant (1997) presented evidence that is consistent with managers 

recognising special items to mitigate the magnitude of the inter-period change in 

earnings. Their primary findings were that firms with large positive earnings changes 
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are found to recognise large negative special items to smooth the earnings trend. Firms 

with large negative earnings changes recognise large income-decreasing special items 

thereby employing the “take a bath” strategy. As such, just as special items are used to 

move reported earnings closer to the prior year’s earnings to achieve steady growth in 

earnings (see Kinney & Trezevant, 1997), abnormal items may have also been used for 

this form of earnings management.  If earnings including abnormal items was the 

yardstick by which a firm’s performance was measured, and the change in current 

period earnings over the previous period was considered by managers to be too large or 

too small, then abnormal items provided an effective means of adjusting reported 

earnings by virtue of the material effect abnormal items could have on reported 

earnings. Based on the prior research evidence presented and the above arguments, it is 

hypothesised that: 

 

H4a: There is an association between the incidence of abnormal items and the 

change in earnings before abnormal items. 

 

H4b: There is an association between the amount of abnormal items and the 

change in earnings before abnormal items. 

 

4.5 Incentives to Meet or Beat Analysts’ Forecasts 

 

U.S. literature has documented evidence consistent with companies using special items 

to manage their earnings to meet analysts’ forecasts, and that firms which consistently 

meet earnings forecasts benefit by way of a valuation premium, and companies that 

meet or beat earnings expectations report higher earnings in future periods (Kasznik & 
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McNichols, 1999). In this regard, Dechow et al. (2003) found that firms report an 

unusual level of special items when firms are avoiding losses and for firms reporting 

zero forecast errors.  More specifically, they found that firms that beat forecasted 

earnings report more positive special items relative to sample firms reporting small 

losses; and that zero forecast error firms tend to report fewer negative special items 

relative to other sample firms. Furthermore, for their sample of small profit firms, even 

though benchmark beaters appear to use special items to avoid reporting losses, special 

items are on average negative. 

 

Elsewhere the literature argues that firms want to avoid forecast errors so as not to 

disappoint analysts, as firms that disappoint analysts can suffer from the torpedo effect 

(Skinner & Sloan, 1999) where small earnings disappointments can lead to large 

declines in a firm’s share price. Moreover, the literature warns that market participants 

are also averse to large earnings surprises (Kasznik & Lev, 1995; Skinner, 1994), 

especially where reported earnings fall below analysts’ forecasts resulting in negative 

forecast errors. Hence, incentives are provided for firms to meet analysts’ earnings 

forecasts in order to avoid such repercussions. Furthermore, the literature states that the 

avoidance of negative earnings surprises is the most preferred earnings performance 

threshold of firms and has taken preference over avoiding the reporting of losses and 

earnings decreases (Brown & Caylor, 2005).  

 

In Australia, anecdotal evidence has suggested financial analysts focused on earnings 

before abnormal items when evaluating firms’ performance (Saunders, 1999). Several 

factors could account for analysts’ focusing on earnings before abnormal items. A 
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firm’s management may have classified earnings as an abnormal item to signal market 

participants as to the transitory nature of the earnings. Analysts might then have taken 

this as a cue that the earnings classified as abnormal items were transitory and as such 

would add (positive abnormal items) or subtract (negative abnormal items) value only 

to/from current period earnings and hence should not be factored in to expected future 

earnings. Furthermore, abnormal items were, by their nature, abnormal due to their size 

and/or effect on current year’s earnings. Thus, difficulty in estimating abnormal items 

could have also been a contributing factor to why analysts focused on earnings before 

abnormal items. 

 

The focus on earnings before abnormal items by analysts may be what prompted firms 

to voluntarily disclose pre-abnormal earnings per share, and hence may have motivated 

firms to align earnings before abnormal items to those forecast by analysts.45 As share 

prices adjust to information conveyed in analysts’ forecasts, managers may be 

motivated to ensure those analysts’ forecasts and reported earnings are aligned. This 

would avoid earnings surprises, as the market price of a firm’s shares will have 

responded to the forecast issued prior to actual earnings being released, thereby 

minimising share price volatility. Because the firm’s performance has met with market 

expectations, this can have a complimentary effect not only on the perceived 

performance of a firm’s management, but also on the analysts’ professional standing as 

                                                 
45 AASB 1027 (as applying during the study period from 1994 to 2000) did not require disclosure of 
earnings per share (EPS) excluding abnormal items. However, in addition to reporting EPS including 
abnormal items as required by AASB 1027, many firms voluntarily disclosed EPS excluding abnormal 
items as a measure of the firm’s performance. Of the 59 sample firms used in Cameron and Gallery’s 
(2001) study, 22 (37%) voluntarily disclosed EPS excluding abnormal items in addition to the 
requirements of the operative AASB 1027.    
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forecasts are proved accurate, thereby enhancing both the managers’ and analyst’s 

credibility and job security.  Moreover, as stated by a respondent to Graham et al’s. 

(2005, p. 43) survey, the result for firms that miss analysts’ forecasts is that “analysts 

viciously turn on you when you fail to come in line with their projections.”  

 

If earnings before abnormal items exceeded analysts’ forecasts, managers may have 

adopted two of the three earnings management strategies utilising abnormal items (as 

discussed in Chapter Two, Section 2.3) to decrease earnings before abnormal items. 

Revenue items may have been reclassified as abnormal to shift them from earnings 

before abnormal items to earnings after abnormal items, or an expense that might 

otherwise have been reported as abnormal reclassified as not abnormal, thereby shifting 

the expense from earnings after abnormal items to earnings before abnormal items. 

Whilst this strategy of reclassification would have had no effect on the bottom line 

earnings, the objective of aligning earnings before abnormal items with analysts’ 

forecasts is achieved. Conversely, where earnings before abnormal items were below 

analysts’ forecasts, managerial discretion may have been used to report an expense as 

abnormal, enabling the expense to be shifted from earnings before abnormal items to 

earnings after abnormal items, thereby increasing earnings before abnormal items. 

Alternatively, revenue and expense items may have been reported as part of earnings 

before abnormal items, even though they met the definition of abnormal items, enabling 

the revenue (expense) to be reported as part of earnings before abnormal items, which 

had the effect of increasing (decreasing) earnings before abnormal items in alignment 

with analysts’ forecasts.  
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Alternatively, managerial discretion may have been used to increase (decrease) a 

revenue or expense item so that it met (did not meet) the definition of an abnormal item. 

Consider where earnings before abnormal items were below analysts’ forecasts. An 

expense (e.g. doubtful debts) could be increased so as to warrant being reported as an 

abnormal item, thereby transferring the initial expense from earnings before abnormal 

items to earnings after abnormal items and increasing earnings before abnormal items. 

The additional doubtful debt expense raised in this example could then be written-back 

in future periods when earnings before abnormal items were below analysts’ forecasts’ 

thereby providing a cushion for minimising future forecast errors. 

 

Given that pre-abnormal earnings per share is a voluntary disclosure, firms’ 

managements are likely to perceive this performance measure as more informative than 

net earnings per share. The voluntary disclosure of pre-abnormal earnings per share 

suggests managers view the benefits gained from disclosure to outweigh the potential 

disclosure costs. Abnormal items could be used to manage reported earnings before 

abnormal items to minimise deviations between reported earnings and analysts’ 

forecasts, thereby minimising analyst forecast errors. The raising of positive abnormal 

items could mask a negative forecast error, just as the raising of negative abnormal 

items could mask positive forecast errors. Thus, if analysts’ focus was on earnings 

before abnormal items and managers’ objective was to meet analysts’ forecasts, then 

managers could have used abnormal items to manage earnings to minimise the forecast 

error. Whilst it is not possible to directly observe whether managers purposefully 

manage earnings to those forecast by analysts, incentives exist for managers to adopt 

such a strategy. The general assumption, based on anecdotal evidence that firms 
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managed pre-abnormal earnings to analysts’ forecasts has not been empirically tested, 

and is examined as part of this study. If the assumption that firms align earnings with 

forecasts is supported, then incentives arise for firms to align earnings to forecasted 

earnings. Based on the above empirical evidence and arguments, it is hypothesised: 

 

H5a: There is an association between the incidence of abnormal items and 

whether analysts’ forecasts were met. 

 

H5b: There is an association between the amount of abnormal items and the 

magnitude of analysts’ forecast errors.  

 

4.6 Other Factors Associated with Earnings Management  

 

As other firm-specific factors can affect a firm’s accruals (see for example, Francis & 

Wang, 2006), those factors may have also influenced the reporting of abnormal items, 

and thus may affect the hypothesised relationships developed in the preceding sections 

of this chapter. These potential influences are discussed in this section. 

 

4.6.1 Profit Firms Versus Loss Firms  

The literature has argued that there are differences in the characteristics of profit firms 

versus loss firms. For example, Beaver et al. (2006, p. 13) stated “if net income contains 

greater transitory components for loss firms than for profit firms, or if taxes affect profit 

and loss firms differently, the relationship between net income and market value of 

equity will differ for profit and loss firms”. Loss firms have been found on average to 

recognise not only more special items overall to that of profit firms, but loss firms are 
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also found to raise more negative special items relative to negative special items 

reported by profit firms (see Beaver et al., 2006). The asymmetrical earnings-return 

response between profit firms and loss firms suggests that profit firms may have 

different incentives to manage earnings than loss firms (see, for example, Basu, 1997; 

Hayn, 1995). Barua et al. (2006) contended that it is the share price premium associated 

with meeting earnings thresholds (for example, meeting or beating analysts’ forecasts) 

that is the most important incentive for managers to manage earnings and that this may 

lead to different managerial behaviour dependent on whether the firm is to report a 

profit or a loss.  

 

Elsewhere the literature has documented a nonlinear discontinuous earnings-market 

value relation and that the relation between net income and market value differs for 

profit and loss firms (see, for example, Burgstahler & Dichev 1997; Collins & Hribar, 

2000; Hayn, 1995). Furthermore, the distributions of profit and loss surprises 

fundamentally differ (Degeorge et al., 1999), making it appropriate for earnings to be 

dichotomised into profits and losses (Brown, 2001). Research examining earnings 

surprises found dissimilar patterns for profit versus loss firms; managers of profit firms 

attempt to create small positive earnings surprises while managers of loss firms try to 

avoid extreme negative surprises (Brown, 2001; Brown & Higgins, 2001). Profit firms 

are also more likely to meet or just beat analysts’ forecasts than are loss firms (see 

Brown, 2001). Profit firms that just meet or beat analysts’ forecasts use more income-

increasing abnormal accruals compared to loss firms, which use income-decreasing 

abnormal accruals (see, for example, Barua et al., 2006). The characteristics of profit 
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firms versus loss firms may therefore give rise to differences in the use of abnormal 

items by profit firms versus loss firms.  

 

4.6.2 Firm Size 

Empirical evidence has indicated that firms benefit from earnings management by a 

greater analyst following, fewer revisions and dispersion of analysts’ forecasts, and a 

reduction in the magnitude and likelihood of earnings surprises (Myers et al., 2007). 

Larger firms, by virtue of their size and diversity, may be better placed to manage 

earnings to benchmarks. Large firms face greater political costs than small firms (Watts 

& Zimmerman, 1978) and also have more influence on the share market, due to their 

larger market capitalisation. Hence, larger firms are subject to more scrutiny from 

financial analysts and investors. As such, larger firms may have less flexibility and 

weaker incentives to overstate their earnings. However, larger firms may also have more 

opportunity to manage earnings, due to the complexity and diversity of their operations 

and the difficulty that external users have in determining the extent of earnings 

management (Lobo & Zhou, 2006). In this sense, large firms may have had more 

opportunity to classify earnings as an abnormal item in order to achieve greater analyst 

following and fewer earnings surprises. 

 

4.6.3 Industry 

Mining firms have potentially different financial profiles from other listed companies in 

Australia (Carey & Simnett, 2006). Anecdotal evidence has suggested that mining 

exploration companies were disclosing all write-offs of exploration expenditure as 

abnormal (McCahey, 1999b, p. 72), suggesting mining firms have different incentives 



4 HYPOTHESIS DEVELOPMENT 112

from firms in other industries to manage earnings, and that one of the ways in which 

mining firms managed earnings was by classifying all write-offs as abnormal. This 

mode of classifying write-offs as abnormal items could have been a means by which 

mining firms informed market participants of the transitory nature of the write-offs. 

 

4.6.4 Audit Firm Quality  

Whilst the credibility of large audit firms has been challenged due to the corporate 

scandals that have prevailed in recent years, many academic studies have demonstrated 

that the large audit firms are more conservative in their audit opinions and are more 

likely to constrain opportunistic accounting treatment. Accruals can serve as a trigger 

alerting auditors to potential earnings manipulation. DeFond and Jiambalvo (1994) 

showed there is more likelihood of auditor client conflicts occurring in regard to 

income-increasing practices if the auditor belongs to the “Big 8”46. Here DeFond and 

Jiambalvo (1994) conclude that “Big 8” firms are in a position to be better able to resist 

managerial pressure. Auditors are aware of the incentives for managers to manage 

earnings and must satisfy themselves that accruals have not been used to manage 

earnings for either efficiency or opportunistic purposes (Roshan & Jubb, 1999).  

 

Prior research has found that when assessing accruals, large audit firms produce higher 

quality audits47 because they are viewed as more conservative than smaller audit firms 

(Krishnan, 2003). Higher quality audits are viewed as constraining clients’ opportunistic 

behaviour (Becker, DeFond, Jiambalvo & Subramanyam, 1998; Francis, Hanna & 

                                                 
46 Following a series of mergers, the “Big 8” accounting firms are now the “Big 4”. 
47 Audit quality is defined as the ability of an auditor to: “(1) discover errors or breaches in the accounting 
system, and (2) withstand client pressures to disclose selectively in the event a breach is discovered” 
(DeAngelo, 1981, p.115). 
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Vincent, 1996; Krishnan, 2003). In this regard, Becker et al., (1998) argued that 

managers have more incentives to overstate earnings and auditors are more likely to be 

sued when earnings are overstated. This infers that auditors would be more concerned 

about constraining income-increasing accruals than income-decreasing accruals (Cahan 

& Zhang, 2006). In the context of abnormal items, the auditors may be more 

conservative in regard to raising positive (income-increasing) abnormal items than 

negative (income-decreasing) abnormal items. 

 

4.7 Conclusion 

 

In this chapter, hypotheses have been developed based on the use of abnormal items to 

manage earnings. The hypotheses draw on U.S. literature that finds special items are 

used to manage earnings so as to minimise, maximise or smooth the current period’s 

level of earnings and/or the change in earnings from the prior period. In the first 

instance, testable hypotheses are presented that predict an increase in the frequency of 

reporting abnormal items followed by hypotheses predicting asymmetry between 

positive and negative abnormal items. Given that incentives exist for managers to 

manage the level of reported earnings and the change in earnings, two sets of 

hypotheses were then developed. Based on U.S. literature that found special items are 

used to manage current period earnings (for example, McVay, 2006), the first set of 

hypotheses predicts an association between the incidence of abnormal items and the 

current period’s earnings level; and the amount of abnormal items and the current 

period’s earnings level. U.S. research also found that special items are used to mitigate 

the magnitude of the inter-period change in earnings (see, for example, Kinney & 
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Trezevant 1997). Similarly, the second set of hypotheses predicts an association 

between the incidence of abnormal items and the change in earnings, and the amount of 

abnormal items and the change in earnings. Finally, hypotheses predicting a relationship 

between abnormal items and analysts’ earnings forecasts errors were developed.  Other 

firm-specific factors that can affect firms’ accruals and hence need to be controlled for 

in the testing of the developed hypotheses were presented. Chapter Five presents the 

research design and methods used to test the hypotheses developed in this Chapter.  
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CHAPTER FIVE  

RESEARCH DESIGN 

 

This chapter describes the research method applied in this study to test the hypotheses 

developed in Chapter Four. The research design combines pooled cross-sectional and 

time-series data for the seven-year period from 1994 to 2000 inclusive. This chapter 

outlines the study period and the sample selection and data collection methods and 

specifies the variables and their measurement and regression models that are used to test 

the hypotheses. Finally, the study’s research design limitations are addressed. 

 

5.1 Study period  

 

Earnings management techniques need to be investigated over a sufficiently long 

period, and the length of the time-period may have an influence on the results of the 

empirical research undertaken (Copeland 1968). Copeland’s (1968) findings suggested 

that observations over a six-year period are more valid than observations over two to 

four years. Furthermore, an important characteristic of managing earnings through the 

use of discretionary accruals is that discretionary accruals reverse over time. This 

feature is not captured if a one-period model is employed (Dutta & Gigler, 2002). As 
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earnings management is considered a multi-period concept (Moses, 1987), the 

appropriate time interval to be observed is an important consideration.48  

 

The sample selection for this study was determined in 1999 and thus 1999 was initially 

selected as the last year to be used for the sampling period, giving a six-year sampling 

period of 1994 to 1999. However, the revised AASB1018: Statement of Financial 

Performance became operative for financial years ending 30 June 2001 and half-years 

ending 31 December 2000, and thus under the superseded AASB 1018: Profit and Loss 

Accounts the financial year ending 30 June 2000 is the last year in which Australian 

companies were required (or allowed) to separately disclose abnormal items on the face 

of the income statement or in the notes to the financial statements. Hence, the sample 

period was extended to the fiscal year of 2000 to incorporate the last reporting year 

before the amendments to AASB 1018 came into effect. The seven-year period from 

1994 to 2000 captures a broad range of reported abnormal items and is considered to 

avoid any biasing of results by general economic factors that may have affected any one 

particular year.  

 

5.2 Sampling Procedures 

 

The initial sample was limited to the top-500 Australian public companies reported in 

Shareholder (16th edition), as ranked by firms’ market capitalisation as at the end of 

May 1999, because at that time only those reports on Connect 4 were available. 

                                                 
48 Financial data for 1992 is not available. For example, prior to 1992 the number of shares issued is not 
recorded for the majority of firms on the ASX FinData database. Data for beginning-of-year balances is 
required in order to calculate averages. Hence, the sample period selected for this study is for the years 
from 1994 to 2000, with 1993 being collated for opening balances. 
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Selecting firms from the top-500 public companies at a single point in time can lead to 

survivorship bias. To minimise survivorship bias, companies that were reported in the 

Shareholder (6th edition) top-500 in 1993 (ranked by market capitalisation in November 

1993) but which are not included in the top-500 for 1999 were ascertained and included 

in the sample of firms. Financial data for sample firms was obtained from the ASX 

FinData and Aspect databases. Foreign domiciled companies (38 companies) and trusts 

(68 companies) were excluded from the sample. Ten companies reported in the top-500 

for 1999 did not have any financial data reported on the ASX FinData database and thus 

were excluded from the sample. Of the companies reported in the top-500 for 1993, 45 

were identified as not being reported in the top-500 for 1999. Thus, these 45 companies 

were included in the initial sample to minimise survivorship bias.  

 

Share price data for sample firms is sourced from the Datastream database. Share prices 

for 30 companies were not reported on Datastream for any year in the study period. 

Thus, these 30 companies were excluded from the initial sample, bringing the final 

sample to 416 companies overall, yielding 2177 firm-year observations. The sample 

size of 416 companies represents a balance between a large enough number of sample 

companies for cross-sectional analysis and a time-series of sufficient length to allow for 

basic time-series analysis and the collection of data that is of a manageable size (Givoly 

& Hayn, 1994). Table 5.1 provides details of companies excluded from the initial 

sample due to missing data and other factors that may bias the results.  
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Table 5.1 
Selection of Sample Companies 

 Top-500 199949 Top-500 199350 

 
Number of companies reported in the Shareholder 

 
517 

 
500 

Less:   
- Foreign Domicile Companies  38 34 
- Trusts 68 40 
- Companies not on ASX FinData database 10 163 
- Companies in top-500 for 1993 remaining in     
   top-500 for 1999 

 
N/A 

 
218 

- Companies with no share price data for any      
    sample year on Datastream 

30  

 371 45 
 
Total Number of Companies in the Sample 

 
416 

 

 

 

Table 5.2 provides the number of firm-year observations on a year-by-year basis for the 

full sample; for firm-year observations reporting abnormal items; for firm-year 

observations with analysts’ forecasts and for firm-year observations with analysts’ 

forecasts and reporting abnormal items.51 The “I/B/E/S” International Consensus 

Forecasts file from which analysts’ forecasts are obtained does not have earnings 

forecasts for all firms in the full sample of 2177 firm-years. Thus, the sub-sample of 

firms with analysts’ forecasts shown in Table 5.2 comprises only sample firms for 

which earnings forecasts were available on the “I/B/E/S” file. Of the 910 firm-years 

with analysts’ forecasts, only 513 firm-years reported abnormal items as shown in Table 

5.2. Appendix A provides a complete list of the final sample of 416 firms, together with 

their Australian Stock Exchange (ASX) company code. 

                                                 
49  Shareholder, 16th edition. 
50  Shareholder, 6th edition. 
51 Abnormal items can be both positive and/or negative, thereby having offsetting effects. These 
observations represent firm-years reporting at least one or more abnormal item. Thus, it is not the number 
of individual abnormal items reported, but rather the frequency of the net amount of abnormal items 
reported by sample firms during the sample period.  
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Table 5.2 
 Number of Observations by Year  
  

1994 

 

1995 

 

1996 

 

1997 

 

1998 

 

1999 

 

2000 

 

Total 

 
Full Sample  

 
267 

 
286 

 
326 

 
336 

 
371 

 
322 

 
269 

 
2177 

 
Firms Reporting Abnormal 
Items 

 
140 

 
148 

 
168 

 
180 

 
210 

 
168 

 
146 

 
1160 

 
Firms With Analysts’ Forecasts 

 
86 

 
108 

 
147 

 
149 

 
156 

 
152 

 
112 

 
910 

 
Firms With Analysts’ Forecasts 
and Reporting Abnormal Items 
 

 
 

46 

 
 

51 

 
 

81 

 
 

90 

 
 

95 

 
 

80 

 
 

70 

 
 

513 

 

 

5.3 Data Sources 

 

Financial statement data for analysis and testing were extracted from the ASX FinData 

and Aspect databases and the share price data for each company were sourced from the 

Datastream database. The mean forecasted earnings for analysts’ consensus forecasts 

were obtained from the “I/B/E/S” International Consensus Forecasts file. Appendix B 

provides a list of sample firms for which analysts’ earnings forecasts were available on 

the “I/B/E/S” International Consensus Forecasts file. 

 

The data collected for each company include information on abnormal items, 

information from profit and loss statements, balance sheets and related notes disclosure, 

share price and earnings per share. Abnormal items information includes: the aggregate 

value of total abnormal items reported in the observation year; and the value and 

qualitative data of each individual abnormal item reported in the observation year for a 
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sub-sample of firms. Profit and Loss statement information includes: operating profit 

before/after tax including abnormal items, operating profit before/after tax excluding 

abnormal items, and earnings per share. Balance Sheet information includes: 

shareholders’ equity and number of shares issued. 

 

The net dollar value of total abnormal items appears in the ASX FinData database and 

the overall net dollar value of abnormal items reported was initially obtained from this 

database.52 However, subsequent investigation found that the ASX FinData database 

reported many incorrect dollar values for the net amount of abnormal items reported by 

sample firms.53 Hence, abnormal items data were hand-collected from firms’ annual 

reports due to the inadequate coverage of abnormal items on the ASX FinData database. 

The Connect 4 database provides electronically scanned images of annual reports. This 

database was the source of annual reports, which were used to manually collate details 

of the net dollar amount of abnormal items reported for each firm-year included in the 

study period. In addition, both the quantitative and qualitative data for each individual 

abnormal item reported by the sub-sample of firms accompanied by both an analysts’ 

forecast and reporting abnormal items during the sample period were collated.  

                                                 
52 Abnormal items data pertain to: ASX FinData Item ID 86, Abnormal Items (before tax); Item ID 92, 
Taxation on Abnormal Items; Item ID 132, Other Abnormal Items. 
53 Errors in the ASX FinData database in regard to abnormal items included transfers to/from reserves 
coded as abnormal items; some abnormal items were reported on a gross (before tax) basis yet coded as 
net of tax; whilst others were coded as gross earnings when they were net of tax.   
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For this sub-sample of firms, the annual reports were scrutinised for abnormal items. 

Information in regard to abnormal items was derived from (1) the body of the profit and 

loss statement and (2) the notes to the financial statements.  

 

5.3.1 Types of Abnormal Items 

To gain insight into the types of abnormal items reported, both the qualitative and 

quantitative details of abnormal items reported by the sub-sample of firms with 

forecasts and abnormal items were collected.54 Each abnormal item reported by this 

sub-sample is extracted giving, collectively, 1475 individual abnormal items. These are 

then categorised into four categories by which abnormal items are commonly termed in 

annual reports.55 These are: Abnormal Charges, Abnormal Provisions, Abnormal 

Restructuring Charges and Abnormal Credits.  

 

5.4 Variables Specification and Measurement 

 

The constructs of the variables used to test the hypotheses developed in Chapter Four 

are described below. Since the sample comprises firms of various sizes, all earnings-

related amounts are scaled by beginning-of-the-year market capitalisation. Beginning-

of-year market capitalisation is most often used to deflate net income (Durtschi & 

Easton, 2005); it facilitates inter-firm comparisons and reduces heteroskedasticity and 

spurious relationships due to size (Bartov, 1993; Dechow, 1994; Kasznik & Lev, 1995). 

  

                                                 
54 Data collection was restricted to this sub-sample to keep the data collection at a manageable size. 
55This categorisation is not intended to be definitive nor are the four categories intended to be 
unequivocally discrete. 



5 RESEARCH DESIGN 

 

122

 

5.4.1 Dependent Variables 

Two dependent variables are used in this study to test the hypotheses developed in the 

previous chapter and are specified as follows. 

 

Presence of Abnormal Items (PRAIT) 

The presence of abnormal items is predicted to be associated with three earnings 

benchmarks: the level of firms’ current year reported earnings (H3a), the change in 

firms’ earnings from the prior year (H4a) and analysts’ earnings forecasts (H5a). 

PRAIT is a dichotomous variable representing the presence of an abnormal item where 

a firm-year observation is coded one (1) for firm-years reporting abnormal items, and 

zero (0) otherwise. 

 

Total Abnormal Items (TAI)  

The amount of total abnormal items (TAI) is predicted to be associated with the level of 

current year earnings (H3b), the change in firms’ earnings from the prior year (H4b) and 

analysts’ forecasts (H5b). TAI is measured as the net amount of abnormal items 

reported by sample firms deflated by beginning-of-the-year market capitalisation.  

 

5.4.2 Independent Variables 

The independent variables used to test the hypotheses are as described below. 

 

Earnings After Abnormal Items (EAAI)  

Earnings after abnormal items is used in testing the general assumption that firms 

manage earnings to earnings forecasts and that the earnings forecast is based on 
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earnings before abnormal items and not earnings after abnormal items. Earnings after 

abnormal items are represented by EAAI and are measured as earnings after income tax 

and after abnormal items for the firm-year scaled by beginning-of-the-year market 

capitalisation. 

 

Earnings Before Abnormal Items (EBAI)  

Earnings levels are predicted to be associated with the raising of abnormal items. H3a 

predicts an association between the incidence of abnormal items and the level of current 

period earnings before abnormal items and H3b predicts an association between the 

amount of abnormal items and the level of current period earnings before abnormal 

items. Earnings level is represented by EBAI and is measured as earnings after income 

tax and before abnormal items for the firm-year scaled by beginning-of-the-year market 

capitalisation. 

 

Earnings Change Excluding Total Abnormal Items (EΔXTAI) 

The change in earnings is predicted to be associated with the raising of abnormal items. 

H4a predicts an association between the incidence of abnormal items and the change in 

earnings before abnormal items and H4b predicts an association between the amount of 

abnormal items and the change in earnings before abnormal items. The change in 

earnings is represented by EΔXTAI and is measured as the change between net earnings 

for firm-yeart-1 and the net earnings excluding total abnormal items for firm-yeart0, 

scaled by beginning-of-the-year market capitalisation. 
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Analysts’ Forecasts (FCBD)  

Earnings forecast errors are predicted to be associated with the raising of abnormal 

items. H5a predicts an association between the incidence of abnormal items and 

whether analysts’ forecasts were met and H5b predicts an association between the 

amount of abnormal items and the magnitude of analysts’ forecast errors. Analysts’ 

forecasts are represented by FCBD and are measured as the last “I/B/E/S” consensus 

forecast of earnings released prior to firms’ announcement of reported earnings as at the 

balance date, scaled by beginning-of-the-year share price. “I/B/E/S” earnings are 

calculated as a corporation’s net income from continuing operations divided by the 

weighted average number of shares outstanding for the year. Net income is defined as a 

corporation’s after-tax income with non-recurring items backed out of net income so 

that the “I/B/E/S” earnings per share measure is restricted to income from continuing 

operations. 

 

Presence of a Forecast Error (FERD-EBAI)  

Forecast errors are measured as the difference between a firm’s reported earnings before 

abnormal items (EBAI) and the last announcement of “I/B/E/S” earnings forecast made 

prior to firms’ balance date. Where the difference between a firm’s reported earnings 

and the “I/B/E/S” forecasted earnings is less than 5% then firms are assumed to have 

met the forecast. Where the firm’s reported earnings exceed the earnings forecast by 

more than 5% then firms are assumed to have beat the forecast. Where a firm’s reported  
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earnings are less than those forecast by more than 5%, then firms are assumed to have 

missed the forecast.56 

 

The presence of an earnings forecast error is predicted to be associated with the raising 

of abnormal items. H5a predicts an association between the incidence of abnormal items 

and whether analysts’ forecasts are met. To test whether analysts’ earnings forecasts are 

aligned to earnings before abnormal items, forecast errors are computed against 

earnings before abnormal items. The presence of a forecast error where earnings before 

abnormal items is the earnings benchmark is represented by FERD-EBAI, which is a 

dichotomous variable representing the presence of a forecast error and is coded one (1) 

for firms that meet or beat the earnings forecast and zero (0) for firms that miss the 

earnings forecast.  

 

Forecast Error Per Share (|FERPS-EBAI|) 

The magnitude of earnings forecast errors is predicted to be associated with the amount 

of abnormal items. H5b predicts an association between the amount of abnormal items 

and the magnitude of analysts’ forecast errors. Earnings forecast errors are measured 

against earnings before abnormal items. The magnitude of a forecast error is represented 

by |FERPS-EBAI| and is measured as the absolute amount of the forecast error on a per 

share basis which is measured as the difference between a firm’s reported 

                                                 
56 Prior literature (see, for example, Bhojraj, Hribar & Picconi, 2003) has used an absolute amount of one 
(1) cent as the margin of error when classifying sample firms as ‘missers’ or ‘beaters’. Bartov et al., 
(2002) defined the forecast error as the difference between actual earnings and the earnings forecast. 
However, use of an absolute amount in calculating the magnitude of forecast errors does not allow for 
differences in firm size, whereas using a 5% error margin allows for differences in firm size.    
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 earnings before abnormal items and the last announcement of the “I/B/E/S” earnings 

forecast made prior to the firm’s balance date.  

 

5.4.3 Control Variables 

As discussed in Chapter Four, firm-specific factors may influence the raising of 

abnormal items. The following variables are included in hypotheses testing to control 

for these factors. 

 

Profit Firms Versus Loss Firms (PROF/LOSS) 

To control for the differing incentives of profit firms versus loss firms, the variable 

PROF/LOSS is included, where profit (before abnormal items) firms are coded one (1) 

and loss (before abnormal items) firms coded zero (0). 

 

Firm Size (SIZE) 

To control for the differing incentives that large firms have compared to small firms for 

managing earnings, the variable SIZE is included and measured as the natural logarithm 

of beginning-of-the-year market capitalisation. 

 

Industry (IND) 

As mining firms may have different financial profiles from other listed firms (Carey & 

Simnett, 2006), and given that mining firms were singled out by ASIC in their annual 

report surveillance for classifying write-offs as abnormal items, the variable IND 

controls for differing incentives faced by mining firms as opposed to firms in other 
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industries. IND is coded one (1) for mining firms, and zero (0) otherwise. Appendix C 

provides a list of sample firms by industry classification. 

 

Audit Firm Quality (AUD) 

AUD is a dichotomous variable and controls for the influence of audit quality. “Big 6” 

auditors are defined as Arthur Andersen, Deloitte & Touche, Ernst & Young, KPMG, 

and PricewaterhouseCoopers or its predecessor firms, Price Waterhouse and Coopers & 

Lybrand. All other audit firms are classified as “Non-Big 6”. Sample firms audited by a 

“Big 6” audit firm are coded one (1) and zero (0) otherwise. 

 

Positive or Negative Sign of Abnormal Items (AIPOS/ NEG) 

Abnormal items can be both negative and/or positive. To control for the sign of 

abnormal items and to avoid confounding the results AIPOS/NEG is a dichotomous 

variable coded one (1) when a firm-year reports net positive abnormal items and zero 

(0) when a firm-year reports net negative abnormal items. 

 

Table 5.3 provides a detailed listing of each the variables presented, its notation, 

definition and the basis of measurement.  
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Table 5.3 
Variables Notation, Definitions and Measurement 

Acronym Description Measurement 

Dependent Variables  
PRAIT  
 

Presence of 
Abnormal Items 

Dichotomous variable coded one for firm-years reporting abnormal 
items, zero otherwise. 
 

TAI Total Abnormal 
Items 

Value of total abnormal items scaled by beginning-of-the-year 
market capitalisation.  

Independent Variables  
EBAI Earnings Before 

Abnormal Items  
 

Earnings before abnormal items for the firm-year scaled by 
beginning-of-the-year market capitalisation.  
 

EAAI Earnings After 
Abnormal Items  
 

Earnings after abnormal items for the firm-year scaled by beginning-
of-the-year market capitalisation.  
 

EΔXTAI Earnings Change 
Excluding Total 
Abnormal Items  

Change between net earnings for firm-yeart-1 scaled by beginning-of-
the-year market capitalisation and the earnings excluding total 
abnormal items for firm-yeart scaled by beginning-of-the-year 
market capitalisation. 
 

FCBD  Forecasts at the 
Balance Date 
 

The last “I/B/E/S” consensus forecast of earnings released prior to 
firms’ announcement of reported earnings as at the balance date 
scaled by beginning-of-the-year share price. “I/B/E/S” earnings are 
calculated as a corporation’s net income from continuing operations 
divided by the weighted average number of shares outstanding for 
the year. Net income is defined as a corporation’s after-tax income 
with non-recurring items backed out of net income so that the 
“I/B/E/S” earnings per share measure is restricted to income from 
continuing operations. 
 

FERD-EBAI Forecast Error 
Dummy - EBAI  
 

Forecast Error Dummy - EBAI is a dummy variable coded as one for 
meeting/beating the earnings forecast and zero for missing the 
forecast. A firm is deemed as missing the forecast where reported 
earnings before abnormal items fall short of the earnings forecast by 
more than 5%. 
 

|FERPS-
EBAI| 

The Magnitude 
of the Forecast 
Error 
 

The difference (unsigned) between the “I/B/E/S” earnings forecast 
per share and reported earnings before abnormal items per share. 
 

Control Variables  
AUD Audit Quality Big 6 Audit Firm coded one, zero for Non-Big 6. 

IND Industry 
 

Mining firms coded one, zero otherwise. 
 

PROF/LOSS Profit or Loss 
Firm 

Dichotomous variable coded one for profit (before abnormal items) 
firms and zero for loss (before abnormal items) firms. 
 

SIZE Size 
 

The natural logarithm of beginning-of-the-year market capitalisation. 

AIPOS/NEG Presence of 
Positive or 
Negative 
Abnormal Items 

Dichotomous variable coded one for net positive abnormal items and 
zero for net negative abnormal items. 
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5.5 Hypothesis Testing Methods 

 

This section describes the methods of statistical testing adopted to empirically test the 

hypotheses developed in Chapter Four.  

 

5.5.1 Frequency of Abnormal Items Over Time  

Hypothesis 1 (H1) predicts an increase in the frequency of abnormal items reported by 

firms in the study period between 1994 and 2000. H1 is operationalised by an analysis 

of the frequencies on a year-by-year basis in which abnormal items are reported by 

sample firms during the study period and also compared to the frequencies in which no 

abnormal items are reported by sample firms during the study period.  A non-parametric 

binomial test will test for a significant difference in the proportion of firms reporting an 

abnormal item compared to the proportion of firms not reporting an abnormal item for 

each year in the study period. A non-parametric binomial test will also be used to test 

for a significant difference in the frequency of abnormal items reported from year-to-

year in the study period. 

 

5.5.2 Asymmetry in Reporting of Positive and Negative Abnormal Items  

Hypothesis 2a (H2a) predicts asymmetry in regard to the frequency of reporting 

negative abnormal items compared to the reporting of positive abnormal items. 

Hypothesis 2b (H2b) predicts asymmetry in regard to the amount of negative abnormal 

items reported compared to the amount of positive abnormal items. Based on findings in 

the prior literature on special items, a bias towards recognising negative abnormal items 

is expected. To test for asymmetry the sample is partitioned into firm-years reporting 
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net positive abnormal items and firm-years reporting net negative abnormal items. 

Accordingly, the frequencies of net positive and net negative abnormal items are 

analysed to test Hypothesis H2a. A non-parametric binomial test will test for a 

significant difference in the frequency of negative abnormal items compared to the 

frequency of positive abnormal items reported. H2b is operationalised by comparing the 

means and medians of net positive and net negative abnormal items reported by sample 

firms. Independent t-tests test the significance of the difference in the means between 

positive abnormal items and negative abnormal items. 

 

5.5.3 Associations Between Abnormal Items and Earnings Levels and Earnings  
Changes 

Hypothesis 3a (H3a) predicts an association between the incidence of abnormal items 

and the level of current period earnings before abnormal items. Hypothesis 4a (H4a) 

predicts an association between the incidence of abnormal items and the level of current 

period earnings before abnormal items. H3a and H4a are tested by way of correlation 

coefficients, which test the significance of the association between the incidence of an 

abnormal item and the level of current period earnings; and the incidence of an 

abnormal item and the change in earnings.  

 

Hypothesis 3b (H3b) and Hypothesis 4b (H4b) predict an association between the 

amount of current period abnormal items and the level of current period earnings before 

abnormal items, and the change in earnings before abnormal items, respectively, on 

abnormal items. Correlation coefficients are employed to test the significance of the 

association between the amount of an abnormal item and current period earnings before 

abnormal items; and the change in earnings before abnormal items on abnormal items.  
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To test the combined effects of the current level of earnings before abnormal items 

(H3a) and the change in earnings before abnormal items (H4a) on the raising of 

abnormal items, a logistic regression model is estimated. Model 1 simultaneously tests 

the influence of the two independent variables of earnings before abnormal items 

(EBAI) and the earnings change before abnormal items (EΔXTAI) on the raising of 

abnormal items by sample firms. Model 1 includes control variables for type of firm 

(profit versus loss before abnormal items), size, industry and audit quality and is 

specified as: 

 

         PRAITi = ao + a1EBAIi + a2 EΔXTAIi + a3SIZEi + a4INDi + a5AUDi + 

a6PROF/LOSSi + ∈i       (1)57 

 

To test the combined effects of the current level of earnings before abnormal items 

(H3b) and the change in earnings before abnormal items (H4b) on the amount of 

abnormal items raised, two multiple regression models are estimated. The first of these 

two multiple regression models (Model 2) presents the same specifications as Model 1 

except for the dependent variable which, for Model 2, is total abnormal items (TAI) and 

is specified as: 

 

TAIi = ao + a1EBAIi + a2 EΔXTAIi + a3SIZEi + a4INDi + a5AUDi +  

a6PROF/LOSSi + ∈i       (2) 

 

 

 

                                                 
57  For convenience the same coefficients and error terms are used for Models 1 to 4. 



5 RESEARCH DESIGN 

 

132

 

5.5.4 Associations Between Earnings Forecasts and Abnormal Items  

Hypothesis 5a (H5a) predicts an association between the incidence of abnormal items 

and analysts’ forecast errors.  The incidence of abnormal items is operationalised by the 

variable PRAIT and the incidence of a forecast error is operationalised by the variable 

FERD-EBAI. A chi-square test of association will be used to test the association 

between the incidence of abnormal items and the incidence of analysts’ earnings 

forecast errors. A non-parametric binomial test will determine whether the proportion of 

firms meeting/beating forecasts is statistically significantly different to firms that miss 

the forecast.  

 

Hypothesis 5b (H5b) predicts an association between the amount of abnormal items and 

the magnitude of analysts’ forecast errors. The size of the forecast error is measured as 

the absolute amount of the forecast error and is operationalised by the variable |FERPS-

EBAI| and the amount of abnormal items is operationalised by the variable TAI. At the 

univariate level correlation coefficients will be used to test the association between the 

amount of abnormal items and the magnitude of the forecast error. 

 

To test the combined effects of the presence of forecast errors and the magnitude of 

forecast errors on the raising of abnormal items, two regression models are formulated. 

The first of these models, Model 3 is a logistic regression model and tests the combined 

effects of the presence of a forecast error and the magnitude of forecast errors on the 

presence of an abnormal item, and is specified as: 

 

PRAITi = ao + a1FCBDi + a2|FERPS-EBAI|i + a3FERD-EBAIi + a4SIZEi + 

a5INDi + a6AUDi + a7PROF/LOSSi + ∈i       (3) 
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The second model is a multiple regression model, Model 4, which tests the influence of 

forecast errors on the amount of abnormal items reported. Model 4 repeats Model 3 

except for the dependent variable which, for Model 4, is the mean amount of net total 

abnormal items reported (TAI), and is then specified as follows: 

 

TAIi = ao + a1FCBDi + a2|FERPS-EBAI|i+ a3FERD-EBAIi + a4SIZEi + 

a5INDi + a6AUDi + a7PROF/LOSSi + ∈i    (4) 

 

5.5.5 Association Between Earnings Before/After Abnormal items and Earnings  
Forecasts 
 

Recall in Chapter Four it was argued that, based on anecdotal evidence, there is a 

general assumption that firms manage earnings to earnings forecasts and that the 

earnings forecast is based on earnings before abnormal items. This gives rise to 

incentives for firms to align earnings to forecasts, and abnormal items can be used to do 

this. For the assumption to be supported empirically, earnings forecasts will have a 

stronger association with earnings before abnormal items than earnings after abnormal 

items. The Adjusted R2 measures the association between analysts’ earnings forecasts 

and earnings before abnormal items; and the association between analysts’ earnings 

forecasts and earnings after abnormal items. Hence, for the assumption to hold, a higher 

Adjusted R2 is expected for the association between earnings forecasts and earnings 

before abnormal items than earnings forecasts and earnings after abnormal items.  

 

Table 5.4 provides a summary of the models developed in this chapter to test the 

hypotheses developed in Chapter Four. 
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Table 5.4 
Summary of Models for Hypotheses Testing  

 
Model 1 is a logistic regression model 
formulated to simultaneously test the 
influence of the independent variables of 
earnings before abnormal items (EBAI) and 
the earnings change before abnormal items 
(EΔXTAI) with a set of control variables on 
the raising of abnormal items.  
 

 
PRAITi = ao+ a1EBAIi + a2 EΔXTAIi 
+ a3SIZEi + a4INDi + a5AUDi + 
a6PROF/LOSSi + ∈i  
     
 

 
Model 1 
 

 
Model 2 is a multiple regression model 
formulated to test the combined effects of the 
two independent variables that are expected 
to influence the magnitude of abnormal 
items together with a set of control variables. 
Model 2 simultaneously tests the association 
between the magnitude of total abnormal 
items (TAI) and net earnings before 
abnormal items (EBAI) and the earnings 
change excluding total abnormal items 
(EΔXTAI) together with a set of control 
variables. 
 

 
TAIi = ao + a1EBAIi + a2 EΔXTAIi + 
a3SIZEi + a4INDi + a5AUDi + 
a6PROF/LOSSi + ∈i  

 

Model 2 

 
Model 3 is a logistic regression model 
formulated to simultaneously test the 
influence of the independent variables of the 
forecast error per share (|FERPS-EBAI|) and 
the presence of a forecast error (FERD-
EBAI) together with a set of control 
variables on the raising of abnormal items.  
 

 
PRAITi = ao + a1FCBDi + a2|FERPS-
EBAI|i + a3 FERD-EBAIi + a4SIZEi 
+ a5INDi + a6AUDi + a7PROF/LOSSi  
+ ∈i     
 

 

Model 3 

 

 
Model 4 is a multiple regression model 
formulated to test the combined effects of the 
two independent variables that are expected 
to influence the magnitude of abnormal 
items together with a set of control variables. 
Model 4 simultaneously tests the association 
between the magnitude of total abnormal 
items (TAI) and the forecast error per share 
(|FERPS-EBAI|) and the presence of a 
forecast error (FERD-EBAI) together with a 
set of control variables on the raising of 
abnormal items.  
 

 
TAIi = = ao + a1FCBDi + a2|FERPS-
EBAI|i + a3 FERD-EBAIi + a4SIZEi 
+ a5INDi + a6AUDi + a7PROF/LOSSi  
+ ∈i      

 

Model 4 
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The research design adopted in this study combines pooled cross-sectional and time-

series data. A cross-sectional model removes any common industry factors that may 

affect abnormal accruals. Although pooling of data has been an accepted design in prior 

research, pooled designs have not been without controversy. Taylor (1992) argued that 

pooled times-series tests assume each period’s observation is independent; that is, a 

choice of accounting policy is independent of the prior period’s accounting policy 

choice. This has the potential to violate the underlying assumption of regression 

analysis as to independence of the observations. However, as the value, number or type 

of abnormal items in one period is not likely to be dependent on the value, number or 

type of abnormal items recognised in the preceding or following accounting period, 

serial dependency is not viewed as problematic in this study. The Durbin-Watson and 

Lagrange Multiplier tests for autocorrelation will be conducted to ensure the results are 

not affected by serial dependence. 

 

The data for each variable will be explored first to test for normality using descriptive 

statistics tests. Univariate testing of the hypotheses is conducted to explore the 

relationship between abnormal items and each of the independent variables. Both 

parametric and non-parametric empirical tests are employed to test the hypotheses 

developed in Chapter Four. Chi-square tests of association are used to test hypotheses in 

addition to t-tests for differences in the means between sample firms raising abnormal 

items and sample firms not raising abnormal items, and the types of abnormal items 

raised by firms. Whilst univariate tests are not as powerful as multivariate tests, they 

rely on fewer assumptions58 and hence are more robust.   

                                                 
58 For example, univariate tests are not subject to the assumption of linearity, nor are they sensitive to 
outliers of the independent variables (Hair, Anderson, Tatham & Black, 1995).   
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Logistic regression and multiple regression models are estimated to test the combined 

effects of the independent variables and a set of control variables on the dependent 

variables and the overall significance of the models. Logistic regression has no 

assumptions in regard to the distributions of the independent variables. Moreover, in 

logistic regression the predictors do not have to be normally distributed, linearly related, 

or of equal variance within each group. Logistic regression does not assume 

homoscedasticity and in general has less stringent requirements than multiple regression 

and the independent variables can be any mix of continuous, discrete and dichotomous 

variables (Tabachnick & Fidell, 2001).  

 

Multiple regression analyses rely on the assumptions of linearity and can be used for 

either continuous or dichotomous variables. Multiple regression analysis enables the 

incremental effect of each variable to be determined and the overall significance of the 

variables. To test the combined effects of the independent variables that are expected to 

influence the raising of abnormal items, collectively four logistic and multiple 

regression models are formulated.  

 

5.6 Multivariate Diagnostics 

 

At the multivariate level, Mahalanobis distance and Cook’s distance measures are used 

to identify multivariate outliers and influential observations which can have undue 

influence on the results. Multicollinearity is also tested using variance inflation factors 

and tolerance values (Hair et al., 1995). 
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5.7 Research Design Limitations 

 

Whilst every effort has been made to address and minimise limitations of the research 

design, the research design has some weaknesses, which may threaten the validity of the 

study. First, firms were not randomly selected but selected on the basis of size measured 

by market capitalisation. As such, the sample includes primarily large firms, due to data 

requirements. Consequently, the results may not be generalisable to small firms. 

Therefore, a selection and size bias exists. However, because only large firms are 

included in the study, the mortality rate over the periods of observation should be 

minimal providing a larger sample size.  

 

Second, while the study tests variables for earnings management, other variables, which 

may have been used as an instrument to manage earnings, will not be captured. Third, 

selection of the earnings management variable is difficult as firms (assuming they do 

manage earnings) do not disclose pre-managed income. The problem is further 

compounded if different earnings management targets are adopted among firms 

(Imhoff, 1981). It then becomes a process of selecting a variable that firms perceive is 

the one that financial statement users focus on, and hence the variable firms would want 

to manage. Thus, it is possible that the measurement of variables used in this study is 

not representative of the earnings management behaviour they are attempting to capture.  

 

Finally, instability in the dependent variable measures resulting particularly from 

extraneous events can threaten the validity of the study (McBurney, 1994). Overall, 
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these limitations to the research design are not expected to have serious implications for 

the validity of the results. 

 

5.8 Conclusion 

 

This chapter documents the research design applied in this thesis to test the hypotheses 

developed in Chapter Four. Selection of the study period and sample firms was 

presented, followed by the process of data collection methods adopted in this thesis. The 

variables and their basis of measurement were also presented and described. Hypotheses 

testing combines frequency analysis, univariate tests, logistic regression and 

multivariate regression models. Finally, limitations of the research design were 

acknowledged. In the next chapter, results of the hypotheses testing are presented and 

analysed. 
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CHAPTER SIX 

EMPIRICAL FINDINGS  

 

This chapter reports the results of tests of the hypotheses developed in Chapter Four. 

The chapter proceeds as follows: first, the types of abnormal items reported by a sub-

sample of firms are explored to determine the nature of abnormal items reported, and to 

conduct preliminary tests of asymmetry in the reporting of positive and negative 

abnormal items. This is followed by initial descriptives for sample firms together with 

the data screening process. Results of univariate testing and multivariate analysis for 

hypotheses testing then follow. Diagnostics of the results of multiple regression tests are 

then presented, and the chapter concludes by summarising the analysis and findings. 

The notation, definition and measurement of variables used to test the hypotheses in this 

thesis as stated in Chapter Five are reproduced in this chapter in Table 6.1 

 

6.1 Types of Abnormal Items  

 

In this thesis, abnormal items in aggregate59 are tested for earnings management. 

Companies could report multiple occurrences of abnormal items in any year and the 

multiple occurrences of abnormal items could be either or both negative abnormal items 

and positive abnormal items. Multiple occurrences of abnormal items have offsetting 

effects at the company level. Thus, if a company reports a larger amount of negative  

                                                      
59 Abnormal items are measured as the aggregate of negative (income-decreasing) abnormal items and 
positive (income-increasing) abnormal items reported in each year by the sample companies. 
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Table 6.1 
Variables Notation, Definitions and Measurement 

Acronym Description Measurement 
Dependent Variables  
PRAIT  
 

Presence of 
Abnormal Items 

Dichotomous variable coded one for firm-years reporting abnormal 
items, zero otherwise. 
 

TAI Total Abnormal 
Items 

Value of total abnormal items scaled by beginning-of-the-year 
market capitalisation.  

Independent Variables  
EBAI Earnings Before 

Abnormal Items  
 

Earnings before abnormal items for the firm-year scaled by 
beginning-of-the-year market capitalisation.  
 

EAAI Earnings After 
Abnormal Items  
 

Earnings after abnormal items for the firm-year scaled by beginning-
of-the-year market capitalisation.  
 

EΔXTAI Earnings Change 
Excluding Total 
Abnormal Items  

Change between net earnings for firm-yeart-1 scaled by beginning-of-
the-year market capitalisation and the earnings excluding total 
abnormal items for firm-yeart scaled by beginning-of-the-year 
market capitalisation. 
 

FCBD  Forecasts at the 
Balance Date 
 

The last “I/B/E/S” consensus forecast of earnings released prior to 
firms’ announcement of reported earnings as at the balance date 
scaled by beginning-of-the-year share price. “I/B/E/S” earnings are 
calculated as a corporation’s net income from continuing operations 
divided by the weighted average number of shares outstanding for 
the year. Net income is defined as a corporation’s after-tax income 
with non-recurring items backed out of net income so that the 
“I/B/E/S” earnings per share measure is restricted to income from 
continuing operations. 
 

FERD-EBAI Forecast Error 
Dummy - EBAI  
 

Forecast Error Dummy - EBAI is a dummy variable coded as one for 
meeting/beating the earnings forecast and zero for missing the 
forecast. A firm is deemed as missing the forecast where reported 
earnings before abnormal items fall short of the earnings forecast by 
more than 5%. 
 

|FERPS-
EBAI| 

The Magnitude 
of the Forecast 
Error 
 

The difference (unsigned) between the “I/B/E/S” earnings forecast 
per share and reported earnings before abnormal items per share. 
 

Control Variables  
AUD Audit Quality Big 6 Audit Firm coded one, zero for Non-Big 6. 

IND Industry 
 

Mining firms coded one, zero otherwise. 
 

PROF/LOSS Profit or Loss 
Firm 

Dichotomous variable coded one for profit (before abnormal items) 
firms and zero for loss (before abnormal items) firms. 
 

SIZE Size 
 

The natural logarithm of beginning-of-the-year market capitalisation. 

AIPOS/NEG Presence of 
Positive or 
Negative 
Abnormal Items 

Dichotomous variable coded one for net positive abnormal items and 
zero for net negative abnormal items. 
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abnormal items compared to positive abnormal items, then that company will report, in 

aggregate, net negative abnormal items. Similarly, if a company reports a larger amount 

of positive abnormal items than negative abnormal items, that company will report in 

aggregate net positive abnormal items.  In statistical tests, abnormal items are measured 

as the aggregate net amount of abnormal items reported by sample companies for each 

year in the study period. The net amount is the net positive abnormal items (where 

positive abnormal items exceed negative abnormal items) or net negative abnormal 

items (where negative abnormal items exceed positive abnormal items). To explore the 

nature of reported abnormal items, each occurrence of an abnormal item was collated 

for the sub-sample of firms with analysts’ forecasts and an abnormal item comprising 

513 firm-years in which net abnormal items were reported.60 The analysis of abnormal 

items reported by this sub-sample is presented in Table 6.2 in the four categories 

abnormal items were commonly described in annual reports, being abnormal charges, 

abnormal provisions, abnormal restructuring charges and abnormal credits; the table 

shows that a total of 1475 individual abnormal items were reported in this sub-sample of 

513 firm-years. 

 

Panel A of Table 6.2 shows that abnormal charges are the most common and account 

for 44.1% of the 1475 individual abnormal items, followed by abnormal credits 

(28.4%), restructuring charges (17.3%), and abnormal provisions (10.2%). As abnormal 

credits and abnormal charges together account for the large majority of abnormal items, 

these two categories are further broken down into the most common types of items.  

 
 

                                                      
60 As both the quantitative and qualitative data for each abnormal item required hand collection, this sub-
sample was chosen to keep the data collection process within a manageable size. 
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Table 6.2 
Frequency of Individual Abnormal Items Reported by Sample Firms With Analysts’ Forecasts and 

an Abnormal Item (n = 513) 
Panel A:     
Item  Frequency % Of Category % of Total 

Abnormal Items  
Credits: Gains on Sale of Assets 271 64.8  
 Write-backs of Provisions or 

Amounts Previously Written-off 
 

46 
 

11.0 
 

 Other 24.2  
 Total Credits 

101 
418 100 28.4 

     
Charges: Write-downs and Write-offs 293 45.0  
 Losses 78 12.0  
 Other 280 43.0  
 Total Charges 651 100 44.1 

     
Provisions  151  10.2 
     
Restructuring Charges 255  17.3 
     
 
Total all Categories 

 
1475 

  
100.0 

        

Panel B: 
 
Category of Abnormal 
Items  

 
< 5% 

 
% 

 
>5% 
<10% 

 
% 

 
>10% 

 
% 

 
Total Number of Individual 

Abnormal Items 

                

Credits 157 37.6 69 16.5 192 45.9 418 

        

Charges 154 23.6 98 15.1 399 61.3 651 

Provisions 26 17.2 26 17.2 99 65.6 151 

Restructuring Charges 
 

73 28.6 47 18.5 135 2.9 255 

Total 410 27.8 240 16.3 825 55.9 1475 

 

 

Table 6.2, Panel A shows that for items reported as abnormal credits, 64.8% related to 

items described as a profit or a gain, whilst 11% related to write-backs of provisions or 

amounts that had previously been written-off. Write-downs or write-offs of assets 

accounted for 45% of abnormal charges, whilst (unspecified) losses accounted for 12% 

of abnormal charges. Overall, there are 418 (28.4%) instances of abnormal credits 

(positive abnormal items) compared to 1057 (71.6%) instances of abnormal debits 
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(negative abnormal items), providing preliminary evidence of asymmetry in the 

frequency of positive and negative abnormal items. 

 

In Panel B of Table 6.2, the four categories of abnormal items are further partitioned 

into the materiality bands identified in AASB 1031: Materiality. Consistent with 

Iskandar’s (1996) finding that some firms reported abnormal items that were 

substantially below the 5% materiality threshold, of the 1475 individual abnormal items 

analysed here, 410 (27.8%) fell below the 5% materiality threshold. Of these 410 

abnormal items, 157 (37.6%) pertain to positive (credits) abnormal items compared to 

the much higher frequency of 253 (62.4%) negative (debits) abnormal items. However, 

whilst the frequency of negative abnormal items surpasses that of positive abnormal 

items, interestingly, in terms of proportions, positive abnormal items below the 5% 

baseline equate to 37.6% of total positive abnormal items sampled compared to negative 

abnormal items below the 5% baseline, equating to 23.6% of total negative abnormal 

items sampled. 

 

As amounts less than 5% of the baseline of operating profit after tax and before 

abnormal items would generally be considered immaterial in size, there are two possible 

reasons for classifying these items as abnormal. First, just as special items reported in 

the U.S. are on average negative, abnormal items too are on average negative, and thus 

just as special items are used to boost core earnings (see McVay, 2006) these 

transactions may have been classified as abnormal items to boost earnings before 

abnormal items up to an earnings benchmark. The second possible reason for 

immaterial items being disclosed as abnormal is that the nature of the items rather than 
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their size may have a material effect on financial report users’ decisions. Just as special 

items in the U.S. are considered to be on average earnings of a transitory nature, 

managers of Australian firms may have classified earnings as abnormal items as a signal 

to financial statement users of the transitory nature of those earnings. 

 

Panel B of Table 6.2 also shows that 16.3% of the individual abnormal items fall in the 

5% to 10% materiality band, which, according to AASB 1031, requires professional 

judgement to be exercised in determining whether the amount is material. Interestingly, 

only 55.9% of the abnormal items exceed the 10% materiality threshold and as such are 

material, whereas 44.1% of the items are either immaterial (27.8%) or fall into the grey 

area (16.3%) where professional judgement is needed to determine materiality. 

 

6.2 Data Distributions and Descriptives 

 

Table 6.3 presents the unscaled descriptive statistics for the variables. For the full 

sample of 2177 firm-years, 53% (n =1160) reported abnormal items compared to 47% 

(n =1017) that reported no abnormal items. Panel A shows that the median (-$709,000) 

total abnormal items are negative providing preliminary evidence of asymmetry in the 

reporting of negative and positive abnormal items. Firms reporting abnormal items 

report a lower earnings level (Panel A, MD = $6.2 million) than firms that do not report 

abnormal items (Panel B, MD = $7.8 million). Firms reporting abnormal items report a 

positive change in earnings (Panel A, MD = $34,000) whilst firms that report no 

abnormal items report a negative change in earnings (Panel B, MD = $-285,000).  
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Table 6.3 
Unscaled Descriptive Statistics 

Panel A: With an Abnormal Item 
Variable n Mean 

$000 
Median

$000 
Std Dev 

$000 
Minimum 

$000 
Maximum 

$000 
Total Abnormal Items       1160 -14,218 -709 121,503 -3,323,158 1,078,184 

 
Earnings Before Abnormal Items  1160 68,906 6,238 253,444 -628,156 3,376,244 

 
Earnings Change Excluding 
Total Abnormal Items 1160 3,041 34 182,173 -2,102,198 4,429,290 

 
Market Capitalisation (SIZE) 

 

1160 1,013,818 127,494 3,311,492 669 49,685,779 

 
I/B/E/S Earnings Forecast at the 
Balance Date (per share) 513 0.232 0.168 0.264 -0.256 2.023 

 
Unsigned Earnings Forecast 
Error (per share) 
 

513 0.027 0.010 0.055 0.000

 

0.381 

Panel B: No Abnormal Item       
Variable  Mean 

$000 
Median

$000 
Std Dev 

$000 
Minimum 

$000 
Maximum 

$000 
Earnings Before Abnormal Items  1017 47,419 7,757 200,812 -1530642 2,818,565 

 
Earnings Change Excluding 
Total Abnormal Items 1017 -3,535 -285 95,724 -2160515 833,931 

 
Market Capitalisation (SIZE) 1017 644,354 104,037 2,149,918 304 30,260,391 

I/B/E/S Earnings Forecast at the 
Balance Date (per share) 
 

 

397 0.248 0.192 0.240 -0.169 1.882 

Panel C:  Categorical Variables - Frequencies 
  With an Abnormal Item No Abnormal Item 
Variable*  0 1 0 1 

 
PRAIT  1160 

AIPOS/NEG 740 420   

PROF/LOSS  (firms) 270 890 138 879 

AUD  303 857 209 808 

IND  1046 114 916 101 

FERD-EBAI 146 367 84 313 

*See Table 6.1 for the description of the dichotomous variables 
 
 

 

SIZE as measured by market capitalisation shows firms reporting abnormal items are 

larger (Panel A, MD = $127.5 million) than those not reporting abnormal items (Panel 

B, MD = $104 million). Panel C shows that negative abnormal items account for 64% 

(n = 740) and positive abnormal items account for 36% (n = 420) of the abnormal items 
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reported by sample firms. While the split of profit firms reporting abnormal items 

(50.3%, n = 890) compared to profit firms reporting no abnormal items (49.7%, n = 

879) is fairly constant, there is a marked variation in the proportion of loss firms 

reporting abnormal items (66.2%, n = 270) compared to loss firms reporting no 

abnormal items (33.8%, n = 138). A Big 6 audit firm audits 76% of sample firms, and 

10% of firms are in the mining industry. Earnings forecast errors occur more frequently 

for sample firms reporting an abnormal item (n = 513), than for sample firms reporting 

no abnormal item (n = 397). 

 

The initial descriptive statistics (not tabulated) for the variables scaled by market 

capitalisation revealed non-normality in data distributions, with skewness and kurtosis 

(benchmarking against a normal distribution) both being significant. However, non-

normality for many financial ratios is not unusual (Foster, 1986). Analysis of the data 

revealed 65 extreme observations, which may potentially bias the results. Examination 

of these observations did not show any peculiarity that would indicate that these 

observations are not part of the sample population. Hence, deletion of outliers was not 

viewed as an acceptable option to impose normality on the data set. A logarithmic 

transformation was effective in correcting the distribution of the variable SIZE. For all 

other variables to mitigate the influence of outliers, the technique of “winsorising” 

(Foster, 1986; Howell, 1994) was applied.61 Winsorising is often used in U.S. research 

to mitigate the influence of outliers on the analysis (Barth, Landsman, Lang & 

Williams, 2006; Burgstahler, Hail & Leuz, 2006; McVay, 2006). The technique of 

winsorising changes the value of the extreme observation to the value of the nearest 

                                                      
61 For robustness, statistical tests are run with outliers deleted from the sample to ensure results do not 
hinge on either of the two design choices in regard to winsorising as opposed to deletion of outliers. 
Statistical tests performed on the sample after deleting outliers yield consistent results. 
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observation not viewed as suspect (Foster, 1986). Howell (1994) suggested samples 

containing an unusual number of outliers may profit from winsorising.  This study’s 

sample size (n = 2177) is well above the sample size of 100 where the departure from 

zero kurtosis diminishes (Waternaux, 1976). The technique of winsorising is also 

considered to be superior to transformation62 of the data, which may make results 

difficult to interpret (Tabachnick & Fidell, 2001). Furthermore, winsorising is viewed as 

more appropriate for maintaining integrity of the data set than deletion of outliers 

(Howell, 1994; Tabachnick & Fidell, 2001). Winsorisation was limited to 5% of the 

observations for each variable, as recommended by Tabachnick & Fidell (2001). 

 

The scaled and normalised data are presented in Table 6.4, which shows that both the 

mean (-0.035) and median (-0.007) abnormal items reported are negative, providing 

preliminary evidence of asymmetry in the reporting of negative and positive abnormal 

items. Table 6.4, Panel A, also shows that firms reporting abnormal items report on 

average a lower level of earnings where the mean earnings before abnormal items for 

the sub-sample of firms with abnormal items is 0.054 compared to a mean of 0.095 for 

firms reporting no abnormal items (Panel B).  Both the mean and median earnings 

forecasts (FCBD) for firms with abnormal items (Panel A, 0.067 and 0.067 

respectively) is lower than that of firms reporting no abnormal items (Panel B, 0.078 

and 0.075 respectively). Consistent with Table 6.3, Table 6.4 shows SIZE as measured 

by market capitalisation shows larger firms (Panel A, 11.966) report abnormal items 

than firms that did not report abnormal items (Panel B, 11.710).  Table 6.4 also shows 

                                                      
62 Whilst data transformations are accepted as a means of remedying outliers and non-normality, the 
technique is not "universally recommended" (p. 80) because the transformed variables are sometimes 
more difficult to interpret (Tabachnick & Fidell, 2001). 
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that firms with abnormal items report a smaller earnings forecast error than firms that 

report no abnormal items. 

 
Table 6.4 

Descriptive Statistics – Scaled and Normalised 
 
Panel A: With an Abnormal Item 
Variable* n Mean Median Std Dev Minimum Maximum Skew Kurtosis

TAI            1160 -0.035 -0.007 0.092 -0.318 0.091 -1.793 3.016

EBAI         1160 0.054 0.063 0.112 -0.243 0.504 0.313 3.668

EΔXTAI      1160 0.014 0.001 0.161 -0.416 0.547 0.932 3.828

SIZE 1160 11.966 11.756 1.880 6.510 17.720 0.339 2.869

FCBD 513 0.067 0.067 0.039 -0.108 0.165 -0.204 2.031

|FERPS-EBAI| 513 0.027 0.010 0.055 0.000 0.381 2.779 7.927

 
Panel B: No Abnormal Item 
Variable* 
 

n Mean Median Std Dev Minimum Maximum Skew Kurtosis

EBAI   1017 0.095 0.078 0.135 -0.473 0.505 0.315 4.627

EΔXTAI   1017 0.001 -0.003 0.152 -0.416 0.547 0.756 4.627

SIZE   1017 11.710 11.553 1.678 5.720 17.230 0.426 0.456

FCBD  397 0.078 0.075 0.041 -0.134 0.165 -0.324 3.152

|FERPS-EBAI|  397 0.040 0.010 0.082 0.000 0.473 3.527 13.050

*See Table 6.1 for the notation, definition and measurement of the variables. 
 

 

6.3 Frequency of Abnormal Items Over Time (H1) 

 

Hypothesis 1 (H1) predicts an increase in the frequency of abnormal items reported by 

firms between 1994 and 2000.  Consistent with Table 6.3, Panel A of Table 6.5 shows 

that the frequency with which firms reported abnormal items (n = 1160) exceeds the 

number of firm-years in which no abnormal items are reported (n = 1017) and this 

pattern occurs for each year in the sample period. For the years 1994 to 1996 inclusive, 

the proportion of years reporting abnormal items is steady, with approximately 52% of 

firms reporting abnormal items compared to 48% of firms reporting no abnormal items. 
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However, in 1997 the proportion of firms reporting abnormal items increases to 54% 

and increases again to 57% in 1998, declines to 52% in 1999 and increases again to 

54% in 2000.  Panel B of Table 6.5 presents the results of non-parametric binomial tests 

conducted on the proportion of firms reporting an abnormal item compared to the 

proportion of firms not reporting an abnormal item for each year in the study period and 

shows that apart from 1998 (p < 0.05) the proportion of firms reporting an abnormal 

item is not significantly different to the proportion of firms not reporting an abnormal 

item. Panel B also presents the results of a non-parametric binomial test comparing the 

frequency of abnormal items on a year-by-year basis to the prior year and shows that 

apart from the change in frequencies between 1998 and 1999 (p < 0.05) the change in 

the frequency of reported abnormal items from one year to the next is not significant. 

 

 Hence, whilst Houghton (1994) noted that the frequency of abnormal items reported 

doubled subsequent to the definitional change to extraordinary items, results reported in 

Table 6.5 show the trend did not continue over time. Although the proportion of firms 

reporting abnormal items as presented in Table 6.5 varies between years, the H1 

prediction that there is an increase in the frequency of abnormal items reported by firms 

between 1994 and 2000 is not supported.  
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Table 6.5  
Frequency and Amount of Reported Abnormal Items by Sample Firms 

 
Panel A: Descriptives 
 
Year 

 Abnormal Items Reported Nil Abnormal 
Items 

Reported 

Total 
Observations 

 n % Mean Median n % n 

1994 140 52.4 -0.0159 -0.0021 127 47.6 267 

1995 148 51.7 -0.0249 -0.0053 138 48.3 286 

1996 168 51.5 -0.0226 -0.0051 158 48.5 326 

1997 180 53.6 -0.0355 -0.0062 156 46.4 336 

1998 210 56.6 -0.0413 -0.0108 161 43.4 371 

1999 168 52.2 -0.0534 -0.0126 154 47.8 322 

2000 146 54.3 -0.0448 -0.0074 123 45.7 269 

Total 1160 

 

53.3 -0.0347 -0.0067 1017 

 

46.7 2177 

100.0% 

Panel B: Binomial Tests of the Proportions and Frequency of Abnormal Items  
 

Year 

Exact Binomial 
p (2-tailed) 

of the Proportion of Firms Reporting/Not 
Reporting  an Abnormal Item  

Exact Binomial 
p (2-tailed) 

Comparing the Frequency of 
Abnormal Items Reported from Year to 

Year 
1994 

1995 

1996 

1997 

1998 

1999 

2000 

0.463 

0.595 

0.618 

0.210 

0.013 

0.469 

0.180 

 

0.680 

0.285 

0.555 

0.142 

0.035 

0.236 

 

Table 6.5 also presents the mean and median of abnormal items reported for each year 

in the study period and for the pooled sample. Results show that both the mean and 

median are negative not only for the pooled sample but also for each year in the study 

period providing further preliminary evidence of asymmetry in the amount of abnormal 

items with a bias to negative abnormal items. Further, the mean and median show an 

upward trend where, except for 1996, the amount of abnormal items increases on a year-

by-year basis up to and including 1999, and then declines in 2000. 
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6.4 Asymmetry in the Frequency and Amount of Positive and Negative Abnormal  

Items (H2a and H2b) 

 

Hypothesis 2a (H2a) predicts that negative abnormal items are reported more frequently 

than positive abnormal items. Consistent with U.S. research that finds asymmetry in the 

reporting of negative and positive special items, with a bias to reporting negative special 

items (see, for example, Burgstahler et al., 2002; Elliott & Hanna, 1996; Lim, 2001), 

Panel A of Table 6.6 shows the frequency of negative abnormal items reported exceeds 

the frequency of positive abnormal items. This finding is for both the pooled sample and 

each year of the study period, thus providing preliminary support of asymmetry in the 

frequency of abnormal items as predicted by Hypotheses 2a. Non-parametric binomial 

test63 results shown in Panel A of Table 6.6 show that negative abnormal items are 

significantly (p < 0.01) more likely than positive abnormal items, for both the pooled 

sample and for each year (except 1994) in the study period, thereby providing support 

for the H2a prediction of asymmetry in the reporting of abnormal items with a bias 

towards reporting negative abnormal items. The proportion of negative abnormal items 

(64%) and positive abnormal items (36%) reported is consistent with the proportions of 

negative (63%) and positive (37%) special items found by Burgstahler et al. (2002). It is 

also consistent with Elliott and Hanna’s (1996) finding that the frequency of negative  

 

                                                      
63 Based on Z approximation. 
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Table 6.6 
Frequency and Amount of Net Positive and Net Negative Abnormal Items  

Reported by Sample Firms 
 

Year 
Positive AIs Negative AIs Exact Binomial 

p (2-tailed) 
PANEL A: Frequencies 
 n  % n  % 
1994 64 45.7 76 54.3 
1995 55 37.2 93 62.8 
1996 64 38.1 104 61.9 
1997 65 36.1 115 63.9 
1998 60 28.6 150 71.4 
1999 55 32.7 113 67.3 
2000 57 39.0 89 61.0 

 
0.353 
0.002 
0.003 
0.000 
0.000 
0.000 
0.010 

Total 420 100.0 740 100.0 0.000 
Panel B: Magnitude - Unscaled 
           Positive AIs    Negative AIs 
 Mean 

 $000 
Median 

$000 
Mean 
$000 

Median 
$000 

 
1994 

 
13,084 

 
2,273 

 
-17,327 

 
-2,526 

  

1995 8,172 1,886 -30,795 -2,622   
1996 7,426 1,745 -18,586 -2,029   
1997 8,924 2,267 -45,093 -4,157   
1998 18,901 2,317 -31,887 -4,339   
1999 13,617 2,619 -50,530 -4,148   
2000 41,833 2,493 -36,132 -5,491 
Total 15,737 2,230 -33,795 -3,825 

  

Panel C: Magnitude - Scaled 
    Positive AIs   Negative AIs Difference in the Absolute 

Value (AV) of Means  
 Mean 

 $000 
Median 

 $000 
Mean  

(Unsigned) 
$000 

Median  
(Unsigned) 

$000 

t- statistic 
(p value) 

Mann-
Whitney z 

statistic 
(p value) 

1994 0.0390 0.0314 0.0621 0.0184 -2.011 
(0.047) 

-0.573 
(0.566) 

1995 0.0291 0.0075 0.0568 0.0200 -2.661 
(0.009) 

 -1.903 
(0.057) 

1996 0.0273 0.0157 0.0533 0.0187 -3.121 
(0.002) 

-1.796 
(0.072) 

1997 0.0286 0.0175 0.0717 0.0301 -4.557 
(0.000) 

-2.771 
(0.006) 

1998 0.0235 0.0127 0.0671 0.0301 -5.216 
 (0.000) 

-3.472 
(0.001) 

1999 0.0274 0.0073 0.0927 0.0397  -5.736 
(0.000) 

-4.604 
(0.000) 

2000 0.0266 0.0110 0.0905 0.0428 -5.526 
(0.000) 

-4.592 
(0.000) 

Total 0.0289 0.0155 0.0708 0.0268 -10.966 
(0.000) 

-7.113 
(0.000) 

 

 

special items is up to three times higher than the frequency of positive special items. 

This asymmetry in the reporting of negative and positive abnormal items could reflect 

the convention of conservatism where losses are recognised immediately, whilst gains 
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are deferred until realised. Alternatively, negative abnormal items could arise more 

frequently than positive abnormal items; or negative abnormal items are more 

discretionary in nature than positive abnormal items and hence are reported more 

frequently than positive abnormal items. 

 

In addition to finding asymmetry in the frequency of negative special items and positive 

special items, U.S. research has found that the magnitude of negative special items 

exceeds the magnitude of positive special items (see, for example, Burgstahler et al., 

2002; Elliott & Hanna, 1996; Lim, 2001). Drawing on this literature, Hypothesis 2b 

(H2b) predicts that the amount of negative abnormal items (losses) is greater than the 

amount of positive abnormal items (gains). Panels B and C of Table 6.6 report the 

unscaled and scaled dollar values of abnormal items respectively, by year and 

partitioned by the sign of abnormal items. Panel B shows that over the seven-year 

period, the unscaled median values of positive abnormal items changed only by 

relatively small amounts, and in each year were either slightly above or slightly below 

$2 million. In contrast, negative abnormal items show a significant variation over time. 

 

The unscaled median negative abnormal items range from a low of $2 million in 1996 

to a high of $5 million in 2000, with negative abnormal items reported in the years after 

1996 around double those reported in prior years. The absolute amounts of the median 

negative abnormal items are also about twice the amounts of positive abnormal items 

reported in each of the post-1996 years. Thus, not only did the absolute amount of 

negative abnormal items exceed that of positive abnormal items in each year, the 

amount of negative abnormal items jumped significantly in 1997 and remained around 

double that of positive abnormal items in each of the following years.  
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Panel C of Table 6.6 presents the scaled descriptives accompanied by the results of 

parametric and non-parametric t–tests of the difference in the absolute value (unsigned) 

of the means for positive and negative abnormal items. The scaled descriptives show 

that the mean negative abnormal items for the pooled sample ( X  = -0.0708) exceeds 

the mean net positive abnormal items ( X  = 0.0289) reported. This pattern holds not 

only for the pooled sample but also for each year in the study period. Parametric and 

non-parametric unsigned test results64 show that the mean difference between positive 

and negative abnormal items is significant not only for the pooled sample (t = -10.966, p 

< 0.01) but also, apart from 1994, for each year in the study period. This result provides 

evidence of a systematic difference in the amount of positive and negative abnormal 

items. 

 

Thus, results of tests using three measures (the unscaled median, the scaled mean and 

the absolute value of positive and negative abnormal items) support the H2b prediction 

that the amount of negative abnormal items is greater than the amount of positive 

abnormal items. Collectively, results reported in Table 6.6 support both the H2a and 

H2b prediction of asymmetry in the reporting of both the frequency and amount of 

abnormal items, with a bias towards reporting negative abnormal items. 

 

                                                      
64 Where consistent results are produced using either parametric or non-parametric tests, for ease of 
exposition and brevity only the parametric results are reported on. 
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6.5 Tests of Difference in Means for Firms Reporting Abnormal Items Versus Firms  

Reporting Nil Abnormal Items  

 

To explore for differences in the means of earnings before abnormal items (EBAI) and 

the change in earnings (EΔXTAI) for firms reporting abnormal items compared to firms 

that reported no abnormal items, independent t-tests are conducted with results reported 

in Table 6.7.  

 

Table 6.7 
Tests of Difference in the Mean for the Level of Current Period Earnings Before 

Abnormal Items and the Change in Earnings 
 
Panel A: Difference in Means for Earnings Before Abnormal Items (EBAI) 
 
 With Abnormal items No Abnormal items t-statistic 

(p value) 
Mann-

Whitney z 
statistic 
(p value) 

 n Mean n Mean   
Full Sample 1160 0.054 1017 0.095 -7.880 

(0.000) 
-8.100 
(0.000) 

 
Panel B: Difference in Means for the Change in Earnings (EΔXTAI) 
 

With Abnormal items No Abnormal items t-statistic 
(p value) 

Mann-
Whitney z 

statistic 
(p value) 

 

n Mean n Mean   
Full Sample 1160  0.014 1017     0.168 -1.941 

(0.052) 
-1.920 
(0.000) 

 

 

Panel A shows there is a significant difference in mean earnings before abnormal items 

(EBAI) for the pooled sample of firm-years (t = -7.880, p < 0.01), inferring there is a 

systematic difference between firms that raise abnormal items and firms that report no 

abnormal items providing preliminary support of the prediction that the level of current 
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period earnings is associated with the reporting of an abnormal item. Panel B of Table 

6.7 reports the results of the independent t-test comparing the mean of the change in 

earnings (EΔXTAI) for firms with abnormal items to firms with no abnormal items. 

Whilst the change in earnings for both sub-samples is positive, firms with abnormal 

items (Panel B, 0.014) report on average a lower change in earnings from the prior year 

compared to firms with no abnormal items (Panel B, 0.168) and results show this 

difference is significant (t = 1.941, p < 0.10), providing further evidence of a systematic 

difference between firms that report abnormal items and firms that report no abnormal 

items.  

 

6.6 Tests of Associations Between the Incidence of Abnormal Items and Earnings  

Levels (H3a) and Earnings Changes (H4a)   

 

Table 6.8 presents the Pearson and Spearman correlation coefficients measuring the 

relationship between the dependent variables and the independent variables for the full 

sample of firms (n = 2177). Table 6.8 shows a significant association between PRAIT 

and EBAI (r = -0.174; p < 0.01) and between PRAIT and EΔXTAI (r = 0.041; p < 0.10), 

inferring earnings levels and the change in earnings is associated with the reporting of 

an abnormal item.  
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Table 6.8 
Correlation Coefficients for the Full Sample of Firms (n = 2177) 

Pearson Coefficients in Upper Right and Spearman Coefficients in Lower Left  
Coefficients 

(two-tailed p-value) 
 

TAI 
 

PRAIT AUD EBAI EΔXTAI IND 
PROF/ 
LOSS SIZE 

TAI 1 -0.250 0.019 0.148 -0.035 -0.087 0.205 0.085 
    0.000 0.376 0.000 0.107 0.000 0.000 0.000 
     
PRAIT -0.252 1 -0.066 -0.174 0.041 0.083 -0.124 0.071 
 0.000  0.002 0.000 0.055 0.000 0.000 0.001 
     
AUD 0.019 -0.066 1 -0.006 0.012 0.055 0.070 0.257 
 0.376 0.002  0.787 0.585 0.011 0.001 0.000 
      
EBAI 0.111 -0.174 -0.006 1 0.248 -0.230 0.628 -0.028 
  0.000 0.000 0.787  0.000 0.000 0.000 0.194 
      
EΔXTAI -0.047 0.041 0.012 0.203 1 0.052 0.064 -0.064 
  0.030 0.055 0.585 0.000  0.015 0.003 0.003 
      
IND -0.060 0.083 0.055 -0.308 0.062 1 -0.265 0.019 
  0.005 0.000 0.011 0.000 0.004  0.000 0.382 
     
PROF/ 
LOSS 0.136 -0.124 0.070 0.676 0.090 -0.265 1 0.255 

  0.000 0.000 0.001 0.000 0.000 0.000   0.000 
      
SIZE 0.017 0.064 0.257 -0.045 -0.045 0.025 0.250 1 
  0.435 0.003 0.000 0.036 0.037 0.240 0.000  
*See Table 6.1 for the notation, definition and measurement of the variables. 

 
 
 
6.7 Tests of Associations Between the Amount of Abnormal Items and Earnings  

Levels (H3b) and Earnings Changes (H4b) 

 

Hypothesis 3b (H3b) predicts an association between the amount of abnormal items and 

the level of current period earnings before abnormal items, whilst Hypothesis 4b (H4b) 

predicts an association between the amount of abnormal items and the change in current 

period earnings before abnormal items.  Table 6.9 presents the Pearson and Spearman 

correlation coefficients for the sub-sample of firms reporting abnormal items (n = 
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1160). No direction is predicted between total abnormal items and the earnings level 

and the earnings change due to the differing incentives that firms have depending on 

whether the firm is reporting a profit or a loss, which gives rise to differing incentives 

for the use of positive versus negative abnormal items.  

 

Table 6.9 
Correlation Coefficients for Sample Firms Reporting Abnormal Items (n = 1160) 

Pearson Coefficients in Upper Right and Spearman Coefficients in Lower Left   
Coefficients 

(two-tailed p-value) 

  TAI AUD EBAI EΔXTAI IND 
AIPOS 
/NEG 

PROF/ 
LOSS SIZE 

1 0.004 0.163 -0.033 -0.090 0.522 0.227 0.139 
 0.904 0.000 0.258 0.002 0.000 0.000 0.000 

TAI 
  
          
AUD -0.037 1 0.020 0.022 0.030 -0.083 0.104 0.317 
 0.211  0.492 0.462 0.307 0.005 0.000 0.000 
         

0.145 0.011 1 0.248 -0.218 0.063 0.684 0.127 
0.000 0.697  0.000 0.000 0.031 0.000 0.000 

EBAI 
  
          

-0.054 0.043 0.214 1 0.053 -0.015 0.075 -0.049 
0.064 0.145 0.000  0.072 0.615 0.010 0.098 

EΔXTAI 
  
          

-0.078 0.030 -0.302 0.073 1 -0.033 -0.270 -0.015 
0.008 0.307 0.000 0.013  0.262 0.000 0.613 

IND 
  
          

0.833 -0.083 0.069 -0.046 -0.033 1 0.097 0.014 
0.000 0.005 0.018 0.116 0.262  0.001 0.644 

AIPOS/ 
NEG 
  
          

0.182 0.104 0.732 0.126 -0.270 0.097 1 0.328 
0.000 0.000 0.000 0.000 0.000 0.001  0.000 

PROF/ 
LOSS 
  
          

0.079 0.330 0.098 -0.014 0.000 0.019 0.322 1 SIZE 
  
  0.007 0.000 0.001 0.641 0.989 0.525 0.000  
*See Table 6.1 for the notation, definition and measurement of the variables. 

 

 

Table 6.9 shows a significant relationship between TAI and EBAI (r = 0.163; p < 0.01), 

which provides preliminary support for the H3b prediction that the amount of abnormal 
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items is associated with the level of current period earnings before abnormal items. 

However, no association is found between TAI and EΔXTAI, indicating an absence of a 

relationship between the amount of abnormal items and the change in current period 

earnings before abnormal items.  

 

6.8 Tests of Association Between Analysts’ Earnings Forecasts and Earnings Levels   

 

Recall from Chapter Four there is a general assumption that firms manage earnings 

before abnormal items to analysts’ earnings forecasts. To test this assumption, 

univariate regression tests of the association between earnings before abnormal items 

(EBAI) and earnings forecasts (FCBD), and the association between earnings after 

abnormal items (EAAI) and earnings forecasts (FCBD) are conducted. For the 

assumption to be empirically supported, a higher AdjustedR2 needs to be evident for the 

association between earnings before abnormal items (EBAI) and analysts’ forecasts, 

than for the association between earnings after abnormal items (EAAI) and analysts’ 

forecasts. Results of the univariate regression tests for the sub-sample of firm-years with 

both abnormal items and analysts’ forecasts are presented in Table 6.10.  
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Table 6.10 
Univariate Analysis of the Association Between  
Analysts’ Forecasts and Earnings Before and  

After Abnormal Items (n = 513) 
Variable FCBD 
  Coefficient t-statistic 

(p value) 
AdjR2 

EBAI 1.354 20.221 
(0.000) 
 

0.443 

EAAI 1.455 10.786 
(0.000) 

0.184 

*See Table 6.1 for the notation, definition and measurement of the variables. 

 
 

Results presented in Table 6.10 show that the AdjustedR2 for earnings before abnormal 

items (EBAI) is 0.443 compared to 0.184 for earnings after abnormal items. This result 

provides empirical evidence of the assumption that analysts’ forecasts are more closely 

aligned with earnings before abnormal items than net earnings.  

 

6.9 Tests of Association Between the Incidence of Abnormal Items and the Incidence 

of Analysts’ Forecast Errors (H5a) 

 

Hypothesis 5a (H5a) predicts a relationship between the incidence of abnormal items 

and analysts’ forecast errors.  This hypothesis is tested by way of a chi-square test of 

association to test whether the presence of a forecast error is associated with the 

reporting of abnormal items and a non-parametric binomial test to test whether the 

proportion of firms meeting/beating forecasts is statistically significantly different from 

firms that miss forecasts.  

 

Table 6.11 shows the frequencies of abnormal items cross-tabulated with the 

frequencies of analysts’ forecast errors. Results show that of the 910 firm-years with 
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forecasts, 513 (56.4%) also reported abnormal items. A chi-square test of association 

shows this relationship is significant (χ2 6.317, p < 0.05) inferring that the presence of 

forecast errors is associated with the reporting of abnormal items.  

 

Table 6.11 
Cross-tabulation of Forecast Errors with Earnings Before Abnormal Items 

Firms With  
Abnormal Items 

Firms With No  
Abnormal Items 

  

Frequency % Frequency % Total 

Missed the Forecast 146 28.5 84 21.2 230 

Meet/Beat the Forecast 367 71.5 313 78.8 680 

Total 513 100.0 397 100.0 910 

(χ2 6.317, p = 0.012) 

 

 

Bartov et al. (2002) provided evidence of a disproportionate number of firms meeting or 

beating analysts’ forecasts compared to firms missing analysts’ forecasts; and both 

Bartov et al. (2002) and Kasznik and McNicols (1999) provided evidence that firms 

which meet or beat analysts’ forecasts benefit by way of a higher market return 

providing incentives for firms to manage earnings to meet or beat analysts’ earnings 

forecasts.  Consistent with Bartov et al. (2002), results presented in Table 6.11 show a 

disproportionate number of firms miss the earnings forecasts where 28.5% of firms 

reporting abnormal items miss the earnings forecast compared to the much larger 

proportion of 71.5% of firms that come in line with or beat the earnings forecast. 

Furthermore, a non-parametric binomial test shows that a disproportionate number of 

firms meet/beat forecasts compared to firms that miss the forecast and that firms 

meeting/beating the forecast are significantly (p < 0.000) more likely than firms missing 

the earnings forecast. These results are consistent with the notion that firms align 

earnings before abnormal items to analysts’ earnings forecasts.  
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The Pearson and Spearman correlation coefficients for sample firms accompanied by an 

analyst forecast are presented in Table 6.12.  

 

Table 6.12 
Correlation Coefficients for Sample Firms Accompanied by Consensus Forecasts (n = 910) 

Pearson Coefficients in Upper Right and Spearman Coefficients in Lower Left  
Coefficients 

(two-tailed p-value) 

 TAI 
 

PRAIT AUD EBAI FCBD 
FERD- 
EBAI 

|FERPS- 
EBAI| IND 

PROF/ 
LOSS SIZE 

1 -0.251 0.010 0.103 0.073 0.056 -0.067 -0.105 0.209 0.089 TAI 
  
   0.000 0.753 0.002 0.028 0.094 0.045 0.002 0.000 0.007 
PRAIT -0.306 1 0.043 -0.149 -0.137 -0.084 -0.089 0.105 -0.078 0.166 
 0.000  0.193 0.000 0.000 0.011 0.007 0.001 0.019 0.000 
AUD 0.034 0.043 1 -0.076 -0.075 0.035 -0.072 0.140 0.014 0.277 
 0.302 0.193  0.022 0.023 0.288 0.029 0.000 0.668 0.000 

0.106 -0.170 -0.079 1 0.616 0.225 0.671 -0.154 0.410 -0.245 EBAI 
  
  0.001 0.000 0.017  0.000 0.000 0.000 0.000 0.000 0.000 

0.085 -0.151 -0.101 0.779 1 0.046 0.157 -0.231 0.444 -0.191 FCBD 
  
  0.011 0.000 0.002 0.000  0.161 0.000 0.000 0.000 0.000 

0.057 -0.084 0.035 0.330 0.041 1 0.137 -0.129 -0.054 0.071 FERD-
EBAI 
  
  

0.084 
0.011 

0.288 0.000 0.211  0.000 0.000 0.103 0.032 

-0.090 -0.034 -0.023 0.323 0.163 -0.061 1 -0.026 -0.128 -0.311 |FERPS-
EBAI|  0.006 0.299 0.489 0.000 0.000 0.066  0.428 0.000 0.000 

-0.057 0.105 0.140 -0.273 -0.288 -0.129 0.057 1 -0.142 0.105 IND 
  
  0.086 0.002 0.000 0.000 0.000 0.000 0.088  0.000 0.001 

0.172 -0.078 0.014 0.416 0.319 -0.054 -0.198 -0.142 1 0.073 PROF/ 
LOSS 
  
  

0.000 
0.019 

0.668 0.000 0.000 0.103 0.000 0.000  0.027 

0.048 0.161 0.301 -0.242 -0.256 0.071 -0.321 0.120 0.077 1 SIZE 
  
  0.145 0.000 0.000 0.000 0.000 0.032 0.000 0.000 0.020  

*See Table 6.1 for the notation, definition and measurement of the variables. 

 

 

Correlation coefficients in Table 6.12 document a significant relationship between total 

abnormal items reported (TAI) and the presence of a forecast error measured against 

earnings before abnormal items (FERD-EBAI, r = 0.056; p < 0.10), and between total 
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abnormal items (TAI) and the magnitude of forecast errors (|FERPS-EBAI|), (r = -0.067; 

p < 0.05), indicating a relationship between the presence of a forecast error and total 

abnormal items, and a relationship between the magnitude of forecast errors and total 

abnormal items reported. 

 

6.10 Tests of Association Between the Amount of Abnormal Items and the  

Magnitude of Analysts’ Forecast Errors (H5b) 

 

Hypothesis 5b (H5b) predicts a relationship between the amount of abnormal items and 

the magnitude of analysts’ forecast errors. Table 6.13 presents the Pearson and 

Spearman correlation coefficients for sample firms accompanied by an analyst forecast 

and an abnormal item, and shows a significant relationship is present between TAI and 

|FERPS-EBAI| (r = -0.148; p < 0.01), inferring a relationship between the amount  of 

abnormal items and the magnitude of forecast errors. The negative relationship suggests 

that the larger the forecast error smaller amounts of positive abnormal items or larger 

amounts of negative abnormal items are reported. 
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Table 6.13 
Correlation Coefficients for Sample Firms Accompanied by Consensus Forecasts and Abnormal 

Items (n= 513) 
Pearson Coefficients in Upper Right and Spearman Coefficients in Lower Left   

Coefficients 
(two-tailed p-value) 

 TAI AUD EBAI FCBD 
FERD-
EBAI 

|FERPS-
EBAI| IND 

AIPOS/ 
NEG 

PROF/ 
LOSS SIZE 

TAI 1 0.030 0.102 0.054 0.046 -0.148 -0.102 0.447 0.233 0.176 
  0.491 0.021 0.220 0.302 0.001 0.021 0.000 0.000 0.000 
AUD 0.070 1 -0.043 -0.056 0.038 -0.086 0.094 0.062 0.081 0.313 
 0.111  0.328 0.205 0.396 0.052 0.033 0.158 0.065 0.000 
EBAI 0.101 -0.027 1 0.667 0.205 0.540 -0.161 0.066 0.462 -0.138 
 0.022 0.541  0.000 0.000 0.000 0.000 0.134 0.000 0.002 
FCBD 0.069 -0.077 0.764 1 0.026 0.159 -0.248 0.065 0.475 -0.115 
 0.117 0.082 0.000  0.550 0.000 0.000 0.141 0.000 0.009 
FERD-
EBAI 0.044 0.038 0.316 0.018 1 0.130 -0.116 0.038 -0.071 0.106 
 0.315 0.396 0.000 0.689  0.003 0.008 0.395 0.110 0.017 
|FERPS
-EBAI| -0.215 -0.112 0.212 0.094 -0.077 1 -0.043 -0.046 -0.164 -0.304 
 0.000 0.011 0.000 0.033 0.081  0.327 0.298 0.000 0.000 
IND -0.069 0.094 -0.244 -0.285 -0.116 0.053 1 -0.001 -0.163 0.058 
 0.119 0.033 0.000 0.000 0.008 0.229  0.973 0.000 0.191 
AIPOS/
NEG 0.814 0.062 0.066 0.049 0.038 -0.079 -0.001 1 0.126 0.093 
 0.000 0.158 0.138 0.273 0.395 0.074 0.973  0.004 0.035 
PROF/ 
LOSS 0.241 0.081 0.464 0.357 -0.071 -0.227 -0.163 0.126 1 0.137 
 0.000 0.065 0.000 0.000 0.110 0.000 0.000 0.004  0.002 
SIZE 0.165 0.330 -0.137 -0.166 0.109 -0.382 0.076 0.101 0.135 1 
 0.000 0.000 0.002 0.000 0.014 0.000 0.087 0.022 0.002  

   *See Table 6.1 for the notation, definition and measurement of the variables. 

 

6.11 Multivariate Tests 

 

Correlation coefficients between the dependent and independent variables documented 

in the bivariate correlation matrices presented in Tables 6.8, 6.9, 6.12 and 6.13 were 

checked for the presence of high collinearity among the regressors.  Asher (1983) and 

Pedhazur (1997) suggested correlations of less than 0.8 should not be considered 

problematic, whilst Tabachnick and Fidell (2001, p. 83) suggested correlations of 0.9 

are evidence of high collinearity among the regressors. Correlations above 0.8 are 
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reported between TAI and AIPOS/NEG (Table 6.13).  However, as these variables do 

not enter the same models, high collinearity amongst these regressors is not 

problematic. 

 

The presence of multicollinearity among the variables is further tested by computing 

variance inflation factors (VIFs) and tolerance limits for each of the independent 

variables and control variables. For Models 1 to 4 the largest VIF is 1.955, which is well 

below the threshold of 10. The smallest tolerance limit is 0.511, which is well above the 

threshold of zero.65 As a result, collinearity does not appear to pose a threat to the 

interpretation of regression coefficients of the independent variables, which are reported 

in the following subsections. 

 

6.11.1 Tests of Association Between the Incidence of Abnormal Items and Earnings  

Levels (H3a) and Earnings Changes (H4a) 

To test the combined effects of earnings levels (H3a) and earnings changes (H4a) on the 

raising of abnormal items, together with four control variables, Table 6.14 presents the 

results of the logistic regression test of Model (1). Results for the full sample show that 

the model is significant (χ2 = 116.746, p < 0.01). The significant positive association 

between PRAIT and EBAI (t = 5.101; p < 0.01) suggests that firms with higher levels of 

earnings before abnormal items are more likely to report an abnormal item supporting 

H3a. Similarly, the significant positive association between PRAIT and EΔXTAI (t = 

4.093; p < 0.01) suggests that firms with a larger change in earnings before abnormal 

items are more likely to report abnormal items supporting H4a. A significant positive  

                                                      
65 Section 6.12.2, Table 6.19 presents the full set of VIFs and tolerance limits for each of the variables in 
the models. 
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Table 6.14 
Logistic Regression Analysis of the Variables Predicted to be Associated with the  

Raising of Abnormal Items 
PRAITi =     ao + a1EBAIi + a2 EΔXTAIi +  a3SIZEi + a4INDi +  

a5AUDi + a6PROF/LOSSi + ∈i      (1)  
Independent and Categorical Variables (n = 2177) Coefficient 

Asymptotic t - statistic  

EBAI 0.062 
5.101*** 

 
EΔXTAI 3.671 

4.093*** 
 

SIZE 1.136 
4.617*** 

 
IND 0.848 

1.517 
 

AUD 1.613 
4.371*** 

 
PROF/LOSS 1.277 

1.505 
 

Constant 0.385 
3.268*** 

 
Model Chi-square 
Significance 
Degrees of Freedom 
Percentage Correctly Classified 
Logistic Regression Nagelkerke R2 
Hosmer and Lemeshow 

116.746 
0.000 

6 
61.0 
7.0% 
9.469 

*/ **/ *** Significant at the 0.10 / 0.05 / 0.01 level (two tailed). 
*See Table 6.1 for the notation, definition and measurement of the variables. 

 

 

association is also shown for SIZE (t = 4.617, p < 0.01), inferring that larger firms are 

more likely to report abnormal items than smaller firms. The significant positive 

association shown for AUD (t = 4.371, p < 0.01) suggests that firms audited by a Big 6 

audit firm are more likely to report an abnormal item than firms audited by a Non-Big 6 

audit firm. Goodness-of-fit can be evaluated by the classification accuracy shown as 

61%. An approximation of the predictive efficacy of the model is indicated by the 

logistic regression R2 statistic of 7%. A non-significant lack-of-fit is reported by the 
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Hosmer and Lemeshow (H-L) statistic as 9.469 with 6 degrees of freedom (p > 0.05), 

implying the model is a good fit.66  

 

6.11.2 Tests of Association Between the Amount of Abnormal Items and Earnings  

Levels (H3b) and Earnings Changes (H4b) 

To test the combined effects of the current level of earnings before abnormal items 

(H3b) and the change in earnings before abnormal items (H4b) on the amount of 

abnormal items, Table 6.15 presents the results of the multiple regression model testing 

Model (2). Test results are presented for the full sample of firms reporting abnormal 

items (Panel A); the sub-sample of firms reporting net positive abnormal items (Panel 

B); and the sub-sample of firms reporting net negative abnormal items (Panel C). Each 

of these sub-samples is further partitioned showing the test results for the sub-samples 

of profit and loss firms; and the positive and negative earnings changes sub-samples.  

 

Panels A, B and C of Table 6.15 show that Model 2 is significant for every sub-sample 

of firms reporting abnormal items (Panel A), and for each sub-sample reporting positive 

abnormal items (Panel B) and each sub-sample reporting negative abnormal items 

(Panel C). Contrary to the univariate analysis, Panel A shows that for the full sample of 

firms reporting abnormal items, the coefficient for earnings level (EBAI) is not 

significant, thus, H3b is not supported.  

 

 

                                                      
66 Well-fitting models show non-significance on the H-L goodness-of-fit test. The null hypotheses that 
there is no difference between the observed values and the values predicted by the model is retained, 
implying that the model’s estimates fit the data at an acceptable level. 
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However, when the sample is partitioned on the sign of the change in earnings, Panel A 

shows earnings level (EBAI) is significant for the sample of negative earning change 

(EΔXTAI) firms (t = 5.169, p < 0.01), and, as Panel C shows, this is primarily driven by 

the sub-sample of firms reporting negative abnormal items (Panel C, t = 3.839, p < 

0.01). Thus, for firms that have a decline in earnings over the previous year, the lower 

the level of earnings before abnormal items the greater the amount of negative abnormal 

items. This infers bath-taking behaviour. 

 

Partitioning the sample by the sign of abnormal items also reveals a significant positive 

association for EBAI for the profit firms with positive abnormal items sub-sample 

(Panel B, t = 4.655, p < 0.01). Similar to Kinney and Trezevant’s (1997) finding of 

special items being used to increase earnings levels, this result suggests that as earnings 

before abnormal items increase, the amount of positive abnormal items also increase, 

thereby maximising reported earnings. The significant negative association for EBAI for 

the loss firms sub-sample (Panel B, t = -2.040, p < 0.01) suggests that as the amount of 

losses increase, the amount of positive abnormal items also increase, thereby 

minimising losses.  

 

In regard to the association between the change in earnings and the amount of abnormal 

items reported, consistent with Kinney and Trezevant’s (1997) finding of special items 

being used to mitigate the inter-period change in earnings, Panel A shows EΔXTAI is 

significant for the full sample of firms (t = -1.672, p < 0.10) supporting H4b. When the 

sample is partitioned on the sign of earnings, Panel A shows EΔXTAI is significant for 
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the profit firms (t = -7.774, p < 0.01); the loss firms (t = 3.410, p < 0.01) and positive 

earnings change (EΔXTAI) firms (t = -2.901, p < 0.01).  

 

When the sample is partitioned on the sign of the abnormal item, Panel C shows that 

sample firms with negative abnormal items primarily drive the significant results shown 

in Panel A.  That is, for profit firms, the significant negative relationship (t = -7.555, p < 

0.01) infers that as the change in earnings increases, negative abnormal items are 

recognised to minimise or smooth bottom line earnings after abnormal items. The 

significant positive association for loss firms (t = 1.696, p < 0.10) suggests that as the 

change in earnings increases, negative abnormal items are also higher, thereby 

increasing the amount of the loss. For the positive earnings change (EΔXTAI) firms, the 

significant negative association between abnormal items and the change in earnings 

(EΔXTAI, t = -6.071, p < 0.01) is consistent with Kinney and Trezevant’s (1997) 

findings for special items, indicating the reporting of negative abnormal items to smooth 

the earnings change between periods. The significant positive association for the 

negative earning change (EΔXTAI) firms (t = 2.133, p < 0.05) suggests that firms that 

had a negative change in earnings report negative abnormal items, which is consistent 

with bath-taking behaviour.  

 

For the sample of firm-years reporting net positive abnormal items, Panel B shows a 

significant positive association between abnormal items and earnings change (EΔXTAI) 

(t = 4.688, p < 0.01) for those firms with a positive earnings change (EΔXTAI), which 

could infer that positive abnormal items have been recognised to shift earnings from 

earnings before abnormal items, thereby maximising the change in earnings after 
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abnormal items. This compares to the significant negative association shown for the 

negative EΔXTAI sub-sample (t = -3.523, p < 0.05), which could imply that positive 

abnormal items have been used to shift earnings from earnings before abnormal items to 

earnings after abnormal items thereby smoothing the negative change in earnings after 

abnormal items. 

 

Given that TAI is on average negative, the significant positive relationship for SIZE for 

the full sample (Panel A, t = 2.766; p < 0.01) indicates that smaller firms have larger 

amounts of abnormal items. This result is confirmed by the significant negative 

association with SIZE for firms reporting positive abnormal items (t = -7.938; p < 0.01) 

shown in Panel B, and the significant positive association (t = 5.459; p < 0.01) shown 

for firms reporting negative abnormal items in Panel C. 

 

IND shows a significant negative association for the full sample of profit firms (Panel 

A, t = -3.789, p < 0.01) and as Panel C shows is attributable to the profit firms with 

negative abnormal items sub-sample (Panel C, t = -3.444, p < 0.01). This suggests that 

non-mining firms reporting a profit before abnormal items tend to report larger amounts 

of negative abnormal items than mining firms. Whilst the full sample of loss firms with 

abnormal items also shows a significant association (Panel A, t = 1.765, p < 0.10) it is 

only at the 10% level of significance. 

 

Interestingly, AUD is significant only when the sample is partitioned by the sign of 

abnormal items, and then only for sample firms reporting net positive abnormal items 

but excluding loss firms (Panel B). The significant positive relationship between 
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positive abnormal items and audit firm infers that firms with a Big 6 audit firm tend to 

report larger amounts of positive abnormal items. 

 

The control variable PROF/LOSS shows a significant positive association for the full 

sample of firms (Panel A, t = 3.952, p < 0.01), indicating that loss firms tend to have 

larger amounts of negative abnormal items.  This is supported by the significant positive 

association shown in Panel C for the full sample of firms reporting negative abnormal 

items (t = 3.725, p < 0.01), which also suggests that loss firms report larger amounts of 

negative abnormal items. The significant negative association for the full sample of 

firms reporting positive abnormal items suggests that loss firms also report larger 

amounts of positive abnormal items. These results infer that firms have differing 

incentives to use abnormal items to manage earnings depending on whether firms report 

a profit or a loss.  

 

The differing incentives of firms and the use of abnormal items is also evidenced by the 

substantial increase in the explanatory power of the model when the sample is 

partitioned according to earnings level and earnings changes, and the sign of abnormal 

items. For example, Table 6.15, Panel A, shows the Adjusted R2 of the model is 5.7% 

for the full sample (n = 1160). However, the explanatory power increases to 22.9% for 

the full sub-sample of firm-years reporting positive abnormal items; and increases to 

14% for the full sub-sample of firm-years reporting negative abnormal items.  

 

These increases in explanatory power when the sample is partitioned demonstrate the 

importance of analysing abnormal items according to their sign and firms’ earnings 
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levels and changes in earnings, suggesting that the nature of abnormal items may have a 

bearing on their usage as an earnings management tool. The amount and sign of 

abnormal items reported by firms is dependent on whether they have an earnings loss or 

profit, and the direction of the earnings change over the previous year. 

 

6.11.3 Relationship Between Abnormal Items and Earnings Benchmarks  

The overall results presented in Table 6.15 for Model 2 for each of the sub-groupings of 

sample firm-years are summarised in Table 6.16.  Just as special items are found to be 

used to manage earnings by minimising, maximising or smoothing net earnings, Table 

6.16 shows that abnormal items also have been used to minimise, maximise or smooth 

net earnings. Furthermore, just as Hayn (1995) suggested that the incentives to manage 

earnings faced by managers of low profitability firms may differ from the incentives 

faced by managers of high profitability firms, potentially leading loss firms to raise 

more significant charges or charges that have differing economic characteristics, firms 

reporting a profit may have differing incentives to report positive abnormal items than 

firms reporting a loss. Table 6.16, Panel A, shows that for the profit firm-years sub-

sample there is a significant positive relationship between positive abnormal items and 

the earnings level (EBAI). If firms have target ranges for earnings (Buckmaster, 2001) 

this result could infer that profit firms maximised net earnings within a pre-determined 

earnings range by recognising positive abnormal items. For the loss firms sub-sample, 

the significant negative relationship between positive abnormal items and the earnings 

level infers that loss firms raising positive abnormal items did so to minimise or smooth 

reported losses or to shift from reporting a loss before abnormal items to reporting a 

profit after abnormal items.  
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Table 6.16 
Relationship Between Firm-Year Sub-Samples and 

Positive or Negative Abnormal Items 
 
Sub-Sample of 
Firm-Years 

Panel A: 
Earnings Level  

(EBAI) 

Panel B: 
Earnings Change  

(EΔXTAI) 
 Positive  

Abnormal  
Items 

Negative  
Abnormal  

Items 

Positive  
Abnormal  

Items 

Negative  
Abnormal  

Items 
Profit  + 

(maximise profit) 
 

NS NS - 
(smoothing) 

Loss  - 
(minimise loss) 

 

NS 
 

NS + 
(bath taking) 

Positive Earnings 
Change 

NS 
 
 

NS + 
(maximise profit) 

-  
(smoothing) 

Negative Earnings 
Change 
 

NS + 
(bath taking) 

- 
(smoothing) 

+ 
(bath taking) 

        NS = not significant 

 

 
In Table 6.16, Panel A, the significant positive relationship shown between the negative 

earnings change sub-sample and negative abnormal items infers firms experiencing 

negative earnings changes maximise the negative earnings change by raising negative 

abnormal items, which could again be an example of the manifestation of the big bath 

phenomenon where firms experiencing negative earnings changes raise negative 

abnormal items to maximise losses.  

 

Schrand and Walther (2000) documented that managers select the prior period’s 

earnings as the earnings benchmark when evaluating the current period’s earnings in 

order to manage the change in earnings from one period to the next. Results presented in 

Table 6.16 are also indicative of firms managing the change in earnings where Panel B 

shows a significant relationship between the change in earnings and abnormal items for 

both the positive earnings change and the negative earnings change sub-samples and for 

both positive abnormal items and negative abnormal items. The significant negative 
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relationship shown between profit firms with negative abnormal items and the earnings 

change (Panel B) infers that profit firms with larger increases in earnings have larger 

amounts of abnormal items to minimise or perhaps smooth the bottom line change in 

earnings. 

 

The positive and negative earnings change sub-samples produce an interesting set of 

outcomes. The direction of the relationship for these two sub-samples and EΔXTAI 

moves in the opposite direction, which supports the contention of earnings management. 

That is, a positive relationship is shown for positive earnings change firms and positive 

abnormal items, inferring positive abnormal items are used to maximise the earnings 

change, which has the effect of maximising net earnings. Conversely, the negative 

earnings change sub-sample shows a negative relationship for positive abnormal items 

inferring that as the negative earnings change increases, these firms raise positive 

abnormal items to dampen the negative change in earnings and thereby smooth net 

earnings.  

 

Results for the positive earnings change and the negative earnings change sub-sample 

raising negative abnormal items are consistent with that of Kinney and Trezevant’s 

(1997) finding that firms with large earnings increases recognise negative special items 

to smooth the earnings change; and firms with large earnings decreases recognise 

significant negative special items.  Thus, in Panel B the negative relationship between 

negative abnormal items and earnings change for firms with a positive earnings change 

indicates negative abnormal items are used to dampen the earnings change and smooth 

net earnings. The significant positive relationship for firms with a negative earnings 
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change and negative abnormal items, on the other hand, is also indicative of bath-taking 

behaviour. 

 

6.11.4 Tests of Association Between the Incidence of Abnormal Items and the  

Incidence and Magnitude of Analysts’ Forecast Errors (H5a)  

Model 3 tests the combined effects of analysts’ forecast errors and the magnitude of 

forecast errors on the incidence of abnormal items reported (H5a). Results of the logistic 

regression model testing Model (3) are presented in Table 6.17. 

 

Results for the full sample of firms that have an analyst’s earnings forecast shows that 

the model is significant (χ2 = 50.451, p < 0.01) and the coefficient for FERD-EBAI is 

significant (t = 2.539, p < 0.01), inferring that firms that meet or beat analysts’ earnings 

forecasts are more likely to report abnormal items, thus supporting H5a. The significant 

positive relationship with SIZE is consistent with the results for Model (1). Goodness-

of-fit can be evaluated by the classification accuracy shown as 61.9%. An 

approximation of the predictive efficacy of the model is indicated by the logistic 

regression R2 statistic of 5.4%. A non-significant lack-of-fit is reported by the Hosmer 

and Lemeshow (H-L) statistic as 6.391 with 7 degrees of freedom (p > 0.05) implying 

the model is a good fit.  
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Table 6.17 
Logistic Regression Analysis of the Association of Forecast Errors on the 

Raising of Abnormal Items 
PRAITi =  ao + a1FCBDi + a2|FERPS-EBAI|i + a3 FERD-EBAIi +  

    a4SIZEi + a5INDi + a6AUDi + a7PROF/LOSSi  + ∈I              (3) 
Independent and Categorical Variables (n = 910) Coefficient 

Asymptotic t - statistic 
FCBD 0.046 

1.498 
 

|FERPS-EBAI| 

 

0.432 
0.733 

 
FERD-EBAI 

 
1.522 

2.539*** 
 
SIZE 

 
1.231 

4.141*** 
 
IND 

 
0.741 
1.677* 

 
AUD 

 
1.074 
0.352 

 
PROF/LOSS 

 
1.848 
1.739* 

 
Constant 

 
0.125 

2.832*** 
 
Model Chi-square 
Significance 
Degrees of Freedom 
Percentage Correctly Classified 
Logistic Regression Nagelkerke R2  

Hosmer and Lemeshow 

 
50.451 
0.000 

7 
61.9 
5.4% 
6.391 

  
*/ **/ *** Significant at the 0.10 / 0.05 / 0.01 level (two tailed). 
*See Table 6.1 for the notation, definition and measurement of the variables. 

 
 
 

6.11.5 Tests of Association Between the Amount of Abnormal Items and the  

Incidence and Magnitude of Analysts’ Forecast Errors (H5b) 

Model 4 tests the combined effects of the presence of forecast errors and the magnitude 

of forecast errors on the amount of abnormal items reported (H5b). Results of the 

regression model testing Model (4) are presented in Table 6.18 and are tabulated for the 

sub-samples of firm-years with abnormal items and forecasts (Panel A), firm-years with  
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positive abnormal items and forecasts (Panel B) and firm-years reporting negative 

abnormal items and forecasts (Panel C). Results for each of these sample groupings are 

presented on the basis of the full sample, profit firm-years, loss firm-years, positive 

earnings change (EΔXTAI) firm-years and negative earnings change (EΔXTAI) firm-

years.  

 

Panel A of Table 6.18 shows that Model 4 is significant for the full sample of firms with 

abnormal items and for each sub-sample reporting abnormal items. Panel A shows for 

the full sample of firms |FERPS-EBAI| is significant (Panel A, t = -1.720, p < 0.10) with 

the negative relationship indicating that larger forecast errors are associated with 

smaller positive, or larger negative abnormal items, providing support for H5b. When 

the sample is split on the sign of abnormal items, |FERPS-EBAI| is significant and 

positive for firm-years with positive abnormal items (Panel B, t = 2.457; p < 0.05) and 

negative for those with negative abnormal items (Panel C, t = -2.210; p < 0.05). The 

positive association shown for |FERPS-EBAI| for the profit firms sub-sample raising 

positive abnormal items in Panel B (t =2.653, p < 0.01) suggests that as the magnitude 

of the forecast error increases, profit firms raise positive abnormal items, thereby 

shifting some income from earnings before abnormal items to earnings after abnormal 

items in order to more closely align earnings before abnormal items with analysts’ 

earnings forecasts. Similarly, it appears from the positive association for the positive 

EΔXTAI sub-sample (t =1.976, p < 0.10) that these firms raise positive abnormal items 

to shift earnings from earnings before abnormal items to earnings after abnormal items, 

which in turn aligns earnings before abnormal items more closely to that of analysts’ 

earnings forecasts.  



6 EMPIRICAL FINDINGS  180 
 

 

Likewise, the negative EΔXTAI sub-sample reporting positive abnormal items also 

shows a significant positive association between the forecast error per share and total 

abnormal items (t = 2.681, p < 0.01), inferring that as the magnitude of the forecast 

error increases, the amount of positive abnormal items also increases. This positive 

association suggests that even when firms experience a negative earnings change, if 

earnings exceed those forecast by analysts then firms shift earnings to abnormal items, 

thereby more closely aligning earnings before abnormal items to those forecasted. 

 

The significant negative association between TAI and |FERPS-EBAI| reported for the 

sub-sample of negative EΔXTAI firms reporting net negative abnormal items (Panel C, 

t = -3.885, p < 0.01) infers that the larger the amount of negative abnormal items 

reported, the smaller is the forecast error. Thus, by shifting losses from earnings before 

abnormal items to abnormal items, earnings before abnormal items is increased to more 

closely align earnings before abnormal items to analysts’ earnings forecasts. 

 

Panel A of Table 6.18 also shows that FCBD and FERD-EBAI are significant but only 

for the loss firms’ sub-sample (t = -1.913, p < 0.10 and t = 2.200, p < 0.05 respectively). 

Panel C reveals it is the loss firms reporting negative abnormal items where FCBD and 

FERD-EBAI are significant (t = -1.850, p < 0.10 and t = 1.814, p < 0.10 respectively). 

These results suggest that the level of the earnings forecast, in combination with the 

presence of a forecast error is associated with the amount of abnormal items reported by 

loss firms and could reflect loss firms’ intent to maximise losses in the presence of 

forecast errors. Panel C of Table 6.18 also shows that when the sign of abnormal items 

splits the sample, FCBD is significant for the negative EΔXTAI sub-sample reporting 
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net negative abnormal items (t = -1.921, p < 0.10) which is otherwise masked when the 

test is conducted on the full sample.  

 

Given that TAI is on average negative, the significant positive relationship for SIZE for 

the full sample (Panel A, t = 2.634; p < 0.01) indicates that smaller firms use larger 

amounts of abnormal items to minimise forecast errors. This result is confirmed by the 

significant negative association with SIZE shown in Panel B for firms reporting positive 

abnormal items (t = -1.787; p < 0.10), and the significant positive association shown in 

Panel C (t = 2.867; p < 0.01) shown for firms reporting negative abnormal items. 

 

Consistent with Model 2, IND shows a significant negative association for the full 

sample and for the full sample of profit firms (Panel A, t = -1.795, p < 0.10 and t = -

2.725, p < 0.01 respectively). Panel C shows that splitting the sample by the sign of 

earnings and the change in earnings reveals a significant negative association for each 

sub-sample of firms (apart from the loss firms sub-sample) reporting negative abnormal 

items. This suggests that non-mining firms report larger amounts of negative abnormal 

items than mining firms.  

 

AUD shows a significant negative association for the full sample of loss firms reporting 

abnormal items suggesting firms audited by a Big 6 audit firm report larger amounts of 

abnormal items.  

 

The control variable PROF/LOSS shows a significant positive association for the full 

sample of firms (Panel A, t = 4.249, p < 0.01), suggesting loss firms tend to have larger 
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amounts of negative abnormal items.  Similarly, the significant positive association 

shown in Panel C for the full sample of firms reporting negative abnormal items (t = 

2.332, p < 0.01), also suggests that loss firms report larger amounts of negative 

abnormal items.  

 

In summary, results infer that: analysts’ earnings forecasts are more closely aligned to 

earnings before abnormal items than earnings after abnormal items; the incidence and 

magnitude of analysts’ forecast errors are associated with the presence of an abnormal 

item and that firms that meet or beat analysts’ earnings forecasts are more likely to 

report abnormal items. Tests of association between the amount of abnormal items and 

the incidence and magnitude of analysts’ forecast errors infer that larger forecast errors 

are associated with smaller positive, or larger negative abnormal items. Partitioning the 

sample by the sign of abnormal items shows that profit firms, firms with an increase in 

the change in earnings and firms with a decrease in the change in earnings raise positive 

abnormal items, thereby shifting earnings from earnings before abnormal items to 

earnings after abnormal items, which in turn aligns earnings before abnormal items 

more closely to analysts’ earnings forecasts. Similarly, for firms with a negative 

earnings change and reporting negative abnormal items, results infer for these firms that 

the larger the amount of negative abnormal items reported the smaller is the forecast 

error. This has the effect of shifting losses from earnings before abnormal items to 

earnings after abnormal items, which again more closely aligns reported earnings to 

analysts’ forecasts. 
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6.12 Diagnostics of Results of Multiple Regression Tests 

 

This section presents the results of statistical tests conducted to ensure the robustness of 

the regression models used to test the hypothesised relationships.  

 

6.12.1 Absence of Outliers Amongst the Variables 

Because multiple regression is sensitive to outliers (Pallant, 2005) the data was screened 

for extreme outliers (very high or very low scores) that may have undue influence on 

the results. Tabachnick and Fidell (2001, p. 69) contended that, “multivariate outliers 

are best detected through Mahalanobis distance”. Cook’s distance is also a measure that 

is used to identify outliers that may have an undue influence on the results of the 

Models developed to test the hypotheses of this thesis (Tabachnick & Fidell, 2001). 

Cook’s distance scores exceeding one are viewed as possibly having an influence on 

regression analysis.  

 

Analysis of the data for Model 2 revealed 49 observations exceeding Mahalanobis 

distance limits (χ2 (3) = 16.266; p < 0.001). Model 2 was reassessed excluding the 49 

observations exceeding Mahalanobis limits.  Results excluding the 49 observations 

exceeding Mahalanobis distance limits (not presented) are consistent with the full 

sample of 2177 firm-years. Furthermore, the highest Cook’s distance score for the 

outliers identified through Mahalanobis distance is 0.03369, well below the threshold of 

one. Thus, using Cook’s distance, the identified outliers have a very low influence and 

are at a level that suggests the outliers do not pose any problem in regard to the 

statistical outcomes of the regression analysis. Therefore, as the evidence suggests, the 
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49 observations have a low influence on the statistical outcomes of testing, the 49 firm-

years observations were retained in the sample used to test Model 2 rather than 

discarded. 

 

Analysis of the data for Model 4 revealed 20 observations exceeding Mahalanobis 

distance limits (χ2 (5) = 20.515; p < 0.001). Model 4 was reassessed excluding the 20 

observations exceeding Mahalanobis limits.  Results excluding the 20 observations 

exceeding Mahalanobis distance limits (not presented) are consistent with the full 

sample of 513 firm-years accompanied by an earnings forecast and an abnormal item. 

Furthermore, the highest Cook’s distance for outliers identified through Mahalanobis 

distance for Model 4 is 0.12315, well below the threshold of one. Thus, using Cook’s 

distance, the identified outliers have a very low influence and are at a level that suggests 

the outliers do not pose any problem in regard to the statistical outcomes of the 

regression analysis. Therefore, as the evidence suggests, the 20 observations have a low 

influence on the statistical outcomes of testing, the 20 observations were retained in the 

sample to test Model 4 rather than discarded. 

 

6.12.2 Assessment of Multicollinearity and Autocorrelation Amongst the Variables 

Multicollinearity of the variables was assessed using the measures of Tolerance and 

Variance Inflation Factor. A large Variance Inflation Factor (a usual threshold is 10.0) 

indicates a high degree of multicollinearity among the independent variables. Tolerance 

values approaching zero indicate multicollinearity, while values approaching one 

indicate no multicollinearity (Hair et al., 1995). Results of both these tests are presented 
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in Table 6.19 and show that all variables are well within the accepted thresholds, 

indicating there were no multicollinearity problems.  

 
 

Table 6.19 
Collinearity Statistics 

Variable Models 1 and 2 Models 3 and 4 
 Tolerance Variance 

Inflation 
Factor 

Tolerance Variance 
Inflation 
Factor 

EBAI 0.527 1.897   
EΔXTAI 0.914 1.094   
SIZE 0.823 1.215 0.794 1.259 
IND 0.906 1.103 0.909 1.100 
AUD 0.931 1.074 0.910 1.099 
PROF/LOSS 0.511 1.955 0.743 1.345 
AIPOS/NEG     
FCBD   0.706 1.417 
FERD-EBAI   0.940 1.063 
|FERPS-EBAI|   0.843 1.186 

 

 

Several tests were conducted to ensure that the results for the pooled regression results 

are not affected by autocorrelation in the data. First, a Lagrange Multiplier (LM) test 

was conducted to determine whether the panel data should be tested using the classic 

regression model or a fixed/random effects model (Greene, 2003). The result of the LM 

test for several of the sub-samples is significant, indicating that the random effects 

model should be used. The random effects model was run for those sub-samples and as 

the results are qualitatively the same as the classical regressions model, only the 

classical regression model results are reported. The absence of serial correlation in the 

data was also confirmed by Durbin-Watson tests for each of the models for the full 

sample.  
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6.13 Conclusion 

 

This chapter provides the results of hypotheses tests that examine abnormal items in the 

context of earnings management. The earnings management literature has contended 

that incentives exist for firms’ managers to manage the level of current period earnings, 

the change in earnings from one period to the next, and earnings to analysts’ forecasts.  

 

Based on Houghton’s (1994) findings, it was predicted that the frequency of firms 

reporting abnormal items increased between 1994 and 2000, but no support was found 

for this prediction. However, as predicted, and consistent with U.S. special items 

research, there is evidence of asymmetry in the reporting of abnormal items in regard to 

both the frequency and amount of abnormal items with a bias towards the reporting of 

negative abnormal items. In terms of frequency, negative abnormal items accounted for 

nearly two-thirds of abnormal items reported by sample firms compared to one-third of 

abnormal items reported being positive abnormal items. Furthermore, the proportion of 

reported negative abnormal items (64%) compared to the proportion of positive 

abnormal items (36%) is consistent with the proportions of negative (63%) and positive 

(37%) special items reported in the U.S. earnings management literature. Thus, even 

across international jurisdictions, not only is there asymmetry in the frequency of 

negative and positive abnormal/special items, but the proportions of negative and 

positive abnormal items is consistent with the proportions by which negative and 

positive special items have been reported. 
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Evidence was presented of a systematic difference between firms that raise abnormal 

items and firms that report no abnormal items; and of a systematic difference in the 

amount of positive and negative abnormal items. Firms that recognised abnormal items 

had, on average, a lower level of earnings before abnormal items than firms that did not 

raise abnormal items; similarly, firms that recognised abnormal items were found to 

have a lower, on average, change in earnings than firms that did not raise abnormal 

items. In terms of the amount of abnormal items, negative abnormal items were two and 

a half times more than the amount of positive abnormal items reported.  

 

While the bias towards reporting negative abnormal items (losses) could be interpreted 

as opportunistic behaviour to boost reported normal earnings, several other factors could 

also explain this asymmetry. This asymmetry may reflect accounting conservatism 

where a higher materiality threshold is applied to positive abnormal items; or it may 

reflect conservatism in respect of recognising losses immediately, whereas revenue 

items are deferred until realised. Alternatively, it may be that negative abnormal items 

occur more frequently than positive abnormal items.  

 

Using logistic regression, the predictions that the presence of an abnormal item is 

associated with the level of current period earnings before abnormal items and the 

change in earnings were supported. Results suggest that firms with higher levels of 

earnings before abnormal items are more likely to report an abnormal item and firms 

with a larger change in earnings are more likely to report an abnormal item. 
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Multiple regression analysis was used to test the predictions that the amount of current 

period abnormal items is associated with the level of current period earnings before 

abnormal items and the change in earnings. For the full sample of firms, the prediction 

of an association between the level of earnings and the amount of abnormal items was 

not supported. However, when partitioning the sample firms according to the sign of the 

earnings level, the sign of the earnings changes, and the sign of abnormal items, yielded 

significant results for various sub-samples. In testing the association between the level 

of earnings and the amount of abnormal items, when the sign of earnings and the sign of 

abnormal items partition the sample, abnormal items are associated with the level of 

earnings before abnormal items for both profit firms and loss firms reporting positive 

abnormal items, and for firms that experienced a negative change in earnings and 

recognised negative abnormal items.  

 

The positive association found between the level of earnings and the amount of positive 

abnormal items for profit firms suggests that as the magnitude of earnings before 

abnormal items increases the amount of positive abnormal items also increases. For the 

loss firms sub-sample, the negative association found between the level of earnings and 

the amount of abnormal items suggests that as the magnitude of losses increase the 

amount of positive abnormal items also increases. This could reflect strategies of loss 

firms where loss firms have recognised positive abnormal items to minimise reported 

losses. The positive association for the negative earnings change sub-sample of firms 

raising negative abnormal items infers that as earnings before abnormal items increases 

negative abnormal items also increase, thereby shifting losses from earnings before 

abnormal items to earnings after abnormal items. 
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The prediction of an association between the amount of abnormal items and the change 

in earnings was supported at the full sample level. Partitioning the sample shows that as 

the earnings change increases, profit firms and the positive earnings change sub-sample 

were found to raise negative abnormal items, thereby minimising or possibly smoothing 

the bottom line reported earnings after abnormal items. The use of negative abnormal 

items by loss firms and the negative earnings change sub-sample on the other hand were 

found to be used to maximise losses. Conversely results for positive abnormal items 

recognised by the positive earnings change sub-sample suggest positive abnormal items 

were used to maximise the earnings changes, whereas the sub-sample of negative 

earnings change firms used positive abnormal items to smooth the impact of the 

negative change in earnings. 

 

In the hierarchy of earnings management benchmarks, analysts’ earnings forecast errors 

were predicted to be associated with the amount of abnormal items reported. The 

general assumption that analysts’ forecasts are aligned with earnings before abnormal 

items was empirically supported. Both univariate and logistic regression analysis 

showed that the presence of an earnings forecast error is associated with the presence of 

an abnormal item, and that firms that meet or beat the earnings forecast are more likely 

to report abnormal items, indicating that abnormal items may have been used to manage 

the magnitude of forecast errors. Tests of significance also showed that, consistent with 

U.S. studies, a disproportionate number of firms met/beat analysts’ earnings forecasts 

compared to firms that missed the forecast when the benchmark measure is earnings 

before abnormal items.  
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The multiple regression analysis shows that in the context of analysts’ forecasts, 

abnormal items are used to align earnings before abnormal items to analysts’ earnings 

forecasts. Results suggest that profit firms used positive abnormal items to shift 

earnings from earnings before abnormal items to earnings after abnormal items to more 

closely align earnings before abnormal items to forecasts so as to meet or beat the 

earnings forecast. Likewise, the positive earnings change sub-sample of firms 

recognised positive abnormal items to shift earnings from earnings before abnormal 

items which has the effect of minimising the earnings change compared to earnings 

forecasts, thereby more closely aligning earnings before abnormal items to analysts’ 

forecasts. Similarly, negative abnormal items also appear to have been used to shift 

earnings. This is evidenced for the sub-sample of firms with negative earnings changes 

reporting net negative abnormal items, which, it seems, have used negative abnormal 

items to reduce the magnitude of the forecast error and, in turn, more closely aligns 

earnings before abnormal items to analysts’ earnings forecasts. 

 

Overall, the empirical evidence clearly supports the predictions of: asymmetry in 

positive and negative abnormal items; an association between the level of firms’ 

earnings and the presence and amount of abnormal items; an association between the 

change in earnings and the presence and amount of abnormal items. Furthermore, the 

empirical results provide strong support for the assumption that earnings before 

abnormal items are aligned to analysts’ forecasts, and indicates that abnormal items are 

used to minimise earnings forecast errors. 
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In the next chapter, a summary and discussion of the key findings in relation to the 

research questions are provided. The implications and contributions of the study are 

presented, and, finally, the limitations of the study are discussed and areas for future 

research are identified.  
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CHAPTER SEVEN 

CONCLUSION 

 

In this concluding chapter, a summary of the preceding chapters and a discussion of the 

key findings in relation to the research questions are provided. The implications of the 

findings of this study are then presented, followed by the key contributions of this 

thesis. Finally, limitations of the research as well as areas for further research are 

identified.  

 

7.1 Summary of the Study  

 

Chapter 2 discussed the role of accounting standards in the context of earnings 

management and the institutional background that gave rise to and the subsequent 

curtailment of abnormal items. Accounting standards directly affect the formation of 

reported accounting figures, requiring firms to disaggregate earnings into specific 

components and classification, which implicitly implies that the desegregation of 

earnings provides useful information to financial statement users. Abnormal items were 

one such classification of earnings explicitly required by Australian accounting 

standards.  

 

Accounting regulators typically view earnings management as undesirable because it 

can lead to biased financial reporting by preparers of financial statements. In tightening 
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accounting standards, the regulators attempt to reduce managerial reporting discretion in 

the financial reporting process to curb earnings management. Accounting standards 

however, by necessity, allow managerial discretion in applying the standards, which in 

turn provides the means by which pre-managed earnings can be managed so as to derive 

the desired, reported earnings figure. Prior to the 1989 definitional changes to 

extraordinary items in AASB 1018 Profit and Loss Statements, abnormal items were 

typically profits. However, subsequent to the change in definition of extraordinary 

items, abnormal items typically became, on average, losses. Anecdotal evidence 

suggested abnormal items had taken the place of extraordinary items for managing 

earnings. Although the definitional change to extraordinary items had the desired effect 

of reducing the frequency of reported extraordinary items, the move by the standard 

setters was perceived as counter productive, in that the shift away from reporting 

extraordinary items was followed by a twofold increase in the frequency with which 

abnormal items were reported. Furthermore, anecdotal evidence suggested earnings 

before abnormal items then became the metric of financial performance that financial 

analysts used in their earnings forecasts in lieu of the previously reported earnings 

before extraordinary items.  

 

The Australian Shareholders’ Association, the Australian Securities and Investments 

Commission and several financial press commentators were critical of firms classifying 

earnings as abnormal items, suggesting firms had used abnormal items to present better 

earnings before abnormal items. Under the guise of the accounting standards 

harmonisation program, the re-issue of AASB 1018 followed (operative for half-years 

ended December 2000), in which the term “abnormal items” became obsolete. 
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However, many companies continued to report both earnings before abnormal items and 

earnings after abnormal items, suggesting firms perceived both earnings measures were 

useful to financial statement users. 

  

Accounting standards allowed managers to exercise their discretion in determining 

whether a component of earnings would be classified as an abnormal item, thereby 

managing the earnings before abnormal items and earnings after abnormal items. Three 

ways in which abnormal items could be used to manage earnings were presented: (1) 

classify revenue and expense items as abnormal or not abnormal; (2) inflate (deflate) the 

amount of an existing revenue and/or expense item to meet (not meet) the definition of 

an abnormal item; and (3) create new revenue or expense items by recognising 

discretionary accruals. However, the perceived use of abnormal items to manage 

earnings was based on anecdotal evidence and had not been empirically tested.  

 

Chapter 3 presented a review of the earnings management literature which espouses the 

importance users place on earnings as a measure of firms’ performance and that some 

users consider earnings as the most important financial metric when assessing firms’ 

performance. This, in turn, provides incentives to manage earnings. Several schools of 

thought in regard to the purpose of earnings management were presented. Earnings 

management can be viewed as opportunism on the part of management to maximise 

their own utility; or as efficient contracting where managers maximise firm value; or as 

a means of signalling managers’ proprietary information to the market. However, none 

of these are mutually exclusive. The literature contends the impetus motivating earnings 

management is share price; a missed earnings target means a drop in share price. 
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One of the most important contributing factors to earnings management is the ability of 

firms to manage earnings within the confines of generally accepted accounting 

principles. In order to keep pace with business innovations and the diversity of 

companies, accounting standards allow for managerial discretion in applying accounting 

standards to the firm’s prevailing environment. Accounting standards also require the 

classification of certain earnings components. One such classification required by 

AASB 1018 (as it applied in the study period of this thesis) was for items of revenue 

and expense, which, by reason of their size and effect, were considered abnormal, to be 

reported separately from other forms of earnings and classified/disclosed as abnormal 

items.  Hence, managers can exercise reporting discretion in determining how certain 

earnings are classified, which determines their placement in the financial statements. 

Classification can affect the perceived permanent or transitory nature of the earnings. 

The requirement of AASB 1018 to report abnormal items separately from other 

earnings implicitly assumes that abnormal items provided useful information to 

financial statement users. Preparers of financial statements could use the classification 

of earnings as abnormal items in order to convey the permanent or transitory nature of 

the earnings and hence its effect on firms’ future earnings.  

 

Prior U.S. research concluded that there are tendencies for firms to not only manage 

earnings towards expectations in general, but also to manage earnings to meet earnings 

forecasts. Earnings targets that provide the incentives to manage earnings were 

discussed. Earnings benchmarks commonly referred to in the earnings management 

literature encompass earnings forecasts released by analysts; the firm’s prior year 

earnings; a minimum earnings level to qualify for performance-based remuneration; a 
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pre-determined earnings level to ensure compliance with financial covenants included in 

debt or credit agreements; and/or an earnings level that will not attract political 

attention.  Extant empirical evidence has showed that in recent years, firms’ preference 

for meeting benchmarks is, firstly, to avoid reporting negative earnings surprises where 

the benchmark is analysts’ forecasts; and, secondly, to avoid reporting earnings 

decreases. 

 

The methods used to manage earnings were also presented. Inter-period earnings 

management occurs by shifting earnings between periods with the accrual or deferral of 

expenses and/or revenue by accounting method choice. Intra-period earnings 

management occurs by the way earnings are classified and shifted around classifications 

within a single period’s financial statements. Earnings can also be managed by way of 

timing transactions, where managers are able to exercise their discretion in determining 

the timing of a transaction and the subsequent recognition in the financial statements.  

 

Given that earnings management exists, the incentives that motivate this practice were 

presented. These incentives include: managing earnings to maintain reporting a smooth 

growth in earnings; managing earnings to avoid reporting losses and earnings decreases; 

and managing earnings to more closely align reported earnings to analysts’ earnings 

forecasts. 

 

The role of the capital markets in earnings management was discussed as these markets 

are viewed as the primary catalyst for ensuring earnings benchmarks are reached. 

Achieving earnings benchmarks, period after period, gives the appearance of a stable 
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environment in which the firm is operating. This, in turn, reduces the perceived risk 

attached to the firm, which, in turn, reduces the firm’s cost of capital, a clear incentive 

to manage earnings. The body of literature that examines the distributions of earnings 

by profit firms versus loss firms was also reviewed. The findings of empirical research 

that the earnings distributions for profit versus loss firms differ fundamentally and that 

profits versus loss firms adopt different earnings management strategies were also 

discussed. This is an important issue for all earnings management studies in that the 

distributions of profit versus loss firms need to be examined separately.  

 

As abnormal items have similar characteristics to special items as reported in the U.S., 

Chapter 3 also presented a review of the special items literature and this literature was 

applied to the reporting context of abnormal items in Australia.  U.S. research has found 

special items are used to manage the intra-period classification of earnings; and that the 

distribution of negative and positive special items is asymmetric with a bias to negative 

special items. The bias towards negative special items has been viewed as opportunistic 

behaviour by firms’ management to shift core expenses to special items, thereby 

enhancing core earnings (McVay, 2006). Others have contended the bias reflects 

conservatism in accounting where losses are recognised when probable but gains are 

recognised when realised. The classification of earnings as special items is also viewed 

as a means of conveying the transitory nature of special items; and that financial 

analysts typically interpret special items as being transitory earnings. Similarly, it was 

argued, abnormal items could be used to manage the intra-period classification of 

earnings by shifting earnings from earnings before abnormal items to earnings after 
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abnormal items; and that firms may use the abnormal classification to convey the 

transitory nature of earnings disclosed as abnormal. 

 

Chapter 4 presented specific hypotheses in regard to abnormal items being used to 

manage earnings.  The first hypothesis predicted an increase in the reporting of 

abnormal items subsequent to the definitional change of extraordinary items in the 

accounting standards. Secondly, drawing on U.S. research examining special items, a 

set of hypotheses was developed to explore asymmetry in reporting negative and 

positive abnormal items. It was predicted that the frequency of negative abnormal items 

would exceed the frequency of positive abnormal items reported; and that the amount of 

negative abnormal items would exceed the amount of positive abnormal items reported.   

 

A second set of hypotheses was developed exploring the relationship between earnings 

levels and abnormal items. The level of firms’ earnings was predicted to be associated 

with the incidence of abnormal items reported; and the level of firms’ earnings was 

predicted to be associated with the amount of abnormal items reported.  

 

The third set of hypotheses was developed to explore the relationship between earnings 

changes and abnormal items. It was predicted that the change in earnings from the prior 

year is associated with the incidence of abnormal items reported; and the change in 

earnings from the prior year is associated with the amount of current year abnormal 

items reported.  
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A fourth set of hypotheses was developed to explore the relationship between abnormal 

items and analysts’ earnings forecasts. These predictions were of a relationship between 

the incidence of abnormal items reported and analysts’ forecast errors; and a 

relationship between the amount of abnormal items reported and analysts’ earnings 

forecast errors. Arguments for empirically testing the anecdotal assumption that firms 

manage earnings before abnormal items to analysts’ forecasts were also presented. 

 

Chapter 5 detailed the research design used in this study. The research methods used to 

test the hypotheses over the study period incorporate pooled cross-sectional and time-

series testing procedures to facilitate between companies and within companies 

analyses. To apply these procedures, a sample of 416 companies was selected from the 

top-500 companies listed on the Australian Stock Exchange in 1999, yielding overall 

2177 firm-year observations. The sample selection methods and the specification and 

measurement of the variables used in statistical testing were described. Collectively, 

four logistic and multivariate regression models were presented to test the hypothesised 

relationships. 

 

7.2 Summary of the Findings 

 

The results of hypotheses tests were reported in Chapter 6. Findings reveal systematic 

differences between firms that raise abnormal items and firms that report no abnormal 

items. The results show the shifting of earnings from earnings before abnormal items to 

earnings after abnormal items where the full sample of firms has, on average, reported 

net negative abnormal items, which has had the effect of shifting net losses to the 
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below-the-line earnings measure of earnings after abnormal items. Three measures of 

earnings predicted to influence the reporting of abnormal items were tested: earnings 

before abnormal items, the change in earnings from the prior year, and analysts’ 

earnings forecasts. 

 

To capture the effects of differing reporting incentives at the firm level, hypotheses 

testing was conducted for the full sample of firms and then partitioned based on 

earnings levels, (profit or a loss); earnings changes, (increase or a decrease); and by the 

sign of abnormal items, that is, positive abnormal items or negative abnormal items. 

 

The prediction of an increase in the frequency of abnormal items reported during the 

sample period was not supported. Key findings of the research follow.  The prediction 

of asymmetry in negative and positive abnormal items was supported. Evidence 

supported the prediction of asymmetry in the frequency of positive and negative 

abnormal items; and asymmetry in the amount of positive and negative abnormal items 

reported, with a bias for reporting negative abnormal items being clearly evident. This 

asymmetry could reflect the convention of conservatism where a higher materiality 

threshold is applied to positive abnormal items; or it may reflect accounting 

conservatism where losses are recognised immediately, whereas revenue items are 

deferred until realised; or it may just be that negative abnormal items occur more 

frequently than positive abnormal items.  

 

The prediction of an association between the incidence of abnormal items reported and 

the level of current period earnings was supported, with the results inferring that firms 
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with higher levels of earnings before abnormal items are more likely to report an 

abnormal item. The prediction of an association between the incidence of abnormal 

items reported and the change in current period earnings was also supported, suggesting 

that firms with a larger change in earnings before abnormal items are more likely to 

report abnormal items.  

 

An association between the level of current period earnings and the amount of abnormal 

items reported was predicted but not supported, for the full sample of firms. However, 

when the sample was partitioned on the sign of the change in earnings, the association 

between earnings level and the amount of abnormal items was significant for the full 

sample of negative earnings change firms, which was attributable to the sub-sample of 

negative earnings change firms reporting negative abnormal items. Thus, for firms that 

had a decline in earnings over the previous year, the lower the level of earnings before 

abnormal items, the greater the amount of negative abnormal items, inferring bath-

taking behaviour. The prediction of an association between the change in current period 

earnings and the amount of abnormal items was supported for the full sample of firms, 

with the results inferring abnormal items were used to mitigate the inter-period change 

in earnings. 

 

Partitioning sample firms by the sign of current period earnings and the change in 

earnings showed firms may have differing strategies to manage earnings, and the 

strategy adopted depends on the firm’s earnings level and earnings changes. Evidence 

showed loss firms are more likely to recognise abnormal items than profit firms. The 

results inferred that profit firms raising positive abnormal items did so to maximise 
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current period earnings. This compares to loss firms where findings inferred loss firms 

that recognised net positive abnormal items did so in order to minimise or smooth 

reported losses, or, alternately, to shift from reporting a loss before abnormal items to a 

profit before abnormal items.   

 

The results also suggest that firms experiencing a positive earnings change and 

reporting net positive abnormal items did so to maximise the earnings change. This 

compares to negative earnings change firms which by reporting positive abnormal items 

dampened the bottom line negative change in earnings. Positive earnings change firms, 

coupled with negative abnormal items, appear to have used negative abnormal items to 

smooth or dampen the earnings change, whereas negative earnings change firms 

reporting negative abnormal items did so to maximise the earnings after abnormal items 

earnings change. 

 

The assumption that firms manage earnings to align earnings before abnormal items to 

analysts’ earnings forecasts was tested and supported. The prediction of an association 

between the incidence of abnormal items and the presence of forecast errors was 

supported, inferring that firms that meet or beat analysts’ earnings forecasts are more 

likely to report abnormal items. The prediction of an association between the amount of 

abnormal items and the magnitude of analysts’ forecast errors was supported, with a 

negative relationship present suggesting larger forecast errors are associated with 

smaller positive abnormal items, or larger negative abnormal items. Moreover, tests of 

significance showed that a significantly disproportionate number of firms meet/beat 
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analysts’ earnings forecasts compared to firms that miss the forecast when the 

benchmark is earnings before abnormal items. 

 

7.3 Implications 

 

The findings of this thesis have implications for the accounting standards setters and 

financial analysts. The tightening of accounting standards is one means by which the 

standard setters attempt to restrain earnings management. The change in accounting 

standards in regard to extraordinary items had the desired effect in that the frequency by 

which extraordinary items were reported was found to decrease (Houghton, 1994). 

However, this was followed by a two-fold increase in the reporting of abnormal items in 

the two years immediately following the amendments to the definitional change of 

extraordinary items. Seemingly, abnormal items had taken over from extraordinary 

items as a classificatory means of managing earnings and anecdotal evidence alluded to 

this contention. The results from this thesis provide empirical support for the notion that 

abnormal items were being used to manage earnings by shifting earnings from the 

perceived all-important earnings before abnormal items to earnings after abnormal 

items. Thus, amendments to AASB 1018 in regard to restrictions on the reporting of 

extraordinary items seemingly had a revolving door effect in that, as the standard setters 

closed the door on extraordinary items as a mode of earnings management, another door 

in the form of abnormal items opened, by which earnings could be managed.   

 

Yet, the requirement of AASB 1018 (as it applied during the study period) to report 

abnormal items separately from other earnings components implicitly assumes that the 
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classification of earnings as abnormal items was useful to financial statement users. 

More so, the fact that firms continued to report “earnings before abnormal items”, even 

after the term was abolished from the accounting standards, infers preparers of financial 

statements also viewed the classification of earnings as abnormal items as useful 

information for financial statement users. If firms were classifying items as abnormal to 

signal the transitory nature of these items to financial report users, then the removal of 

the “abnormal” classification from AASB 1018 diminishes their ability to communicate 

information about the nature of reported revenue and expense items. In particular, a 

relatively large proportion of Cameron and Gallery’s (2001) sample of firms (37%) 

voluntarily disclosed earnings per share before abnormal items.67 This suggests the 

managers of Australia’s largest companies considered that reporting earnings before 

abnormal items was useful to financial statement users.  

 

Evidence was also presented of firms aligning earnings before abnormal items to 

analysts’ earnings forecasts. This has implications for financial analysts. It is widely 

recognised in the U.S. literature that analysts need to pay careful attention to special 

items (see, for example, Hanna 1999). Similarly, analysts need to pay careful attention 

to earnings which under the superseded accounting standards could have been classified 

as an abnormal item but would now be typically referred to as “significant items” when 

allocating the earnings to appropriate years when determining firm’s future normal 

earnings. 

 

                                                 
67  AASB 1027 Earnings per Share required the inclusion of abnormal items in the earnings amount that 
was used to calculate the earnings per share ratio.   
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Collectively, the results infer that abnormal items had been used to manage earnings 

and so, if earnings management is viewed as opportunistic, then the standards setters 

were justified in amending the standards in regard to abnormal items to constrain 

earnings management. On the other hand, if the classification of earnings as an 

abnormal item was the means by which firms’ management conveyed the transitory 

nature of the earnings to firms’ stakeholders and the capital markets, then the abolishing 

of the term “abnormal items” by the regulators reduces firms’ means of releasing their 

proprietary information in regard to the nature of earnings. 

 

 7.4 Contributions 

 

Overall, the findings presented in this thesis provide a number of contributions to the 

earnings management literature and are important in a number of respects. First, the 

extent to which Australian firms report abnormal items has not been subject to detailed 

analysis. Hence, research investigating abnormal items is limited. In addition, research 

investigating abnormal items in the context of earnings management is even more 

limited.  

 

Second, several studies have examined the extent to which Australian firms engage in 

earnings management (see, for example, Coulton, Taylor & Taylor, 2005; Craig & 

Walsh, 1989; Godfrey & Jones, 1999; Godfrey, Mather & Ramsay, 2003; Holland & 

Ramsay, 2003; Walsh, Craig & Clarke, 1991; Wells, 2002) but not in the context of 

abnormal items. Apart from Cameron (1998) and Cameron and Gallery (2001), no other 

(known) Australian study examines the classification of earnings as abnormal items in 
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the context of earnings management, thereby adding to the body of literature on this 

subject. As such, the results from this thesis represent a comprehensive study of 

earnings management in the context of abnormal items and demonstrate that earnings 

management is a feature of the Australian financial reporting landscape.  

 

Third, this is the first (known) study to provide empirical evidence of Australian firms 

using the classification of earnings as abnormal to align earnings before abnormal items 

to analysts’ earnings forecasts. 

 

Fourth, U.S. research examining special items typically tests for earnings management 

using only income-decreasing special items, as U.S. researchers (see, for example, 

Elliott & Hanna, 1996; McVay, 2006) argued that it is too difficult to interpret the 

economic implications of positive special items. McVay (2006), in examining the use of 

income-decreasing special items for earnings management, explicitly stated that she 

leaves the examination of classification shifting using income-increasing special items 

for future research. This study extends the research by examining both positive and 

negative abnormal items with the offsetting effects of positive and negative abnormal 

items for earnings management.  

 

Fifth, the empirical evidence on earnings management principally focuses on U.S. 

companies. In this vein, some researchers (see, for example, Stolowy & Breton, 2004) 

are critical of prior earnings management studies, because these studies focus on U.S. 

data and do not review earnings management research carried out in jurisdictions other 

than the U.S., making it difficult to develop a comprehensive description of the earnings 
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management phenomenon. Thus, this study makes a further contribution to the literature 

by examining earnings management practices in the Australian institutional setting.  

 

Sixth, a further unexpected but important contribution that comes from this study is the 

errors the study identified in the ASX FinData database in respect of the coding of 

abnormal items. The finding of these errors calls into question the validity of the results 

of prior studies that have used databases to extract the amount of abnormal items 

reported.    

 

Finally, findings of this thesis suggest that the standard setters were justified in 

removing the “abnormal” classification from the accounting standard. However, it 

cannot be assumed that all firms acted opportunistically in the classification of items as 

abnormal. Firms may have used the abnormal classification so as to signal the transitory 

nature of the item. It is interesting to note that as recently as 2007, the financial press 

continued to use the term pre-abnormal profits and after abnormals profit68 (see, for 

example, Askew & Rochfort, 2007). Removal of discretion to use such a signalling 

device may limit the scope for firms to effectively communicate information about the 

permanent or transitory nature of items presented in financial reports.  

                                                 
68 For example, as recently as March, 2007 the financial press reported in regard to profit guidance, “did not disclose 
whether the profit guidance were…before or after abnormals.” (see Askew & Rochfort, 2007, p. 43).  
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7.5 Limitations and Areas for Further Research 

 

Several caveats need to be acknowledged when interpreting the findings of this study. 

Data selection and variable measurement issues potentially limit the generalisability of 

the results presented in this thesis. First, sample size is of concern in terms of the 

validity of statistical conclusions, which relates to the probability that the statistical 

results are representative of the actual relationships within the data set. As this study is 

not experimental, many of the traditional threats to internal validity are not present. 

Selecting the sample on pre-determined criteria creates a challenge to internal validity. 

Examining a non-random sample of firms introduces an inherent bias into the study. 

Given the non-random nature of the sample, the detection of false associations arising 

from the sample design cannot be prevented. It is almost impossible in Australian 

studies of earnings management to select firms randomly due to the limited number of 

publicly listed firms. This issue of low statistical power due to a small sample size is 

addressed in this study by pooling the data. 

 

Second, the study’s sample firms were limited to the top-500 companies measured by 

market capitalisation; therefore, a selection and size bias exists. However, this size bias 

reduces survivorship bias over the study period. It is also likely to lead to a conservative 

bias, as large firms are less likely to engage in opportunistic accounting in the form of 

earnings management. Nevertheless, the sample selection procedure reduces the study’s 

external validity. General threats to validity have been minimised through the use of 

control variables in the regression models. These control variables were included to 
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control for known firm attributes likely to influence the reporting of abnormal items in 

the context of earnings management. 

 

Third, the examination of only abnormal items for earnings management is a limitation 

in that firms may use another metric for earnings management that needs to be taken 

into account when interpreting the findings. If other firm characteristics contribute to 

earnings management then the parameter estimates may be biased. 

 

Fourth, the methods used to analyse relationships between variables capture 

associations only in a statistical sense. As in all quasi-experimental designs, causation 

cannot be inferred. For example, it cannot be concluded that the level of a firm’s 

earnings causes an abnormal item to be reported or that an increase or decrease in a 

firm’s change in earnings causes an abnormal item to be reported. 

 

Finally, because Australian data were used, care should be taken in generalising the 

results to other countries, due to different regulations, practices and economic factors. 

The Australian share market differs from international markets in terms of size, number 

of listed firms and market valuation. However, the similarity in the results of the study 

with U.S. research indicates a degree of generalisability. 

 

This study examined abnormal items in the context of earnings management. In so 

doing, abnormal items were examined at the aggregate offsetting level, of net positive 

abnormal items reported and net negative abnormal items reported. Rather than 

examining the offsetting effect of abnormal items for earnings management, future 
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research could explore the frequency, nature and amount of aggregate negative 

abnormal items in isolation to the aggregate of positive abnormal items.  An interesting 

revelation from this study is that the proportions by which negative abnormal items and 

positive abnormal items were reported are consistent with the proportions of negative 

special items and positive special items as documented in the U.S. literature. Thus, even 

in the presence of cross-country institutional differences, the proportions are essentially 

the same, suggesting this phenomenon warrants further research.  

 

In terms of current financial reporting under International Accounting Standards, IAS 1 

and its Australian equivalent AASB 101 Presentation of Financial Statements do not 

use the terms unusual items, exceptional items or abnormal items. Instead, IAS 1 

/AASB 101 introduce the concept of “material” items where paragraph 86 states: 

“[w]hen items of income and expense are material, their nature and amount shall be 

disclosed separately”. The most popular term now used by Australian firms to describe 

such items in financial reports is “significant” items. Although IAS 1/AASB 101 (para. 

87) provides examples of items that would give rise to the separate disclosure of 

material items of income and expense, the standard does not define what material is; nor 

does it state whether material items pertain to earnings that are within or outside of 

normal operations. Of the individual abnormal items analysed in this study, 37.6% of 

positive abnormal items and 23.9% of negative abnormal items fell below the 5% 

materiality threshold. This implies that the abnormal classification was used to convey 

information about the nature of these items because in terms of size the items would be 

immaterial. 
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Hence, the utility of information disclosed now under IAS 1/AASB 101 may not be as 

informative as when the accounting standards allowed the classification of earnings as 

abnormal. If managers used the abnormal classification as a signal to financial statement 

users that the earnings item was outside normal operations then the removal of the 

abnormal items classification from the standards effectively diminished managers’ 

ability to convey the nature of those earnings. This may also have implications for 

financial analysts when determining a firm’s permanent as opposed to transitory 

earnings.  

 

Whilst managers may have used abnormal items to signal useful information, 

alternatively they were simply attempting to manipulate market participants’ 

perceptions about the firm’s earnings. Currently, no clear method exists by which to 

make this distinction, highlighting the need for further research on these issues.   



REFERENCES 228

REFERENCES 

 
Abarbanell, J., and Lehavy, R., 2002, “Differences in Commercial Database Reported 

Earnings: Implications for Empirical Research”. Working Paper, June, University 
of North Carolina. 

Accounting Standards Board, Accounting Standard, FRS 3 “Reporting Financial 
Performance”, June, 1993. 

Acker, D., Horton, J., and Tonks, I., 2002, “Accounting Standards and analysts’ forecasts: 
The impact of FRS 3 on analysts’ ability to forecast EPS. Journal of Accounting and 
Public Policy, 21, 193-217. 

Adut, D., Cready, W.H., and Lopez, T.J., 2003, “Restructuring Charges and CEO Cash 
Compensation: A Reexamination”. The Accounting Review, Vol. 78, No. 1, 169-
192. 

Ali, A., and Zarowin, P., 1992, “Permanent versus transitory components of annual 
earnings and estimation error in earnings response coefficients”.  Journal of 
Accounting and Economics, 15, 249-264.   

Arya, A., Glover, J.C., and Sunder, S., 2003, “Are Unmanaged Earnings Always Better for 
Shareholders?” Accounting Horizons, Supplement, 111-116. 

Asher, H.B., 1983, Causal Modeling, 2nd ed., Beverley Hills: Sage Publications. 

Askew, K., and Rochfort, S., 2007, “Tripping the light Qantastic”. The Sydney Morning 
Herald, March 31-April 1, 43. 

Athanasakou, V.E., Strong, N.C. and Walker, M., 2007, “Classificatory income smoothing: 
The impact of a change in regime of reporting financial performance”. Journal of 
Accounting and Public Policy, 26, 387-435. 

Australian Accounting Research Foundation, Approved Accounting Standard, Approved 
Accounting Standard AAS 1: “Profit and Loss Statements”, December 1973. 

Australian Accounting Research Foundation, Approved Accounting Standard, Approved 
Accounting Standard ASRB 1018: “Profit and Loss Statements”, October 1989. 

Australian Accounting Research Foundation, Exposure Draft, ED 93: “Statement of 
Financial Performance and Ancillary Amendments”, July 1998. 

Australian Accounting Standards Board, Approved Accounting Standard, AASB 1031: 
“Materiality”, June, 1996. 

Australian Accounting Standards Board, Approved Accounting Standard, AASB 1027: 
“Earnings per Share”, June, 1993. 



REFERENCES 229

Australian Accounting Standards Board, Approved Accounting Standard, AASB 1018: 
“Profit and Loss Accounts”, October, 1995. 

Australian Accounting Standards Board, Approved Accounting Standard, AASB 101: 
“Presentation of Financial Statements”, July 2004. 

Baber, W., Fairfield, P. and Haggard J., 1991, “The Effect of Concern about Reported 
Income on Discretionary Spending Decisions”. The Accounting Review 66, 818-
829.  

Bachelard, M., 2003, “Rio digs in over taxman’s $500m demand”. The Australian, July 17, 
21. 

Ball, R., and Shivakumar, L., 2005, “Earnings quality in UK private firms: comparative 
loss recognition timeliness”. Journal of Accounting and Economics, 39, 83-128. 

Ball, R., Kothari, S.P., and Robin, A., 2000, “The effect of international institutional 
factors on properties of accounting earnings”. Journal of Accounting and 
Economics, Vol. 29, Iss. 1, 1-52. 

Barnea, A., Ronen, J., and Sadan, S., 1976, “Classificatory Smoothing of Income with 
Extraordinary Items.” The Accounting Review, January, 110-122.  

Barnea, A., Ronen, J., and Sadan, S., 1975, “The Implementation of Accounting 
Objectives: An Application to Extraordinary Items.” The Accounting Review, 
January, 58-68.  

Barnhart, B., 1996, “Charge-off fad could erode confidence”. Chicago Tribune, March 25, 
4.1 and 4.4. 

Barth, M.E., Elliott, J.A., and Finn, M.W., 1999, “Mark Rewards Associated with Patterns 
of Increasing Earnings”. Journal of Accounting Research, Vol. 37, No. 2, 387-413. 

Barth, M., Landsman, W., Lang, M., and Williams, C., 2006, “Accounting Quality: 
International Accounting Standards and US GAAP”. Working Paper, March, 
Graduate School of Business, Stanford University. 

Barton, J., 2001, “Does the Use of Financial Derivatives Affect Earnings Management 
Decisions?”. The Accounting Review, 76, 1-26. 

Bartov, E., 1993, “The Timing of Asset Sales and Earnings Manipulation”. The Accounting 
Review, Vol. 66, No. 4, 840-855. 

Bartov, E., Givoly, D., and Hayn, C., 2002, “The rewards to meeting or beating earnings 
expectations”. Journal of Accounting & Economics, 33, 173-204. 

Barua, A., Legoria, J., and Moffitt, J.S., 2006, “Accruals Management to Achieve Earnings 
Benchmarks: A Comparison of Pre-managed Profit and Loss Firms”. Journal of 
Business Finance & Accounting, 33(5) & (6), 653–670, June/July. 



REFERENCES 230

Basu, S., 1997, “The conservatism principle and the asymmetric timeliness of earnings”. 
Journal of Accounting and Economics, 24, 3-37. 

Beattie, V., Brown, S., Ewers, D., John, B., Manson, S., Thomas, D., and Turner, M., 1994, 
“Extraordinary Items And Income Smoothing: A Positive Accounting Approach.”  
Journal of Business Finance & Accounting, 21(6), 791-811. 

Beatty, A., Chamberlain, S., and Magliolo, J., 1995, “Managing Financial Reports of 
Commercial Banks: The Influence of Taxes, Regulatory Capital and Earnings”. 
Journal of Accounting Research, Vol. 33, No. 2, 231-261. 

Beaver, W.H., 1998, Financial Reporting: An Accounting Revolution, 3rd ed., New Jersey: 
Prentice-Hall. 

Beaver, W.H., and McNichols, M.F., 1998, “The Characteristics and Valuation of Loss 
Reserves of Property Casualty Insurers”. Review of Accounting Studies, 3, 73–95. 

 
Beaver, W.H., McNichols, M.F., and Nelson, K., 2006, “An Alternative Interpretation of 

the Discontinuity in Earnings Distributions”. Working Paper, February,  Graduate 
School of Business, Stanford University, CA. 

Beaver, W.H., McNichols, M. F., and Nelson, K., 2003, “Management of the loss reserve 
accrual and the distribution of earnings in the property-casualty insurance 
industry”. Journal of Accounting and Economics, 35, 347-376. 

Becker, C.L., DeFond, M.L., Jiambalvo, J., and Subramanyam, K.R., 1998, “The Effect of 
Audit Quality on Earnings Management”. Contemporary Accounting Research, 
Vol, 15, No. 1, Spring, 1-24. 

Beidleman, C.R., 1973, “Income Smoothing:  The Role of Management.” The Accounting 
Review, Vol. XLVIII, No. 4, October, 653-667. 

Beneish, M.D., 2001, “Earnings Management: A Perspective”. Working Paper, Indiana 
University. 

Bernard, V., and Schipper, K., 1994, “Recognition and Disclosure in Financial Reporting”, 
Working Paper, University of Michigan. 

Bhojraj, S., Hribar, P., and Picconi, M., 2003, “Making Sense of Cents: An Examination of 
Firms that Marginally Miss or Beat Analysts Forecasts”. Working Paper, Cornell 
University. 

Bitner, L.N., and Dolan, R.C., 1996, “Assessing the Relationship Between Income 
Smoothing and the Value of the Firm”. Quarterly Journal of Business and 
Economics, Vol.  35, 16-35. 

Black, E.L., Carnes, T.A., and Richardson, V.J., 2000, “The Value Relevance of Multiple 
Occurrences of Nonrecurring Items”. Review of Quantitative Finance and 
Accounting, 15, 391-411. 



REFERENCES 231

Black, E.L., Sellers, K.F., and Manly, T.S., 1998, “Earnings Management Using Asset 
Sales: An International Study of Countries Allowing Noncurrent Asset 
Revaluation”. Journal of Business Finance & Accounting, November/December, 25 
(9) & (10), 1287-1316. 

Boreham, T., 2002a, “Profits fail to inspire market”. The Australian, 1 November, 21. 

Boreham, T., 2002b, “Safety first for surging ANZ”. The Australian, 25 October, 19. 

Brown, L.D., 2001, “A Temporal Analysis of Earnings Surprises: Profits versus Losses”. 
Journal of Accounting Research, Vol. 39, No. 2, September, 221-241. 

Brown, L.D., 1997, “Analyst Forecasting Errors: Additional Evidence”. Financial Analysts 
Journal, Nov/Dec, 53, 6, 81-88. 

Brown, P.R., 1999, “Earnings management: A Subtle (and Troublesome) Twist to Earnings 
Quality”. Journal of Financial Statement Analysis, Winter, 61-63. 

Brown, P., 1994. Capital Markets-Based Research in Accounting: An Introduction. 
Coopers & Lybrand Accounting Research Methodology Monograph No. 1. 
Melbourne: Coopers & Lybrand. 

 
Brown, L.D. and Caylor, L., 2005, “A Temporal Analysis of Quarterly Earnings 

Thresholds: Propensities and Valuation The Accounting Review, Vol. 80, No. 2,  
423-440. 

Brown, L.D., and Higgins, H.N., 2001, “Managing earnings surprises in the US Versus 12 
other countries“. Journal of Accounting and Public Policy, 20, 373-398.   

Buckmaster, D., 2001, Studies in the Development of Accounting Thought Volume 4, 
“Development of the Income Smoothing Literature 1893-1998: A Focus on the 
United States”. Oxford, UK: Elsevier Science Ltd. 

Burgstahler D., and Dichev, I., 1997, “Earnings management to avoid earnings decreases 
and losses”. Journal of Accounting and Economics, 24, 99-126. 

Burgstahler, D., and Eames, M., 2006, “Management of Earnings and Analysts’ Forecasts 
to Achieve Zero and Small Positive Earnings Surprises”. Journal of Business 
Finance and Accounting, Vol. 33, Issue 5-6, 633-652. 

Burgstahler, D., Hail, L. and Leuz, C., 2006, “The Importance of Reporting Incentives: 
Earnings Management in European Private and Public Firms”. The Accounting 
Review, Vol. 81, No. 5, 983-1016. 

Burgstahler, D., Jiambalvo, J., and Shevlin, T., 2002, “Do Stock Prices Fully Reflect the 
Implications of Special Items for Future Earnings?” Journal of Accounting 
Research, Vol. 40, No. 3, June, 585-612. 

Byrnes, N., Melcher, R.A., and Sparks, D., 1998, “Earnings Hocus-Pocus: How companies 
come up with the numbers they want”. Business Week, October 5, 134-142. 



REFERENCES 232

Cahan, S.F., and Zhang, W., 2006, “After Enron: Auditor Conservatism and Ex-Andersen 
Clients”. The Accounting Review, Vol. 81, No. 1, 49-82. 

Cameron, R., 1998, “An Investigation of Abnormal Items as a Smoothing Instrument to 
Manage Earnings”. Unpublished honours thesis, Griffith University. 

Cameron, R., and Gallery, N., 2001, “An Investigation of Discretionary Abnormal Items as 
an Instrument to Manage Earnings”. Working Paper, Griffith University. 

Carey, P., and Simnett, R., 2006, “Audit Partner Tenure and Audit Quality”. The 
Accounting Review, Vol. 81, No. 3, 653-676.  

Choi, Y.S., Lin, S., Walker, M., and Young, S., 2005, “Voluntary disclosure of 
alternative earnings per share numbers”. Working Paper, Lancaster 
University. 

Collins, D.W., and Hribar, P., 2000, “Earnings based and accrual-based market anomalies: 
one effect or two?”. Journal of Accounting and Economics, 29, 101-123. 

Collins, D.W., Pincus, M., and Xie, H., 1999, “Equity Valuation and Negative Earnings: 
The Role of Book Value of Equity”. The Accounting Review, Vol, 74, No.1, 29-61. 

Collins, J., Shackelford, D., and Wahlen, J., 1995, “Bank Differences in the Coordination 
of Regulatory Capital, Earnings and Taxes”. Journal of Accounting Research, Vol. 
33, No. 2, 263-291. 

Copeland, R.M., 1968, “Income Smoothing Empirical Research in Accounting: Selected 
Studies.” Journal of Accounting Research, Supplement to Vol. VI. 

Coughlin, M., 2006, “Global standards vital to world economy growth”. In The Black, 
February, 11. 

Coulton, J., Taylor, S., and Taylor, S., 2005, “Is benchmarking beating evidence of 
earnings management?”. Accounting and Finance, Vol. 45, No. 4, 53-576. 

Craig, R., and Walsh, P., 1989, “Adjustments for ‘Extraordinary Items’ in Smoothing 
Reported Profits of Listed Australian companies: Some Empirical Evidence”. 
Journal of Business Finance & Accounting, 16, 2, 229-245. 

Creedy, S., 2004, “Qantas profit to take off: analyst”. The Australian, July 23, p. 27. 

DeAngelo, L.E., 1981, “Auditor Independence, ‘Low Balling’, and Disclosure 
Regulation”. Journal of Accounting and Economics, 113-127. 

 
DeAngelo, H., DeAngelo, L., and Skinner, D.J., 1996, “Accounting Choice in Troubled 

Companies”. Journal of Accounting and Economics, 17, 113-143. 

DeBondt, W.F.M., and Thaler, R.H., 1990, “Do Security Analysts Overreact?”. American 
Economic Review, Vol. 80, No. 2, 52-57. 



REFERENCES 233

Dechow, P.M., 1994, “Accounting earnings and cash flows as measures of firm 
performance: The role of accounting accruals”. Journal of Accounting and 
Economics, 18, 3-42. 

Dechow, P.M., Huson, M.R. and Sloan, R.G., 1994, “The Effect of Restructuring Charges 
on Executives’ Cash Compensation”. The Accounting Review, Vol. 69, No. 1, 
January, 138-156. 

Dechow, P.M., Richardson, S., and Tuna, A., 2003, “Why Are Earnings Kinky? An 
Examination of the Earnings management Explanation”.  Review of Accounting 
Studies, 8, 355-384.  

Dechow, P.M. and Sloan, R., 1991, “Executive Incentives and the Horizon Problem: An 
Empirical Investigation”. Journal of Accounting and Economics, 14, 51-89.    

Dechow, P.M., Sloan, R.G., and Sweeney, A. P., 1996, “Causes and Consequences of 
Earnings Manipulation: An Analysis of Firms Subject to Enforcement Actions by 
the SEC”. Contemporary Accounting Research, Vol. 13, No. 1, Spring, 1-36. 

Dechow, P.M., Sloan, R.G., and Sweeney, A. P., 1995. “Detecting Earnings Management”. 
The Accounting Review, Vol. 70, No. 2, April, 193-225. 

 
DeFond, M., and Jiambalvo, J., 1994, “Debt covenant violation and manipulation of 

accruals”. Journal of Accounting and Economics, January, 145-176. 

DeFond, M. L., and Park, C.W., 1997, “Smoothing income in anticipation of future 
earnings”. Journal of Accounting and Economics, 23, 115-139. 

Degeorge, F., Patel, J., and Zeckhauser, R., 1999, “Earnings Management to Exceed 
Thresholds”.  Journal of Business, Vol. 72, No. 1, 1-33. 

Deming, J.R., 1974, “New Guidelines for Extraordinary Items – A Review of APB 
Opinion No. 3”. The CPA Journal, February, 21-26. 

Demski, J., Patell, J., and Wolson, M., 1984, “Decentralized Choice of Monitoring 
Systems”. The Accounting Review, 59, 16-34. 

Donnely, R. and Walker, M., 1995, “Share Price Anticipation of Earnings and the Effect of 
Earnings Persistence and Firm Size”.  Journal of Business Finance and Accounting, 
January, Vol. 22 No. 1, 5-19. 

 
Duncan, J.R., 2001, “Twenty Pressures to Manage Earnings”. The CPA Journal, July, 33-

37. 

Dunn, J., 2002, “Big asset writedowns trigger that sinking feeling”. The Weekend 
Australian, March 16-17, p. 34. 

Durtschi, C., and Easton, P., 2005, “Earnings Management? The Shapes of the Frequency 
Distributions of Earnings Metrics Are Not Evidence Ipso Facto”.  Journal Of 
Accounting Research, Vol. 43, No. 4, September, 557-592. 



REFERENCES 234

Dutta, S., and Gigler, F., 2002, “The Effect of Earnings Forecasts on Earnings 
Management”. Journal of Accounting Research, June, Vol. 40, No. 8, 631-655. 

Dye, R.A., 1988, “Earnings management in an Overlapping Generations Model”. Journal 
of Accounting Research, Vol. 26, No. 2, 195-235.    

 
Easton, S., 1990, “The Impact of the Disclosure of Extraordinary Accounting Items on 

Returns to Equity”. Accounting and Finance, November, 1-13. 

Easton, P. and Harris, T., 1991. “Earnings as an explanatory variable for returns.” Journal 
of Accounting Research 29(1) 19-36.  

Elliott, J.A. and Hanna, J.D., 1996, “Repeated Accounting Write-Offs and the Information 
Content of Earnings”.  Journal of Accounting Research, Vol. 34, Supplement, 135-
155. 

Ertimur, Y., Livnat, J., and Martikainen, M., 2003, “Differential Market Reactions to 
Revenue and Expense Surprises”. Review of Accounting Studies, 8, 185-211. 

Ewert, R., and Wagenhofer, A.W., 2005, “Economic Effects of Tightening Accounting 
Standards to Restrict Earnings Management”. The Accounting Review, Vol. 80, No. 
4, 1101-1124. 

Fairfield, P.M., Sweeney, R. J., and Yohn, T. L., 1996, “Accounting Classification and the 
Predictive Content of Earnings”. The Accounting Review, Vol. 71, No. 3, July, 337-
355. 

Foster, G., 1986, Financial Statement Analysis, 2nd ed., New Jersey: Prentice-Hall 
International. 

Francis, J., Hanna, J.D., and Vincent, L., 1996, “Causes and Effects of Discretionary Asset 
Write-Offs”. Journal of Accounting Research, Vol. 34, Supplement, 117-134. 

Francis, J., Philbrick, D., and Schipper, K., 1994, “Shareholder Litigation and Corporate 
Disclosures”.  Journal of Accounting Research, Vol. 32, No.2, 137-164. 

Francis, J., and Wang, D., 2006, “The Joint Effect of Investor Protection and Big 4 Audits 
on Earnings Quality Around the World”. Working Paper, University of Missouri-
Columbia, September. 

Fudenberg, K., and Tirole, J., 1995, “A Theory of Income and Dividend Smoothing Based 
on Incumbency Rents”. Journal of Political Economy, 103, 75-93. 

Ghosh, A., and Moon, D., 2005, “Auditor Tenure and Perceptions of Audit Quality”. The 
Accounting Review, Vol. 80, No.2, 585-612.  

Givoly, D., and Hayn, C., 2002, “Rising Conservatism: Implications for Financial 
Analysis”. Financial Analysts Journal, January/February, Vol. 58, No. 1, 56-74. 



REFERENCES 235

Givoly, D., and Hayn, C., 1994, “Transitory Accounting Items: Information Content and 
Earnings Management”. Working Paper, Northwestern University. 

 
Givoly D., Hayn, C., and Natarajan, A., 2007, “Measuring Reporting Conservatism”. The 

Accounting Review, Vol. 82, No. 1, 65-106.   

Godfrey, J.M., and Jones, K.L., 1999, “Political cost influences on income smoothing via 
extraordinary item classification”.  Accounting and Finance, Vol. 39, No. 3, 
November, 229-254.  

Godfrey, J.M., Mather, P., and Ramsay, A., 2003, “Earnings and Impression Management 
in Financial Reports: The Case of CEO Changes”. ABACUS, Vol. 39, No. 1, 95-  

Gordon, M.J., 1964, “Postulates, Principles and Research in Accounting”. The Accounting 
Review, April, 251-263. 

Graham, J.R., Harvey, C.R., and Rajgopal, S., 2005, “The Economic Implications of 
Corporate Financial Reporting”. Journal of Accounting and Economics, 40,  3-73. 

Grant, C.T., Depree, M.D. and Grant, G.H., 2000, “Earnings Management and the Abuse 
of Materiality”. Journal of Accountancy, September, 41-44. 

Gray, W.S., 1973, “Proposals for the Federation for Systematic Disclosure of Corporate 
Forecasts”. The Financial Analysts Federation Disclosure of Corporate Forecasts 
to the Investor, March, 3-44. 

Greene, W.H., 2003, Econometric Analysis, 5th ed., New Jersey: Prentice Hall. 

Gu, Z., and Chen, T., 2004, “Analysts’ treatment of nonrecurring items in street earnings”. 
Journal of Accounting and Economics, Vol.  38, 129-170. 

Guay, W.R., Kothari, S. P., and Watts, R.L., 1996, “A Market-Based Evaluation of 
Discretionary Accrual Models”. Journal of Accounting Research, Vol. 34, 
Supplement, 83-105. 

Gunny, K., 2005, “What are the Consequences of Real Earnings Management?” Working 
Paper, University of Colorado.  

Hair, J.F., Anderson, R.E., Tatham, R.L. and Black, W.C., 1995, Multivariate Data 
Analysis with Readings, 4th ed., New Jersey: Prentice Hall International. 

Hanna, J.D., 1999, “Analysts’ Earnings Forecasts and the Recognition of Special Items”. 
Working Paper, April, University of Chicago. 

Hayn, C., 1995, “The information content of losses”. Journal of Accounting & Economics, 
20, 125-153. 

Healy, P.M., 1985, “The Effect of Bonus Schemes on Accounting Decisions.” Journal of 
Accounting and Economics, 7, 85-107. 



REFERENCES 236

Healy, P.M., and Wahlen, J.M., 1999. “A Review of the Earnings Management Literature 
and Its Implications for Standard Setting”. Accounting Horizons, Vol. 13, No. 4, 
365-383. 

Hepworth, S.R., 1953, “Periodic Income Smoothing.” The Accounting Review, January, 
32-39. 

Herrmann, D., Inoue, T., and Thomas, W.B., 2003, “The Sale of Assets to Manage 
Earnings in Japan”. Journal of Accounting Research, Vol. 41, No. 1, March, 89-
108. 

Holland, D., and Ramsay, A., 2003, “Do Australian companies manage earnings to meet 
simple earnings benchmarks?”. Accounting and Finance, 43, 41-62. 

Holthausen, R.W., 1990, “Accounting Method Choice: Opportunistic Behaviour, Efficient 
Contracting and Information Perspectives’.  Journal of Accounting and Economics, 
12, January, 207-218. 

Holthausen, R.W., Larcker, R.G., and Sloan, R.G., 1995. “Annual Bonus Schemes and the 
Manipulation of Earnings”. Journal of Accounting and Economics, 19, 29-74. 

Holthausen, R.W., and Leftwich, R.W., 1983, “The Economic Consequences of 
Accounting Choice: Implications of Costly Contracting and Monitoring”. Journal 
of Accounting and Economics, 5, 77-117. 

Houghton69, K., 1994, “AASB1018 and its Extraordinary Effect.” Charter, March, 60-62. 

Howell, D.C., 1994, Statistical Methods for Psychology, 3rd ed., California: Duxbury 
Press. 

Huang, T., Lenk, A., and Szczesny, A., 2006, “Substitution, Availability and 
Preferences in Earnings Management: Empirical Evidence from China”. 
Working Paper, University of Frankfurt, Germany. 

Imhoff Jr., E.A., 1981, “Income Smoothing: An Analysis of Critical Issues”. Quarterly 
Review of Economics and Business, Vol. 21, No. 3, Autumn, 23-42. 

International Accounting Standards Board, International Accounting Standard, IAS 1: 
“Presentation of Financial Statements”, December, 2003. 

International Accounting Standards Board, International Accounting Standard, IAS 8: 
“Net Profit or Loss for the Period, Fundamental Errors and Changes in Accounting 
Policies”, December, 2003. 

International Accounting Standards Board, International Accounting Standard, IAS 8: 
“Net Profit or Loss for the Period, Fundamental Errors and Changes in Accounting 
Policies”, April, 2000. 

                                                 
69 This author’s surname was incorrectly spelt as ‘ Horton’ in the published article.   



REFERENCES 237

International Accounting Standards Board, International Accounting Standard, IAS 8: 
“Unusual and Prior Period Items and Changes in Accounting Policies”, 1977. 

Iskandar, T. M., 1996, “Auditors’ Judgements of Materiality and Abnormal Items: A study 
of Industry and Personality Effects”. Unpublished doctoral thesis, Griffith 
University. 

Jackson, S.B., and Pitman, M.K., 2001, “Auditors and Earnings Management”. The CPA 
Journal, July, 39-44. 

Jacobs, F., and Herring, H.C., 1977, “An analysis of APB Opinion No. 30”. The National 
Public Accountant, Vol. 22, Iss. 5, 24-27. 

Jimenez, C., 2003, “Burns Philp chief prospers as shares take a tumble”. The Australian, 
15 September, 27. 

Jones, J., 1991, “Earnings Management During Import Relief Investigations”. Journal of 
Accounting Research, Autumn, 193-228. 

Jordan, C., Henderson J., and Gordon, G., 1991, “Materiality Guidelines for Changes in 
Accounting Principles”. The Woman CPA, Summer, 18-10.  

Jukes, D., 1988, “How extraordinary?”. Australian Business, March 2, 85. 

Kallunki, J., and Martikainen, M., 2003, “Earnings management as a predictor of future 
profitability of Finnish firms”. European Accounting Review, 12:2, 311-325. 

Kasznik, R, 1999, “On the Association Between Voluntary Disclosure and Earnings 
Management”. Journal of Accounting Research, Vol. 37, No. 1 57-81. 

Kasznik, R., and Lev, B., 1995, “To Warn or Not to Warn: Management Disclosures in the 
Face of an Earnings Surprise”.  The Accounting Review, Vol., 70, No. 1, January, 
113-134. 

Kasznik, R., and McNichols, M.F., 1999, “Does Meeting Expectations Matter? Evidence 
from Analyst Forecast Revisions and Share Prices”. Working paper, Stanford 
University. 

Kim, K., and Schroeder, D.A., 1990, “Analysts’ use of managerial bonus incentives in 
forecasting earnings”. Journal of Accounting & Economics, Vol. 13, No. 1, 3-23. 

Kinney, M., and Trezevant, R., 1997, “The Use of Special Items to Manage Earnings and 
Perceptions”. The Journal of Financial Statement Analysis, Fall, 45-53. 

Kirschenheiter, M., and Melumad, N., 2002, “Can ‘Big Bath’ and Earnings Smoothing Co-
exist as Equilibrium Financial Reporting Strategies?”. Journal of Accounting 
Research, Vol. 40, No. 3, 761-796. 

Kothari, S. P., 2001, “Capital Markets Research in Accounting”. Journal of Accounting 
and Economics, Vol. 31, Nos. 1-3, 105-231. 



REFERENCES 238

Krishnan, G.V., 2003, “Audit Quality and the Pricing of Discretionary Accruals”. 
Auditing: A Journal of Practice & Theory, Vol. 22, No. 1, 109-126. 

Lev, B., 1992, “Information Disclosure Strategy”. California Management Review, 
Summer, 9-32. 

Levitt, A., 1998, “The Numbers Game”. Remarks delivered at the NYU Center for Law 
and Business New York, NY, September 28. Available at: American Accounting 
Association. 

Lim, T., 2001, “Rationality and Analysts’ Forecast Bias”. The Journal of Finance, Vol. 
LVI, No. 1, February, 369-385. 

Lin, S., 2002, “The association between analysts’ forecast revisions and earnings 
components: The evidence of FRS 3”. British Accounting Review, 34, 1–26. 

Lobo, G.J. and Zhou, J., 2006, “Did Conservatism in Financial Reporting Increase after the 
Sarbanes-Oxley Act? Initial Evidence”. Accounting Horizons, Vol. 20, No. 1, 
March, 57-73. 

Loomis, C., 1984, “The Earnings Magic at American Express”. Fortune, June 25,1984, 58-
61. 

Lopez, T.J., and Rees, L., 2002, “The Effect of Beating and Missing Analysts' Forecasts on 
the Information Content of Unexpected Earnings”. Journal of Accounting Auditing 
& Finance, Vol. 17, 155-184. 

Ma, C.K., 1988, “Loan Loss Reserves and Income Smoothing: The Experience in the U.S. 
Banking Industry”. Journal of Business Finance & Accounting, 15, 4, 487-497. 

Mackintosh, I., 2002, “Standard Time”. Charter, April, 73,3, 48-49. 

Marquardt, C.A., and Wiedman, C.I., 2004, “How are Earnings Managed? An Examination 
of Specific Accruals”. Contemporary Accounting Research, Vol. 21, Iss. 2, 461-
489. 

Matsumoto, D.A., 2002, “Management’s Incentives to Avoid Negative Earnings 
Surprises”. The Accounting Review, Vol. 77, No. 3, 483-514. 

Matsunaga, S.R. and Park C.W., 2001, “The Effect of Missing a Quarterly Earnings 
Benchmark on the CEO's Annual Bonus”. The Accounting Review, Vol. 76, No. 3, 
313-332. 

Matterson, H., 2003, “Primelife overhaul results in $29m loss”.  The Weekend Australian, 
13-14 September, 29. 

McBurney, D.H., 1994. Research Methods, 4th., Belmont: Brooks/Cole Publishing. 

McCahey, J., 1999a, “Company reporting: improving, but more care needed”. Australian 
CPA, August 28-29. 



REFERENCES 239

McCahey, J., 1999b, “ASIC Surveillance of Company Reports”. Charter, November, 
70,10,72-73. 

McLean, T., 1999, “Abnormals skew the line between fact and fiction”. The Australian, 15 
June, 32. 

McNichols, M. F., 2000, “Research design issues in earnings management studies”. 
Journal of Accounting and Public Policy, 19, 313-345. 

 
McNichols, M., and Wilson, P., 1988. “Evidence of Earnings Management from the 

Provision for Bad Debts”. Journal of Accounting Research, Vol. 26 (Supplement), 
1-31. 

 
McVay, S.E., 2006, “Earnings Management Using Classification Shifting: An Examination 

of Core Earnings and Special Items”. The Accounting Review, May, Vol. 81, No. 3, 
501-531. 

Michelson, S. E., Jordan-Wagner, J. and Wootton, C.W., 1995, “ A Market Based Analysis 
Of Income Smoothing”. Journal of Business Finance & Accounting, 22(8), 1179-
1193. 

Miller, G.S., and Skinner, D.J., 1998, “Determinants of the Valuation Allowance for 
Deferred Tax Assets Under SFAS No. 109”. The Accounting Review, April, Vol. 
73, No.2, 213-233. 

 
Moses, O.D., 1987, “Income Smoothing and Incentives: Empirical Tests Using Accounting 

Changes”. The Accounting Review, Vol. LXII, No. 2, 358-377. 

Moyer, S.E., 1990, “Capital Adequacy Ratio Regulations and Accounting Choices in 
Commercial Banks”. Journal of Accounting and Economics, 13, 123-154. 

Mulford, C.W., and Comiskey, E.E., 2002, The Financial Numbers Game: Detecting 
Creative Accounting Practices. John Wiley & Sons: New York. 

Myers, J.N., Myers, L. A., and Skinner, D. J., 2007, “Earnings Momentum and Earnings 
Management.” Journal of Accounting, Auditing and Finance, Vol. 22, Iss. 2, 249-
284. 

Nelson, M.W., Elliott, J.A., and Tarpley, R.L., 2003, “How are Earnings Managed? 
Examples from Auditors”. Accounting Horizons, Supplement, 17-35. 

Ohlson. J.A., 1999, “On Transitory Earnings”. Review of Accounting Studies, 4, 145-162. 

Pallant, J., 2005, SPSS survival manual: a step by step guide to data analysis using SPSS 
for Windows (Version 12). 2nd ed., Crows Nest, Australia:  Allen and Unwin. 

 
Parfet, W.U., 2000, “Accounting Subjectivity and Earnings Management: A Preparer 

Perspective”. Accounting Horizons, Vol. 14, No. 4, December, 481-488. 
 



REFERENCES 240

Parker, C., and Porter, B., 2000, “Seeing the Big Picture”. Australian CPA, 70,11, 66-67. 

Parry, A., 1990, “An Extraordinary Year for Abnormals”. Australian Business, December 
5, 60-61. 

Payne, J.L., and Robb, S.W.G., 2000, “Earnings Management: The Effect of Ex Ante 
Earnings Expectations”. Journal of Accounting Auditing & Finance, Vol. 15, No. 4, 
371-392.  

Peasnell, K.V., 1998, “Discussion of Earnings Management Using Asset Sales: An 
International Study of Countries Allowing Noncurrent Asset Revaluation”. Journal 
of Business Finance & Accounting, November/December, 25 (9) & (10), 1319-
1324. 

Pedhazur, E.J., 1997, Multiple regression in behavioural research: explanation and 
prediction. 3rd ed.,  Forth Worth: Harcourt Brace. 

Perry, S. and Grinaker, R., (1994), “Earnings Expectations and Discretionary Research 
and Development Spending”. Accounting Horizons, 8, 43-51. 

Petroni, K.R., 1992, “Optimistic reporting in the property casualty insurance industry”. 
Journal of Accounting and Economics, 15, 485-508.  

 
Rapaccioli, D., and Schiff, A., 1993, “An Enhancement to IAS 8: Unusual and Prior Period 

Items and Changes in Accounting Policies”. The International Journal of 
Accounting, 28, 40-48. 

Revsine, L., Collins, D.W., and Johnson, W.B., 2005, Financial Reporting and Analysis, 
3rd ed., Upper Saddle Rive, NJ:  Prentice Hall. 

Riahi-Belkaoui, A., 1996, Accounting, A Multiparadigmatic Science. Westport, United 
States: Quorum Books. 

Richardson, S., Teoh, S.G., and Wysocki, P., 1999, “Tracking Analysts’ Forecasts over the 
Annual Earnings Horizon: Are Analysts’ Forecasts Optimistic or Pessimistic?” 
Working Paper, University of Michigan Business School.  

Ro, B.T., 1982, “An Analytical Approach to Accounting Materiality.” Journal of Business 
Finance and Accounting, Vol. 9, Autumn, 397-412. 

Robb, S.W.G.T., 1998, “The effect of analysts’ forecasts on earnings management in 
financial institutions”. Journal of Financial Research, Fall, Vol. 21, No. 3, 315-
331. 

Ronen, J., and Sadan, S. 1981, Smoothing Income Numbers Objectives, Means and 
Implications. Reading, Massachusetts: Addison-Wesley. 

Roshan, S.R., and Jubb, C.A., 1999, “Audit Quality: Discretionary Accruals and 
Qualification Rates”. Working Paper, The University of Melbourne. 



REFERENCES 241

Roychowdhury, S. 2006, “Earnings Management through Real Activities Manipulation”. 
Working Paper, Massachusetts Institute of Technology.  

Saunders, B., 1999, “An Abnormal Industry”. Equity, January, 4-6. 

Schadewitz, H., 1996, “Information Content of Interim Earnings Components – Evidence 
from Finland”.  Journal of Business Finance and Accounting, Vol. 23, No. 9-10, 
1397-1415. 

Schipper, K., 1991, “Analysts’ Forecasts.” Accounting Horizons, Vol. 5, 105-119. 

Schipper, K., 1989, “Commentary on Earnings Management”. Accounting Horizons, 
December, 91-102. 

Schipper, K., and Vincent, L., 2003, “Earnings Quality”. Accounting Horizons, 
Supplement, 97-110. 

Scholes, M., Wilson, G. P., and Wolfson, M., 1990, “Tax Planning, Regulatory Capital 
Planning and Financial reporting Strategy for Commercial Banks”. Review of 
Financial Studies, Vol. 3, 625-650. 

Schrand, C.M., and Walther, B.R., 2000, “Strategic Benchmarks in Earnings 
Announcements: The Selective Disclosure of Prior-Period Earnings 
Components”. The Accounting Review; April, 75, 2, 151 – 177. 

Schulze, J., 2001. “Fairfax write-offs cost $22m”. The Australian, 12 July, 19. 

Scott, W.R., 1997, Financial Accounting Theory, International Edition. New Jersey: 
Prentice Hall. 

Skantz, T.R., and Pierce, B.G., 2000, “Analyst Forecasts and Analyst Actuals in the 
Presence of Nonrecurring Gains and Losses: Evidence of Inconsistency”, Advances 
in Accounting, Vol. 17, 221-244. 

Skinner, D., 1994, “Why Firms Voluntarily Disclose Bad News”.  Journal of Accounting 
Research, Vol. 32, No. 1, Spring, 38-60. 

Skinner, D., and Sloan, R., 1999, “Earnings Surprises, Growth Expectations, and Stock 
Returns or Don’t Let a Torpedo Sink Your Portfolio”. Working Paper, University 
of Michigan. 

Smith, G., 1999, “Get GAAP back in shape – OSC chief Brown”. Accountant, December 
14, 5. 

Stolowy70, H., and Breton, G., 2004, “Accounts Manipulation: A Literature Review and 
Proposed Conceptual Framework”. Review of Accounting & Finance, Vol. 3, No. 1, 
5-66. 

                                                 
70 This author’s name was incorrectly spelt as ‘Stlowy’ in the published article. 



REFERENCES 242

Sweeney, A., 1994, “Debt-covenant violations and managers’ accounting strategies”. 
Journal of Accounting & Economics, May, 281-308. 

Tabachnick, B.G., and Fidell, L. S., 2001, Using Multivariate Statistics, 4th ed., New 
York: Harper Collins. 

Tan, H., and Jamal, K., 2007, “Effect of accounting discretion on ability of managers to 
smooth earnings”. Journal of Accounting and Public Policy, 25, 554-573. 

Taylor, S., 1992, “The Role of Time Series Analysis in Studies of Accounting Policy 
Choice: A Comment”. Accounting and Finance, November, 51-56. 

Teoh, S.H., Wong, T.J., and Rao, G.R., 1998, “Are Accruals during Initial Public Offerings 
Opportunistic?” Review of Accounting Studies, 3, 175–208. 

 
Trueman B., and Titman, S., 1988, “An Explanation for Accounting Income Smoothing.” 

Journal of Accounting Research, Vol. 26 (Supplement), 127-139. 

Walker, B., 1989, “Ten (Legal) Ways To Cook Your Books”. Business Review Weekly, 
June, 50-55.  

Walsh, P., Craig, C., and Clarke, F., 1991, “‘Big Bath Accounting’ Using Extraordinary 
Items Adjustments: Australian Empirical Evidence”. Journal of Business Finance 
& Accounting, 18, 2, 173-189. 

Wang, S., and D’Souza, J., 2006, “Earnings Management: The Effect of Accounting 
Flexibility on R&D Investment Choices”. Working Paper, Cornell University. 

Wang, Z., and Williams, T.H., 1994, “Accounting Income Smoothing and Stockholder 
Wealth”. Journal of Applied Business Research, Vol. 10, No. 3, 96-104. 

Waternaux, C.M., 1976, “Asymptotic distribution of the sample roots for a nonnormal 
population.” Biometrika, 63 (3), 639-645. 

Watts, R.L., 2003, “Conservatism in Accounting Part I: Explanations and Implications”. 
Accounting Horizons, 17, 207-221. 

Watts, R.L., and Zimmerman, J.L., 1986, Positive Accounting Theory. New Jersey: 
Prentice-Hall International.  

Watts, R.L., and Zimmerman, J.L., 1978, “Towards a Positive Theory of the Determination 
of Accounting Standards”. The Accounting Review, Vol. LIII, No. 1, January, 112-
134. 

Wells, P., 2002, “Earnings management surrounding CEO changes”. Accounting and 
Finance, 42, 169-193. 

Wilson, G. P., 1996, “Discussion Write-Offs: Manipulation or Impairment?”  Journal of 
Accounting Research, Vol. 34, Supplement, 171-177. 



REFERENCES 243

Wilson, S., 2002, “Trouble with terms, significant or nonrecurring”. The Australian, 5 
February, 24. 

Wong, J.N., 1988, “Political Costs and an Interperiod Accounting Choice for Export Tax 
Credits.” Journal of Accounting and Economics, January, 37-52.  

Worthy, F.S., 1984, “Manipulating Profits: How it’s Done”. Fortune, 25 June, 50-54. 

Yu, M.D., 2005, “International Earnings Management and Accounting Standards”. 
Working Paper, October, University of Missouri, Columbia. 

Zarowin, P. and Oswald, D. 2005, “Capitalization vs. Expensing of R&D and Earnings 
Management”. Working paper, New York University. 

 



APPENDIX A 212
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Sample Firms (N = 416) by Observation Year 

 
ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

1 AAA ACACIA RESOURCES LTD   X X X   
2 ABC ADELAIDE BRIGHTON LTD X X X X X X X 
3 ABG ABIGROUP X X X X X X X 
4 ACH AUSTRALIAN CHEMICAL HOLDINGS X X X X    
5 ADB ADELAIDE BANK   X X X X X 
6 ADE AUSTRALIAN DIAMOND EXPLORATION NL X X X     
7 ADG ADTRANS GROUP LTD X X  X X X X 
8 ADM AURIDIAM CONSOLIDATED NL X X X X X X X 
9 ADT ADVENT LTD   X X X X X 

10 ADZ ADSTEAM MARINE      X X 
11 AGE ALLGAS ENERGY LTD X X X X X   
12 AGL AUST GASLIGHT X X X X X X X 
13 AGR AUSTRALIAN GOLD RESOURCES LTD X X X X X X  
14 AGT AUTOGEN LTD     X X X 
15 AHA ASHANTI GOLDFIELDS CO LTD     X   
16 AHD AMALGAMATED HOLD X X X X X X X 
17 AHX AUST HOSP CARE      X X 
18 AIX AUSTRALIAN INFRASTRUSTURE FUND LTD      X X 
19 ALL ARISTOCRAT LEIS.      X X 
20 ALM AUSTRALIS MEDIA LTD   X X    
21 ALX ALLSTATE EXPLORATIONS X X X X X X  
22 AMC AMCOR LTD X X X X X X X 
23 AML AMRAD CORP      X X 
24 ANC ANGUS & COOTE X X X X X X X 
25 ANE AUSPINE X X X X X X X 
26 ANI AUSTRALIAN NATIONAL INDUSTRIES LTD X X X X X   
27 ANL ANACONDA NICKEL   X X X X X 
28 ANS ASC LTD X X X X X   
29 ANZ AUS & NZ BANKING X X X X X X X 
30 AOG AUST OIL & GAS X X X X X X X 
31 APE A.P. EAGERS LTD X X X X X X X 
32 APG AUSTPAC GOLD NL X X X X X X X 
33 APN APN NEWS AND MEDIA LTD X X X X X   
34 APY ASIA PAC SPEC.   X X X   
35 ARA ARIADNE AUST X X X X X X X 
36 ARG ARGO INVESTMENTS X X X X X X X 
37 ARL AUSTRIM LTD X X X X X X X 
38 ARO ASTRO MINING NL X X X X X X X 
39 ARP ARB CORPORATION LTD X X X X X X X 
40 ASH ASHTON MINING X X X X X   
41 ASL AUSDRILL LTD   X X X X X 
42 ATG AUSTIN GROUP LTD   X X X X X 
43 AUC AUSTRALIAN CONSOLIDATED INVESTMENTS LTD X X X X X   
44 AUD AUSDOC GROUP  X X X X X X 
45 AUG AURORA GOLD  X X X X   
46 AUI AUSTRALIAN UNITED INVESTMENT CO LTD X X X X X X X 
47 AVJ AVJENNINGS HOMES   X X X X X 
48 AVR AVATAR INDUST.     X X X 
49 AWA AWA X X X X X X  
50 AYO AMITY OIL NL    X X X X 
51 BCD BEACONSFIELD GOLD NL X X X X X X X 
52 BDG BENDIGO MINING NL X X X X X X X 
53 BDL BRANDRILL LTD     X X X 
54 BDS BRIDGESTONE AUS X X X X X   
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ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

55 BEN BENDIGO BANK LTD  X X X X X X 
56 BHP BHP LTD X X X X X X X 
57 BIC BIRON CORPORATION LTD X X X X X X X 
58 BIL BRAMBLES INDS X X X X X X X 
59 BIR BURSWOOD LTD      X X 
60 BKL BLACKMORES LTD X X X X X X X 
61 BKW BRICKWORKS X X X X X X X 
62 BLO BLIGH OIL & MINS X X X X X X X 
63 BLV BLIGH VENTURES LTD     X X X 
64 BML BANK OF MELBOURNE LTD X X X     
65 BOA J. BOAG & SONS     X X  
66 BPC BURNS PHILP X X X X X X X 
67 BQD BANK OF QUEENSLAND X X X X X X  
68 BRL BRL HARDY X X X X X   
69 BRN BLUE RIBBON HOLDINGS LTD   X X X X X 
70 BTA BIOTA HOLDINGS X X X X X X X 
71 BTE BT AUSTRALIAN EQ X X X X X X X 
72 BTG BT GLOBAL ASSET MANAGEMENT LTD X X X X X X X 
73 BTM BT RESOURCE MANAGEMENT LTD X X X X X X X 
74 BTY BOUNTY INVESTMENTS LTD X X X X X X  
75 BUG BUDERIM GINGER LTD     X   
76 BWA BANK OF WESTERN AUSTRALIA     X X  
77 BYI BEYOND INTERNATIONAL X X X X X X X 
78 CAA CAPRAL ALUMINIUM X X X X X   
79 CAD CARILLON DEVELOPMENT LTD X X X X X X  
80 CAG CAPE RANGE LTD X X X X X X X 
81 CBA COMMONWEALTH BNK X X X X X X X 
82 CBI CAMBOOYA INVESTMENTS LTD X X X X X X X 
83 CCL COCA-COLA AMATIL X X X X X   
84 CCV CASH CONVERTERS INTERNATIONAL LTD      X X 
85 CEP CENTRO PROP. X X X X X X X 
86 CEQ CENTRAL EQUITY LTD X X X X X X X 
87 CFR CLUFF RESOURCES PACIFIC LTD X X X X X   
88 CHF CHARTER PACIFIC X X X X X X X 
89 CHO CHOISEUL INVESTMENTS LTD X X X X X X X 
90 CHV CMG CH CHINA INVESTMENTS LTD   X X X X X 
91 CIA CINEMA PLUS      X  
92 CIN CARLTON IINVESTMENTS LTD X X X X X X X 
93 CLI CHALLENGE INTERNATIONAL X X X X X X X 
94 CLL CLELAND X X X X X X X 
95 CLR CULTUS PETROLEUM NL X X X X X   
96 CLY CLYDE INDUSTRIES LTD X X      
97 CMC COMALCO LTD X X X X X   
98 CMK CUMNOCK COAL   X X X X X 
99 CML COLES MYER X X X X X X X 
100 CMT CLEMENTS MARSHALL CONSOLIDATED LTD X X X X X X X 
101 CMX CLIMAX MINING X X X X X X X 
102 CNA COAL & ALLIED X X X X X   
103 CND CANDLE AUSTRALIA      X X 
104 CNG CENTRAL NORSEMAN GOLD CORP LTD X X X X X   
105 COA COATES HIRE      X X 
106 COF COFFEY INTL. X X X X X X X 
107 COH COCHLEAR     X X X 
108 CPB CAMPBELL BRTH X X X X X X X 
109 CPC CARPENTER PACIFIC RESOURCES NL     X X X 
110 CPI CPI GROUP LTD  X X X X X X 
111 CPM CENTRAL PACIFIC MINERALS NL X X X X X   
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ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

112 CPU COMPUTERSHARE   X X X X X 
113 CRG CRANE GROUP X X X X X X X 
114 CRI CORTECS INTERNATIONAL LTD X X X X    
115 CRO CROWN LTD   X X X   
116 CRS CROESUS MINING NL X X X X X X X 
117 CRT CONSLDTD RUTILE X X X X X X  
118 CSL CSL LTD   X X X X X 
119 CSR CSR LTD X X X X X X X 
120 CTM CHATHAM INVESTMENT CO LTD X X X X    
121 CTR CENTAUR MINING X X X X X X  
122 CTX CALTEX AUST X X X X X   
123 CTY COUNTRY ROAD LTD X X X X X X X 
124 CVC  CONTINENTAL VENTURE CAPITAL LTD X X X X X X X 
125 CWP CEDAR WOODS PROPERTIES LTD    X X X X 
126 CXP CORP EXPRESS    X X X X 
127 CYG COVENTRY GROUP LTD X X X X X X X 
128 DFM DEFIANCE MILLS LTD X X X     
129 DGD DELTA GOLD X X X X X X X 
130 DJS DAVID JONES LTD     X X X 
131 DJW DJERRIWARRH    X X X X 
132 DKS DANKS HLDGS. X X X X X X X 
133 DOM DOMINION MINING X X X X X X X 
134 DOR DOME RESOURCES NL     X X X 
135 DUI DIVERSIFIED UTD. X X X X X X X 
136 DVC DEV CAPITAL OF AUSTRALIA X X X X X X X 
137 DVN DEVINE LTD   X X X X X 
138 DVT DAVNET LTD      X X 
139 EAM EAST ALUMINUM   X X X   
140 EDI EVANS DEAKIN X X X X X X X 
141 EEC ENERGY EQUITY X X X X X X  
142 ELT ELTIN LTD X X X X X   
143 EML EMAIL X X X X X X X 
144 ENE ENERGY DEVELOP.   X X X X X 
145 EPI EQUITY & PROPERTY INVESTMENT CORP LTD     X X X 
146 EQI EQUIGOLD NL     X X X 
147 EQK EQUITILINK LTD X X X X    
148 EQM EQUATORIAL MINING LTD X X X X X   
149 ERA ENERGY RESOURCES OF AUSTRALIA LTD X X X X X X X 
150 ERG E.R.G. AUST LTD X X X X X X X 
151 ETR ETRADE AUSTRALIA X X X X X X X 
152 EZY EASYCALL GROUP X X X X X X X 
153 FAF THE FIVE ARROWS AUSTRALIA FUND LTD X X X X X X  
154 FAI FAI INSURANCES LTD X X X X X   
155 FBG FOSTER'S BREWING X X X X X X  
156 FCL FUTURIS CORP X X X X X X X 
157 FFL FREEDOM FURN     X X X 
158 FHF FH FAULDING X X X X X X X 
159 FKP FORRESTER KURTS    X X X X 
160 FLL FAI LIFE LTD  X X X X   
161 FLT FLIGHT CENTRE     X X X 
162 FMH FINEMORE X X X X X X X 
163 FOA FOODLAND ASSOC X X X X X X X 
164 FPG FOREST PLACE     X X X 
165 FRG FORRESTANIA GOLD NL X X X     
166 FST FIRST AUST BUILD   X X X X  
167 FWD FLEETWOOD CORP     X X X 
168 FXJ  JOHN FAIRFAX HOLDINGS LTD X X X X X X X 
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ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

169 GCI GIBSON CHEMICAL INDUSTRIES LTD X X X X    
170 GEL GEO2 LTD     X X X 
171 GFD GREEN'S FOODS LTD  X X X X X X 
172 GGM GASGOYNE GOLD MINES NL  X X     
173 GHG GRAND HOTEL      X X 
174 GIO GIO AUSTRALIA  X X X X X  
175 GKL  GOLDFIELDS KALGOORLIE LTD X X X X X X  
176 GKR GUTNICK RESOURCES NL X X X X X X  
177 GLD GOLDFIELDS LTD     X X  
178 GMF GOODMAN FIELDER X X X X X X X 
179 GMK GOLD MINES OF KALGOORLIE LTD X X      
180 GMS GOLD MINES OF SARDINIA LTD     X   
181 GNS GUNNS LTD     X X X 
182 GOW GOWING BROS. LTD X X X X X X X 
183 GRD GOLD AND RESOURCE DEVELOPMENTS NL X X X X X   
184 GSE GOLDSEARCH LTD     X X X 
185 GUD GUD HOLDINGS LTD X X X X X X X 
186 GWF GOLDEN WEST REFINING CORPORATION LTD     X X X 
187 GWT G. W. A. INTERNATIONAL  X X X X X X 
188 GYM GYMPIE GOLD LTD X X X X X X X 
189 GZL GAZAL CORP X X X X X X X 
190 HAH JAMES HARDIE IND X X X X X X  
191 HAK KEITH HARRIS & CO LTD X X X X X X X 
192 HAM HAMILTON ISLAND LTD   X X X X X 
193 HAO HAOMA MINING    X X X X 
194 HAR HARGRAVES RESOURCES NL     X X  
195 HBL HEGGIES BAULKHAUL LTD     X X X 
196 HCD HUADA CITY DEVELOPMENTS LTD    X X   
197 HCO HUDSON CONWAY LTD X X X X X X  
198 HDR HARDMAN RESOURCES NL X X X X X X X 
199 HER HERALD RESOURCES LTD X X X X X X X 
200 HFY HILL 50 GOLD X X X X X X X 
201 HGL HUDSON INVESTMENT GROUP LTD   X X X   
202 HGV H-G VENTURES LTD     X X X 
203 HIH HIH INSURANCE X X X X X X X 
204 HIL HILLS INDUSTRIES X X X X X X X 
205 HLN HOLYMAN LTD   X X X   
206 HMC HYDROMET CORPORATION LTD     X X X 
207 HMT HEINE MANAGEMENT LTD X X X X X   
208 HNG HANCOCK & GORE X X X X X X X 
209 HPL HARTLEY POYNTON LTD    X  X X 
210 HSL HARRIS SCARFE X X X  X X X 
211 HSP HEALTHSCOPE   X X X X X 
212 HVN HARVEY NORMAN X X X X X X X 
213 IAL INVESTMENT AUSTRALIA LTD   X X    
214 IAM I.A.M.A. LTD X X X X X X X 
215 ICT INCITEC X X X X X X X 
216 ICW INVEST CO. WA   X X X X X 
217 IFA INFRATIL AUST        
218 IHG INTELLECT HLDGS    X X X X 
219 IHN INNERHADDEN LTD  X X X X X  
220 ILU ILUKA RESOURCES X X X X X   
221 IPH IPOH LTD X X X X X   
222 IXL IXLA LTD X X X X X X X 
223 JFC JARDINE FLEMING CHINA REGION LTD   X X X   
224 JJS JUST JEANS HOLDINGS LTD  X X X X X X 
225 JNA JNA TELECOMMUNICATIONS LTD  X X X    
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ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

226 JUP JUPITERS LTD X X X X X X X 
227 JWM JOHNSONS WELL MINING NL X X X X X X X 
228 JYC JOYCE CORPORATION LTD     X X X 
229 KGM KIDSTON GOLD MIN X X X X X   
230 KLZ KALAMAZOO HOLDINGS LTD X X X X X   
231 KSC K & S CORP X X X X X X X 
232 KSM KINGSTREAM STEEL LTD     X   
233 KUP PETER KURTS PROPERTIES LTD X X X X    
234 KYC KEYCORP LTD X X X X X   
235 LAC LANG CORP. X X X X X X  
236 LAN LANES LTD X X X X    
237 LDW LUDOWICI LTD X X X X X   
238 LEI LEIGHTON HLDGS X X X X X X X 
239 LEV LEMVEST LTD X X X X X X X 
240 LLC LEND LEASE CORP X X X X X X  
241 LMC LEMARNE CORPORATION LTD X X X X X X  
242 LSG LION SELECTION GROUP LTD      X  
243 MAG MAGELLAN PETRO X X X X X X X 
244 MAH MACMAHON HOLDING X X X X X X X 
245 MAT MATINE LTD X X X X    
246 MAY MAYNE NICKLESS X X X X X X X 
247 MBC MOBILE COMMUNICATIONS HOLDINGS LTD     X X X 
248 MBL MACQUARIE BANK      X X 
249 MCP MCPHERSONS X X X X X X X 
250 MDC MCCONNEL DOWELL X X X X X X  
251 MEG MOUNT EDON GOLD MINES (AUST) LTD X X X     
252 MEN MARYMIA EXPLORATION NL     X X  
253 MGW BRIAN MCGUIGAN WINES LTD X X X X X X X 
254 MIK MIKOH CORPORATION LTD X X X X X X X 
255 MIM MIM HOLDINGS X X X X X X X 
256 MLT MILTON CORPORATION LTD X X X X X X X 
257 MMD MICROMEDICAL INDUSTRIES LTD   X X X X X 
258 MMF METAL MANUFACTURES LTS X X X X X   
259 MND MONADELPHOUS     X X X 
260 MOS MOSAIC OIL NL X X X X X X X 
261 MRV MIRVAC LTD X X X X X   
262 MSF THE MARYBOROUGH SUGAR FACTORY LTD X X X X X X X 
263 MSL MCINTOSH SECURITIES LTD X X X     
264 MTB MOUNT BURGESS GOLD MINING COMPANY NL X X X X X X X 
265 MTL METALCORP   X X X X  
266 MXI MAXITRANS INDUS    X X X X 
267 NAB NATL AUST BANK X X X X X X X 
268 NBH NORTH LTD X X X X X X  
269 NCI NATIONAL CAN IND X X X X X X X 
270 NCL NATIONAL CONSOLIDATED LTD X X X X    
271 NCM NEWCREST X X X X X X X 
272 NCP NEWS CORP X X X X X X X 
273 NDY NORMANDY MINING X X X X X X X 
274 NFD NATIONAL FOODS X X X X X X X 
275 NFG NATIONAL FORGE LTD     X X X 
276 NFM NORMANDY NFM LTD X X X X X X X 
277 NHG NEW HAMPTON GOLDFIELDS LTD X X X X X X  
278 NIX NAUTRONIX X X X X X X X 
279 NLY NORMANDY MT X X X X X X  
280 NMW NORMANS WINES     X X X 
281 NPS NEWHAVEN PARK STUD LTD X X X X X X X 
282 NRT NOVOGEN LTD    X X X X 
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ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

283 NVS NOVUS PETROLEUM    X X   
284 NWL NEW TEL X X X X X X  
285 OCA OIL COMPANY OF AUST. X X X X X X X 
286 OEC ORBITAL ENGINE X X X X X X X 
287 OML OROGEN MINERALS     X   
288 OPS OPSM PROTECTOR X X X X X X  
289 ORI ORICA LTD X X X X X X  
290 ORL OROTON INTERNATIONAL LTD X X X X X X  
291 PAS PASMINCO LTD X X X X X X  
292 PBB PACIFIC GROUPLTD X X X X X   
293 PBL PUBLISH & BROAD X X X X X X X 
294 PBY PARBURY LTD X X X X X X  
295 PDP PACIFIC DUNLOP X X X X X X  
296 PEM PERILYA MINES NL X X X X X X X 
297 PFP W.C. PENFOLD X X X X X X  
298 PGL PROGEN IND LTD     X X X 
299 PHY PACIFIC HYDRO  X X X X X X 
300 PLF PRIME LIFE CORPORATION LTD     X X X 
301 PLM PETALUMA  X X X X X X 
302 PLP PLACER PACIFIC LTD X X X     
303 PLT POLARTECHNICS X X X X X X X 
304 PLW PETER LEHMAN   X X X X X 
305 PMA PRECIOUS METALS AUSTRALIA LTD X X X X X X X 
306 PMC PLATINUM CAPITAL   X X X X X 
307 PML PACMIN MINING X X X X X X X 
308 PMM PORTMAN MINING X X X X X   
309 PMP PACIFIC MAGAZINES & PRINTING LTD X X X X X X X 
310 PMU PACIFIC MUTUAL AUSTRALIA LTD X X      
311 PMV PREMIER INVESTMENTS LTD X X X X X X X 
312 PNI PIONEER INTL X X X X X X  
313 PPP PAN PACIFIC PETROLEUM NL X X X X X X X 
314 PPR PENFOLD PRINTING LTD     X X X 
315 PRH PRIMAC TELEVISION X X X X X   
316 PRL PIRELLI CABLES   X X X   
317 PRT PRIME TV X X X X X X X 
318 PSA PETSEC ENERGY LTD X X X X X   
319 PSR PRESTON RESOURCE     X X X 
320 PTD PEPTECH LTD X X X X X X X 
321 PTZ PETROZ NL X X X X X X X 
322 PWT POWERTEL LTD X X X X X   
323 QAN QANTAS AIRWAYS     X X X 
324 QBE QBE INSURANCE X X X X X X X 
325 QCH QLD COTTON  X X X X X  
326 QNI QNI LTD  X X X X   
327 QRL QCT RESOURCES X X X X X X X 
328 QUR QUANTUM RESOURCES LTD X X X X X X X 
329 RAC REINSURANCE AUST  X X X X   
330 REB REBEL SPORT LTD   X X X X X 
331 REH REECE AUS. X X X X X X X 
332 RGC RENISON GOLDFIELDS CONSOLIDATED LTD X X X X    
333 RGS RANGER MINERALS   X X X X X 
334 RIC RIDLEY CORP X X X X X X X 
335 RIO RIO TINTO LTD X X X X X   
336 RMW R.M. WILLIAMS HOLDINGS LTD X X X X X X X 
337 ROK ROCK BUILDING SOCIETY  X X X X X X 
338 RSG RESOLUTE LTD X X X X X X X 
339 RSM ROSS MINING X X X X X X  
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ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

340 RUP RURAL PRESS X X X X X X X 
341 SAQ SYDNEY AQUARIUM   X X X X X 
342 SBC SOUTHERN CROSS X X X X X X X 
343 SBE SABRE GROUP LTD X   X X X X 
344 SBM ST BARBARA MINES LTD  X X X X X X 
345 SCN STAR MINING CORPORATION NL X X X X X X  
346 SCP SPICERS PAPER X X X X X X X 
347 SCY STAR CITY HOLDINGS LTD    X X   
348 SDG SUNLAND GROUP    X X X X 
349 SEV SEVEN NETWORK   X X X X X 
350 SFC SCHAFFER CORPORATION LTD X X X X X X X 
351 SGB ST GEORGE BANK X X X X X X X 
352 SGN SINGLETON GRP   X X X   
353 SGW SONS OF GWALIA X X X X X X X 
354 SHL SONIC HEALTHCARE     X X X 
355 SHV SELECT HARVESTS LTD X X X X X X X 
356 SID SIDDONS RAMSET X X X X X X  
357 SKE SKILLED ENG PTY    X X X X 
358 SME SUNCORP-METWAY X X X X X X  
359 SMI HOWARD SMITH X X X X X X X 
360 SMS SIMSMETAL LTD X X X X X X X 
361 SNX SECURENET LTD      X X 
362 SOH SOLUTION 6 X X X X X X X 
363 SOL W.H. SOUL X X X X X X X 
364 SPC SPC LTD  X X X X   
365 SPP SOUTHERN PACIFIC X X X X X   
366 SPS SPOTLESS SVCS X X X X X X  
367 SPT SPOTLESS GROUP X X X X X X X 
368 SRI SIPA RESOURCES INTERNATIONAL NL X X X X X X X 
369 SRL STRAITS RESOURCES LTD   X X X   
370 SRP SOUTHCORP LTD X X X X X X X 
371 SSE SCIENTIFIC SERV     X X X 
372 SSR SOUTHERN STAR      X X 
373 STO SANTOS LTD X X X X X   
374 STS STRUCTURAL SYSTE X X X X X X X 
375 STV SUNRAYSIA TV     X X X 
376 SVR SAVAGE RESOURCES LTD X X X X X   
377 SWS SIMEON WINES   X X X X X 
378 TAH TABCORP HOLDINGS    X X X X 
379 TAP TAP OIL NL      X X 
380 TCA TELECASTERS AUST    X X X X 
381 TEH TECHNICHE X X X X X X X 
382 TEM TEMPO SERVICES   X X X X  
383 TGG TEMPLETON GLOBAL GROWTH FUND LTD X X X X X X  
384 THG THAKRAL HOLDINGS   X X X X X 
385 TIM TIMBERCORP LTD     X X X 
386 TLA TOURISM ASSET     X   
387 TMS TELEVISION & MEDIA SERVICES LTD X X X X X X X 
388 TNT TNT LTD X X X     
389 TOL TOLL HOLDINGS  X X X X X X 
390 TOR TICOR LTD X  X X X   
391 TSS TASSAL LTD X X X X X X X 
392 TTH TOOTH & CO. X X X X X X X 
393 VRL VILLAGE ROADSHOW X X X X X X X 
394 VWD VILLA WORLD X X X X X X X 
395 WAK WAKEFIELD INVESTMENTS (AUSTRALIA) LTD     X X  
396 WAN WA NEWSPAPERS X X X X X X X 
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ASX  
CODE  1994 1995 1996 1997 1998 1999 2000 

397 WAT WATERCO LTD      X X 
398 WBB WIDE-BAY    X X X X 
399 WBC WESTPAC BANKING X X X X X X X 
400 WEG GEORGE WESTON X X X X X X X 
401 WER WERRIE GOLD LTD     X X X 
402 WES WESFARMERS LTD X X X X X X X 
403 WFI WESFI LTD X X X X X X X 
404 WHF WHITEFIELD LTD X X X X X X X 
405 WHK WHITTAKERS LTD X X X X X   
406 WHW WD & HO WILLS HOLDINGS LTD X X X X X   
407 WJM JOE WHITE MALTINGS LTD X X X X X X  
408 WKC WALKER CORPORATION LTD   X X X X  
409 WMC WESTERN MINING X X X X X   
410 WMT WESTERN METALS X X X X X X X 
411 WOW WOOLWORTHS   X X X X X 
412 WPL WOODSIDE PETE X X X X X   
413 WSF WESTFIELD HOLDINGS LTD X X X X X X X 
414 WTP WATPAC LTD X X X X X X X 
415 WYL WATTYL X X X X X X X 
416 YTS ARTHUR YATES   X X X X X 

          
 Total Firm-Year Observations for each Fiscal Year 267 286 326 336 371 322 269 
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APPENDIX B 

 
Sample Firms with Forecasts (n = 910) 

ASX CODE 1994 1995 1996 1997 1998 1999 2000 TOTAL 

AAA         X X X   3 

ABC       X X X X X X X 7 

ABG            X  1 

ACH        X X X    3 

ADB         X X X X X 5 

ADG            X  1 

ADZ            X X 2 

AGL       X X X X X X X 7 

AHD        X X X X X X 6 

AHX            X X 2 

AIX            X X 2 

ALL            X  1 

AMC       X X X X X X X 7 

AML            X X 2 

ANE         X X X X X 5 

ANI       X X X X X   5 

ANL           X X  2 

ANZ       X X X X X X X 7 

AOG            X  1 

APE         X X X   3 

APN       X X X X X   5 

APY         X X X   3 

ARL            X X 2 

ARP            X X 2 

ASH       X X X X X   5 

ASL         X X X X  4 

AUD        X X X X X X 6 

AUG         X X X   3 

AVJ             X 1 

AWA       X X X X X X  6 

BCD         X   X X 3 

BDL           X X X 3 

BEN          X X X X 4 

BHP       X X X X X X X 7 

BIC         X     1 

BIL       X X X X X X X 7 

BIR            X X 2 

BKL         X    X 2 
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ASX CODE 1994 1995 1996 1997 1998 1999 2000 TOTAL 

BKW       X X X X X X X 7 

BML       X X X     3 

BOA            X  1 

BPC       X X X X X X X 7 

BQD       X X X X X X  6 

BRL       X X X X X   5 

BTA        X    X  2 

BYI           X X  2 

CAA       X X X X X   5 

CBA       X X X X X X X 7 

CCL       X    X   2 

CEP        X X X X X X 6 

CEQ          X X X  3 

CIA            X  1 

CLL           X X  2 

CLR         X X X   3 

CLY       X X      2 

CMC       X X X X X   5 

CMK         X X    2 

CML       X X X X X X X 7 

CNA         X X X   3 

CND            X  1 

COA            X  1 

COF           X X  2 

CPB             X 1 

CPI        X X X X X X 6 

CPU           X X X 3 

CRG        X X X X X X 6 

CRI         X X    2 

CRS           X  X 2 

CRT       X X X X X X  6 

CSL         X X X X X 5 

CSR       X X X X X X X 7 

CTR       X X   X X  4 

CTX         X X X   3 

CXP             X 1 

CYG         X X X X  4 

CYG       X X X X   X 5 

DGD           X X X 3 

DJS       X X X  X X X 6 

DOM         X X    2 
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ASX CODE 1994 1995 1996 1997 1998 1999 2000 TOTAL 

EAM       X X X X X   5 

EDI        X  X X X X 5 

EEC       X X X X X X  6 

ELT       X X X X X   5 

EML         X X X X X 5 

ENE       X X X X X X X 7 

ERA          X X X X 4 

ERG           X X X 3 

ETR       X X X X  X X 6 

FAI       X X X X X   5 

FBG        X X X X X  5 

FCL           X X X 3 

FFL       X X X X X X X 7 

FHF           X X X 3 

FLT       X X X X X X X 7 

FMH         X X X X X 5 

FOA         X  X X X 4 

FST              0 

FWD       X X X X X X  6 

FXJ       X X X X X X X 7 

GCI              0 

GHG        X X X  X X 5 

GIO           X X  2 

GMF       X X X X X X  6 

GUD       X X X X X X X 7 

GWT        X X X X X X 6 

HAH       X X X X X X  6 

HFY           X X X 3 

HIL       X X X X   X 5 

HLN         X X X X  4 

HSL           X  X 2 

HSP         X X X X  4 

HVN        X X X  X X 5 

IAM          X X X X 4 

ICT       X X X X X X X 7 

IHG          X X X  3 

ILU       X X X X X   5 

IPH           X   1 

JJS        X X X X  X 5 

JNA        X X X X X  5 

JUP       X X X X   X 5 
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ASX CODE 1994 1995 1996 1997 1998 1999 2000 TOTAL 

KGM       X X X X X X  6 

KSC         X X X  X 4 

LAC         X  X X  3 

LAN       X X X X X X  6 

LEI       X X X X   X 5 

LLC       X X X X X X  6 

MAH         X X X X X 5 

MBL           X X X 3 

MCP         X X  X X 4 

MDC          X X X  3 

MEG        X X  X X  4 

MGW         X X   X 3 

MIM       X X X X X X X 7 

MMF       X X X X X X  6 

MRV       X X X X X   5 

MTL           X   1 

MXI            X  1 

NAB       X X X X  X X 6 

NBH       X X X X X X  6 

NCI       X X X X X X  6 

NCM          X X X X 4 

NCP          X X X X 4 

NDY       X X X X X X X 7 

NFD       X X X X X X X 7 

NIX       X X X X X X X 7 

NLY         X X X X  4 

NVS       X X X X X   5 

OEC          X X  X 3 

OML       X X X   X  4 

OPS           X   1 

ORI       X X X X X X  6 

ORL       X X X X X X  6 

PAS       X X X     3 

PBB       X X X X X X  6 

PBL       X X X X X  X 6 

PBY       X X X X X X  6 

PDP       X X X X X X  6 

PEM       X X X X X X X 7 

PHY        X X X X X  5 

PLM          X X  X 3 

PLP        X X X X X  5 
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PLW       X X X    X 4 

PML         X X X X X 5 

PMM            X  1 

PMP        X X X X   4 

PNI       X X X X X X  6 

PRT       X X X X X X  6 

PTZ        X X X X X X 6 

QAN         X X X X X 5 

QBE           X X X 3 

QNI       X X X X X X  6 

QRL        X X X X  X 5 

REH       X X X X X X  6 

RGC            X  1 

RIC       X X X X   X 5 

ROK       X X X X X  X 6 

RSG         X  X  X 3 

RSM       X X X X  X  5 

RUP         X X X X X 5 

SAQ       X X X X X X  6 

SBC         X X X X X 5 

SBM         X X  X  3 

SCP         X X X  X 4 

SEV         X X X X X 5 

SID         X X X X  4 

SKE       X X X X X X X 7 

SME          X X X  3 

SMI       X X X X X X X 7 

SOH       X X X X X X X 7 

SPS        X X X    3 

SPT       X X X X X X X 7 

SSE       X X X X X X X 7 

SVR            X  1 

TAH        X X X X  X 5 

TAP          X X X X 4 

TCA            X X 2 

TEM          X X X  3 

THG            X X 2 

TIM         X X X X X 5 

TMS             X 1 

TNT         X X X X  4 

TOL       X X X    X 4 
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VRL         X X X X X 5 

VWD         X X X X X 5 

WAN         X X X X X 5 

WES       X X X X X X X 7 

WFI       X X X X X X X 7 

WJM            X  1 

WKC       X X      2 

WMC       X   X X X  4 

WMT        X X X    3 

WOW        X X X X X X 6 

WYL         X X X X X 5 

YTS       X X X X X X X 7 

Total 86 108 147 149 156 152 112 910 
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Sample Firms by Industry Code 
Industry 

Code 
Industry No. of 

Firm-years 
Percent 

of Sample 
11 Gold Producer 158 7.26 
12 Gold Explorer  94 4.32 
13 Gold, Other Mining  7 0.32 
16 Gold, Investment  11 0.51 
21 Diversified Mining  21 0.96 
22 Base Metals  21 0.96 
23 Mineral Sands  23 1.06 
24 Bauxite                        10 0.46 
25 Diamonds                       21 0.96 
26 Mining (Producer)  3 0.14 
27 Mining (Explorer)  17 0.78 
28 Mining Investment  3 0.14 
31 Diversified Resources  15 0.69 
32 Oil, Steel, Mining  7 0.32 
33 Mining, Smelting  6 0.28 
36 Oil, Gold, Investment  1 0.05 
41 Oil/gas Producer  54 2.48 
42 Oil/gas Explorer  34 1.56 
43 Oil/gas Investor  5 0.23 
45 Coal                           12 0.55 
46 Uranium                        7 0.32 
52 Electricity, Gas  18 0.83 
53 Infrastructure Investment  4 0.18 
61 Building, Contractor  41 1.88 
62 Property, Development Manager  33 1.52 
63 Residential Developer  25 1.15 
64 Developer, Retailer  7 0.32 
65 Developer, Finance  9 0.41 
71 Building Materials  51 2.34 
72 Cement                         7 0.32 
73 Brick, Pipes, Tiles  7 0.32 
74 Timber & Board  25 1.15 
81 Brewer                         8 0.37 
82 Vintner                        31 1.42 
83 Tobacco                        5 0.23 
91 Food                           53 2.43 
92 Flour Miller, Baker  7 0.32 
93 Miller, Baker, Food  7 0.32 
94 Soft Drinks/Confectionery  12 0.55 
96 Household Goods, Chemicals  7 0.32 

101 Chemicals                      7 0.32 
102 Fertilisers                    12 0.55 
103 Chemicals, Fertiliser, Paint  6 0.28 
111 Heavy Engineering  10 0.46 
114 Engineering Contractor  7 0.32 
115 Light Engineering  24 1.10 
122 Forest Products, Trade  7 0.32 
123 Forest Products, Paper 3 0.14 
124 Paper Merchant  13 0.60 
131 Retail                         45 2.07 
132 Wholesaler, Retailer  23 1.06 
133 Manufacturing, Retailer  37 1.70 
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Industry 
Code 

Industry No. of 
Firm-years 

Percent 
of Sample 

134 Retail, Investments  14 0.64 
141 Transport                      17 0.78 
142 International Transport  3 0.14 
143 Transport, Other Services  18 0.83 
151 Diversified Media  47 2.16 
152 Publishers                     33 1.52 
153 Television                     21 0.96 
155 Advertising, Marketing  3 0.14 
161 Banking                        81 3.72 
171 Insurance Company  32 1.47 
182 Cables                         3 0.14 
183 Equipment, Services  14 0.64 
184 Other Telecommunications  24 1.10 
191 Investment Trust/Company  35 1.61 
192 Equity Investor  157 7.21 
193 Property Investor  9 0.41 
195 Misc. Financial Services  19 0.87 
196 Investment, Food, Property  7 0.32 
201 Property Trust  15 0.69 
202 Property Trust And Developer  5 0.23 
211 Pharmaceutical                 14 0.64 
212 Biotechnology                  20 0.92 
213 Hospital Management  7 0.32 
214 Health/Medical Services  10 0.46 
215 Health & Related Products  32 1.47 
221 Miscellaneous Industrials  103 4.73 
222 Miscellaneous Services  40 1.84 
223 Mining Services  15 0.69 
224 Agriculture & Related Services 26 1.19 
225 Automotive & Related Services  26 1.19 
226 Computer & Office Services  40 1.84 
227 Entrepreneurial Investors  13 0.60 
228 High Technology  44 2.02 
231 Diversified Industrial  93 4.27 
241 Casinos/Gaming  21 0.96 
242 Hotel Operations  5 0.23 
243 Leisure Activities  30 1.38 

Total  2177 100.00 
 


