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ABSTRACT

A STUDY OF THE PREDICTIVE SIGNIFICANCE OF
SEVERAL INCOME MEASURES RELATIVE TO THE ACCOUNTING
FOR EXTRAORDINARY ITEMS AND PRIOR PERIOD ADJUSTMENTS

by James E. Parker

Summary of purpose and research design.

The problem addressed in this study concerns the

method of reporting extraordinary items and prior period ad-
justments in annual financial reports of business corporations.
The criterion of predictive assistance was selected as a means
of providing a possible solution to the diversity of views
surrounding this area of financial reporting. Finally, his-
torical empirical evidence was examined with respect to the
predictive assistance criterion in comparing several income
reporting alternatives. Comparisons were made on both a con-
ceptual level, i.e. between reporting concepts, and on a prag-
matic level, i.e. between reporting practices. The "concepts"

and related "practices" were as follows:

Concept : Related practice
Current operating performance As reported
Modified all-inclusive Modified all-inclusive

All-inclusive -

The basic technique of this study was to examine each

of several income reporting alternatives with respect to
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resulting forecasts where earnings per share figures based on
each reporting alternative were used as inputs to two differ-
ent prediction models. The resulting forecasts were then com-
pared to actual results (measured (a) by the same income re-
porting alternative and (b) by the all-inclusive alternative),
with the dollar difference between the forecast value and
actual value being expressed as a percentage of the actual.
These ratios constitute the forecast error measures that were
compared to determine which of the associated reporting alter-
natives would have been (for the test period) of greater aid

in forecasting earnings potential.

Findings, conclusions, and implications

The findings of any predictive study depend in part
upon the particular model(s) employed. However, from the
various findings of this study, it would appear that in gen-
eral there was a greater effect upon both forecast magnitude
and associated error resulting from the choice of historical
time periods than from the choice of either prediction model,
forecast objective, or income reporting alternative.

Arguments for both the current operating performance
concept (as a theoretical ideal) and the "as reported" prac-
tice (as a realized resultant of this ideal) are based solely

on the generation of data more useful in making future
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predictions. Given the research design of this study, histor-
ical empirical evidence failed to substantiate this argument.
Thus the writer considers this study to be empirical support
for the position advanced in Accounting Principles Board
Opinion No. 9 with respect to the single amount to be desig-
nated as net income for the period.

In addition to comparing the various concepts and
practices with respect to goodness of forecasts (i.e. magni-
tude of absolute percentage forecast error), they were also
examined from the viewpoint of conservatism, i.e. as to which
alternative, if any, tended to consistently result in lesser
forecasts. Examination of the findings led the writer to the
following conclusions. In general, the current operating
performance concept resulted in significantly lesser forecasts
than did either of the other two concepts. However, there was
no significant consistent difference with respect to forecast
amounts under each of the two practices. This suggests the
notion that in practice management varies its interpretation
of accounts and/or method of accounting in such a way as to
maximize the firm's apparent earnings potential. Accordingly
a comparison was made between the current operating perform-
ance concept and the "as reported" practice. The findings

are consistent with this notion. A similar comparison was
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also made with respect to goodness of forecasts. However, the

findings showed no significant differences.
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CHAPTER I

INTRODUCTION

1.1 Purpose of study

This research is an attempt to find a reasoned (based
upon the criterion of predictive ability) and empirically
supported resolution of conflicting viewpoints as to the in-
clusion or exclusion of extraordinary items and prior period
adjustments in the determination and reporting of the periodic
net income of business corporations for both the current and
prior reporting periods.

The measurement in the "real world" of business income
is a complex and loosely defined process. This has been in no
small part due to a lack of agreement among businessmen, ac-
counting practitioners, and accounting theorists as to the
basic concept of income itself. As a result, many controver-
sies have arisen among and between’ghose engaged in the prac-
tice of preparing financial statements and those using said
statements which purport to "present fairly". Noting that
"There is a considerable diversity of views as to whether
extraordinary items and prior period adjustments should enter
into the determination of net income of the period in which

1






they are recognized,"1 the Accounting Principles Board of the

American Institute of Certified Public Accountants acted
recently in the controversy to which this study is addressed.
The fact that Accounting Principles Board Opinion Num-
ber 9 deals specifically with this problem area does not make
it resolved. "At stake is the usefulness of the income state-
ment and the public's confidence in it."2 The following ex-

amples illustrate the continuing controversy over this subject:

The recommendations for reporting corrections
and extraordinary items listed in Accounting Prin-
ciples Board Opinion No. 9 (December 1966) appear
deficient. As will be shown below, they do not
always result in full disclosure, and they permit
inaccurate reporting of periodic income. In effect,
they represent authoritative pronouncements rather
than consistent applications of reasoned principles.

Possibly because of the absence of a research
study issued by the AICPA and available for discus-
sion by all concerned prior to the drafting of an
opinion and possibly for other reasons, APB Opinion
No. 9 falls short, in the author's view, of meeting
the need for change in some areas while going too
far in others.%

laccounting Principles Board, "Reporting the Results
of Operations," Opinion No. 9 (New York: American Institute
of Certified Public Accountants, December, 1966), p. 109.

2Leopold A. Bernstein, Accounting for Extraordinary
Gains and Losses (New York: The Ronald Press Company, 1967),

p. 9.

3Donald A. Corbin, "Reporting Unexpected Items:

A Dissent to APB Opinion No. 9," paper presented to the
accounting faculty and graduate students, University of

washington, November 8, 1968, p. 1.

4Bernstein, Accounting for Extraordinary Gains and
Losses, p. 310.




A contribution toward a reasoned and empirically sup-

ported solution to this "diversity of views" under present

day conditions was the objective of this research effort.

1.2 Sstatement of problem

This section includes only a brief discussion of the
problem and two opposed views of income. For a more detailed
description of the problem including the historical evolution
of both the problem and authoritative opinion related thereto,
the reader is referred to Part I of Bernstein's Accounting for
Extraordinary Gains and Losses.

Under currently acceptable accounting practices, cer-
tain gains and losses are often realized during a period or
periods for which they are deemed not to be resulting from the
regular operations (for that period) of the firm. Examples of
such items include the following:

1. Gains or losses on sales or other disposals

of fixed assets, investments, and divisions.

2. Gains or losses on changes in valuation bases

of inventories, investments, and fixed assets.

3. Foreign exchange adjustments.

4. Plant expenses deemed to be nonrecurring.

5. Prior year adjustments.

6. Catastrophe losses.






The above examples do not constitute an exhaustive listing

but rather should only be considered as illustrative of the
nature of the items under consideration. Adjustments and/or
transactions of a capital nature are not included since it is
widely agreed that such items are not income. The signifi-
cance of those items considered "extraordinary" lies in the
nature and timing of the recognition of their effect on the
earned portion of owners' equity and on the likelihood of
their reoccurrence in future periods. The distinction between
income and capital adjustments and/or transactions is not the
concern of this research, i.e. distinctions as reflected in
published annual reports will be taken as given for purposes
of this study.

The question of singular importance becomes "How
should extraordinary gains or losses and/or prior period in-
come adjustments be reflected in the reporting of the firm's
income (and earnings per share)?" This question is phrased
from a reporting viewpoint because it is an answer to a
reporting problem that is sought as the objective of this
study. It may be argued that two matters are involved:

(1) determining financial information and (2) reporting finan-
cial information. This may be, but the distinction is irrel-

evant for the external user of the financial statements. For






him the most important (and often the only) source, either
directly or indirectly, of financial information is the firm's
published financial statements. To this user, there is only
the reported information. Hence, this study is directed at
the reporting level.

Basically, two opposed reporting concepts of income
have appeared both in the literature and practice. These are

the all-inclusive concept and the current operating perform-

ance concept. Under the all-inclusive concept, all items
affecting the net change in owners' equity between two points
in time, excepting capital transactions and adjustments, are
included in the determination of that amount labeled "net
income for the period" in the firm's annual financial state-
ments. Under the current operating performance concept,
extraordinary items and prior period adjustments are not
included in the amount labeled "net income for the period",
but rather are shown as direct increases or decreases to

the earned portion of owners' equity.

1.2.1 Arguments pro and con

The arguments for and against the all-inclusive and
current operating performance reporting concepts of income

have long appeared in the literature. Meigs, Johnson, and






Keller have summarized these arguments as follows:

5

Arguments for all-inclusive income reporting

1. 1Income for any period is the realized increase
in net assets during the period as a result of
the entire set of conditions facing the business
during that period. An item is no less a part
of this picture because it is unusual in nature
or amount. Gains or losses relating to activi-
ties of prior years but arising because evidence
is now available that was not clear in the past
are likewise a part of that picture.

2. Periodic income is difficult if not impossible
to determine precisely; many elements of revenue
and expense are a product of events relating to
several accounting periods. The reader of finan-
cial statements is best served if he can accept
the income report with confidence that it fully
reflects all events that either occurred or came
to light during the current period. At the same
time, careful labeling and disclosure will en-
sure that he can distinguish unusual items and
corrections of past errors from the other ele-
ments of the net income figure.

Arguments against the current operating performance concept

A feeling that the alternative is less desirable is
a form of argument on the side of any proposition,
and many who support the all-inclusive view are
persuaded of its merit by the dangers they see in
alternatives: The user of accounting statements
who is not trained in accounting may not be aware
that the income statement is incomplete and thus
may not look to the retained earnings statement
for extraordinary items. This opens the way for
possible manipulation of reported income data,
since there are many borderline cases between
what is recurring and nonrecurring, current and

Swalter B. Meigs, Charles E. Johnson, and Thomas F.

Keller, Intermediate Accounting (New York: McGraw-Hill Book
Company, 1963), pp. 104-5.






noncurrent, ordinary and extraordinary. Manage-
ment may thus be tempted to 'normalize' reported
income by varying its interpretation of what
falls in these categories at different times.

Arguments for current operating performance income reporting

1.

Readers of financial statements attach great
importance to the figure labeled 'net income, '
both in comparing the performance of different
companies and as a guide in estimating probable
earnings in the near future. A net income
figure that reflects the current operating
performance of a company best serves these
objectives since unusual items by their very
nature are peculiar to a given firm and are

not likely to recur in future years.

The accountant is familiar with the underlying

events behind income statement figures. He is

thus better equipped than the reader of a pub-

lished statement to make a distinction between

the factors that are a part of a company's cur-
rent operating performance, and those that re-

flect past errors or unusual events.

Arguments against the all-inclusive concept

38

If errors of prior periods are included as a
part of current reported net income a double
distortion results: Past income was misstated:;
and the income of the current year is misstated
in the opposite direction.

If unusual or extraordinary charges or credits
are included in reported net income, the casual
reader of financial statements may be misled;
the reported 'earnings per share' of companies
is a figure widely reported in the financial
news, and often the fact that corrections or
unusual items are included in the figure goes
unmentioned.






1.2.2 Empirical significance of the problem

The practical importance of any research study in
accounting should be considered. To obtain an indication of
the empirical significance of extraordinary items. and prior
year adjustments in published annual reports of industrial
and commercial corporations in the United States, a prelimi-
nary review was made covering the most recent eleven year
period (1956-66) for which data were readily available. This

review was based solely on information reported in Accounting

6

Trends & Techniques,~ an annual survey of the accounting as-

pects of the annual reports of 600 industrial and commercial
corporations, conducted by the staff of the American Institute
of Certified Public Accountants.

In order to be able to make definitive statements con-
cerning intuitively perceived tendencies observed from the
data presented in Tables I, II, and III, best fitting straight
lines were determined for certain of the time series data by
employing the method of least squares. The slopes of these
lines are parenthetically referred to in the following remarks

concerning trends.

Table I below reveals the number of companies identifying

'6American Institute of Certified Public Accountants,

Accounting Trends & Techniques (New York: AICPA, 1957-67).







one or more items as extraordinary in their annual reports

7

and their reporting treatment of such items.

Over the entire period an average (mean) of 203 com-
panies or 34 per cent reported one or more extraordinary items
in each year. Taking the sample of 600 companies to be repre-
sentative, it would appear that for approximately one-third
of all United States industrial and commercial corporations
in the average year, there is the problem of determining the
proper disposition of one or more extraordinary items in their
financial statements.

As can be seen from Table II, the total number of
extraordinary items reported in each year by the 600 companies
tended to decrease slightly (slope of -7.09) over the entire
period, noting in particular that for those companies report-

ing one or more extraordinary items, the following tabulation

7The reader is warned of the following inconsist-
ency between years in the information reported by Accounting
Trends & Techniques. For 1963 and prior years, extraordinary
items shown after net income for the year on the income state-
ment were designated "Income". For 1964 and 1965, such items
were denoted "Retained Earnings". This inconsistency was ob-
served from a detailed description of the accounting treatment
given extraordinary items which has been summarized into the
designations of "Income" and "Retained Earnings" as shown in
Tables I and II. It was not possible to eliminate this in-
consistency in summarizing the information due to the fact
that Accounting Trends & Techniques reports detail only by
number of items - not by number of companies.
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TABLE I

NUMBER AND PER CENT OF 600 COMPANIES
REPORTING IN ACCORDANCE WITH EACH OF THREE ALTERNATIVES

No Adjusting Accounts for
Extra- Extraordinary Items
Ordinary Retained Capital

Items Total Income Earnings Surplus
Year No. % No. % No. % No. % No. %
1956 360 60 240 40 211 35 27% 5 2 -
1957 416 69 184 31 158 26 24%% 4 2 - )
1958 368 61 232 39 191 32 37+ 6 4 X T
1959 387 65 213 35 194 32 32 3 2 -
1960 370 62 230 38 193 32 36 6 1 =
1961 378 63 222 37 183 31 37 6 2 -
1962 366 61 234 39 186 31 45 7, 3 1
1963 397 66 203 34 156 26 45 8 2 =
1964 413 69 187 31 119 20 68 13 0 0
1965 426 71 174 29 96 16 T7++ 13 1 =
1966 481 80 I19 20 60 10 59+++ 10 0 0

*Includes 6 companies adjusting both income and retained
earnings.
**Includes 4 companies adjusting both income and retained
earnings.
+Includes 12 companies adjusting both income and retained
earnings.
++Includes 18 companies adjusting both income and retained
earnings.
+++Includes 3 companies adjusting both income and retained
earnings.

shows a rather stable pattern in the average number of such

items per company per year:

1956 = 1.20 1960 - 1.41 1964 - 1.35
1957 - 1.40 1961. .= 1.4%T 1965 - 1.44
1958 - 1.39 1962 - 1.58 1966 - 1.36
1959 - 1.31 1963 - 1.30






NUMBER AND PER CENT OF ITEMS
TREATED IN ACCORDANCE WITH EACH OF THREE

TABLE IT

11

REPORTING ALTERNATIVES BY THE 600 SAMPLE COMPANIES

Accounts Adjusted for
Extraordinary Items

Total Retained Capital

Number of Income Earnings Surpilus
Year Items No. % No. % No. %
1956 289 254 88 33 11 2 1
1957 257 226 88 29 11 2 1
1958 322 277 86 41 13 4 1
1959 280 246 88 32 11 2 1
1960 324 263 81 60 19 1 -
1961 312 246 79 64 21 2 1
1962 369 273 74 93 25 3 1
1963 264 201 76 61 23 2 1
1964 252 152 60 100 40 0 0
1965 250 143 57 106 42 1 -
1966 162 79 49 83 51 0 0

Although there was a slight decrease in the number of

extraordinary items, an examination of Table III reveals an

increase in the materiality of all such items.

This state-

ment is based upon slopes of 1.78 and 1.26 respectively for

the best fit lines associated with the number of items and

percentage re the highest percentage materiality group (over

50%) of Table III, and slopes of -5.99 and -1.53 for those

lines associated with the number of items and percentage re
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the lowest percentage materiality group (0-5%) of Table III.
Thus there has been both a relative and absolute increase in
those extraordinary items of relatively greater amount. As

a summary of the practical significance of the problem, we
may say that over the period examined 34 per cent of the com-
panies reported an average of 1.38 extraordinary items per
year with the average materiality of the items increasing

slightly.

1.3 Authoritative opinions

The diversity of views as to whether extraordinary
items and prior period adjustments should enter into the
determination of net income of the period in which they are

recognized, is not of recent origin. Writers on the subject

8 9 10

include W. G. Rowe,~ A. C. Littleton,” Thomas W. Leland,

Maurice H. Stans,ll and Arthur Andersen & Co.,12 among others.

8w. G. Rowe, "Surplus Adjustments," Accounting Review,
VIII (October, 1933) 293.

9a. c. Littleton, "The Integration of Income and Sur-
plus Statements," Journal of Accountancy, LXIX (January,
1940), 40.

loThomas W. Leland, "Revenue, Expense, and Income, "
Accounting Review, XXIII (January, 1948), 22.

llMaurice H. Stans, "Modernizing the Income State-
ment," Accounting Review, XXIV (March, 1949), 7.

12prthur Andersen & Co., Accounting and Reporting
Problems of the Accounting Profession (chicago: Arthur
Andersen & Co., 1962), p. 39.
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The arguments for and against the all-inclusive and current
operating performance concepts were summarized above and will
not be repeated. At this point only the conclusions reached
by three authoritative bodies will be presented.

The following quotations reflect the American Account-
ing Association's committees' preference for the all-inclusive
approach toward the reporting of period income:

The income statement for any given period should
reflect all revenues properly given accounting recog-
nition and all costs written off during the period,
regardless of whether or not they are the results of
operations in that period.

For any one year the income statement should
reflect all realized revenues, and all costs and
losses written off during that year, whether or not
they have resulted from ordinary operations.

The income of an accounting period should be re-
ported in a statement providing an exhibit of all
revenue and expense (including losses) given ac-
counting recognition during that period.

The realized net income of an enterprise measures
its effectiveness as an operating unit and is the
change in its net assets arising out of (a) the ex-
cess or deficiency of revenue compared with related

13American Accounting Association, Executive Commit-
tee, "A Tentative Statement of Accounting Principles Under-
lying Corporate Financial Statements - 1936," Accounting and
Reporting Standards for Corporate Financial -Statements and
Supplements (Madison, Wisconsin: American Accounting Asso-
ciation, 1957), p. 67.

141pid., 1941 statement, p. 55.

151pid., 1948 Revision, p. 17.
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expired cost and (b) other gains or losses to the
enterprise from sales, exchanges, or other conver-
sions of assets.

However, in its 1957 revision, the Association's committee
stated an exception (with respect to prior period adjustments)
in its preference for the all-inclusive approach:l

The reports for the period will encompass not
only those transactions which arise from operations
of the period, but also some transactions completed
during the period and related to activities of prior
periods. Transactions relating to current operations
should be reported as components of realized net in-
come of the period. Income-determining transactions
recognized in the current period but primarily re-
lating to prior activities should not affect the
determination or reporting of realized net income of
the period.

Until APB Opinion Number 9, the American Institute of

Certified Public Accountants had expressed its preference for

the current operating performance approach as follows:18

The committee has indicated elsewhere that in
its opinion it is plainly desirable that over the
years all profits and losses of a business be re-
flected in net income, but at the same time has
recognized that, under appropriate circumstances,
it is proper to exclude certain material charges
and credits from the determination of the net in-
come of a single year, even though they clearly

161bid., 1957 Revision, p. 5.
171pid., p. 8.

18american Institute of Certified Public Accountants,
Committee on Accounting Procedure, Accounting Research and
Terminology Bulletins, Final Edition (New York: AICPA,
1961), p. 63.




16

affect the cumulative total of income for a series
of years. In harmony with this view, it is the
opinion of the committee that there should be a
general presumption that all items of profit and
loss recognized during the period are to be used
in determining the figure reported as net income.
The only possible exception to this presumption
relates to items which in the aggregate are mate-
rial in relation to the company's net income and
are clearly not identifiable with or do not result
from the usual or typical business operations of
the period.

In December, 1966, however, the official stance of

the institute was changed with the issuance of Opinion No. 9

of the Accounting Principles Board. As pointed out by Savage

and Snavely,

19

Part I of Opinion No. 9 makes the following
changes: (1) It changes the definition of extra-
ordinary items. The criteria to be used in deter-
mining whether or not an item qualifies as extra-
ordinary differ significantly from those in use
prior to the effective date of the opinion. (2)

It changes the definition of prior period adjust-
justments. Here again, the prescribed criteria
differ significantly from the ones formerly used.
(3) It requires that the amount shown as net income
on income statements include all items of profit
and loss recognized during the period except for
prior period adjustments as newly defined. (4) As
a result of the changes in definitions of extra-
ordinary items and prior period adjustments, the
opinion causes the amount shown as net income be-
fore extraordinary items to include items of profit
and loss that heretofore were considered to be
extraordinary and/or corrections of prior years'

19Allan H. Savage and Howard J. Snavely, "The Account-

ing Principles Board and Opinion No. 9," Unpublished paper
prepared at the University of Texas at Arlington, p. 1.
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income figures. (5) It requires that all extra-
ordinary items (as newly defined) be shown in a
Separate section of the income statement. (6) It
requires that all prior period adjustments (as

newly defined) be shown in the statement of retained
earnings.

As Bernstein points out, the Securities and Exchange
Commission has generally favored the all-inclusive approach,
its position "materially unchanged over the years."20 How-
ever, Rule 5-03 of Regulation S-X does provide for the addi-
tion or deduction from that amount labeled net income or loss,
at the bottom of income statements filed with the Commission,
of items equivalent to direct credits or charges to retained
earnings.21 Thus, certain items may be excluded from the

amount specifically designated as net income for the period.

1.4 The modified all-inclusive concept

As discussed above there have been basically two op-
posed concepts of reporting income appearing both in the
literature and in practice over the years, the all-inclusive
concept and the current operating performance concept. How-
ever, with the advent of APB Opinion No. 9 a new concept was

advanced. This concept will be referred to as the "modified

20Bernstein, Accounting for Extraordinary Gains and
Losses, p. 25.

2lgecurities and Exchange Commission, Regqulation
S-X, Washington, D.C., Revised 1958.
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all-inclusive concept."” Under the modified all-inclusive
concept the only exclusions in the determination and report-
ing of net income for the current period are those items
deemed to be "prior period adjustments." According to
Opinion No. 9, prior period adjustments are "limited to those
material adjustments which (a) can be specifically identified
with and directly related to the business activities of par-
ticular prior periods, and (b) are not attributable to eco-
nomic events occurring subsequent to the date of the financial
statements for the prior period, and (c) depend primarily on
determinationé by persons other than management and (d) were
not susceptible of reasonable estimation prior to such deter-

mination."22

The Board expects such items to be rare in
modern accounting and that, in most cases where there is a
prior period adjustment, "the opinion of the reporting inde-
pendent auditor on such prior period would have contained a

. 2
qualification because of the uncertainty (then existing) ." 3

The concern of this dissertation research is an eval-
uation (in terms of the criteria of predictive ability) of

the relative merits of the three reporting concepts of income

with regard to the inclusion or exclusion from reported net

22Accounting Principles Board, Opinion No. 9, p. 1l15.

231bidg.
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incomeé Of extraordinary items and/or prior period adjustments.
To summarize, those favoring the all-inclusive approach would
include in current income all changes in owner's equity not
due to capital transactions; those favoring the modified all-
inclusive concept would do likewise except that prior period
adjustments (as newly defined) would be extEluded; and those
favoring the current operating performance concept would ex-
clude all extraordinary items and prior period adjustments

from the current period's net income.

1.5 Other doctoral research

‘A canvass of the literature revealed two recent doc-
toral dissertations in the area of accounting for extra-

24 Both studies

ordinary items and prior year adjustments.
approached the solution to "the diversity of views" on the
basis of a priori reasoning, an approach that has refused to
yield a practical solution for many years. Wright's empir-

ical findings, covering a five year period and expressed mostly

in industry aggregates, simply support the contention that a

24p1pbert walter Wright, Jr., Accounting for Extra-
ordinary Charges and Credits and Their Implications For Net
Income, Unpublished Doctoral Dissertation, University of
California, Los Angeles, 1965, and Leopold A. Bernstein,
Extraordinary Items of Gain or Loss: A Research Study of
Theory and Practice, Unpublished Doctoral Dissertation,
New York University, 1966.
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propleM @Xists. The empirical portion of Bernstein's work,
mostly concerned with a two year period, is also a cross-

sectional analysis as opposed to a study of time series data.
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CHAPTER II

BASIC RESEARCH APPROACH

2.1 Fundamental nature of the problem

The idea of including extraordinary items in the
amount reported as net income for the period can be supported
on two grounds. The first is that reported income should, by
definition, reflect all changes in the economic well-being
of the entity to the extent that such changes are recognized
by the generally acceptable accounting practices in use. This
view is thus based upon an absolute concept of income, i.e.,
it is not dependent upon a specified use of the resulting in-
formation génerated under the concept. Secondly, income
reported on this basis may be considered as the more useful
to the reader in obtaining a given objective. It should be
noted that proponents of both the all-inclusive and modified
all-inclusive concepts advocate the inclusion of extraordinary
gains and/or losses and thus argue on each of these two grounds.

However, proponents of the current operating perform-
ance concept base their arguments largely, if not solely,
on grounds of providing more useful infbrmation in financial
reports. The proper amount to be labeled net income for the

21
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period is that amount that will prove most useful to the
users Oof the financial statements. Under this approach, the
notion of a "true" or "actual" income concept is meaningless.
The concept of income is an abstraction, i.e., an abridgment
of reality. 1Its justification for existence lies solely in
its utility.

The question of whether to include prior period adjust-
ments in the amount reported as net income for the period can
be approached in a parallel fashion to that employed regard-
ing extraordinary gains and losses. Net income for the cur-
rent period should not, by definition, reflect economic
changes that did not occur during the current period. How-
ever, proponents of the all-inclusive concept have argued
that such exclusions open the door for presenting misleading
apparent earnings potential, i.e., that the exclusion of prior
period adjustments could actually reduce predictive assistance
of reported income figures.

It should be noted that this study is not directly
concerned with the desirability of eliminating what somel
have called an "undue" emphasis on the needs of those who

will not or cannot use the financial statements as a whole,

lror example, see Bernstein, Accounting for Extra-
ordinary Gains and Losses, p. 198. ". . .anyone who chooses
to use single figures out of its (sic) context (should not)
blame the accountant for the possible adverse results of his
poor judgment."
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i.e., the focus on a single net income figure as opposed to

all items making up the total change in owners' equity over

a period. This study takes this "undue" emphasis on the net
income figure as a fact of life and attempts to resolve the

single question of how extraordinary items and prior period

adjustments should be reported given this behavioral charac-
teristic on the part of some users.

To summarize, the idea of "true" income supports only
the modified all-inclusive concept toward income reporting,
whereas the notion of employing the "most useful" concept of
income could be used in support of whichever one of the three
concepts is deemed to result in the generation of information

more useful in obtaining a given objective.

2.2 The function of accounting

Accounting has been defined as "the process of identi-
fying, measuring, and communicating economic information to
permit informed judgments and decisions by users of the infor-
mation."2 From this definition, it follows that the function

of accounting is to "permit informed judgments and decisions."

2american Accounting Association, Committee to Pre-
pare a Statement of Basic Accounting Theory, A Statement of
Basic Accounting Theory, (Evanston, Illinois: American
Accounting Association, 1966), p. 1.
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pefor® €conomic information can be identified, measured, and
communicated to serve this function, it is first necessary,
but not sufficient, to know the nature of the judgments and
decisions that are to be based upon this information. It is
submitted here that the fundamental character of all judgments
and decisions, based upon past data reported in published
annual financial reports, is anticipatory. The past is gone
and cannot be recalled. The present is only a point in time,
a point without dimension. Only events yet to occur can be
affected by man. The future is the domain of concern.

It has been suggested that the domain of accounting
be limited to present knowledge - knowledge in the present,
about the past and the present - on the grounds that such
knowledge serves as the basis of both judgments about past
events and of plans to procure future events.3 This sugges-
tion does not deny the anticipatory nature of judgments.

Even judgments about past events have as their purpose
assistance in determining future action; otherwise such
judgments would not be made. Likewise, any effort toward
determining one's present position is impelled by antici-

patory motives.

3Raymond J. Chambers, Accounting, Evaluation and
Economic Behavior (Englewood Cliffs, New Jersey: Prentice-
Hall, Inc., 1966), p. 97.
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As noted above, the current operating performance

approach to the reporting of periodic income relies on the
notion of usefulness. The term "useful" raises the question:
" For what purpose?" To the extent there are opposed possible
purposes for which the item labeled net income may be used, a
dominant purpose must be selected. For example, in a cir-
cumstance in which there has been a recent turnover of man-
agerial personnel, certain gains and losses recognized in the
current period may clearly not be the result of action of the
present management. If the amount 1a1->eled net income is to
Pbe used solely as an index for evaluating the present manage-
ment, there can be little doubt that the "proper" income is
determined by following the current operating performance
approach assuming that all items considered to be "extra-
ordinary" are both beyond the control of and not the result
of action taken by the present management.

Of course, there is the problem of determining the
" control and responsibility" of present management. But more
importantly, we should recall our purpose in attempting to
evaluate management in the first place: to serve as a guide
to future action. If the gains or losses from, say, a long-
term non-cancellable contract continue to occur in future

periods, current operating performance income may be both a
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good eValuation of the present management and a poor predictor

of the firm's earnings potential at the same time. Thus the
item labeled net income may be used for more than one purpose.
In this example, the two purposes are (1) to evaluate manage-
ment and (2) to predict the future earnings of the firm.
Which purpose is dominant for "the user" of published
financial statements in the above example? This depends in
part upon the courses of action open to the user. If he can
influence future management action, the current operating
approach may be preferable. On the other hand, if future
management action is given, even though unknown, to the user,
either the modified all-inclusive, or the current operating
performance concept may result in the more useful measure of
income, i.e., the better predictor. For United States com-
panies publishing financial statements, a passive role on the
part of users is assumed for purposes of this study. As
stated previously, the user group of concern are those who
" place undue emphasis on a single measure." Except for this
group there would be no controversy since all three concepts
provide in one way or another for the disclosure of extra-
orxdinary items and prior year adjustments. But the fact is
that the controversy does exist and the purpose of this study

is to aid in finding a solution.
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2.3 TMe predictive ability criterion

The problem of evaluating alternative accounting mea-
surements is not unique with respect to the accounting for
extraordinary items and prior period adjustments. "Most, if
not all, accounting controversies can be viewed as disputes
over the relative merits of one measurement alternative versus

another. néd

The American Accounting Association has viewed
'"usefulness of the information" as "the all-inclusive
criterion." Beaver, Kennelly, and Voss5 point out that his-
torically, usefulness has been related to decision making
which in turn raises two difficulties: (1) to define the
decision model and (2) to specify how the decision variables
are to be measured. Often one or more of the decision vari-
ables will be a probabilistic expectation of the occurrence
of some future event. Thus an important relationship between
predictions and decisions is. drawn: "A prediction can be

made without making a decision, but a decision cannot be made

without, at least implicitly, making a prediction‘,“6

4william H. Beaver, John W. Kennelly, and William M.
Voss, "Predictive Ability as a Criterion for the Evaluation
of Accounting Data," Accounting Review, XLIII (October 1968),
675.

S1bid.

61bid., p. 680.
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Since financial statement users' decision models can

not at present be fully specified, evaluating the three in-
come concepts in terms of their relative predictive ability
is a potentially significant approach. To evaluate the three
concepts in terms of their ability to predict future income
requires only that we assume that expected future income is
a parameter of the decision process, even though we know very
little about how the users use this parameter in reaching
their decisions. Thus the predictive ability criterion can
e employed prior to further specification of decision models.
This conclusion was reached by Beaver, Kennelly, and Voss as
7
follows:
Because prediction is an inherent part of the
decision process, knowledge of the predictive
ability of alternative measures is a prerequisite
to the user of the decision-making criterion. At
the same time, it permits tentative conclusions
regarding alternative measurements, subject to
subsequent confirmation when the decision models
eventually become specified. The use of predictive
ability as a purposive criterion is more than merely
consistent with accounting's decision-making orienta-
tion. It can provide a body of research that will
bring accounting closer to its goal of evaluation in
terms of a decision-making criterion.
The usefulness of an accurate estimate of future earn-

ings is held to be self-evident. The American Accounting

Association Committee to Prepare a Statement of Basic

71bid.
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A@couﬂtirug Theory expressed this notion as follows: "Almost
all external users of financial information reported by a
profit-oriented firm are involved in efforts to predict the

earnings of the firm for some future period."8 The committee

also observed that "The past earnings of the firm are considered

to be the most important single item of information relevant
to the prediction of future ear:m'.ng‘s,"9 and that "A person
using financial statements as an aid in predicting future
earnings has a right to demand from the accountant measure-
ments of past earnings that supply as much relevant informa-

tion as possible." 19

An even stronger statement concerning
the purpose of income reporting was made by Robert Sprouse:
" The primary purpose of the measurement of last year's in-
come reported to investors is to provide a basis for predict-

ing future years' income."ll

8american Accounting Association, Committee to Pre-
pare a Statement of Basic Accounting Theory, A Statement of
Basic Accounting Theory, p. 24.

91bid.
101pig.

llRobert T. Sprouse, "The Measurement of Financial
Position and Income: Purpose and Procedure," Research in
Accounting Measurement, R. K. Jaedicke, Y. Ijiri, and O.
Nielsen (eds.) (Evanston, Illinois: American Accounting
Association, 1966), p. 106.
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2.3.1 The question of forecast objective

A question may be raised as to what is meant by
"predicting earnings" or "estimating earnings potential." It
is the writer's position that the desired knowledge of the
future concerns the total change in the shareholder's future
economic interest in the entity. Thus, the relevant account-
ing measure of this objective is future all-inclusive income.

Support for this view of "earnings potential" can be
advanced by examining the need for having an indication of
" earnings potential." The ultimate criterion is usefulness.
This notion raises the questions for whom and for what pur-

pose. One such purpose relates to the valuation of a com-

Pany's common stock:l2

. . .the valuation of most common stocks involves
two principal steps or procedures. The first is the
preparation of some estimate of the probable range of
the earnings potential for the future. . . . The
second step . . . is to establish a reasonable price
for the estimated earning power. . . In the majority
of cases the statistical record of past earnings re-
flected by the income (profit and loss) statements
constitutes the starting point for the calculation of
possible future earning power. . . . The objective
(of any adjustments made by the investor) is to make
the past record indicative to the greatest extent pos-
sible of the economic activities which seem most
likely to prevail in the future.

12Douglas A. Hayes, Appraisal and Management of
Securities (New York: The Macmillan Company, 1956), pp. 284-

85.
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In the above discussion of future economic activities

there is no reason to assume that the investor desires to omit
estimates of future economic activities simply because they
may be labeled "special" or "extraordinary" by the company.

It may be that such items are more difficult to estimate.

Also such "earnings" may be valued at different rates and
different techniques employed in their estimation, but they
are not ignored.

A sensible approach toward the prediction of future
earning power (defined to include all changes in the economic
power, as measured by accounting, of the stockholders equity
a fter capital adjustments) would be to divide the projection
into at least two elements -- the normal and the extraordinary.
However, there is ample evidence to suggest a widespread
opinion that many users of financial statements focus only on
the single figure designated as net income for the period.
As pointed out previously, it is the very existence of this
group of users that gives rise to the controversy since all
three concepts recognize the need for full disclosure of the
extraordinary nature of such items. The question then be-
comes, given this single figure fixation on the part of
certain users, which single income figure for the current

period best serves as an aid in predicting future changes in
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the actOunting measure of stockholders equity after capital
adjustments?

An alternative view toward the question of what is
meant by predicting earnings potential is to give primary
concern to the predictability per se, of an income concept,
i.e., to forecast future values of an income from past values
of that same income series. Under this view, past all-inclu-
sive income would be used to predict future all-inclusive
income, past modified all-inclusive would be used to predict
future modified all-inclusive income, and past current oper-
ating income would be used to predict future current operating
income.

Support for this alternative view lies in the notion
that income can not exist, much less be reported, except as
determined by accountants. Likewise it may be argued that
market values are determined on the basis of reported earn-
ings, i.e. that to the investing public, income is that
amount reported by the company as "earnings per share." In
this regard an interesting question lying beyond the scope
of this proposed study is raised: to what extent does the
market value all-inclusive earnings or modified all-inclusive
earnings in a different manner from that in which it values

current operating earnings?
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For purposes of this study, "earnings potential" will
e regarded from each of the two viewpoints discussed above,
i.e. each of the three concepts of income will be examined
for its tendency to generate data useful in making predictions
of (1) future income of the same series and (2) future changes
in the accounting measure of stockholders' equity after capital

adjustments, i.e. all-inclusive income.

2.3.2 Limitations of the predictive ability criterion

The following limitations are not uniquely inherent
in this approach but rather are apt to be encountered in any
attempt to evaluate alternative accounting procedures accord-
ing to any purposive criterion. However, it is desirable
that the limitation of any research method be kept in mind in
order to avoid drawing unwarranted inferences and/or general-
izations.

The finding of predictive ability depend in part upon
the particular prediction model(s) employed. 1In this study,
two linear time series regression models were used. The
models, which in the writer's opinion represent operational-
i zed versions of intuitively perceived characteristics gen-
erally attributed to lesser sophisticated users of accounting
information, varied only with respect to relative weights

given to historical data and are fully specified in the
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following chapter. It is important to note that it is impos-
sible to test the income measure under examination separately
from the prediction model employed. Positive results repre-
sent a joint confirmation of both the model and the income
measure while negative results may be due to an "error" in
either or both elements.

Another potential problem arises when results are
positive (i.e. there is a significant difference in forecast-
ing error between alternative income measures.) For example,
assume income measures under the modified all-inclusive con-
cept predict better than say, income measures under the all-
inclusive concept when using a given model. 1If different
weights are introduced into the forecast model the all-inclu-
sive income measure might contribute more to the predictive
power of the newly weighted model than income measures under
the modified all-inclusive concept. Even if consistent re-
sults are observed for all models tested there is always the
possibility that some untested model possesses still greater
predictive power and at the same time suggests the opposite
conclusion concerning the alternative income measures under
study.

The evaluation of the relative predictive ability of

the income measures may require an assumption concerning the
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loss function associated with prediction errors. For example,
it may be that overforecast errors of future earnings are more
damaging to the achieving of the users objectives than under-
forecast errors of the same magnitude. The approach of this
study was to present the distribution (regarding over and
under forecasts) so that the reader might apply his own loss
functions in choosing among the income measures.

After considering both the potential advantages and
limitations of using the predictive criterion in an effort to
contribute toward a solution to the problem to which this study

is addressed, the writer is in complete agreement with Beaver,

Kennelly, and Voss's concluding remarks.13

Two implications emerge from the previous discus-
sion: (1) The preference for an accounting measure
may apply only within the context of a specific pre-
dictive purpose or prediction model. It may be im-
possible to generalize about the 'best' measurement
alternative across different contexts. (2) Even
within a specific context, the conclusions must be
considered as tentative.

The inability to generalize is a possibility, but
not an inevitability. We have cited only potential
difficulties, whose relevance can only be assessed
empirically, not by a priori speculation. What is
important is to know to what extent we can generalize
across purposes, and the only hope of acquiring this
knowledge is to conduct the predictive studies. If
we discover that different measures are best for

13Beaver, Kennelly, and Voss, "Predictive Ability as
a Criterion for the Evaluation of Accounting Data," pp. 682-
83.
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different purposes, it would be erroneous to believe
that the predictive studies are any less important
because of that discovery. The inability to gener-
alize, if it does exist, is not a flaw of the predic-
tive ability methodology. It merely reflects the
state of accounting theory, but in neither case is

it an indictment of the methodology that exposes

that fact. (Emphasis supplied.)

Even within a specific context, the preference
for one measure over another is tentative. A measure
that performed poorly may not be permanently rejected
in the sense that the researcher may refine the mea-
sure (and its theory) or redesign the study in the
hope that future research will demonstrate that the
measure is really better. Also there is always the
possibility of an unknown or untested measure that
performs even better than the best measure tested.
Theory construction in other disciplines is an evolu-
tionary process, where the hypotheses are continuously
being revised, redefined, or overturned in the light
of new theory and new evidence. There is no reason
to believe that accounting theory will be different.

Although it is important that a general awareness
of these factors exists, neither the potential inability
to generalize nor the tentative nature of the conclu-
sions should be regarded as a deterrent to conducting
the predictive studies. Extension of research efforts
into the predictive ability of accounting data is nec-
essary for the fulfillment of accounting's decision-
making orientation and for the meaningful evaluation
of alternative accounting measures.

2.4 Concepts versus practices

Thus far, three concepts of reporting income have been
discussed. These have been referred to as the all-inclusive
concept, the modified all-inclusive concept, and the current
operating per formance concept. As noted in Chapter I, the

American Institute of Certified Public Accountants favored
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the current operating performance concept prior to Opinion
No. 9. However, the preliminary review based on information

reported in Accounting Trends & Techniques showed that prac-

tice was not consistent with any single concept during the
period prior to Opinion No. 9. This observation is also con-

sistent with the empirical findings of Arnett,l4 Bernstein,15

and Wright.16

Thus it becomes important to distinguish be-
tween a given concept and actual practice under the AICPA's
advocacy of that concept. Therefore, this study was directed
at evaluating the relative predictive ability of income mea-
sures under both two practices, as well as the three theo-
retical concepts.

The two practices under which income measures were
examined are referred to as, the "as reported" practice and
the "modified all-inclusive" practice. The "as reported"

practice refers to income as actually reported by the sample

firms over the periods of the test, whereas the determination

l44aro14 E. Arnett, "Application of the Capital Gains
and Losses Concept in Practice," Accounting Review, XL
(FJanuary 1965).

5Bernstein, Accounting for Extraordinary Gains and

Losses.

1 . . .
‘6Wr1ght, Accounting for Extraordinary Charges and

Credits and Their Implications for Net Income.
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of income measures under the modified all-inclusive practice
often required the recasting of published income statements
to show how they would have appeared if APB No. 9 had been
in effect. Because of the necessary exercise of judgment by
the writer, the latter must therefore be viewed as simulated
measures.

In fact, income measures under the modified all-inclu-
sive concept are identical with those under the modified all-
inclusive practice. The purpose in evaluating the relative
predictive ability of income measures under each of these two
practices was to attempt to measure the overall potential
desirability of the AICPA position as reflected in Part I of
Opinion No. 9, and thus contribute toward a solution to the
seemingly endless stream of apparent paradoxes such as the
following:

The APB has chosen disclosure. . . rather than

accuracy. . . . Their approach may tend to prevent

attempted manipulation (but) it may also force. . .
innocent distortion.

2.5 Summary of the approach

The test of usefulness in evaluating a) concepts --

current operating performance, modified all-inclusive, and

17Corbin, "Reporting Unexpected Items: A Dissent
to APB Opinion No. 9," p. 5.
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all-inclusive -- and b) practices -- "as reported" and
modified all-inclusive -- reduces to a test of their relative
ability to generate data more useful in making future predic-
tions of "income". Unless at least one of these concepts or
practices can be shown to be of greater use in this respect,
the criterion of predictive assistance is irrelevant to the
controversy. This would destroy the arguments grounded in
"usefulness," for both the current operating performance (and
its realized resultant -- the "as reported" practice) and all-
inclusive concepts. The burden of proof is upon these con-
cepts (and practice) because they are dependent upon a speci-
fied use of the resulting information. 1In contrast, the
modified all-inclusive alternative seems clearly superior on
the basis of a priori accounting theory.

As mentioned previously, two prediction models were
employed during the process of comparing the relative predic-
tive ability of (1) the three income concepts and (2) the
two income practices. Also two forecast objectives were used
for each of these comparisons. Thus for each set of data
there were four comparisons of resulting forecast errors due
to the four possible combinations of prediction models and
forecast objectives as indicated by the following illustra-

tion.
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FIGURE 1

COMPARISONS OF FORECAST ERRORS
GENERATED FROM EACH DATA SET

Prediction Model I Prediction Model II
(unweighted linear (weighted linear

Forecast
Objective A
(all-inclusive income)

Forecast
Objective B
(income under same
concept or practice)

regression)

regression)

Comparison of
3 concepts

Comparison of
2 practices

Comparison of
3 concepts

Comparison of
2 practices

Comparison of
3 concepts

Comparison of
2 practices

Comparison of
3 concepts

Comparison of
2 practices

In addition comparisons were made with respect to forecast

amounts as indicated by Figure 2.

FIGURE 2

COMPARISON OF FORECAST AMOUNTS

Prediction Model I Prediction Model II

Comparisen of 3 concepts
Comparison of 2 practices

Comparison of 3 concepts
Comparison of 2 practices

The purpose of these illustrations is only to summarize the
basic approach used during the course of this study. The

following chapter describes the methodology in detail.
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2.6 Hypotheses
The following hypotheses were tested by the method-
ology set forth in the subsequent chapter. The hypotheses
can be divided into two groups (1) those (C.l1l - C.2) con-
cerned with comparisons between income reporting concepts
and (2) those (P.3 - P.6) concerned with income reporting
practices. Hypothesis C.1 is concerned with whether, among
the three income concepts, there is any consistent signifi-
cant difference as to which income measure resulted in better
forecasts with the a priori expectation being that the current
operating performance concept would generate better forecasts
than either of the other two concepts since all items deemed
extraordinary are excluded therefrom. Hypothesis C.2, also
concerned with the three concepts, involves comparisons of
forecast amounts in order to ascertain whether any concept
can be considered more conservative than the others. Hypoth-
eses P.3 and P.4, responsive to both frequencies and relative
amounts, parallel hypothesis C.1 with respect to the two
practices while hypotheses P.5 and P.6 parallel hypothesis C.2.
The hypotheses were as follows:
Hypothesis C.1 H,: the probability of a better prediction
(i.,e. a lesser absolute forecast error) is
the same for predictions generated from in-

come measures under each of the three in-

come concepts. H,: the probabilities of a
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C.2
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better prediction are greater with the cur-
rent operating performance concept.

H,: the probability of a lesser prediction
is the same for predictions generated from
income measures under each of the three in-
come concepts. Hy: the probabilities of a
lesser prediction differ according to the
income concept.

Hy:  the probability of a better prediction
is the same for predictions generated from
income measures under each of the two income
reporting practices. H,: the probabilities
of a better prediction are greater with the
"as reported" practice.

Hy: the aggregate predictive ability of the
"as reported" practice and the modified all-
inclusive practice do not differ. Hy: the
aggregate predictive ability of the "as
reported" practice is greater.

Hy: the probability of a lesser prediction
is the same for predictions generated from
income measures under each of the two in-
come reporting practices. H,: the proba-
bilities of a lesser prediction are greater
with the "as reported" practice.

Hy: the probability of lesser aggregate
predictions is the same for predictions

generated from income measures under the
"as reported" and modified all-inclusive
practices. H,: the probabilities differ

according to the income practice.
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CHAPTER III

METHODOLOGY

3.1 Overview

The basic means by which the relative predictive
ability of the two income practices and three income concepts
was evaluated was by comparing the associated relative fore-
cast error measures. All comparisons were between forecast
error measures associated with various income measures for
the same company for the same accounting period, i.e., the
forecast error associated with income measure A for Company
XYZ in the year 1960 was compared with the forecast error
associated with income measure B for Company XYZ in the year
1960; there was no comparison with any measure associated
with, say, Company ZZ2Z, nor was there any comparison with
any measure associated with Company XYZ's 1962 operations.
Thus all extraneous variables which might have influenced the
outcome of any of the individual comparisons were eliminated.

Two groups of comparisons were made: (a) those be-
tween forecast error measures associated with income measures
obtained under each of three income concepts and (b) those

between forecast error measures associated with income

43
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neasVI®S obtained under each of two income practices. For

each group, a comparison was made for each of 76l companies,
for each of 16 time periods, and under each of 4 combinations
of forecast model and forecast objective. These combinations
are represented graphically in Figure 1.

Once the sample was selected and the raw data obtained,
the methodology followed during the course of this study can
be divided into three processes: determining earnings per
share on each of four bases; determining forecast errors;
and evaluating the significance of the resulting forecasts
and forecast error measures. The first two processes (groups
of procedures) are described in the subsequent pages of this
chapter while those procedures related to evaluation are set

forth in Chapter IV along with the findings generated thereby.

3.2 Ssample selection

A random sample of 76 companies2 was selected from

lException: for the single most recent of the 16
time periods, data were not available for 8 companies.

2Sample size was determined as follows. From Table
I (of Chapter I) it was noted that the percentage of com-
panies reporting one or more extraordinary items ranged from
20 per cent in 1966 to 40 per cent in 1956 with the average
for the period 1956-66 being 34 per cent. Assuming the com-
panies reported upon in Table I to be representative of the
universe of this study, it appeared that a sample size of
approximately 76 would be adequate in order to obtain (for
each year) a minimum of 15 companies reporting one or more
extraordinary items.
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anond those companies whose common stock was traded upon the
New YOork Stock Exchange during the calendar year 1946. Further
requirements for inclusion in the sample were (1) that the com-
pany still be in existence as of January 1, 1968, (2) that its
common stock continue to be listed on the New York Stock Ex-
change as of that date, (3) that the company not be primarily
engaged in the areas of transportation, communication, utility
services, finance, or insurance since the accounting practices
of such companies are governed by ‘régulatory ‘agencies, :and

(4) that the nature of the company's operations must not have

undergone a total change3

during the time period 1947 through
1967. A list of the companies included in the sample is pre-
sented as Appendix A.

The procedure employed in selecting the sample was

as follows. A copy was obtained of the listing "1946 Stock

Market Dealings" as published in The New York Times,4

3In order to clarify what is meant by a total change
in a company's operations, the only two examples encountered
during the course of this research were International Mining
Corporation (formerly National Department Stores Corp.)
whose operations changed from retailing to mining, and
Madison Square Garden Corporation (formerly Graham-Page
Corporation) whose operations changed from the manufacture
of automobile parts to the operation of an amphitheater.

4"1946 Stock Market Dealings," The New York Times,
January 2, 1947, sec. L, p. 36.
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JanudT¥ 2, 1947. Each item on this list was numbered con-

secutively from 1 to 1,340. A random sample of numbers fall-
ing within the range of 1 to 1,340 (inclusive) was selected
by reference to "Appendix VII Random Numbers" of Schaum's

Outline of Theory and Problems of Statistics.5 If and only

if the item corresponding to this number met the requirements
described above, was it included in the sample. It was nec-
essary to examine 219 listings in order to obtain a sample of

76. A breakdown of the 143 rejections is as follows:

Preferred stocks and class B issues 66
Mergers and acquisitions 32
Delistings 15
Liquidations 6
Non-qualifying industries 22
Changes in operations s 2f

13

It should be noted that companies were not omitted from the
sample as a result of name changes. Distinctions between
name changes and the creations of new entities were based on
information reported in various editions (covering the 1946

to 1968 time span) of Moody's Industrial Manual,6 Moody's

5Spiegel, Murray R., "Appendix VII Random Numbers,"
Schaum's Outline of Theory and Problems of Statistics (New
York: Schaum Publishing Co., 1961), p. 349.

6Moodz's Industrial Manual (New York: Moody's
Investors Service, Inc., 1946 through 1968.)
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. . q e 7
Public Utility Manual, Moody's Transportation Manual,8 and

Moody's Bank & Finance Manual.9

The procedure employed in classifying companies (for
the purpose of deciding which ones were to be included in
the sample) with respect to industry was as follows. Each
company listing in the "Corporation Directory" section of

Poor's Register of Corporations, Directors and Executives-

10

1968 shows the Standard Industrial Classification code num-
ber (S.I.C.) for the principal products manufactured or the
major services furnished by the company in question. The
first two digits of this four digit S.I.C. number show in
which of ten major divisions the company is classified.

S.I.C. numbers were not used in pre 1960 editions of Poor's

Register of Corporations, Directors and Executives; however

a short verbal description of the company's principal product

or business is given. The S.I.C. number reported in 1968

7Moody's public Utility Manual (New York: Moody's
Investors Service, Inc., 1946 through 1968) .

8MOOdy's Transportation Manual (New York: Moody's

Investors Service, Inc., 1946 through 1968) .

9Moodx's Bank and Finance Manual (New York: Moody's

Investors Service, Inc., 1946 through 1968) .

of Corporations, pirectors and

10 )
Poor's Register _
Standard & Poor's Corporation,

Executives - 1968 (New York:
1968) .
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along with verbal descriptions of 1959 and 1949 were used to
classify each company into one of the ten major divisions

used by the Standard Industrial Classification System.

3.3 Data source

The published annual reports of each company included
in the sample for fiscal periods ending December 31, 1947
and subsequent provided the source data for this study. This
procedure called for the examination of a total of 1,596 an-
nual reports. Reports for eight companies covering the year
"1967" were not yet available at the time this data was being
collected. Also the 1947 annual report for one company could
not be located. With these exceptions, all data collection
was based upon examination of original source documents, i.e.
published annual reports of the companies. A total of 1,587
documents was examined.

Reports for fiscal periods ending from December 31,
1947 to November 30,'1948 (inclusive) were labeled "1947",
1948

those covering fiscal periods ending from December 31,

to November 30, 1949 were labeled "1948", etc. (In applying

the above criterion a latitude of seven days was allowed in

order to accommodate those firms reporting on the basis of

a 52-53 week fiscal period.) As a result, this study

covered the 20 year time span immediately preceding the
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effective date (for annual fiscal periods) of APB Opinion

No. 9 which became effective for fiscal periods beginning
after December 31, 1966. Annual reports for "1967" were also
included to the extent available (68 of the 76 companies) at
the time these data were being collected. The purpose of
including this period was to allow for comparisons before

and after APB Opinion No. 9 became effective.

The financial statements examined for purposes of
this study were those included in the company's published
annual report to stockholders. In those cases in which both
a detailed and condensed report was prepared for a single
year, a single report was examined. The criteria for select-
ing which report to examine were as follows:

1. The financial statements must have been

audited as evidenced by the inclusion of
the auditor's opinion in the annual report

to stockholders.

2. The report must have been sent to stockholqers
by the company without the stockholder making
a specific request to receive it.

3.4 Procedures for determining earnings per_share

Since the individual investor's forecast objective

relates to his individual share in the company's future earn-

ings potential, all income measures used in this study were

stated in terms of earnings per share. Earnings per common
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shar®» After adjustments for stock splits and stock dividends,

were determined for each fiscal period in the 21 year test
period (1947-1967) for each company on each of the following
basis:

(A) As reported in the annual report

(B) Current operating performance

(C) Modified all-inclusive (per APB Opinion No. 9)

(D) All-inclusive
It will be recalled that income measures B, C and D represent
the three income concepts whereas A and C represent the two
income practices. The procedure followed was to classify all
accounts reported on either the income statement or the state-
ment of retained earnings as either capital adjustment or
transaction, normal income determinant, extraordinary income
determinant, prior period adjustment-old, or prior period
adjustment-new. The following relationships were then used

to determine the various income measures:

CUR - (XDET + PPAy) = MOD - PPA, = ALL

where CUR = Current operating performance income
XDET = Extraordinary income determinants
PPAp = Prior period adjustments-old*
MOD = Modified all-inclusive income

PPA, = Prior period adjustments-new*
ALL = All-inclusive income
*These terms are defined in Section 3.4.2
Forms used for the purposes of collecting data and determining

income measures have been reproduced as Appendices B, C, and D.
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3.4.1 Adjustment for stock dividends and splits

Adjustments were made for stock dividends and/or
stock splits. The procedure employed that amount reported
as earnings per share for the year 1967 as a standard of
comparison. An adjustment factor which was applied to that
amount originally reported as earnings per share was deter-
mined for each company for each year of the test period by

use of the following formula:

o o s 1 1 i
AdJ1967-n = 1 - Tep; -+ e, - Tep,
where Py, P,,. . .P, = Number of new shares

received as a stock divi-
dend or in a stock split
expressed as a percentage
of the number of shares
previously held, for splits
and stock dividends occur-
ring during the year 1967 - n.
3.4.2 Identification of "items"

The term "item" was used to refer to an extraordinary
income determinant, prior period adjustment-old, or prior
period adjustment-new. When examining financial statements,
the following criteria were used in determining what consti-
tutes an "item".

Accounts appearing on the statement of retained earn-

ings or earned surplus were regarded as an "item" unless they

fell into one of the following classifications: earnings
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ais Tibutions or capital adjustments.
Accounts appearing on the income statement were
evaluated as follows in deciding whether an "item" exists:

1. An account was considered as being an "item" if
one or more of the following terms were used in
either the title of the account or in the title
of the caption under which the account is report-
ed: extraordinary, special, nonrecurring,
abnormal, prior period, or prior year. It should
be emphasized that the terms "other income or
expense", "non-operating", and "from other
sources" are not included herein.

2. An account was considered as being an "item" if
it falls within any of the following classifica-
tions with respect to its nature:

(A) Disposal or sale of:
Property, plant, and/or equipment
Investments or securities
Subsidiary, affiliate, or division
(B) Change in valuation bases:
Inventory write-down to market
Change in investment valuation
Other property, plant, and equip-
ment adjustments
Lifo liquidation or replacement
(C) Expenses, losses, gains, etc.:
Foreign exchange adjustments
Nonrecurring plant expense
Discontinued operations
(D) Extraordinary depreciation

3. An account was not considered as an "item" if
it meets neither of the two criteria described
above.

Having identified an "item", its classification as

extraordinary income determinant, prior period adjustment-

old, and prior period adjustment-new was based upon the

criterion that for an "item" to be considered as a prior
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pe;iod adeStment-new, it must meet the criteria set forth

in APB Opinion No. 9. For an "item" to be considered as a
prior period adjustment-old, restatement must have been made
for prior years' reported income in the company's published
annual report. It should be noted that an individual "item"
could be both a prior period adjustment-old and a prior period
adjustment-new. All other "items" were regarded as extra-

ordinary income determines. L=

3.4.3 Adjustments for periods not of
the duration of one calendar year

It was observed that in a small minority of cases,
companies' annual reports cover periods of duration other
than one calendar year. This situation was the result of
either the use of a 52-53 week reporting period or a change
in the company's annual closing date. In the former case no
adjustments were made for a slight deviation from a calendar
year since any resulting distortion would be of insignifi-
cant magnitude for purposes of this study. However, for the
latter case, an adjustment was made in order to obtain com-
parability of data relating to this period with data of
other periods. The procedure for making this adjustment is
described as follows.

It will be recalled that a report for a fiscal year
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endi?d Qring the calendar year on a date other than within
sevel days of December 31, was designated as being associated
with the preceding calendar year, i.e. a report covering a
fiscal period extending into two calendar years was associ-
ated with the earlier calendar year for identification pur-
poses. As a result it was possible that a change in a com-
pany's annual closing date could have resulted in either zero,
one, or two reports being identified with a given calendar
year. However, for all such changes relevant to this study,
this procedure resulted in at least one report being associ-
ated with each calendar year for each company. In those
instances in which two reports were so identified with a
single calendar year, all flow measures contained in the two
reports were combined and regarded as being associated with

a single period equal in duration to the sum of the durations
of the two periods covered by the two separate reports.

The adjustment procedure followed for all calendar
years in which the associated report or reports covered six
months or more was one of annualization, i.e. flow measures
were adjusted by multiplying by a fraction in which the
numerator is 12 and the denominator is the number of calendar
months covered in the report or reports identified with the

calendar year in question.
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3.4.4 Determination of income tax effects of "items"

The purpose of this study was to determine, examine,
and compare four measures of income, termed herein: "as
reported," all-inclusive, modified all-inclusive, and current
operating performance. For a given company in a given year,
each "item" disclosed in the financial statements was reported
as either a determinant of that amount designated as "net in-

come for the period" or subsequent to the determination of

that amount. Thus, in order to determine the four income
measures the following conversions had to be made:

(A) From current operating performance basis to
all-inclusive basis. This involved adding
the reported amount of each "item" to that
amount originally reported as net income.

(B) From current operating performance basis to
modified all-inclusive basis. This involved
the same procedure as used in conversion A
above except that it was limited to those
"items" which did not meet the criteria for
prior period adjustments as set forth in
APB Opinion No. 9.

(C) From all-inclusive basis to current operating
performance basis. This involved deducting
the amount of each "item" on a net of tax
basis from that amount originally reported
as net income.

(D) From all-inclusive basis to modified all-
inclusive basis. This involved the same
procedure as used in conversion C above
except that it was limited to those "items"
which meet the criteria for prior period
adjustments as set forth in APB Opinion No. 9.
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(B) From modified all-inclusive basis to cur-
rent operating basis. This involved the
same procedure as used in conversion C
above except that it was limited to those
"items" which did not meet the criteria
for prior period adjustments as set forth
in APB Opinion No. 9.

(F) From modified all-inclusive basis to all-
inclusive basis. This involved the same
procedure as used in conversion A above
except that it was limited to those "items"
which meet the criteria for prior period
adjustments as set forth in APB Opinion No. 9.

It should be noted that conversions A, B, and F above
required simply that the amount of the item in question be
taked as reported. However, conversions C, D and E often
required an estimation of the income tax consequence of the
"item" in question in order to approximate the net of tax
effect on reported net income. Hence, the following proce-

11

dure was employed in and only in performing conversions C,

D, and E above:

Step 1. If the tax effect of the "item" was dis-
closed in the annual report, that amount
as reported was used. Otherwise, the
procedure employed was as described below.

llgreference was made to the following sources in
developing this procedure: Bruton, Paul W. and Bradley,
Raymond J., Federal Taxation (St. Paul, Minn: West Pub-
lishing Co., 1955); Commerce Clearing House, Inc., 1957 U.S.
Master Tax Guide and 1967 U.S. Master Tax Guide, (Chicago,
Ill: Commerce Clearing House, Inc., 1957 and 1967); and
Montgomery, Robert H., Montgomery's Federal Taxes - Corpora-
tions and Partnerships - 1947-48 vol. I - Gross Income and
Deductions (New York: Ronald Press Company, 1948).
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If specific information disclosed in the
annual report could be used to determine
the tax effect, the tax effect of the
"item" in question was determined on this
basis. Otherwise, the procedure employed
was as described below.

A limit equal to the amount of the income
tax expense reported for the year, was
observed when employing the following
estimation procedures. Thus if there were
no income tax expense for the year in which
the "item" was reported, the tax effect

of the "item" was regarded as zero, i.e.
loss carrybacks and/or carryforwards were
not considered. If and only if a positive
tax expense was reported, was the procedure
described below employed.

From the information contained in the annual
report, the "item" in question was classi-
fied as one of the following:
(a) Ordinary gain or loss
(b) cCapital gain or loss
(c) Gain or loss on property used
in trade or business

(A) For ordinary gains and losses, the tax
effect was estimated by multiplying the
amount of the "item" times the average
tax rate, i.e. that ratio existing be-
tween the reported income tax expense
for the year and reported net income
before tax.

(B) For capital gains, the tax effect was
estimated by multiplying the amount of
the item times 25 per cent, the alter-
native capital gains tax rate existing
for corporations over the entire time
period under consideration in this
study, i.e. from January 1, 1947 to
date. For net capital losses, the tax
effect was considered to be zero.



Se
e proce
% effect
e origip
L:H the cas

éuﬁ'“? the

"lere uSed W
tloyeq only

e for 3




58

(C) For net losses on property used in
trade or business, the income tax
effect was estimated in the same
manner as for ordinary gains and
losses. For net gains on property
used in trade or business, the pro-
cedure for estimating tax effects gave
recognition to the depreciation re-
capture provisions of United States
Federal Income Tax Law which generally
became effective for taxable years
beginning after December 31, 1962.

The procedure was to estimate the tax
effect of these gains reported in
"1947" through "1962" in the same man-
ner as that used for capital gains.
However, for such gains occurring
subsequent to "1962" the rate applied
to the gain was selected from the
following schedule (arbitrarily
determined) according to the period
covered by the financial statements
in which the gain is reported:

1963 .34 1966 .42
1964 .37 1967 .44
1965 .40

Several points should be emphasized concerning the
above procedures for estimating income tax effects. First,
tax effects were relevant only where the "items" in question
were originally reported as a determinant of income. This
was the case for 503 out of a total of 1,033 "items" examined
during the course of this study. Secondly, reported amounts
were used when reported. The estimation procedures were em-
ployed only where there was no alternative. This was the

case for 303 out of the 503 items originally reported as a
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aeteminant of income. Thirdly, it is not claimed these
proced“res Produced precise approximations but rather that
such estimates did yield converted income measures that are
closer to actual (i.e. that amount that would have been re-
ported had the company employed the alternative concept of
income) than would income measures based on conversions in

which no attempt is made to adjust for tax consequences.

3.5 Procedures for determination of forecast errors

Before beginning this section the reader is directed
to Figure 3 for an overview of the procedures described in
detail below. To evaluate the relative predictive signifi-
cance of the various income measures, series of such measures
were used as inputs to two least-squares linear regression
models. Earnings per share (as adjusted for stock dividends
and splits and, where appropriate, for prior period adjust-
ments) for the firm's most recent five years, were used to
determine the parameters for the model from which a forecast
was made for the following year. After making the forecast
for each year, the linear trend line of best fit was recal-
culated by incorporating actual earnings per share for the
following year (based on the income concept under examination)
and omitting the earnings per share for the sixth most recent

year. Also, for certain income measures, any prior period
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adjustments (o0l1d or new, depending upon the income measure

under examination) reported in the most recent year were used to

adjust earnings per share for the appropriate prior year (s)
with the recomputed trend being based on the preceding five
years as adjusted. In short, each forecast was based on in-
come measures associated with the immediate five years in-
cluding the effect of, where appropriate, prior period ad-
justments, if any, to the extent that such items were reported
prior to the year for which a forecast was being made.

The two forecasting models were as follows. One was
a least-squares linear regression model in which earnings
per share figures for each of the five previous years was
given equal weight. The second was similar to the first
except that in making the regressions, earnings per share
for the most recent year was given a weight of 5; earnings
per share for the second most recent year was given a weight
of 4, for the third most recent year a weight of 3, for the
fourth most recent year a weight of 2, and for the fifth most
recent year a weight of 1.

Forecast values, as derived from each of thevfour
income reporting alternatives were then compared to each of
the following actual values: (1) earnings per share of the

same income series and (2) earnings per share based on the
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all-inclusive concept of income. The dollar difference between
the forecasted value and the "actual" value was then expressed
as a signed (positive or negative) percentage of the absolute
value of the relevant "actual" value in order to (1) avoid
distortions due to differences in per share income levels and
(2) maintain an indication of whether the forecast value was
greater or less than the actual value. These signed ratios
constitute the "forecast error measures" which were then eval-

uated as described in Chapter 1IV.

3.5.1 Restatements for prior period adjustments

Earlier it was noted that where appropriate, prior
period adjustments were used to restate the earnings per
share of prior years, upon which the forecasts are based.

The purpose of this procedure was to give effect to the prac-
tice (recommended in APB Opinion No. 9) of including historical
summaries in published annual reports which provide investors
with a convenient source of data for making earnings predic-
tions.

It will be recalled that the objective of this study
was to determine which of several income measures would have
been (for the test period) of greatest aid in forecasting
some measure of earnings potential. Also, it will be re-

called that under the modified all-inclusive concept of
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incOMe as set forth by APB Opinion No. 9, the criteria for

an item constituting a prior period adjustment differ signifi-
cantly from those used formerly. Thus restatements of prior
years' earnings per share due to prior period adjustments
were varied depending upon the measure of income being eval-
uated. To be specific, no restatements were made for prior
period adjustment when generating forecasts from earnings per
share figures based upon the all-inclusive or current operat-
ing performance measures of income. Restatements for prior
period adjustments-new as defined by APB Opinion No. 9 were
made for generating forecasts with the modified all-inclusive
income measures. Restatements were made for prior period
adjustments-old, i.e. those so treated in published annual
reports, when generating forecasts from earnings per share
figures as originally reported after adjustment for stock

splits and dividends.



1




CHAPTER IV

EMPIRICAL FINDINGS

4.1 Overview

The empirical findings of this study are set forth in

the three major sections of this chapter. Specifically, this

chapter contains only a statement of the empirical findings

of the study. A discussion of their significance and the re-

sulting implications for accounting practice is deferred to
Chapter V.

Section 4.2 includes descriptive statistics concern-

ing the forecast error measures associated with each of the
four income measures. Section 4.3 includes a description of
the procedures and findings relative to evaluating the sig-
nificance of the forecasts and resulting forecast error mea-

sures under each of the three income concepts. Section 4.4

includes a description of the procedures and findings rela-
tive to evaluating the significance of the forecasts and
resulting forecast error measures under each of the two

income practices.

r

Figure 3 (in conjunction with Figure 1 of Chapter II)

gives a graphic outline of the comparisons reported upon in
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sectlONs 4.3 and 4.4. Figure 4 can be viewed as single cells

of Figure 1 and Figure 2.

FIGURE 4

OUTLINE OF COMPARISONS

Criteria of Comparison

Best, i.e. lesser Most conserva-
absolute percentage tive, i.e.,
Comparison of forecast error lesser forecast
3 Concepts:
CUR-MOD-ALL Section 4.3.1 Section 4.3.2
CUR-MOD 4.3.1a 4.3.2a
CUR-ALL 4.3.1b 4.3.2b
2 Practices:
REP-MOD 4.4.1las&b 4.4.2a&b

Codes used: ALL
CUR
MOD
REP

4.2 Descriptive

All-inclusive

Current operating performance
Modified all-inclusive

= "As reported"

statistics

Table IV

shows for each year, for each four year

period, and for the total period studied, the mean absolute

percentage forecast error measure associated with each of the

four income measures for the 76 companies sampled, where each

income measure is examined under all possible combinations of

the two prediction models and the two forecast objectives.

Each annual mean

figure (Hj) was determined according to the
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follOWing formula:

~

6

1 Aji

M. =
3

™

i

76

where j = year
i number of the company.
Fji = forecast amount for year j for company i.
= actual amount for year j for company i.

Aji

Table V shows for each year, for each four year period,

and for the total period studied, the average deviation of

absolute percentage forecast error measures associated with
each of the four income measures for the 76 sample companies,
where each income measure is examined under all possible com-
binations of the two prediction models and the two forecast
objectives. The annual average deviation figures (ﬁbj) were

determined according to the following formula:

_ 76 . )

MD. = X J1 J
=1

where j = year
i = number of company

ji

t
i

In order to assist the reader in analyzing the data
of Tables IV and V, Table VI was prepared. Table VI shows by

year and within each of the four possible combinations of







predictive model and forecast objective, the relative ordinal
rank of both the means and average deviations of the forecast
error measures associated with each income measure. The rank
of 1 is assigned to the mean or average deviation of least
magnitude (i.e. "best"), the rank of 2 is assigned to the
next "best", and so forth. Sums of these ranks are also
shown and when ranked give a measure of the overall rank of
the various income measures with respect to specified charac-
teristics of the resulting forecast error measures.

The following observations are based upon the data of
Tables IV, V, and VI:

(1) There is a lack of consistent support for
either of the two prediction models, i.e.
neither model consistently resulted in better
forecasts.

(2) The choice of forecast objective resulted in
no consistent effect upon forecast error.

(3) It would appear there is in general a greater
effect upon forecast error resulting from
changes in time periods than from changes in
either prediction models, forecast objectives,
or income measures.

(4) oOver the entire period, the "as reported" and
"current operating performance" measures re-
sulted in "better" forecasts than did the
"modified all-inclusive" and "all-inclusive"
income measures. This statement is based
solely on the sums of the annual ordinal
ranks of the means and mean deviations of the
forecast errors associated with each of the
income measures.







(5) There was a significant positive correlation
between the ordinal ranks of the means and
the ordinal ranks of the average deviations.
In fact, for 194 out of the 256 cells in
Table III, or 75.8%, the rank of the mean
was identical with the rank of the average
deviation.

Table VII shows for each year, for each four year period,
and for the tatal period studied, the percentage of companies
for which each of the four income measures resulted in a fore-
cast in excess of the related "actual", where each income mea-
sure is examined under all possible combinations of the two
prediction models and the two forecast objectives. The follow-
ing observations are set forth for emphasis:

(1) Neither of the two prediction models seems to
result in overforecasts more frequently than
the other.

(2) The choice of forecast objective results in
no consistent effect upon forecast error.

(3) None of the four income measures seems to
result in overforecasts more frequently than
the others.

(4) It would appear there is a greater effect
resulting in changes in time period than from
changes in either prediction models, forecast
objectives, or income measures.

(5) For the test period as a whole there was an
overall tendency for each of the four income
measures to result in more underforecasts
than overforecasts. This situation prevailed
under all possible combinations of prediction
models and forecast objectives.
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