Reporting Financial
Performance

LEARNING OBJECTIVES
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1%er studying this chapter, you should be able to:

dentify the uses and limitations of an income statement.
Prepare a single-step income statement.

Prepare a multiple-step income statement,

Explain how irregular items are reported.

Measure and report gains and losses from discontinued operations.

Explain intraperiod tax allocation.

Explain where earnings per share information is reported.

Prepare a retained earnings statement.
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The way ilems are reported within the income statement can affect its usefulness. The purpose of this chapter is to examine the
many differant types of revenues, expenses, gains, and losses that are represented in the income statement and retated informa-

tian. The content and organization of this chapter are as follows:
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INCOME STATEMENT

The income statement, often called the statement of earnings or statement of income,!
is the report that measures the success of enterprise operations for a given time period.
The business and investment community uses this report to determine profitability,
investment value, and credit worthiness. It provides investors and creditors with infor-
mation that helps them allocate resources and assess management stewardship.

Usefulness of the Income Statement

The income statement helps financial statement users allocate resources and assess man-
agement stewardship in a number of ways.2 For example, investors and creditors can
use the information in the income statement to:

1. Evaluate the enterprise’s past performance and profitability. By examining rev-
enues, expenses, gains and losses users can see how the company (and manage-
ment) performed and compare its performance with its competitors. (Balance sheet
information is also useful in assessing profitability, i.e., by calculating return on
assets. See Appendix 5A.)

| Financial Reporting in Canada, 2000 (Toronto, CICA) indicates that for the 200 companies sur-
veyed, 86 used “earnings”, 60 used “income” and 43 used “operations”. The use of the latter is
increasing while “income” and “earnings” are declining in terms of usage, p. 93.

? In support of the usefulness of income information, accounting researchers have docu-
mented that the market prices of companies change when income is reported to the market. See
W.H. Beaver, “The Information Content of Annual Earnings Announcements,” Empirical Research
in Accounting: Selected Studies, Journal of Accounting Research (Supplement 1968), pp. 67-92.
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Provide a basis for predicting future performance. Information about past per-
formance can be used to determine important trends that, if continued, provide
information about future performance. However, success in the past does not nec-
essarily mean the company will have success in the future.

Help assess the risk or uncertainty of achieving future cash flows. Information on
the various components of income—revenues, expenses, gains, and losses—high-
lights the relationships among them and can be used to assess the risk of not achiev-
ing a particular level of cash flows in the future. For example, segregating a company’s
recurring operating income (results from continuing operations) from nonrecurring
income sources (discontinued operations, extraordinary items) is useful because oper-
ations are usually the primary means by which revenues and cash are generated.
Thus, results from continuing operations usually have greater significance for pre-
dicting future performance than do results from nonrecurring activities.

Limitations of the Income Statement

Hecause net income is an estimate and reflects a number of assumptions, income state-
ment users must be aware of certain limitations associated with information contained
n the income statement. Some of these limitations include:

1.
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Items that cannot be measured reliably are not reported in the income state-
ment. Current practice prohibits recognizing of certain items from the determi-
nation of income even though of these items arguably affect an entity’s
performance from one point in time to another. For example, contingent gains may
not be recorded in income, as there is uncertainty regarding whether the gains
will ever be realized.

Income numbers are affected by the accounting methods employed. For
example, one company may choose to depreciate its plant assets on an acceler-
ated basis; another chooses straight-line amortization. Assuming all other factors
are equal, the first company’s income will be lower, even though the companies
are essentially the same. In effect, we are comparing apples with oranges.
Income measurement involves the use of estimates. For example, one company
may estimate in good faith that an asset’s useful life is 20 years while another
company uses a 15-year estimate for the same type of asset. Similarly, some com-
panies may make overly optimistic estimates of future warranty returns and bad
debt write-offs, which result in lower expense and higher income.

































