REPORTING IRREGULAR ITEMS

Either the single-step or the multiple-step income statement may be used for finan-
cial reporting purposes: flexibility in presenting the income components is thereby per-
mitted. In two important areas, however, specific guidelines have been developed.
These two areas relate to what is included in income and how certain unusual or irreg-
ular items are reported.

What should be included in net income has been a controversy for many years. For
example, should irregular gains and losses and corrections of revenues and prior years’
expenses be closed directly to retained earnings and therefore not be reported in the
income statement? Or should they first be presented in the income statement and
then carried to retained earnings along with the net income or loss for the period?

In general, income measurement follows a modified . This
approach indicates that most items, even irregular ones, are recorded in income.”
Three exceptions are i) errors in prior years’ income measurement, ii) changes in
accounting policies applied retroactively and iii) foreign exchange gains or losses on
self-sustaining foreign subsidiaries. Because the first two items relate to earnings
already reported in a prior period, they are not included in current income. Rather,
these items are recorded as adjustments to retained earnings.!'0 The latter item is
recorded as a separate component of shareholders’ equity.!!

Currently there is growing debate concerning how irregular items that are part of
current income should be reported within the income statement. This issue is extremely
important, because the reporting of irregular items on the income statement is sub-
stantial. For example, [llustration 4-6 identifies the most common types and number
of irregular items reported in a survey of 200 large companies. As indicated, unusual
items, which many times contain write-offs and other one-time items, were reported
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~v nearly three quarters of the surveyed firms. About 22% of the surveyed firms reported
discontinued operations.12 Thus, developing a framework for reporting irregular items
- important to ensure that financial statement users have relevant, high quality income
ntormation. 13
Many users advocate a current operating performance approach to income report-
ng. These analysts argue that the most useful income measure will reflect only regular
.nd recurring revenue and expense elements. Irregular items do not reflect an enter-
prise’s future earning power. Operating income supporters believe that including one-
~me items such as write-offs and restructuring charges reduces the income measure’s
predictive value.
In contrast, others warn that a focus on operating income potentially misses impor-

:nt information about a firm’s performance. Any gain or loss experienced by the firm,
+hether directly or indirectly related to operations, contributes to its long-run prof-
w2bility. As one analyst notes, “write-offs matter. . . . They speak to the volatility of
~ast) earnings.”14 Therefore, they have feedback value. As a result, some nonoperat-
12 items can be used to assess the riskiness of future earnings—predictive value. Fur-
~ermore, determining which items are operating and which items are irregular
~~quires judgement and could lead to differences in the treatment of irregular items
~d to possible manipulation of income measures. In this regard, a recent study
~ported that users believe that management sometimes reports unusual losses as non-
~urring but reports unusual gains as part of regular income.13

Discontinued Operations

- indicated in Illustration 4-6, one of the most common types of irregular items relates

discontinued operations. Discontinued operations are defined as the operations of

+ identifiable business segment that have been sold, abandoned, shut down, or oth-
~wise disposed of, or that is the subject of a formal plan of disposal.l®

Companies might discontinue operations as part of a downsizing strategy to

~prove operating results or to focus on core operations or perhaps to generate cash

ws. For example, in 1999, MediSolutions Ltd. discontinued distribution and support

- its dental practice management system in a bid to rationalize its operations. Medi-

~lution Ltd. provides a full range of administrative and clinical computer software







































