	
	PROBLEM 4-5
	


1.
The usual but infrequently occurring charge of $10,500,000 should be disclosed separately, assuming it is material. This charge is shown above income before extraordinary items and would not be reported net of tax. This item should be separately disclosed to inform the user of the financial statements that this item is nonrecurring and therefore may not impact next year's results. Furthermore, trend comparisons may be misleading if such an item is not highlighted and adjustments made. The item should not be considered extraordinary because it is usual in nature.

2.
The extraordinary item of $9,000,000 should be reported net of tax in a separate section for extraordinary items. An adjustment should be made to income taxes to report this amount at $22,400,000. The $3,000,000 tax effect of this extraordinary item should be reported with the extraordinary item. The reason for the separate disclosure is much the same as that given above for the separate disclosure of the usual, but infrequently occurring item. Readers must be informed that certain revenue and expense items may be unusual and infrequent such that their likelihood for affecting operations again in the future is unlikely.  Separate earnings per share information must also be presented for the extraordinary item.

3.
The adjustment required for correction of an error is inappropriately labelled and also should not be reported in the retained earnings statement. Changes in estimate should be handled in current and prospective periods through the income statement. Catch-up adjustments are not permitted. To restate financial statements every time a change in estimate occurred would be extremely costly and confusing. In addition, adjusting the beginning balance of retained earnings is inappropriate, as the increased charge in this case would never be run through current or future income statements.

PROBLEM 4-5 (Continued)

4.
Earnings per share should be reported on the face of the income statement or in the notes to the financial statements according to the CICA Handbook Sec 3500.61. Because such importance is ascribed to this ratio, the profession believes it necessary to highlight the earnings per share figure. In this case it should report both income before extraordinary item and net income on a per share basis. 

	
	PROBLEM 4-7
	


	Tamayo Corporation

	Income Statement

	For the Year Ended December 31, 2002


	Sales
	
	$9,500,000

	Cost of goods sold
	
	  5,900,000

	Gross profit
	
	3,600,000

	Selling and administrative expenses    
	 $1,300,000 
	

	Loss due to write-down of inventory
	     72,000*
	

	Total operating expenses
	
	  1,372,000

	Income before taxes and extraordinary item 
	2,228,000

	        Income taxes 
	
	    668,400**

	Income before extraordinary item 
	1,559,600

	Extraordinary item:
	
	

	        Major casualty loss (net of tax)
	
	    127,000

	Net income
	
	$1,432,600

	
	
	

	Earnings per share:
	
	

	        Income before extraordinary item 
	$3.90

	        Extraordinary item
	
	   (.32)

	        Net income 
	
	$3.58


 *The $72,000 may be identified as an unusual item if unusual or infrequent in nature. However, it cannot be considered extraordinary.

 **(30% of $2,228,000)

CASE 4-4

  1.
Classify as an extraordinary item because all three conditions of an extraordinary item are met: unusual in nature and infrequent in occurrence, does not depend primarily on decisions or determinations by management or owners.

  2.
Classify as a loss, but not extraordinary. Such losses would not be considered unusual for a business enterprise.

  3.
Classify as an extraordinary loss because the three conditions of an extraordinary item, unusual in nature and infrequent in occurrence, and event did not depend primarily on decisions or determinations by management or owners.

  4.
Classify as gain or loss, but not extraordinary. Because the company maintains a portfolio of such securities, the gain or loss would not be considered unusual in nature. The sale was also the result of a management decision.

1. Classify as an unusual gain or loss but not extraordinary because the third condition has not been met for extraordinary item treatment, since management decided to enter into the sale of the shares.

2. Classify as a gain or loss, but not extraordinary. Company practices indicate such sales are not unusual or infrequent in occurrence.

  7.
Classify as an expense with appropriate disclosure. Relocation costs are not considered an extraordinary item nor a cost associated with the disposal of a segment of the business. Relocation is a consequence of customary and continuing business activities and therefore is not considered unusual in nature.

  8.
Material losses on extinguishment of debt does not qualify for extraordinary item treatment as the loss was incurred as a result of a management decision and are not an infrequent occurrence in this case.

  9.
Classify as a loss, but not extraordinary. The loss is not an infrequent occurrence taking into account the environment in which the entity operates.

10.
Classify as a gain, but not extraordinary.  Although the sale of the land is unusual and infrequent, it is also the result of a decision of management. 

CASE 4-5
(a) Earnings management is often defined as the planned timing of revenues, expenses, gains and losses to smooth out bumps in earnings. In most cases, earnings management is used to increase income in the current year at the expense of income in future years. For example, companies prematurely recognize revenue before it is earned in order to boost income. Earnings management can also be used to decrease current earnings in order to increase income in the future. This is done through the creation of reserves by using unrealistic assumptions to estimate liabilities for such items as sales returns, loan losses, and warranty returns.

	(b) Proposed Accounting
	1998
	1999
	2000
	2001
	2002

	Income before warranty expense
	
	
	
	  $43,000
	  $43,000

	Warranty expense
	
	
	
	    8,000
	    2,000

	Income
	$20,000
	$25,000
	$30,000
	$35,000
	$41,000


Assuming the same income before warranty expense for both 2001 and 2002 and total warranty expense over the 2-year period of $10,000, this proposed accounting results in steadily increasing income over the two-year period.

	(c) Appropriate Accounting 
	1998
	1999
	2000
	2001
	2002

	Income before warranty expense
	
	
	
	  $43,000
	  $43,000

	Warranty expense
	
	
	
	    5,000
	    5,000

	Income
	$20,000
	$25,000
	$30,000
	$38,000
	$38,000


The appropriate accounting would be to record $5,000 in 2001, resulting in income of $38,000. However, with the same amount of warranty expense in 2002, Grace no longer shows an increasing trend in income. Thus, by taking more expense in 2001, Grace can maintain its growth trend in income.

CASE 4-7

(a)  1.
Extraordinary items are material items of a character significantly different from the typical or customary business activities of the entity. Extraordinary items are events and transactions that are distinguished by their unusual nature and infrequent occurrence. Thirdly, they do not depend primarily on decisions or determinations by management and owners. The product tampering and recall is material because the credits and refunds alone are thirteen percent of earnings before income taxes. It is unusual because of its catastrophic nature, and is infrequent because it is the first occurrence in the more than fifty-year history of Anderson Corp. with no indication that the event will recur.  

Lastly, had management or owners been able to take any action to avoid or influence this adverse result, they would certainly have done so.  For all of these reasons, Anderson should treat this charge as an extraordinary item.

     2.
The extraordinary charge should be properly described as "Loss from product tampering and recall" and placed in a separate section in the 2001 income statement between discontinued operations (if any) and net income. The charge must be presented net of its applicable income taxes and the taxes may be shown parenthetically or in columnar form. Reporting earnings per share amounts for extraordinary items is also necessary either on the face of the income statement or in the notes to the financial statements. Details of the extraordinary charge should be disclosed in the notes to the 2001 financial statements.

CASE 4-7 (Continued)

(b)  1.
Items 1, 3, 5, 6, 7, 8, 10, and 13 should be included in the extraordinary charge for 2001.

      2.
Items not included in the extraordinary charge and the reason for each is as follows:

	Item 

Number
	Reason Not Included

	  2
	Insurance to cover possible future events is not directly related to the 2001 event. Should be capitalized and expensed over future periods.



	  4
	Future security measures are future costs and not directly related to the 2001 event. Should be expensed over future periods.



	  9
	These packaging costs are not directly related to the 2001 event and should be matched against revenues from the sale of the packaged products.



	11
	These costs resulted from a decision of the company in its reaction to the 2001 event. The costs are related to future operations and should be charged to operating expense or spread over the estimated period that the redesigned package will be in use.



	12
	The cost of the packaging equipment should be charged to an asset account and expensed over its estimated useful life.



	14
	Lost sales revenue is an opportunity cost and is not recorded or disclosed anywhere on the financial statements.


