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CHAPTER I 

INTRODUCTION 

In 1940, U). A. Paton and A. C, Littleton stated in 

their monograph An Introduction to Corporate Accounting 

Standards 'hat "write-down of plant cannot be accepted 

when based upon nothing more than a desire to free 

revenues of the future from a portion of plant costs." 

In making such a far-sighted statement, Paton and Littleton 

attempted to stipulate the solution to a problem which, 

until recent months, has not come to the attention of the 

general public. lliith the general prosperity of the 

American economy which has been experienced since UJorld 

Ular II, most have found little reason to write down assets 

in order to improve the earnings picture of subsequent 

periods. Instead, the trend has been to report current 

earnings as favorably as possible with the idea that 

revenues will increase in the future so as to offset any 

costs deferred to subsequent periods. 

Yet, it has been surmised that factors such as the 

economic decline which has been experienced in 1970 may 

LU. A. Paton and A. C. Littleton, An Introduction to 
Corporate Accounting Standards, American Accounting 
Association lilonograph No. 3 (Towa City, la.: American 
Accounting Association, 1940), p. 118. (Hereafter referred 
to as Corporate Accounting Standards.) 



have reversed the managerial policy of deferring as much 

cost as possible. Realizing that the profits for 1970 

would be extremely unfavorable and predicting that subse

quent profits would be more favorable, management of many 

companies may have deferred as little cost as possible 

in 1970, The practice of reporting excessive expenses 

and losses in recessive years with the desire of improving 

the reported earnings in prosperous periods may become 

more common in the future if present problems are not 

resolved. 

Statement of the Problem 

In the rnarch, 1967, issue of The New York Certified 

Public Accountant, an article by Leopold A, Bernstein 

appeared as a critical evaluation of the Accounting 

Principles Board's Opinion No, 9, "Reporting the Results 

of Operations," Through this Opinion, the Accounting 

Principles Board, a group organized by the American 

Institute of Certified Public Accountants (AICPA) to 

narrow the multiple alternatives available in accounting 

for various circumstances and events, set forth major 

authoritative recommendations regarding the disclosure of 

2 
extraordinary income items. In his article, which 

Accounting Principles Board, "Reporting the Results 
of Operations," Accounting Principles Board Opinion No. 9 
(New York: American Institute of Certified Public 
Accountants, 1967), pp. 105-39. (Hereafter referred to 
as "Reporting the Results,") 



appeared only a few months after the issuance of the AICPA 

publication, Dr. Bernstein made the following comment 

regarding a comprehensive research study he had completed 

on the subject of "Accounting for Extraordinary Items 

of Gain and Loss": 

In a significant number of cases charges of 
substantial amount were made for estimated 
extraordinary expenses or losses yet to be 
incurred. , . • There clearly is a need for 
definite guidelines regarding provisions 
for future losses and expenses. The Opinion 
should provide that only expenses and losses, 
the nature of which are ascertainable with a 
reasonable degree of assurance, should be 
provided for,-^ 

Dr, Bernstein's perceptive statement disclosed a 

problem which began to receive more emphasis from the 

financial press in late 1970 and early 1971, John Hyatt 

reported on this problem in the fflarch 25, 1971, issue 

of the 'iiall Street Journal when, in regard to the rash 

of extraordinary write-offs which had appeared in 1970 

financial statements, he related. 

Few years have provided so many reasons—and 
excuses—for wiping the books clean, r;lany of 
the write-offs were mandatory under accepted 
accounting procedures. But many weren't. 
Companies found 1970 "a convenient time to 
write off unprofitable ventures," one corporate 
financial officer says« , . , "It was a lousy 
year anyway, and there's a general tendency 
to write off everything but the kitchen sink" 

Leopold A. Bernstein, "An Analysis of APB Opinion 
No. 9—'Reporting the Results of Operations,'" Jhe New 
York Certified Public Accountant, XXXl/II, Mo, 3 (7967}, 
p. 201. 



in such a year. For some firms, he adds, 
write-offs in 1970 are "going to jazz up 
1971 results."4 

In effect, corporate management has learned that by 

reporting excessive extraordinary losses in years in 

which profits are unfavorable in any case, they can 

reduce reported expenses and losses, therefore enhancing 

net income figures, in subsequent prosperous periods. 

In further exposing this reporting problem, Forbes 

stated in its hiarch 1, 1971, issue that "many are even 

writing off future costs by setting up reserves for 

potential problems." Forbes went on to explain. 
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Yet, the problem under examination is definitely not 

one-sided—there does need to be some provision for write-

Jim H y a t t , " C l e a r i n g the Books: U J r i t e - O f f s Abound 
R e f l e c t i n g Slump of '70 and B id to G lo ry ' 7 1 , " UJall 
S t r e e t J o u r n a l , Tilarch 25 , 1 9 7 1 , p. 1 . 

^"The Year of the Big Bath," Forbes, CVII, No. 5 
(1971), pp. 42-43. 



offs of deferred costs which have not expired through 

transactions with outsiders or effective utilization of 

assets. This side of the issue was revealed in the 

April 16, 1971, issue of the UJall Street Journal when 

Dan Dorfman stated that many companies were unwilling to 

make cash sales of unprofitable subsidiaries and other 

types of assets on which they would have to take a 

significant loss. lYlany financial analysts find "unwilling

ness on the part of a would-be seller of a division to 

take a big writeoff as a major stumbling block to such 

transactions." UJhen such a situation exists, assets 

will obviously be overvalued and overall net income 

will be overstated unless some provision is made for 

an extraordinary write-down of the assets. 

Specifically, what may be needed is more definite 

authoritatively supported guidelines to be used by 

accountants in reporting extraordinary asset write-downs 

and estimated future losses and expenses. The general 

public is obviously beginning to demand that more adequate 

financial information be reported regarding such expenses 

and losses. This study will focus upon extraordinary 

income items in determining to what extent extraordinary 

estimated losses are being reported in annual financial 

°Dan Dorfman, "Heard on the Street," lUall Street 
Journal, April 16, 1971, p. 27. (Hereafter referred to 
as "Heard.") 



statements. The results reported herein may then be helpful 

in developing the needed guidelines, 

lYlethodology and Scope of the Study 

The methodology of this study will include the follow

ing four primary steps: 

1. Ideas will be gathered from accounting literature 

and research studies to develop relevant concepts and a 

frame of reference regarding unauthoritative thoughts 

which have been expressed regarding the proper period of 

recognition of extraordinary losses, 

2, Current literature and official documents of those 

groups now recognized by accountants as furnishing authori

tative support for reporting practices will be reviewed to 

determine the present format being used in reporting extra

ordinary income items and the concepts behind such format, 

3. An analysis will be made from the annual reports 

of a sample of companies listed on the two major national 

stock exchanges, the American and New York Stock Exchanges, 

for the primary purpose of determining to what extent 

estimated losses and expenses are being reported as 

extraordinary income items, 

4, A summary will be made bringing together the 

major facts and ideas of this study before conclusions 

are drawn from the summary. 

The gathering of ideas to develop relevant concepts 



and a frame of reference regarding the proper period of 

loss and expense recognition is not intended as a conceptual 

discussion of all income statement loss and expense recog

nition problems. Instead, it is confined to a conceptual 

discussion regarding the appropriate period of recognition 

for those nonrecurring losses generally reported as 

extraordinary items. 

Review of the stand which authoritative groups now 

take as to the proper format for reporting extraordinary 

income items and the reasoning behind their respective 

stands will be made in order to provide a basic under

standing of present reporting standards for handling 

nonrecurring estimated losses. Such a review will provide 

background for the analysis of the financial statements 

which will follow. 

The analysis of the annual reports will include a 

determination of the materiality of extraordinary items 

and the materiality of estimated extraordinary losses. 

This study will focus upon the nonrecurring items reported 

in fiscal periods covering primarily the 1970 calendar 

year. No effort will be made to determine the financial 

success or stability of the respective companies responding 

to the request for annual reports. 

Definition of Terms 

This section will be devoted to explaining various 

terms which will be frequently encountered in this study. 
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The terms explained herein are not a complete glossary 

of terms used in this study, but rather the basic terms 

needed for a preliminary understanding of the concepts 

and facts to be presented. 

All-inclusive Income Statement 

An income statement containing all items of profit 

and loss for the period covered by the statement is 

7 
referred to as an all-inclusive income statement. Such 

a statement includes not only all normally recurring reve

nues and expenses, but also all nonrecurring charges and 

credits, other than those dealing with dividends and 

stock transactions, which will ultimately be taken to 

retained earnings. 

Annual Financial Statements 

Annual financial statements are a group of reports 

through which the information accumulated and processed 

in financial accounting is communicated each year to those 

who use it. The reports provide information for a variety 

of users, particularly owners and creditors. The informa

tion communicated through annual financial statements 

can generally be classified into two basic types: (l) 

financial position, which refers to a point in time, and 

Eric L. Kohler, A Dictionary for Accountants (4th 
ed,; Englewood Cliffs, N.J.: Prentice-Hall, Inc., 1970), 
p, 25, (Hereafter referred to as Accountants,) 



(2) changes in financial position, which refer to a period 

of time. Notes explaining headings, captions, or amounts 

in the statements or information that cannot be expressed 

in terms of money may also be an integral part of the 

statements. 

Annual Report 

Prepared at yearly intervals, an annual report is 

a statement of financial condition and operating results 

of a business entity. An annual report is prepared for 

all interested parties including the stockholders, board 

of directors, and employees of the entity; potential 

investors and lenders; and the general public. An annual 

report includes the annual financial statements and the 

auditor's opinion of such statements. Comments by the 

chairman or president of the entity on the year's business, 

labor relations, research programs, public service, market 
A 

prospects, and the like may also appear in the annual 
'^ 

report. 

Asset 

An asset is an economic resource that is reported and 

p 
Accounting Principles Board, "Basic Concepts and 

Accounting Principles Underlying Financial Statements of 
Business Enterprises," Accounting Principles Board Statement 
No. 4 (New York: American Institute of Certified Public 
Accountants, 1970), p. 6. (Hereaf^ter referred to as "Basic 
Concepts.") 

9 
Kohler, Accountants, pp. 27-28, 
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measured in conformity with generally accepted accounting 

. . , 10 principles. 

Balance Sheet 

A balance sheet is a basic financial statement which 

contains three major categories: (a) assets, (b) liabilities, 

and (c) owners' equity, the difference between assets and 

liabilities. A balance sheet indicates the financial 

status of an enterprise at a distinct point in time in 

conformity with generally accepted accounting principles. 11 

Current Operating Performance 
Income Statenent 

A current operating performance income statement is 

an income statement limited to items reflecting only 

normally recurring revenue and expense of a business 

12 ei'.terprise. A current operating performance income 

statement differs from an all-inclusive income statement 

in that with the former, all nonrecurring charges and 

credits are taken directly to owners' equity rather than 

being reported in the income statement. 

Estimated Loss 

A nonrecurring loss which has been recognized but is 

PP 

Accounting Principles Board, "Basic Concepts," 
49-50. 

11 

12 

I b i d . , p p . 6 - 7 . 

K o h l e r , A c c o u n t a f i t s , p . 30 3 . 
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not yet supportable by a transaction or settlement with an 

outsider will be regarded as an estimated loss for the 

purposes of this study. Such a loss is not to be confused 

with normally recurring expenses which are based upon the 

past experience of the business enterprise reporting the 

loss or the past experience of others such as provisions 

for uncollectible receivables and depreciation. 

Extraordinary Items 

An extraordinary item is an income statement charge 

or credit so unusual that it is given special recognition 

on an all-inclusive income statement. If the income 

statement were reported in conformity with the current 

operating performance concept, extraordinary items would 

be taken directly to owners' equity rather than being 

13 reported on the income statement. 

Income Before Extraordinary Items 

Income before extraordinary items is a term used 

with the all-inclusive income statement to refer to normally 

recurring revenues less operating expenses. The net amount 

of extraordinary items is added to or deducted from net 
4 

income before extraordinary items to arrive at the net 
14 

income figure. 

Accounting Principles Board, "Reporting the Results," 
pp. 114-15. 

14 
I bid,, p. 114, 
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Income Statement 

An income statement is a basic financial statement 

which reports the revenue, expenses, gains, losses, and 

net income (net loss) realized during the period covered 

by the statement and, therefore, presents an indication 

of the results of an enterprise's profit-directed 

activities during the period in conformity with generally 

15 accepted accounting principles. 

Net Income 

Net income is generally thought to be an indication 

of the excess of revenue over expense for an accounting 

period. Thus, net income is the net increase in owners' 

equity for an accounting period from profit-directed 

activities that is reported in conformity with generally 

accepted accounting principles. 16 

Opinion 

The term opinion, as used in this study, will refer 

to the written finding of an independent licensed account

ant, following an examination of the annual financial 

statements, as to the "fairness" of the representations 

made therein. 17 

• ' • ^Accoun t i ng P r i n c i p l e s B o a r d , " B a s i c C o n c e p t s , " p . 7 . 

^ ^ I b i d . , p . 5 2 . 

1 7 
K o h l e r , A c c o u n t a n t s , p . 3 0 4 . 
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Realization 

In general, realization is a term used to refer to the 

condition that has taken place when "a change in an asset 

or liability has become sufficiently definite and 

objective to warrant recognition in the accounts. "-̂ ^ 

Recognition 

The term recognition is used by accountants to refer 

to the act of expressing a transaction or other change in 

an asset or liability on the books of accounts and there

fore the annual financial statements. 

General Format of the Thesis 

The format of this thesis parallels the methodology 

previously outlined. 

Chapter II deals with concepts involved with the 

proper period of recognition of extraordinary losses. 

Chapter III focuses upon the conflict over the 

propriety of the current operating performance income 

statement and the all-inclusive income statement with a 

review of present authoritative positions. 

1 fl 
Committee on Concepts and Standards Underlying 

Corporate Financial Statements, "Accounting and Reporting 
Standards for Corporate Financial Statements, 1957 Revision," 
Accounting and Reporting Standards for Corporate Financial 
Statements and i-recedinq Statements and Supplements (Iowa 
City, la.: American Accounting Association, 1957), p. 3. 
(Hereafter referred to as "Accounting and Reporting 
Standards,") 

19 Kohler, Accountants, p. 364. 
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Chapter IV and Chapter V present a comprehensive 

analysis of the annual financial statements of a sample 

of publicly held companies for the purpose of determining 

to what extent estimated losses are being reported as 

extraordinary income items. 

Chapter UI ends this study with a summary of the 

five preceding chapters and conclusions regarding the 

reporting of extraordinary estimated losses. 



CHAPTER II 

PROPER PERIOD FOR RECOGNITION 

OF EXTRAORDINARY LOSSES 

The recognition of extraordinary losses on a company's 

financial statements can involve a number of problems, both 

theoretical and practical in nature. For the purposes of 

this study, the presentation of concepts and problems 

involved with determining the proper period of recognition 

of extraordinary losses will be divided into two main 

subtopics: a review of the criteria which is now generally 

used in determining the proper period of recognition and 

a discussion of the resultant methods of reporting which 

may have come about through the use of these criteria. 

Such a presentation will bring more clearly into focus 

some of the problems with which the accounting profession 

is now dealing in reporting extraordinary losses. 

Criteria for the Recognition of 
Extraordinary Loss 

In analyzing the propriety of extraordinary loss 

recognition, two separate judgmental decisions must be 

made. First, the existence of such a loss must be determined 

Then, if it is determined to exist, the amount of the loss 

must be ascertained. This section will be divided into two 

separate subsections discussing both of these problems. 

15 
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Realization of Extraordinary Loss 

Realization is a very important concept in tiie periodic 

reporting of an enterprise's net income and extraordinary 

items. As the definitions of the terms realization and 

recognition, as previously presented, point out, there is 

a definite relationship between realization and recognition 

in reporting financial information. As such, there is a 

relationship between realization and the reporting of net 

income and extraordinary items. This relationship was 

pointed out by Charles T. Horngren when he stated: 

There is an inescapable overlap between concepts 
of realization and concepts of income. "Realized" 
usually denotes formal recognition in the computa
tion of reported net income. Critics who are 
unhappy with the accountants' way of computing 
net income also tend to be unhappy with existing 
rules of realization.1 

As a result of this relationship, in order to determine 

the proper period for recognizing an extraordinary loss, 

one must first determine in what period realization has 

taken place and report the loss in that period. Therefore, 

determination of the period in which a loss should be reported 

can be resolved by merely determining the point of loss 

realization. 

Yet, the problem is not as easily resolved as it might 

first appear. It has been suggested that there are in fact 

several points of realization which produce several different 

-'•Charles T. Horngren, "How Should UJe Interpret the Reali
zation Concept?" The AccountinQR^vie-;^, XL, No. 2 (1965), 
p. 324. 
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measures of income. For example, one point of realization 

of a loss miyliL be cun side red to be ttie act of actually 

receiving cash for an investment which has been sold for 

less than its cost. At the other extreme, one might 

consider the point of realization of a loss to be the first 

day in which the market value of an investment is lower 

than the day before. At one extreme, the cash basis of 

accounting is being utilized, and at the other extreme, 

the cost concept is being abandoned for an appraisal basis 

of recognizing gain or loss. Essentially, the difference 

of recognition illustrated is one concerned with the 

point in time when a loss has become "sufficiently definite 

and objective to warrant recognition in the accounts." 

Accountants presently take a middle ground in reporting 

extraordinary losses. Yet, even within this middle ground, 

there is a large area for subjective and varied reporting. 

In the case of the sale of a long-term investment, a loss 

is generally recognized at the point of sale. A casualty 

loss is recognized at the time of the catastrophe. But 

when the decline in value of a long-term investment is 

gradual over a number of years, it is very difficult to 

determine exactly when the loss is realized. The asset 

ma y finally be sold or abandoned, but if the asset has lost 

^Sybil- C. r/lobley, "The Concept of Realization: A 
Useful Device," The Accounting Revieuj, XLI, No. 2 (1966), 
p. 292. 
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its utility, it is generally thought to be unreasonable 

to withhold recognition of the loss until the eventual 

disposition. Recognition of the loss should occur as 

soon as it becomes objectively evident that there has 

been a definite loss in value that is not likely to be 

3 
reversed in the future. 

The fact that the loss must be definite before it 

is realized deserves special emphasis. Neither temporary 

idleness of a plant nor temporary decrease in the value 

of a long-term investment warrants a major write-off. 

Decreasing the intensity of plant use, likewise, does 

not call for the reporting of a material loss. It is con

sidered appropriate to reflect short-term seasonal fluctu

ations in utilized plant capacity by reporting depreciation 

by means of a depreciation method such as the service-life 

method; yet, it is evident that a downward adjustment 

and loss recognition is not warranted solely by the 

occurrence of a business recession of uncertain duration. 

For example, if a fall in normal operating capacity from 

75 per cent to 20 per cent requires an abrupt write-off of 

fixed a-ssets, it would also appear that a subsequent 

recovery from 20 per cent to 75 per cent would call for 

a readjustment restoring the cost previously written off. 

Eldon S. Hendriksen, Accounting Theory, The Irwin 
Series in Accounting (Homewood, 111.: Richard D. Irwin, 
Inc., 1970), p. 196. 
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Certainly if such reporting practices were followed, there 

would soon be a significant sacrifice of objectivity 

in reporting financial data. 

Arbitrary write-offs, carelessly implemented, which 

are nothing more than a desire by management to free 

revenues of subsequent periods from costs which would 

otherwise be associated with the revenues is not generally 

accepted by accounting theorists. To charge off long-term 

assets when such assets are of standard type and are 

functioning as efficiently as similar assets of other 

enterprises is often considered extremely questionable. If 

such a practice is permitted, subsequent operating expenses 

will be understated and profits will be overstated, therefore, 

artificially enhancing the picture of any prosperity and 

operating efficiency which may occur in the future. 

Amount of Extraordinary Loss Realized 

Involved in determining the proper period in which a 

loss or expense should be reported is the problem of 

resolving the amount of loss to be recognized if an asset 

is not sold even though the loss "has become sufficiently 

definite and objective to warrant recognition in the 

accounts." The determination of the amount of such a loss 

Paton and Littleton, Corporate Accounting Standards, 
pp. 129-30. 

^Ibid., p. 130. 
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requires a valuation of the asset or assets on which the 

loss is being reported. In making such a valuation, a 

conservative approach to the cost concept will be taken, 

therefore, sacrificing some of the objectivity which 

would otherwise prevail. Not only may a rather subjective 

evaluation result, but also a determination must be made 

of the valuation basis (net realizable value or current 

replacement cost) to be used. 

In discussing what it referred to as "holding gains 

and losses," the American Accounting Association's Concepts 

and Standards Research Study Committee—The Realization 

Concept stated. 

Reliable measurement of holding gains and losses 
is most easily secured in the case of marketable 
securities traded on a national stock exchange. 
Objective estimates of net realizable value can 
be secured easily in most cases. lUhere security 
holdings are so large that their disposition would 
affect market prices or where the market is 
chaotic and ability to sell at the market price 
is questionable, acceptance of quoted market 
price figures may not be appropriate." 

Essentially then, there is still a wide area of subjective 

judgment which would be required in reporting an estimated 

loss resulting from holding an investment in securities. 

Discussing the valuation of assets such as land, 

buildings, and equipment in reporting "holding gains and 

losses," the Committee on Concepts and Standards—Long-Lived 

Concepts and Standards Research Study Committee— 
The Realization Concept, "The Realization Concept," 
The Accounting Review, XL, No. 2 (1965), p. 320. 
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Here again, it is apparent that the valuation of current 

replacement costs as outlined would result in very sub

jective determinations and possible financial statement 

manipulations. 

The guidelines set forth by the Committee on Concepts 

and Standards—Long-Lived Assets were prepared in order to 

provide assistance in valuing assets of a going concern 

which did not plan to dispose of the assets. Yet, it 

would appear that if a loss had "become sufficiently 

definite and objective to warrant recognition," the concern 

would be planning to dispose of the related asset in a 

great many of the cases. In such circumstances, it would 

appear that the replacement cost basis outlined should 

^Committee on Concepts and Standards—Long-Lived 
Assets, "Accounting for Land, Buildings and Equipment," 
The Accounting Review, XXXIX, No. 3 (1964), p. 695. 
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be substituted for a net realizable value basis of valuing 

such assets on which a loss is being recognized. 

In determining the net realizable value of an asset, 

one must make an estimate of the costs of disposing of 

the asset since net realizable value is generally con

sidered to be selling price less costs of disposal. Such 

an estimate could be extremely significant and vague when 

assets such as land, buildings, and equipment are involved, 

thus increasing the overall danger of material mis

statement. 

Practices Used in Reporting Estimated Losses 

Recently the financial press has reported what some 

have felt were questionable practices of financial state

ment presentation of substantial nonrecurring losses. 

If these practices do in fact exist, they may be the 

result of a lack of definite guidelines on which accountants 

have based the reporting of estimated losses. 

In the November 9, 1970, issue of Barron's, Lynne 

Uiilliams reported that many companies held investments 

on which they had incurred substantial losses. Yet, in 

discussing the disclosure of these losses, he stated that 

"accounting for the losses can take several forms. . . ." 

He went on to inform the general public of what he con

sidered to be four methods of disclosing losses on 

8 

^Lynne UJilliams, "File and Forget?" Barron's, 
November 9, 1970, p. 5. (Hereafter referred to as "Forget.") 
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investments: 

(1) The first method consists of not disclosing the 

loss at all except through possible footnotes. Under 

this method, a company "can stand pat on their over-valued 

holdings" under the assumption that the losses have not 

become objective and definite enough to justify formal 
g 

recognition in the accounts. 

(2) The second method is accomplished by burying 

the losses into goodwill. A company that has substantial 

common stock holdings in another company can make losses 

"vanish from view" by purchasing additional stock so as 

to gain control of the other company. Then the subsidiary 

can be merged with the purchasing company and any excessive 

cost will be added to the assets of the new economic unit 

as goodwill. 

(3) The third method involves what fir. UJilliams 

refers to as "a little financial wizardry." Under this 

approach, the management of a company attempts to obscure 

the losses by producing enough gains to offset the losses. 

(4) The last method consists of "facing up" to the 

loss and reporting it with no effort toward obscurity. 

Yet, such a "house cleaning" may be beneficial in the 

11 

Ibid. 

10 

11 

Ibid., p. 15. 

I bid., p. 12. 
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long run. The current market appears to now be more able 

to endure such bad news, and such a recognition will free 

1 2 later periods of the costs written off. 

Dan Dorfman stated in the April 16, 1971, issue of 

the Uiall Street Journal that companies may be selling 

investments the value of which has decreased below book 

value by having the purchaser create and issue new 

preferred stock in return for the investments. Arbitrarily 

set by both the buyer and seller, the price of the pre

ferred stock carries an inflated par value. By recording 

the price of the investment at the par value of the pre

ferred, the purchaser can inflate the book value of both 

assets and equity reported on the balance sheet; and 

perhaps even more important, the vendor will have a hedge 

13 around reporting a loss. 

Another approach reported by Hr. Dorfman which is 

used in avoiding the recognition of a material loss 

involves an arrangement whereby a company's suppliers 

contribute to the purchase price in exchange for a 

reciprocal purchasing agreement. This type of arrangement 

is utilized in industries such as the aerospace and 

pharmaceutical industries where such agreements are legal 

and carries government approval in those cases which it 

•"•^Ibid. 

13 Dorman, "Heard," p. 27. 
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feels are in the national interest. 
14 

Certainly, lYlr, UJilliams may have been correct when 

he stated that accountants "have the choice under the 

accounting profession's 'Generally Accepted Accounting 

Principles. ,,,15 It appears that more definite guidelines 

may be needed to eliminate some of the alternatives 

available in accounting for estimated losses. 

14 
Ibid. 

•^^UJilliams, "Forget," p. 5. 



CHAPTER III 

FORIYIAT FOR REPORTING 

EXTRAORDINARY ITEf/lS 

During the past, there has been much controversy 

over which type of income statement, the all-inclusive 

or the current operating performance income statement, 

is more beneficial in reporting the results of business 

operations. Under the all-inclusive concept, all changes 

in retained earnings except those related to dividend 

distributions and other transactions of a capital nature 

are to be included in the income statement. On the other 

hand, undsr the current operating performance concept, 

only normally recurring revenues and expenses related to 

usual business operations are to be included in the income 

statement with all other changes in retained earnings 

being reported in the statement of retained earnings. 

The controversy over the propriety of each income 

statement concept raged for some time until the Accounting 

Principles Board issued Opinion No. 9, "Reporting the 

Results of Operations." Through this pronouncement, the 

Accounting Principles Board stipulated its preference for 

the all-inclusive income statement with only certain 

types of prior period adjustments being reported in the 

retained earnings statement. With the issuance of Opinion 

26 
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No. 9 in December, 1966, the controversy under examination 

has decreased considerably. 

Yet, the recognition of estimated losses on which 

the financial press has recently begun to place more 

emphasis may have shed new light upon the controversy 

over the reporting of extraordinary items. lYlany have 

felt that by utilizing the all-inclusive income statement, 

management will be deterred from manipulating income 

statement presentation by passing material costs through 

the retained earnings statement, a statement which, in 

their opinion, is secondary in the eyes of most investors. 

Yet, it may be that income statement manipulation and 

practice detrimental to the proper reporting of results 

of operations related to extraordinary items may not have 

ended with the apparent general acceptance of the all-

inclusive concept, but may have evolved from a lack of 

definite guidelines in the area of reporting extraordinary 

estimated losses. 

In this chapter, the controversy over the all-

inclusive concept and the current operating performance 

concept will be reviewed with an emphasis upon present 

authoritative positions. In so doing, the content of the 

chapter will be divided into main areas: a summary of 

Accounting Principles Board, "Reporting the Results," 
p. 111. 
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the arguments involved in the controversy over the current 

operating performance and all-inclusive income statement 

concepts and a discussion of the development of authori

tative support for present practice. 

The Current Operating Performance Income 
Statement Us. the All-inclusive 

Income Statement 

Accounting can be described as "a service activity. 

Its function is to provide quantitative information, 

primarily financial in nature, about economic entities 

that is intended to be useful in making economic decisions-

in making reasoned choices among alternative courses of 

2 
actions." In this regard, this type of information 

is often communicated in four basic statements: the 

balance sheet, the retained earnings statement, the state

ment of changes in financial position, and the income 

statement. Yet, because profitability is of primary 

concern to those interested in the economic activities 

of the enterprise, the information presented in an income 

statement is usually considered to be the most important 

information provided by financial accounting. For this 

^Accounting Principles Board, "Basic Concepts," 
p. 17. 

^Accounting Principles Board, "Reporting Changes in 
Financial Position," Accounting Principles Board Opinion 
No. 19 (New York: American Institute of Certified Public 
Accountants, 1971), p. 373. 

^Accounting Principles Board, "Basic Concepts," p. 7. 
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reason, the income statement controversy under examination 

is of major importance to those interested in the reporting 

of financial information. 

The Current Operating Performance 
Concept of Net Income 

Under the current operating performance concept of 

reporting net income, only items of a recurring nature 

are included in the income statement. If extraordinary 

economic changes (unusual gains or losses) occur or 

prior period adjustments become evident, some point out 

that their inclusion in the income statement might cause 

misleading inferences to be drawn from so reporting such 
5 

items. For example, such a misleading inference could 

result from the inclusion of a material gain resulting 

from the sale of investments held for a number of years 

in the income statement while, in actuality, normal business 

operations were very inefficient during the period covered 

by the income statement. 

In computing net income under the current operating 

performance concept, particular emphasis is placed on 

current operating events. Only those events controllable 

by management and resulting from current decisions are 

reported in the income statement. However, this statement 

must be adapted to include the use of assets acquired in 

^Accounting Principles Board, "Reporting the Results," 
p. 110. 
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prior periods, but utilized in the current period. Fiscal 

periods are not separate economic experiences. filany costs 

are obviously acquired in prior periods even though they 

are not utilized until the current period. In the opinion 

of those who advocate the current operating performance 

concept, the economic changes that should be excluded 

from the income statement are those that arose in prior 

periods, but are not reported until the current period. 

For example, equipment that is discovered to be obsolete 

and is written off in the current period may have become 

obsolete in prior periods. The decision to abandon the 

equipment in the current period may be an efficient 

managerial decision. Therefore, the abandonment, under 

this line of reasoning, should not result in the reporting 

of an expense or loss, penalizing only current operations 

nor should the recognition of any error in reporting on 

the operations of prior periods be allowed to affect the 

reporting of current net income. 

In using the current operating performance concept, 

emphasis is also placed on the economic changes resulting 

fromnormal operations. Proponents of this concept believe 

that comparison of the income statements of several periods 

and of several firms is facilitated if net income relates 

only to ordinary, normally recurring operations. Through 

'Hendriksen, Accounting Theory, p. 144. 
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the results of ordinary, normally recurring operations, 

these people believe the relative efficiency of management 

can best be judged. While managerial efficiency also 

affects nonoperating activities such as the handling 

of long-term investments, they feel that it is more diffi

cult to obtain a standard against which to measure these 
7 

types of current period results. 

Proponents of this position believe that users of 

financial statements extend a particular significance 

to the income statement and the reported net income figure. 

They feel that although some are able to analyze an income 

statement eliminating from it those extraordinary items 

and prior period adjustments which may impair its usefulness 

for their purposes, many users have not acquired the 

necessary expertise to do this. They believe that manage

ment is in a better position to eliminate these types of 

items from the income statement and their effect on the 
o 

net income figure. 

Proponents of this position also point out that when 

errors in reporting net income of prior periods become 

apparent, companies should restate accumulated earnings to 

reflect the proper period allocation of the adjustments 

Ibid. 

^Accounting Principles Board, "Reporting the Results," 
p 110. 
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to be made rather than reporting the adjustments in the 

income statement as a part of current net income. They 

feel that all items of an extraordinary nature should be 

reported in the retained earnings statement, therefore, 

eliminating their distortive effect on reported net 

9 income. 

The All-inclusive Concept 
of Net Income 

Unlike those supporting the current operating perform

ance concept, advocates of the all-inclusive concept presume 

net income to include not only normally recurring revenue 

and expense, but also all other increases and decreases 

in residual equity except dividend distributions and other 

transactions of a capital nature. 

Advocates of this position believe that over the life 

of a business, the total of the reported net income figures 

should equal total net income. In their opinion, this 

position will result in the only fair and complete method 

of reporting the results of the profit-motivated activities 

of an enterprise. They believe that extraordinary items 

and prior period adjustments are part of the earnings 

history of a business and the deletion of such items from 

the income statement might result in such items' being 

Ibid. 

10 Ibid. 
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overlooked in analyzing the operating results of a number 

of periods. 

Proponents of the all-inclusive concept also empha

size the possibilities left open for manipulation of 

financial statement presentation if the omission of certain 

charges and credits are allowed to be deleted from the 

12 computation of net income. For example, one could 

cause the overall reported net income to be overstated 

by understating depreciation if the corresponding loss 

on the sale or other disposition of the depreciable asset 

is not disclosed in the income statement. 

Advocates of this concept also believe that an income 

statement that includes all income charges and credits 

recognized during the period is easier to understand and 

prepare. Less personal judgment is involved in determining 

which items should be included in the income statement, 

13 
thus, making the financial statements more objective. 

Lliith the all-inclusive income statement, many believe 

that the user of such statement can more effectively make 

the proper analysis necessary to arrive at an appropriate 

measurement of income for his special need if there is 

adequate disclosure of the nature of all income charges 

11 

12 

13 

I bid., p. 111. 

Ibid. 

Hendriksen, Accounting Theory, p. 146. 
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and credits. The user is in a better position to make 

such an analysis than the preparer of the financial 

statements. Advocates of this position have stressed 

the fact that division in the income statement between 

extraordinary or prior period adjustments and normally 

recurring earnings will enable the user of an income 

15 statement to make this analysis. 

The point has also been made that the distinction 

between operating and nonoperating charges and credits may 

be rather vague. A transaction classified as "operating" 

by one party may be classified as "nonoperating" by 

another. This problem could possibly lead to incon

sistencies making comparability of income statements based 

on the current operating performance concept ineffective. 

The problem of determining whether an income item should 

be classified as an operating item or a nonoperating item 

can be emphasized by pointing out that when a long-run 

approach is taken, all extraordinary items are really 

normally recurring items. For example, the head of a 

household can budget his entire income for requirements 

such as food, housing, and gasoline, but if he does not 

provide for extraordinary medical expenditures, semi-annual 

property tax payments, and car repairs he may soon find 

14 Ibid. 

•^^Account ing P r i n c i p l e s Boa rd , " R e p o r t i n g the R e s u l t s , " 
p. 1 1 1 . 
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himself with financial problems. An item may be extra

ordinary for any single month, but over a year's time, 

it may become normal in nature. 

Development of Authoritative Support 

In establishing an understanding of present practices 

of reporting extraordinary income items, a review will 

be made of the development of present authoritative 

positions which are being taken in guiding accountants' 

handling of these items. In so doing, this section will 

focus on the stand of the three major authoritative 

bodies wnich now provide a basis for financial reporting 

practices in the United States. The positions of these 

three groups—the Securities and Exchange Commission 

(SEC), the American Accounting Association (AAA), and 

the American Institute of Certified Public Accountants 

(AICPA)—hold the key to present reporting practices. 

Since as early as 1937 and the issuance of its 

Accounting Series Release No. 1, the SEC has leaned toward 

the all-inclusive concept of income statement reporting. 

In Accounting Series Release No. 1, the Chief Accountant 

of the SEC at that time. Carman G. Blough, stated, in 

regard to the extraordinary write-off of depreciable 

assets which had become obsolete or useless, "that capital 

•^^Hendriksen, Accounting Theory, p. 146. 
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surplus should under no circumstances be used to write 

off losses which, if currently recognized, would have 

been chargeable against income." This preference by 

the SEC for the all-inclusive concept has remained in 

effect continuously since that time. 

Yet, culmination of the codification of the SEC's 

preference for the all-inclusive concept was not achieved 

until the issuance of Accounting Series Release No. 70 

in 1950. This publication was issued in order to make 

known a general revision of Articles 1, 2, 3, 4, 5, and 

11 of Regulation S-X,-*-̂  As a result of this revision. 

Rule 5,03 (a) of Regulation S-X now states, "All items of 

profit and loss given recognition in the accounts during 

the period covered by the profit and loss or income 

19 statements shall be included" in the income statement. 

The SEC will, however, permit "material" prior period 

17. 
U.S. Securities am 

Series Release No. 1 repr: 
td Excha 
inted i 

Exchange Commission, Accounting 

nge Commissio 
n U.S. Securi 
Series Releas 

n, Accounting 
ties and 
es (Releases 

1 to 77, Inclusive) (Washington, D.C.: Government Printing 
Office, 1956), p. 3. 

U.S. Securities and Excha 
Series Release No, 70 reprinted 
Exchange Commission, Accounti nn 

nge Commissio 
in U.S. Secur 
Series Releas 

n, Accounting 
ities and 
es (Releases 

1 to 77, Inclusive) (Washington, D.C.: Government Printing 
Office, 1956), pp. 260-61. 

19 
U.S. Securities and Excha 

S-X, Form and Content of Financi 
D.C.: Government Printing Offic 
referred to as Rngulatj on S-X. ) 

nge Commissio 
al Statements 
e, 1968), p. 

n, Regulation 
(Washington, 

11. (Hereafter 
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adjustments to be excluded from net income of the current 

period although it will not allow exclusion of items 

20 resulting from current activities. 

To accomplish this method of income statement presenta

tion, Rules 5'.03 (17) and (18) were added to provide that 

"special" or extraordinary items are to be added to the 

net income or loss figure to provide a "net income or loss 

21 and special items" figure. By so presenting information 

on the income statement, the user of such a statement 

may, if he so desires, exclude extraordinary items from 

his analysis of the income statement when he feels such 

items will be misleading. 

The AAA took an official position advocating the all-

inclusive concept of income statement reporting as early 

as 1936 when its Executive Committee issued "A Tentative 

Statement of Accounting Principles Underlying Corporate 

Financial Statements." In this publication, the Executive 

Committee stated , 

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

^Albert W. Wright, "Periodic Net Income and Extra
ordinary Items," rilanagement Accounting, XLl/II, No, 9 
(1966), p. 39. 

•̂'"U.S. Securities and Exchange Commission, Regulation 
S-X, p. 12. 
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In effect, the AAA had taken a stand in conformity with 

the all-inclusive concept with division within the income 

statement between operating revenues and expenses and 

nonoperating items similar to that means of disclosure 

which was later to be recommended in the SEC's Regulation 

S-X. 

The 1936 AAA statement was replaced by a revision 

entitled "Accounting Principles Underlying Corporate 

Financial Statements" in 1941 and, in 1948, by a second 

revision entitled "Accounting Concepts and Standards Under-

23 lying Corporate Financial Statements." Essentially, 

each of these revisions upheld the original position of 

22 
Executive Committee, "A Tentative Statement of 

Accounting Principles Underlying Corporate Financial 
Statements," Accountino and Reoortina Standards for 
Corporate Financial Statements and Preceding Statements 
and Supplements (Iowa Cit'y, la.: American Accounting 
Association, 1957), p. 62. 

23 
Committee on Concepts and Standards Underlying 

Corporate Financial Statements, "Accounting and Reporting 
Standards," p. 1. 
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the AAA regarding the all-inclusive income statement concept. 

In 1955, the Committee on Concepts and Standards 

Underlying Corporate Financial Statements was assigned the 

task of revising the 1948 AAA statement, ̂^̂  In the 1957 

publication of the resultant revision, the Committee 

modified the AAA's previous position when it stated that 

"income-determining transactions recognized in the current 

period but primarily related to prior activities should 

not affect the determination or reporting of realized 

25 net income of the period." Thus, the AAA has revised 

its position to take a stand very similar to that taken 

by the SEC—all profit and loss items except corrections 

of reported net income of prior years are to be included 

in the current net income figure. 

The AICPA's Committee on Accounting Procedure (pre

decessor of the Accounting Principles Board) took a stand 

in conflict with that of the SEC and AAA with the December, 

1947, issuance of the first official AICPA publication on 

this subject—Accounting Research Bulletin No. 32, "Income 

and Earned Surplus," Advocating the current operating 

performance concept, the Committee stated. 

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 

24 

25 

ibiid. 

Ibid,, p, 8, 
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The list which followed consisted of extraordinary charges 

and credits which were not ordinary revenues and expenses 

of a recurring nature. Briefly, the list included (a) 

material adjustments specifically related to operations of 

prior years, (b) material gains and losses resulting from 

unusual sales of assets not acquired for resale and not 

of a type in which the enterprise generally deals, (c) 

material losses of a type not generally insured, and (d) 

material write-offs of intangibles and unamortized bond 

27 discount or premium and issue expense. 

This position was again restated by the Committee 

on Accounting Procedure when it updated all prior Account-

ing Research Bulletins in Accounting Research Bulletin 

No. 43, "Restatement and Revision of Accounting Research 

"income and Earned Surplus," Accounting Research 
Bulletin No. 32, quoted in Accounting Principles Board, 
"Reporting the Results," pp. 111-12. 

27 Ibid., p. 112. 
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28 Bulletins," It was not until December, 1966, that the 

AICPA changed its position from the current operating 

performance point of view to a viewpoint similar to the 

all-inclusive concept. Thus, until this time, there was 

a definite lack of uniformity in both opinion and practice 

regarding the two income statement concepts. With the 

AICPA leaning toward the current operating performance 

concept and the SEC and AAA advocating the all-inclusive 

concept, either method of reporting extraordinary items 

was supportable by authoritative guidelines. 

Yet, with the issuance of Opinion No. 9, "Reporting 

the Results of Operations," by the Accounting Principles 

Board ( A P B ) , the AICPA almost completely reversed its 

earlier stand. In Opinion No, 9, the APB stated "that 

net income should reflect all items of profit and loss 

recognized during the period with the sole exception 

29 
of prior period adjustments described below." The APB 

explained that these prior period adjustments 

are limited to those material adjustments 
which (a) can be specifically identified 
with and directly related to the business 

Committee on Accounting Procedure, "Restatement 
and Revision of Accounting Research Bulletins,"Accounting 
Research Bulletin No. 43, Accounting Research and Termi-
nolooy Bulletins (final ed. ; New York: American Institute 
of Certified Public Accountants, 1961), p. 63. 

^^Accounting Principles Board, "Reporting the Results," 
pp. 112-13. 
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activities of particular prior periods, and 
(b) are not attributable to economic events 
occurring subsequent to the date of the 
financial statements for the prior period, 
and (c) depend primarily on determinations 
by persons other than management and (d) 
were not susceptible of reasonable estimation 
prior to such determination,^^ 

In explaining how an all-inclusive income statement 

of the type it had recommended should be arranged, the APB 

stipulated that 

the income statement should disclose the 
following elements: 

Income before extraordinary items 
Extraordinary items 

(less applicable income tax) 

Net income^i 

Thus, a financial statement user may, if he so desires, 

eliminate those extraordinary items from the income 

statement which might have a distortive effect on his 

analysis of the statement. 

As a result of these authoritative developments one 

must assume that the all-inclusive income statement with 

provision for the exclusion of certain prior period adjust

ments is now generally utilized by companies in reporting 

financial information to interested outside parties and 

that in so reporting, normally recurring income is segre

gated from extraordinary items before the two groups are 

added to determine a final income statement figure. Such 

30 

31 

Ibid., p. 115, 

Ibid., p. 114. 
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practice is now endorsed by all three major authoritative 

groups, and if these endorsements do, in actuality, 

provide the guidelines on which accounting practice is 

based, no other assumption can validly be made. 



CHAPTER lU 

ANALYSIS OF PRESENT PRACTICES 

OF REPORTING EXTRAORDINARY 

ESTIfYlATED LOSSES—PART I 

For the purposes of this study, the presentation of 

the following empirical analysis will be divided into five 

main subtopics: (l) an explanation of the methodology used, 

(2) a discussion of the general attributes of the companies 

examined, (3) a study of the materiality of extraordinary 

items being reported, (4) a study of the materiality of 

the estimated losses which are being reported as extra

ordinary items, and (5) a discussion of other miscellaneous 

observations regarding the financial reporting of extra

ordinary estimated losses. Such a presentation will empha

size the degree to which estimated losses are being reported 

as extraordinary items in order to establish an awareness 

of the need for more definite guidelines in the reporting 

of such losses. 

In order to provide clarity in presenting the following 

analysis, the five subtopics will be presented in two 

chapters. The remainder of this chapter will be devoted 

to the first three subtopics: the methodology used, the 

general attributes of the companies examined, and the 

materiality of extraordinary items. Chapter 1/ will focus 

44 
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primarily on the last two subtopics: the materiality of 

extraordinary estimated losses and tlie general (niscella-

neous observations regarding the reporting of extraordinary 

estimated losses. 

lYlethodology Used 

In order to achieve the objective of this analysis, 

a sample of companies were selected and sent requests for 

their most recent annual reports. This sample was systemat

ically selected from the stock transaction listings of both 

the New York and American Stock Exchanges, listings reported 

in the April 2, 1971, issue of the Wall Street Journal, It 

was felt that precedence in financial reporting is set as a 

results of the reporting practices of the companies listed 

on these two stock exchanges and, therefore, that the report

ing practices of a valid sample of such companies provides 

an excellent indication of general reporting practices. 

In all, 447 companies were asked in April, 1971, for 

their most recent annual reports in a post card message 

which concisely read, "Please send me a copy of your latest 

annual report." In compliance to these requests the 394 

companies listed in the appendix replied with annual reports. 

To aid in the analysis of the financial statements 

presented in the annual reports, working papers were utilized 

for the collection of certain data. This data was classi

fied under the following headings: 
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1, Name of the company. 

2, Type of opinion, 

3, Total assets in 1970. 

4, Net income. 

a. For 1970. 

b. For 1969, 

c. For 1968. 

d. For 1967. 

5, Income before extraordinary items. 

a. For 1970. 

b. For 1969. 

c. For 1968. 

. d. For 1967. 

6, Net amount of extraordinary items in 1970. 

7, Estimated loss recognized in 1970 for future 

discontinuance of an operation or asset. 

8, Estimated loss reported in 1970 in conjunction 

with an operation or asset which will continue 

to be held. 

9, Estimated loss recognized in 1970 on an operation 

or asset discontinued, but not sold, 

10. Charge or credit reported in 1970 resulting from 

prior period accounting, 

11. Gain or loss in 1970 on the sale of an asset. 

12. Gain or loss in 1970 resulting from a major 

foreign currency revaluation. 
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13, Gain or loss in 1970 resulting from an extra

ordinary tax occurrence, 

14, Gain or loss in 1970 resulting from litigation 

or arbitration of a conflict. 

15, Gain or loss realized in 1970 as a result of a 

lease or contract abrogation. 

16, Gain resulting from life insurance proceeds 

received in 1970. 

17, rniscellaneous gain or loss recognized in 1970. 

It was felt that the annual reports received would 

focus on fiscal periods covering essentially the 1970 period. 

Later receipt of the reports proved this supposition to be 

correct, and as a result, emphasis was placed primarily on 

the 1970 operating results, the results of operations of 

the three preceding years being noted in order to obtain 

information regarding long-run trends and results. From 

only one company was an annual report received which did 

not reflect the results of the 1970 operating period. The 

annual report of this company was dropped from the sample 

in order to provide uniformity of operating periods for the 

entire sample. 

Extraordinary items recognized in 1970 were divided 

for this analysis into those classifications presented in 

headings seven through seventeen. Thus, not only was the 

materiality of extraordinary items determinable, but also 

the composition of such items could be investigated. 
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In order to provide relevant analytical results, 

companies engaged primarily in finanuial areas such as 

banking, insurance, and investment services were dropped 

from the sample. It was felt that the specialization of 

the financial reporting practices and standards of such 

companies would be detrimental to the validity of the 

results of this analysis. These companies comprised only 

18 of the 394 comoanies from which annual reports were 

received. 

General Attributes 

In order to facilitate this analysis, an observation 

of the general attributes of the sample was made. The 

discussion of those attributes will be divided into three 

areas: (l) a discussion of the types of opinions issued 

by independent auditors regarding the annual financial state

ments, (2) a discussion of the size of the companies as 

reflected in the dollar amount of total assets presented 

on the respective balance sheets, and (3) a review of 

operating results as reflected in the presentation of net 

income and income before extraordinary items. 

Types of Opinions Issued 

In discussing the general attributes of the companies 

examined, reliability of the statements of such companies 

should be acknowledged. This reliability was authenticated 

by reviewing the opinions of those independent auditors who 
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had examined the financial statements. 

Generally, the opinions of auditors can be classified 

into four categories—an unqualified opinion, a qualified 

opinion, an adverse opinion, and a disclaimer opinion. In 

an unqualified opinion, an auditor who has formed a con

clusion based on an examination in accordance with generally 

accepted auditing standards states that in his judgment, 

the financial statements of a company present fairly the 

financial position and the results of operations in con

formity with generally accepted accounting principles 

applied on a consistent basis with that of the preceding 

period. A qualified opinion can be described as an unquali

fied opinion to which some modifying provision has been 

added although the statements as a whole are presented 

fairly. An adverse opinion is one that states that the 

statements do not present fairly the financial position and 

results of operations in accordance with generally accepted 

accounting principles. A disclaimer opinion is issued when 

an auditor is unable to reach a decision regarding the 

statements. 

An auditor's short-form report, or opinion usually 

consists of two paragraphs, one explaining the scope of 

•^Committee on Auditing Procedure, "Auditing Standards 
and Procedure," Statements on Auditing Procedure No._33 
(New York: American Institute of Certified Public Account
ants, 1963), pp. 58-60, 
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his examination and the other relating his opinion of the 

2 
financial statement presentation. For the purposes of 

determining the general quality of the data obtained from 

the statements, the examination of the reports was confined 

to the opinion paragraph. 

As shown in Figure 1, approximately 78 per cent of 

the reports contained unqualified opinion paragraphs while 

20 per cent contained qualifications. For a few companies 

(.5 per cent), disclaimer opinions were issued. No opinion 

appeared with the annual financial statements of four 

railroad companies. 

The qualified opinions were studied further to determine 

the reason for the qualifications. As shown in Figure 2, 

68 per cent of the qualifications were the result of pending 

uncertainties. Thirty-four per cent of the qualifications 

were received because accounting principles were not con

sistently applied throughout the period covered by the 

opinions. Eight per cent of the qualifications were issued 

because generally accepted accounting principles were not 

followed for some reason. In all, approximately 10 

per cent of those companies that received qualifications 

did so for more than one of these three reasons. 

Total Assets 

Of those 375 companies analyzed, Chrysler Corporation 

I bid., p. 57, 
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NO OPINION 
1.1^ 

DISCLAiniER 

TOTAL—375 OPINIONS 

Figure 1.—Percentage Distribution by Type of Opinions 
Issued in 1970. 

Source: primary 
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SUBJECT TD A CONTINGENCY 

ACCOUNTING PRINCIPLES 
NOT CONSISTENTLY 
FOLLOWED 

GENERALLY ACCEPTED 
ACCOUNTING PRINCIPLES 
NOT USED 

TOTAL—75 QUALIFIED OPINIONS 

Figure 2.—Percentage Distribution by Source of Qualified 
Opinions Issued in 1970. 

Source: primary 
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reported the largest amount of total assets with an amount 

of approximately $4,815,772,000 while Emenee Corporation 

reported the smallest total of Si,905,000. Between these 

two extremes, companies ranged widely in size providing an 

average total asset amount of $313,906,000 in 1970. 

Results of Operations 

All those companies analyzed provided data from which 

both net income and income before extraordinary items could 

be derived for both 1969 and 1970, This information was 

gathered by examining the comparative income statements 

presented as a part of the annual financial statements. 

Yet, as indicated in Figure 3, not all of those annual 

reports reviewed provided a figure for net income and 

income before extraordinary items in 1967 and 1968. This 

problem was encountered because comparative income statements 

were not made available for the earlier two years. Those 

companies which did report figures for net income and 

income before extraordinary items in 1967 and 1968 did 

so in some type of financial review section of the annual 

report. Although the information contained in such sections 

was generally retroactively adjusted to reflect events and 

changes such as poolings of interests, it was often found 

to be very limited in scope. Thus, 32 per cent of the 

companies did not report net income for 1967 and/or 1968, 

and 56 per cent of the companies failed to indicate an 
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1 9 6 8 - 7 0 

6 COIYIPANIES 

i/o 
\ 

V 

1968 -70 

4 COr/lPANIES 

1 , 0 

NET INCOME . INCOME BEFORE 
EXTRAORDINARY ITEFfiS 

Figure 3.—Percentage of Companies Reporting Net 
Income and Income Before Extraordinary 
Items in Years 1967 Through 1970. 

Source: primary 



55 

amount for income before extraordinary items for the same 

period. 

Yet, using only the facts made available in the annual 

reports, information concerning general income attributes 

was gathered for years 1967 through 1970. The average 

net income for 1970 was approximately fpll ,948,000, and 

the average income before extraordinary items was Sl2,678,000 

for the same period. Average annual net income for the 

1969-70 period was S13,134,000 while average annual income 

before extraordinary items for this period was Sl3,332,000. 

In computing the average annual net income and income 

before extraordinary items for the 1968-70 period and the 

1967-70 period, nothing was added to either the denominator 

or numerator in arriving at the resulting averages when 

income datum was not ascertainable. This computation 

resulted in an annual net income figure of S14,052,000 for 

the 1968-70 period and a 1̂ .14,350,000 annual net income 

figure for 1967-70. At the same time, income before extra

ordinary items averaged Sl4,052,000 in the 1968-70 period 

and 314,397,000 for the 1967-70 period. 

Thus, 1970 resulted in the lowest average income 

figures with the earlier figures being somewhat higher. 

Also, as shown in Figdre 4, while income before extra

ordinary items decreased, the negative net amount of extra

ordinary items increased at an even more rapid rate. 
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Because one of the objectives of separately reporting 

non-recurring items in an extraordinary items section is 

to make the income statement reader aware that a credit 

or charge so reported should not be associated entirely 

with the current period, it would appear that the increase 

in net extraordinary loss did not come about solely because 

of the economic slowdown of the later periods. On the 

other hand, such a phenomenon may be the result of increas

ing tendencies on the part of those preparing financial 

statements to recognize estimated losses and write-downs 

in recessive periods. 

Hateriality of Extraordinary Items 

In making an analysis of the materiality of extra

ordinary items, emphasis will be placed on two separate 

aspects. First, the number of companies recognizing 

extraordinary items will be observed for each of the 

years 1967 through 1970. Then, an examination will be 

made of the extent to which the net income of those 

companies reporting extraordinary items has been affected 

by the reporting of such items. 

Number of Companies Reporting 
Extraordinary Items 

In order to obtain an indication of the freguency 

with which companies have been reporting extraordinary 

income items, two facts are needed—the number of companies 
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reporting such items and the number of companies from 

which the net amount of extraordinary items can be 

ascertained. Using these two facts, the percentage of 

companies reporting extraordinary items in any year can 

easily be estimated if an adequate sample is utilized. 

No complications were encountered in gathering the 

necessary data for the 1969 and 1970 fiscal periods. Of 

the 375 companies investigated, 133 or approximately 35 

per cent were found to have reported extraordinary items 

in 1970. Of the same companies, 116 or 31 per cent 

reported extraordinary items in 1969. 

Yet, determining the frequency with which these 

companies reported extraordinary items in 1967 and 1968 

required a more extensive undertaking because of the 

method by which extraordinary items were reported for 

the two earlier periods. Extraordinary items were dis

cerned in these periods by subtracting income before 

extraordinary items from the net income figure. Yet, 

because either or both of these two figures might not 

have been reported, the number of companies reporting 

extraordinary items could not be merely related back 

to the total number of companies examined. Instead, a 

determination was first made of the numher of companies 

reporting data from which an extraordinary items figure 

could be obtained. Then, a calculation was made of the 

number of companies reporting extraordinary items. 
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As a result of these computations, it was found that 

51 companies or 30 per cent of the possibilities reported 

extraordinary items in 1968 and 65 companies or 40 per cent 

of the possibilities reported extraordinary items in 1967. 

A review of this information, as shown in Figure 5, 

reveals that although the number of companies reporting 

extraordinary income items is apparently significant, there 

is no obvious indication of an increase or decrease in the 

percentage of companies reporting such items as a result 

of such factors as the occurrence of recessive or expan

sionary periods. Although no trend is evident, there 

is a rather material percentage of the companies (between 

30 and 40 per cent) reporting extraordinary items. 

Percentage of Net Income Being 
Reported as Extraordinary 

In order to further determine the materiality of 

extraordinary income items, the net amount of such items 

was compared with the income before extraordinary items of 

those companies which reported the items to determine the 

extent that net income had been affected by the reporting of 

extraordinary items. This calculation was made for each 

of the years 1957 through 1970. 

As can be seen in Figure 6, the net amount of extra

ordinary items has had a material effect on the financial 

reporting of those companies reporting such items. The 

net amount of extraordinary items was found to have increased 
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net income by an average of 5 per cent of income before 

extraordinary items in 1967 and 1968. Ihat figure increased 

to a 10 per cent level for 1969, before reversing to -26 

per cent in 1970. 

Not only have these results revealed the materiality 

of extraordinary items, but they have also provided further 

indications of the fact that as average annual income before 

extraordinary items significantly decreased in 1970, the 

net amount of extraordinary items decreased by an even more 

rapid rate. As previously stated, it may be that such a 

phenomenon is the result of excessive recognition of extra

ordinary estimated losses in recessive periods. 

To further verify the materiality of the average net 

amount of extraordinary items reported in 1970, the primary 

year of concern in this study, that amount was compared with 

the average annual income before extraordinary items figure 

for the 1967-70 period. Naturally, the average annual 

income before extraordinary items figure used here was 

derived from the results of only those companies reporting 

extraordinary items in 1970. By examining the resulting 

percentage, the extraordinary items recognized in 1970 

were related to a long-run annual income before extra

ordinary items figure rather than an income figure lowered 

by recessive conditions. In this way, long-run materiality 

of extraordinary items was more closely examined. 
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Yet, in calculating a ratio such as this, income 

before extraordinary items figures for all four years, 

1967 through 1970, were needed for all companies reporting 

extraordinary items in 1970. Because only 78 of the 133 

companies reporting extraordinary items disclosed income 

before extraordinary items for all four years, publica

tions by filoody's Investor Services, Inc., were consulted 

for the income before extraordinary items figures of 1967 

and 1968 where they were needed. Although the figures 

gathered in this way did not provide for retroactive 

adjustments for poolings of interests, it was felt that 

they would be adequate for the purpose of making this 

computation. Thus, complete income data were not ascer

tainable in only seven cases, and as a result, the compu

tation consisted of 126 companies reporting extraordinary 

items in 1970. 

The results, as indicated in Figure 7, again reveal 

the materiality of extraordinary items reported in 1970. 

Net income was lowered by an average of -26 per cent in 

1970 as a result of the recognition of extraordinary items 

while this figure was only modified to -22 per cent by 

using an average annual income before extraordinary items 

figure for 1967-70. 

Thus, it appears that extraordinary income items do, 

in fact, constitute a material aspect of financial reporting. 
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Apparently a significant number of companies are reporting 

extraordinary items. Also, it appears that the net income 

figures in such cases are affected rather significantly 

by the recognition of the extraordinary items. 



CHAPTER \J 

ANALYSIS OF PRESENT PRACTICES 

OF REPORTING EXTRAORDINARY 

ESTIIYIATED LOSSES—PART II 

As previously stated, this chapter will be devoted to 

a concentrated study of the materiality of estimated losses 

which are being reported as extraordinary items and a 

discussion of other miscellaneous observations regarding 

the financial reporting of extraordinary estimated losses, 

fyiateriality of Extraordinary 
Estimated Losses 

In examining the extent to which the reporting of 

extraordinary estimated losses affected financial statement 

presentation in 1970, two focal points were studied: (l) 

the amount and frequency of extraordinary estimated loss 

recognition and (2) the nature of such losses. Through 

these areas of study, a more extensive understanding of 

the need for adequate guidelines in the reporting of 

estimated loss was reached. 

Amount and Frequency of Extraordinary 
Estimated Loss Recognition 

In order to. determine the materiality of the extra

ordinary estimated losses reported in 1970, extraordinary 

items reported during this period were classified into 

66 
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several different areas. The individual extraordinary 

items reported by each of the 133 companies reporting 

such items were analyzed and classified according to the 

nature of the conditions which brought about their recog

nition. The results of the findings, as shown in Figure 8, 

indicate that estimated losses constituted a material 

portion (87 per cent) of the total amount of extraordinary 

items reported in 1970. 

The classification of extraordinary items was also 

utilized to determine the instances of recognition of 

estimated extraordinary loss in relation to the instances of 

recognition of other types of extraordinary items. 

As shown in Figure 9, of the 211 instances of extra

ordinary item recognition, 72 or 34 per cent, were the 

direct result of the recognition of an estimated loss. 

Also, as indicated in Figure 10, the recognition of 

extraordinary estimated losses significantly lowered 

average net income in 1970 for those companies that recog

nized such losses. The average estimated loss recognized 

by the sixty companies reporting such losses decreased the 

average 1970 net income of these companies by 44 per cent 

of the average income before the recognition of such items. 

Thus, it can be concluded that estimated loss consti

tuted a material portion of the extraordinary items reported 

in 1970, This materiality was evidenced by both the amount 
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In discussing the materiality of extraordinary items, 
Leopold A. Bernstein and Robert Hampton III warned against 
netting gains and losses in determining the materiality of 
a company's extraordinary items. (See Leopold A, Bernstein, 
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of estimated loss recognized in 1970 and the number of 

instances it was recognized in 1970. 

The Nature of Extraordinary 
Estimated Losses 

In studying the nature of extraordinary estimated 

loss the justifiability of the recognition of such loss 

was examined by means of a breakdown of the causes which 

brought about the recognition of the loss. A study of the 

opinions of independent auditors which were issued with 

the financial statements in which estimated losses were 

recognized was also made as a further investigation of the 

nature of estimated loss. With these observations, it was 

felt that a more thorough understanding of the practices 

of reporting extraordinary estimated loss could be reached. 
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The extraordinary items classified as estimated loss 

for the purposes of this study were subdivided into three 

separate areas in examining the justifiability of the 

recognition of such losses. The subclassifications con

sisted of the following: 

(1) Estimated losses resulting from a plan to dis

continue an operation or asset in the future. These losses 

included such things as the write-down of assets to be sold 

or abandoned to their net realizable value and the recog

nition of losses for future unprofitable operations of 

divisions to be discontinued. 

(2) Estimated losses recognized in conjunction with 

an operation or asset which will continue to be held. This 

type of loss resulted from things such as the write-down 

of an investment in an operation which was not expected to 

return a fair profit, but was not to be discontinued. Also 

included in this classification were write-downs of goodwill 

. and losses recognized because of investments in other 

companies which had declined in value, but which were not 

to be sold. 

(3) Estimated losses recognized as the result of 

the discontinuance of an operation or asset not sold. 

Included in this category were items such as losses recog

nized for operations which had been abandoned, but not 

sold. This type of charge was likely the most defensible 

of all three types of estimated loss. Yet, such a loss 



73 

did involve the estimation of future events in determining 

the amount of loss to report. Also, such losses constituted 

the smallest amount of extraordinary estimated loss. 

The annual financial statements of A.V/.C. Corporation 

provide an excellent example of these three types of 

estimated loss. As shown in' Table.1, the statements also 

provide an excellent example of the extent to which some 

companies have reported estimated loss. 

Of the three types of estimated loss, the first con

stituted the largest amount. As a glance at Figure 11 

will reveal, estimated losses resulting from a plan to 

discontinue an operation or asset seem to have made up 

approximately 61 per cent of all estimated losses. Also 

there were more examples of this type of estimated loss 

being recognized than any other type, as shown in Figure 

12. Of the instances when estimated losses were found to 

have been recognized, 43 per cent of them were the result 

of estimated losses on operations or assets to be dis

continued in the future. 

The auditors' opinions issued with those financial 

statements in which extraordinary estimated losses had 

been recognized were examined to determine the general 

nature of the statements and the circumstances surrounding 

them. As shown in Figure 13, a significant portion of 

the opinions were qualified. Approximately 42 per cent 

of these opinions were qualified while only 20 per cent 
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TABLE 1 

A.yy.C. CORPORATION 

STATEMENT OF CONSOLIDATED OPERATIONS 
Year ended December 31, 1970 

Net sales, revenues and other income % 45,675,000 

Costsandexpenses 47,294,000 

Loss from continued operations before 

taxes on income . S (1,619,000) 

Provision for income taxes . . . . 317,000 

Loss from continuing operations (1,936,000) 

Loss from discontinued operations (3,489,000) 

Loss before extraordinary items S (5,425,000) 

Extraordinary items—Note 2 (6,486,000) 

Net loss S(11,911,D00) 

Note 2—Extraordinary items 

Provision for estimated costs of 
discontinuing telecasting operations . . . S (3,500,000) 

Elimination of intangible assets of 
continuing communications subsidiaries (823,000) 

Charge off of investment in discontinued 
communications subsidiaries (1,056,000) 

Net loss on disposition of investments 
and securities (1^07,000) 

S (6,486,000) 

Source: Annual Report, A . \i. C. Corporation (Philadelphia, 
1970), pp. 9-11. 
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UNQUALIFIED 
D870 

TOTAL — 6 0 OPINIONS 

Figure 13.—Percentage Distribution by Type of 
Opinions Issued in 1970 for Companies 
Reporting Extraordinary Estimated Loss. 

Source: primary 
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of all the opinions in the entire sample were qualified. 

Also, as indicated in Figure 14, a large portion of 

the qualifications received were the result of some 

pending contingency. Contingencies resulted in 76 per 

cent of those qualifications which were received while 

this figure was only 68 per cent for the total sample. 

Thus, there appears to be a significant amount of un

certainty associated with the financial statements of those 

companies that recognized extraordinary estimated losses. 

In further investigating those qualifications 

received because of pending contingencies by companies 

that recognized extraordinary estimated loss, it was 

found that in 12 per cent of the cases, the qualifica

tions were received because of unreliability surrounding 

the recognition of an estimated loss. In effect, these 

qualifications were received not because some contingency 

was not "sufficiently definite and objective to warrant 

recognition in the accounts," but because the recognition 

of an estimated loss was not completely endorsed by the 

auditor. Through these qualifications, the auditors were 

warning the reader against heavy reliance on the statements. 

Thus, a large portion of the uncertainty surrounding the 

financial statements of those companies that recognized 

estimated losses was the direct result of uncertainty 

associated with the recognition of such losses. 
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An example of this type of opinion is the one issued 

in regard to the previously mentioned financial statements 

of A.U.C. Corporation. The second and third paragraphs 

of the opinion read as follows: 
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Other Observations 

In reviewing the annual reports of those companies 

included in this study, miscellaneous facts other than those 

previously discussed became rather evident. Three of these 

facts will be examined in this section. 

First, during the examination of the annual reports. 

Annual Report, A.l/.C. Corporation (Philadelphia, 
1970), p. 14. 
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it became apparent that some companies were deleting certain 

material data wliich would otherwise seem Lo have been extra

ordinary in nature from the extraordinary items section 

of the income statement. In analyzing the financial state

ments of those companies that did not report extraordinary 

items in 1970, a review of the revenues and expenses was 

made to determine if amounts were being deleted from an 

extraordinary items section of the income statements. In 

three cases, it appeared that extraordinary items were 

improperly included with normally recurring revenue and 

expense for the 1970 period. These were material items 

such as gains and losses on sales of assets and estimated 

losses resulting from write-downs of operations not yet 

sold. They were determined to be nonrecurring because 

of their absence in comparative statements of years prior 

to 1970. 

The 1970 financial statements of Certified Corporation 

provide an excellent example of an instance when extraordi

nary items are reported as normally recurring revenue or 

expense. As can be seen in Table 2, Certified Corporation 

wrote off a material estimated loss on the liquidation of 

discontinued operations, not as an extraordinary item, but 

as an operating expense. 

It was also found that some companies have included 

as extraordinary gains and losses items which should be 

reported as normally recurring revenue and expense. In 



TABLE 2 

CERTIFIED CORPORATION 

CONSOLIDATED STATEMENT OF INCOME 
Years ended June 30, 1970 and 1969 

82 

Revenues 

Costs and expenses 

Income before federal income 
taxes, losses from dis
continued operations and 
extraordinary items 

Federal income tax on continuing 
operations 

Income from continuing operations 

Losses from discontinued opera
tions : 

Loss from discontinued opera
tions, less applicable 
federal income tax benefits 

Extimated loss on liquidation 
of discontinued operations, 
less applicable federal 
income tax benefits . . . . 

Income before extraordinary items 

Reduction of federal income tax 
payable due to deduction of net 
operating loss carry-forwards 

Net income . . • 

1970 

1 1 7 , 5 8 3 , 3 9 5 

1 6 , 4 9 8 , 7 2 3 

1 , 0 8 4 , 6 7 2 

558,893 

S 525,779 

(99,791) 

(60,500) 

365,488 

1969 

12,053,420 

11,027,055 

c-

1,026,365 

546,800 

479,565 

(7,853) 

471,712 

322,291 

365,488 S 794,003 

Source: Annual Report, Certified Corporation (Charlestown, 
Mass., 197UT, p. 9. 
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discussing acceptable criteria for determining the nature 

of a particular charge or credit, the APB in Opinion No. 9, 

"Reporting the Results of Operations," stated. 

Certain gains or losses (or provisions for losses), 
regardless of size, do not constitute extraordinary 
items (or prior period adjustments) because they 
are of a character typical of the customary business 
activities of the entity. Examples include (a) 
write-downs of receivables, inventories and research 
and development costs, (b) adjustments of accrued 
contract prices and (c) gains or losses from fluc
tuations of foreign exchange. The effects of 
items of this nature should be reflected in the r, 
determination of income before extraordinary items. 

The statements of those companies which reported extra

ordinary items in the 1970 fiscal period were reviewed to 

determine whether this provision had been observed in the 

reporting of income. In seven cases, obvious violations 

of the provision were found. 

The 1970 financial statements of Applied Devices 

Corporation provide an example of fin:^ncial statements 

in which an item which should be reported as an operating 

expense is reported as an extraordinary loss. A portion of 

a footnote to these financial statements explaining extra

ordinary items read as follows: 

The Company has followed the practice of deferring 
research and development costs in the year 
incurred and amortizing such costs over varying 
periods. Effective November 1, 1969, the company 
adopted the policy of expensing such items as 
incurred and has written-off as of November 1, 1969 

^Annual Report, Applied Devices Corporation (Greenwich, 
Conn., 1970), p. 10. 
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the amount (S793,000) of costs deferred in 
prior years and unamortized as at that date. 
The effect of this change and concomitant 
write-off was to increase net loss for the 
year ended October 31, 1970 by approximately 
$747,000.^ 

Thus, it is rather apparent that, in this case, costs "of 

a character typical of the customary business activities 

of the entity" were written off as an extraordinary charge 

Finally, it was evident in a few cases that firms 

recognized gains in 1970 on the sale of assets because 

excessive estimated losses relating to the disposal of 

the assets had been reported in 1969. The three cases 

in which this was ascertained to have occurred reinforce 

the idea that more definite guidelines are needed in 

reporting estimated losses. 

^Annual Report, Applied Devices Corporation (Greenwich, 
Conn., 1970), p. 10. 



CHAPTER \Jl 

SUMMARY AND CONCLUSIONS 

At this point, a summary will be extremely valuable 

in bringing facts and ideas together to form a concrete 

basis for conclusions regarding the need for more definite 

guidelines. For this reason, the content of this chapter 

will not only deal with relevant conclusions inducible 

from the study which has been presented, but also will 

include a summary of the facts and ideas on which those 

conclusions are based. In this way, a basic understand

ing of the findings of this study can be reached, 

» 

Summary of the Facts 

In Chapter I, the problems prompting this study were 

introduced. According to some authorities, there is a 

definite need for more explicit guidelines in reporting 

estimated losses. It seems that the problems which may 

have come about as a result of this lack of definite 

guidelines are now receiving more attention from the 

financial press as a result of the economic decline of 

1970. Some members of the press believe that companies 

have reported excessive estimated losses in 1970 when 

profits were very low in an effort to enhance the earnings 

picture of subsequent periods. On the other hand, other 

financial reporters have indicated that companies are 

85 
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not recognizing estimated losses which, in their opinion, 

should be recognized if the results of operations o I 

these companies are to be reported fairly. Other report

ing inadequacies related to estimated locses have also 

been described by the financial press, but in general, 

they fall somewhere between these two extremes. Thus, 

the object of this study has been to test the hypothesis 

that more definite guidelines are needed in accounting 

for estimated losses. 

Chapter II dealt with the concepts and problems 

involved in determining the proper period of recognition 

of extraordinary losses. It was found that the recognition 

of such a loss was primarily dependent on its realization. 

Yet, the point of loss realization may be rather difficult 

to determine. It has been suggested that there are, in 

fact, several different points of realization. At one 

extreme, one might consider a loss to be realized only 
I 

when there has been a transaction with an outsider to 

support the loss. At the other extreme, one might feel 

that a loss has been realized at any time a decrease in 

the value of an asset is incurred. Thus, there are 

several points at which an estimated loss may be recognized. 

It is also felt that a loss should be definite before 

it is recognized. Neither temporary idleness of a plant 

nor temporary decrease in the value of a long-term 
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investment warrants a major write-off. Yet, problems are 

encountered in making an objective rieterminatinn of the 

exact point in time at which an estimated loss has become 

definite rather than being temporary in nature. 

Another problem involved in determining the proper 

period for the recognition of an estimated loss is the 

difficulty of resolving the amount of loss even though 

it "has become sufficiently definite and objective to 

warrant recognition in the accounts." The determination 

of the amount of such a loss requires a valuation of the 

asset or assets on which the loss is being reported. 

Such a determination which is unsupported by a valid trans

action with an independent outside party will be extremely 

subjective in nature. 

In Chapter III, the controversy over the propriety 

of the two concepts of income statement presentation, the 

all-inclusive concept and the current operating performance 

concept, were discussed. The basic issues involved in 

the controversy were examined along with the historical 

background of the authoritative support for each concept. 

Through this approach, a more thorough understanding of 

present practices of reporting extraordinary estimated 

losses was established. 

Under the current operating performance concept of 

reporting net income, only items of a recurring nature 
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are included in the income statement. Those supporting 

this concept believe that if extraordinary economic 

changes (unusual gains and losses) occur or prior period 

adjustments become evident during a period, their inclusion 

in the income statement might cause misleading inferences 

to be drawn from so reporting such items. 

Under the all-inclusive concept of reporting net 

income, income statements include not only normally 

recurring operating revenue and expense, but also all 

other increases and decreases in residual equity except 

dividend distributions and other transactions of a 

capital nature. Those supporting this concept feel that 

over the life of a business, the total of the reported 

net income figures should equal total net income. 

A review of the positions of the three major authori

tative bodies which provide guidelines for financial 

reporting practices in the United States was made in order 

to determine present practices regarding these two income 

statement concepts. It was found that until the issuance 

of APB Opinion No. 9, "Reporting the Results of Operations," 

in December, 1966, the SEC and AAA advocated a concept 

similar to the all-inclusive concept while the AICPA advo

cated the current operating performance concept. Then 

with the issuance of APB Opinion No. 9, the AICPA reversed 

its position to a concept similar to that advocated by the 
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other two authoritative groups. Now, the all-inclusive 

concept is generally accepted as the favored method for 

reporting financial information to interested outside 

parties. 

Chapters IV/ and \l dealt with a presentation of an 

analysis of present practices of reporting extraordinary 

estimated losses. This analysis was conducted in order 

to determine whether or not estimated losses are, in fact, 

a material aspect of financial reporting. It was felt 

that the results of such an investigation would be bene

ficial in reaching some conclusion as to the need for more 

definite guidelines in this area. 

The study of a sample of annual reports issued for 

1970 revealed that extraordinary items reported during 

this period were material, both in amount and number of 

companies reporting such items. Substantial evidence was 

also received which indicated that as income decreased, 

the net amount of extraordinary items decreased much more 

rapidly. This fact supported the supposition that manage

ment is reporting more estimated loss in recessive periods. 

It was also found that the extraordinary estimated 

losses reported in 1970 were very material, both in amount 

and frequency of occurrence. Of the total net amount of 

extraordinary items recognized by the sample companies, 

a major portion (87 per cent) was the result of estimated 
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loss. In addition, the net income of those companies 

reporting estimated losses was lowered 44 per cent as 

the result of the losses. Also, the number of occurrences 

of estimated loss recognition was found to be material. 

Of the instances of extraordinary items recognition, 

34 per cent was the result of estimated losses, 

A study of the auditors' opinions of those statements 

in which estimated losses were recognized also revealed that 

these statements were qualified more frequently than.other 

statements, A significant portion of this increase was 

found to be attributable to pending uncertainties surround

ing the statements. Some of this uncertainty was a direct 

result of the lack of verifiability of the estimated losses. 

Estimated losses recognized in 1970 by the sample 

companies were also classified as to the type of conditions 

which caused their recognition. Plans to discontinue 

operations or assets resulted in 43 per cent of the instances 

of estimated loss recognition. These plans resulted in 61 

per cent of the total amount of estimated loss reported. 

Other facts also were revealed in studying the annual 

reports of the sample companies. In a few cases, it was 

evident that certain credits and charges were included with 

operating revenue and expense rather than being reported 

as extraordinary as they should have been. On the other 

hand, it was found that several other companies included 
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data in extraordinary items sections of their income 

statements when the data should have been reported as 

operating revenue or expense. 

It was also evident that a few firms recognized 

gains on the sale of assets in 1970 because excessive 

estimated losses relating to the disposal of the assets 

had been reported in 1969. This fact reinforces the 

idea that more definite guidelines are needed in reporting 

estimated losses. 

Conclusions 

Throughout this entire study, it was continuously 

revealed that there is a definite need for more explicit 

guidelines in the reporting of extraordinary estimated 

losses. Although there are relatively clear guidelines 

available as to the proper format for reporting such losses, 

little has been set forth regarding the proper period for 

their recognition. The effect of estimated losses on the 

income statement can obviously be very material. The fact 

that the net income of those companies reporting estimated 

losses in 1970 was decreased 44 per cent as the result of 

the recognition of such losses is enough support in itself 

to warrant the awareness of a need for more definite authori

tative guidelines in the reporting of estimated losses. 

This need is accented even more by emphasizing the fact 

that this statistic docs not take into account the estimated 
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losses which may have existed at the end of the 1970 

period, but were not reported. Because no definite nuirie-

lines exist, there is no concrete assurance of any particu

lar point of recognition of an estimated loss. There is no 

frame of reference for the use of readers of financial 

statements as to when they can expect estimated losses 

to be reported. 

Not only would the users of financial statements 

benefit from the existence of more definite guidelines, 

but accountants themselves would also benefit from more 

stable direction in this area. The fact that there is 

an increase in the rate of qualification of independent 

auditors' opinions of financial statements in which 

estimated losses are recognized over the rate of qualifi

cation for all financial statements indicates that a certain 

instability is associated with estimated losses. This is 

emphasized by the fact that at least a portion of this 

increase is the direct result of auditors' being uncertain 

as to the validity of the recognition of an estimated loss. 

There were also some indications that as income 

decreased, management had a tendency to report excessive 

estimated loss. Yet, because of the limited data available, 

it was not conclusively ascertainable that such a tendency 

does, in fact, exist. If new guidelines regarding the 

reporting of estimated losses are not adopted, perhaps a 
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study can be done in the future, when valid financial 

information becomes available for an expansionary period, 

to determine the materiality of estimated losses in such 

a period. The results of a study of this kind could be 

compared with the results of this study to determine 

if there is any validity in the accusation that manipu

lation of estimated loss recognition is a prevalent 

practice. 
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APPENDIX: LIST OF COMPANIES THAT REPLIED TO A REQUEST 
FOR LOIUEST ANNUAL REPORT 

Abacus Fund, Inc. 

Adams-Millis Corporation 

A & E Plastik Pak Co., Inc. 

Aervox Corporation 

Airlift International, Inc. 

Air Products and Chemicals, Inc. 

Alba-lilaldensian, Inc. 

Alberto-Culver Company 

Alleghany Corporation 

Aluminum Company of America 

Amerada Hess Corporation 

American Agronomics Corporation 

American Can Company 

American District Telegraph Company 

American Financial Corporation 

American General Insurance Company 

American Manufacturing Company, Inc. 

American Metal Climax, Inc. 

American Ship Building Company 

American Technical Industries, Inc. 

American Water Works Company, Inc. 

AMP Incorporated 

The Anaconda Company 

Anglo-Lautro Nitrate Company Limited 
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APL Corporation 

Applied Devices Corporation 

Arkansas Luisiana Gas Company 

Arvin Industries, Inc. 

Associated Baby Services, Incorporated 

Associated Food Stores, Inc. 

Atico Mortgage Investors 

Aurora Products Corporation 

Austral Oil Company Incorporated 

A.V.C. Corporation 

Avnet, I no. 

Avon Products, Inc. 

Baldwin (D.H.) Company 

The Bank of California, N.A. 

Banner Industries, Inc. 

Bartell Media Corporation 

Bloomingfield Building Industries, Inc. 

Beatrice Foods Co. 

Belding Heminway Company, Inc. 

Beneficial Corporation 

Bergen Brunswig Corporation 

Big Bear Stores Company 

Blair (John) & Company 

Blue Bell, Inc. 

Boice Cascade Corporation 

Boston Edison Company 
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Botany Industries, Inc, 

Bradford Computer & Systems, Inc. 

Breeze Corporations, Inc. 

Broadway-Hale Stores, Inc. 

Brunswick Corporation 

Bundy Corporation 

Bunker-Ramo Corporation 

Cablecom-General, Inc. 

Cabot Corporation 

Campbell-Chibouqamau Mines Ltd. 

Canadian Breweries Limited 

Canadian Marconi Company 

Caressa, Inc. 

Carolina, Clinchfield and Ohio Railway 

Caterpillar Tractor Co. 

Central Hudson Gas & Electric Corporation 

Central Telephone o: Utilities Corporation 

Certified Corp. 

Cherry-Eurrell Corporation 

Chrysler Corporation 

C.I.T. Financial Corporation 

Citizens Financial Corporation 

City Investing Company 

Cleveland-Cliffs Iron Company 

Clopay Corporation 

Coastal States Gas Producing Company 
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Cohu Electronics, Inc. 

Colorado Interstate Corporation 

Combustion Engineering, Inc. 

Cominco Ltd, 

Comprehensive Designers, Inc. 

Computest Corporation 

Cone Mills Corporation 

The Connrex Corporation 

Consolidated Refining Co., Inc. 

Consumers Power Company 

Continental Copper & Steel Industries, Inc 

Control Data Corporation 

Cook Paint & Uarnish Company 

Copper Range Company 

Cox Cable Communications, Inc, 

CPC International Inc, 

Cresmont Oil k Gas Company 

Cummins Engine Company, Inc, 

Cutter Laboratories, Inc. 

Dan River Inc. 

Data-Control Systems, Inc. 

Dayton Power & Light Company 

DCA Development Corporation 

Deltown Foods, Inc. 

Dennison Manufacturing Company 

Dereco, Inc. 
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Detroit Edison Company 

Diebold, Incorporated 

Distillers Corporation - Seagrams Limited 

Dixilyn Corporation 

Donnelley (R.R.) & Sons Company 

Drug Fair-Community Drug Co., Inc, 

Duquesne Light Company 

Eastern Freight Ways, Inc. 

Eastern Gas and Fuel Associates 

Eckard (Jack) Corporation 

Egan Machinery Company 

Electric Hose & Rubber Company 

Electronic Engineering of California 

Elgin National Industries, Inc, 

Emenee Corporation 

Emhart Corporation 

The Equitable Life Mortgage and Realty Investors 

Esquire Radio & Electronics, Inc, 

Essex International, Inc. 

Ethyl Corporation 

Fabien Corporation 

Fairchild Hiller Corporation 

Farah Manufacturing Company, Inc. 

Federal Pacific Electric Company 

FedMart Corporation 

Ferro Corporation 



103 

Filmways, Inc. 

First Charter Financial Corporation 

Fisher Foods, Inc, 

Florida East Coast Railway Company 

Florida Tile Industries, Inc, 

The Flying Tiger Corporation 

Franklin Stores Corporation 

Friendly Frost Corporation 

Frontier Airlines, Inc. 

GAC Corporation 

General Alloys Company 

General American Oil Company of Texas 

General Dynamics Corporation 

General Instrument Corporation 

General Mortgage Investments 

General Refractories Company 

Genstar 

Giant Yellowknife Mines Limited 

Gibraltar Financial Corporation of California 

Globe Security Systems, Inc. 

The Granby Mining Company Limited 

Granger Associates 

The Great Atlantic & Pacific Tea Company, Inc. 

Great Lakes Chemical Corporation 

Greater Washington Investors, Inc. 

Grow Chemical Corp. 



104 

Guardsman Chemical Coatings, Incorporated 

Gulf Life Holding Company 

Gulf, Mobile and Ohio Railroad Company 

Gulf & Western Industries, Inc. 

Hammermill Paper Company 

Hampshire-Designers, Inc. 

Harcourt Brace Jovanovich, Inc. 

Harvard Industries, Inc. 

Hayes-Albion Corporation 

Helena Rubinstein, Inc. 

Helme Products, Inc. 

Heublein, Inc. 

Hilton Hotels Corporation 

Hoffman Electronics Corporation 

Holiday Inns, Inc. 

Hormel (Geo. A.)& Company 

Hospital Corporation of America 

Houston Power & Light Company 

Hubbell (Harvey), Incorporated 

Hudson Bay Mining and Smelting Co., Limited 

Husky Oil Ltd. 

Ideal Toy Corporation 

Illinois Power Company 

Indian Head Inc, 

Ind iana Gas Company, I n c . 

I n t e r n a t i o n a l Chemical & Nuclear Corporat ion 
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International Controls Corporation 

International Mining Corporation 

Interpace Corporation 

Interstate Brands Corporation 

Investors Diversified Services, Inc. 

Iowa Power and Light Company 

ITEL Corporation 

Jackson-Atlantic, Inc. 

Jefferson Stores, Inc. 

Jersey Central Power & Light Company 

Jonathon Logan, Inc. 

Kaisar Aluminum & Chemical Corporation 

Kaiser Industries Corporation 

Kansas City Southern Industries, Inc. 

Kansas Gas and Electric Company 

Kayser-Roth Corporation 

Kennametal Inc. 

Kenton Corporation 

Kidde (Walter) 2c Company, Inc. 

Kit Manufacturing Company 

Knight Newspapers, Inc. 

Kroehler Mfg. Co. 

Kysor Industrial Corporation 

Langley Corporation 

Latrobe Steel Company 

Leasee Data Processing Equipment Corporation 
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Lehigh Portland Cement Company 

Lerner Stores Corporation 

Liberty Leasing Co., Inc. 

Liberty Loan Corporation 

Liggett & Myers Incorporated 

Litton Industries, Inc. 

Loehmann's, I no. 

Lone Star Gas Company 

Louisville and Nashville Railroad Company 

LTU Aerospace Corporation 

Lum's. Inc. 

Macrodyne-Chatillon Corporation 

Macy (R.H.) & Co., Inc. 

Mangood Corporation 

Manhattan Industries, Inc. 

Marcor Inc. 

Massey-Ferguson Limited 

Materials Research Corporation 

The Maytag Company 

McDonough Co. 

McGraw-Hill, Inc. 

McLouth Steel Corporation 

Memorex Corporation 

Merle Norman Cosmetics, Inc. 

Michigan Gas Utilities Company 

The Midland Company 
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Millmaster Onyx Corporation 

Mississippi River Corporation 

Mohawk Airlines, Inc. 

Mohawk Data Sciences Corp. 

Monsanto Company 

Morgan (J.P.) & Co. Incorporated 

Mouldings, Inc. 

MSL Industries, Inc. 

Multi-Amp Corporation 

Nalco Chemical Company 

National Fuel Gas Company 

National Industries, Inc, 

National Semiconductor Corporation 

National Service Industries, Inc. 

Natomas Company 

Nelly Don, Inc. 

Newcor, Inc. 

Newhall Land and Farming Company 

New Park Mining Company 

Nortek, Inc. 

North American Philips Corporation 

Northern Illinois Gas Company 

Northrop Corporation 

Northwest Steel and Wire Company 

Occidental Petroleum Corporation 

The Offshore Company 
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Omark Industries, Inc, 

O'okiep Copper Company Limited 

The Outlet Company 

Owens-Illinois, Inc. 

Oxford Electric Corporation 

Pacific Gas and Electric Company 

Pacific Intermountain Express Co. 

Pacific Tin Consolidated Corporation 

Paramount Packaging Corporation 

Pargas, Inc. 

Peterson Parchment Paper Company 

Penney (J.C.) Company, Inc, 

Penobscot Shoe Company 

PepsiCo, Inc. 

Permaneer Corporation 

Pfizer Inc. 

Phillips-^jan Heusen Corporation 

Pickwick International, Inc. 

Pittsburgh, Fort Wayne and Chicago Railway Company 

The Pittsburgh, Youngstown & Ashtabula Railway Company 

Pittway Corporation 

Ply-Gem Industries, Inc. 

Porter (H.K.), Inc. 

Potter Instrument Company, Inc. 

Pratt & Lambert, Inc. 

Premier Industrial Corporation 
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Prudential Building Maintenance Corp. 

Public Service Company of Indiana, Inc. 

Puget Sound Power & Light Company 

Questor Corporation 

Ralston Purina Company 

Raytheon Company 

RB Industries, Inc. 

Reeves Industries, Inc. 

Republic Corporation 

Reserve Oil and Gas Company 

Reynolds (R.J.) Industries, Inc. 

Riegel Paper Corporation 

Robertshaw Controls Company 

Robintech Incorporated 

Rockwell Manufacturing Company 

Rorer-Anchem, Inc. 

Rowan Drilling Company, Inc. 

The Rucker Company 

Rusco Industries, Inc. 

Russell Mills, Inc. 

Safeguard Industries, Inc. 

San Juan Racing Association. Inc. 

St. Louis-San Francisco Railway Company 

Savoy Industries, Inc. 

Schenley Industries, Inc. 

Scope Industries 
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Scot Lad Foods, Inc, 

Scudder Duo-West Inc. 

Sealectro Corporation 

Seatrain Lines, Inc. 

Sequoyah Industries, Inc. 

SGL Industries, Inc. 

Sheller-Globe Corporation 

Shenandoah Corporation 

Shulton, Inc. 

Signet Corporation 

Simmons Company 

Sitkin Smelting 2c Refining, Inc. 

Skil Corporation 

Sola Basic Industries, Inc. 

Sonderling Broadcasting Corporation 

South Jersey Industries, Inc. 

Southern Indiana Gas and Electric Company 

Southwestern Public Service Company 

Southwest Forest Industries, Inc. 

Square D Company 

SSP Industries 

Standard Kollsman Industries Inc. 

Standard Prudential Corporation 

Stellar Industries, Inc, 

Sterling Drug Inc, 

Sterling Electronics Corporation 
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Storer Broadcasting Company 

Struther Wells Corporation 

Sunbeam Corporation 

Superior Surgical Mfg. Co., Inc. 

Supermarkets General Corporation 

Taft Broadcasting Company 

The Technical Material Corporation 

Tech-Sym Corporation 

Temple Industries, Inc. 

Tenna Corporation 

Tesoro Petroleum Corporation 

Texas Industries, Inc. 

Thiokol Chemical Corporation 

Thriftimart, Inc. 

Tidewater Marine Service, Inc, 

Trans-Lux Corporation 

Trans World Airlines, Inc, 

TRW Inc, 

Tucson Gas & Electric Company 

Tyco Laboratories, Inc. 

UMC Industries, Inc. 

Unionamerica, Inc. 

Union Electric Company 

Union Investment Company 

United Financial Corporation of California 

United National Corporation 



112 

United Park City Mines Company 

U.S. Home & Development Corporation 

U,5, Industries, Inc. 

United States Smelting Refining and Mining Company 

United States Tobacco Company 

The Upjohn Company 

URS Systems Corporation 

Van Dorn Company 

V/arian Associates 

Vesely Company 

Victor Comptometer Corporation 

Vulcan Materials Company 

Wadell Equipment Company, Inc. 

Walker (Hiram)-Gooderham & Worts Limited 

Warnaco Inc. 

The 'd̂ 'ashington L'ater Power Company 

Weil-McLain Company, Inc. 

Weis Markets, Inc. 

Westates Petroleum Company 

Western Air Lines, Inc. 

Western Union International, Inc. 

Westvaco Corporation 

The Wheeling and Lake Erie Railway Company 

White Consolidated Industries, Inc. 

Whiting Corporation 

Will Ross, Inc. 
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Wilson & Co,, Inc. 

Witco Chemical Corporation 

Wolverine Industries, Inc. 

Wrigley (Wm,) Jr. Company 

Wynn Oil Company 

Zapata Norness Incorporated 


