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The rules and principles of accounting are largely political. Unlike a mathematical equation, they have no definitive answer that will always be correct. Accounting rules and principles are often changed annually, as a changing business environment and new reporting challenges create a need for shifts in the accounting process. This is not to say that all accounting rules are arbitrary and unscientific. Accounting theory and application are complex processes in which potential improvements are continually weighed and considered. The Financial Accounting Standards Board (FASB), a private board of independent accounting professionals who establish accounting standards in the United States, periodically propose these potential continuous improvements. On July 15, 2014, FASB proposed accounting standards update regarding simplifying the presentation of income statements. 
The proposal discusses how FASB suggests eliminating the current system or recognizing extraordinary items. The board states they are aiming to simplify financial statements by reducing unnecessary complexity. Under current rules, FASB requires that issuers separately disclose extraordinary items and transactions. In order for an item to be classified as extraordinary, it must be unusual in nature and infrequent in occurrence. If an item or transaction meets these requirements, it must be reported separately after net income from continuing operations. Extraordinary items must be properly taxed and factored into the earnings per share calculation, despite the fact that they are recorded separate from income from continuing operations. 
	Currently, many investors do not find a need for the reclassification of extraordinary items. They view this reclassification as unnecessary to identify the unusual nature of these items. Others believe that the current system leads to greater uncertainty for stakeholders, as classifying items as extraordinary may lead to unwarranted risk concerns. Investors and stakeholders have noted that an item is seldom classified as extraordinary, suggesting this rarely used concept can potentially be eliminated.
	FASB proposal intends to expand on the potential benefits of removing the extraordinary item classification. For instance, removing this rule would reduce time and costs associated with issuer classification. The Board suggests that overall content provided on the balance sheet will not decrease, as the information will instead be presented in a simpler format. Presentation and disclosure guidance for these items would still be required as they are currently, regardless of a rule change.
	Current rules require a firm to note whether an item is extraordinary. The rules state that if an item is not part of the day-to-day operations, it should be deemed extraordinary. FASB rules require that firms include disclosure notes in their financial statements that better explain these items. These disclosures are also required in filings with the Security and Exchange Commission (SEC). For an item to be classified as extraordinary, it must be material. One can understand why for an item to be classified separately it must have a potentially significant impact on profitability.
	Commonly used examples of extraordinary items include charges resulting from discontinued operations and disposals of a major piece of equipment. Charges from discontinued operations may be classified as relatively unusual and infrequent, dependent on the firm. Disposals of large pieces of equipment may also be classified as extraordinary, unless sale of large items of equipment is a frequent occurrence in a firm’s course of business. Firms should consult FASB statement No. 145 in order to understand the specific requirements for extraordinary items to be applied. FASB also notes that most write-offs do not qualify as extraordinary items, and cannot be treated as such. Certain adjustments on contracts or various intangible assets do not qualify as extraordinary. Another distinction that must be made is the difference between an extraordinary item and a non-recurring item. As the name states, a non-recurring item is an item that only occurs once. These items should not be reported after net income, but instead after operating expenses within the net income statement. 
The International Financial Standards Board (IFRS) does not currently recognize extraordinary items as their own classification. Many view the current United States Generally Accepted Accounting Principles’ (GAAP) standard for classifying extraordinary items as enabling net income manipulation. In theory, the issuer may aim to include as many income-reducing events as possible in extraordinary income in order to manipulate net income. When a user of the firm’s financial statement reviews these statements, they may potentially be misled by the biased interpretation of net income. Users of financial statements may be generally sophisticated enough to where they will not be misled by such a simple manipulation.
	If the FASB’s new proposal were to be implemented, the mandated changes would occur prospectively after December 15, 2015. While early adoption would be permitted, a firm may not need to apply the rule change to extraordinary items immediately if the firm can prove that the item relates to an adjustment of a previously classified extraordinary item. As discussed earlier, firms will still be required to disclose details of unusual or abnormal events and transactions in the notes to the financial statements.  
	While there are many potential improvements that could arise from the proposed update, there are few negatives. FASB’s proposed update would not reduce the content of the information included inside a firm’s financial statements. These items would now be included within net income, and disclosures would still be required in the Notes to the Financial Statements. The form and presentation of the information would be altered, but the content would remain the same. Efficient market theory evidence suggests that a firm’s financial position will be evaluated efficiently based on all public information available. The structure and presentation of that information does not change the outcome for the users of the financial statements. Thus, one should reason that the proposed update will not negatively impact financial statement users.
	Looking at all the effects of the proposed update by FASB to eliminate the concept of extraordinary items, we feel that the main goal of financial statements, to provide information for useful decisions, will not be compromised. Information on these extraordinary items will still be in the statements in a less complex manner. This update will also lessen the costs in preparing statements. Thus, to answer the first question of, should the concept of extraordinary items be eliminated from GAAP, we feel the answer is yes. 
With regard to the second question we feel the FASB has it correct to apply the update prospectively. The underlying constraint of the qualitative characteristics of financial reporting is cost effectiveness. To take a retrospective approach to the update would most likely not accomplish this. The cost of going back to update information would surely cost more than it would benefit users of the statements. However, we also agree with the Society of Louisiana CPAs’ comment to permit entities to take a retrospective approach to the update for the sake of comparability. Comparability enhances the usefulness of the financial statements. So to offer the ability to improve comparability seems logical.
We also agree that the update should be effective in the annual periods and interim periods beginning after December 15th, 2015. We agree with early adoption being permitted as well. We side with Grant Thornton’s comment addressing the amount of changes needed to apply this update. They are minimal, so an early application of the update is something companies should have the option to do. As far as the delay for non-public entities, it is something we feel should not exist. There is no real justification for this since, as before mentioned, changes necessary to apply this update are minimal. A delay is not necessary. 
	The main reason the proposed FASB update is acceptable is because the integrity of the information given to the users of the statements has not changed. The form may be different but the same information is still present. What occurred in the period is represented in the statements properly. The concept of earnings management touches on why this may not always hold true. Management will select certain methods to better satisfy their financial needs but the information presented should be done in a way that benefits the user the most. 
Management selects methods based on a variety of factors; the obvious one is compliance. The groups that regulate the information that gets presented and in the form of presentation have the most power over management’s methods.  The proposed update regarding extraordinary items is an example of this. Often, management may have incentives to understate their profits and assets, and will choose methods that do so. Firms may face stress from political bodies with regards to taxation and the rate at which they can pay. Lowering the resources and profits through the use of a different method in this situation would be beneficial.  An example would be to select historical cost over market value in areas where applicable. The historical cost will often be less than market value which benefits the company, but market value may be the number that will best allow users to make appropriate decisions. Certain earnings could be lowered in a big bath situation as well to show growth in future years. 
Management often overstates profits and earnings because their bonuses and compensation are based on these numbers. A certain threshold may need to be met for a bonus so revenues are accelerated when possible.
	Investors depend on financial statements, which need to be as accurate as possible so that they are able to make educated decisions. If they cannot understand reports, or if there are material errors, there will potentially be large consequences–including the loss of confidence in accountants. Financial statements are supposed to follow the conceptual framework, which asserts that investors will be able to make useful decisions based on the reports. The enhancing characteristics state that reports should be consistent and understandable. There are several factors which lead to reporting issues in which the reports may not be consistent. Conceptual Framework Number 8 remains unchanged by this recent proposal. There are no new characteristics, components, or aspects that need to be included or edited in order for this framework to still apply. Conceptual Framework Number 8 remains unadjusted due to the information remaining consistent, regardless of structure. The usefulness of this framework is in no way impaired by the proposed rule change.
Poor matching and ever-changing properties of accounting earnings creates confusion for investors.  Poor matching comes from unavoidable business factors, managerial decisions, and most importantly changes in accounting rules. Recently, an increase in changes in accounting rules has led to worse matching. Poor matching decreases the correlation between revenues and expenses and increases the volatility of earnings. Volatility makes it more difficult for investors to make predictions about the future based on the reports. In these instances of poor matching, earnings management functions allow for firm’s to manipulate reported earnings. They can take advantage of different accrual strategies to over or under report income. Along with higher degrees of poor matching comes greater volatility and lower confidence in reported net income. This potential rule change really will not affect matching process or the earnings quality.
The differences in United States Generally Accepted Accounting Principles (GAAP) and International Financial Reporting Standards (IFRS) are important to consider. United States GAAP is rule-based, which makes it expensive and difficult to learn all of the rules and be able to apply them in the most effective way. While this proposed adjustment is not necessarily weakening regulation standards, deregulated markets would still be effective because of the agency theory, signaling theory, and private contracting opportunities. For instance, if the firm’s judgment on extraordinary items was of significance to shareholders, this information can still be disclosed in the financial statement notes. Shareholders still may attempt to demand information from the firm. If the firm does not comply with the shareholder’s inquiries, ownership attractiveness would decrease. The firm would still be compelled to report abnormal or infrequent events regardless of the FASB rules. If a firm signals to prospective investors that they are not willing to clarify unusual or infrequent events, this firm may be less highly rated by investors, rating agencies, creditors, and financial analysts. To restate, firms are still required to report these extraordinary items in the financial statement notes. Unregulated disclosure requirements are nearly inevitable for a firm to avoid. Most major firms take on substantial amounts of debt. For debt to be issued, a firm must disclose various financial positions and future obligations to the intended creditor in order to be granted loans. Private contracting may be one of the best incentives for a firm to clarify its unusual or infrequent events or transactions. They will often be required to unveil many of these details in order to function in the ordinary course of business.
	If the FASB wanted to really cut down on market inefficiency, they would require firms to disclose greater amount of content on financial statements. For example, they may require firms to disclose different measures of future expected revenues, costs, and investment outcomes. In theory, the market may be more efficient with greater emphasis on lower materiality levels than any restructuring of the current income statement. 
The issue with extraordinary items is similar to the issue with conversion to IFRS. One the surface, on can understand the reasoning between the process of converting to IFRS. One an also understand the reasoning behind using a separate classification for extraordinary items. However, if one observes the behaviors of firms more closely, they will realize the firm derives no benefits from either of these structural adjustments. If firms felt there was a value in converting to IFRS, they would implement this change and offer a copy of financial statements in this alternative presentation structure. Likewise, if there were benefits for investors from reclassifying items as extraordinary, the firms would act accordingly. A large firm like IBM would most certainly absorb the extra costs associated with IFRS conversion or extraordinary item classification if they felt there was a true benefit. Neither of these actions will likely take place without FASB requirements, suggesting they are both of no significance to investors.
Another issue with reporting has to do with the standards for extraordinary items.  Under the old accounting rules, the firm would have to classify the material gains and losses as an extraordinary item to highlight that to investors.  FASB has inconsistent logic.  Materiality measures are not the same across firms which can lead to even more confusion.
One of the concepts of the efficient market theory is that the financial statement information is all publically available to investors, so it is redundant for accountants to take the publically available information and restate the same information in a different format.  This is of no use to the public or investors.  Changing the format is not important; expansion of information would be more useful.  If more public information were available, insider trading would be reduced since there would be less private information to profit off of.  
The concept of redundancy is also discussed by KPMG LLP in its comment letter on the Accounting Standards Update.  The proposal is an additional schedule to highlight material items.  The firm states that the added table brings no new information to the users and is redundant.  The information is already there, and people who are trained in accounting will be able to understand it.  The firms argue that the necessary information is available to the public on the statements, and the concept of extraordinary items could be eliminated without a problem.  There is a semi-strong form efficient market where investors are intelligent enough to utilize public information.  Investors are not naive and don’t need as much protection as some may think.
[bookmark: _GoBack]Ernst & Young LLP maintains the same argument.  This firm states that the proposed update will decrease the cost of reporting while preserving the usefulness of reports.  They also discuss the fact that the Accounting Standards Codification does not explicitly define what significant or material means.
	Based on all available research information, there is no evidence that FASB’s proposed rule change will interfere with equity valuation. There is no reason to think that the market, in which a large portion of pricing is driven by sophisticated investors, would incorrectly value a firm due to this rule change. All indicators suggest that the coming rule change will reduce costs through simplification and in no way impede proper market valuation.
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You are required to analyze the FASB’s Exposure Draft on eliminating the concept of extraordinary items in the group research project. The text of the written report must be nine to ten pages (typed, double-line spacing, one-inch margin on all sides, Times New Roman, and 12-point font). Additional tables, charts, and other supplements may be included in the appendix in addition to the 10-page limit for the written text. All tables, charts, and other supplements should be numbered, referenced, and discussed in the text. No information should be reported in the appendix without being referenced and discussed in the text. The report must be in a single Word file. In this project, you must (a) discuss the reporting issue(s); (b) summarize related discussions from professional and academic articles; (c) discuss any related IFRS; and (d) apply the concepts that we have discussed in class in your report and include the concept checklist as the last page of your report. Your written report will be graded on both content and style. Plagiarism won’t be tolerated and your written report may be submitted to Turnitin.com checking for plagiarism. The sum of all direct quotations in the report cannot be more than 10 words. A list of references has to be included in the written report. 

This is a link to the list of FASB’s website this project:
http://www.fasb.org/jsp/FASB/FASBContent_C/ProjectUpdatePage&cid=1176164211686#due_process

Report should include the followings:

· 1-2 page summary of the background information concerning this project.
· One page summary of the current reporting standards for extraordinary item.
· One page summary of the proposed reporting standards for extraordinary item.
· One page summary of your answers to the three questions in pages 2-3.
· The rest of the report should be related to the topics in the concept checklist. Please make sure that you DO NOT
· restate concept definitions
· unrelated list of paragraphs with each paragraph on each concept
· discuss less than 9 of the 11 concepts listed below

Please submit this sheet as the last page of your group research project.

							Discussed explicitly on page
1. Signaling theory				____7_______
2. Agency theory					_____7______
3. Private contracting				____7,8______
4. Market failure					____________
5. Concepts in Concept Statement #8		____5,6______
6. IFRS issues					_____7______
7. Equity valuation				_____9______
8. Efficient market theory			____3,4_____
9. Inefficient markets				_____8______
10. Earnings management				_____5,7_____
11. Debt contracts					_____________

