Accounting Outline(!)

Introductory material & basic principles (1-53)

Asset recognition

Recognize assets on the balance sheet only when (1) entity controls resource; (2) entity reasonably expects the resource to produce a future benefit; and (3) entity obtained the resource in a transaction. 3

Record assets generally at historical cost, not market value.  3

Basic assumptions of accounting 57-60

Economic entity assumption - accountants assume that they can separate the activities of a business from the activities of its owners & other businesses.

Monetary unit assumption - use of dollar units to measure everything, since it best communicates info bout exchanges, services, changes.  Assumption that there is no inflation.

Periodicity assumption - accountants assume that they can divide the business's economic activities into artificial time periods.  Tradeoff between reliability and shortness of time period for report.

Going concern assumption - accountants assuem that the business will continue normal operations into the future.  Not followed where liquidation of business appears imminent; then, accountant should report assets at net realizable value, not historical cost.  59

Basic principles of accounting 59-61

Historical cost principle - record assets at original or historical cost.

Y? Offers a definite and determinable standard.

Note major exceptions to historical cost principle - investments in debt and marketable equity securities; recognition of immediate loss for permanent declines in value of an asset; all personal financial statements.  See discussion of "Dividends" below.  404-405

Objectivity / verifiability principle - prefer treatments from which different practitioners will reach the same conclusions.  Means preferring accounting treatments which evidence can support.  

As long as others can corroborate supporting data, accountants consider estimates objective and verifiable.

Revenue recognition principle - accountants may only recognize revenue when (1) an exchange transaction has occurred and (2) the accounting entity has completed or substantially completed the earnings process. 60

Matching principle - business must offset expenses against the resulting revenues in the same accounting period, whenever that's feasible.

Consistency principle - Accounting entities must give economic events the same accounting treatment from period to period.

APB 20: An accounting entity may change its accounting method between accounting periods only when accountants would consider new principle as preferable to the old method. 60, 152, 488, 625

If you change accounting principle, must also

disclose the change 

& report on income statement the effect on income (net taxes) as a separate line item, immediately after extraord. items.

& explain why the new accounting method is preferable.488

Other requirements, too.  488  Must include cumulative effect changing principle has on retained earnings in net income. 488

Changes in your accounting principles don't occur where you're adopting a new principle to events that were immaterial before or have just occurred for the first time.  487

A new accounting principle is made "preferable" by constituting an improvement in financial reporting; income tax savings alone will not qualify the new principle as preferable. 625

Other business in company's industry using method will make it preferable.  626

Changes in estimates

Changes in your estimates (of useful life, for instance) don't constitute changes in accounting principles. 487 

However, APB 20 does require businesses that change estimates to account for the effects of the estimate change in either the period where the change was made, if the change affects just that period, or the period and future periods, if the change affects both.  487  Must disclose if change has material effect.  488

Full disclosure principle - A business should report in the financial statements any facts sufficiently important to influence an informed reader's judgment.  This includes footnotes.

Basic modifying principles of accounting 61-62

Materiality - sometimes, you can disregard other principles and rules if something is small and unimportant.  Materiality depends on the item's size, the business's size, and the item's nature (e.g. if it's an illegal payment).61-62

Auditors treat any amount < 5% of income before taxes as immaterial, and any item > 10% of income before taxes as material.170

Courts & SEC treat omitted fact as material if a substantial likelihood exists that a reasonable investor would have considered the omitted fact important because disclosure would have significantly altered the total mix of available information.  171

Conservatism - accountants should choose the approach least likely to overstate assets and income.  Don't overapply conservatism, however. 60

Reflect all losses and expenses as soon as they appear likely; however, delay the recognition of revenues or gains until they are virtually assured. 60

Industry Practices - peculiarities in some industries and businesses allow departure from basic accounting principles. 62

The financial statements

Balance sheet & T-accounts for info upon balance sheet.

(debit on left; credit on right)

Balance sheet offers little or no contemporary or prospective info4

Balance sheet only tells you "how a business is doing" in terms of how much it owns vs. how much it owes.

Balance sheet speaks of a particular date

Balance sheet order 10

List assets on balance sheet in the order: 

Current assets (expected to be converted into cash or used in 1 year)

Usually includes inventory; accts. receivable; marketable securities; short-term prepaid expenses.  262

Long-term assets (resources not normally expect to convert/use within 1 year)

Fixed assets (tangible resources acquired for extended use)

Intangible assets (resources that lack physical substance: patents, copyrights, trademarks, goodwill)

List liabilities on balance sheet in the order:

Current liabilities (liabilities which will require payment within 1 year)

Usually includes accounts payable, accrued expenses payable, long-term debt portion w/in one year. 262

Long-term liabilities (obligations/parts of such not req. payment within one year)

Corporate balance sheets (how to specify par values, etc.) 51-54

Why do we care about these figures?  – Ratios on the balance sheet

Changes in owners' equity, as means of determining net income.  Whenever business earns a profit, its net assets will increase, increasing equity; whenever business earns a loss, its net assets will decrease, decreasing equity. 259-261

IRS uses this "net worth method"; if your net assets increased by more than your taxable income, IRS will allege you of failing to report income.

Troubles: any changes in owners' capital, or gains or losses to corporation unrelated to operations will be seen as "net income" under this method; also, you can increase your "net income" under this method simply by revaluing your assets at higher figures.261  

Working capital - excess of current assets over current liabilities.  Current ratio = current assets / current liabilities.  263

Current ratio > 2.0 is satisfactory; current ratio < 1.0 suggests a problem. 263  (Varies by industry, though.)

If ratio is too high, business may not be satisfactorily reinvesting.

Can look on balance sheet and see if company may have trouble meeting its liability commitments in the near future (as by comparing current liabilities to current assets).  261-2  This involves checking out nature of current assets and liabilities.

Acid test - ratio = (quick assets) / (current liabilities).  Quick assets = cash + cash equivalents + short-term investments, usually. 264

Acid test ratio near 1.0 is satisfactory.

Note that acid test never considers inventory; one way to survive despite a low acid test score, then, is to convert inventory to cash before your debts mature!

Acid test is a way of determining company's ability to survive if disaster strikes.

Net book value = net assets per share = equity per share.  266

Be careful!  Remember that balance sheet doesn't report assets or liabilities at fair market value.

Income statement 24, 27

Income statementonly tells you "how a business is doing" in terms of its ability to turn a profit

Income statement speaks over a period of time, usually 1 year.

Take revenues (on left), subtract w/ "Less:" (on right) all expenses, mark "Total Expenses:" (on right), find net income.

All the revenues and expenses go in the "Proprietorship" T-account in the ledger.

Revenues on right (credit) side of proprietorship T-account (with revenues showing up as credits on the right side of "Professional Income," etc. sub-T-accounts)

Expenses on left (debit) side of proprietorship T-account (with the expenses showing up as debits in their individual sub-T-accounts)

How to close 30 : first to Profit & Loss, then that into Proprietorship.

All the revenue and expense sub-T-accounts are closed into their usual sides of a "Profit and Loss" sub-T-account in middle of Proprietorship.

Expenses are debits; revenues are credits in P & L.

Then, close Profit & Loss into Proprietorship.  A profit is a credit balance in Profit & Loss.

A multiple-step income statement takes (1) revenues, then expenses, and nets them up in operating income; then (2) takes gains and losses from non-operating items, nets them in net gain/loss from non-operating items; then (3) totals net operating income and net gain/loss from non-operating items to get net income before taxes; then (4) subtracts income taxes from net income to get net income after taxes.  95

A single-step income statement amalgamates together both of (revenues & gains) and (expenses & losses).  96

Why do we care about these figures?  – Ratios on the income statement 268-271

Examine net income from continuing operations, not necessarily net income; extraordinary items can throw net income off.

Convert each line on income statement into a percentage of sales.270

times interest earned or interest coverage ratio = net income before taxes / interest charges. 270

Shows how much the enterprise's earnings can decline before the interest payments are in danger.  Creditors use.

debt coverage ratio = net income / (interest + current portion of long term debt)

dividend coverage =net income after interest and taxes / dividends. 270

Shows how much net income can decline without jeopardizing regular dividend payments.

earnings per share = net income per common share.  Preferred dividends subtracted out.  271

Several others: 272-4

Revenues and expenses; income statement basics

Revenues - def'n: increases in assets, decreases in liabilities, or both, resulting from delivering goods, rendering services, or engaging in ongoing major or central operations. 26

In short, then, revenues are amounts which the business's activities generate.

"Professional Income" - what you get from workin' as a lawyer.

Expenses - def'n: decreases in assets, increases in liabilities, or both, resulting from using goods or services to produce revenue.

In short, then, expenses are costs incurred to produce the revenues.  

Gains - Increases in assets or decreases in liabilities from peripheral or incidental transactions not involving investments by owners.  (i.e. increases in owner's equity from family gift, etc.) 26

Opposite of gains - losses.

Net income - what you get when you subtract revenues (including gains) from expenses (including losses).  Bottom figure on the income statement.

"Net income" could be called "net revenues."

Deferral and Accrual - Basic  (55-136)

Basic principle

Allocate revenues and expenses when earned or incurred, regardless of cash receipt or payment. 56

Revenue recognition principle - accountants may only recognize revenue when (1) an exchange transaction has occurred and (2) the accounting entity has completed or substantially completed the earnings process. 60

Accrual vs. deferral

Deferral: recording revenue/expense during a later period, even though cash moved during the current period.      [revenue/expense ( ; cash NOW.]  56-57

Accrual: recording revenue/expense during current period, even though no cash moved during the current period.        [revenue/expense NOW ; cash (.]

Deferral of expense and revenue

Mechanics for deferred expense:

Debit a deferred expense asset account; credit cash normally.

If you've sent out cash for expense partly for now and partly for future, do either:

Debit Rent Expense 5 and Deferred Rent Expense 10; credit Cash 15

Debit Deferred Rent Expense 15; credit Cash 15.�  Then, debit Rent Expense 5 and credit Deferred Rent Expense 5.

Basic principle:

Normally, Rent Expense       15�                         Cash                       15�But here, you don't want to recognize it yet!

Defer it:   Deferred Expense  15�                         Cash                       15

Mechanics for deferred revenue,

Debit cash normally; however, you'll credit a deferred income liability account.

Debit Cash 10; credit Deferred Income 10.  68

Normally, Cash                    15�                         Professional Income         15�But here, you don't want to recognize it yet!

Defer it:   Cash                     15�                          Deferred Income             15

Alternate terms

Deferred expense = "Prepaid Expense"

Will speak about subject, as with "Deferred Rent Expense," "Deferred Telephone Expense"

Deferred income = "Deferred income"

Note that a fixed asset on the balance sheet is essentially only a deferred expense; you prepay the cost of a building, for instance, for the benefit that extends over the length of its life.  64  

Accrual of expense and revenue 71

Mechanics for accruing expense:

Debit the expense normally; credit an accrued expense, however.

Basic principle:

Normally, Rent Expense            15�                         Cash                                     15 �But here, there's no cash out!

Accrue it: Rent Expense            15�                         Rent Expense Payable           15

Mechanics for accruing income:

Debit an accrued income asset; credit an income account normally.

Debit Income Receivable 10; credit Professional Income 10.

Normally, Cash                          15�                         Professional Income             15 �But here, there's no cash in!

Accrue it: Income Receivable    15�                         Professional Income             15

Alternate terms

Accrued expense = "Expense Payable"

or "Estimated Liability for ___" (when estimated accrued expense) 

or "Contingent Liability for ___" (when it's a contingent loss in the future, one we're not sure will occur) 500

or "Allowance for Doubtful Accounts" (when it's accruing bad debt from the future) 471

or (obsolete) "Reserve for ___ Expense"

Accrued income = "Income Receivable"

Asset ( Receivable ||| ||||| Payable ( Liability

except for expense accounts; they're left-side of Proprietorship.  

Corporate Dividends (47-55, 301-335)

Equity stuff generally 10ish?

Equity is arithmetical amount that remains after a particular accounting entity subtracts its liabilities from its assets. 10ish?

Types of residual interests

Sole proprietorship - one person; owner keeps all profits, but also bears any losses and remains personally liable for debts which business incurs.

Residual interest = "proprietorship"

Partnership - 2+ persons as co-owners; each person has unlimited personal liability for partnership's debts.

Residual interest = "partners' equity"

Corporation - residual ownership interest divided into shares, with shareholders enjoying limited liability.

Residual interest = "shareholders' equity"

Corporate shareholders' equity structure

capital stock aka stated capital aka legal capital -  cumulative par value of all issued shares 

on balance sheet – "common stock" (or "preferred stock" or "capital stock").  Other terms are legal system's terms. 51, 301  

par value - the fractional portion of the total capital that a share represents. 48

In 1/3 of states (including Delaware), cumulative par value = stated capital.

Notions supporting: (1) shareholders could not buy shares for less than their par value; (2) corporation could not distribute to shareholders amounts in the stated capital, protecting creditors.  

Today, par values are routinely very, very low. 49

additional paid-in capital aka capital surplus - amount, in excess of par value, which shares are bought for at issuance .

on balance sheet – "additional paid-in capital" 51

Corps may not be restricted from distributing additional paid-in capital to shareholders. 49

When corporation issues no-par shares (as many states, including Delaware, allow), directors have discretion in allocating price paid for shares between stated capital and capital surplus.  50

If a shareholder or government donates assets to a corporation, accoutnant may create a "donated earnings" account to reflect this increase. 334

retained earnings aka earned surplus - profits that the corporation reinvested in the business.

on balance sheet – "retained earnings" 54

Types of statutory restrictions on distributions

The awesome penalty:

Personal liability on directors who support or acquiescence in an unlawful distribution.  316 

All-but-stated-capital dividend limitation: must be true that�      (capital surplus) + (earned surplus) > dividend 317

In Del., Kan., LA, Missouri, NY, OH, OK, TX

For an example, see current Del. statute below.

LA, Miss., NY, OH – corporations must disclose any distribution from capital surplus to the shareholders.

Usually-only-earned-surplus dividend limitation: must be true that�      (earned surplus) > dividend       , OR �  [1] (capital surplus) + (earned surplus) > dividend   AND   �  [2] other conditions fulfilled  318  

In Idaho, Me., SD, WV 318

Ex: Idaho: "dividends may be declared and paid... only out of the ... earned surplus of the corporation...."  319  

In other words, net assets remaining after distribution (the equity, in other words) must at least equal sum of stated capital and capital surplus.  

Conditions under which dividends may still be paid, even if earned surplus does not exist

Dividends may still be paid on cumulative preferred shares from capital surplus.

Must have all of:

Corporation must identify distribution as from capital surplus to shareholders & disclose amount per share

Must have this distribution permitted in art. of incorp. or by vote of maj. of shareholders of each class

Corp. must have paid all accrued dividends due to preferred shareholders

Remaining equity after distribution must equal or exceed aggregate preferences due to pref. shareh on liquidation.

Cumulative-earnings-from-income-statement test - maximum possible dividend = cumulative undistributed earnings from the business's income statements.320

Essentially, this prevents a corporation from using unearned surplus (additional paid-in capital, donated capital?, reduction surplus [from lowering par value], etc.) from making up for a deficit in earned surplus.

in CA, AK

Recent-earnings-from-income-statement test - allows dividends up to the net profits from the year in which dividend declared and the previous year. 321

see Del. modern statute, below, for example.

Essentially, permit directors to declare a dividend as long as the corp. earned a profit in at least one of the two previous years, regardless of whether a surplus exists. 321

Allow corporations that incurred large operating losses earlier on to attract additional capital necessary to return to profitability.

in Del., Kan., LA, ME, OK

Particular important statutes

Delaware: first statute (in effect in 1917)

( Kingston – prohibition against dividends "except from the surplus or net profits arising from the business."  SUPP 7

Court held that an estimated increase in the value of the building owned by the business was not a net profit arising from the business of the company." SUPP 7  

M: Seems to mean that if you have a deficit re: equity, you can still give dividends if you are earning positive net income arising from operations (not including extraordinary items, discontinued operations, etc.).  Similarly, if you have a surplus (additional paid-in capital or earned surplus) you can give a dividend even if you're  losing money from operations in that year.

New York: very old statute (1924)

( Cox v. Leahy SUPP 12 (NY 1924) – statute allowed dividends only when "surplus profits" >= dividend paid.

M: The only way I could interpret this – means you can take only out of retained earnings?

( Hill v. International Products SUPP (NY 1925) – court ruled that unrealized appreciation on cattle was not something that should be considered as part of "surplus net profits."

This is the Kingston & Randall & Bailey question!  Defendants should have argued that though GAAP might not allow unrealized appreciation (and it certainly does not), the dividend statute might think of allowing this!

New York: old statute (1940)

( Randall v. Bailey 329 (NY 1942) – statute said "no stock corporation shall declare or pay any dividend which shall impair its capital or capital stock"

Court concluded that the courts' earlier construction of "capital stock" and "capital" showed that unrealized appreciation had to be taken into consideration when calculating possible dividends. 330

Delaware: current  (post-1991)

directors may pay dividends "upon the shares of its capital stock...out of its surplus...."  Law defines "surplus" = "excess, if any, at any given time of net assets of the corporation over [stated capital]."  317-318

"net assets" = (total assets) - (total liabilities)

Similarly, corporation may not redeem its own shares "when [stated] capital of the corporation is impaired or when such redemption would cause any impairment of stated capital."  317  

Current earnings alternative: may also pay dividend "out of [corp's] net profits for the fiscal year in which the dividend is declared and/or the preceding fiscal year," even if there's no earned or capital surplus 321.

Restriction: net assets must be equal to or greater than stated capital from preferred shares.

Determining what "net profits" and "and/or" mean here is tricky.  321-2

May a company calculate earnings in a way other than GAAP?  (i.e. may those companies value assets at fair market value rather than at hist. cost?)

The problem:

What if companies can calculate "surplus" in a manner that writes up assets and liabilities in accordance with their fair market value, rather than their historical cost? 328

( Kingston (Del. 1917) SUPP 8 - can't use market value

Court held that that the defendant could not carry on books estimated increase in the value of the building owned by the business in order to calculate "surplus" or the "net profit arising from the business of the company." SUPP 8  

( Randall v. Bailey 329 (NY 1942) - must use market value

Court concluded that the courts' earlier construction of "capital stock" and "capital" showed that unrealized appreciation MUST be taken into consideration when calculating possible dividends. 330

This required unrealized appreciation and unrealized depreciation to be considered.  "All assets must be taken at their actual value." 330

This only required evaluation of assets' fair value every few years; however; no formal appraisals constantly required. 330

Other courts saying can use market value

HBJ (S.D.N.Y. 1987) - corporation may value assets at FMV rather than book value for purposes of determining the amount available for distribution to shareh. 334

Delaware courts seem to agree now!  References to value in Corp Law statute indicate that appraised or market value should serve as appropriate measure for this purpose. 334

At least one state, California, and the American Bar Association believe GAAP (and thus historical cost) should be used when calculating dividends. 338

Some specific statutes address this.  334

"Revaluation surplus" is created when the corporation revalues its assets.  Question of whether corporation can give out dividends from revaluation surplus is tricky.  NY law – you can, but it's considered "capital surplus." 335

If you're drafting an agreement, you may not want to use GAAP; it may vastly undervalue some things, in accordance with conservatism. 348  See note 1 below.

A major exception to the historical cost principle occurs for investments in most debt and marketable equity securities; there, fair value accounting should be used.  404  See section I's discussion of this.

Times not to value things at historical cost.

Three broad situations:405

Use fair value accounting for debt and marketable equity securities

Recognize immediately any permanent decline in an asset's value

Use fair value accounting for personal financial statements

Accounting for debt and marketable equity securities

This includes (debt securities:) Treasury bonds, government bonds, municipal securities, corporate bonds & debentures, other instruments representing a right to receive payment from a borrower; (marketable equity securities:) common & preferred shares and their options.

If equity security without a readily determined market value, enterprise must use historical cost method; carry at historical cost on books, treat any dividends as income. 405

But, use lower of cost or market if investee appears to have suffered a decrease in value which is not merely temporary (i.e. series of operating losses)

If held-to-maturity debt securities (enterprise has intent & ability to hold until borrower must repay), carry at amortized cost - carry at bought amount the debt security as an asset, then when interest comes in on the debt security, reduce security's value; simultaneously, amortize difference between bought value and face value over years.  408

If trading security (debt or mktble. equity security which bus. intends to sell in the near term), should report at fair value and use unrealized holding gains and losses in income 410

If available-for-sale security (all other debt & mktble. equity securities), should report at fair value, then include unrealized gains and losses as net amount in a separate component of the equity section of the balance sheet until realized, not put in income.  410

Note

GAAP's historical costs may be very misleading – in an age of intellectual property and other intangible assets, especially so.  The balances for both the land and film portfolio of the Disney Co. are vastly undervalued, as they are valued at historical cost.  Star Wars - its costs were written off a few years after release, so it would have no value in Lucasfilm's books.  Historical cost may be misleading.348

Lenders often use restrictive covenants to limit the borrower corporation's ability to distribute assets to owners (imposing their own set of dividend restrictions) and grant certain remedies to the creditor if repayment appears threatened.  302  

These loan agreements will often specify "default" as occurring where the debtor has not complied with the restrictive covenants.  Corporation must immediately repay the whole loan.

Corporate statutes impose liability not only when shares are bought for less than par value not only on the corporation, but also upon the stock-buyers. 303 

May also be used to impose liability on shareholders – useful in failed leveraged buy outs (Patriots type of buyout) 315 

Corporation may always avoid the stated capital impairment restrictions by simply having directors and shareholders agree by vote to amend their articles of corporation, reducing the par value of the stock.

Extraordinary Items (481- 493)

Types of special items

Extraordinary items

def'n = gains & losses from events / t/x/ns that are both unusual in nature and infrequent in occurrence.  

"unusual in nature" = (1) high degree of abnormality & (2) must not (or only incidentally) relate to the enterprise's ordinary and typical activities.

"infrequent in occurrence" = business must not reasonably expect the underlying event or transaction to recur in the foreseeable future. 486

also includes all gains and losses from extinguishing debt. 486

Examples of items that don't qualify as extraordinary

frost damage to a citrus grower's crops (occurs every 3-4 years); write-offs of receivables; losses from labor strikes; gains/losses from sale/abandonment of property, plants, or equipment used. 486

Discontinued operations

def'n = a distinct business or other operational segment that an enterprise decides to sell or eliminate. 485

what qualifies as an operational segment?

enterprise must be able to clearly distinguish component's assets, operating results, and its physical activities.... 485 

but asset disposals incident to a business's evolution – 

like eliminating a line of business, transferring production or marketing activities, from one business location to another, phasing out a product line or service, and other changes, DON'T qualify for treatment as discontinued operations.  

Way in which you're supposed to deal with them  (FAS 109)

May use prior period adjustments only for corrections of errors in financial statements for a previous period.484

When you do so, no effect on income statement.

Must correct the entire error on discovery. 484

Discontinued operations should be included in 2 separate components on income statement, before income from extraordinary items

"income or loss from discontinued operations" - operating income or loss from departing business segment, less income taxes, from beginning of current year to the date that the enterprise formally chose to exit the business ("measurement date").

"gain or loss on disposal" - income or loss from divesting the segment, less income taxes. 485 

If actual disposal has not yet occurred at end of accounting period, must estimate the income or loss from the measurement date ( disposal date, along with gain or loss on actually disposing.

If you expect a loss from the proposed sale/abandonment, enterprise must include estimated loss in net income for the year in which the measurement date (decision) occurred [conservatism principle].  If you expect a gain, revenue recognition principle requires you to wait until closing the sale or ceasing operations. 485

Enterprise should report discontinued operations at the lower of carrying amount or net realizable value. 706  (APB 30)

Extraordinary items should appear in a separate section on the income statement, right after discontinued operations, after a caption stating "Income before extraordinary items." 487

List extraordinary items after taxes. 487

Items which are not extraordinary, but is either unusual in nature or infrequent in occurrence should be put down at gross amount (before taxes) as a separate item in computing income or loss.  Also, enterprise, should disclose nature & financial effects of each such event or transaction in notes.... 486  

Ways in which you could deal with them:

Include in current income under a separate caption, such as "Income Unrelated to Current Operations" or "Extraordinary Item."  Tabulate up "Net Income from Current Operations" separately.  (Problem: investors still concentrate on "Net Income" final figure.) 482

You do this in real life, more or less.

Credit or debit a special item directly to Retained Earnings, and don't touch income statement for the current year.  This is called a "prior period adjustment." 482  (Problem: what it "special" enough to omit?  Management will want to sweep losses under the rug by doing this.  Problem: series of consecutive income statements no longer functions to give you a full idea of business's fortunes.) 483

You're allowed to do this only for corrections of errors in financial statements for a previous period.  See below.

For many years, accountants regarded which method you chose as a judgment call.

Not any more....

Note

In normal usage, "earnings" or "net income" includes extraordinary items, but "operating income" does not. 493

The Matching Principle & When to Defer ("Capitalize") 

Matching principle - business must offset expenses against the resulting revenues in the same accounting period, whenever that's feasible.

Basic rules for matching  (FASB Concepts 5-6) 455

Enterprise should match expenditures & losses against revenues that result directly and jointly from the same transactions & events.

Match to create a cause & effect relationship between expense & revenues.

Example: a sale of merchandise involves sales revenue; cost of good sold expense; shipping costs for delivery; sales commissions, etc.  All should be recognized when the merchandiser delivers the underlying goods to the customer. 456

if an expenditure or loss doesn't relate directly to any particular revenue-producing transaction, but does relate generally to revenues earned in some single accounting period, enterprise should recognize an expense or loss for that accounting period.

if an expenditure doesn't relate directly to any particular transaction, but generally aids in the production of revenues in more than one accounting period, enterprise should systematically and rationally allocate the expenditure among the different accounting periods that the enterprise expects will benefit from the expenditure.   (this is GAAP.) 630

When enterprise enjoys the benefit that the expenditure provides ratably over a duration, the enterprise should allocate expenditure's cost ratably among the relevant accounting periods.  Example: casualty insurance; you'd defer the cost ratably over the policy's duration. 457

If expenditure provides benefits in a way that doesn't correspond ratably to the passage of time, it may allocate the cost nontratably.  If enterprise determines based on past experience, professional advice, or otherwise, that the business derived twice as much benefit from an ad campaign in the first year after the expenditure as in the second year, then enterprise should charge $200 to ad expense in year one, and defer $100 to year two.457

if enterprise can't relate expenditure or loss to a particular revenue or transaction or to any future accounting period, enterprise should recognize the item in the accounting period where the business incurred the loss or discerned the loss.

This counts for sudden legal liabilities! 467

If the business expects a loss, that loss should be recognized as soon as it becomes evident.  Consistent with conservatism.  60, 433 , 438

Enterprise may treat group of contracts as a unit when determining whether to recognize the loss immediately, however.  

Factor 1 - Matching expenses with the revenues that result from the same transactions & events

Basic example

Is standard revenue matching OK for tax?

( Boise Cascade v. United States 443 - court concluded that the standard matching revenues-with-expenses method of accounting was acceptable for tax purposes, and that the IRS Commissioner abused his discretion in objecting to it.  

IRS rules: accrual method taxpayers may defer prepaid income for services as long as taxapayer will perform those services b/4 end of next taxable year.  However, cannot defer prepaid interest or rent.453

Do you match the costs incurred in obtaining the contracts against the revenue from those contracts?

INDOPCO case – taxpayer may not deduct legal, investment banking, and other expenses that corp incurred to facilitate friendly takeover; these are capital expenditures.453

Ebasco's costs in ( Boise Cascade arguably represent significant future benefits – and thus are capital expenditures – since they generate revenues from or reduce expense otherwise necessary to contracts.454

Factor 3 - Allocation of an expenditure among multiple accounting periods 

Allocation procedure must be "systematic" and "rational."  645

GAAP does not require enterprises to apportion costs ratably over an asset's useful life.  Systems involving non-ratable allocation of cost can also qualify as "rational."  However, ratable allocation is the most common practice.  645

When should an expenditure be deferred?  (When is a cost an expense rather than an asset?)

Big question: Does expenditure represent an expense, recognized immediately and completely in enterprise's income statement for the current accounting period, or should it be treated as an asset, which will be "capitalized" - placed on balance sheet and have costs flow through income statement over time?633

Is the item a repair - a cost incurred to maintain the asset's operating efficiency and expected useful life?  Repairs are usually small in amount and recurrent in nature.  Repairs are treated as expenses.  633  

Examples: maintaining buildings, changing machine oils, replacing minor equipment parts.633 

Is the item a capital expenditure - a cost that increases operational efficiency and productive capacity or extends an underlying asset's useful life?  Capital expenditures are usually larger in amount.  Capital expenditures are treated as debits to assets. 633  

Test: 633

Does the expenditure create a new asset?  - if yes, it's an asset

Does outlay restore an underlying asset to its original condition? - if yes, it's a repair (expense).

Does expenditure enable the enterprise to produce greater quantity or better quality products? - if yes, it's a capital expenditure (asset).

Does the outlay extend an existing asset's useful life? - this is a useless plank.  It may be either a repair or a cap. expenditure.

How often does the expenditure recur? - if often, it's a repair (expense).

When should costs of intangibles be deferred?

Types of intangible assets

identifiable - can be sold apart from business's other assets

Ex: patents, trademarks, training costs, computer software developments, brand names, covenants not to compete, licenses, franchises, memberships, customer lists, signing bonus, permits, formulas.

unidentifiable - cannot be sold apart from the business's other assets.

Ex: goodwill

When acquiring intangible assets from a third party

GAAP requires enterprise to record costs as assets and to amortize these costs over the intangibles' estimated useful lives, which may not exceed forty years.  669

40-year periods may often not be justified

SEC limits goodwill amortization period in banks / S&Ls to 25 years 683

Tech & computer software industries limit amortization periods to as short as 5 years. 683

Enterprise should also disclose on fin. stmts. how enterprise treats intangibles & amortization method & period. 670

This is required both for identifiable and unidentifiable intangibles.

When developing intangible assets within business

Identifiable assets

GAAP generally permits capitalizing the costs (as assets), but APB 17 arguably generally discourage capitalizing these costs. 670

APB 17 specifically does not encourage capitalizing costs of

a large initial advertising campaign for a new product or

training costs for new employees  670

FAS 2 forbids capitalizing costs of

research and development. 

"research" = "planned search or critical investigation seeking new knowledge in the hope that enterprise can use the new knowledge to develop new product, service, process, or technique, or significantly improve existing product, process"  FAS 2.  642-3

"development" = "translation of research findings or other knowledge into a plan/design for new product, process, or significant improvement to product, process."   FAS 2. 642-3

( Cox v. Leahy allowed capitalizing prepaid insurance.  SUPP 12

( Cox v. Leahy forbade capitalizing "prepaid taxes," as they weren't available for a refund & go for past and future expenses of govt.

Unidentifiable assets

Can appear on the balance sheet only when an enterprise acquires an ongoing business.

Enterprises may never capitalize amounts spent internally to create or develop goodwill.  682 APB 17. Enterprise must expense these amounts.

Intangibles like goodwill and patents provide benefits over more than one accounting period.  Enterprises should allocate costs of intangibles in systematic and rational way among those periods. 630

Liabilities that should be noted on the balance sheet, despite the fact that they don't really "deserve" to be recognized as yet.

Example: Pacific Grape case.  Company has treated $300,000 in goods which customers have ordered, but which company has not shipped at the end of the year, as not sold during that year.  Costs of brokers' commissions should not be charged to Expense for that year.  However, the brokers have earned their commissions, and the company is liable for them.  This, therefore, should be an Expense Payable (accrued expense) account.  The accompanying debit to this credit must be Deferred Expense. 479

Mechanics, therefore:

Deferred Commission Expense           30,000�              Commission Expense Payable                  30,000.  479

Another example of these: lease accounting.

Operating leases - "true" leases; lessor conveys the right to use property.

Lessee debits rent expense; credit cash on a straight-line basis throughout term.

The lessor, on the other hand will carry the leased asset on its balance sheet & depreciate it.

Capital leases - GAAP will take this from substance, neglecting form!  These are installment purchases in substance.

See classification procedure below.

If capital lease, "lessor" must record the asset on its balance sheet, and do other complicated things. 700

FAS 13 - lessee must treat an arrangement as a capital lease if:

lease transfers ownership of property to lessee

or lease contains bargain purchase option

or lease term >= 75% of leased property's est. economic life

or present value of minimum lease payments >= 90% of leased property's fair value. 699

OR – if beginning of lease term is in last 25% of est. economic life – special procedure.  699

How to value assets on the balance sheet, neglecting depreciation

How to calculate some of these asset amounts

Types of "values" and "costs"

What does "fair market value" mean, anyway?

"price at which certain property ... would change hands between a willing buyer and a willing seller, each being fully informed as to all relevant facts & neither being under any compulsion to buy or sell.  693

Best evidence is quoted market price in an active market. 708

What's "replacement value"?

"amount that an enterprise must pay to purchase a similar asset."  May be more than FMV, b/c no market may exist for the particular used asset. 694

Questions of value for the whole business - different means 694-5

book value; tangible book value; adjusted book value (to market); liquidation value; replacement costs;capitalized earnings; discounted cash flows

Calculating goodwill

often used def'n - excess of purchase price for an acquired company over its assets' fair values 669, 681-2.  APB 17.

excess earnings method for valuing goodwill – treats goodwill as = expectation of future earnings greater than a fair return on the property invested in the business.  683-4

i.e., you would take (average earnings of firm) - (a fair return [10% or some other number you make up] * identifiable assets) = excess earnings.  (Excess earnings) / (fair return %)  = goodwill.   683

Allows goodwill to be valued even if no actual transaction has taken place, or book value doesn't reflect fair value.  (Still, though, a company should never carry on books its own goodwill!) 683-684

Calculating asset amounts in special cases 648-649

if property was bought with shares - shares' mkt value establishes historical cost; if shares are not widely traded, use property's FMV to establish historical cost.648

if fixed asset bought with long-term financing, credit contracts w/ notes, mortgages, or bonds, asset's historical cost is the obligation's present value.648

if lump sum of fixed assets acquired in one transaction, allocate purchase price based on FMVs first to current assets, then mktable securities which aren't current investments, then remaining. 648

if gift to company, use appraised or mkt value to establish cost.  Credit Donated Capital. 649 

Depreciation or Amortization (66-68, 646-)

Notion

Fixed assets are essentially only deferred expenses.  You prepay the cost of a building, for instance, in return for the benefit you gain from that building parceled out over the length of its useful life. 66-67

Keep in mind that you're not actually measuring the diminution in value – this is only an accounting device, a way to systematically and rationally distribute the expense among the different accounting periods that span an asset's useful life!  It's matching the expenses against the revenues they produce!66, 644

Allocation and mechanics (of the straight-line method):

[ Cost of asset – salvage value (you'll receive when you retire it) ] ( Useful life (in accounting periods) = Depreciation Expense per accounting period 67, 652

This is called depreciation for fixed assets, and amortization for intangible assets. 67

Mechanics: each year or month:

Debit Depreciation Expense 5; credit Computer Equipment 5.

OR Debit Depreciation Expense 5; credit Accumulated Depreciation 5.�Accumulated Depreciation appears as an offset to, or reduction from, Computer Equipment on balance sheet.  67-68

Y use Accumulated Depreciation?  Allows accountants to preserve fixed asset's original cost, and even gives some idea from balance sheet of how much items have been depreciated.

"Book value" of an asset = the net amount for that asset = original cost – accumulated depreciation.

How to get initial figures for cost of asset

Historical cost is, of course, the usual basis for determining depreciation.  646  Historical cost includes cost to acquire the fixed asset & bring it to the location & condition of its intended use.

Historical Cost of equipment thus includes: purch. price, freight & installation costs, along with insurance premiums during transit + outlays for trial runs 646-648

Historical Cost of land = not only purchase price, but also costs of mortgages assumed + real estate commissions + title insurance + legal fees + accrued property taxes + surveyor fees + clearing & draining property + demolishing any old buildings on site

Historical Cost of building = not only purchase price (if it's purchased), but also construction-related costs + materials & labor costs + attorney's fees + building permits + architect's charges, etc. + interest paid on borrowed funds for acquisition of building or land it's on before the new property is ready to produce revenues, as seen below 647

Historical cost of inventory = freight, etc., involved in getting it ready for sale!  Don't include selling expenses, however.  Trust me

Interest on funds you borrow to finance your acquisition, where that interest is paid/accrued before the new property is fully constructed & ready to contribute to producing revenues

SEC in 1970's prevented any more companies from adopting the practice of deferring these interest costs.

FAS 34: FASB disagreed, concluding that enterprises should defer this interest into the historical cost of acquiring the asset.  647

Interest funds paid on a loan for land before new plant on that land is complete ( should also be deferred into the historical cost of the building.  647

How to determine salvage value

Salvage value = asset's estimated future trade-in value or selling price 649

If disposing of the asset will involve additional removal or selling costs, the enterprise should use "net" salvage value to determine the costs to allocate to the various accounting periods. 649 

How to determine useful life

Note that useful life may be different from how long the asset could actually physically survive; enterprises will stop using facilities when inefficiencies cause production costs to rise.

How to estimate?  Most estimates are relatively arbitrary.  May also use statistical methods, engineering studies, past personal or industry experience with similar assets

Fixed asset's life may be expressed in # of hours or # of items produced, not just # of accounting periods

Note that you can depreciate land improvements, though you can't depreciate land.  (You deplete land – treat it like any other capital asset... segment it out over time it produces benefit for you....) 650

Methods of Depreciation: should the item be depreciated ratably, or not?

Remember, the constraint is that it has to be "systematic and rational." 651

Companies may use more than one depreciation method.  657

Units of activity – estimate useful life in number of items it produces or number of hours it works, then divide it up ratably....

This has the bonus of lowering depreciation expenses during periods of low productivity (= low net income?) and raising depreciation expenses during periods of high productivity (= high net income?) 651

Straight-line method – what was talked about in B. above.  You divide up difference between cost and salvage value over useful life in number of accounting periods, and charge ratably among 'em. 652  (Most commonly used.)

Group method – don't treat every fixed asset as a separate unit for depreciation, but instead treat a number of individual items together as group.  Apply single depreciation rate to total cost of assets in the group, less total estimated salvage value.  662

Often involves assets with small individual values, like small tools, or homogenous groups of assets.  

example: Cab company buying ten identical cabs for the same price.

No need to reflect gain or loss upon the retirement of each individual asset.  If one of 10 cabs in group is retired early, don't care.  Theory: over depreciation on some of the assets will balance any underdepreciation on other assets.

The figure in the Accumulated Depreciation account thus does not necessarily reflect the exact amount of the depreciation to date; enterprise includes gains and losses upon previous asset retirements in that account.

Accelerated methods of depreciation 

AICPA said in 1954 that declining-balance method is one of those which meets the requirements of being "systematic and rational." 653

  "Sum-of-years' digits" method is also "systematic & rational." 653

Where expected productivity or revenue-earning power of asset is relatively greatest in earlier years of asset's life, declining-balance method may provide most satisfactory allocation of cost.

Maintenance charges increase as an asset grows older, too. 652

Sum-of-the-years'-digits method

produces decreasing depreciation charge as a function of decreasing fraction (equal to actual remaining years of useful life/sum of useful life years) of depreciation base (cost - salvage value) 653

 So, in year 1: 4/(4+3+2+1)= 4/10.  Depreciate  by multiplying 4/10 * (cost - salvage value).

And so on... 653

Declining balance method

takes (current undepreciated part of original cost) * (normal straight-line rate) * (whatever superdeclining balance figure you want to choose), until depreciation would otherwise drop balance below salvage value.654

Ex: if $12,000 item with four year useful life (1/4 straight-line rate) and you want to decline balance at 150%, first year's depreciation is (12,000)(1/4)(150%)=4,500.  Leaves 12,000 - 4,500 = 7,500 undepreciated.  So, at end of second year: (7500)(1/4)(150%).  Etc.

Notes on estimates

Management may in its discretion revise estimates of depreciation useful lives and salvage values. 655

If management decides to do this, it takes remaining depreciable amount and divides it up over the remaining estimated useful life.

However, can only change method for asset (from straight-line ( accel. depreciation, for instance) if the new method qualifies as "preferable." 655

When to keep the original cost on your books, and when to write it down... when to take a "Big Bath" 703-710

Long-lived assets remain recorded on balance sheet at original historical cost, unless permanent decline in value occurs.  If so, enterprise records permanent impairment to asset's carrying value by debiting loss account (Loss Due to Equipment Obsolescence) and crediting Asset or Accumulated Depreciation.

Problem:

No standards existed to determine when an impairment had occurred, or whether it was "permanent."

"Big bath" def'n = enterprise announces a huge write-down or write-off during one quarter of the year.

Also was used to refer to huge write-downs due to changes in accounting procedure.

New FASB 121 rules: 705-710

Applies to

long-lived assets; most identifiable intangibles; any goodwill associated with those assets (which is eliminated first before carrying value)

For assets that business plans to hold and use in operations – 

Business must review asset whenever events indicate that enterprise may not recover asset's carrying amount.

What notifies enterprise that it should conduct review?

Significant decrease in asset's market value, as thru technological obsolescence; significant change in way enterprise uses the asset; signif. physical change in asset; signif. change in legal factors or business climate affecting value of asset; adverse action/assessment by regulator; significant cost overruns on acquiring/constructing; current period operating/cash flow loss & history of such losses; projection indicating such cash flow losses. 706-0707

Enterprise must estimate the future cash flows that it expects to come from the asset's use and eventual disposition; if carrying amount on books is greater than the sum of expected future cash flows, 

(Enterprise must use "lowest level of identifiable cash flows", i.e. single oil well vs. country's oil wells.)709

(Enterprise may not consider interest on loan that allowed buying asset, which makes writedowns more difficult for leveraged buyout users.)710

then enterprise must recognize loss and carry the asset at its fair value.706

For assets that the business is holding only for disposal

Carry at the lower of the asset's carrying amount or fair value, less the cost to sell the asset.

Cost to sell includes broker commissions, title transfer fees, closing costs.

Note that this does not apply to assets for discontinued operations - those go under APB 30, and are under "Extraordinary Items" above.709

Revenue Recognition (70-71, )

Revenue recognition principle - accountants may only recognize revenue when (1) an exchange transaction has occurred and (2) the accounting entity has completed or substantially completed the earnings process. 60

Basic examples

Lawyer who receives fee from client for professional undertaking, which won't be completed until later period, will not recognize revenue from the transaction until the lwawyer in fact substantially completes his assignment, even if he does some of the work in a prior period.  70  (Defer all income received beforehand.)

Seller of goods receiving payment in advance generally won't recognize any income until it delivers the goods to the consumer. 70, 456

In most cases, full performance requires seller to deliver goods either to a buyer or to a carrier destined for the buyer; sometimes, contracts require labeling of goods, installing products at buyer's premises, etc.  Substantial performance, though, is the issue .

Consignments (where "sale" is conditioned upon distributor's ability to resell the product) - no revenue recognition until distributor resells. 419

When has an exchange transaction occurred ?

Generally includes requirement that the seller receive cash or something convertible to cash. 367¶B  If consideration received lacks value in money or money's worth, an exchange trasnaction has not really occurred. 375

Prefer to use arms-length transactions (not between related parties) 375 

Transferring materials between the purchasing and manufacturing divisions of a single enterprise does not qualify as an exchange t/x/n.376

This basically requires someone to have bought the goods (remember the law school survival guide example!) 376

What is substantial performance?

Any reasonable cut-off-point, consistently applied, should qualify. 419

Accountants typically view the passage of title to the goods from the seller to the buyer as a sensible demarcation. 419 

When contractual right of return exists - FAS 48 - a seller can recognize revenue immediately only if all of following: 424  (If all satisfied, report sales revenues, cost of sales in income statement & reduce amounts to reflect est. returns.)

underlying agreement substantially fixes price to buyer on sale date

buyer has paid seller; or agreement obligates buyer to pay seller regardless of whether seller resells the product

product's theft or damage won't change buyer's obligation to pay

buyer is not the seller (has economic substance apart from seller)

contract does not obligate seller to directly bring about goods' resale

seller can reasonably estimate future returns

Factors for this: none of           (FAS 48)

product is susceptible to external factors such as technological obsolescence or changes in demand

return period is relatively long

there's insufficient or no experience w/ similar products

changing circumstances preclude use of historical experience 424

inadequate volume of homogenous transactions

NOTE if seller cannot satisfy all of these, enterprise should recognize sales revenue & expenses when return period has substantially expired, or when underlying circ. satisfy the six factors. 425

When exchange is nonmonetary – an inventory item for a product/property that enterprise will promptly sell in same line of business to a customer other than the other party in the exchange; or asset other than inventory for a similar asset, like player contracts in sports franchises – then there should be no revenue recognition and enterprise should account for the item at historical cost of what was relinquished. 425

( Pacific Grape Products Co. v. Commissioner (9th Cir. 1955) 419 - found that the defendant, a canner of fruit and fruit products, could validly use a system of accounting under which goods ordered, but not shipped, at the end of the accounting period (year) had their revenue accrued into that accounting period.  Goods were from the same canning pack as goods sold during the accounting period; title had passed to the buyers 421; goods to be sold were segregated from other goods and sufficient in amount; and defendant accrued all expenses concerned with cans into the current accounting period as well.

Essentially, then, this case delivers an exception to the substantial performance "must be shipped" rule.

Exception to normal revenue recognition: Benefit from permitting use of asset over passage of time

Where the income recipient's performance consists primarily of permitting another to enjoy the use of property or money for a period of time, the transactions are viewed as if they were a series of separate transactions covering the consecutive accounting periods over lifetime of agreement.  Income is proportionately regarded as having been earned in each period along the way.  Divide pro rata.  71, 426

Paradigmatic examples: rent for land and interest for money.

Y? Even under the most conservative view of things the lender of money or lessor of property will almost invariably perform their agreement in full. 71

This also works for certain services rendered continuously over time – like security services.  May divide income proportionately as if earned in each period along the way. 426

How to allocate interest revenue over time 425

How to impute what's interest and what's the principal when you just have a nice flat amount 426

Table IV on page 764 – take its figure, and�   (The yearly payment including interest) * (Table IV's figure) = true principal.�Subtract amount paid in loan - true principal, and you got the interest.

Down payments considered separately.

Straight line method

Example: $131,899 loan at 10% interest, compounded annually, for 5 years.  Principal = $100,000.  Monthly payments = $26,379.

Treat $20,000 (1/5 of principal) as principal payment for each year.  Treat remaining $6,379 as interest income.

This does not accurately match interest income to the various accounting periods.  Effective interest rate varies.

Effective interest method

Take (interest rate)% of outstanding loan balance as the interest income for each period.

Thus, in first year, it's 10% of principal (100,000) = $10,000 for interest income.  The remainder ($26,379 - $10,000 = 16,379) goes to reduce principal.

In second year, it's 10% of what remains of principal ($100,000 - $16,379 = $83,620), or $8,362.  Remainder ($26,379 - $8,362 = 18,017.70) goes to reduce principal.

This continues until the end of the fifth year, when the interest income ($2,398.17) will be quite small.427

THIS IS THE PREFERRED METHOD.

If the franchise is sold for $50,000 ( $10,000 down payment and $40,000 in four $10,000 payments over 4 years ( then true loan is $40,000; true principal on that loan is $33,120.  Interest income will be $6,880.  ***  Initially, debit cash $10000, note receivable $33,120; credit $43,120 revenue to sale of franchises (if you think it meets standard requirements for revenue recognition).  Over next five years, as $10,000 payments, come in, debit cash; credit note receivable, credit interest income according effective interest method. SUPP

Exception to normal revenue recognition: You may use the percentage-of-completion method for long-term contracts

Notion

Applies to long-term contracts, where the transaction is not completed when the contract is entered into, and thus where the K itself is the cost & profit center. 431

Requiredness?

Statement of Position 81-1 (category (b)) - percentage of completion method must be used when conditions exist.  439

ARB 45 - states that percentage-of-completion method is preferable to standard completed-contract method when the estimates necessary to apply the percentage method are sufficiently dependable.  433

Availability

Graese & DeMario requirements (mirrored in Statement of Position 81-1) - you may use percentage-of-completion method if  434

written contract detailing the consideration, the goods/services, & the manner and terms of settlement of the deal [Test is "clearly specifies under Statement 81-1]

seller can adequately estimate the cost to complete and the percentage of the contract thus far completed  [Test is "reasonably and reliabily estimate" under Statement 81-1439]

Estimate costs as (aggregate cost to date) / (estimated total costs at completion).

May use labor hours, labor $, machine hrs, architectural estimates instead as well. 435

seller has a cost accounting process that allocates costs consistent with the estimates.434  

buyer and seller have capacity to satisfy their obligations

Mechanics of percentage-of-completion method

Income statement shows actual expenses incurred on contract during the period and an amount of estimated revenue which bears same ratio to total expected revenue as actual expenses did to projected total expenses.438  Very complicated - not in book.

Availability of deferral of various types of precontract costs 

precontract costs - should be deferred only if costs can be directly associated with a specific anticipated future contract.  Upon proper deferral, then can include in contract costs upon contract's receipt. 436

cost of supplies or materials for future anticipated contracts - may be deferred only if it is probable that costs will be recovered from future contract revenue. 437 

goods in excess of what's required by a contract - may be deferred if it's probable that future orders will occur. 437 

startup/learning costs as in aerospace industry (assuming future contracts will come after this startup contract, then aggregating current contract revenues & costs w/ both existing and anticipated revenues & costs in percentage-of-completion method) – not appropriate.  437 

Why have this method?

Unlike the standard completed-contract method, the percentage-of-completion method does not produce erratic income statements, due to random factors having to do with when things are completed.  433

Its disadvantage, though, is that it creates a risk of error - due to estimation - that the completed-contract method does not. 433 

Percentage-of-completion method reflects income in the accounting period duringwhich the effor twas expended to earn that income

Note

Do not accrue income from a transaction if there is substantial doubt as to the ultimate collectibility of cash, even if income has been earned in current period.  76

This is only when there is special concern about collectibility, not just the general risk of nonpayment.

Sometimes, recognition of income from performance of services is delayed until a bill has been sent, even though it's a transaction and performance is substantially complete; waiting to accrue income until bill sent can avoid the need for estimation and provide greater assurance that performance has actually been completed. 76 

Sometimes, may want to only start using percentage-of-completion method to recognize revenue when a certain percentage has been reached.  Acceptable if specified performance level is reasonable in circ., if practice is applied consistently, and if full disclosure of method is made. 436

Exception to normal revenue recognition: nonmonetary transactions 391



Revenue in certain special types of transactions 

Exchange of property for a note 401

There are two elements to the revenue the seller receives: the principal (the price for the thing sold) and the interest (the money given to the seller for the buyer's ability to be able to use the money/price for a period of time)

When the note's face amount doesn't reasonably represent the present value of the consideration given in the exchange, (the principal's undervalued)

either because the note doesn't provide interest

or uses an interest rate which differs from the market rate

THEN take the present value of the good sold and subtract it from the face amount.  The difference: the discount, which is reported as a direct deduction from the note's face amount.

Mechanics: (for $21.6M 7% note receivable for 93 years, $40K good)

 Note Receivable      $21,600,000�          Sales                                             $40,000�          Discount on Note Receivable $21,560,000

then, when interest comes in,  (calculate at 7% of $21.56M)    Discount on Note Receivable $2,800�           Interest Income                            $2,800

Exchange in which nonmonetary assets such as inventories, investments, or long-lived assets are being moved; exchanges where collectability of the $$$ compensation for your nonmonetary asset is quite questionable

APB 29 ( GAAP uses FMV of assets or services involved to account for nonmonetary exchanges.  391

If the enterprise cannot determine FMV within reasonable limits, the enterprise should not recognize a gain or loss on the transaction.

This should be the case where there's major uncertainty about business's ability to realize value from an asset obtained in a nonmonetary exchange. 391

if circumstances don't reasonably assure that enterprise will collect the sales price reflected in a receivable asset, & enterprise can't reasonably estimate the degree of collectivity, APB 10 sez:

[Examples of this would be sales to financially troubled purchasers or transactiosn requiring no down payment and periodic payments over an extended period.] 391

Can use installment method or cost recovery method 

Installment method - allocate all cash received from buyer between cost recovery and profit.  392

if land cost $3M to seller and total sale was $14M to buyer, seller should allocate 3/14 of each payment to cost, and 11/14 of each payment to deferred profit. 392

Then, change deferred profit to profit as money comes in, at 11/14.

Cost recovery method - the whole profit recognition is postponed until enterprise has recovered all costs.

if land cost $3M to seller and total sale was $14M to buyer,seller should allocatefirst $3M to cost, not recognizing it, then take all profit and recognize that afterward.  393

Contingencies (499+)

FAS 5 504

Trivia

Definition of contingency - an existing condition, situation, or set of circumstances involving uncertainty as to possible gain or loss (including expense) that will ultimately be resolved when one or more future events occur or fail to occur.

  Not acts where the existence of a gain/loss is certain, as w/ depreciation, maintenance estimates.  Also, not general business risks.

 A contingency is not created by estimation alone.  

Ex: chance won't collect a receivable; product warranty & product defect obligations; risk of loss or damage by fire, etc.; threat of expropriated assets; pending or threatened litigation; claims and assessments; guarantees of others' debt (special procedure - disclosure almost always required; see ¶ 12, 507)

Note FAS 5 does not apply to immaterial items. 514

Definitions of key terms: 505

( REMOTE - the chance of the future event/events occurring "is slight."

( REASONABLY POSSIBLE - the chance of occurrence is "more than remote but less than likely."

(PROBABLE - "The future event or events are likely to occur."

Accrue contingent loss if both:     (FAS 5 ¶ 8)  

It is PROBABLE that loss occurred [an asset had been impaired or a liability had been incurred] at the date of the financial statements. 506

Note that this prevents a cab company from accruing a contingent loss from their cabs inevitably hitting someone.  Some real liability must have been incurred by the date of the financial statements.510

For threat of expropriation, you may accrue if expropriation is imminent.¶32-510

The amount of loss can be REASONABLY ESTIMATED.

accrue as much as is reasonably estimable; disclose the rest.¶39---512

if it'll be in a range, accrue the minimum & disclose the rest. 514

Must disclose contingent loss if:

you've just accrued under ¶8 and it's necessary to disclose for the financial statements not to be misleading

OR it is REASONABLY POSSIBLE that a loss (or additional loss beyond that accrued under ¶8) may have been incurred.

It is not required that amount of loss can be reasonably estimated.

If you disclose, must indicate nature of claim; estimate of possible loss or range of loss ,or statement that business can't make reasonable claim. 513

If the contingency is due to litigation,

should determine "probability of loss" by examining probability of an outcome unfavorable to the enterprise.

Factors to consider: nature of the litigation, claim, or assessment; progress of the case (including progress after date of statements but before they're issued); opinions or views of legal counsel; experience of the enterprise in similar cases; experience of other enterprises; decision of management as to how enterprise will respond.¶36 – 511, & 514  

Probable unfavorable outcome = probable loss; reasonable possibility of unfavorable outcome = reasonable possibility of loss, etc. 512 ; ¶ 37

If claim is unasserted:

Disclosure is not required when there has been no manifestation by potential claimant of his possible claim, unless it is considered PROBABLE that claim will be asserted, and REASONABLY POSSIBLE that outcome will be unfavorable. FAS ¶ 10 – 506 ; also , FAS 5 ¶ 38 – 512

Accrual will be required when it is PROBABLE that claim will be asserted, PROBABLE that outcome will be unfavorable, and a REASONABLE ESTIMATE can be made of the size of the loss.  515

If info becomes available after date of financial statements but before those statements are issued:

If loss incurred before or at the date of the financial statements, you should accrue if the ¶ 8 factors are met (as long as the financial statements have not been issued).  FAS 5 ¶ 35 – 511  

If loss incurred after the date of the financial statements, or there is at least a reasonable possibility that loss incurred after that date:

Do not accrue!

Disclosure may be necessary, however, to keep financial statements from being misleading.

If loss can be  reasonably estimated, disclosure may best be made by supplementing original financial statements with pro forma data giving effect to the loss as if it had occurred at the date of the financial statements. FAS 5 ¶ 11 -506-7

If the claim is a guarantee of loss, always disclose.  515

If it's a gain contingency, adequately disclose, but normally do not accrue revenue; should use normal revenue recognition principles for this, and wait until substantial performance.  507

Mechanics

Recorded entry:

Warranty Expense              250,000�             Contingent Liability on Warranty    250,000 499  

Note

Lawyers' Disclosure in Audits

Responding to auditors is tricky re: contingent liabilities.  Letters to auditors are discoverable. 502-4

Appropriate for lawyer to furnish to auditor info on:  (audit inquiry letter) (all of this is from ABA document on 525-534

overtly threatened or pending litigation - where there's been a manifestation by the claimant of his intention to file a claim, unless likelihood of litigation is considered remote....  whether or not the client specifically identifies 

unasserted possible claim/assessment - only if client has specifically identified and requested comment, which the client should only do if the client determines:

it is probable a claim will be asserted & there's a reasonable possibility that the outcome will be unfavoraable & the resulting liability will be material.

but when disclosure is required by GAAP or the securities laws, the lawyer must consult with his client about the disclosure

info:

info lawyer can provide as above: identification of proceedings; stage of proceedings; the claim asserted; and the client's position

info lawyer can provide only if aba-probable or aba-remote: judgment as to outcome

info lawyer can provide ony if inaccuracy's probability on estimate is slight: amount or range of potential loss

Treat an environmental liability and a contingent gain for recovery of some of that liability as separate; don't offset them.  (EITF Issue 93-5) 520

If joint & several liability w/ someone else, you can apportion part of the liability to them, so long as it is not probable that the other party won't fully pay the costs. (SEC SAB [non-binding] 92) 520

 Inventory Accounting (92-101, )

The problem

Manufacturing businesses have not only the standard set of operating expenses any company has, but also have expenses from the costs of the goods in their inventory before sale.

The formula

(Sales) - (Sales Returns & Allowances) = Net Sales�      (Net Sales) - (Cost of Goods Sold) = Gross Profit�      (Gross Profit) - (Operating Expenses) = Net Income

So, gross profit is the net income of the business before operating expenses are taken out, essentially the revenues from sales minus the cost of goods sold.92

Methods of Calculating Cost of Goods Sold

Accounts

Inventory account, an asset, has the current amount of all goods held for sale or resale in the ordinary course of business. 92

Sales account is revenues.

perpetual inventory system - records continuously show quantity and cost of the goods that the business holds in inventory at any time. 92

Upon sale of a good, immediate transfer of that good's cost from Inventory to Cost of Goods Sold.

Of course, Cost of Goods Sold is an expense; closed to Profit & Loss.

Periodic inventory system -

Business keeps record of the cost of goods on hand at the beginning of the period (opening inventory); then keeps record of cost of all goods acquired during the period (purchases). 94

Cost of Goods Sold = (Opening inventory) + (Purchases) – (Closing Inventory).  Do this by putting them all in an expense T-account.

(Opening Inventory) + (Purchases) = (Goods Available for Sale)�Thus, (Cost of G. Sold) = (G. Available for Sale) - (Closing Inventory)

This is another example of deferral: closing inventory is Deferred Cost of Goods Sold Expense

Sales Returns and Allowances

Sales Returns and Allowances - a contra-revenue account to Sales.

Allows observers to see comparative size of returns. 93

There can be a Purchase Returns and Allowances account to for Purchases our business made that we ultimately returned. 96 

Uncollectible Accounts 469-73

If doubts about buyer's solvency create a special risk that the buyer will default on the obligation to pay for the goods, the seller shouldn't recognize income until actual payment.  469

A business would normally like to match the losses from bad accounts receivable against the revenues from the sales which gave rise to those losses.  For this, businesses use Bad Debt Expense and Allowance for Doubtful Accounts.

Mechanics:

Debit Bad Debt Expense  (a real expense account); credit an estimated liability, "Allowance for Doubtful Accounts." 470

"Reserve for Bad Debts" = "Allowance for Doubtful Accounts"

Allowance for Doubtful Accounts should appear on balance sheet as a deduction from Accounts Receivable, not as a separate liability.472

When it turns out that someone defaulted, debit Allowance for Doubtful Accounts and credit the (bad) Accounts Receivable.470

If it turns out that the person you thought defaulted actually turned out to pay, you debit Cash and credit Allowance for Doubtful Accounts.

Ensuring that Allowance for Doubtful Accounts is not misleading:

Enterprise should divide up receivables by their age.  

If age-determined figure turns out to be different than what is in Allowance for Doubtful Accounts, business should debit Bad Debt Expense and credit the Allowance to set the amount right. 473  

Advanced Inventory

Effect of miscalculations in ending inventory

Overstate ending inventory to lower cost of goods sold, raising net income

Understate ending inventory to raise cost of goods sold, lowering net income 562

If error is caught in the next accounting period, an overstatement will raise net income only in the first year; in the second, it understates net income.  Vice versa for understatement.  If error isn't caught, no effect. 563

What kinds of costs to include as part of inventory

Not just the cost of the goods themselves, but all expenditures "directly or indirectly incurred in bringing the inventory to its existing condition and location."  ARB 43.  565  

Not just the cost of the actual goods, but all the costs of bringing the goods to their existing condition and location in inventory.  Freight, hauling.

HOWEVER, selling expenses must not be considered as product costs, and must not be included in inventory.  570

What items to include as part of inventory

Use legal test – the passage of title.  Use of a criterion other than the legal test rests on showing that no significant information is concealed by failure to apply the legal test.  583 

if goods in transit – Passage of title: customer shipments ( not in inventory; purchases ( in inventory.  Accountants: customer shipments ( if shipped, not in inventory; purchases ( if received by firm on or before the last day of the period, in inventory. 584

if goods for customers' orders segregated by the vendor – Passage of title: may pass on segregation, so ( if segregated, should not be in inventory.  Accountants: ( generally in inventory, and these only leave inventory on shipment.  

if goods ordered by the business ( not in inventory.  

but ARB 43 calls for recognition of a loss on purchase commitments when the current market price of the goods ordered falls below the contract price.  Recognize as debit(deferred expense), credit(expense payable). 584

if advance made on purchase contract for goods to be received in future, shouldn't be considered either a receivable or inventory.  Deferred Inventory Expense of amount is the debit; match with credit to inventory expense payable. 585

if conditional sale – Passage of title: ( in vendor, and thus in inventory, until customer accepts, makes payment, etc.  Accountants: ( items leave inventory at shipment.

if consignments – Passage of title: ( in consignor, so in inventory.  Should be considered as a special type of inventory.

How to price the items in inventory – flow assumptions

Problem:

Business likely purchased items at several different prices during the year.  How should it value pieces of inventory, then? 590

Options

A business may select one of several assumptions.  Consistency and disclosure principles, hwoever, mandate that the business maintain the same assumptions from period to period. 590 

Specific identification

business practically separates and identifies each individual item in inventory. 591

i.e., if 300 eels bought at $20, and 1100 bought at $22, inventory =�   (300)($20) + (1100)($22)

most accurate way, but record-keeping requirements will overwhelm many business ventures.

Who could do it?  Car dealer, jeweler, furrier – someone who sells a relatively small number of high-value items.

Average cost

business values each item left at the end of the period at the average cost of all the items bought.

weighted average cost = (total cost of eels) / (total eels purchased)�                                       = (300)(20) + (1100)(22) / (300 + 1100)�then, closing inventory = (items left)(weighted average cost)

very effective if business sells a great deal of homogenous goods.

assumes that units at the high and low ends of the cost-to-buy spectrum have not been selling markedly better or worse tha nthose in the middle.

first in, first out (FIFO)

assumes that businesses sell goods in the order of their pruchase; only the most recently produced items are judged to remain at the end of the period to be held in closing inventory.

example: our closing inventory is 3,000.  Of the 8,000 pairs bought, the last 3,000 pairs were:  June – 2,000 @ $23; Nov – 1,000 @ $21.  �Closing inventory therefore = (2000)($23) + (1000)($21).

last in, first out (LIFO) 593

assumes that businesses sell newest goods first.  Only the oldest goods are judged to remain at the end of the period to be held in closing inventory.

example: our closing inventory is 3,000.  Of the 8,000 pairs bought, the first 3,000 pairs were: Jan – 1000 @ $20; Mar – 2000 @ $19.  �Closing inventory = (1000)(20) + (2000)(19).

retail method 594

business keeps average ratio of its inventory costs : retail prices.  Uses its retail price revenue figures, which it has, to figure out the inventory costs.

Ex: Eels corp has 1:2 cost:retail price ratio.�  Its opening inventory = $150,000 at retail.  Purch = $1.85M at retail.�    Sales during period= $1.8M at retail.�   (ratio)([open. inv. @R + purch. @R] - sales @R) = c.i. at cost�   (1/2)([150,000 + 1,850,000] - 1,800,000) = $100,000 = c.i.

standard cost system

business uses predetermined unit costs for materials, labor, overhead, etc.

ex: cost of surfboard = $20 materials + $50 labor + $15 overhead.

Variance accounts track differences between actual & standard costs.  If standard cost doesn't significantly differ, system's OK.

combinations

a business may validly adopt a combination of assumptions (as for different parts of the overall business) if consistently applied and properly disclosed.

How to price the items in inventory – lower of cost or market

ARB 43 – when the utility of goods falls below their cost, business must recognize a loss in the current period to reflect the decline in utililty.  Carry asset at market value.  Recognize loss thus created.  611

This would be a problem, thus, when the value of the inventory is (at the end of the acctng period) below what FIFO or average cost carries it at. 611 

Need not do this when it's an interim financial report and company reasonably expects a market decline (or other cause) to recover in the fiscal year.  619

What a reduction down to market does:

Reduces closing inventory; increases cost of goods sold expense; reduces net income.

Note that this isn't particularly proper matching, but hey!  It's a loss, and losses should be immediately recognized under conservatism, remember? 611

Mechanics:

This one's easy.  You just value closing inventory at a lower figure.  That's all.  611

Can do a Loss on Inventory account, however, if you value the closing inventory account at historical (FIFO, average, LIFO...) cost.

What is market value?

current replacement cost ( cost in liquidation market

net realizable value = (estimated selling prices) - (estimated selling costs)  612

why this?  a business hasn't incurred a loss on closing inventory as long as it can sell its inventory during the following year at a price which wil lat least cover the original cost plus expenses of sale.

net realizable value less normal profit = net realizable value - normal profit.

When and how to reduce – ARB 43

Market value is current replacement cost, BUT, market value cannot fall above net realizable value or below net realizable value less normal profit.  613

this figure

How to price the items in inventory - applying lower of cost or market to value

Can apply lower of cost or market to each item in inventory.

Can apply by category: aggregate cost to aggregate lower-of-cost-or-market

Can apply lower of cost or market to whole inventory.

Technique used should be consistent from period to period. 614

Note inventory writedowns will transfer profits from one year to the next.  615

Cases

( Branch v. Kaiser.  Company wrongly paid out dividends after postwar market collapsed, causing a $1,000,000 loss.  Filed false statements, including – in inventory, giving cost value to items, though market value was enormously lower.  Illegal.  Directors personally liable for wrongful dividends.  616

LIFO v. FIFO

Advantages of FIFO over LIFO

prices ending inventory near the current cost.  It reflects the current market price.

LIFO creates unrealistically low inventory figures, making for a misleading balance sheet.

Liquidation of inventory (having less closing inventory this year than in the last) will cause a big gain if there's an inflationary market.  This allows the management to manipulate reported profits. 597-603

Advantages of LIFO over FIFO

Lower, and thus, more conservative figure for inventory

A more meaningful presentation on the income statement – FIFO matches earliest inventory costs with current sales, creating fictitious inventory profits if there's inflation. 597-603

Lower taxes

Taxpayer may only use LIFO for tax if he uses LIFO for general financial reporting; for tax, a LIFO user can't apply lower of cost or market rule on inventory

When can you LIFO liquidate?

SEC SAB 40 – business must disclose the amount of income realized as a result of the inventory liquidation. 603

GAAP requires business to include the extra net income from a LIFO liquidation in the current income statement unless (1) the liquidation was involuntary, (2) it's only a temporary situation and an interim statement, and (3) taxpayer doesn't recognize the gain for income tax reporting purposes.  603

Interim reporting shouldn't give effect to a LIFO liquidation if the enterprise expects to replace the base inventory by the end of the annual period. 603  (APB 28)

LIFO tends to minimize net income and current assets in an inflationary environment; FIFO maximizes current asseets and earnings in that setting.  626

SEC Requires under Regulation S-X registrants to state, if material, the amount by which the current cost to replace the inventory exceeds the figure at which the inventory is carried using the LIFO method on the balance sheet.  628

Why do we care about these figures?

Gross profit is frequently a better guide to market conditions and the efficiency of selling operations than net income (which is gross profit after operating exp.). 95

Auditing (121-153)

Producing a "Clean" Opinion

What an unqualified auditor's opinion means

An auditor's unqualified opinion provides reasonable assurance that the business's financial statements fairly present, in all material respects, the business's financial position, operating results, and cash flows in accordance with generally accepted accounting principles (GAAP).  122, 155

AICPA Code of Prof. Conduct Rule 203 – an independent auditor cannot issue an unqualified opinion if the financial statements contain any departure from an accounting principle which the FASB promulgated, and which materially affects the whole. 134

AICPA Code of Prof. Conduct Rule 202 – auditor must follow generally accepted auditing standards (GAAS) (very nonspecific, but elaborated upon by AICPA – see 168)

What you check when doing an audit158

A check on the underlying facts represented in the financial statements: 

Reported assets and liabilities exist; recorded transactions occurred

The financial statements present all the transactions & accounts

The listed assets represent rights, while the reported liabilities represent obligations

Assets, liabilities, revenues, and expenses are recorded at appropriate amounts

And a review of the principles applied in portraying the information in the financial statements.

Enterprise has properly classified, described, and disclosed the financial statement's components.

SAS 69 171 requires, among other things, accounting principles to enjoy general acceptance and to be appropriate in the circumstances.

A major part of auditor's job is also checking to see if there are any material undisclosed or unrecorded liabilities; if the auditor issues an unqualified opinion and there's a big contingency, the auditor (not just the enterprise) may face enormous legal liability. 501-502

How you check these things in an audit 159-162

Planning the audit - examine internal controls, identify points in accounting system where significant fraud or erros could occur; make judgment of nature, timing, and procedures necessary to perform 159-162

vouch – select transaction and work backward to determine whether underlying data supports that entry

trace - choose item of data & follow it thru the accounting & bookkeeping process.

Implementing the audit program - verify data, confirm account balances, observe practices, check computations; random checks. 159-162, 169

If data exposes irregularities, then auditor must expand test sample or seek other methods to gain assurance.

Reporting the audit results; format for opinions 162

To collect damages from a failed enterprise's independent auditor:

Plaintiffs must prove that the financial statements did not properly reflect the enterprise's financial condition or operating results. 123

Auditors' independence

SEC expressly precludes a CPA from auditing a registrant's financial statements if the auccountant lacks independence or objectivity – if CPA's firm or member of firm:

owns stock in client; represents client as attorney; has accepted a pending employment offer from client, or has accepted business/personal loans from the client 156, 157

But consulting services of accountants' firms are generally not considered conflicts of interest, though they can be problematic.  157

But remember that management always selects auditor; that can constitute a pressure upon auditors to approve questionable accounting treatments. 157  

Nonetheless, SEC Regulation S-K requires full disclosure any time a '34 Act registrant changes auditors.  Changes in auditors are viewed with suspicion.  149

Audit opinions' importance and requiredness

Effects of audits 

A qualified or adverse opinion can lower an enterprise's credit rating, discourage investors & creditors, lower stock price, attract governmental regulators' scrutiny, and harm the enterprise's reputation generally. 125-6

When and why have audits?

Audits are required for all:

enterprises which are covered under Securities Act of 1933 & '34; essentially all enterprises which have publicly traded securities

businesses that have banks, creditors, or outside investors require them to provide audited financial statements.

Good accounting procedures are required for all companies that are SEC registrants, under 1977 FCPA.  Require:

books that accurately & fairly reflect t/x/ns and dispositions of issuer.  May not falsify any book or record which this section requires, nor make a materially false or misleading statement to any auditor in connection w/ any audit required under Securities & Exchange Act. 212 

internal accounting controls that essentially are good internal controls.  See 212¶2.  Level of detail defined in amendments.  Require internal controls that have "such level of detail and degree of assurance that would satisfy prudent officials in the conduct of their own affairs."  213

NOTE that criminal liability is restricted to intentional violations.  213

Why have audits?  Reduce information risk – the chance that the management, following its own self-interest, has not shared all the relevant details in the relationship w/ shareholders.   155  

Drafting and Negotiating Legal Documents

Lot of helpful hints in 342-348.

Options in dealing with the changes that may be made to accounting principles over time 353-4

Ignore GAAP & specify w/ particularity the manner in which an account/transaction should be treated

Invoke GAAP as it is in effect @ time of agreement

Invoke GAAP as it may change over time

Invoke GAAP as it may change over time, but provide delay before changes are made effective, where parties can renegotiate

Specify only certain types of changes in GAAP will/won't be given effect.

Hints in drafting/negotiating documents involving the income statement490-97

Be wary if company you're negotiating with has significant dealings with a related party; if so, its revenues and expenses may be manipulated. 490

Can require covenant that subject company will buy goods & services from affiliated companies at their cost, & that cost allocations be approved by your client.496

When to use revenue to determine compensation, and when to use net income (earnings)?

Use revenues when compensated party contributes to enterprise's revenues, but has little/no control over enterprise's overall operations

E.g., sales & marketing personnel, independent contractors, TM/patent licensors, franchisees where franchise h/proven track record

Use earnings when compensated party controls overall operations, or for franchises where business format is relatively untried. 492

Will revenues/earnings used be those of single company or consolidated group?  before or after taxes?  accrual or cash accounting? include or exclude extraordinary i tems?

Accrual accounting will apply in the absence of specification otherwise.493

GAAP requires use of consolidated statements, but need not use GAAP

in common usage, "earnings" or "net income" includes extraordinary items; "operating income" does not. 493

May want to use a more broad concept of extraordinary than GAAP's. 

Normally, allowances and discounts are reductions of revenues; bad debt reserves are considered costs.  Can change that, or specify $ or % limitations on allowances that may be used.

How to deal with "earnings" compensation clauses that may not provide any compensation if the company isn't running a profit – as, for instance, where sold chain of stores is expanded heavily by new owner, or where new owner sinks everything into "preventative maintenance."

Require covenant not to change operations (w/o your client's consent) of acq. company through payout period 

New operations could be deemed to earn the same % of their sales as earnings as did existing operations 496

Require covenant that caps repair & maintenance costs either in dollar or percentage terms.

Use revenues, not earnings. 496

How do you confirm revenues, etc.?  Usually, provide right to inspect other party's books.  If want to make sure internal controls are reliable, may want to impose recordkeeping & internal control requirements on the other party.494

LIFO tends to minimize net income and current assets in an inflationary environment; FIFO maximizes current asseets and earnings in that setting.  626

Often will want to establish in an agreement some basic guidelines for computing depreciation – whether on a straight-line basis, what useful life, what ability to change these estimates.  657

May want APB 20-like clause in your agreement to include changes in accounting estimates.  495






