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I. BASIC BOOKKEEPING
A.) Accounting is the “language of business.”
i. It’s based upon giving a fair & accurate snapshot of a company, while at the same time being conservative and consistent. 10(b)(5).
B.) The fundamental accounting equation is: Equity = Assets – Liabilities.
i. Four types of assets: (i.) current assets (can cash out in one year); (ii.) long-term assets; (iii.) fixed assets (land/machines); and (iv.) intangible assets (e.g. IP).

ii. Assets are generally recorded at historical cost, not current value.

C.) Four basic accounting financial statements: balance sheet [assets/liabilities/equity], income statement [changes in equity due to operations], change in owner’s equity, and statement of cash flows [change during the period in cash and cash equivalents].  (& footnotes!) 

i. Other useful tools include the trial balance and the worksheet.

ii. The balance sheet shows the state of a company at a given instant.

iii. The statement of cash flows is broken into operating, investing, and financing activities.

iv. A number of financial ratios are calculated using the balance sheet:
1. Liquidity ratios: the “current ratio” compares current assets to current liabilities; the “acid test” version of this only looks at cash and cash-equivalent assets.

2. Leverage ratios: The “debt-equity ratio” compares debt to total owners’ equity.  Also used is debt to total assets ratio.

D.) Core of accounting: double-entry bookkeeping. All transactions affect multiple accounts; each credit requires a corresponding debit.

i. Transactions are recorded in the journal, and then are “posted” to individual accounts in the ledger.

ii. A debit is a left-hand entry to a T-account; a credit is on the right.  Debiting increase assets, while crediting increases equity/liability.
E.) Revenue and expenses are recorded in smaller income accounts that are collapsed into a profit & loss account at the end of some time period; p&l is then folded into owner’s equity.  This stuff never shows up on the balance sheet; instead the data is presented via the income statement.  
i. Revenue can only be recognized once the event earning the revenue has been substantially completed in an arms-length exchange transaction between unrelated parties.  FASB # 5.  
1. This is done by delivery of a good/service.  Not shams.
a. Keep in mind effect of right of return.  FASB 48. 

b. With non-monetary transactions, value differences between goods exchanged should be reasonably determinable to be recognizable.  APB Op. 29. 
2. Exception 1: in really large-scale transactions/contracts, a reliable percentage of completion method can be used.  
3. Exception 2: when income is being earned as a function of time (e.g. with rent or interest), each day can be viewed as a separate transaction (i.e. ~need complete whole thing).

ii. In a sales transaction, in order not to misstate the “real” sales price (b/c time value of money), the parties should record a note payable at its present value, based upon the market interest rate.  APB 21.

1. Interest difference in face and present value = a discount, which is recorded in a to-be amortized contra-asset account
F.) In a sales-based business, it is necessary to figure out net sales (sales – sales returns/allowances), then subtract the cost of goods sold and operating expenses to get net income. [(s - sr.a) - cgs- oe = ni]

G.) As a tool to keep track of a business’ inventory, either a perpetual or a periodic inventory system can be used.  Cost goods sold is computed here.
i. Other inventory tools are LIFO & FIFO, and average cost method.
1. Pro-FIFO: (i.) prices ending inventory around current cost, (ii.) mirrors actual physical movement, (iii.) prevents manipulation of profits.  Con-FIFO: understates costs of goods sold, which inflates earnings.

2. Pro-LIFO: (i.) good for tax purposes, (ii.) more (too?) conservative inventory figure, (iii.) lower gross profits, which probably better indicates business’s real position. Con-LIFO: (i.) understates inventory, which fucks up ratios; (ii.) allow profit manipulation via last minute buys.

a. Sneaky LIFO liquidation must be disclosed SAB 40.
ii. For something to be included in inventory, one must usually have title to it.  This impacts, inter alia, goods in transit, goods on order, goods consigned, conditional contracts, etc. [Market fluctuations!]
iii. Normally inventory is valued at historical cost, except when something has caused the goods’ market value to drop.  ARB 43.  That is, inventory should be carried at the lower of cost or market. 
1. Market value can be determined by: (i.) replacement cost or (ii.) net realizable value or (iii.) net realizable value less normal profit.  ARB 43 defines market value as (i.) as long as that figure lies between maximum(ii.) &  minimum(iii.). 
2. Note, though, that FASB 33 allows large companies to note the impact of inflation on the current replacement costs of their assets (this does not apply to the balance sheet!).
iv. The product costs (all costs incurred to purchases or manufacture goods—i.e. “all expenditures directly or indirectly incurred in bringing inventory to its existing condition and location”) should be attached to inventory in order to accurately allocate the total cost of goods sold among the appropriate accounting periods.  

1. In contrast to this are period costs, which are general costs (e.g. administrative salaries, advertising, selling expenses) that contribute to revenue only in the current period.

II. ACCRUAL/DEFERRAL [tricky issue: accounting for income tax]
A.) The goal of accrual accounting is to “match” some revenue/expense to its counterpart, regardless of when cash receipt/expenditure really occurred.  

i. Prepaid expenses and unearned revenue get deferred.  Cash moved.

1. Prepaid/deferred expenses are a lot like an intangible asset.

ii. Expenses payable and revenues receivable get accrued. $ ~moved.

B.) Generally, if an expense doesn’t “match” with something else it should be recognized in the period in which it occurred.  If it provides some general “match” across time periods, it can be rationally spread across them.

i. When an asset benefits several periods it is a long-lived asset.
1. This includes “fixed assets” (property/plant/equipment), which are also called “capital assets,” and intangibles.  

2. Writing off lots of assets in one period is a “big bath.”  FASB 121 requires a review when these are attempted.  

ii. Accounting for intangibles is difficult and is controlled by APB 17.

1. Two categories: identifiable (IP, deferred expenses, training, etc.) and unidentifiable (goodwill, etc.).  

a. Intangibles with a finite life should be amortized over that time-frame.  Ones without should only be checked-up on regularly to ensure their value didn’t drop (e.g. good will is an example).  FASB No. 142.
b. An unidentified intangible can’t be bought separately from its related assets.  

2. APB 17 requires different treatments of intangibles that are bought from those that are internally developed.  The purchased intangibles should be amortized as assets, while the developed ones are just recorded as a current expense.

a. APB 17: It’s ok to defer costs of developing specifically identifiable intangibles; it’s optional.
i. FASB No. 142: Confirms Op. No. 17.  It also eliminates mandatory amortization of goodwill resulting from a merger.
b. AICPA SOP 93-7: Don’t defer the costs of advertising.  Rather, if one has spent the money and has received the services, the amount should be accounted for at that point.  Future benefit = vague.
C.) A related issue to accrual is the need to rationally depreciate fixed assets and amortize intangible assets [@cost!] (land ~depreciate, although land improvements—e.g. parking lots, fences—do).  These changes get made in a contra-asset account called “accumulated depreciation.”  Accelerated?
i. Under the “group method” lots of assets can depreciate together.

ii. Calculate an item’s useful life, subtract its salvage value, and divided the remaining value by the life-time to get the amount of appropriate annual depreciation under the straight-line method.  
D.) SOP 98-5: Don’t defer start-up costs!

i. Defined as “one-time activities related to opening a new facility, introducing a new product/service, conducting business in a new territory or with a new class of customer, etc.”  ~ Tangible.
E.) FASB 34: Do defer interest costs during construction [DH says unusual].

F.) FASB No. 2: Propensity against deferring; no deferral of R&D expense.
G.) Normally, GAAP doesn’t allow deferred losses, APB 26; however, certain statutory/regulatory schemes may require deferral of a loss to a later time. 
H.) Repairs are treated as a current expense.  Losses also should be recognized immediately.  Big “capital expenditures” (e.g. legal/banking services, purchase of assets, etc.) are treated as assets and thus are “capitalized.”   
I.) “Big-time issues”: deferral of interest and property purchases!

i. Plus, in some industries/cases, a loss may have continuing benefits—insofar as this is true, perhaps deferral is appropriate.  Is the loss tied to a continued effort to achieve the same good that is driving current efforts—does it assist some common enterprise?  

III. ACCOUNTING STANDARDS & AUDITING (it’s going global)
A.) Accounting staff prepares financial statements; an independent auditor then examines and verifies those statements (acting as a “watchdog”).  Both roles are guided by a set of generally accepted rules.  GAA(P/S).
i. Auditors may actually “check” the various accounts via sampling.

B.) APB 20: Can only change accounting method between accounting periods if accountants would consider new principles preferable to old.

i. Tax savings alone don’t make something “preferable”; change is preferable if it truly results in better reporting.  +Industry practice.
ii. Have to disclose and explain the change, and must note its impact.
C.) Standard for materiality in audits differ: auditors generally consider 10%+ of income “material,” while SCOTUS said an omitted fact is material if a reasonable investor would have considered the fact important insofar as it would have altered the “total mix” of available information (Levinson).  

D.) Auditors help to ensure that the principles of full disclosure and conservativism are realized.  They require kept books & internal controls.
E.) If the auditor has a “reasonable basis” to issue an opinion, they can either (i.) give unqualified approval, (ii.) give qualified approval, (iii.) disapprove, or (iv.) not comment on company X’s financial statements.  .
IV. DIVIDENDS

A.) The way dividends work is that they come from the equity of a company.  A company has two forms of equity: (i.) stated capital or legal capital, which is the amount of money initially put into the company (e.g. 100 shares of $5 par stock or 100 shares of no-par stock with a stated value of $5); and (ii.) capital surplus (money initially put into the company in excess of par/stated value) & retained earnings (aka earned surplus).

i. Some jurisdictions don’t use the concepts of stated capital at all; the solvency of the corporation is used instead as the basis for limitations on dividends.

1. This may require that a corporation can pay its obligations as they come due and/or that its assets after distribution at least equal its liabilities.  
B.) Statutory and contractual restrictions may limit when a company can legally distribute cash to its shareholders.  Usually, no dividends can be paid but for that which comes from net surplus/profits in excess of capital [either accumulated or for the recent year—these are different things!].  

i. But, it is no longer acceptable to use terms including “surplus” anymore.  Instead, “retained earnings” or “capital in excess of par value” is preferable.
ii. There is an issue regarding whether an unrealized gain or appreciation can be the basis for a dividend payment.  The accounting (GAAP) rule is that appreciation can be considered for things like stock & other marketable securities (where the fair market value is determinable without speculation), but generally such gains cannot be considered (e.g. for things like property, plant, or equipment).  

1. Problems emerge when the statutory laws don’t say whether they require the use of GAAP.  For instance, should assets on the balance sheet be measured at historic or current cost for dividend purposes?  See, e.g., Randall v. Bailey (1940) (in which a company used appreciated land values as the basis for a dividend payment).  Actual value.
a. But see Kingston v. Home Life Ins. (1917) (in which the court noted that an increase in the valuable of property is not a net profit arising from operations and is speculative to boot).  May impact good buys.
2. FASB 115 allows marketable securities to be valued at their present value for dividend purposes (clear market value).
C.) Cox v. Leahy asserts one can borrow $ to pay a dividend; is this right?

i. This case also allows capitalizing prepaid insurance, but not prepaid taxes.
V. EXTRAORDINARY EVENTS

A.) Extraordinary financial events need to be recognized in some unique way.

i. It is no longer permissible to bypass the income statement for anything other than a mistake.  For example, a prior period adjustment is only appropriate to fix errors.  
B.) For something to be “extraordinary,” it must be both unusual and infrequent; write-offs, losses attributable to labor strikes, and sale or abandonment of plant/equipment/property don’t count. APB Opinion # 30.
i. “Unusual” means an event possesses a high degree of abnormality and doesn’t really relate to ordinary/typical activities.

ii. “Infrequent” means that there is no reasonable expectation that the event will occur again in the foreseeable future.  

iii. Gains/losses from extinguishing debt are always extraordinary.  

C.) Discontinued operations should probably also be noted separately.  

VI. CONTINGENT LIABILITIES
A.) Contingencies are conditional expenses which may or may not ever occur (such as damages in a pending lawsuit).  It’s difficult to decide whether to account for them, particularly when potential losses are “matched” with some current revenue.  Accounting rules here are set forth in FAS #5.

i. Three likelihoods: probable (likely?), reasonably possible, and remote.  Moreover, this whole rule only applies to material items.
B.)  An estimated loss should be accrued if: (i.) it is probable that an asset has been impaired or a liability has been incurred at the date of the financial statements and (ii.) the amount of loss can be reasonably estimated.
C.) Disclosure should be made when there is a reasonable possibility that a loss will be incurred.  It should note the nature of the contingency and estimate loss (or state that an estimate cannot be made).  Steadman.  

D.) With respect to a contingency based on pending/threatened litigation, three factors are relevant: (i.) the period in which the event grounding the cause of action occurred; (ii.) the probability of an unfavorable outcome; and (iii.) the ability to estimate loss.  

i. With regard to (i.), if an event happened prior to the date of the financial statements, accrual may be appropriate.  If it happened afterwards, accrual is not okay, but disclosure may be needed. 
ii. With regard to (ii.),  one should consider: (a.) the progress of the case; (b.) the opinion of counsel; (c.) prior experience/precedent; and (d.) management’s intended response.  

E.) Management has pretty broad discretion about disclosing/accruing here.

F.) The revelation of potential contingencies—to, e.g., an auditor—creates concerns about potential attorney-client privilege issues.  Moreover, it creates the potential that the other side may view the disclosure as an admission.  Also, the legal/accounting def. of terms like “probable” differ.
VII. LONG-TERM LEASES (& Pacific Grape-type issues)
A.) Some liabilities (such as long-term leases) have such a significant impact on the present financial situation of a company that they should be recognized on the balance sheet even though (i.) they’re not a current expense and (ii.) they’re not due yet.  This combines accrual and deferral in the same transaction.  Essentially, the company is locked into paying.  

i. A noncancelable lease will be considering a “capital lease” (e.g. an install purchase in substance) if one or more of the following is true:   (i.) it transfers ownership of property to the leasee; (ii.) it contains a bargain purchase option; (iii.) its term equals/exceeds 75% of the property’s estimated life; (iv.) the present value of the minimum payments equal/exceed 90% of the property’s fair value.
1. Capital leases affect the leasee’s balance sheet.  

2. Capital leases require recognition of depreciation.  

VIII. UNCOLLECTABLE ACCOUNTS

A.) Problem: may recognize revenue early on, but then find out that money is uncollectible; how to “match”?  Answer: make an expense entry each year estimating likely future losses from credit sales made that year.  The corresponding account is an estimated liability contra-account to Accounts Receivable (but ~ b/c $ are owed).  “Allowance for doubtful accounts.”  
i. A sliding scale based on age of the account may be best estimator.

ii. Losses from uncollectible receivables can only be accrued if their loss is (i.) probable and (ii.) estimatable.  FASB 5, paragraph 22.
B.) When there is doubt, place received cash against costs before recognizing any profits—as always, err on the side of conservatism.
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