Introduction to Bookkeeping—Debit and Credit

The Four Types of Financial Statements

The four types of financial statements are used to describe an enterprise’s financial condition and the results of its operations

1) Balance sheet presents and enterprise’s financial assets, liabilities, and residual equity at a particular moment in time.

2) Income statement shows the extent to which the enterprise’s operations have caused changes in residual equity over a period of time.

3) Retained Earnings Statement, Statement of changes in owner’s equity (retained earnings statement) reconciles the change in the equity section between balance sheet dates.
4) Statement of cash flow explains the change in the enterprise’s cash during the particular period.
Accrual Accounting

Accrual accounting seeks to allocate revenues and expenses to accounting periods regardless of when the cash expenditures or receipts occur or when the obligations to pay or the rights to receive cash arise.  

The Balance Sheet

The Balance Sheet

The Balance Sheet shows the difference between what a business owns, assets, and what it owes, liabilities, its net worth, its equity 

-Fundamental Accounting Equation: Assets – Liabilities = Equity

-The balance sheet represents one moment in time

Assets

Assets are future economic benefits which a particular accounting entity owns or controls as a result of a past transaction or event.  

-In order for a resource to classify as an asset:

1) The entity must control the resource

2) The entity must reasonably expect the resource to provide a future benefit

3) The entity must have obtained the resource in a transaction so that the entity can measure the resource.

-Assets are generally record at historic cost because historic cost is easier to ascertain and less subjective than FMV 

Liabilities

Liabilities are outside sources; duties or responsibilities to provide economic benefits to some other accounting entity in the future 

-In order to be classified as a liability:

1) The debt or obligation must involve a present duty or responsibility

2) The duty or responsibility must obligate the entity to provide a future benefit.

3) The debt or obligation must have arisen from a transaction which has already occurred so that the entity can reasonably measure the obligation.

-Common shareholders have a Residual Claim on the entity’s assets, the business must satisfy its liabilities before paying any “inside” claims

Equity

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

      -Equity increases when owners invest assets into the business.  

-The different types of ownership affect who owns the residual ownership interest and are as follows:

1) Sole proprietorship – owned by one person, residual ownership referred to as proprietorship, owner is personally liable for debts

2) Partnership – two or more persons engage in a business for profits as co-owners, residual interest referred to as partners equity, separate equity accounts for each partner, partner incurs unlimited personal liability for debts

3) Corporation – entity formed in compliance with certain statutory regulations on corporate formation, residual ownership is referred to as stockholder’s equity

4) Hybrid Entities – follow partnership accounting 
· Limited Partnerships – two or more persons form in compliance with applicable LC statutory requirements, limited partners have limited liability, general partner personally liable, separate accts. for partners
· Limited Liability Company – formed by one of more owners by following applicable state law, members enjoy limited liability
· Limited Liability Partnerships – two or more owners organize an LLC, partners have limited liability, separate accts. for partners
The Classified Balance Sheet

Accountants divide up assets and liabilities into different classifications on the Classified Balance Sheet in report form.

-The following are the four types of classifications used for assets:

1) Current Asets are cash and other assets which the entity would normally expect to convert into cash within one year (short term marketable securities, notes receivable, accounts receivable, inventories, prepaid expenses).  Usually listed in order of liquidity.

2) Long-Trm Investments are resources which an entity would not normally expect to convert into cash or use within one year (stocks and bonds that entity intends to hold, notes and accounts receivable that entity can’t collect for more than a year, prepaid expenses paid more than one year into future)

3) Fixed Assets are tangible resources such as land, buildings, plant and equipment, machinery or furniture and fixtures which the entity acquired for extended use in the business.

4) Intangible Assets lack physical substance and include copyrights and trademarks acquired for extended use in the business.  (intangibles cannot be created, they can only be acquired through purchase!)

-The following are the two types of classifications for liabilities: 

1) Current Liabilities are liabilities which will require payment in one year or less (notes payable, promissory notes -- due in less than one year, accounts payable, accrued liabilities or wages, portions of long-term debt that must be paid within a year, taxes payable, and unearned revenues).  Usually listed in order of magnitude. 

2) Long-Term Liabilities: obligations or parts thereof that would not normally require payment for more than one year (notes payable that do not require repayment for more than one year; bonds payable – borrowings from numerous investors through financial markets; lease and mortgage obligations due in more than one year; obligations under employee pension plans)

Double-Entry Bookkeeping

-To record changes an account for each asset and liability is created on a separate page, these are called T-accounts.  

-Left-hand entries are debits (Dr.).  Right-hand entries are credits (Cr.)

-Prior to making entries into the T-account, the Bookkeeper first records transactions chronologically in a separate book called a journal (usually general)

-Journal entries are then recorded in the appropriate accounts— a process known as posting to the ledger (general and sub-ledgers)

The Income Statement

The Income Statement

The Income Statement shows the extent to which business activities have caused an accounting entity’s equity, or net worth, to increase or decrease over some period of time.  

· Compares the amounts which the business’s activities generate, its revenues, with the costs incurred to produce those revenues, its expenses. 

· The income statement covers a period of time between successive balance sheet dates.

· Business owners may keep prepare these statements on monthly or quarterly basis, called interim reports.

· The income statement only shows the extent to which a business’s activities have caused an increase or a decrease in equity, or net worth, over some period of time, however, a business’s equity can also increase if an owner invests assets in the business or decrease if an owner withdraws assets from the business.

Revenues and Expenses

· Revenues are increases in assets, decreases in liabilities, or both, resulting from delivering goods, rendering services, or engaging in ongoing major or central operations.
· Gains are increases in assets or decreases in liabilities from peripheral or incidental transactions, other than contributions by owners.
· Expenses are decreases in assets, increases in liabilities or both resulting from using goods or services to produce revenue.
· Loses are decreases in assets or increases in liabilities from peripheral or incidental transactions which do not involve distributions to owners.
Example

· Assume Eve has the following revenues from professional income: 400, 600.

· Eve also has the following operating expenses: rent 200, secretary 230, telephone 15, heat & light 5, miscellaneous 5.

· Eve has the following loss: theft loss 20.

Journal Entries:

(1)
Cash




400



Professional Income


400

(2) 
Cash




600



Professional Income


600

(3) 
Rent Expense



200



Cash




200

(4)
Secretarial Expense


230



Cash




230

(5)
Telephone Expense


15



Cash




15

(6)
Heat & Light Expense


5



Cash




5

(7) 
Miscellaneous Expense

5



Cash




5

(8)
Theft Loss



20



Cash




20

E. Tutt, Esquire

Income Statement

For the Month of June

Professional Income
(1 & 2)





1000


Less: Expenses





Rent




200



Secretary



230



Telephone



15



Heat & Light



5



Miscellaneous



5



Theft Loss



20


Total Expenses




475

Net Income






525

Revenue and Expense Effect on Proprietorship:

· Net income results in an increase in proprietorship, hence if no other change in her stake occurs, the proprietorship figure should increase from the prior periods closing proprietorship by the amount of net income from the current period

· Essentially revenues increase proprietorship and expenses decrease proprietorship.

The Closing Process

· Income and expense accounts differ from other accounts in one important respect: as subsidiary accounts of proprietorship, they never appear on the balance sheet.

· After the accounts have performed their function of collecting in one place all times of the kind of income or expense for the period, the net balances in these accounts are brought together in a single account.

· The net figure in that account, net income or loss, shows the effect of the operations of the period on proprietorship.

· The income and expense items are not recorded directly into proprietorship because we want to separate our ability to see the results of operations and other transactions that have nothing to do with operations.  

· Income and expense accounts are closed, transferred, into the Profit and Loss Account.

· To close the accounts into profit and loss the bookkeeper makes an entry in each of the accounts equal to and on the opposite side from the net balance found in the account.

· Finally, the profit and loss account is closed into proprietorship account by making an entry into the profit and loss accounting equal to and on the opposite side from the net balance found in the account.

Example

· Assume Tutt has the following revenues, gains, expenses and losses at the end of the period: rent expense 200, secretarial expense 200, utilities expense 20, miscellaneous expense 5, theft loss 20, professional income 1000

· The beginning proprietorship balance is 950

Closing Journal Entries:


Professional Income


1000



Profit and Loss


1000

Profit and Loss


200



Rent Expense



200

Profit and Loss


230



Secretarial Expense


230


Profit and Loss


20



Utility Expense


20


Profit and Loss


5



Miscellaneous Expense

5


Profit and Loss


20



Theft Loss



20


Profit and Loss


525



Proprietorship



525

T-Accounts:


Rent Expense




Professional Income


200

200



1000

400










600


Secretarial Expense


230

230



Utility Expense








20

20


Miscellaneous Expense


5

5



Theft Loss








20

20


Proprietorship

950 Profit and Loss

525



200

1000




1475



230








20








5








20










525
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E. Tutt, Esquire

Balance Sheet

January 12, 2005



Assets





Liabilities and Proprietorship






Liabilities:

Cash


265



Accounts Payable

Supplies

50



  Brown


100

Equipment

640



  Jones



220

Furniture

625



  East Co.


60


Library


650




Total Liabilities
380


Total

2230


Proprietorship



1850








Total


2230

13
Gave Smith some legal Advice and received 150

15
Got a reminder from her landlord that she had not paid the rent of 150 for her office for January and sent the check immediately

16
Paid her secretary a salary of 200 for the first half of January

20
Received 375 for her work during January on Bolton’s Estate

23 
Paid an electrician 20 to repair a lighting fixture

25
Purchased some supplies for 75 cash from Stanley Co.

27
Did some work for Sam’s Book Store, and in exchange received a new East’s Digest which sells for 220

29
Prepared a deed for Ingersoll and received a fee of 250

30
Paid her secretary 200 for the second half of January

31
Went to Telephone Co. and paid her bill of 50 for the month of January

Journal Entries:

13
Cash




150



Professional Income


150

15
Rent Expense



150



Cash




150

16
Secretarial Expense


200



Cash




200

20
Cash




375



Professional Income


375

23
Electrical Expense


20



Cash




20

25
Supplies



75



Cash




75

27
Library




220



Professional Income


220

29
Cash




250



Professional Income


250

30
Secretarial Expense


200



Cash




200

31
Telephone Expense


50



Cash




50

Closing Journal Entries:

Professional Income


995


Profit and Loss


995

Profit and Loss


150


Rent Expense



150

Profit and Loss


400


Secretarial Expense


400

Profit and Loss


20


Miscellaneous Expense

20

Profit and Loss


50


Telephone Expense


50

Profit and Loss


375


Proprietorship



375

E. Tutt, Esquire

Income Statement

January 2005

Professional Income






995


Less: Expenses



Rent




150



Secretary



400



Telephone



50



Miscellaneous



20

620

Net Income






375

The Statement of Changes in Owner’s Equity

Statement of Changes in Owners’ Equity

· The Statement of Changes in Owners’ Equity fully reconciles the changes in net worth between balance sheet dates

· To separate the various changes in equity that can arise from operations, investments by owners, and withdrawals, accounting entities often maintain different accounts for capital, drawings, and retained earnings.  

Sole Proprietorship

· In a sole proprietorship, equity is referred to as proprietorship
· In a sole proprietorship the bookkeeper would record an initial capital contribution to the proprietorship of 1000 as follows:

· Cash




1000

Proprietorship



1000

· If the sole proprietor chose to remove a chair for personal reasons worth 50  the bookkeeper would record the following:

· Drawings



50

Furniture



50

· At the end of the period, the bookkeeper would close the Drawings account to the Proprietorship account as follows:

· Proprietorship



50

Drawings



50

E. Tutt, Esquire

Statement of Change in Owner’s Equity

For the Month of June

Proprietorship, beginning of period




1000

Net Income







525

Subtotal






1525

Less: Drawings






50

Proprietorship, ending of period




1475

Partnership

· In a partnership, equity is referred to as Partners’ Equity.

· With multiples owners partnerships maintain separate equity accounts for each partner.

King Tutt

Statement of Changes in Partnerships’ Equity

For the Month of September








Tutt

King

Total

Partners’ Equity, September 1


0

0

0

Original Investment




1000

1000

2000

Net Income





600

600

1200


Subtotals




1600

1600

3200

Less: Drawings




400

400

800

Partners’ Equity, September 30


1200

1200

2400

Corporations

· Because shareholders can transfer their shares at any time, corporations do not maintain separate equity accounts for each shareholder

· No shareholder has a claim to any specified amount of the corporation’s assets, but upon liquidation each shareholder has the right to share proportionately with all other holders of the same class, after the corporation has satisfied any prior interests.

· Because shareholders in corporations are not personally liable for the debts of the corporation, a shareholder’s equity represents the maximum amount that the shareholder risks by investing in the corporation.

· Contributed Capital

· Contributed capital consists of both stated capital and additional paid in capital, those resources that were contributed by shareholders

· Creditors are very interested in knowing how much capital has been raised and permanently committed to the enterprise because shareholders are not personally liable so this amount represents a safety margin for creditors.

· The total par value of the corporation’s outstanding stock is called Stated Capital

· Often referred to as Legal Capital by lawyers because it was subject to certain legal requirements, starting with that mandate that the corporation receive as invested capital from the shareholders at least as much as the total par value of the outstanding stock.

· Changes in Legal Capital

· Legal capital can be dissipated by operating losses, that is the risk that all corporate creditors take

· Voluntary reduction of legal capital, however, is not allowed

· Corporate statutes commonly prohibit any distribution of corporate assets to shareholders, by way of dividends or otherwise, which would lave the corporation with assets amounting to less than the sum of the corporation’s liabilities plus its stated legal capital

· Issues with the Legal Capital system

· About 2/3 of states have abandoned the system, but not DE

· Corporations are permitted to issue no par shares which undermines system

· Par value can be as low as 1 cent, which also undermines system

· A separate account is created to reflect the amount contributed by shareholders in excess of stated or legal capital, usually referred to as Capital Surplus (lawyers) or Additional Paid-In Capital (accountants)

· Shares with Par Value

·  a company issues 100 shares of 1 dollar par stock for 1000 dollars, the bookkeeper would make the following entry

· Cash




1000

Common Stock, 1 par


100

Additional Paid-In Capital

900

· No-Par Shares

· For no-par shares, most corporate statutes permit the board of directors to treat some of the total amount that the corporation receives as surplus capital.

· Lawyers sometimes refer to the amount per share that the board of directors has allocated to stated capital with respect to no-par shares as stated value, a misnomer because, like par value, the stated value figure does not necessarily bear any relation to the share’s actual value.

· If the board doesn’t allocate any of the no-par shares value to surplus capital, the company credits the full amount to stated capital.

· Earned Capital

· Earnings retained in the business (rather than, say, distributed as dividends) which accountants call retained earnings but the legal capital system usually refers to as earned surplus.

Accrual Accounting

Purposes of Accounting

· To record business transactions

· To provide qualitative information, primarily financial in nature, about a business’s activities, for use in decision making

Accrual Accounting

· Accrual Accounting seeks to allocate revenues and expenses to accounting periods, regardless of when the cash receipt or expenditures actually occur; seeks to recognize revenues when earned and expenses when incurred, without regard to the actual cash receipts or payments

· Accrual accounting seeks to recognize revenues when earned and to match expenses with the revenues that they produced

· Accrual revenues are recognized when the business delivers the goods or performs the services

· Accrual expenses are recognized when they are actually incurred

· Under the Cash Method, an accounting entity recognizes revenues when the enterprise actually receives cash payment for goods or services.

· Accrual refers to the process whereby an accountant records a revenue or expense during the current accounting period even though no payment occurred during that period.

· Deferral refers to the process whereby the accountant delays an event involving cash or cash’s worth in the current period until a subsequent accounting period or periods.

Assumptions 

Assumptions provide a foundation for the accounting process

· Economic Entity Assumption

· The economic entity assumption states that accountants can separate the activities of a business from those of its owners and any other business.  

· Accountants identify economic activity with a particular accounting entity even though the law may not recognize that enterprise as a distinct legal entity  

· Monetary Unit Assumption

· The monetary unit assumption states that only transaction data capable of being expressed in terms of money should be included in the accounting records of an economic entity.

· Assumption implies that the monetary unit best communicates economic information regarding exchanges of goods and services as well as changes in owner’s equity, and thereby assists in rational, economic decision-making

· As a practical matter it offers a simple, universally available, and easy to understand standard.

· Based on assumption money is stable which may not be correct in times of high inflation.

· Periodicity Assumption

· The periodicity assumption states that economic life of a business can be divided into artificial time periods

· Going Concern Assumption

· The going concern assumption states that the enterprise will continue to operate long enough to carry out its existing objectives

· If the going concern assumption is not used, then plant assets should be stated at their liquidation value, not at their cost.

Principles 

· Principles dictate how transactions and other economic events should be recorded and reported.

· Historical Cost Principle

· The historic cost principle states that assets should be recorded at their original or historical cost.

· The historic cost measure offers a definite and determinable standard

· May not provide the most relevant or helpful information for decision-making purposes because that measure will only coincidentally reflect an asset’s fair market value, but using current fair value would offer less precision and require more estimates

· Objectivity or Verifiability Principle

· Under the verifiability principle accountants prefer accounting treatments which can be supported by available and reliable evidence

· Financial statements do not present completely objective information

· As long as the basis for the estimate is disclosed, and others can corroborate the supporting data and methodology, accountants consider an estimate objective and verifiable

· Revenue Recognition Principle

· The revenue recognition principle dictates that revenue should be recognized in the accounting period in which it is earned

· Accountants usually recognize revenues only when (1) an exchange transaction has occurred and (2) the accounting entity has complete or virtually completed the earnings process

· Matching Principle

· Let the expense follow the revenue, this practice is referred to as the matching principle: it dictates that expenses be matched with revenues in the period in which efforts are expended to generate revenue

· Costs that will generate revenues only in this accounting period are expensed immediately.  They are reported as operating expenses in the income statement.

· Cost that will generate revenues in future accounting periods are recognized as assets.  

· Consistency Principle

· Under the consistency principle, accounting entities must give economic events the same accounting treatment from accounting period to period.

· Restricts an accounting entity from changing an accounting method between accounting periods to those situations in which accounts would consider the newly adopted principle preferable to the old method

· If an accounting entity does change an accounting principle, the entity must disclose the change’s nature and effect as well as the justification, for the accounting period in which the entity adopts the change.

· Full Disclosure Principle

· The full disclosure principle requires that circumstances and events that make a difference to financial statement users be disclosed (important enough to influence an informed reader’s judgment)

· The first note in most financial reports is the summary of significant accounting principles

· An Emerging Fair Value or Relevance Principle

· Fair Value principle recognizes the fact that financial accounting increasingly requires enterprises to use fair value or market value, rather than historical cost, to report certain assets and liabilities.

· Calls into question the historic cost, objectivity, revenue recognition, consistency and full disclosure principles. 

Modifying Conventions

· Modifying conventions are certain practical restraints on accounting principles

· Materiality

· Materiality relates to an item’s impact on a firm’s overall financial condition and operations and indicates that items which are not material need not be recorded.  

· An item is Material when it is likely to influence the decision of a reasonably prudent investor or creditor.  

· It is immaterial if its inclusion or omission has no impact on a decision maker.

· Recognizes that sometimes the added cost and complication involved in attempting to determine how to treat a minor item in an unimportant activity do not justify the benefit that any user of the financial statement would derive.

· Conservatism

· Conservatism in accounting means that when in doubt choose the method that will be least likely to overstate assets and income.

· A common application is to use the lower of cost or market method for inventories

· Industry Practices

· Industry practices is the idea that peculiarities in some industries and businesses allow departure from basic accounting principles 

Deferral of Expense and Income 

Deferral 

· Deferral refers to the process whereby an accountant delays a payment in the current period until a subsequent accounting period or periods

· Accountants defer both prepaid expenses and unearned revenues

· For prepaid expenses the accountant delays treating  a cash expenditure as an expense until some subsequent accounting period when the business will enjoy the benefit of the expenditure

· For unearned revenues the accountant delays recognizing a cash receipt as income when the business will not earn the income until a subsequent period

Deferred Expenses

· Any expense paid in advance creates an asset, although that asset may be short-lived; but in some ways all assets are simply prepaid expenses, since they will ultimately be used up and disappear.

· In General

· If a business prepaid rent for three years on the first of a year in the amount of 15,000, what entry would be made 

· Rent Expense



5000

Prepaid Rent



10000

Rent Expense



15000

· Deferred expense properly connotes the fact that part of the expenditure is held back from the current period because it has not yet been used, typically deferred expenses are referred to prepaid expenses.

· If a business buys a building for 60000 that has an estimated life of ten years what journal entries should be made at purchase and at the end of the year

· Building



60000

Cash




60000

· Depreciation Expense


6000

Depreciation



6000

(depreciation is a contra-asset account, that is, it is a reduction in the value of the building)

· Depreciation Accounting

· Accountants recognize that most tangible fixed assets will not last forever 

· The time period for which one estimates they will be able to use an asset is referred to the assets useful life

· Depreciation is an attempt to match the expenses of producing revenues in a given period, depreciation is not an attempt to measure the real value of an asset.

· Depreciation is used for fixed assets, amortization is used for intangibles and depletion is used for natural resources

· The straight line method for depreciation uses the following calculation:

· Monthly Depreciation Expense = (Cost – Salvage Value)
       Useful Life in Months

· Salvage value is the value remaining in the asset after its useful life 

· The useful life of the asset is the estimated time period for which the owner will be able to utilize the asset

· If, for example, Tutt buys a computer for 2000 that she thinks she will b able to use for three years.  She thinks she will then be able to sell the computer for 200.  What entry would she make one month after acquiring the computer.

· (2000-200)/36 = 50

· Depreciation Expense



50

Accumulated Depreciation: Comp.

50

· Fixed Assets



Computer Equipment


2000



Less: Accumulated Depreciation
50


Net Computer Equipment

1950

· As seen above, accountants do not credit the computer account directly, but instead credits a separate contra-asset account called Accumulated Depreciation which would appear as an offset to, or reduction from, the Computer Equipment account on the balance sheet.

· Contra Asset Accounts records reductions in a particular asset account separately form the relevant asset account.

· Accountants often refer to the net amount, original cost less accumulated depreciation, as the asset’s book value.  

· The book value represents the amount of the original cost remaining to be allocated to future periods plus any estimated salvage value

Deferred Revenues

· Income accounts, like expense accounts, are supposed to collect items affecting equity in the current period.  

· Unearned revenues are recorded as liabilities until they are earned.

· If someone rents out office space for three years and receives an immediate payment for the entire lease of 15,000 what entry should be made at the end of the first period.

· Cash




15000

Rental Income



5000

Unearned Rent (liability)

10000

· Revenues ought not to be recorded until the recipient has substantially performed everything required under the contract

· Thus, if a lawyer has a case, he will not record any income in a period where he has done  work unless he has substantially completed the project

· Goods for example, are not considered substantially completed until they are transferred to the customer

· Transactions in which performance by the recipient of income consists primarily of permitting another to enjoy the use of property or money for a period of time, as in the case of rent or interest, are usually treated differently from the standard types of business activity like the practice of law or the sale of goods

· This is so because it is viewed as hard for a lender or lesser to back out of such agreements and not perform once they’ve begun performance

Problem 1.5A (through March 14) Page 90

Transactions in March

1 
Purchased a three-section Super Fireproof Safe for 480 from Jarald Co. on credit

2
Paid the landlord 150 rent for her office for March

5
Paid 120 for a one-year liability insurance policy ordered the week before and running through next February 28

7
Paid 60 for a one-year subscription to the local weekly legal journal, to start on April 1

9
Purchased a 100 treatise on bankruptcy from East Publishing Co on credit

11
Received 350 from Homer Co for legal advice given during the week

13
A new client, Fashion Corp., sent her 250 as a retainer for an argument on a motion scheduled for April 10

14
Completed the work for which Anderson paid her 300 in advance last month

Journal Entries:

1
Office Equipment



480



Accounts Payable – Jarald


480

2
Rent Expense




150



Cash





150

5
Insurance Expense



10


Prepaid Insurance 



110



Cash





120



7
Deferred Subscription Expense

60



Cash





60

9
Library





100



Account Payable – East Co.


100



11
Cash





350



Professional Income



350

13
Cash





250



Deferred Income



250

15
Deferred Income



300



Professional Income



300

Accrual of Expense and Income 

Accrual 

· Accrual refers to the process whereby an accountant records a revenue or expense during the current accounting period even though no payment occurred during the current period.

· In accrual the accountant pulls the future event involving the cash or cash’s worth into the current period.

Accrued Expenses

· Regardless of whether cash actually changes hands, expenses that are incurred in a period ought to be recorded in that period.

· Accrued expenses represent a future liability

· The name given the liability that is created is probably not called an account payable because this is usually reserved for credit purchases of goods and supplies, therefore, it can be called an accrued account payable
· The process of pulling an expense into the current period even though it has not yet been paid, while creating a liability account reflecting the obligation to pay, constitutes accrual.

· Assume you rent a building for three years and do not have to pay the rent until the end of the lease term in the amount of 15000.  What entry would be recorded at the end of the first year to represent the rent expense incurred in the year?

· Rent Expense




5000

Accrued Rent Expense


5000

· What entry would be made after the rent is finally paid in three years

· Rent Expense




5000

Accrued Rent Payable



10000




Cash





15000

· An expense which belongs in the period may be accrued, that is, reflected in a current expense account, even though it not only has not been paid but there is not yet even a current obligation to pay it (ex: not needing to pay rent for three years).

· In the case of an expected future payment there is usually no need to make any entry in the current period unless, and then only to the extent that, a charge to the current expense is called for.

· If you signed a three year lease a year in advance, no entry at all relating to the lease commitment would be called for in that year.

· If a future obligation has been entered into but doesn’t need to be recorded in the current financials, it might need to be disclosed in the current statement if it is material

Accrued Revenues

· Revenues which have been earned, but for which no cash has yet been received are still to be recorded in the period in which they are earned

· Accrued revenues create an asset

· The creation of a receivable account is merely an adjunct needed to show that there is a right to receive the cash in the future

· Assume you rent a space for three years with 15000 due at the end of the three years, what entry would you make at the end of the first year to record the revenue you’ve made thus far in the first year

· Accrued Rent Receivable

5000

Rent Income



5000

· Now assume that the three years have passed and you receive the entire 15000 for the three year rent, what entry is made

· Cash




15000

Rent Income



5000

Accrued Rent Receivable

10000

Income Tax Accounting

· Subchapter S Election by a corporation treats income as taxable to the corporation’s shareholders rather than to the corporation

· Sole proprietorships, partnerships and most subchapter s corporations do not pay federal income taxes; all other corporations must pay income taxes.  

· In most cases, a business will not pay all of its income taxes attributable to income from a particular accounting period during that period; as a result, corporations frequently must accrue income tax expense during the closing period.

· If a corporation made 525 during a period and is taxed at a 40% rate, what entry should be made at the end of the period to reflect this obligation

· Income Tax Expense



210

Accrued Income Taxes Payable

210

· On the income statement, the income taxes are normally listed below net income before income taxes

Problem 1.5A (from the 15th) on Page 91

March Transactions

15
Borrowed 480 from First State Bank on a one-year note, with interest at 10%, payable at maturity, and immediately paid her debt to Jarald Co.

16
Paid 50 to Manpower, Inc. for temporary typing assistance last week

17
Received bill from landlord for additional rent of 15 due for March under the fuel adjustment clause in her lease

20
Sent 40 to the telephone company to pay her outstanding bill

21
Gave tax advice to Olson and received 200 for it

22
Prepared and filed incorporation papers for Nelson, Inc. and sent a bill for 250

24
Received 300 of the 500 due from Smith’s Estate

26
Rented a section of her new safe to Bilder, a lawyer in the adjacent office, for 90 days, at a rental rate of 90 payable at the end of the term

30
Paid her secretary 100 of the 200 owed for the second half of March

31
Checked with telephone company and learned that her bill for March would be 45

Journal Entries:

15
Cash




480



Note Payable



480


Account Payable – Jarald Co.

480



Cash




480

16
Secretarial Expense


50



Cash




50

17
Rent Expense



15



Accrued Rent Payable

15

20 
Telephone Expense Payable

40



Cash




40

21
Cash




200



Professional Income


200

22
Accrued Receivable - Nelson

250



Professional Income


250

24
Cash




300



Accrued Receivable – Smith

300

26
no entry until the end of the month

30
Secretarial Expense


200



Cash




100



Secretarial Expense Payable

100

31
Accrued Telephone Expense

45



Telephone Expense Payable

45


Interest Expense


2



Interest Expense Payable

2


Accrued Rent Receivable

5



Rent Income



5

The Statement of Cash Flows

Statement of Cash Flow 

· Cash Flow Statement details the effects of cash on an enterprise’s regular operations during the year and those other types of significant transactions.

· Cash flow refers to the movement of cash into and out of the enterprise

· Cash flow is important because judging a business’ future prospects calls for some consideration, and comparison, of the business’ cash-generating potential and cash needs, over both the  short (liquidity) and  long (solvency) terms.

· An enterprises revenues from operations provide its primary source of cash, while its expenses serve as the principal cash drain

· Many transactions that affect cash are not reflected on the income statement, for example, borrowing money and paying dividends, and some expenses on the income statement don’t reflect an outflow of cash, for example, depreciation or accrued expenses.

Purpose of the Statement of Cash Flows

· Should provide the relevant information about an enterprise’s cash receipts and payments during an accounting period.

· The statement of cash flows in conjunction with the other financial statements should help investors, creditors and other users to:

· Asses the enterprise’s ability to generate positive future net cash flows

· Assess the enterprise’s ability to meet its obligations, its ability to pay dividends, and its needs for external financing

· Assess the reasons for differences between net income and associated cash receipts and payments, and

· Assess the effects on an enterprise’s financial position of both its cash and non-cash investing and financing transactions during the period

· Cash flows should report the cash effects during a period of an enterprise’s operations, investments in capital assets, and financing transactions.  

Cash and Cash Equivalents

Cash includes both cash and cash equivalents
Cash includes not only currency, but bank accounts tha the enterprise can access on demand
Cash equivalents must meet two requirements:
An enterprise must be able to convert the equivalents to cash readily, and
These equivalents’ original maturity dates must not exceed three months, so that changes in interest rates do not threaten to affect adversely their value 
A treasury bill with a maturity of less then three months meets this requirement
Classification of the Statement of Cash Flow

· An enterprise must classify its statement of cash flow into three separate categories: operating, investing and financing activities

· Operating Activities: involve the acquiring and selling of the enterprise’s products and services (catchall for things that aren’t investing or financing)

· Investing Activities: include acquiring and disposing of long-term investments and long-lived assets

· Financing Activities: include the obtaining of resources from owners and providing them with a return on, and a return of, their investment

· Each activity can produce a cash inflow or outflow to the enterprise

· The statement of cash flows must reconcile the total change in cash and cash equivalents for the period with the beginning and ending balance which appear on the current and prior balance sheets.

The Operating Section

· The direct method requires an enterprise to report major classes of cash receipts and cash payments which relate to the enterprise’s operations

· The indirect method requires an enterprise to reconcile cash flows with net income from the period by adjusting the income to remove the affect of defers and accruals

Non-Cash Investing and Financing Activities

· Accounting standards require any enterprise which engages in a material non-cash activity to disclose the transaction in the footnotes to the financial statement.

Disclosures

· An enterprise must disclose its policy for determining which items it treats as cash equivalents

· Depending on the method used, direct or indirect, the company must make other disclosures

· The notes to the financial statement must disclose any material non-cash investing or financing activities

· It is forbidden to repot the cash flow per share ratio in an enterprise’s financial statements.

Accounting for Inventory

Inventory in General

· Differs from other assets because the goods in inventory are constantly turning over; sales take goods out of inventory, and purchases are made to replace them

· Assume Marty Jones operates a retail store that just sells shoes.  She sells 1,000 shoes in January for 10 a pair.  It cost Jones 7 a pair to buy the shoes and his other expenses for the month were 1000.  What would his income statement look like?

Jones Shoes

Income Statement

For the Month Ended January

Sales (1000 x 10)






10000


Cost of Goods Sold (1000 x 7)



7000


Gross Profit






3000


Operating Expense





1000


Net Income






2000

Sales

· Sales are the anther form of income; they reflect the total amount of sales completed during the period.

· Customers sometimes return damaged, defective, unwanted or unneeded goods for credit or a cash refund, accountants call these transactions sales returns and combine them with allowances to create the Sales Returns and Allowances Account.

· The Sales Returns and Allowances account is a contra-revenue account to sales

· Sales is not debited directly so that the goods that are returned or made allowances for can easily been identified and allows their size to be compared with total sales

· Assume Jones actually sold 1020 shoes during January, but that customers returned twenty pairs for refunds and Jones restored those shoes to inventory.  What would the income statement look like now?

Jones Shoes

Income Statement

For the Month Ended January

Sales (1200 x 10)






10200

Less: Sales Returns and Allowances (20 x 10)


200
Net Sales







10000


Cost of Goods Sold (1000 x 7)



7000


Gross Profit






3000


Operating Expense





1000


Net Income






2000

Cost of Goods Sold

· Under the perpetual inventory system the accountant’s records continuously show the quantity and cost of the goods which the business holds in inventory at any time.

· As the business sells goods, the bookkeeper transfers their cost from the inventory account to the cost of goods sold account

· Under the periodic inventory method the accounting entity determines inventory only at the end of an accounting period.  You can use the inventory at the beginning of the period, the cost of the merchandise acquired during the period, and the inventory left at the end of the period

· Assume Jones had an inventory at the beginning of the period of January of 300 shoes at a cost of 7 per pair.  During the month he purchased 1200 shoes at 7 a pair.  He sold 1020 pairs of shoes during January with 20 pairs returned into inventory, he had 500 pairs of shoes left in inventory at the end of the period

Jones Shoes

Income Statement

For the Month Ended January

Sales (1200 x 10)






10200

Less: Sales Returns and Allowances (20 x 10)


200
Net Sales







10000


Cost of Goods Sold 






Opening Inventory (300 x 7)


2100



Purchases (1200 x 7)



8400



Goods Available for Sale

10500



Less: Closing Inventory (500 x 7)

3500
7000

Gross Profit






3000


Operating Expense





1000


Net Income






2000

Gross Profit

· Gross Profit caption in the income statement reflects the difference between net sales and cost of goods sold.

· The gross profit does not measure the business’ overall profitability, users of financial statements often pay particular attention to the figure which frequently serves as a guide to market conditions and the efficiency of the selling operations than the net income figure.

· The multiple step income statement is one that lists gross profit as an intermediate figure in computing net income or loss.  This also separates the business’ operating activities from non-operating activities.

Periodic Inventory System

· Jones Purchases 8400 worth of goods in January for cash

· Purchases



8400

Cash




8400

· At the end of the period a new T-account called Cost of Goods Sold is set up, the bookkeeper then closes opening inventory, purchases and purchase returns and allowances into Cost of Goods Sold

· Assume Jones did not return any goods he purchased, he would make the following entries at the end of the period assuming he had a beginning inventory of 2100

· Cost of Goods Sold


2100

Inventory



2100

· Cost of Goods Sold


8400

Purchases



8400

· When the bookkeeper counts inventory and realizes there is still 3500 on hand he would make the following entry:

· Inventory



3500

Cost of Goods Sold


3500

· Profit and Loss


7000

Cost of Goods Sold


7000

Problem 1.6A on Page 105

February Transactions:

1
Samuel Nifty contributed store fixtures value at 10000; Hiram Novelty contributed merchandise valued at 2000 and 8000 in cash

1
Paid February rent for store of 200

2
Paid painter 72 for lettering on store front which will not have to be redone for a year

3 
Purchased Costume jewelry on account from Acme, Inc., for 1000

4
Purchased counter and trays for displaying merchandise from Blake & Co. for 1500 on account

6 
Sold merchandise for 550 cash

8
Received 400 from Ritter for goods to be delivered in March

9
Sold party decorations and favors to Lincoln Hotel on account for 310

11
Paid February wages of 260 to salesperson

12
Paid 500 on account to Acme, Inc.

15
Sold merchandise for 2150 Cash

17
Purchased merchandise from Klips Corp. giving note for 1300 due in six months

20
A display tray which cost 19 was accidentally destroyed

22
Received 100 on account from Lincoln Hotel

24
Paid Black & Co. 1000 on account

26
Sold merchandise for 700 cash

28
Determined that the telephone bill for February amounts to 20

28 
Distributed 100 each to partners

Assume further that:

Rent of 105 will be due Smith Corp. on April 30 for storage space leased to Nifty Novelty on Feb. 1 for 3 months

A physical inventory on February 28 discloses 1700 worth of inventory merchandise on hand

Journal Entries:

1
Fixtures




10000


Merchandise




2000


Cash





8000



Nifty Capital




10000



Novelty Capital



10000

1
Rent Expense




200



Cash





200

2
Miscellaneous Expense (72/11)


6



Cash





6

3
Purchases




1000



Account Payable – Acme


1000

4
Store Fixtures




1500



Account Payable – Blake


1500

6
Cash





550


Sales Income




550

8
Cash





400



Deferred Sales Income


400

9
Accounts Receivable – Lincoln

310



Sales Income




310


11
Wage Expense




260



Cash





260

12
Account Payable – Acme


500



Cash





500

15
Cash





2150



Sales Income




2150

17
Purchases




1300



Note Payable – Klips



1300

20
Accident Loss




19



Store Fixtures




19

22
Cash





100



Account Receivable – Lincoln

100

24
Account Payable – Blake


1000



Cash





1000

26
Cash





300



Sales Income




300

28
Telephone Expense



20



Telephone Expense Payable


20

28
Nifty Capital




100


Novelty Capital



100



Cash





200

Adjusting Entries:


Rent Expense (105/3)



35



Rent Expense Payable



35

Closing Entries


Cost of Goods Sold



2000



Opening Inventory



2000


Cost of Goods Sold



2300



Purchases




2300


Closing Inventory



1700



Cost of Goods Sold



1700


Profit and Loss



2600



Cost of Goods Sold



2600


Sales Income




3710



Profit and Loss



3710


Profit and Loss



200



Rent Expense




200


Profit and Loss



6



Miscellaneous Expense


6


Profit and Loss



260



Salary Expense



260


Profit and Loss



20



Telephone Expense



20


Profit and Loss



35



Storage Expense



35


Profit and Loss



19



Accident




19


Profit and Loss



570



Nifty Capital




285



Novelty Capital



285

Nifty Novelty Company

Income Statement

For the Month Ended February 28th
Sales






3710

Cost of Goods Sold





Opening Inventory

2000


Purchases


2300

Total



4300


Less: Closing Inventory
1700

2600
Gross Profit on Sales




1110

Less: Expenses




540
Net Income





570

Nifty Novelty Company

Balance Sheet

February 28th
Assets





Liabilities and Proprietorship

Cash



9668

Accounts Payable

1000

Inventory


210

Note Payable


1300

Store Fixtures


11481

Expense Payable

55

Deferred Expense

66

Partners’ Capital

20370

Total


23125


Total


23125

The one transaction that could have been overlooked by the bookkeeper without causing a change in the balance sheet or net income would be?  The transaction on the 22nd where Lincoln paid a portion of its accounts payable to nifty novelty co with cash.   

If Nifty Novelty Company had not made an entry for the accrued lease storage space the effect on its financial statements would be the following:  expenses would be understated so net income would be overstated, liabilities would be understated and partners’ capital would be overstated.

Auditing

Generally Accepted Auditing Standards

· Audit – process whereby an independent accountant examines an enterprise’s financial statements and expresses an opinion regarding whether the financial statements fairly present, in all material respects, the enterprise’s financial position, results of operations, and cash flows in conformity with GAAP.

· Absent principal (shareholder) encounters information risk – the risk that management has not shared all the details relevant to the relationship.

· Users of the financial statements require the auditor’s assurance that the financial statements accurately portray the enterprise’s financial condition and operating results.

· During the audit, the auditor must follow certain standards and perform certain procedures, which are referred to as “auditing standards.”

· In some areas Congress has explicitly given the SEC the power to mandate certain auditing standards. The federal securities laws have probably conveyed, at least implicitly, power to establish standards for auditing registrants.  The SEC has only occasionally established auditing standards, so it has been mostly the acct. profession.

The Independent Auditor’s Role

· Independence

· The auditor serves as an independent attester: the auditor must treat the financial markets, rather than the enterprise undergoing the audit or its management, as the real client.

· According to SEC regulations, auditor must be independent and objective.  

· Auditor must disclose audit work papers in response to a subpoena from the IRS in contrast to the confidential relationship between a client and an attorney

· Auditors must satisfy the requirement of both intellectual honesty and honesty in appearance

· The PCAOB now sets independence standards

The Audit Process

· Financial statements represent assertions that fall into five categories:

· 1) that reported assets and liabilities exist and that recorded transactions occurred during the particular accounting period

· 2) that the financial statements present all transactions and accounts

· 3) that the listed assets represent the enterprise’s rights and the reported liabilities show the business’ obligations

· 4) that the financial statements record the enterprise’s assets, liabilities, revenues and expenses at appropriate amounts

· 5) that the enterprise has properly classified, described and disclosed the financial statements’ components.

· Auditors rely on the enterprise’s internal controls over its accounting processes, plus sampling techniques to test selected transactions, to obtain reasonable assurance that the financial statements do not contain any material misstatement.

· Auditors strive to design an effective and efficient audit that holds audit risk below a reasonable level

· A standard audit contains three phases:

· 1) Planning the audit

· 2) Implementing the audit program

· 3) Reporting the results

Planning the Audit

· To plan an audit, the auditor must gather information about the client and assess the enterprise’s internal control before developing an audit program

· Investigate the client’s business industry, accounting policies, marketing techniques, budgeting, and outside affiliations

· Gather information about conditions in the industry

· Review prior years audit result

· GAAS requires that the auditor asses the enterprise’s internal control, which accountants define as those systems, procedures and policies that an enterprise employs to help assure that the organization properly authorizes, executes, and records transactions.

· An enterprise’s internal controls should segregate responsibilities for authorizing and recording transactions and safeguard assets between different individuals to detect errors and prevent fraud.

· Should break up recording process among individuals.

· Registers that display totals to customers.

· Two authorized individuals must sign checks.

· The auditor conducts compliance tests to determine whether the internal controls function properly; the auditor may also examine sample transactions or records to ascertain how accurately the client’s financial and accounting systems document transactions.  Based upon this evaluation, the auditor decides whether to rely on some or all of the internal control systems to reduce the need to test actual transactions and account balances. 

· Vouching: auditor selects a transaction recorded in the business’s books to determine whether underlying data supports the recorded entry.

· Tracing: following a particular item of data through the accounting and bookkeeping process to determine whether the business has properly recorded and accounted for the data.  

· Internal control under the federal securities laws

· Inadequate internal accounting controls or poor record-keeping can violate the Foreign Corrupt Practices Act of 1977 and the Foreign Corrupt Practices Act Amendments of 1988, collectively the FCPA.

· These provisions apply to all SEC registrants, including enterprises that only engage in domestic operations.

· The FCPA imposes two accounting requirements on all registrants

· 1) The record keeping obligation, requires all registrants to make and keep books, records, and accounts, which, in reasonable detail, accurately and fairly reflect the transactions and dispositions of the assets of the issuer.

· No falsifying

· No making materially false or misleading statements

· 2) To establish adequate internal accounting controls all registrants must devise and maintain a system of internal accounting controls sufficient to provide reasonable assurances that the enterprise: 

· Executes transactions in accordance with the management’s authorization

· Records transactions in a way that enables the enterprise to prepare financial statements in conformity with GAAP, and to maintain accountability for assets

· Permits access to assets only in accordance with management’s authorization

· Compares recorded assets against actual assets at reasonable intervals and take appropriate action regarding any difference

· The FCPA was amended in 1988 to prove that the “reasonable detail” and “reasonable assurances” with which the registrants must keep “books, records, and accounts” and maintain the requisite internal controls, respectively, mean “such level of detail and degree of assurance as would satisfy prudent officials in the conduct of their own affairs,” while also limiting the criminal liability to knowing violations.

· Section 404 of Sarbanes Oxley 

· Empowered the SEC to create and enforce regulations intended to foster a more stringent internal control environment in public companies.

· Directed the SEC to adopt rules requiring public companies to include in the annual financial statement a report from management on the company’s internal control over its operations, particularly the operation and reporting of transactions

· The required report must

· State management’s responsibility for establishing and maintaining internal controls

· Contain an assessment of the company’s internal controls

· The firm which audits the company must also make the attestation report regarding internal controls, increasing the risk of auditor liability 

· AICPA SAS No. 78: SEC registrants should have two reports – one by management and the second from the registrant’s independent accountant.

Implementing the Audit Program

· Audit Program – plan for audit which sets forth the detailed procedures that the auditor will perform to test transactions and account balances to reach that reasonable assurance that the financial statements present fairly, in all material respects, the business’s financial condition and operating results.

· In typical audit, auditor verifies that tangible assets exist, observes business activities, confirms account balances, checks mathematical computations, and seeks representations from management and outside counsel.

· Auditor documents various procedures and findings in audit working papers.

· Auditor constantly examines the findings to determine whether they provide a “reasonable basis” to enable the auditor to express an opinion on the financial statements.

Reporting the Audit Results

· The standard audit report states:

· Financial statements remain management’s responsibility

· Based on the audit, the auditor will express an opinion on the financial statements.

· The auditor conducted the audit in accordance with generally accepted auditing standards which require the auditor to plan and perform the audit to obtain reasonable assurance that the financial statements do not contain material misstatements.

· The financial statements present fairly, in all material respects, the financial position, the results of operation, and cash flows, in conformity with GAAP.

· Instead of the standard unqualified opinion, the auditor can:

· 1) Issue an unqualified opinion with explanatory language 

· Use of another auditor’s work

· Change in accounting principles or in their use materially affect the comparison of financial statements from previous periods with the current period.

· Financial statements depart from GAAP in order to prevent a misleading representation.  

· 2) Issue a qualified opinion, noting exceptions or matters in the financial statements that do not conform to GAAP

· Except for the non-conformance, the statements are ok.  Issue a qualified opinion if:

· Can’t perform a full audit because of inadequate records

· Auditor could not observe the counting of physical inventories at year-end

· Departure from GAAP

· 3) Issue an adverse opinion – that the statements do not fairly present the financial position, operating results, or cash flows in accordance with GAAP.  

· Destroy an enterprise’s ability to raise capital or borrow money

· These are rare (usually issue qualified opinions)

· 4) Disclaim an opinion when circumstances prevent the auditor from expressing any opinion.

Establishment of Generally Accepting Auditing Standards

· SEC probably has power to dictate standards.  SEC has deferred to accounting profession.  AICPA, through the auditing standards board, sets the standards, until Sox came along and delegated power to the newly created PCAOB.

· Private Securities Litigation Reform Act of 1995 specifically requires any audit which the securities laws mandate to include procedures designed to provide reasonable assurance that the audit will detect any illegal acts that would directly and materially affect the determination of financial statement amounts.  

· The SEC can impose disciplinary sanctions on accountants and other professionals.

· Rule 2(e) of the Commission’s Rules of Practice allows the SEC to prohibit an accountant from practicing before the Commission for a variety of reasons, including lack of requisite qualifications, character, or integrity; engaging in violations of the securities laws; or engaging in unethical or improper conduct.

· Section 101 of Sarbanes Oxley created the PCAOB investing it with responsibility to register, regulate and inspect accounting firms what audit publicly traded companies; to establish or adopt auditing standards for audits, including quality control, ethics and independence, subject to SEC approval; and to conduct investigations and disciplinary proceedings to enforce compliance with the law and professional standards.

Components of the Audit Process

· Auditing standards differ from auditing procedures in that the former broadly addresses an audit’s objectives and seeks to ensure a certain performance level, while the later refers to the specific acts that an audit entails.

· Auditing Standards: involve not only the auditor’s professional qualities but also the judgment that the auditor exercises in the audit and the audit report

· The ten basic standards fall into three groups:

· 1) General Standards

· 2) Standards of fieldwork

· 3) Standards of reporting

· Audit Procedures: refer to the various acts that an auditor performs during an audit.

· The auditor chooses the audit procedures and is fully responsible for the audit and the audit opinion

Present Fairly

· The traditional language of auditor’s opinions raises the question of whether compliance with GAAP may be presumed in and of itself to satisfy the “fairly present” test.

· Simon Rule - judge interpreted it to mean whether or not the auditor had acted in good faith, as to which compliance with GAAP would be evidence which may be very persuasive but not necessarily conclusive. Case could be narrowly held to its facts but other less clear cut cases have applied the Simon rule.

· ASB Statement No. 69 broadened the responsibility of the auditor somewhat beyond the mere literal compliance with GAAP, but still stopped short of adopting the standard of Simon.

· Sarbanes Oxley has a similar provision for presents fairly which also makes no reference to GAAP which could hardly be unintentional.

Auditor’s Responsibility to Detect and Report Errors, Fraud and Illegal Acts

· A properly designed and executed audit may not detect a material irregularity.

· The Private Securities Litigation Reform Act of 1995 requires any audit mandated by the securities law to include, among other things, procedures designed to provide reasonable assurance that the audit will detect any illegal acts that would directly and materially affect the determination of financial statement amounts.  In addition the legislation requires auditors to take certain actions if they uncover an illegal act or suspect that such an act may have been uncovered.

· If an illegal act has likely occurred, unless it qualifies as clearly inconsequential, the auditor must make sure that the audit committee or the entire board of directors is informed.

· ASB Statement No. 82, Consideration of Fraud in a Financial Statement Audit, requires auditors to assess specifically, and document, in every audit the risk that fraud may cause material misstatements.

· SAS No. 99 was passed to reinforce SAS No. 82 and in particular require auditors to evaluate specific fraud risks and document the plan and procedures used to evaluate those risks.

Problem 2.2A Page s54: Auditing Nifty-Novelty

1) Planning the Audit and Assessing Internal Control

· I would gather information about thrifty-nifty

· I would then gather information about the conditions in the wholesale knick knack business

· I would also attempt to gain access to the financial statements of comparable knick knack businesses 

· I would gather information about thrifty-nifty’s internal control policies (system, procedures, and policies)

· I would request the thrifty-nifty’s plan of organization, procedures and records that lead up to authorizations of transactions

· I would also request the plans, procedures, and records which thrifty-nifty uses to safeguard assets and produce reliable financial statements

· Here one issue is that they can’t segregate the responsibility for authorizing and recording transactions

· I would then perform compliance tests to determine whether the internal controls of thrifty-nifty function properly

· I could examine some sample transactions or records to ascertain how accurately the client’s financial and accounting systems document transactions

· Vouching -> begins with a transaction in the books and looks back to see whether the underlying data supports the recorded entry

· Tracing -> beginning with an item of data and following it through the accounting and bookkeeping process to determine whether the business has properly recorded and accounted for the data.

· Based upon this evaluation, I would decide whether to rely on some or all of the internal control systems to reduce the need to test actual transactions and account balances.

2) Implementing the Audit Plan

· I would then develop an audit program taking into account the risk factor left after my assessment of internal controls

· Verifies Tangible Assets Exist

· I would ask the Nifty’s for thrifty-nifty’s bank statements to assess if the cash on hand lined up with the cash listed on the balance sheet

· I would ask for the receipts taken from customers to confirm the accounts payable balance

· I would ask the Nifty’s for customer lists and contact some of the customers they claim owe them money to verify this

· I would go to their place of business and take a sampling to determine if their inventory was accurately taken

· I would also look at their store fixtures in their place of business to make sure they existed and ask Mr. Nifty for his receipts from the purchase of the fixtures to confirm the fixtures value

· Confirms Account Balances

· I would contact Klips Corp. to confirm the amount of the note payable

· I would contact Acme and Blake & Co. to confirm the correct accounts payable balance

· I would ask the Nifty’s for their receipts from all the above-stated transactions

· I would ask to see the order from Ritter that generated the deferred sales liability

· I would like to see their receipts from the phone service plan in the past and the receipt from the rent unit to determine if the liability for these is over or understated

· Checks Mathematic Computations

· Seeks Representations from Management and Outside Counsel

Problem 2.1A on s32

As an auditor you must examine an enterprise’s financial statements and express an opinion regarding whether the financial statements fairly present, in all material respects, the enterprise’s financial position, results of operations and cash flows in conformity with GAAP.  Here the recording deferred sales as current sales is not in compliance with GAAP’s requirement for accrual based accounting, revenues and expenses are recorded when they are incurred.  It also violates GAAP’s matching principle, because here the revenues from the sales would not be matched against the requisite expenses because costs of goods sold is not high enough due to the fact that the inventory is still on hand.  This violation of GAAP would also be material. It would understate liabilities by $400 and overstate revenues (therefore income) for the period.  This overstatement of income if recorded at the present time would be exacerbated by the fact that cost of goods sold would be understated for the period because inventory does not reflect the departure of these goods because closing inventory is too high.  Given these factors, both the materiality and violation of GAAP, I would have to advise the client that I could not issue an unqualified opinion and that I would either have to issue a qualified opinion with a discussion of this issue or an adverse opinion.

Introduction to Accounting Authorities

Generally Accepted Accounting Principles

· Accountants define “accounting principles” as those guidelines, rules or procedures which enterprises use to prepare financial statements

· Generally accepted accounting principles refer to those practices which enjoy substantial support at any particular time.

The Establishment of Accounting Principles

· Private Sector

· The AICPA established the Accounting Principles Board (APB) in 1959, the board issued “Opinions” and “Statements”, which defined and narrow the acceptable parameters of accounting methodology.

· Needed two-thirds vote of the members

· In the 1960s the AICPA authorized the staff to issue “AICPA Accounting Interpretations” to provide guidance on timely basis about accounting questions having general interest to the profession without the formal procedures which the APB’s rules required.

· The accounting profession created the Financial Accounting Standards Board (FASB) in 1972 as a new body to replace the APB as the organization responsible for determining the promulgating accounting principles.

· FASB differs from its predecessor in that it exists independently of the AICPA

· FASB has seven full time members with staggered five year terms

· FASB operates under two basic premises when establishing its standards

· The board attempts to respond to the needs and viewpoints of the entire economic community, not just the public accounting profession

· The board strives to operate in full public view through a due process system that gives interested persons ample opportunity to share their views.

· FASB also develops and issues authoritative pronouncements other than the Statements.  FASB’s Interpretations seek to clarify the application of its statements.

· In 1984 FASB created the Emerging Issues Task Force (EITF) with fourteen members drawn from the profession, to deal with short-term accounting issues so that the FASB can work on more pervasive long-term problems.

· The AICPA also created a committee to establish accounting principles that are industry specific, they are called Statements of Position (SOP) and are designed to influence the development of new accounting and reporting standards for specific industries.

· Sarbanes Oxley section 109 requires issuers to pay an annual support fee to fund the FASB’s operations now that the SEC has designated the FASB as the private standard-setting body that may establish “generally accepted accounting principles” for federal securities purposes.

· Securities and Exchange Commission

· Sarbanes Oxley section 108 expressly allows the SEC to recognize as generally accepted for purposes of the federal securities law any accounting principles established by a private standard setting body that meets certain criteria.

· Sarbanes Oxley Section 302 requires the CEO and CFO of a registrant to certify in each quarterly and annual report that the report does not contain any material misrepresentations or omissions, and that the financial information included in the report fairly presents in all material respects the entity’s financial condition and results from operations.  Sarbanes Oxley Section 906 adds a provision to the criminal laws containing a separate certification requirement that creates new criminal penalties for knowing or willful false certification.

· The SEC issues many types of releases relating to accounting issues including Accounting Series Releases (ASRs), which express the opinions of the Commission and its chief accountant with respect to various accounting and financial reporting issues.  Most address problem areas that the profession has failed to deal with.

· The SEC also issues Staff Accounting Bulletins (SABs) which present interpretations and practices followed by the SEC in reviewing financial statements.

· The united states system is considered to be rules-based, while other systems are principle-based.  Objectives-oriented is a combination of the two.

· Congress

· Congress uses its legislative power to influence the SEC, the FASB, and the AICPA.

Who Selects Among the Generally Accepted Accounting Rules

· Management chooses, in the first instance, the accounting principles from among the acceptable alternatives or selects an accounting treatment when established principles do not apply to a transaction or event.

· However, an independent auditor who examines the financial statements may be able to influence the accounting principles that management selects.

· Prior to the enactment of Sarbanes Oxley selection of independent auditors was usually controlled, at least indirectly, by the enterprise’s management, which was therefore in a position to exercise pressure by threatening to terminate the auditor’s engagement.

· The SEC adopted rules requiring full disclosure by a registrant upon any change in auditors, plus a letter from the former auditors to the SEC commenting on the statement made by the registrant in its report.

· Enactment of Sarbanes Oxley resulted in the following provisions:

· The hiring and firing of auditors is the exclusive province of the audit committee of the board of directors, which can include no member of management or any other interested director, and must have at least one financial expert or explain the reason why not

· Drastically limits the types of consulting services auditors can take on for audit clients and requiring approval by the audit committee for services not absolutely barred.

The Corporate Balance Sheet

Contributed Capital

· It is very important to know how much capital had been raised and permanently committed to the enterprise because it represents the safety margin to creditors.

· The total par value of the corporation’s outstanding stock, usually called the Stated Capital by accountants, therefore amounted to a statement that at least that amount had in fact been contributed by the shareholders as permanent capital.

· It was often referred to by lawyers as legal capital because it was subject to certain legal requirements starting with the mandate that the corporation receive as invested capital from the shareholders at least as much as the total par value of the outstanding stock.

· The safety margin represented by the legal capital could be dissipated by operating losses, that is the risk that all corporate creditors take, but creditors should not have to run the risk of voluntary reduction of the legal capital safety margin by way of making a distribution to shareholders.

· Under the Legal Capital System the corporate statutes commonly prohibited any distribution of corporate assets to shareholders, by way of dividends or otherwise, which would leave the corporation with assets amounting to less than the sum of the corporation’s liabilities plus its stated or legal capital.

· The Legal Capital System has been abandoned by 2/3 of the states, though not including Delaware.

· Issues with the legal capital system were as follows:

· No par shares obviously avoided the legal restriction against issuing shares for less than their par value

· Shares with par values of 1 cent or 1 dollar

· A separate account was set up to reflect the amount contributed by shareholders in excess of stated or legal capital, usually referred to as Capital Surplus or Additional Paid-In Capital.

Shares with Par Values

· When a corporation issues shares at par value, the company debits the appropriate asset account, whether cash, property, or other consideration, and credits a capital stock account for the par value amount.

· Example: Inc. issues 100 shares, $10 par value, to E. Tutt for 1,000, the corporation’s bookkeeper would record the following journal entry:

· Cash


1000

  
  Common  Stock

1000

· In the common case where shares are issues for more than their stated par value, the excess is reflected as a separate accounting, which the lawyer often calls Capital Surplus, but accountants call Additional Paid-In Capital.

· Example: Inc. issued 100 shares of $1 par stock for $1000, the bookkeeper would make the following entry:

· Cash



1000

  Common Stock


100

  Additional Paid In Capital    
900

No-Par Shares

· For no-par shares the legal capital system presumptively treats the entire amount of consideration paid for the shares as legal or stated capital, but most statutes in this system permit the board of directors to treat some of the total amount that the corporation receives for shares without par value as capital surplus (or additional paid in capital.

· Lawyers sometimes refer to the amount per share that the board of directors has allocated to stated capital with respect to non-par shares as Stated Value.

Earned Capital

· The second source of shareholder’s equity are earnings retained in the business which accountants called retained earnings but the legal capital system refers to as Earned Surplus.

Financial Statement Analysis and Financial Ratios

Importance to Lawyers

· Lawyers often use financial ratios in contracts and loan agreements and to evaluate business transactions.  Lawyers need to understand how to apply fiancial ratios and negotiate loan covenants to their client’s advantage.

· E.g., loan agreements frequently define “default” as including the borrower’s failure to maintain certain financial ratios.  If such a default gives a lender the right to demand immediate repayment, accounting rules require the business to treat the entire loan balance as a current liability.  Doing so could, in turn, create similar defaults with other lenders.  Lawyers representing  borrowers can avoid such defaults by carefully drafting and negotiating realistic covenants or by obtaining a waiver prior to any anticipated defaults.  If a lender agrees to waive a default for at least one year from a balance sheet date, the accounting rules will not require the borrower to treat the liability as a current liability, which gives the borrower the opportunity to improve its financial condition.  

· An attorney should insist that contracts or loan documents define any ratios they include.  Lawyers should also consult with their clients’ accountant.  

Analytical Tools and Techniques

· When reading financial statements, you should:

· Watching for missing financial statements or disclosures

· Carefully examine footnotes

· Pay particular attention to the report of the independent accountant or auditor.  

· Focus on management’s discussion and analysis in the annual report

· Common-sized analysis, trend analysis, and financial ratios are important techniques for interpreting and analyzing financial statements.  

General Comments About Reading Financial Statements

· An experienced user will request and read financial statements for more than one accounting period.

· A complete set of financial statements will include:

· Balance sheet

· Income statement

· Statement of cash flows

· Information about the changes in owners’ equity, whether as a separate statement, as part of the income statement, or in notes to the financial statements.

· Notes to the Financial Statements.  (commonly referred to by lawyers as the Footnotes)

· Provide info about accounting policies adopted by the enterprise and contain additional disclosures about important matters affecting the financial statements and the business.

· Provide additional disclosures about such items as acquisitions, debt and borrowing arrangements, operating lease commitments, pension and retirement benefits, and financial information relating to different business segments. 

· The notes commonly disclose information about commitments and contingencies

· Commitments – quantifiable transactions that managmenet has affirmatively entered into on the enterprises behalf, such as capital expenditures to expand operating facilites.

· Contingencies – reflect more uncertain future events, such as litigation and guarantees, whose ultimate consequences, if they do occur, will adversely affect the company. 

· GAAP often provides choices and the enterprise’s management selects the accounting principles the business will adopt from among the acceptable alternatives.  These accounting practices can greatly influence the amounts reported in the financial statements.  The notes describe the accounting policies that management used to prepare the financial statements and explain why management chose a particular accounting principle from among the acceptable alternatives

· Reader should consider whether the policies management has used fit the industry and whether a change in accounting policies has affected the enterprise’s financial position.

· If any part of the package of financial statements is missing, you should worry.  

· Should request and read financial statements for more than one accounting period. 

· Helps assess a business’s general direction

· Report from an independent accountant or auditor (will not be included in all financial statements)

· Be skeptical if there is no auditor’s report.

· Take greater comfort in an unqualified opinion – but even an unqualified opinion does not guarantee the accuracy of the financial statement.

The Balance Sheet

· Ratios from the balance sheet are important to investors, creditors, and others.

· Changes in Owners’ Equity: 

· Whenever a business earns a profit, its net assets will increase (and vice versa)

· Net income or loss affects owners’ equity, because net assets = owners’ equity.  

· But owners’ equity is also affected by contributions by and distributions to the owners (which are not meaningful in assessing how well a business is doing).

· Historically, there were occasions when the change in net assets from non-owner sources between successive balance sheet dates was used to determine net income or loss for the intervening period.  

· See, e.g., Stein v. Strathmore Worsted Mills (Mass. 1915) (holding that net profits is a comparison between the net assets on two dates).

· Net worth method: IRS proves that taxpayers failed to report some of their income when their net assets increased by more than the amount of income they did report, and they could not explain the difference.  See Holland v. United States (U.S. 1954) (describing the net worth method with approval); Capone v. United States (7th Cir. 1931) (convicting Al Capone of tax evasion based on the net worth method).  

· When you measure an enterprise’s financial performance by computing the change in net assets between two successive balance sheet dates, the question of whether to account for unrealized appreciation arises.  

· This is a big issue, but generally only marketable securities are recorded at FMV.

· In 1997, the FASB adopted new accounting rules that recognize the change in net assets between successive balance sheets can effectively measure an enterprise’s financial performance.

· FASB No. 130 (1997) (reporting comprehensive income): requires an enterprise to report all changes in equity resulting from non-owner sources during a period in a financial statement, and to display this so-called “comprehensive income” and its components with the same prominence as other financial statements.

· Comprehensive Income = the change in equity (net assets) of a business enterprise during a period from transactions and other events and circumstances from non-owner sources (i.e. all increases and decreases in net assets except those resulting from contributions by and distributions to owners).  

· These rules will have a big impact, only in terms of unrealized gains or losses on marketable securities.  Generally, most changes in equity from non-owner sources are already being reported on the traditional income statement.  

· This represents an increased emphasis on income statements. 

· Balance sheet is still important because it shows what the business owns and owes, the nature of the proprietary interests.  Further the balance sheet is useful for recording unrealized appreciation or depreciation.  The balance sheet is also helpful for calculating ratios.  

· To make the balance sheet more useful, we can segregate dissimilar types of changes in net assets.

· Divide shareholders’ equity into categories.

· Could create a donated capital/donated surplus account: e.g., if a shareholder or political subdivision donates assets to a corporation and the corporation does not issue stock or provide any consideration for the assets, then the accountant could record the donation either in a separate account called donated capital or put in under a subdivision (donations) of additional paid-in capital.  

· When assets are being revalued in connection with a dividend payout, you can make a separate revaluation surplus account.

Problem 4.1, p. 241

· F owns all the share of S corporation ($5000)

· F makes a loan of $430,000.

· The company accumulates operating debt of $320,000

· F forgives his debt and then applies to a federal lending agency using a balance sheet showing a surplus of $110,000

· F is indicted under a statute prohibiting the making of a false or fraudulent statement or representation to any agency of the US.

· Debit to Notes Payable $430,000; credit to proprietorship $430,000.  

· How would you decide the case?  Defendant wins.  (was convicted but was reversed on appeal)

· Argument for the government: 

· Surplus means “accumulated earnings” and $110,000 does not reflect them.  

· Should have split the surplus into categories: earned surplus ( - $320,000; donated surplus $430,000; paid-in surplus (when shares sold for more than par value).  This is better accounting practice.

· Argument for the defendant: 

· The federal lending agency could have easily asked for an income statement to see whether the company was operating at a loss.  A balance sheet only represents a business at a point in time.  

Rule 10(b)(5): Some of the SEC’s rules about disclosure apply to any corporation (including a rule that says you must disclose any fact if it is necessary to make sure that a fact you’ve already disclosed is not misleading).  SEC rules about dismissal of auditors do not apply to private corporations.

The Income Statement 

· When studying the income statement, knowledgeable users frequently analyze the financial statement by converting each line to a percentage of sales.  The annual report or financial statements commonly include a breakdown showing net income, as well as the major expense categories, as a percentage of net sales.  

· Results of Operations:

· Unsophisticated readers of financial statements frequently concentrate unduly on net income and net income per share and ignore the presence of special items.  It is important to pay attention to unusual or non-recurring items which affect the income statement in one period, but which will most likely not affect the business’s performance in subsequent periods (these can be presented in a parenthetical on the income statement, as a separate line on the income statement, or in an explanatory note to the financial statements).

· Problem arises because income statements are for a defined period.  

· E.g., how would an enterprise’s financial statements reflect a recovery in an antitrust suit for lost profits from prior years?  

· Can’t amend income statements from previous years.  

· Including a material recovery in income for the current period might give the false impression that the enterprise operated more profitably than it actually did.  

· Could record the recovery in current income, but call it “income unrelated to current operations” or “extraordinary item” which would appear after a figure for “net income from current operations.”  The net income figure, though, would still reflect the recovery.  

· Could make a prior-period adjustment (a direct debit or credit of a special item to retained earnings) because doing so, in effect, adjusts the results from a prior period.  This approach bypasses the income statement.

· What types of items are “special” enough to warrant this treatment?

· Managers might regard losses as special and gains as ordinary.

· As distinguished from clearly operational items which belong o some prior period, transitions which do not directly relate to operations pose a related problem.

· E.g., what about when enterprise sells a manufacturing plant?  

· Gain doesn’t “belong” to a particular period.

· If the gain is included on the income statement, unsophisticated investors might conclude that income was much more than recurring operations would suggest.

· If gain is not included on income statement, then income statements would not reflect an important transaction that happens from time to time.  

· There is a conflict between making each individual income statement as meaningful a picture as possible of the enterprise’s operations for that period, and having any series of income statements represent a virtually complete portrayal of the enterprise’s fortunes for the time-span that the series covers.  

· The FASB has established standards for dealing with these.

· Prior Period Adjustments (direct debit or credit to retained earnings with no effect on the income statement, has narrowed almost to the vanishing point)

· Today prior period adjustments are virtually limited to corrections of errors in financial statements for a previous period; otherwise, enterprises must include all items of profit or loss in the income statement.

· While this treatment may not best match related revenues and expenses or losses, it assures that all items will flow through the income statement.  Material items related to previous years can still be separately identified either on the income statement or in the notes to the financial statements, helping investors to interpret intelligently the enterprise’s operating results.  

· See Prior Period Adjustments, SFAS no. 16 ¶ 11 (1977), as amended by Accounting for Income Taxes, No. 109 ¶ 288(n) (1992). 
· An example of an error: In year 1, enterprise improperly recognized $100,000 of revenue on a transaction on an open account that had a right to return which prevented the enterprise from completing the earnings process.  The only related expenses included $60,000 in cost of goods sold and $15,000 in sales commissions that the enterprise prepaid, the enterprise must restate the financial statements to eliminate the $25,000 profit from the beginning retained earnings.

· The entry might be as follows in the year of restatement

Inventory


60,000

Prepaid Sales Commission
15,000

Retained Earnings

25,000

  Accounts Receivable



100,000

· Assuming the enterprise uses the period method inventory, when the right to return expires in year two, the enterprise would record the transaction as follows:

Accounts Receivable

100,000

Sales Commissions Expense
  15,000

  Sales





100,000

  Prepaid Sales Commissions


  15,000

· Discontinued Operations (refers to a distinct business or other operational segment that an enterprise decides to sell or eliminate)

· What qualifies for discontinued operation treatment?

· It is a potentially a discontinued operation if the enterprise can clearly distinguish the component’s assets, operating results and activities, physically and operationally, and for financial and accounting purposes, from the enterprise’s other assets, operating results and activities.  

· The following are NOT discontinued operations:

· Asset disposals incident to a business’s evolution.

· Eliminating a line of business

· Transferring production or marketing activities from one business location to another

· Phasing out a product line or service

· Changes due to technological improvements

· How should gains or losses from discontinued operations be treated?

· Enterprise must report certain amounts attributable to the discontinued operations in the income statement in two separate components before income from extraordinary items.

· Income or loss from discontinued operations: segment’s operating income or loss, less applicable income taxes, for the period from the beginning of the current year to the date that the enterprise commits to a formal plan to exit the business (measurement date).
· Gain or loss on disposal: income or loss from divesting the segment less applicable income taxes.  
· If the disposal will not occur until after the end of the year in which the measurement date falls, the enterprise must estimate both the income or loss from the measurement date to the anticipated disposal date and the gain or loss on the actual divestiture.  
· Disposal date – date the enterprise will close the sale or, in an abandonment, cease operations.
· If an enterprise expects a loss from the proposed sale or abandonment, pursuant to the doctrine of conservatism the enterprise must include the estimated loss in net income for the year in which the measurement date occurs.  
· If, on the other hand, the enterprise expects a net gain, the revenue recognition principle requires the enterprise to wait until it realizes the income, which ordinarily occurs on the disposal date.
· See Reporting the Results of Operations – Reporting the Effects of Disposal of a segment of a business, and extraordinary, unusual and infrequently occurring events and transactions, Accounting Principles Board Opinion No. 30, ¶¶ 13-18 (1973).
· Basically, this doesn’t change the net income; it simply reclassifies it.

· Extraordinary Items (gains and losses from events or transactions, other than the sale, abandonment, or other disposal of a business segment, that qualify as both unusual in nature and infrequent in occurrence – APB No. 30 ¶¶ 20-23 (1973))

· Unusual in nature: transaction must possess a high degree of abnormality and either not relate to, or only incidentally relate to, the enterprise’s ordinary and typical activities.  

· Infrequent in occurrence: enterprise must not reasonably expect the underlying event or transaction to recur in the foreseeable future.  

· In determining whether an item qualifies as either unusual or infrequent, an enterprise must consider the business’s operating environment, which includes industry characteristics, geographical location and government regulations.  

· APB Op. No. 30 specifies certain events an transactions which do not qualify:

· Write-offs of receivables

· Losses attributable to labor strikes

· Other gains and losses from sale or abandonment of property, plant, or equipment used in the business.  

· GAAP automatically classifies gains and losses from extinguishing debt as extraordinary items without regard to the unusual and infrequent requirements.  Statement of Financial Accounting Standards, FASB No. 4, ¶ 8 (1975).   

· An enterprise should report a material event or transaction that qualifies as either unusual in nature or infrequent in occurrence, but not both, as a separate item in computing income or loss from continuing operations at its gross amount, without adjusting for any income tax effect.  The enterprise should disclose the nature and financial effects of such events and transactions either on the income statement itself or in the notes to the financial statements.  

· Extraordinary items (that are material) appear in a separate section on the income statement, immediately after discontinued operations, and following the caption “Income before Extraordinary Items”.  The extraordinary items are shown net of taxes.  

· After 9-11 the EITF reached a consensus that enterprises could not treat losses or costs resulting from the attacks as extraordinary items under GAAP.  

· The attacks were viewed as unusual in nature for many businesses,  but those event did not satisfy the infrequent occurrence requirement, the US has experienced terrorist attacks in the past and will likely experience them again in the future

· In 2002 FASB rescinded the rule that automatically classified the aggregated gains and losses from extinguished debt, if material, as extraordinary items without regard to the unusual and infrequent requirements.  Now they can be classified as extraordinary items only if the underlying transactions meet the unusual and infrequent requirements.

Problem 4.3A, p.253

· In 1961, GM had $880 million in net income and Jersey had $760.  By the end of 1962, GM has $1450 in net income and Jersey has $841.  Jersey doesn’t record sale of shares on income statement but GM does.  

· Relation to the increase of this year over last year.

· W/o including the gain GM’s increase was 56%.  With including the gain, it was 56%,

· W/o including the gain, Jersey’s increase was 11% and with the gain, the increase was 20%.  

· In the past, as long as there were 2 or more reasonable accounting choices, the auditor shouldn’t worry about which one the management chose.  

· Jersey thought this was significantly different and GM didn’t think so (?).  Why else might the two businesses treated the transaction differently?

· Materiality – is it a material overstatement of income?  Maybe not for GM, but definitely for Jersey.

· While Jersey wanted to look good this year, they also take into account how they are going to look next year (don’t want next year’s income increase to be less than this year’s increase).  If we include the stock income, we have a higher base from which to improve in the following year.

· Prior Practice: What did they do with the same type of transaction the last time it arose?

Annual Report

· Many businesses, especially publicly traded corporations, present their financial statements in annual reports.

· Businesses prepare Annual Reports to solicit proxies in order to obtain a quorum at shareholders’ meetings (under state corporation law).  That is to say, in order to conduct business a certain number of shares, most often the majority, must attend a shareholders’ meeting either in proxy or in person.  Corporation’s management usually solicit proxies for meetings.  

· Federal securities law includes proxy rules that apply to enterprises that have issued securities traded on a national securities exchange as well as to issuers with $10 million or more in assets and 500 or more owners of any class of equity securities.  These rules require registrants that solicit proxies to send an annual report that meets detailed requirements.  Small business issuers must only send specified financial statements.  Even if registrant does not solicit proxies, it still must send equivalent information.

· Annual report summarizes an enterprise’s financial and operational activities for a particular calendar or other fiscal year.  The SEC requires registrants to include the following in their annual report (17 C.F.R. § 240.14a-3(b)):

· Audited financial statements

· Quarterly financial data

· Historical summary of selected financial data for the most recent 5 years, or the registrant’s life, if less than 5 years.

· Description of the business

· Business segment information, if applicable

· Information about executive officers and directors

· Historical data about the market prices of the business’s equity securities during the past 2 years and dividends on those securities during that period

· Management’s discussion and analysis of the enterprise’s financial condition and the results of its operations.

· Most investors spend only a few minutes looking at an annual report.  Consequently, registrants have used gimmicks to try to impress readers.  Registrants also typically highlight positive information in attention-getting sections, while placing negative information in technical sections that intimidate the common reader.  Attorneys must read more carefully than the common reader.

Financial Reports Given to Investors by SEC Registrants in addition to the Financial Statements

· In addition to supplying the financial statements, notes, and report of the independent auditor, registrants usually disseminate the other required information in the following standardized sections:

· Business profile: describes the enterprise’s business

· Often contains the names of the directors, officers and senior executives, and the mission statement, which gives the reader some sense about he business’ values and direction.

· Financial Highlights

· Generally contains quantitative information on sales or revenues, income or loss per ownership unit, balance sheet items, financial ratios, etc.

· Supporting graphs often accompany the quantitative data

· Letter to the Owners

· Chairperson of Board or President writes letter to shareholders.  Read this skeptically and look for euphemisms describing bad situations.  

· Operational Overview: summarizes the enterprise’s normal business functions.

· For large companies, this describes each business segment’s products, markets, and key financial data.

· Historical Summary of Financial Data: 5 years of income statements, balance sheets and other data. Medical record of the business.

· Management’s Discussion and Analysis

· Management’s predictions regarding the results of operations, capital resources, and liquidity.  

· This is NOT audited.

· To figure out if this section is useful, compare the business’s actual performance with this section in previous annual reports.

· Management’s Report

· A boilerplate statement that the management assumes responsibility for: (1) the preparation, fairness, and integrity of the business’s financial statements; (2) the maintenance of a system of internal accounting controls; and (3) the establishment of an independent audit committee to oversee the areas of financial reporting and controls.  

Analytical Procedures

· Procedures for evaluating an enterprise’s financial statements.

· All these methods permit an analyst to look beyond the financial statements themselves to assess whether changing general economic or industry conditions, such as fluctuating interest rates, inflation, or vacillating consumer confidence, will affect the enterprise.

· Trend Analysis: comparing financial statements for an enterprise over several periods to look for trends and patterns (e.g., increasing sales or decreasing accounts payable).

· Common-sized analysis (vertical analysis):  reducing a financial statement to a series of percentages of a given base amount (e.g. net sales).  Comparing these percentages either to similar business or to prior years.  

· Financial Ratios: allow investors to analyze the financial health of an enterprise

· Liquidity ratios – provide information on an enterprise’s ability to cover its anticipating operating expenses, such as payroll, to meet its debt obligations in the short and long run, and to distribute profits to owners.

· Leverage/coverage ratios -- provide information on an enterprise’s ability to cover its anticipating operating expenses, such as payroll, to meet its debt obligations in the short and long run, and to distribute profits to owners.  Also, measure the relative claims that creditors and owners hold on the business’s assets.

· Activity ratios – provide info about how effectively a business uses its assets

· Profitability ratios – assess how effectively the business operates.

Analytical Terms and Ratios (see chart p. 247)

· Working Capital = Current Assets – Current Liabilities, the excess of current assets over current liabilities

· Financial Ratios (from balance sheet)

· Liquidity Ratios

· Current Ratio = Current Assets/ Current Liabilities (used to evaluate the financial conditions of a business, especially its ability to pay debts as they mature or become payable).

· Current ratio less than 1.0 heralds a problem.

· Current ratio exceeding 2.0 generally indicates satisfactory liquidity.

· Need to take into account the type of industry, seasonal business factors, etc, though.  E.g., banks need greater liquidity than manufacturers.

· An abnormally high current ratio can indicate that the business is not replacing long-lived assets or making other investments necessary for long-term success.

· Acid test: takes into account only the “quick assets” of the enterprise (cash + cash equivalents + other highly-liquid assets like marketable securities held as short-term investments + accounts receivable (not inventory) / current liabilities)

· Ignores inventories because short-term creditors are concerned about speedy liquidity in case of sudden calamity, and it often takes a good deal of time to convert inventory into cash.   

· Prepaid expenses are sometimes excluded from “quick assets” because prompt refunds are not always available.  

· Acid test ratio of ~ 1.0 is satisfactory.  

· Leverage Ratios

· Debt - Equity Ratio: 

· Definition of “debt” can vary.  Most analysts will compare long-term debt to total equity but some will include the current portion of long-term debt in the debt factor.  Other analysts will substitute total liabilities for long-term debt.  

· Provides an indication about the likelihood that the business will repay a loan (the amount of equity serves as a safety net for the creditors in case of financial difficulty, because creditors have priority over shareholders in liquidation).  

· Judgment about the extent of leverage depends upon the type of business and other circumstances (e.g., 1.5 might be high for typical industrial concern, but normal for public utilities)

· Debt to Total Assets Ratio: 

· Again, the definition of debt can vary.

· Debt financing represents both a special opportunity and a significant risk.  Leverage: the greater the proportion of debt, the more highly leveraged the company.  

· Net Book Value: the difference between an enterprise’s assets and its liabilities as reflected in the business’s accounting records, usually expressed as an amount per outstanding common share or other ownership interest.  

· Cautions
· Remember that assets are not recorded at FMV.  Therefore, absent unusual circumstances a business’s net book value does not reflect what a buyer might pay for the business. 
· The ratios reflect what is on the balance sheet.  If the balance sheet is not accurate, neither will be the ratios.
· Ratio Analysis (from income statement)

· Financial ratios based upon the net income or other numbers appearing in the income statement have been developed by accountants and financial analysts
· Coverage Ratios: measures the extent to which income, usually determined before interest and taxes covers certain payments related to an enterprises long-term debt.. 
· Most common coverage ratio is times interest earned.
· Profitability Ratios: asses how effectively a business operates.
· Earnings Per Share: net income / # shares outstanding, net income attributable to the net income attributable to the company’s common shares.  Calculated by subtracting any preferred stock dividends from the company’s net income, and then divides the remaining amount by the weighted average of common shares outstanding during the period.
· Public companies are generally required to share this information with the public.
· Recently FASB issued SFAS No. 128 to standardize earnings per share to conform with international rules, they now have to report basic earnings per share and diluted earnings per share.
· Price to Earnings Ratio: compares the market price of the common shares to the earnings per share.
· Return on Sales: the ratio of net income to sales for an accounting period, usually stated in percentage terms, provides some index to the enterprise’s efficiency.
· Gross Profit Percentage: reflects the business’s profitability from selling its products, ignoring operating expenses, such as general, selling and administrative expenses.  
Problem p. 255, 4.3B

· X Corps sells its home office building, which was carried on the balance sheet at a net book value (cost less depreciation) of $1 million, for $1.5 million in cash.  How should the company reflect the gain in its financial statements for the year of sale?  Could X Corp. record the transaction in the same way as either GM or Jersey?  How should the auditor respond if the company insists upon adopting either one of those approaches?  Does APB No. 30 (p.252-253) provide an answer in ¶ 23 or otherwise?  

· Assume X Corp had revenue of $50 million apart from the sale of the building and expenses of $41 million (including income taxes except capital gains taxes of $170,000 on the $500,000 gain from the sale of the office building.  

· Three potential approaches: 

· (1) GM approach: Overstates the net income b/c it doesn’t really separate out the sale of the building from operating income.

· (2) Extraordinary Item Treatment: Shows net income before extraordinary item.  

· (3) Jersey approach: Doesn't allow us to follow the gain through the accounting process – just shows up in the equity account.  A broad interpretation of right to exclude things from income statement will allow a lot to be excluded.  However, there will be a surplus statement will accompany the income statement and show these excluded transactions.

· We are trying to give the public/creditors an accurate portrayal of how the company is doing from year to year.  We can’t predict what will happen in the future but an extraordinary transaction is not something we expect to be repeated.

· This message is addressed generally to investors, potential investors, creditors, potential creditors.  What is their level of understanding?

· A lot of investors don’t understand at all.

· Analysts do understand.

· This message should be geared specifically to people with a reasonable comprehension of what is going on in business.

· The analysts don’t care – they want raw data b/c they can do this all themselves.

· It is not worth the time and effort to cater to the people with very little understanding.

· Generally Accepted Accounting Principles: What do they say about how this transaction should be recorded?

· The Jersey approach has been ruled out – it is no longer available as a matter of generally accepted accounting principles.  Auditor would have to refuse to do this and then a fight (as described above) would likely ensue.

· Extraordinary Item: Must be: (1) unusual in nature; and (2) infrequent in occurrence. 

· Prior to the issuing of APB Opinion No. 30, this was thought to be a disjunctive test.  APB Opinion No. 30 tried to narrow the category of extraordinary transactions.

· Is the selling of the home office building an extraordinary item?  

· Yes, selling the home office does not happen often and is unusual.  

· No, the opinion contains a list (p.253) of transactions that should not be considered extraordinary items.  This list includes “gains and losses from sale or abandonment of property, plant, or equipment used in the business.”  The home office was property used in the business so it is not an extraordinary item.  

· Selling office buildings (sale and leaseback) is quite common in the industry, though it may be non-recurring for the particular company.

· But this is more complicated.  Why does the sentence include the words “plant” and “equipment”?  These are clearly property used in the business.  Maybe this actually means property of the plant or equipment type.  But then aren’t the words “used in the business” superfluous?

· Other transactions that don’t qualify as extraordinary are: (1) weather damage that occurs every 3-4 years; (2) write-offs attributable to labor; (3) losses attributable to labor strikes.  

Problem 4.3C, p.255

· In the annual report, GAF showed under a caption called highlights on the front page:

· Net income per share ($ .80 in 1970 and $ .54 in 1969)

· However, when you got to the breakdown it turned out that the net income per share before extraordinary item was $ .34 in 1970 and $ .85 in 1969.  Extraordinary items per share made up the rest.  

· Today, under Opinion 30, neither of the “extraordinary transactions” would be regarded as extraordinary.

· One was the sale of the home office building (1970).  The other was a sale and leaseback of plant to a customer (1969) (but it wasn’t really a sale, really a discount and etc.)

· Thus, today, the net income per share would be correct though misleading.

· The bottom line on the income statement has always been regarded as the critical figure.  Many non-sophisticated investors focus too much on the net income figure.  

· Extraordinary item must be the next-to-last item to bring attention to it.

· Perhaps it would have been better to get rid of term “net income” and to use the terms “net income before extraordinary item” and “net income after extraordinary item.”  

· Is it progress to narrow the category of extraordinary transactions?

· There are more extraordinary losses than there are extraordinary gains.  

· Narrowing was done to make the category of extraordinary losses.

· It may have been possible to have to separate tests for gains and losses but we don’t.

Shareholders’ Equity and Introduction to Dividend Regulation

Shareholders’ Equity Categories

	Accounting Nomenclature
	Legal Terminology

	Capital Stock: Common stock or Preferred Stock
	Stated Capital or Legal Capital

	Additional Paid-in Capital
	Capital Surplus

	Retained Earnings
	Earned Surplus


Legal Restrictions on Distributions

· Under the Legal Capital System corporate statutes (1) require corporations to issue shares for consideration which equals or exceeds the shares’ par value, and (2) restrict a company’s ability to distribute assets to shareholders, using a test based upon legal capital.  

· The second measure seeks to protect creditors, plus those shareholders with dividend or liquidation preferences by prohibiting distributions to shareholders which would reduce a corporation’s net assets to an amount less than the legal capital safety margin.

· An unlawful distribution may give rise to claims against the coproation, its directors, and shareholder recipients.

· Corporations can lawfully take measures to circumvent the protections the legal capital system purportedly offered.  Therefore, most modern corporate statutes have eliminated the concepts of stated capital and par value, and instead use the solvency of the corporation as the basis for limitations on distributions to shareholders.  The legal capital system continues to survive in about 1/4 of the states, including DE and NY.  

· Lawyers should remember that whether a corporation could lawfully declare and pay a dividend or repurchase shares depends upon the test imposed by the corporation statute, which may or may not be construed in accordance with GAAP.

Distributions and Legal Restrictions

· Creditors began to use contractual provisions, sometimes called restrictive covenants, in their loan contracts because they didn’t think the legal capital system adequately protected their interests.  

· One of the most common types of covenants was a prohibition against certain distributions that would deplete the corporation’s net worth and ability to pay its debts, but might not be prevented by the legal capital system.

· Like dividends statutes, these covenants often present accounting issues, and here too GAAP may not be controlling.

· Statutory Restrictions (Legal capital system)

· 13 states continue to follow the legal capital system and use traditional par value rules, limiting distributions to surplus under various definitions.

· These surplus tests basically limit the amount that a corporation can distribute to shareholders to the excess of total shareholders’ equity over the stated capital (sometimes the statutes also limit the amount of distribution from capital surplus under particular circumstances)

· Another formulation of this same prohibition prohibits a corporation from making a distribution to shareholders if it will impair stated capital, forbids distributions which leave the amount of a corporations net assets at less than its stated capital.  

· Example:  If a corporation had 4000 stated capital (common stock), 5000 capital surplus (paid in capital in excess of par) and 3000 earned surplus (retained earnings) what dividend could the company pay out?

· 8000 (capital and earnings surplus)

· Insolvency Tests

· Most states use insolvency tests for dividend regulations.

· These economic tests forbid distribution unless (1) the corporation can continue to pay its obligations as they come due (equity insolvency test); or (2) the corporation’s assets after the distribution at least equal its liabilities (the balances sheet insolvency test); or, most commonly (3) the corporation can satisfy both tests.  

· The equitable insolvency is easily met if a corporation is carrying on its operations in a normal fashion or if an auditor issues an unqualified opinion about the corporation’s ability to continue as a going concern that would normally satisfy the standard.  However, if a corporation has encountered liquidity or operational difficulties, the directors may want “to consider a cash flow analysis, based on a business forecast and budge, covering a sufficient period of time to permit a conclusion that known obligations of the corporation can reasonably be expected to be satisfied over the period of time that they will mature.”  MBCA § 6.40 Comment 2 (1996).  

· Under the balance sheet insolvency test, a corporation may reduce its assets down to its liabilities, which eliminates the “cushion” for creditors that stated capital once represented.

· Relationship of GAAP to Statutory Restrictions

· Is the revaluation of assets ok  when determining how much surplus is available to pay out in dividends?  

· What do dividends statutes mean when they use the terms “assets” and “liabilities?”  

· Is the statute interpreted to follow GAAP?

· It is a matter of statutory construction as informed by dividend law policy as to whether a company may write up its assets to reflect their current fair values.

· Dividends statutes often fail to make clear which outcome is intended, leaving the issue for the courts to decide.

· Randall v. Bailey (Supreme Court of NY, 1942)

· Defendants books showed a surplus during the period at issue, however, plaintiff claims that there was no surplus, that the capital was actually impaired to an amount greater than the amount of the dividends, and that the directors consequently are personally liable to the corporation for the amount.

· Plaintiffs particular claims were: 

· It was improper to write up land values above cost and thereby take unrealized appreciation into account

· It was improper not to write-down to actual value the cost of investments in and advances to subsidiaries and thereby fail to take unrealized depreciation into account

· The plaintiff is therefore arguing that for dividend purposes fixed assets must be computed at cost, not value.
· The question before the court, then is, has the statute been broken.
· The statute reads, “no stock corporation  shall declare or pay any dividend which shall impair its capital or capital stock, nor while its capital or capital stock is impaired.”
· Court notes that there is no prior case law holding that cost and not value must be used and to make such a holding would run directly counter to the meaning of the terms capital and capital stock as fixed in decisions by the court of appeals.
· Therefore, hold that both unrealized appreciation and depreciation must be considered for purposes of issuing dividends.
· This will force directors to make determinations of the value of their assets at each dividend declaration.
· This is not an improper burden to place on directors.  Directors should think about the value of their company before declaring dividends.  
· Proper accounting practice does not determine the question of statutory construction.  Sound business judgment or financial policy also does not determine the question of statutory construction.  

· The statute reads: “No stock corporation shall declare or pay any dividend which shall impair its capital or capital stock . . . .”

· But when the legislature uses accounting terms, isn’t it likely that they meant to incorporate their accounting significance? 

· British Printing & Communication Corporation PLC v. Harcourt Brace Jovanovich, Inc. (S.D.N.Y. 1987) approvingly cited the Randall v. Bailey holding.

· Held that under NY law a corporation may measure its assets at their fair market value rather than their accounting book value for the purposes of determining the amount available for distribution to shareholders.
· Delaware’s treatment of Assets for Dividends Distribution Purposes
· In Kingston v. Home Life Insurance Co. of America (Del. Ch. 1918) prohibited including unrealized appreciation gains
· Klang v. Food & Drug Centers, Inc. (De S. Ct. 1997) expressly condoned a corporation’s revaluation of assets and liabilities for purposes of determining the amount available to redeem shares (presumably the same as the test for paying dividends), saying “balance sheets are not, however, conclusive indicators of surplus or a lock thereof.
· Notes on Randall Opinion

· The court expressly observes that among the elements that do not determine the question of statutory construction is “proper acct. practice.”  It is not likely that the legislature chooses terms of acct. rather than legal art?

· Not forcing a company to write up its assets allows its depreciation expenses to be lower, this will allow the return on equity to be higher because net income willl be higher and owners equity or net assets will be lower 

Kingston Case Notes 

· Prohibition against accounting for unrealized appreciation

· 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
· How would you pitch an argument on appeal from this decision?
· Statute says a corporation may not pay dividends except from surplus or net profits arising from the business (this had been changed from an earlier statute that said “surplus profits arising from the business”) .  Chancellor says it is not a net profit arising from the business.  

· Chancellor talks only about net profit and not surplus.  He ignored one part of the test.  Can there be surplus and no net profit?  Can there be net profit and no surplus?

· In the statute, “arising from the business” may apply only to “net profits” and not to “surplus.”

· Has the gain actually arisen yet?  No, but the gain is currently realizable.  

· The legislature did not address revaluation (some statutes are still ambiguous about revaluation)

· Assuming that there is a legitimate distinction between net profit and surplus (e.g., capital surplus and donated surplus are not encompassed by net profit; if surplus includes appreciation and depreciation, there might be net profits when there is no surplus), what is the role of accounting?

· What did the legislature have in mind when they used the word “surplus”?  

· The word “surplus” was borrowed from accounting.  You can, then, make the argument that surplus should be defined according to GAAP (or, more precisely, the accounting rules at the time the statute was passed).  

· Must look to the intent of the legislature at the time of the first statutes – at first the statute said “surplus profits.”  That is not an accounting term so maybe the legislature was defining surplus differently. 

· Does it make sense that accounting says no and the majority of cases say yes?

·  GAAP – don’t take account of unrealized appreciation.

· But are the policies of accounting and dividend restrictions concordant?  They may be different.

· The rationale underlying the accounting rule is that the higher value of assets that won’t be sold is not at all significant (?).  Only rarely are estimates of appreciation not speculative.   Further, during the period when unrealized appreciation was allowed to be accounted for, management took great advantage of it.

· SEC regulations – ??

Example -- Back of assignment sheet

· Return on Assets Ratio: measures a business’s profitability relative to its total assets, usually expressed in terms of average assets (the average of beginning and ending assets for the period).  The higher the return on assets, the better management uses its resources in the business.

· Return on Equity: Net income: owners’ equity.

· See p. 285, note 3 ¶ 2.

· Show value of building for B as $45,000 or $60,000?  We shouldn’t look to the balance sheet to show “better-off-ness” in terms of operations.  The P&L account (and consequently the income statement) will show that company B is better off than company A because there is lower depreciation and interest income from the remaining cash.

· This is how accounting does it.

· Ratio of income to invested capital is a very important accounting ratio.  

· A is earning 8.33% and B is earning 11.67%.  

· Is B entitled to enjoy a higher return on equity indefinitely because of a lower stated capital?  This is not an accurate reflection.  Might be fairer to reflect the building at its actual FMV.

· When inflation was very high, accounting required subsidiary schedules that showed the balance sheet rewritten to take into account the change in prices and in the value of the dollar.

· Now, under GAAP, marketable securities are recognized at current value as of the date of the balance sheet (though the balance sheet and income statement are made public up to 2 1/2 months later).

· Marketable securities are easy to value

· Marketable securities likely will be sold

Problem 5.1B Page 291

X Corp.

Balance Sheet

January 1

Assets






Liabilities

Cash


11000



Shareholders Equity

Plant


90000



  Stated Capital

100000


Total

101000


Earned Surplus

1000









Total


101000

On Feb. 1, X borrowed 5000 giving a note due three years later, wither interest of 12% per year.  The 600 annual interest was due in 300 installments on April 30 and October 31.  X did not earn any income or incur any other expenses during the calendar year.  How large a dividend could X Corp. pay under a statute which permits dividends only “out of net assets in excess of capital”?

Feb. 1

Cash



5000




Note Payable


5000

Apr. 30
Interest Expense

300




Cash



300

Oct. 31

Interest Expense

300




Cash



300

Dec. 31
Prepaid Interest

50




Interest Expense

50

X Corp.

Balance Sheet

December 31

Assets






Liabilities

Cash


15400



Shareholders Equity

Plant


90000



  Stated Capital

100000

Prepaid Expense
50



  Capital Surplus

1000


Total

105450


Earned Surplus

(550)








Total


105450


105450 – 100000 = 5450 can be paid out as dividends assuming pre-paid is an asset, if this is not the case then it is 105400 – 100000 = 5400 can be paid out as assets

Problem 6.1A Page 311

Now assume the same information when the statute permits dividends to be declared when the corporation has surplus profits equal to or greater than the amount of dividend paid.

Here there is not profit, there is actually a loss, so in that case no dividends could be paid out?

Counsel has been asked “what is the largest dividend we can pay out?”

· Statute says you can pay dividends “out of net assets in excess of capital”

· Net assets  (assets in excess of liabilities + stated capital) = Earned Surplus

· If we are in a jurisdiction where a decision like Cox (see p. 311) was decided, there is a question about whether the prepaid interest at the end of the year ($50) should be considered an asset.

· As an accounting matter, the prepaid interest is an asset. The $50 represents the right to use someone else’s $5000 for a month.  

· Cox held that prepaid insurance was an asset because it had an actual value belonging to the company.  Cox held that prepaid taxes, on the other hand, are not an asset because they are in no way available for a refund and are paid for past expenses of government as well as future.

· Test might be different from accounting principles because we are worried about what assets creditors can get their hands on.

· Is prepaid interest more like prepaid insurance or prepaid taxes?  

· Is it refundable?  We can look up in the loan contract whether the note can be paid back early and you could get the prepaid interest back.  

· A little different from life insurance because you can just cancel life insurance policy to get your refund.  To get the interest back, the company must pay back all the principal early.

· Paid for past expenses as well as future – interest payments are easily divisible over monthly periods while taxes are not.  The responsibility is to pay all of the tax that is due on one particular day; the government makes no promises about future services.

State Dividend Regulation Cases

· Cases in most jurisdictions are consistent with Randall v. Bailey – revaluation is ok unless the legislature has said it is not ok.  

· These decisions are in conflict with GAAP

· But, according to most commentators, it may be dangerous to allow revaluation for purposes of dividend restriction and useful to allow revaluation for accounting purposes 

GAAPs use of FMV for Some Investments

· GAAP makes an exception for most investments in debt instruments and marketable equity securities and calls for recording such assets at current FMV

· This is because, esp. with regard to publicly traded shares, it is easy to distinguish the assets from tangible operating property, the market can give a reasonable fair market value, and they may well be sold in the future.

· If the securities are being held principally for sale in the near-term (trading securities), the amount of unrealized appreciation (or diminution in value) is recognized on the income statement.

· If the securities are merely generally available for sale, the unrealized appreciation will only appear on the balance sheet as a separate component of the equity section. 

· There is no depreciation advantage associated with securities.  

· See FASB No. 115 (1993).  

· 1979 FASB No. 33: required larger public companies to provide supplemental information regarding the effects of inflation, particularly with respect to the current replacement costs of assets, although the basic balance sheet was to continue to reflect figures based upon cost.   

· Argument against this is that “realizable value” is simply conjecture.  

GAAP as a Legal Standard

· Under the statutes, the accounting principles to be applied in determining net assets and liabilities are generally unspecified.  

· Argument that GAAP should be used by the courts:

· SEC and American Institute of Certified Public Accountants (AICPA) use GAAP for public and private companies.  

· The objectives of GAAP are to give useful information to readers about the economic resources of an enterprise.  Thus, GAAP financial statements are designed to show the ability of a corporation that is a going concern to pay cash dividends.  This is consistent with the purpose of dividend statutes.  

· Courts are not well-equipped to choose among and revise accounting principles.

· Some jurisdictions implicitly recognize GAAP as the standard for accounting determinations through statutes permitting directors to rely on financial statements prepared by public accountants.  

· RMBCA § 6.40(d): directors may base determination “either on financial statements prepared on the basis of accounting practices and principles that are reasonable in the circumstances or on a fair valuation or other method that is reasonable in the circumstances.”  GAAP is always reasonable.  

· CA Corp. Code § 114 requires the board of directors to use GAAP (at the time the financial statements are made) in determining the company’s assets and liabilities.

· The corporate statutes require, either implicitly or explicitly, that any distribution not violate the corporation’s articles of incorporation.  Creditors often put in restrictive covenants into loan agreements that limit distributions to owners, require the borrower to maintain certain financial ratios, prohibit the debtor from incurring additional indebtedness, and compel the borrower to pay withholding and sales taxes.  

· Covenants restricting distributions to shareholders typically limit such distributions to an amount derived from three components: (1) all or part of the borrower’s accumulated net earnings from the peg date, a fixed date often the beginning of the fiscal year in which the borrower issues the debt, to the end of some period preceding a distribution’s declaration or payment; (2) the proceeds from the sale of stock after the peg date; and (3) the dip, a specified amount of existing retained earnings.  

· The failure to comply with the restrictive covenant is a default, which may give the lender the right to demand immediate repayment or require the borrower to cure the default before a grace period expires.  

Drafting and Negotiating Agreements and Legal Documents Containing Accounting Terminology and Concepts

General Drafting Principles

· Drafting process consists of going to the files, locating a similar agreement or agreements and tailoring those documents to the terms of the new transaction.

· Five principles that apply generally to all legal documents

· Completely mutual documents are not necessarily even (think if you are represented the richer or poorer client, etc., the effects on the two could differ)

· When relying on past agreements, be careful which document you choose (you may use a document drafted for your opponents benefit)

· Long forms are not necessarily superior (if your client controls a situation the less said the better as your client is likely to have carte blanche unless inhibited by agreement)

· Make sure the mechanisms work

· Clear your documents with your client’s accountants

· Five additional principles that apply only to those documents embodying accounting concepts

· If your client is in control, use a bottom line concept; if the opposing client party is in control, use a top line concept (if you are in control you can manipulate so that bottom line changes, top line is less susceptible to manipulation)

· GAAP may not be best for your client (leans heavily towards understating)

· GAAP is not a static set of principles 

· Agreements employing balance sheet items

· Balance sheet concepts are commonly employed in legal agreements in the following types of provisions

· Termination provisions of commercial agreements

· Pricing provisions of acquisition agreements

· Negative covenants in loan agreements

· Funding  limit provision in a loan or commercial financing or factoring agreement

Revenue Recognition and Issues Involving the Income Statement

Importance to Lawyers 

· Most businesses prefer to recognize revenue as soon as possible and to defer expenses for as long as possible.

· Under the revenue recognition principle, conservatism, and GAAP, a business cannot recognize revenue until the enterprise has substantially completed performance in an exchange transaction.  

· Revenue recognition may be precluded where: (1) a transaction may not unconditionally transfer the risks that accompany a sale; (2) the consideration received lacks a readily ascertainable value in money or money’s worth; (3) vendor has not delivered the goods or performed important obligations.

· The matching principle seeks to offset expenses against related revenues wherever possible in determining an enterprise’s net income.  

· To provide meaningful financial data, a business must consistently apply the same accounting treatment from period to period and properly disclose the methods used to recognize revenues and record costs in the financial statements.  

· Five themes: revenue recognition, conservatism, matching, consistency, disclosure.

The Basics of Expense Recognition

· In determining when an expense should be deferred, use the following rules (Statement of Financial Accounting Concepts No. 5, ¶¶ 85-87 (FASB 1984)):

· An enterprise should match expenditures and losses against revenues that result directly and jointly from the same transactions or events.

· If an expenditure or loss does not directly relate to any particular revenue-producing transaction, but does generally relate to revenues earned in an accounting period, the enterprise should recognize an expense or loss for that accounting period.

· If an expenditure does not relate to a particular transaction, but generally aids in the production of revenues in more than one accounting period, the enterprise should systematically and rationally allocate the expenditure among the different accounting periods that the enterprise expects to benefit from the expenditure.  

· If an enterprise cannot relate an expenditure or loss either to a particular revenue transaction or to any future accounting period, the enterprise should recognize the item in the accounting period in which the cost was incurred or the loss was discerned.  

· If an enterprise expects an expenditure to benefit one or more future accounting period, the enterprise does not treat the expenditure as a current expense, but reports the item as an asset on its balance sheet.  Assets represent economic resources which an enterprise: (1) acquired in a transaction; (2) expects to provide future benefits; and (3) controls.  

Alternative Theories for Deferring Expenses for Financial Accounting Purposes

· Cause and Effect Relationships: Does a cause and effect relationship exist between an expense or loss and the enterprise’s revenues in a particular accounting period?

· E.g., the costs of the goods, shipping costs, and selling expenses (the cause) produce an effect – the sales revenue.  

· If an enterprise has not yet recognized the revenue from a particular transaction or event, it should defer any directly related expense items to achieve the necessary matching.  

· Deferral on this basis can be abused (financial fraud from hiding expenses as assets)

· Systematic and Rational Allocation: 

· Amortize: expense ratably over the period over which you will benefit.

· E.g., prepaid insurance for 2 years.

· Sometimes the benefits of an expenditure do not correspond to the passage of time (e.g., promotional ad campaign).  Management must figure out how much of the benefit it expects to receive in each accounting period.  

· It is often hard to figure out whether an expense should be amortized.  

Long-lived Assets and Intangibles

· When assets benefit several accounting periods, accountants increasingly refer to these assets, both tangible and intangible, as long-lived assets.

· Long-lived assets include both tangible fixed assets, such as property, plant, and equipment, which accountants sometimes refer to as capital assets, and intangibles like copyrights, patents, and trademarks.

· Long-lived assets function in the same way as other deferred expenses.

· Enterprises often purchase other businesses, and when the purchase price exceeds the cumulative fair values of the acquired business’s individually identifiable assets, the acquiring enterprise treats the excess as goodwill.

· Goodwill reflects the fact that a business’s value frequently exceeds the sum of its parts.

· Because fixed assets provide benefits for more than one accounting period, the enterprise should allocate the asset’s cost among the different periods in a systematic rationale manner.

· Depreciation assigns the costs of capital assets to future periods which the business expects to benefit from the services that those assets provided.

· Land should not be depreciated because it is assumed not to lose value

· Depletion is depreciation from natural resources which accountants refer to as wasting assets, depletion attempts to measure these assets’ physical consumption.

Repairs vs. Capital Expenditures

· Accountants define repairs as costs incurred to maintain an asset’s operating efficiency and expected useful life.

· Accounts treat repairs as expenses because these expenditures predominately benefit only the current accounting period.

· Capital expenditures, on the other hand, generally increase operational efficiency and productive capacity or extend to an underlying asset’s useful life.

· Add to an enterprise’s investment in the underlying asset.

· Three types of Capital Expenditures

· Additions: generally increase an asset’s productive capacity (ex. adding wing to a hospital)

· Improvements: sometimes called betterment, substitutes a better asset for an existing asset (ex. Replacing a dirt floor with a concrete floor)

· Replacement: the enterprise supplants an existing asset with a like asset. (ex. Substituting one wooden floor for another)

Hierarchy of Authoritative Pronouncements on Accounting

· Category (a) – the highest level

· FASB statements

· FASB Interpretations

· APB Opinions and their interpretations which the FASB has not superseded

· Non-superseded ARBs.  

· SEC rules and interpretive releases, for SEC registrants

· Category (b) – next highest level of authority

· Pronouncements from bodies of expert accountants that deliberate accounting issues in public forums to establish accounting principles or to describe existing accounting practices that qualify as generally accepted.

· Category (c) – third level of authority

· Those pronouncements from bodies of expert accountants that were formed by a category (a) organization and that deliberate accounting issues in a public forum to establish or interpret accounting principles or to describe existing accounting practices that qualify as generally accepted

· Pronouncements that would otherwise qualify for category (b) except that the promulgating body did not expose the pronouncement for public comment.

· Category (d) and (e) – fourth and fifth level

· Generally accepted pronouncements to specific circumstances and practices that accountants acknowledge as enjoying general acceptance
· Other accounting literature.
Intangibles

Accounting for Intangibles

· Accounting for intangible assets like deferred expenses can be the same as for tangibles: allocation of the cost over the asset’s useful life, i.e., the during of the expected future benefits form the underlying expenditure.

· Accounting for intangibles may be easier, because many intangible assets have a useful life in a specific period (either fixed by contract like deferred expense asset like insurance, or by statute, as for a patent) so no estimation is necessary

· But some intangibles may last forever and so the benefits might’s termination date is not foreseeable

Accounting Principles Board Opinion No. 17 (Intangible Assets) (1970)

· Divided intangibles between two categories, identifiable and unidentifiable

· Identifiable intangibles: intellectual property (patents and trademarks), deferred expense assets like training costs, computer software developments, and similar items that exist separately from a business’s other assets because they have a definable and measurable relation to the business’s operations.  

· Many of these can be sold apart from an enterprise’s other assets or surrendered for a refund

· Unidentifiable intangibles include the elements of value which inhere in a continuing business or relate to an enterprise as a whole (e.g., goodwill).  

· An enterprise cannot purchase an unidentifiable intangible separately from the related assets.  

· The primary objective of APB Op. No. 17 was to posit two important elements in the accounting treatment of unidentifiable intangibles, particularly goodwill

· (1) any costs incurred internally in developing or enhancing an unidentifiable intangible can not be capitalized, that is deferred, to create an asset, but must instead be treated as a current expense

· (2) the cost of acquiring an unidentifiable intangible from a third party should be recorded as an asset, and then amortized over its estimated useful life if one could be determined, but in any event no more than forty years.

· In 2001 the accounting treatment of intangible assets was substantially rewritten by two FASB Statements: No. 141, Business Combinations, and No. 142 “Goodwill and other Intangible Assets”

· An AICPA interpretation of Op. No. 17 concluded that the opinion does not encourage capitalizing the costs of a large initial advertising campaign for a new product  or capitalizing the costs of training new employees. 

· The argument for deferral under Op. No. 17 is strongest when the new activity has not only produced no revenues, but also involves the creation of a tangible asset like a new plant, along with related collateral costs which could be amortized over the tangible asset’s useful life.

Asset Acquisition Issues

· No matter how the total cost of the acquisition is determined, it must be allocated amongst the various types of assets acquired.

· The most sensible approach in allocating the costs is to rely upon the respective fair market values of the various assets, since it is reasonable to assume that in an arm’s length transaction the acquirer probably paid a price approximating the sum of the fair market values of the assets included.

· The general practice is to allocate the total purchase price first to current assets and – investments in marketable securities, to the extent of their respective fair market values; the remaining balance of purchase price is then allocated among the other non-current assets, based on their relative fair values, as long as the price allocate to any assets does not exceed its fair value.

· It is here that the paradigm unidentifiable intangible asset, goodwill, makes it appearance: any excess of the total price paid over the sum of the fair market values of the tangible assets and identifiable intangibles constitute goodwill.

· The practice is to allocate to each of the other assets the highest defensible market or replacement value, so that any excess of the total price paid will be as small as possible, allowing goodwill to be stated conservatively on the balance sheet.

FASB 141: Business Combinations (2001)

· Prior to FASB 141 GAAP allowed certain companies to pool the assets of companies they acquired with their own assets, FASB 141 ended the possibility of pooling and forces all combinations to be accounted for as a purchase of one enterprise by another.
· FASB 141 also sought to distinguish more clearly between goodwill and other intangibles which might be recognized in connection with a combination transaction
· Sets out two fold test which states that an intangible should be recognized as an asset on the balance sheet apart from goodwill 
· (1) if it arises from contractual or other legal rights 
· (2) if it is separable, that is, capable of being separated or divided from the acquired entity and sold, transferred, licensed or tented, or exchanged
FASB 142: Goodwill and other Intangible Assets (2001)

· FASB No. 142 ended the mandatory amortization of any goodwill that might emerge in a combination transaction: instead, goodwill may be presumed at the outset to be of indefinite duration, but it must be analyzed at least annually to see if there has been any impairment in its value; if so, a write-down of goodwill is required, with a charge to current expense.

· Provides flatly that the intangible asset known as goodwill can only arise in a combination transaction

· It also contemplates the possibility that an intangible acquired either individually or with a group of assets might qualify for recognition as an asset even if it does not meet either the contractual criterion or the separability criterion, giving as one example specially-trained employees.

· Once an intangible asset is created, the proper treatment of the asset depends on if the asset is indefinite or has a finite life.  If it has a finite life, it must be amortized over its lifetime, if it has an indefinite life it must be tested for impairment. If the asset has a finite life it is also tested for impairment to see if the book value is too high and the amortization schedule is adjusted.

· Uses the residual method to define goodwill, the intangible resource arising form the business’ competitive advantages.

AICPA Statement of Position 93-7

· Advertising costs should not be deferred because the uncertainty of future benefits and the difficulty of measuring them makes it inappropriate to record an asset.  Advertising costs should be expensed either when the costs are incurred or when the advertising is first shown.  

· Under ¶ 43, the costs of producing advertising are incurred during production rather than when the advertising takes place.  

· ¶ 44, however, says that the costs of communicating advertising are not incurred until the enterprise receives the relevant item, like a film or videotape, or the service, like the actual use of television airtime.

· Indicates that most advertising costs should not be  carried as an asset after the services have been received

AICPA Statement of Position 98-5

· AICPA Statement of Position 98-5 rejects deferral of start-up costs incurred in “one-time activities related to opening a new facility, introducing a new product or service, … initiating a new process in an existing facility, or beginning some new operation,” unless the costs are eligible for capitalization as part of a tangible asset or some other intangible asset.

FASB Concepts Statement No. 6

· FASB Concepts Statement No. 6 notes the fact that advance payments for such services as employee training or advertising which had not yet been rendered would be eligible for treatment as deferred expense asset

· The provision also recognized the possibility that such costs, might be accounted for as assets even after the services have been received, if there is sufficient promise of measurable future benefits

· The kinds of costs that can be accounted for as assets with by being added to other assets or by being disclosed separately

· Costs may represent right to unperformed services yet to be received from other entities.  (advertising for a series of adds to appear in the future)

· May represent future benefit that is expected to be obtained within the entity by using the assets (prerelease advertising of a motion picture)

· ¶ 175 and 176 serves the warning that treatment as an asset may be barred by uncertainty about the future benefits, and gives advertising and training, along with research and development, start-up activities, and goodwill, as examples where assessment of future economic benefits may be especially uncertain.

Problem 6.1B (p. 311-312)

· Company decides to run a concentrating program of radio ads once every three years, with merely a minor sustaining program in between.  

· The company expects that this program will best support a steady public demand for its products.  

· Company estimates that the program will cost $1,000,000 during the first year and $100,000 in the net two years.  

· What should the company record at the end of each year?

· See APB Op. No. 17 & AICPA staff interpretation (pp. 539-540)

· Talk to people about what is proper to do unless there is an official promulgation.

· Distinguishes self-developed intangibles from purchased intangibles.  Self-developed intangibles may be deferred only if they are specifically identifiable.  

· AICPA interpretation: “The Opinion does not encourage capitalizing the costs of a large initial advertising campaign for a new product or capitalizing the costs of training new employees.”  

· Is a new product more likely to sustain the steady returns than the old product?

· What does “does not encourage” exactly mean?

· This is not an initial advertising campaign.  Further, this is not just one product and the products are not new.  

· If our situation is not like the situation the AICPA explicitly dealt with, does this mean that we can capitalize or we absolutely cannot capitalize?  Does the AICPA allow amortization in our situation or does it not even let us get that far?  

· Is there a basis for a distinction between an ad campaign new product and a general ad campaign?  

· Our situation is less identifiable (less tied to a particular result) than the case of an ad campaign for a new product so maybe it should not be capitalized.

· But we know less about how well this product will do.  We have a general idea/prediction of how our general ad campaign will do.  

· Often there is advertising before the product is available on the market – this makes a strong case for capitalization.

· There likely was a distinction intended.  There is a better case for capitalization with an initial ad campaign for a new product than there is in our case.

· AICPA Statement of Position 93-7: advertising costs should not be deferred because the uncertainty of future benefits and the difficulty of measuring them makes it inappropriate to record an asset.  Advertising costs should be expensed either when the costs are incurred or when the advertising is first shown.  Under paragraph 43, the costs of producing advertising are incurred during production rather than when the advertising takes place.  By comparison, paragraph 44 says that the costs of communicating advertising are not incurred until the enterprise receives the relevant item (e.g., film/videotape) or the service (actual use of TV airtime).

· Not too high on list of authorities but why would it put out an opinion if it conflicted with higher authority?  

· Company should follow this.

· FASB No. 142 (June 2001): Reconfirms Opinion 17 re: advertising.  Tries to change rule about amortization of good will.

· Capitalization & Amortization

· Year 1: Debit Prom. Exp. $400,000, debit Def. Prom. Exp. $600,000, credit cash $1,000,000

· Year 2: Debit Prom Exp $400,000, credit Def. Prom. Exp $300,000, and credit cash $100,000.

· Year 3: same as year 2.

	
	Purchased
	Internally Developed

	Identifiable Intangibles
	Capitalize & Amortize
	May either expense or capitalize & amortize

	Unidentifiable Intangibles
	Capitalize & Amortize
	Expense


Problem 6.1C, p. 312

· $1 million spent training personnel – An airline company spent $1 million during the year just ended to train personnel on new planes which the company had not yet put into commercial use.  How should the airline treat this expenditure in its financial statements for that year?  Is this other than just a general cost of doing business in that period?  

· Opinion 17 and AICPA interpretation “do not encourage” capitalizing the costs of training new employees.  

· The newness of the employees may be the key to being able to capitalize at all.

· But how different is it to train new employees and to train your old employees (who you are replacing in their regular job)?

· If this is an expense for which benefits will definitely show up later, than there is a stronger case for deferral.  

· This is a “soft” asset.  

· If we amortize, net income will be $1 million higher and expenses will look $1 million lower.

· Not specifically identifiable if it looks like it will remain around indefinitely.  That would make it particularly hard to amortize (i.e., how long do we amortize for? – we need to know how long the employees will stay, when new planes will come out and we will need to retrain staff)

· FASB No. 142

· SOP 98-5: rejects deferral of start-up costs incurred in “one-time activities related to opening a new facility, introducing a new product or service, …initiating a new process in an existing facility, or beginning some new operation” unless the costs are eligible for capitalization as part of a tangible asset or some other intangible asset.

· Argument for deferring start-up costs has been carried too far in practice – this is too uncertain (e.g., Worldcom)

· Imagine a company that has been steadily going up slightly (disregarding market fluctuations).  They decide to do a large training program and, without deferral, their earnings go way down.  This may not be a good presentation because the next year, the earnings will go way up.

Write-Downs and the “Big Bath”

Historic Treatment of Write Downs and Its Inherent Problems

Under the old rules, an enterprise’s long-lived assets remained recorded on the balance sheet based on their original historic cost, unless a permanent decline in value occurred.  

If a permanent decline in value occurred, the enterprise debited a loss account, such as Loss Due to Equipment Obsolescence,  usually reported on the income statement in the Other Expenses and Losses Section, and crediting either the asset account or the accumulated depreciation account for that respective asset, the Equipment Account or the Accumulated Depreciation on Equipment Account.

The problems with the historic write-down treatment

No standards existed to determine when an impairment had occurred, and, if so, to assess whether it was likely to last, or to measure the impairment.

The subjective standard lacked consistency and comparability giving an enterprise much latitude and discretion when deciding impairment issues

Critics alleged that enterprises orchestrated the timing of these large , one-time losses.

Repeated write-downs can also muddy an enterprise’s income statements.

Investors typically didn’t look askance as such write-downs, viewing the actions not so much as evidence of mismanagement but as an effort to remove unproductive assets from the balance sheet and to enable future earnings gains.

The New Rules

· In 2002 FASB issued new rules governing exist and disposal actions, SFAS No. 146.

· Board decided that future expenses arising from a plan to sell or abandon a fixed asset, such as a factory or corporate headquarters, must meet the definition of a liability before an enterprise can recognize them for financial accounting purposes.

· According to SFAS 146 an enterprise can only recognize and measure a liability arising from restructuring, discontinued operation, plant closing, or other exit or disposal action, including obligations arising from the lease terminations and employee severances, once the enterprise has actually incurred the liability.  

· Requires disclosure about any exit or disposal activity initiated during the accounting period and any subsequent period until the enterprise completes the activity:

· (1) report by business segment the total amount that it expects to incur in connection with the exit, the amount incurred in the period, and the cumulative amount incurred to date

· (2) reconcile the beginning and ending balances in the liability accounts, showing separately the changes during the period attributable to costs incurred and charged to expense, costs paid or otherwise settled, and any adjustments to liability, and explaining the reasons for any adjustments.

· (3) identify the line items in the income statement in which the costs appear

· In 1995 FASB issued FASB No. 121, which attempts to establish standards to determine when enterprises should recognize impairment losses and how they should measure such loses to increase comparability and uniformity.  

· FASB issued SFAS No. 144 in 2001 to supersede SFAS No. 121 while still retaining many of its underlying rules.

· The pronouncement does limit management’s discretion, numerous opportunities continue to exist for management to manipulate write-offs and reported earnings.

· FASB No. 121 applied to long-lived assets, certain identifiable intangibles, and any goodwill related to those assets.  Now SFAS No. 144 reaffirms SFAS No. 121’s requirements for recognizing an impairment loss, but specifically does not apply to goodwill, indefinite-lived intangibles, and unproved oil and gas properties.

· Assets Used In Operations

· For assets that an enterprise plans to hold and use in operations, FASB No. 144 requires periodic review, especially whenever events or changes in circumstances indicate that the enterprise may not recover the asset’s carrying amount

· The enterprise must analyze the future cash flows that is expects from the assets use and disposition, if they are less than the carrying amount, then the asset must be written down to its fair market value.

· Management has discretion over the discount rate used, the calculation of FMV, the timing of reviews, the grouping of assets analyzed….

· FASB No. 121 had a significant effect on natural resources because before they were evaluated on a country by country basis, but now they are analyzed on a field-by-field basis.  FASB No. 144 continues this treatment.

· Assets Held for Disposal

· Disposal Other than Sale

· SFAS No. 144 requires an enterprise to treat any asset that is holds for disposal by other than sale as held for use until actually abandoned or transferred, so in the meantime, the rules for assets used in operation apply.

· If the enterprise commits to a plan to abandon an asset before the previously estimated useful life, the enterprise must revise the depreciable life.

· If a spin-off occurs, the company must record an impairment loss immediately if the assets’ carrying amount is exceeds its fair value.

· Disposal by Sale

· SFAS No. 144 requires an enterprise to report all long-lived assets that it holds for disposal by sale, whether previously held and used or newly acquired, at the lower of the asset’s carrying amount or fair value less the cost to sell.

· SFAS No. 144 specifically applies to discontinued operations.

· SFAS No. 144 requires an enterprise to subtract the cost to sell from the amount at which the asset is carried on the balance sheet

· Goodwill

· If impairment occurs in regard to a transaction in which goodwill was also acquired, FASB No. 121 generally requires the enterprise to include a pro rata portion of the associated goodwill in the asset’s carrying value, thereby increasing the figure to be compared with expected cash flows.

· When impairment exists the goodwill must be written off before the related asset is written down.

Intangibles: Goodwill vs. Identifiable Intangibles

Intangibles

· Intangibles lack physical qualities so documenting their existence, estimating their values, and determining their useful lives requires considerable judgment.

· APB Op. No. 17 (1970) divided intangibles between two categories, identifiable and unidentifiable

· Identifiable intangibles: intellectual property (patents and trademarks), deferred expense assets like training costs, computer software developments, and similar items that exist separately from a business’s other assets because they have a definable and measurable relation to the business’s operations.  

· Many of these can be sold apart from an enterprise’s other assets or surrendered for a refund

· Unidentifiable intangibles include the elements of value which inhere in a continuing business or relate to an enterprise as a whole (e.g., goodwill).  

· An enterprise cannot purchase an unidentifiable intangible separately from the related assets.  

· As a general rule, GAAP, per APB Op. No. 17, requires an enterprise to record the costs to quire intangibles form a third party, whether identifiable or unidentifiable, as assets.

· Costs to develop intangibles internally stand on an different footing under APB Op. No. 17, and the accounting treatment depends upon whether the resulting intangible is nor is not specifically identifiable; if it is not, the cost must be treated as current expenses, if it is specifically identifiable, the enterprise can choose either to expense or capitalize the cost involved.

	
	Purchased
	Internally Developed

	Identifiable Intangibles
	Capitalize & Amortize
	May either expense or capitalize & amortize

	Unidentifiable Intangibles
	Capitalize & Amortize
	Expense


Identifiable Intangibles

· Identifiable intangibles include intellectual property (patent, trademark), deferred expense assets (training costs, computer software developments) and like items that exist separately from the business’ other assets because they have identifiable and measurable relations to a business’ operations.

· AICAP Accounting Interpretation No. 1, to resolve the question of whether costs to develop specifically identifiable intangibles internally should be capitalized or expensed the interpretation concluded that the Opinion (APB Op. No. 17) does not encourage capitalizing the costs of a large initial advertising for a new product or capitalizing the costs of training new employees.

· It is unclear if the language of the interpretation meant to imply that capitalizing the costs of advertising new products or training new employees is not permissible under APB Op. No. 17, or if the Opinion is neutral on the subject, thereby inviting the inference that capitulation of such costs may be allowed.

· The view that capitalization of such costs is allowed suggests that the ability to sell the intangible separately is not essential to qualifying as specifically identifiable, since the deferred expense asset produced cannot be sold separately form the rest of the business.

Unidentifiable Intangibles

· Goodwill

· APB Op. No. 17 refers to goodwill the amount by which the purchase price of a business exceeds the sum of the fair value of its identifiable assets

· Goodwill includes strong reputation, strong management, better than average relationships with suppliers, employees, or customers, and any other factor which contributes to the competitive advantage of the company.  

· Characteristics of Goodwill

· Relates to the business as a whole (can’t be purchased without purchasing identifiable assets)

· Although individual factors may contribute to goodwill, no formula or method can value these factors separate from the business as a whole

· Goodwill may exist even though a company has not incurred any costs to acquire it.  

· Costs incurred to create goodwill may not cause any future benefits (which is why Op. 17 requires that costs to create internal goodwill are immediately expensed, rather than capitalized

· Going Concern Value

· Going Concern Value is the additional value that attaches to the aggregate of assets which constitute an ongoing business.  

· Goodwill and going concern value appear on the balance sheet only when an enterprise acquires an ongoing business.  

· The manner of accounting for transactions in which one enterprise acquires another in exchange for stock is called purchase method 

· Pooling of interests: acquisition is viewed as a merging of two businesses – no longer acceptable under GAAP.

Problem 9.9, p. 543

Ivy Clothes

	Cash $50,000

Inventory $105,000

Fixtures $65,000
	A/P $50,000

Proprietorship $170,000


Suppose that the proprietor pays off her liabilities and sells all the rest of the assets of her business to a newly-organized corporation, Ivy Corp., for $200,000.  Ivy Corp. pays the $200,000 in cash, out of the proceeds of its initial stock issue of $240,000.  How should Ivy Corp. record this acquisition on its books?  Assume that an investigation would reveal that the inventory’s current replacement cost approximates the $105,000 figure at which the inventory was carried on the proprietorship’s books, but that it would cost $75,000 to replace the building fixtures in their current condition.  How does these accounting decisions at the corporation’s outset affect the determination of net income in the future?

Ivy Corp

Cash $40,000

Inventory $105,000

Fixtures $75,000 (upon initial acquisition in arm’s length transaction, cost presumably equals fair market value)

Good Will $20,000 (good will is defined by Op. 17 as the amount by which the purchase price of a business exceeds the sum of the fair value of its identifiable assets)

Stated Capital $240,000

· Why does Ivy Corp. not record this as an asset of “acquired business -- $200,000”?  

· These separate assets (inventory, fixtures, etc) will be accounted for separately.  Inventory will go into the “cost of goods sold” once it is sold, which will be fairly soon (almost definitely within a year).  Fixtures, on the other hand, will depreciate over their useful life over a period of many years.  Goodwill (?)

· What is the difference of net income of Ivy Corp and the net income the proprietor would have made had she not sold?

· Because the fixtures have been revalued at a higher value, they will necessarily depreciate faster.  Consequently, net income will be lower.

· Until June 2001, goodwill was treated as depreciating (not lasting forever) and thus lowering the net income of the acquiring company.  

· Op. 17 called for an amortization of goodwill for a period of not more than 40 years because after a while, goodwill is not what the company bought from the acquirer, but what the company has developed itself.  There is a corresponding assumption that self-developed goodwill should not be reported on the balance sheet.  

· FASB No. 142 stated that there would be no more mandatory amortization of goodwill.  In fact, amortization of goodwill is forbidden under this opinion.  If there is a signal that goodwill has changed/declined (losing money, products are bad), you may show it on the balance sheet.

· Reason for the change: under the old rule, the acquirers worried that the act of buying a company will decrease net income because goodwill will be amortized.  The acquirers, because they paid a price for the profitability of the acquired company, will show a net income lower than what the company would have had on its own.

· Pooling of Interests: Now condemned.  If A acquires B issuing only its common stock (so B’s former owners become part-owners of A), we can think of B as having been part of A all along.  We can just make B’s balance sheet a part of A’s balance sheet.

· Purchasing method: is the only ok method.  A issues stock to B, the seller, instead of paying cash to acquire the going business.  Must try to determine the FMV of the shares that the company issued in exchange for the business.  View them the same as if cash had changed hands.  But with no amortization of goodwill.  (no recognition of goodwill unless it is less than what you acquired it for).

Deferral of Loss

Essential Requirements for Revenue Recognition

· The SEC lists for essential conditions: (1) the evidence must persuasively demonstrate that an arrangement exists; (2) the enterprise must have delivered the product or performed the services; (3) the arrangement must contain a fixed or determinable sales price; and (4) the circumstances must reasonably assure collectibility (1999).  

Changes in Accounting Principles and Estimates

· GAAP does not always establish rigid rules for enterprises to follow in reporting their financial condition and operating results.  GAAP often sanctions alternative accounting methods and requires management to exercise judgment in accounting for particular transactions or events.  In addition, GAAP is constantly changing and evolving.

· Management should be consistent in how it accounts for similar transactions, so that readers can compare financial statements with similar reports for previous periods.

· Changes in Accounting Principles and Estimates  

· A change in accounting principles occurs whenever an enterprise adopts a principle which differs from the one that the enterprise previously used for reporting purposes (but not from simply adopting a principle to handle events occurring, or becoming material, for the first time).  A change in accounting estimate, in contrast, involves merely a revision of some estimation made in a previous period (e.g., useful life).  

· Changes in Estimates

· APB Op. No. 20 still governs this according to SFAS No. 154

· The opinion requires enterprises to account for changes in estimates in either (a) the period of the change, if the change affects that period only, or (b) the period of change and future periods, if the change affects both.  

· An enterprise should disclose the effect on income before extraordinary items, net income, and related per share amounts for the current period, if the change affects future periods.  

· An enterprise should not, however, restate amounts reported in financial statements for prior periods or report pro forma amounts for those periods.

· Changes in Accounting Principles

· APB Op. No. 20 used to apply which forced an enterprise to disclose the change, report its effect on income, net of income taxes, as a separate line item immediately after extraordinary items, and explain why the new accounting method qualifies as preferable.  

· APB Op. No. 20 has been replaced by SFAS No. 154 which allows an enterprise to apply any voluntary changes in accounting principles retroactively.

· The enterprise that adopts a change in accounting principle must disclose:

·  (1) The change and the reason for it, explaining why the newly adopted principle qualifies as preferable.

· (2) The change’s effect on income from continuing operations, net income, any other affected line item on the financial statements, and any affected per-share amounts for the current period and any prior period retroactively adjusted. 

· (3) Any cumulative effect of the change on retained earnings or other components of equity as of the beginning of the earliest period presented. 

· Some changes are so significant that GAAP requires the enterprise to restate the financial statements for all prior periods the enterprise presents.  See, e.g. SFAS no. 109 ¶ 50 (FASB 1992).

· GAAP may sometimes require an enterprise to adopt a change in accounting principle if the FASB (or other qualified organization) issues a pronouncement that (1) creates a new accounting principle; (2) interprets and existing principle; (3) expresses a preference for a particular principle; or (4) rejects a specific principle.  In that event GAAP treats the new pronouncement as “sufficient support” for the changes.

· A change in accounting principle generally requires the auditor to add explanatory language to an unqualified opinion.  If the new method is not preferable and has a material effect on the financial statements, the auditor must issue either a qualified or adverse opinion.  

· View enterprises that change accounting principles without “sufficient support” very skeptically.

· GAAP is not a static set of principles:  The FASB changes accounting principles in the form of new pronouncements.  

· If you are drafting an agreement that refers to GAAP, you must take into consideration which GAAP you are adopting, that which is in effect now or that which will be in effect when the required computations are to be made.  

· Most parties are well served by including language stating that methods and elections will be consistent throughout the agreement’s period.  

· Dealing with changing accounting principles.  When an attorney is drafting contractual payment provisions, she can deal with changing accounting principles in five potential ways (to prevent the authoritative accounting body with no concern for the interests of these parties from rewriting the contract):

· Ignore GAAP and specify with particularity the manner in which a given account or transaction is to be treated.

· Invoke such GAAP as are in effect at the time the agreement is executed.

· Invoke GAAP as may be in effect from time to time

· Invoke GAAP as they may be changed from time to time, but provide that no change shall be taken into effect for a period sufficiently long to enable the parties to renegotiate in the event that the change has a material effect on the agreement.

· Specify that certain proposed changes in GAAP, if adopted by a standard setting authority, will (or will not) be given effect for the purposes of the agreement.

Deferred Losses

· Although GAAP generally requires enterprises to recognize losses and non-temporary declines in value immediately, certain statutory or regulatory schemes may require an enterprise to defer some portion of the loss to a later accounting period for other purposes.  

· See Shalala v. Guernsey Memorial Hospital (U.S. 1995): Hospital suffered a loss on refinancing bonds to fund capital improvements.  The secretary of HHS denied Medicare reimbursement, claiming that the hospital must amortize the $314,000 loss over the life of the old bonds.  The issue was whether the Medicare regulations require reimbursement according to GAAP and the majority said no.  

· “Although one-time recognition in the initial year might be the better approach where the question is how best to portray a loss so that investors can appreciate in full a company’s financial position, see APB Op. 26, ¶¶ 4-5, the Secretary has determined in the Regulations that amortization is appropriate to ensure that Medicare only reimburse its fair share . . . . The Secretary must strive to assure that costs associated with patient services provided over time be spread, to avoid distortions in reimbursement.  

· But see Fidelity-Philadelphia Trust Co. v. Philadelphia Transportation Co. (Pa. 1961) (rejecting the use of deferred losses):  The issuer of the bonds (PTC) was required to pay a fixed 3% interest of the face value per year, and up to an additional three percent each year to the extent covered by the issuer’s net income for the year.  Net income was described as gross income, determined pursuant to “accepted principles of accounting”, less depreciation and other expenses, determined in accordance with sound accounting practice.  In 1957 and 1958, PTC concluded that it did not earn any net income and hence only owed the bondholders the fixed income.  The trustee for the bondholders brought suit, alleging that PTC had improperly deferred two losses from earlier years which provided the basis for deductions in 1957 and 1958.  

· Loss 1: PTC had decided to retire certain railroad tracks and convert to motor buses (finished in 1956).  Rather than charging off the track’s $7.2 million remaining book value as a loss at the end of 1956, PTC decided to amortize this amount at the rate of $1.2 million per year, on the ground that future years would benefit from savings in maintenance costs and the overall advantages from the new bus system.  

· Court held: “benefits are at most incidental ancillary outgrowths of the track retirement program” and that the total “retirement loss was reasonably foreseeable by the end of 1956” so it should have been entirely written off at that time.

· Loss 2: In 1953, the PA Public Utility Commission ruled that the remaining balance of what had been paid many years earlier to pave and repave streets, in order to install and maintain the tracks, which amount was being amortized at the rate of 2% per year, could no longer be included among the assets viewed as devoted to providing utility services, collectively referred to as the rate base, on which a utility company is entitled to earn a fair return from the amount it charges it customers.  For accounting purposes, however, despite the Commission’s ruling, PTC had kept the balance of the paving costs on its balance sheet, and continued its amortization program.  As a result, PTC charged off $300,000 against income in both 1957 and 1958.  

· Court held: the Commission’s action in removing the unamortized balance of these costs from the rate base had stripped the “asset” of its only corporate benefit, and hence it should have been written off completely for accounting purposes by the end of 1953.  

· PTC incurred a substantial cost for repaving the streets in connection with the 1956 track abandonment.  Though the Commission gave PTC permission to amortize the loss over a 5-year period, PTC charged it all off in the current period.  

· The Court held: This loss should have been amortized.
Problem 6.1D, p. 312-14 

· During its recently ended fiscal year, Z Corp. paid $143,000 in real estate taxes, which the accounting department charged to current tax expense.  Analysis at the end of the year revealed that $27,000 of this amount related to a new warehouse which the corporation built during the year, but had not placed in service by the end of the year.  How would we account for this

· No entry = no deferral; Entries = deferral (in different ways)

· This is not really a start-up cost, it’s just a new warehouse.  

· SOP 98-5 does not allow deferral of even start-up costs.

· FASB No. 34: says that interest incurred during a construction period, prior to any contribution to revenues by the asset involved, should be deferred and treated as part of the historical cost of acquiring the asset, being a cost necessary to bring the asset to the desired condition for its intended use.  Further, enterprises should not capitalize interest costs in connection with inventories that the enterprise routinely manufactured, or for assets, including land, which are not undergoing activities to ready them for use.  

· The opinion is silent on real estate taxes – maybe because question came from SEC and interest is more important (and bigger) than  

· This creates consistency among companies and thus allows for better comparison of companies.

· Interest is deferred because although you are getting the benefit of the use of the money, you are not getting the benefit of creating profits on that money.  The reason the company borrowed the funds has not started to generate revenue already.  

· There doesn’t seem to be any good reason to distinguish real estate taxes from interest payments.  So there is a good case for deferral here. 

· It would be good to have consistency in treating real estate taxes among similarly situated companies 

· The Cox case deals with property taxes.  Court said it was not an asset because no refund was available.  Does the Cox case provide the answer to this case?

· No.  Cox was a dividend regulation case that deals with statutory interpretation.  The accounting treatment here depends on accounting standards.  Further, the Cox case says that deferred taxes don’t provide you with something certain in the future so they shouldn’t be considered an asset.  Here, we are conceding the timing point – i.e., the payment was merely timely and we got what we paid for.  The real benefit though is the use of the warehouse (in the case of interest or taxes) and that hasn’t happened yet.  In this case, there is matching going on (and we are not worried about timing).  

· If we decide to defer, any one of the three entries on page 314 does this.  

· However, (c), a debit to prepaid taxes denotes a payment in advance.  In this case, there was no payment in advance – rather, the taxes were paid on time.  The taxes are deferred because we think it tells a meaningful story about the expenditure if it is deferred.  (b), a debit to “deferred expenses,” is thus better.  

· If we don’t have a clear schedule for amortization, maybe we shouldn’t defer.  So it makes sense to lump it all under “warehouse building.”  However, some commentators argue that the taxes are not part of the cost.  

How would it affect the situation if Z Corp. had outstanding an issue of so-called “income bonds,” which require the corporation to pay the specified interest only to the extent earned during the year, and the corporation had not earned the full amount of interest for the year?  Would the rules applicable to changes in accounting principle (pp. 255-258) be relevant?

· If $27,000 is deferred, the bondholders will get $27,000 more than they otherwise would have.  

· See Fidelity Trust case, p. 315.

· Management should do what is consistent with past practices.

· If this is the first time, though, think about how bondholders will react.  If the company plans to issue bonds again, then it should probably defer so it doesn’t get a reputation for skimping on its payments to bondholders.  

· On the other hand, the shareholders may care.  Because the corporation has not earned the amount of income it needs to pay, shareholders will get nothing and bondholders will get all of the net income.  Therefore, shareholders will want net income to be as low as possible in order to keep extra money in the corporation.  

· British case – conversion of horse drawn carriage line into electric powered line.  There would be no profit from it during the year.  Company deferred interest on borrowed funds until a mile of the line was completed.  Stockholders sued and alleged that the company could not do this.  The court held that the directors were entitled, but not bound, to do it.

· Thus, if there are two reasonable alternatives, management’s decision is likely to prevail.

· Confining the accounting for the contract to the accounting we now know about.  Think about big changes that may come about during the term of the contract (look at the agenda).  

· Wherever there are two or more equally appropriate/acceptable approaches (in many situations), the decision as to which one, if not controlled by past practice, will generally be up to the management.

· Management will generally have to use the same practices it uses for its own accounting.  

Problem 6.5, p. 317

· Niagara Power Co. is a large public utility.  The public utility commission regulates the rates that the company may charge and uses a formula which lets the company charge rates based on the company’s rate base, that is assets which the company has committed to providing public utility services.  One of the company’s three main plants, carried on the corporation’s books (at original cost less depreciation) at $10,000,000 was located at the head of Niagara Falls.  During the company’s most recent fiscal year, a rock slide caused that plant to collapse into the Niagara River.  The company’s earned surplus at the beginning of the year was $60,000,000; gross revenues for the year amounted to $180,000,000, and “regular” expenses were $150,000,000.  Should the $10,000,000 book value of the plant be charged against current income for the year? Past income?  Future income?

· Past income – would reduce shareholders’ equity and bypass income statements (Jersey approach).  Can’t do this.

· Future income – Put $10,000,000 into deferred expenses and amortize.  Test is whether you can match it equally to current revenues or future revenues.  This adds nothing to the future or current revenues, BUT the rock slide happened in the current year!

· This should be charged to current income.  We can draw special attention to this as an extraordinary item.  

· Public utilities are regulated in how much they can charge.  Allowable Revenues = Estimated Expenses + x% return on rate base (essentially invested capital).   Company can make more money if it can sell more or have lower expenses than anticipated.
· When company’s plant fell into the river, the regulators allowed it to be deferred for 5 years and become part of the rate base.  (i.e., the plant continued to have value, because it is being included in the rate base, even though it was at the bottom of the river).  
· Idea is that the public utility cannot get a bonanza so maybe shareholders should be protected.  This is all public utility theory.  
Deferral of Income

Essential Requirements for Revenue Recognition

· Under GAAP (SFAC No. 5, § 83 (FASB 1984)), an enterprise can recognize revenue only when: 

· (1)  Bona fide exchange transaction with an outsider has occurred

· (2) The enterprise has received cash or the right to receive cash, or can readily convert any other consideration received into money or money’s worth. AND

· (3) The enterprise has substantially completed the earnings process

· Some authorities state only two requirements though.

· Some authorities explicitly state, or at least imply, that an exchange transaction has not occurred until the enterprise selling goods or rendering services has received cash or a cash equivalent.  See Stevelman v. Alias Research Inc (2nd Cir. 1999).

· The SEC lists four conditions which must be met for revenue to be recognized (Staff Accounting Bulletin No. 101 (1999)):

· (1) Evidence must persuasively demonstrate that an arrangement exists.

· (2) The enterprise must have delivered the product or performed the services

· (3) The arrangement must contain a fixed or determinable sales price

· (4) The circumstances must reasonably assure collectibility.

· It is tempting to overstate revenues, especially in publicly traded companies.  Owners of close corporations, though, may want to understate revenues to avoid income tax.  

· Fraudulent practices include: creating fictitious transactions, backdating transactions, prematurely shipping goods or sending items not ordered, shipping goods to a warehouse, selling goods to customers that lack the financial ability to pay, and recording “sales” when the transaction remains subject to contingencies.  Also Consignments – sales conditioned upon resale.

· Sometimes lower-level employees need to be involved to perpetrate this fraud.  See In re Kurzweil Applied Intellligence, Inc. (SEC 1995).

· Sarbanes Oxley Section 303 directed the SEC to establish rules to prohibit any officer or director of an issuer, or any other person acting at the direction of an officer or director, from taking any action to fraudulently influence, coerce, or manipulate, or mislead the issuers independent auditor for the purpose of rendering a financial statement materially misleading.

· SEC’s final rule seemingly adopted a negligence standard and in essence supports the regulations issued under the Foreign Corrupt Practices Act.

· One problem is stock markets have historically given higher price-earnings ratios to companies that have an ability to report steady, predictable earnings growth.  Managers engage in earnings management or income smoothing  -- managerial actions which increase or decrease a business’s current reported earnings without a real increase or decrease in economic profitability.   This raises ethical issues.
Substantial Completion

· In addition to satisfying the requirement of a bona fide transition with an outsider, an enterprise must substantially complete the earnings process before recognizing revenue.

· To satisfy the substantial completion requirement, an enterprise must normally deliver the underlying goods or render the contemplated services; an exchange of promises is not enough.

· Sometimes delivery isn’t even substantial completion (e.g., right of return or other less formal arrangements which give customers the right to refuse pay for the goods).

· Receipt of cash in advance: deferred income
· Even when cash has been received, you still need substantial performance before recognizing revenue.  
· Boise Cascade Corporation v. United States (U.S. Court of Claims, 1976)
· Facts: Taxpayer recorded income for engineering contracts by including all income attributable to services which it performed during the taxable year.  Taxpayer determined the amounts so earned by dividing the estimated number of service hours or days required to complete the particular contract into the contract price to get an hourly or daily rate which was multiplied by the number of hours or days actually worked on the contract during the taxable year.  Where TP billed for services prior to the tax year in which they were performed, it credited such amounts to “unearned income.”  In determining this amount, the costs of obtaining the contract were not taken into account – they were expensed in the year they took place.  Further, TP kept an “unbilled charges” account that represented amounts earned through the rendering of services, or partially completed contracts on which payment was not due until after the end of the year.  IRS audited and included “unearned income” in taxable income and made no changes to unbilled charges.  
· Issue: Should the TP be taxed on “unearned income”?
· Holding: No
· Analysis: The deferral was consistent with GAAP.  TP followed the matching principle and followed the industry standard.  Further, costs incurred in obtaining contracts should not be amortized – they are merely a cost of doing business.  The Commissioner’s method is a hybrid; it doesn’t allow deferral but allows accrual.  BUT GAAP, while of probative value, is not determinative for income tax purposes.  The TP must also show that its method clearly reflects income for the purposes of the IRC.  The principles underlying financial accounting are conservatism and matching.  On the other hand, the need for certainty in the collection of revenues underlies the tax accounting system (focus on the concept of the ability to pay).  When an item of income has been received even though as yet unearned, it should be subject to taxation because the taxpayer has in hand the funds necessary to pay the tax due.
· Pursuant to Artnell (7th Cir.), there are situations where the deferral technique will so clearly reflect income that the Court will find an abuse of discretion if the commissioner rejects it.  
· Deferred unearned income for advance tickets of a baseball team ok.
· Deferral of unearned income from magazine subscriptions for accrual basis publishers ok.
· Here, the balanced and symmetrical method of accounting does clearly reflect income.  
· Notes: IRS administrative decision allows accrual method TPs to defer prepaid income for services as long as the TP will perform the services before the end of the following taxable year.  The deferral, however, applies no longer than to the end of the following year.  Treasury Regulations permit an accrual method TP to elect to defer advance payments for goods and long-term contracts.  Neither authority, however, authorizes an accrual method TP to defer prepaid interest or rent.  
Problem 6.4, p. 381

E. Corp. is engaged in rendering engineering and architectural services.  Early in its most recent fiscal year, which ended on August 31, E learned that a large utility company, P Co., might be interested in obtaining engineering and consulting services in connection with construction of a new generating plant.  One of E’s 3 sales reps, who work full-time soliciting this kind of business for E, on a straight salary each, without commissions, spent all of his time for 4 months trying to land a contract with P.  In addition, since P was considering a number of unusual features for its new plant, E retained a well-known scientist to work with its regular staff on the preparation of a proposal to P Corp., for which the scientist was paid $39,000.  In March E got the contract, which called for specified engineering and other consulting services over the following 15 to 18 months in connection with building the new plant.  Under the contract, E was to receive a total of $500,000, payable at the rate of $100,000 actually performed.  Due to delays in P’s construction schedule, E had in fact only the first $100,000 payment.  How should these facts be reflected in E’s financial statements for the year?

· Defer $39,000 in consulting fees for matching – contract has been signed?

· Defer $20,000 of sales rep’s salary for finding this project  – contract has been signed so you most likely will perform and get paid?

· Defer $100,000 of income.  We have not done any work so we certainly have not substantially completed the performance.  

· We should deal with the income FIRST because we have a firmer rule dealing with income than dealing with expenses.  

· If we defer the income, then we know we should defer the expenses (under the matching principle).  

· Except when there is some special reason to suppose that the contract will not work out, we should assume that it will work out.  So we should defer expenses directly related to what we are going to get. 

· Matching Principle: Income and expenses from the same transaction ought to be matched in the same period.  

· But keep in mind that there are official promulgations prohibiting the deferral of certain items (e.g., self-developed goodwill – Op. 17, p. 541; research & development – FASB No. 2, p. 312)

· If this is research & development, we can’t defer.  But if we already have the product and know how long it will last, then there may be an exception.  

· Here, we don’t have the general problems with research and development.  We know the period over which we can write off the R&D, we know we have a product, and we can easily trace the new product (the selling of services through the contract).  

· Might not want to defer if we consider both of these to be part of the normal, everyday operations of the business (especially the $20,000 of the salesman’s salary – CEO’s and other employees always spend a lot of time on particular projects).  

· Bottom line: $20,000 should not be deferred.  $39,000 is right on the borderline.

Exceptions to the Substantial Completion Requirement

· Time-dependent transaction: e.g., rent, interest on a loan, insurance.

· Percentage of Completion method: for substantial contracts, other than for the production of fungible inventory, which extends over more than one period (particularly if the contract represents a large part of the business).  

· It is difficult to estimate costs, the buyers’ ability to pay, the degree of completion, etc.

· The completed contract method doesn’t rely on estimates, but makes reported income seem erratic over different periods.

· The percentage of completion method recognizes revenue in each period (based on the contracting efforts that took place in that period) but is subject to all the problems of estimation.  

· AICPA No. 45: the advantage of reflecting in the financial statements the revenue from business activity on long term contracts in period prior to their completion should take precedence over the greater degree of certainty of results reported under the completed-contract method – provided that the estimates necessary to apply the percentage method are sufficiently dependable.

· Requirements for the use of the percentage method:

· There is a written contract executed by the parties that clearly specifies all the relevant terms.

· The buyer has the ability to perform his contractual obligations under the contract.

· The seller has the ability to perform his contractual obligations.

· The seller has an adequate estimating process and the ability to estimate reliably both the cost to complete and the percentage of contract performance completed.  (seller should also have established methods to provide reasonable assurance of a continuing ability to estimate)

· The seller has a cost accounting system that adequately accumulates and allocates costs in a manner consistent with the estimates produced by the estimating process.

· Measurement of the Percentage of Completion

· Ratio: aggregate cost to date: most recent estimate of total costs at completion.  

· Other methods are allowed where such methods appropriately measure the portion of work performed: e.g., labor hours, machine hours, or architectural estimates.

· In measuring contract performance, the method used must take into account the risks of contract performance (e.g., making modifications to an existing machine to perform a new function)

· Adjustments must be made for the following:

· Materials purchased that have not been installed or used during the contract performance, if such materials are significant to costs incurred to date.

· Subcontractor costs, to the extent that the timing of payments to the subcontractor differs significantly from the amount of work performed under the subcontract.  

· Types of costs included in costs incurred to date but not included in the total cost estimate.  

· Make sure costs are recognized in both the numerator and the denominator of the ratio.  

· It is ok to defer revenue recognition until a specified level of performance is reached.  Doing so gives additional assurance of the dependability of the estimating process.  This must be disclosed in the financial statements.
· Deferral of Costs in Anticipation of Future Sales
· Pre-contract costs may be deferred only if they can be directly associated with a specific anticipated future contract and it is probable that the costs will be recovered from that contract.
· When sellers produce goods in excess of the amounts required by a contract in anticipation of future orders, the costs may be deferred if it is probable that the costs deferred will be recovered (consider uniqueness of the goods involved)
· Learning and start-up costs (labor, overhead, rework) should not be deferred, but should be expensed in the current period.
· Costs that were expensed when incurred because their recovery was not considered probable should not be reinstated by a credit to earnings if a contract is subsequently obtained.  
Completed Contract v. Percentage of Completion Method

· Under the completed-contract method, until the contract is substantially completed, the enterprise defers all construction costs in an asset account, usually referred to as construction in process and records any payments plus any amounts due but not collected in a liability account, billings on construction in process.  If the costs incurred exceed the billings, the enterprise reports the excess on the balance sheet as a current asset, in the nature of a deferred expense; if billings exceed costs, the excess appears as a current liability, in the nature of deferred income.  In the year of substantial completion, everything is recognized on the income statement.

· Under the percentage-of-completion method, the income statement for each period shows the actual expenses incurred on the contract and the estimated revenue that bears the same ratio to the total expected revenue as the costs incurred bear to the total anticipated costs.  

· If an enterprise expects to incur a loss on a contract under either method, conservatism technically requires the enterprise to recognize the loss immediately.  But if some closely related contracts are making money and others are losing money, they can be grouped together.

· Statement of Position 81-1: the percentage of completion and completed-contract methods do not offer acceptable alternatives for the same circumstances.  An enterprise should use the percentage method when the total contract revenues can be determined, and the enterprise can reasonably and reliably estimate total costs and progress towards completion, and the other conditions above are met.  If not, use completed contract method.

· Program Method (do not use):  An enterprise estimates (1) the aggregate total revenues from the product or service under both existing and anticipated future contracts; (2) the aggregate total number of units of product or service expected to be sold to obtain those revenues; (3) the aggregate total costs to produce those units.  The enterprise then matches the average cost per unit, based on aggregate total costs in the “program,” against current contract revenues.  Through this process, the enterprise averages the net profit from both current and anticipated future contracts, even though there has been no transaction relating to the future contracts.  

Problem 6.6c, p. 396

Problem 6.4 but assume that by the end of the fiscal year E had incurred costs of $45,000 in performing under the contract with P, having originally estimated that the total cost of its performance under the contract would amount to $300,000.  How should E reflect the transaction in its financial statements for that year. (a) assuming that P has paid $100,000 (b) assuming P has not paid anything because the contract did not require any payment until E finished the job.  

Company signs contract with a customer that agrees to pay $500,000, but at the end of the 5 years.  After the first year, we’ve spent $45,000 and received nothing 6.6C(b).  How do you account for this $45,000?  

· Defer because we are trying to match expenses to revenues.  The $45,000 expenditure has nothing to do with any benefit received during the year.

· Compare pre-contract and actual contract expenses with respect to the need to defer.

· Recognize all income from the transaction in the period in which substantial performance occurs.  

· BUT there is an alternative percentage method (see pp. 389- 392)

· Came about because some companies had just one or two very big long-term projects going on and needed to recognize some income each year.  

· The requirements for using the percentage method are:

· There is a written contract executed by the parties that clearly specifies all the relevant terms

· The buyer has the ability to satisfy his obligations under the contract.

· If buyer hasn’t paid when he should have, then you may have real reason to worry that the buyer cannot fulfill his contractual obligation to buy.

· But where no money has come in because no money is due until the end of the contract, we can still expect that the buyer will pay.  

· The seller has the ability to perform his contractual obligations.

· The seller has an adequate estimating process and the ability to estimate reliably both the cost to complete and the percentage of contract performance completed.

· The farther you get along in the contract, the better you can estimate the costs.  Here, we are 15% along.  

· Before 10% completion, estimates are generally not ok.  

· Does the seller have a lot of experience performing these types of contracts?  If so, you can allow estimation earlier on in the performance of the contract.   

· The seller has a cost accounting system that adequately accumulates and allocates costs in a manner consistent with the estimates produced by the estimating process.  

· Defer $25,000 because income was overcredited with the $100,000 received. 

· The company has incurred 15% of its total expenses ($45,000/$300,000)

· So we correspondingly recognize 15% of total revenue under the contract in this period = 15% of $500,000 = $75,000.  

· So we defer $25,000.  

· Where no money is due until the project is completed, credit service revenue $75,000 and credit $75,000 to P&L.  Also make accrued revenue category to account for the $75,000.

Deferral of Income vs. Accrual of Expense

Accrual of Expenses 

· Whenever an enterprise recognizes income in the current accounting period, any related expense must also be reflected currently to achieve the necessary matching.  This requires a debit to the appropriate current expense account, and if the expense is not actually paid during the period, the corresponding credit is to an expense payable or accrued expense liability account.  If the enterprise cannot determine the precise amount of the expense, it should estimate it; such estimation is the norm in practice.  

· Pacific Grape: shippers did not perform any of their expected services by the end of the year in which the company recognized the revenues.  Therefore, Pacific Grape’s actual liability to pay for the services would depend upon their actual performance.  But Pacific Grape may have enjoyed the benefit of these expenses because the services function as a necessary condition precedent to earning the income being recognized.  

· The rule of not recognizing income until there has been substantial performance reduces the need to estimate expenses (most, but not all, of the necessary expenses will have been incurred by the time revenue is recognized).

The Caption for the Liability Created upon Accrual of an Expense

· Do not use the caption “reserve” to mean “estimated liability”

· There is now a hierarchy of credits that can accompany the recognition of an expense in the current period:

· Prepaid or Deferred Expense: if the business has prepaid the expense in a prior period.

· Cash: if the business paid the expense in the current period.

· Expense Payable (Or Accrued Expense): if the business has not yet paid the expense, but a fixed liability to pay a fixed amount of money exists.

· Estimated Liability: if the business has not paid the expense, but there is a liability to pay an uncertain, but estimable, amount of money or to perform or provide services, and the enterprise desires to segregate these kind of liabilities.

· When an enterprise can only estimate the size of the liability at the time the expense is accrued, the amount actually required to discharge the liability will rarely exactly equal the figure originally estimated and charged against income.   The difference between the amount originally estimated and the actual cost is a normal recurring adjustment to be reflected in the income statement for the period in which the enterprise discharges the liability.  

Alternative Theories for Accruing Expenses and Losses for Financial Accounting Purposes

· An enterprise must recognize a loss when it expects previously recognized assets to provide reduced benefits, or no more at all.

· The most common basis for reflecting an expense or loss in the current period is the existence of a cause and effect relationship between the item in question and revenues being recognized currently (e.g., same transaction).  

· On the other hand, general costs of doing business (executive compensation, office rent, etc) must be expensed in the current period.  Sometimes, however, the benefits in succeeding periods do not correspond ratably to the passage of time.

· When expenditures that do not relate to any particular transaction provide general assistance to the operations of the business in more than one accounting period, an enterprise should charge the underlying costs, regardless of when they are actually paid, against the revenues for the periods in which the costs contribute generally to the enterprise’s ability to produce revenues.

Other Issues Involving Accrual of Expense and Deferral of Income

· Note the relationship between expenses payable and deferred income: whenever the liability account created to accrue an expense represents an obligation to perform or provide services, the liability bears resemblance to a deferred income account, which also reflects an obligation to perform services (or deliver goods).  

· Income recognition is subject to more stringent limitations than recognition of expenses.

6.7, p.404

· X Corp. sells and services computers, mostly to individuals for personal use.  As a feature of its general sales policy, X provides to each buyer a right to have the computer thoroughly checked and serviced on one occasion during the calendar year following the purchase.  X adds $60 to the computer’s selling price to cover this feature, because its experience has confirmed that the average cost of fulfilling this commitment to check and service has averaged about $50 per computer.  For the year of sale, how should X account for the $60 cash received and the prospective $50 cost to be incurred in the following year.

· Two alternatives.

· Defer 60 revenue in year 1.

· Year 2 – take 60 out of deferred revenue and put it into service revenue (credit service revenue and debit deferred revenue in the amount of 60)

· Or we can match by bringing estimated expenses into first period -- accrual.

· The fact that cash has not moved does not preclude recognition of an expense.  

· Debit service expense and credit estimated liability in the amount of 50.  

· Year 2 – debit estimated liability 50 and credit cash 50.  Nothing shows up in the P&L.  

· Which one of these alternatives should we choose?

· Exceptions to substantial performance are rent, interest, and long-term construction contracts.  This case doesn’t fall into any of these exceptions.

· Here, we have not any of the work by the end of year 1.  

· This is an obvious case for deferral of income IF this is the correct view of the transaction.

· We are viewing this as a separate transaction of checking out the computer in the first year.

· But we could look at it as part of the overall sale transaction.  The transaction can be viewed as the sale of a computer + promise to do a little bit of work the next year for $2060. 

· As lawyers, we might need to know more information:

· Can you buy a computer without this arrangement?

· Could a buyer purchase this arrangement separately in year 2?

· How tied is the service to the computer?  

· Could you buy a computer elsewhere and buy the service here?

· Is the service enterprise a worthy separate profit center?  Own manager?  Are profits separately stated?

· Is it part of the purchase price?

· This is accounting treatment, it is separate from the accounting treatment.  

Contingencies

Importance to lawyers

· Contingencies: conditional expenses and losses which may or may not ever occur (e.g., warranties).  If the business decides to accrue an expense or loss account and credit an accrued liability the liability is known as a contingent liability.
· The difference between a contingent liability, where uncertainty exists as to whether the enterprise will incur any expense or loss, and an unliquidated liability, where the enterprise has incurred an expense or loss attributable to the current period but uncertainty remains as to the exact amount.  Accountants handle the later by trying to estimate amounts.
· Should contingencies be reflected as a charge against income?  In a footnote?  
· Note that warranties and other contingencies do not qualify for a prior period adjustment.  
· Whenever a number of related contingent liabilities or losses occur in the same year, they become almost like a fixed liability (because the enterprise can better estimate the amount).  
· GAAP has requirements about contingent losses and liabilities.  If an enterprise doesn’t follow these requirements, it can get sued for financial statement fraud or securities fraud.  Federal securities law presents an even higher bar.  
· Auditors must obtain evidence about contingent liabilities arising from litigation, claims, assessments, and other uncertainties to determine whether the enterprise has properly treated those items in the financial statements.  Auditor must request corroborating evidence from the enterprise’s outside counsel.  If counsel fails to reply, the auditor may issue a qualified opinion.  If the auditor issues an unqualified opinion with respect to financial statements which do not appropriately treat contingencies, the auditor, as well as the enterprise, can face staggering legal liability.  
· Lawyers must exercise great care in responding to auditors inquiry letters.  If the client authorizes the layer to disclose information to the auditor, lest the auditor refuse to render an unqualified opinion, the client potentially waives the attorney-client privilege, at a minimum as to any information disclosed.
· Think of discovery possibilities associated with this disclosure.  
Statement of Financial Accounting Standards No. 5, Accounting for Contingencies (FASB 1975)

· SFAS No. 5 establishes a framework for recording and reporting contingencies for financial accounting purposes.

· Contingency – an existing condition, situation, or set of circumstances involving uncertainty as to possible gain or loss to an enterprise that will ultimately be resolved when one or more future events occur or fail to occur.  

· Not all uncertainties give rise to contingencies.  The mere fact that an estimate is involved does not of itself constitute the type of uncertainty referred to in the definition of contingency found in this statement.

· Examples of loss contingencies include:

· Collectibility of Receivables

· Obligations related to product warranties and product defects

· Risk of loss or damage of enterprise property by fire, explosion, or other hazards.

· Threat of expropriation of assets.

· Pending or threatened litigation.

· Actual or possible claims and assessments.

· Guarantees of indebtedness

· There are three terms to describe the likelihood that a contingency will occur:

· Probable: The future event or events are likely to occur (does this mean “more likely than not” or a “preponderance?”)

· Reasonably Possible: The chance of the future event or events occurring is more than remote but less than likely.

· Remote: The chance of the future event or events occurring is slight.  

· A loss contingency should be accrued by a charge to income if both of the following conditions are met:

· Information available prior to the issuance of the financial statements indicate that it is probable that an asset has been impaired before the date of the financial statements AND

· The amount of the loss can be reasonably estimated.

· Disclosure of an accrued loss contingency may be necessary to avoid misrepresentation.

· If a loss contingency is not accrued because both the requirements for accrual are not met, it should be disclosed if there is a reasonable possibility that the loss will be incurred.  

· Disclosure of a loss contingency involving an unasserted claim or assessment when there has been no manifestation by a potential claimant of an awareness of a possible claim or assessment only if it is considered probable that a claim will be asserted and there is a reasonable possibility that the outcome will be unfavorable.  

· If there is a reasonable possibility that an asset was impaired after the date of the financial statements but before their issuance, disclosure of the estimate (or range) of the potential loss may be necessary.

· Certain loss contingencies are being disclosed in financial statements even though the possibility of loss may be remote (e.g., guarantees).  Guarantees and things like it should continue to be disclosed.  

· No accrual or disclosure is necessary for general or unspecified business risks.

· Gain contingencies are never accrued, pursuant to the conservatism principle.  Adequate disclosure shall be made of contingencies that might result in gains, but care shall be exercised to avoid misleading implications as to the likelihood of realization.  

· When accrual is called for, paragraph 9 of SFAS No. 5 may require disclosure of the nature or identity of the particular accrual (based on if not disclosing would make financial statements misleading), and perhaps the specific amount accrued for that purpose, to prevent the financial statements from being misleading.  So the enterprise that may be faced with a loss contingency may have to choose among

· Fully accruing and specifically identifying the potential loss

· Fully accruing but not specifically identifying the potential loss  

· Accruing in part and disclosing the possibility of more

· Merely disclosing the contingency

· If the contingency is sufficiently unlikely, not even disclosing it

· In 2002 FABS issued FASB Interpretation No. 45 on disclosing and accounting for financial guarantees.  

· The interpretation clarifies that, at inception of a guarantee, the guarantor must recognize a liability for the fair value of the obligation undertaken. 

· The guarantor must also make certain disclosures in particular

· The nature of the guarantee

· The maximum potential amount of future payments under the guarantee

· The carrying amount of the liability, if any, for the guarantor’s obligations under the guarantee

· The nature and extent of any recourse provisions or available collateral that would enable the guarantor to recover any amounts paid under the guarantee

	Accounting Treatment for Asserted Claims

	
	Ability to Reasonably Estimate the Potential Loss

	· 
	Reasonable Estimate
	No Reasonable Estimate

	Likelihood of an Unfavorable Outcome
	Probable
	Accrue and, if necessary, disclose to avoid misleading financial statements
	Disclose contingency and range of possible loss or state that no reasonable estimate is possible

	· 
	Reasonably Probable
	Disclose contingency and estimated amount of possible loss
	Disclose contingency and range of possible loss or state that no reasonable estimate is possible

	· 
	Remote
	Neither accrue nor disclose unless guarantee
	Neither accrue nor disclose, unless guarantee


Litigation, Claims, and Assessments

· The following factors, among others, must be considered in determining whether accrual and/or disclosure is required with respect to pending or threatened litigation and actual or possible claims and assessments:

· The period in which the underlying cause of action occurred.

· The degree of probability of an unfavorable outcome.  Consider the following factors:

· Nature of claim, litigation, or assessment

· Progress of the case

· Opinions of legal counsel/advisors

· Experience of the enterprise in similar cases

· Experience of other enterprises

· Any decision of the enterprise’s management as to how the enterprise intends to respond to the lawsuit, claim, or assessment (e.g, decision to settle or defend vigorously).  

· The ability to make a reasonable estimate of the amount of loss.  

· Accrual may be appropriate for litigation, claims, or assessments whose underlying cause is an event occurring on or before the date of an enterprise’s financial statements even if the enterprise does not become aware of the existence or possibility of the lawsuit.  

· When the enterprise can estimate the range of a loss but some amount within the range seems like a better estimate than any other amount within this range, the enterprise should accrue this amount.  If the enterprise cannot determine a best estimate within the range, the enterprise should accrue the minimum amount in the range and disclose any reasonably possible additional loss that satisfies the other requirements in the statement of position.  

· See chart p. 434

Securities Disclosure Issues

· Environmental liabilities are an important class of contingencies.  

· Lawyers encounter these contingencies in three ways:

· Both SEC and accounting profession have recently focused on disclosure of environmental liabilities.

· SEC rules require registrants to discuss their environmental obligations in Management’s Discussion and Analysis.

· Lawyers must increasingly consider environmental contingencies in responding to audit inquiry letters.

· In 1996 the AICPA issued Statement of Position 96-1. SOP 96-1 provides that enterprises should accrue environmental remediation liabilities when the underlying facts and circumstances satisfy the criteria of SFAS No. 5.

· The document further provides that any accrual should include:

· Incremental direct costs for the remediation effort

· Incremental direct costs include amounts paid to complete remediation investigation and feasibility study, fees to outside engineering and consulting firms…

· An allocable portion of the compensation and benefits for those employees that the enterprise expects to devote a significant amount of time directly to the remediation effort.

· Item 303 of Regulation S-K requires MD&A disclosure of certain forward-looking information, including any currently known trends, events, and uncertainties that the registrants reasonably expect will have a material impact on its liquidity, financial condition or results of operation.

· The SEC set the following two-part test for mandatory disclosure regarding forward looking information

· Is the known trend, demand, commitment, event or uncertainty likely to come to fruition.  If management determines that it is not reasonably likely to occur, no disclosure is required.

· In 2002 the SEC indicated its view that the words “reasonably likely” express a lower disclosure threshold than “more likely than not.”  
· If management cannot make that determination, it must evaluate objectively the consequences of the known trend, demand, commitment, event or uncertainty, on the assumption that it will come to fruition.

Audit Inquiries and Relevant Professional Standards

· Any business requiring audited financial statements must provide information regarding legal claims against the enterprise to its auditors.

· An enterprise must send a letter, which accountants usually refer to as the management letter, to its auditors regarding asserted and unasserted claims against the business.

· In addition, the enterprise requests its lawyer to send a letter to the enterprise’s auditor regarding asserted and usually specified unasserted legal claims against the business.  Lawyers regularly receive these audit inquiry letters directly from the clients that require audited financial statements. 

· The ABA issued the following Statement of Policy to set forth the legal profession’s official policy on audit inquiry letters:

· Lawyers are probably a good source to ask about pending litigation, but it is not in the public interest for the lawyer to be required to respond to general inquired from auditors regarding possible claims.

· The lawyer should normally refrain from expressing judgments as to outcome except in those relatively few cases where it appears to the lawyers that an unfavorable outcome is either “probable” or “remote” according to the following definitions:

· Probable: the prospects of the claimant not succeeding are judged to be extremely doubtful and the prospects for success by the client in its defense are judged to be slight.

· Remote: the prospects for the client not succeeding in its defense are judged to be extremely doubtful and the prospects of success by the claimant are judged to be slight.  

· No inference that the client will not prevail should be drawn from the absence of a lawyer’s judgment.  

· It is appropriate for the lawyer to provide an estimate of the amount or range of potential loss (if the outcome should be unfavorable) only if he believes that the probability of inaccuracy of the estimate of the amount or range of potential loss is slight.  

· An unasserted claim is “probable” under ABA standards only when the prospects of its being asserted seem reasonably certain and the prospects of non-assertion seem slight.  

· Lawyer has a professional responsibility to advise his client about disclosures and not to knowingly participate in violations of securities’ disclosure requirements.  

· The lawyers’ response shall only be used for the auditor’s information.  It shall not be quoted in the enterprise’s financial statements.

· There is a conflict between auditors, who promote public disclosure of information, and attorneys, who must preserve the attorney-client privilege. 

· Lawyers and accountants attach different meanings to the words “probable” and “remote.”  The standards for both asserted and unasserted claims diverge as well.    This difference can leave clients stuck in the middle. 

· Some lawyers refuse to respond to general inquiries relating to the existence of unasserted possible claims or assessments (in order to preserve attorney-client privilege).

Problem 7.1, pp. 452-453

· X Corp., a closely held company, publishes a magazine.  Several years earlier, the company borrowed money from a local bank to expand its printing facilities and the loan agreement requires X Corp. to submit audited financial statements to the bank each year.

· Year 1: In an effort to boost lagging sales, X adopted a new policy of featuring more exciting, even sensational articles.

· When you publish more sensational articles, it is likely that there will be more claims.  

· But a lot depends on how you define “likely”

· You don’t have a specific expectation of a particular suit though.

· Year 2: the magazine published an alleged expose in which the coach of a major football team was accused of fixing a game.
· No accrual because 2 requirements of paragraph 8 are not met.  

· SFAS No. 5: Disclosure of a loss contingency involving an unasserted claim or assessment when there has been no manifestation by a potential claimant of an awareness of a possible claim or assessment only if it is considered probable that a claim will be asserted and there is a reasonable possibility that the outcome will be unfavorable.

· Is it probable that a claim will be brought?  

· Depends whether the article was true or whether it was actually libel.  The writers and editors must be pretty sure, though, that the article is true.  

· On the other hand, this is a very strong accusation, and the coach will likely bring suit.  The coach will bring suit because otherwise it will look like he really did fix the game.  

· If yes, proceed to the assessment of the probability of an unfavorable outcome.  If not, you do not need to disclose anything at all. 

· With respect to unasserted claims, Accountants have accepted that lawyers will not respond to general inquiries.  Lawyers will only respond re: contingent liabilities that the client has identified

· P.448: Client determines which contingent liabilities will be discussed with the auditor.  Thus, the client decides whether it is probable that a claim will be asserted. 

· Client sends a letter to the lawyer and tells the lawyer which unasserted claims to talk about.

· The lawyer has a professional responsibility to discuss with the clients situations in which disclosure might be necessary.  Accountants have been willing to rely on this.   

· After December 31 of year 2, we might learn new information:

· The financial statements that speak as of December 31, Year 2 don’t appear for a few months.  We might learn some new information between December 31, year 2 and before the statements are issued.

· Coach might sue while we are still working on the statements for year 2.  

· SFAS No. 5, ¶ 8: condition a) is met.  If loss can be reasonably estimated, we should accrue.  

· If the coach sues before year 2 statements are issue, we should accrue the contingent loss in Year 2.

· Year 3: the coach brought suit for libel, claiming damages of $5,000,000.  X was advised by counsel that (1) there was a good chance X would be held liable, and (2) if so, the damages were most likely to run between $50,000 and $100,000, with an outside possibility that the amount would be much greater, perhaps even in seven figures.
· Assume we did not disclose or accrue anything in year 2.

· Accrue if unfavorable outcome is probable and amount of loss can be reasonably estimated.

· Can the amount of the loss be “reasonably estimated”?

· Most likely to be between $50,000 and $100,000, but some chance it will be much greater.  

· When you are accruing a range, accrue the minimum of the range, not the mid-point.  Then disclose any additional loss that might be incurred.

· Management will probably not want us to accrue because they won’t want a current charge against income.  Further, suppose we accrue $50,000 and then the lawyers want to go settle the matter. Now the other side is aware of what the company thinks is the bottom of a range of possible outcomes.  P. 446(c): note that any evaluation of potential liability is an admission.  If we go to trial, the accrual figure might be able to be admitted into evidence with the implication that the company has already conceded.

· Disclose, but don’t accrue, if unfavorable outcome is only reasonably possible.  See ¶ 10.  You should estimate the amount of the contingent loss.  This can be just as damaging for future settlement/trial.  If you couldn’t make a reasonable estimate for a probable unfavorable claim, you must disclose in the notes.  Similarly, if you are disclosing because it is reasonably possible, you disclose in the notes.  You don’t have to say why it is in the notes.

· Does “good chance of liability” mean that an unfavorable outcome is probable or reasonably possible?  Unclear.  ABA statements puts forth its own standards.    

· Year 4: case was tried before a jury, which found against X and awarded general damages of $60,000 plus punitive damages of $3,000,000.  The trial court reduced the total damages to $460,000.  Pursuant to the advice of counsel, X appealed, primarily on the ground that it was error to award the plaintiff any punitive damages.
· Year 5: (beginning) the judgment of $460,000 was affirmed and X paid.
· Background: X has faced libel suits from time to time in the past, but never one as large as this.  In all of the prior actions, X either defended successfully or settled for some modest amount, the largest settlement being some $30,000 two years ago.

· X’s  income: 

· Year 1: $375,000

· Year 2: $600,000

· Year 3: $700,000

· Year 4: $750,000

· Question: How, if at all, should the events relating to the coach’s libel claim have been reflected in X’s financial statements in each of the last four years.
Recognition of Income

A Bona Fide Exchange Transaction with an Outsider

· One of the requirements for revenue recognition is that there must be an exchange transaction at arms’ length.

· Financial statement users prefer to rely upon transactions between unrelated parties to measure current revenue and to predict future revenue.

· Accountants and lawyers commonly use the term arms-length to describe transactions between unrelated parties, and they know that if the parties are related the transaction may provide little evidence of what would occur at arms length.  

· What exactly does at arm’s length mean?

· The transaction must be external – between separate persons or enterprises (e.g., can’t just ship materials to warehouse and recognize income).

· An arms’ length transaction makes it more likely that the price paid equals market value.  

· Sometimes, companies engage in shams to get around this requirement.  

· See Reliance Group (SEC 1994): wanted to recognize appreciation on debt securities so they sold them to a broker who sold them back in 1 month (broker received a fee).  This was not an arms’ length transaction because you must actually transfer the risks and rewards attendant to ownership.

Sale or Exchange With a Right of Return:

· Seems like the owner retains the risks of ownership.

· Statement of Financial Accounting Standards  SFAS No. 48 (FASB 1981): a seller can recognize revenue immediately only if the surrounding circumstances satisfy the following six conditions:

· 1) The underlying agreement substantially fixes or determines the price to the buyer on the date of sale

· 2) The buyer has paid the seller, or the underlying agreement obligates the buyer to pay the seller whether or not the buyer resells the product.

· 3) The product’s theft, physical destruction, or damage will not change the buyer’s obligation to the seller.

· 4) The buyer acquiring the product for resale has economic substance apart from any resources the seller has provided.

· 5) The underlying agreement does not impose significant obligations on the seller for future performance directed to bringing about the product’s resale.

· 6) The seller can reasonably estimate future returns.  The following factors may impair the seller’s ability to establish a reasonable estimate:

· The product’s susceptibility to significant external factors, such as technological obsolescence or changes in demand

· A relatively long return period

· Insufficient or no historical experience with similar sales or similar products

· Changing circumstances, such as modifications in the seller’s marketing policies or relationships with customers, which preclude the enterprise from applying historical experience; or

· Inadequate volume of relatively homogeneous transactions.

· If any of these 6 requirements are not met, the enterprise should not recognize sales revenue and cost of sales until either: (1) the return privilege has substantially expired, or (2) the underlying circumstances subsequently satisfy the 6 conditions, whichever occurs first.  

· Earnings Process Substantially Complete

· In addition to satisfying the requirement of a bona fide transaction with an outsider, an enterprise must substantially complete the earnings process before revenue recognition.

· To satisfy the substantial completion requirement, an enterprise must normally deliver the underlying goods or render the contemplated service; an exchange of promises is not enough.

· The substantial completion requirement finds support in the matching principle; when recognition of revenue is delayed pursuant to the substantial completion rule, the enterprise will have rendered most, if not all, of the required performance. 

· When a seller delivers goods to a buyer the revenue recognition principle generally treats the goods as sold because the seller has substantially completed its obligations.  Sellers generally don’t defer a portion of revenues to account for warranties.  They just estimate the likely costs to honor the warranties and accrue those estimated expenses at the time of sale to achieve the desired matching.

· Delivery, Passage of Title, or Overall Performance

· In most cases, full performance requires the seller to deliver the goods, either to the buyer, or to a carrier destined for the buyer.

· That substantial performance is not enough to justify revenue recognition, the seller need not complete every element of performance.

· Although accountants typically view the passage of title to the goods from the seller to the buyer as a sensible demarcation, lawyers cannot always agree when that has occurred.  As a general rule, any reasonable cut-off point, consistently applied, should qualify.

· At what point has substantial performance occurred?  Delivery is not always the answer.  Any reasonable cut-off point, consistently applied, is ok.

Problem 6.9A, p. 416

Problem 6.5A, p. 386

· Suppose that in year 1, the O’Hara Company entered into a contract calling for the manufacture and delivery of goods in year 2 for $1,000,000.  The company estimated that it would cost $612,000 to perform the contract.  What entries would the company make at the close of year 1 if it wanted to reflect the profit on this contract in year 1?  Would that be proper?  What if the issue was how large a dividend O’Hara Company could pay?

· Mechanically, we could reflect profit and loss in first year.

· It is not proper to reflect profit in year 1 because it is not substantially completed and this is not the kind of contract eligible for the percentage-of-completion method.

· Credit $1 million to contract income and correspondingly debit an account receivable.  Then debit the expense T-account and correspondingly credit an estimated liability account.  
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