Principles of Accounting

Business Activities

Operating

Investing

Financing

Accounting Standards

Legislative Bodies

Regulators (SEC, etc.)

Standard Setters (FASB, IASB)

Auditing Firms

Industry Practice

Assets and Expenses

Every time an accounting entity spends money, it must classify it as an asset or an expense

Asset: capitalize on the balance sheet

Expense: show an expense on the income statement ( RE

Assets

Provide expected future benefits to the company

Benefits must be reasonably certain

Conceptual issues

Are there reasonably certain future benefits?

What is the exit prince? What will it bring if sold?

Is it internally developed resource? If so, generally not an asset.

Is there an accounting standard that must be followed (as for R&D)?

Expenses

Provide expected current but not future benefits

Current is usually a quarter but can be a month

Conceptual Issues

Double Entry Recording System: T Accounts

Debit means left side, credit means right side

Assets: debit is +, credit is –

Liabilities: debit is –, credit is +

PIC: debit is –, credit is +

RE: debit is –, credit is +

Expense: debit is +, credit is –

Revenue: debit is –, credit is +

Normal and Adjusting Entries

Normal Entries: made throughout a period as business activities take place

Adjusting Entries: made at the end of a period to apply accrual principles

“Top-side entries”

Authorized and made by senior corporate executives

Generally affect only income measurement; should not affect cash

Recognize current period accrual events (e.g., rent expiration, interest accrual, depreciation accrual, cost of sales recognition)

Recognize future commitments or events related to current period events (e.g., allowance for uncollectible assets, warranty expense, return expense on faulty merchandise)

Balance Sheet

Definition

Snapshot of a company’s assets & liabilities at a given date

Assets: economic resources

Liabilities: claims against the assets by outsiders

Shareholders’ Equity: residual claims by owners

Book value differs from market value 

Market value for public companies

Share price * outstanding shares

Other appraised value

Why is it different?

Some assets are reported at historical cost

Internally developed assets and R&D are not reported as assets

Other non-reported assets: value of employees, goodwill from customers, branding and advertising

Similar issues with liabilities

Market value – Book Value = Net Present Value of future “excess” earnings

Consists of PIC + RE

Equation: Assets = Liabilities + Shareholders’ Equity

Assets

Current Assets

Noncurrent Assets

Liabilities

Current Liabilities

Noncurrent Liabilities

Shareholders’ Equity

Paid in Capital

Retained Earnings

Income Statement

Definition

A firm’s performance report for a given period

Income = Revenue – Expenses

Income is measured on an accrual basis, not a cash basis

Revenues are recognized when service is provided and expenses are recognized when related costs are incurred, not when cash is received or paid

Net income differs from cash flow from operations

REEnding = REBeginning + Net Income – Dividends

Revenue Recognition Criteria

Earned: product or service has been mostly provided, and any remaining obligations are small or can be estimated

Usually indicated by “critical event” of delivery of goods or services

Must be “persuasive evidence” of sale (for a fixed price)

And is realized or realizable: cash has been collected or can be collected

Internal Controls

Revenue recognition requires management judgment and, therefore, internal controls should ensure that there is persuasive evidence of a sale

Methods of Revenue Recognition

Sales Basis (point of sales or delivery)

Revenue is recognized at the time of sale or delivery

Percentage of completion method

Revenue is recognized rateably as a contract is completed

Payment must be reasonably certain

E.g., costs incurred divided by estimated total cost

Completed contract method

Usually not acceptable for GAAP

May be used if completion process is uncertain (e.g., new technology, or lawyers taking cases on contingency basis)

Installment sales method

Used when collection, especially timing, is uncertain, but costs and expected profits are reasonably certain

Allocate portion of each payment is received to revenue and related expenses

Cost recovery method

Used when costs are uncertain (collection may be assured or uncertain) and hence expected profit margins re not known until costs are recovered

Allocate payments received to related expenses until expenses are all covered; allocate subsequent payments received to revenue

Cash Flow Statement

Uses

Assess risk of financial default

Highlight major sources and uses of cash

Assess a firm’s ability to meet its cash obligations

Determine need for external financing; analyze how capital structure and dividends are funded

Analyze the match between term structure (life, maturity) of financing and investments

Assess quality of reported earnings

Evaluate whether net income is consistent with net cash flow from operations

Assess potential income distorting/increasing accounting methods and estimates

Definition

Disclose cash flows from three groups of activities

Operations: activities related to income generation

Investing: activities related to changes in non-current assets

Financing: activities related to changes in long term liabilities and owners’ equity

Free Cash Flow

Cash flow from operations minus capital expenditures

Consider only the capex needed to maintain capacity, not addition of new capacity or acquisitions

Calculation of cash flow from operations

Indirect Method: adjust net income to remove all non-cash accruals

Net income

+ Expenses and losses not using cash (e.g., depreciation, restructuring reserves, loss and gain of assets)

- Revenues and gains not producing cash (e.g., gain on sale of assets)

+ Decreases in current assets other than cash

- Increases in current assets other than cash

+ Increases in current liabilities

- Decreases in current liabilities

Direct Method

Cash flow statement red flags of earnings quality and/or operating/financial risks

Negative cash flow from operations

Net income is up but at the same time cash flow from operations is down

Cash flow from operations is not adequate to cover capex

Dividends paid to shareholders exceed free cash flow from operations

Free cash flow for shareholders is defined as cash flow from operations minus capex

Short term sources of cash are being used to finance capex

Asset sails are used to finance cash needed for operations or debt payments

Financial Statement Analysis

Objectives of FSA

Analyze returns (ROA, ROE, etc.) and risk (leverage, liquidity, etc.) and drivers of profitability and value

Analyze changes in the operating characteristics of the company (margins, turnover) and look for red flags of operating and financial risk

Analyze quality and stability of earnings and look for red flags of potential accounting problems/distortions of earnings quality

Main approaches

Time series: compare ratios over years

Cross-sectional analysis: compare with best competitors or industry averages

Common sizing the financial statements helps in comparisons

Balance sheet: divide items by total assets

Income statement: divide items by revenue

Major ratio groups

Profitability Ratios

ROA = (Net income + after tax interest expense)/average total assets

Definitions

After tax interest expense is interest expense x (1-tax rate)

(net income + after tax interest expense) is known as NOPAT (net operating profit after tax)

Components of ROA

Profit margin for ROA = (NI + after tax interest expense)/sales = NOPAT/Sales

Total asset turnover = sales/total average assets

Analysis of sources/drivers of profit

Common sized income statement (divide every line by sales)

Gross margin (gross profit/sales)

Operating margin (operating income/sales)

SG&A expense ratio (SG&A/sales)

Net martin (net income/sales)

Analysis of asset turnover

Inventory turnover (COGS/average inventory)

Fixed asset turnover (sales/average fixed assets)

Accounts receivable turnover (sales/average accounts receivable)

Pretax ROA = EBIT/Avg Total Assets

ROE

ROE Evaluates how well the common shareholders of the company are rewarded

ROE = (Net income – preferred stock dividends)/avg. shareholders’ equity

Effect of financing spread on ROE

Financing spread is the difference between what a firm earns on its investments and what it pays in interest expense, both measured after (or before) tax

Risk measure of whether the firm wil. earn enough ROA to pay its interest

ROE = ROA + (ROA-ATI/L) x L/SE

ATI is after tax income

L is liabilities

SE is shareholders equity

When the financing spread, ROA-ATI/L, is positive, ROE>ROA—otherwise, shareholders are hurt; the risk to lenders also goes up (greater chance the company won’t earn enough to cover interest) 

ROA & ROE

ROA evaluates performance of the whole company

ROE focuses on performance from the shareholders point of view

ROE = NI/Avg SE = NI/(NI+ATI) x (NI + ATI)/Avg TA x Avg TA/Avg SE = Common earnings leverage x ROA x capital structure leverage

Margins

Leverage Ratios

Leverage is defined in three ways: as a ratio between any of two f the three balance sheet elements, A, L, and SE, or their subparts

Average liabilities/average total assets (L/TA)

Known as debt ratio

Long term debt may also be used in the numerator

Average total assets/average shareholders equity (TA/SE)

Known as capital structure leverage

Average liabilities/average shareholders equity

Used by traders and bankers as the traditional leverage

Leverage is also called “gearing” outside of the US

Interest Coverage Ratio

Valuable risk ratio related to leverage

Interest coverage = Income before interest & tax (EBIT)/Interest Expense

Correlates well with many risk measures, including corporate bond ratings

Can also use EBITDA (income before interest, tax, depreciation, and amortization)

Short term liquidity ratios

Current ratio

Quick ratio/acid test

CFO to current liabilities

Long term liquidity and risk ratios

Activity ratios

Total asset turnover

Inventory and fixed asset turnover

Valuation Ratios

Analyze the relationship between accounting data and market value

P/E

price to book value

price to sales

Other industry specific operating ratios

Sales per square foot, revenue per employee, etc.

Analyzing Ratios

Keep in mind a company’s business strategy and industry practice

Financial Investments

Derivatives

Derivative instruments are assets and liabilities that represent rights and obligations

Report derivative assets and liabilities at fair value (mark to market) on the balance sheet

Fair value hedges

Hedge to the change of the fair value of a recognized asset or liability or of an unrecognized firm commitment

Changes in value are shown in earnings on the income statement

Cash flow hedges

Hedge of exposure to variability in the cash flows of a recognized asset or liability of a forecasted transaction, such as expected future foreign sales

Changes in values are reported on the balance sheet as AOCI rather than in earnings

Debt investments

By definition, these are passive investments

Report investments amortized at historical cost if they are classified as held to maturity

Otherwise, report at fair value

Equity Investments—passive, minority stake

No significant influence (typically under 20%)

Report investments at fair value (mark to market)

Equity Investments—active, minority stake

Significant influence (typically > 20% and < 50%)

Report investment’s value and income using the equity method (a form of historical cost method but with proportionate recognition of investee income/loss)

Equity investments—active, majority stake

50% or more equity ownership

Parent has controlling financial interest in the investment (subsidiary)

Use consolidation method to report the subsidiary in the consolidated financial statements

Initially recorded at acquisition cost

Subsequently it is adjusted for the investor’s share fo dividends and earnings or losses of its investee

When investee reports income/loss, the investor company reports of proportionate share of income/loss in ITS income statement

The “investment” account is increased/decreased by the corresponding amount

The “investment” account is decreased when the investee pays dividends (to avoid double couting)
Classification of Passive Investments (debt & equity

Held to maturity (HTM)

Firm has positive intent AND ability to hold to maturity (debt only)

Report at amortized acquisition cost

Classified as short or long term according to the time remaining until they mature

Interest income reported in the income statement
Cash flows related to purchase and sales are reported as INVESTING CASH FLOWS
Available for Sale (AFS)

Not held for active trading, but could be sold at any time; those securities not classified as trading or HTM

Mark to market; fair value

Reported as current assets on the balance sheet

Changes in unrealized gains and losses are reported in the Accumulated Other Comprehensive Income (AOCI) account

AOCI is a holding pen—when the securities are sold, the actual realized gains and losses go onto the income statement; until then, AOCI reports unrealized gains and losses

Dividend and interest income are reported as income in the income statement
Cash flows related to purchases and sales are reported as investing cash flows
Trading

Held principally for selling in the near term

Mark to market

Reported as current assets on the balance sheet

Changes in unrealized gains and losses are reported as income on the income statement
Dividend and interest income are reported as income on the income statement
Cash flows related to purchases and sales are reported in the cash flow statement as operating cash flows

Credit Crisis

Led to some controversy surrounding the accounting of mortgage backed securities and other assets of banks and financial institutions

Supporters of mark to market say that it helped bring transparency regarding the effect of volatile credit markets on banks’ capital

Critics question the idea of requiring companies to report fair value when little or no market information on prices exits

If markets are illiquid, mark to market may force valuation of assets at fire-sale prices

As banks capital is depleted due to MTM losses, banks are forced to sell the assets in to an illiquid market, further suppressing their values and creating a death spiral

Equity Transactions

Issue Common Shares

Dr cash, cr common stock-par, cr APIC

Record net income for a period

Close out revenues, close out expenses

Transfer the net to RE

Declare and pay dividends

Dr retained earnings, cr accrued dividends (or cr cash)

Many companies declare and pay in one step

Record OCI

Increase or decrease of AOCI

Stock Buyback

Buy back shares (hold as treasury stock, use the cost method)

Dr treasury stock (contra account), cr cash

Reissue treasury stock

Dr cash (proceeds from issuance), cr treasury stock (acquisition cost), dr or cr APIC (plug)

Retire previously acquired shares

Dr common stock for original par, dr APIC for original APIC, cr or dr RE for the difference

Stock Dividends/Splits

Small (< 20%) stock dividend

Very few companies do this

Dr Retained Earnings for market value of shares distributed, cr common stock par for part value, cr APIC (plug)

Large (> 20%) stock dividend or split shares but leave the par value unchanged

Dr retained earnings for par value of shares distributed, cr common stock par

No journal entry if no par value

Split shares and reduce par value proportionately

Very few companies do this

Dr RE or dr APIC for the part value of the new shares, cr common stock-par

Do a reverse split

Opposite of split

Accounting, Disclosure, and Valuation Issues in Credit Crunch Litigation

Adequacy & transparency of disclosures

Losses incurred from being denied credit (liquidity)

Risks and probabilities of loss

Waterfall ahs flow rights of various holders and potential conflicts

Voting rights (who held, and when they can be exercised)

Fair value models (technology and assumptions)

Ratings agencies (disclosures made, models used)

Economic conflicts between contracting parties (e.g., between class A and class B shareholders)

