
The Financial Reporting System:  A Quiz


Why do firms issue financial reports?

· It’s good publicity for the firm

· They are required to do so

· They want to compete against other firms in their industry

Who issues annual and quarterly financial reports?

· Only firms listed on the NYSE

· Only firms with U.S. publicly-traded stock

· Only firms with U.S. publicly-traded securities

· All U.S. firms

Who makes up the reports? (no pun intended)

· The firm’s management

· Only firms with U.S. publicly-traded securities

· The external auditor

If the firm’s financial reports contain a misstatement, who can be sued?

· The firm’s management

· The external auditor

· Both a and b

· Neither a nor b

If the firm’s financial reports contain a fraudulent misrepresentation, who can sue the firm?

· The SEC

· Investors of the firm

· The firm’s bankers

· All of the above

· None of the above

What is the role of the external auditor?

· To make sure that the statements fairly represent the financial position of the firm

· To make sure that the numbers presented on the finanical statements are correct

· To make sure that the firm’s stock price accurately reflects the value of the firm

Which financial statements are audited?

· Annual statements (10-K)

· Quarterly statements (10-Q)

· All statements filed with the SEC

· None of the above

Whom did I leave out of the financial reporting system?

· The firm’s audit committee

· The Financial Accounting Standards Board (FASB)

· Both a and b

Sarbanes-Oxley (SOX) – August 2002

· SOX created an oversight board for audit firms (PCAOB)

· SOX severely limits non-audit fees and functions for auditors for audit clients

· SOX and NYSE require audit committee with mostly independent directors

·  NYSE mandates and SOX requires disclosure of financially literate member(s) on audit committee

·  SOX requires certification of financial reports and internal control systems by CEO and CFO

·  SOX raises criminal penalties for securities fraud and obstruction of justice


The Balance Sheet
Three Terms

· Total Assets   p43

56,726 (million)

· Net Assets

· Total Assets minus Total Liabilities

($5,672.6 - $3,181.7) = $2,490.9

· Net Tangible Assets

· Net Assets minus Total Intangible Assets

($2,490.9 - $66.6 - $266.5) = $2,157.8

Why are These Numbers Different?  market cap/ total shareholder’s equity

Because there are some assets don’t show on BS, like brand name, patent

Mkt. Cap (aka Mkt. Value) = Price of Stock x # of shares outstanding

Why is Shareholder’s Equity smaller than Mkt. Value?
· B/c a lot of Starbucks greatest assets (name, trademark, etc) are not reflected in the balance sheet.

· These things get reflected in the market value.

· Know Market to Book Ratio: 
· Market Value of firm/Book value of the firm



Shareholders’ Equity = Net Assets = (Assets – Liabilities)

Accounting Assets


· Assets are probable future economic benefits obtained or controlled by a particular entity as a result of past transactions or events. (Concept Statement 6 (Con6), par 25)

· The common characteristic possessed by all assets is a “future economic benefit” defined as an eventual cash inflow to the entity. (Con6, par 28)

To recognize an accounting asset, Three conditions must be met

1. An exchange must take place.  This precludes all promises and future contracts as being assets unless some payment has been made.

Something must move/exchange. Money received or goods delivered. All promises and future contracts are not counted
2. The future benefit must be quantifiable.  This precludes, for example, R&D expenses within the firm since the amount of the future benefit is sufficiently uncertain.

Research is an expense which actually “takes” from SE
3. The company must have control of the assets.

Two Classifications of Assets

· Current Assets

· Intended to be turned into cash within one year

Examples?

· Non-Current Assets

· Not intended to be turned into cash within one year

Examples?

Accounting Assets are Valued at

· Historical Cost     What you paid for the asset.
Inventories

Prepaid Costs

Land             always stay the same, no depreciation
If anything gains value we don’t write it down

BUT, anything that loses value gets recorded

· Depreciated Historical Cost

Buildings and Equipment

Patents

· Market Value

Marketable Securities

Can be written up/down depending on it’s market value

· Expected Cash Flows

Receivables

If you only expect to get 95% (i.e. some people will not pay you) of your receivables, you only record 95%, not 100%

Starbucks’ Assets

1. What is Starbucks’ fiscal year? Why?

Begins on October 1 of the previous calendar year and ends on September 30 of the year with which it is numbered

2. Define cash and cash equivalents.  How are they valued?   nominal value/ market value
· Cash includes money or any instrument that banks will accept for deposit and immediate credit to a company’s account, such as a check, money order, or bank draft.

· Cash equivalents are short-term, highly liquid investment purchased within three months of maturity.

3. Define short-term investments. Long term investments.  How are they valued?  market value
4. What are accounts receivable net of? How are they valued?   Expected cash flow
5. What are inventories?  How are they valued?   LIFO, FIFO
6. What is PP&E net of?  How is it valued?  depreciated cost

7. Starbucks is both a manufacturing and retail company.  Are there assets consistent with this type of firm?

Is it an Accounting Asset?

1. The firm invests $8,000,000 in a government bond.  The bond has a maturity value of $10,000,000 in three years.

2. The firm sends a check for $600,000 to a landlord for two months’ rent in advance on a warehouse.

3. The firm signs a four-year employment agreement with its president for $2,500,000 per year.  The contract period begins next month.

no transaction, because no exchange happened 

4. The firm purchases a patent on a laser printer from its creator for $1,200,000.

5. The firm receives a patent on a new computer processor that it developed.  The firm spent $1,200,000 to develop the patented processor.

no

6. The firm has $100 million of CDOs (mortgages) on its books.  There is no exchange for these securities (they are Sec 144 securities).  They’ve lost value (approximately 20%).

asset, show on BS.  Yes. Always record losses in value. Re-evaluate it at 80,000,000

Accounting Liabilities


Liabilities are probable future sacrifices of assets or services where the amounts and timing of the economic resources are known and estimable.

· Current Liabilities: within one year

· Examples?

· Non-current Liabilities: greater than one year

· Examples?

To recognize a liability, 
TWO conditions must be met

· A past transaction must take place.  This precludes all promises and future contracts as liabilities unless the firm has received some service or asset in the past.

· The amount to be sacrificed must be quantifiable and probable.  This precludes unsettled lawsuits since the firm does not know if it will win or lose the suit.

Liabilities are Valued at

· Amount Owed by Company [usually CL]

· A/P

· Interest/P

· Wages/P

· Taxes/P

· Present Value of Amount Owed by Company [usually NCL]

· Bonds

· Capital Leases

· Mortgages

· Pensions

· OPEB     other post employment benefit

Starbucks’ Liabilities

1. What are accounts payable? How are they valued?

2. Give three examples of debt or borrowing from the balance sheet. When is the principal due?

3. What are deferred revenues?  Bet some of you in the classroom have an example of this in your wallet/backpack.

4. What in Starbucks’ liabilities reflect the type of company it is?

Is it an Accounting Liability?

1. The firm receives $8,000,000 from customers for health insurance coverage beginning next month. Assume the firm sells insurance.  liability----unearned revenue
2. The firm hires a new president under a three-year contract beginning next month.  The contract calls for $1,000,000 of compensation each year. 

3. The firm receives a bill from its attorneys for $1,200,000 to cover services rendered in defending the company in a successful lawsuit.

4. The firm has not paid employees who earned salaries totaling $900,000 over the most recent pay period.  The firm must also pay payroll taxes of 10 percent of the compensation earned.

5. The firm is sued by a consortium of doctors for $10,000,000 for non-payment.  The firm contests the charges and plans to fight the allegations in court. 

6. no liability 

7. The firm issues a 10-year bond with a face value of $10,000,000.  The firm receives $8,000,000 on issuance of the bond

Shareholders’ Equity
· Shareholders’ Equity (AKA owners’ equity and stockholders’ equity) is equal to assets minus liabilities

· Shareholders’ equity is divided into capital stock (the amount invested by shareholders) and retained earnings
· Treasury Stock is stock that the company buys back and keeps in its treasury.  It is a reduction to shareholders’ equity

Starbucks’ Stockholders’ Equity

1. What is the difference between authorized shares, issued shares and outstanding shares?

2. Does Starbucks have treasury stock? Tell me two ways you can give me the answer to this question. 

3. How many shares of common stock does Starbucks have outstanding? p43

4. What are retained earnings?

The amount of equity that the company itself has generated for stockholders (through profitable operation) but not yet distributed to them.

Market to book ratio: If <1 have assets not written down

If >1 have assets don’t show on B/S

Apple 6.0 

Starbucks 5.0 (maybe overinflated stock, but maybe also it does have a lot of 

Google 4.5

J&J 3.96

A real estate company (ARE): 1.24. Makes sense, they are mostly solid assets

Goldman Sachs 0.72

Citigroup 0.44

How Does Accounting Work? The Balance Sheet

Assets = Liabilities + Shareholders’ Equity

Double Entry Accounting

Devised by Pacioli in 1494

Historically Important

Double Entry Accounting

1. Asset  +                   

2. Asset  -

3. Liability  +

4. Liability  -

5. SE  +

6. SE  -

Four Steps to Creating a Balance Sheet: Balance Sheet Approach

1. Accounting Equation: Beginning Balances into each Account

     Assets = Liabilities + Stockholders’ Equity

2. Translate Each Transaction into its Balance Sheet Transaction

    for example: Take out a loan of $300

      Assets = Liabilities + Stockholders’ Equity

       Cash    =   Loan (or Debt)

        +300   =      +300

3. Add up the Columns of each Account

4. Prepare Balance Sheet

In class problem

· PB2-3 (Use Balance Sheet Approach)

Use Journal Entries for Transactions



Account X

Debit (left)




Account Y

Credit  (right)

for example: Take out a loan of $300

      Dr. Cash    300




Cr. Loan (or Debt)  300

In class problem

· PB2-3 (Use T-Account Approach)

Accounting Research

· Does the market use non-accounting information in pricing its securities?

· Re-Jin, Baruch Lev, and Nan Zhou

· The Valuation of Biotech IPOs

Journal of Accounting, Auditing and Finance, 2005

What determines the final offer price of 122 biotech IPOs between 1991 and 2000?

· CFO? 



    No

· Change in Sales?

    No

· Venture Capitalist? 

No

· Underwriter Reputation
    No

· R&D Expenditures?

Yes

+

· No. of Total Products?

Yes

+

· Dev. Stage of Pipeline?
    Yes

+

· No. of Patents?


    Yes

+

Balance Sheet is not that important in valuating a company for IPO. 

The Income Statement:  How Well the Firm Did Over a Period of Time


Accounting Definition of Revenues

· Revenues or sales represent actual or expected cash inflows that have occurred or will occur as a result of the entity’s ongoing major operations. (Con6 par. 79)

Revenue Recognition Rules

I.  Delivery has occurred or Services have been rendered:  EARNED

II.  Cash Collection is ‘reasonably assured’: REALIZED

You must have both. You can’t deliver knowing someone can’t pay. Also, you can’t take in money without having earned it (i.e. You get prepaid for a plane, but haven’t built and delivered the plane yet). 

III.  Other rules

· No self-dealing   
     You can’t sell to yourself.
· Price is known   Can’t call something revenue until price has been agreed upon
· Arrangement is in place   Can’t just ship things to everyone and call it revenue.
Have to wait for YOUR COMPANY’s delivery of service to recognize the revenue

When price not known you cannot claim revenue

Have to know you are going to keep it, not just ship stuff out randomly.

Fraud would be done through the accounts receivable.

Classic Example of Accrual Accounting (vs. Cash-based Accounting)

· Recognize revenues when service or sale is made

· Not cash based

· GAAP

How Does Starbucks Recognize Revenues?

Look at the Footnotes: Footnote 1

Retail Revenues

Company-operated retail store revenues are recognized when payment is tendered at the point of sale. Starbucks maintains a sales return allowance to reduce retail revenues for estimated future product returns, including brewing equipment, based on historical patterns. Retail store revenues are reported net of sales, use or other transaction taxes that are collected from customers and remitted to taxing authorities. 

Footnote 1: continuation

Specialty Revenues Specialty revenues consist primarily of product sales to customers other than through Company-operated retail stores, as well as royalties and other fees generated from licensing operations. Sales of coffee, tea and related products are generally recognized upon shipment to customers, depending on contract terms. Shipping charges billed to customers are also recognized as revenue, and the related shipping costs are included in “Cost of sales including occupancy costs” on the consolidated statements of earnings. 

Specific to retail store licensing arrangements, initial nonrefundable development fees are recognized upon substantial performance of services for new market business development activities, such as initial business, real estate and store development planning, as well as providing operational materials and functional training courses for opening new licensed retail markets. Additional store licensing fees are recognized when newlicensed stores are opened. Royalty revenues based upon a percentage of reported sales and other continuing fees, such as marketing and service fees, are recognized on a monthly basis when earned. For certain licensing arrangements, where the Company intends to acquire an ownership interest, the initial nonrefundable development fees are deferred to “Other long-term liabilities” on the consolidated balance sheets until acquisition, at which point the fees are reflected as a reduction of the Company’s investment.

Other arrangements involving multiple elements and deliverables as well as upfront fees are individually evaluated for revenue recognition. Cash payments received in advance of product or service delivery are recorded in “Deferred revenue” until earned. 

How does revenue recognition affect the balance sheet?

Through the retained earnings account.

 

·  Revenues and gains increase retained earnings (shareholders’ equity).  

· This is the credit (right hand side) part of the journal entry

· What is the debit side of the journal entry?

 

Follow the Money

· Starbucks sells the coffee for cash ($2.00)

· Starbucks collects its royalty fees ($1,000,000) one month after it recognizes the fee as revenues

· A Starbucks customer uses her gift card to buy a cup of coffee ($2.00)

· cash          2

  revenue        2

· A/R          1,000,000

   revenue         1,000,000

cash          1,000,000

  A/R             1,000,000

· cash                   2

    deferred revenue        2

unearned revenue        2

      revenue             2

Gift Cards

Can we apply the rules?  If and when would the firm recognize revenues?

1.  The receipt of an order by Motorola from Sears for televisions.

2.  The shipment by Time Magazine of magazines that subscribers paid for in advance.

3.  The sale of tickets (and receipt of cash) by the New York Mets for a ball game in April.

4. The receipt of cash by Bloomingdales for sales made last month.

5. The same as part 3, except the sale is made by Ticketmaster, a ticket agent.

6. The sale by Enron of services to one of its special purpose entities. 

No revenues, because the EPS is not independent. If the EPS is set up appropriately, you can recognize the revenue.

7. The sale of an item to a customer with a poor credit rating.  Firm is unsure if it is going to receive the cash.

(1) No revenue

(2) Yes, when the magazines are shipped it counts

(3) No. Not until the game occurs in April.
(4) Show revenue last month

(5) Revenue shown on date of sale. Their business is to sell the tickets
(6) No. Because it is an insider action. Must sell to outsiders. Can’t show sales to self, b/c you could sell anything to yourself for any price

(7)No. Because it is not reasonably certain.
1. can’t

2. Recognize when ship, not when receive the money.

3. Once the game has officially been played (after 4.5 innings if winning)

For season tickets, part of revnue is recognized each game

5. As soon as they have given the ticket their responsibility is fulfilled


What are Expenses?
·  Expenses are outflows from delivering or producing goods, rendering services, or carrying out other activities that constitute the entity’s ongoing major operations.  (Con6 par. 80)

· Note the parallel to Revenues:


Revenues or sales represent actual or expected cash inflows that have occurred or will occur as a result of the entity’s ongoing major operations. (Con6 par. 79)

Matching Criterion


· Expenses are recorded in the same time period as the related revenues are recognized 

Starbucks’ Operating Expenses Relate to the Type of Firm it is  p42

Two Common Terms

1.  Product Costs can be directly matched to the sale.

Example: The cost of the coffee in the cup that Starbucks serve.

2. Period Costs cannot be directly matched to the sale.  Often, they are expensed over time

Examples: Depreciation expense, interest expense, utility expense

Using the Matching Rule to Identify Expenses

· Problem E3-5

How does expense recognition affect the balance sheet?

Through the retained earnings account.

 

·  Expenses and losses decrease retained earnings (shareholders’ equity).  

· This is the debit (left hand side) part of the journal entry

· What is the credit side of the journal entry?

 

Follow the Money

· Starbucks pays its workers ($5 million) in the month that they work

· Starbucks bought the coffee ($20 million) in the month prior to selling it

· Starbucks pays its electric bill ($2 million) in the month after the lights are used.

· wage expense  5m
cash        5m

· inventory      20m
cash         20m

COGS        20m

inventory      20m

· electric expense     2m
       utility/p           2m

utility/p               2m

       cash           sm

Digression:  What are restructuring charges?

Footnote 3

Note 3: Restructuring Charges

In January of fiscal 2008, Starbucks began a transformation plan designed to address the deterioration of its US retail business, reduce its global infrastructure costs and position the Company’s business for long-term profitable growth. Since the announcement, a number of actions have been initiated, resulting in the recognition of certain exit, impairment and severance costs. The total amount of these restructuring costs recognized in fiscal 2008 was $266.9 million. Certain additional costs from these actions are expected to be recognized in fiscal 2009, nearly all related to US store closures. 

1. U.S. Store Closures

2. Australia Store Closures

3. Reduction in Force within the Non-store Organization

· Restructuring Charges:

· Happens when there is a downturn in the economy. 

· When there are store closings and the costs associated with changing strategy. 

· Examples, Closures above and firing of managers, etc. 


· Gains or Positive Other Income are increases in equity from peripheral or incidental transactions of an entity. (Con6 par. 82)

· Losses or Negative Other Income are decreases in equity from peripheral or incidental transactions of an entity. (Con6 par. 83) 

A Second Digression:  Income Tax Expense

Two Sets of Books; Two Sets of Rules

· Financial Statements:  Uses GAAP rules for recognizing taxable revenues and expenses

· Tax Statements:  Uses tax rules for recognizing taxable revenues and expenses

Where do we find what Starbucks owes in taxes? p69

They owe what is in Current Taxes:  180.4 + 34.3 + 40.2 = 255.1

A Third Digression

Four Types of Accounting Income are Shown on the Income Statement

· Income from Continuing Operations

· Income from Discontinued Operations

· Extraordinary Income
1. One time event

2. If income is usually and infrequent in nature (i.e. an earthquake/ a hurricane in Greenland)

· Income from Changes in Accounting Income    One time event
Note: they each are net of taxes

Starbucks has 2 types   p42

Another Example:  Wal-Mart
(note too the income tax)

What Else is on the Income Statement?

· Earnings per Share (EPS) is the most-quoted financial ratio in the popular press.

· EPS = Net Income – Preferred Dividends

        Weighted av. # of common shares outstanding

· Basic vs. Diluted EPS

· Basic:  True EPS

· Diluted:  Pretends that “stock equivalents” are converted into stock

EPS is very important:

· Weighted average # of common shares outstanding is done to prevent a company from buying back all their stock in one day to make their EPS go way up. 

· Prevents company from distorting true value of EPS

· Basic is true:

· Stock for stock

· Diluted:

· Some securities were allowed to “turn into” stock after a # of days. 

· Takes everything that could reasonably be turned into stock ad puts it into the denominator

· I.e. Options

Why is EPS so Important?

· Used in valuation – it’s the “E” in the P/E ratio

· Wall Street punishes firms when they miss their expected EPS

Why?

But…

· The P/E ratio is based on expected (future) earnings.  So, suppose that the market had expected the 43 cents but, in reality, the firm’s earnings came in at 41 cents?

· With a P/E ratio of 31.0, the stock price would fall by at least 62 cents

Missing Earnings:  Tenneco missed quarterly earnings by a few cents

Do firms manipulate earnings?
You betcha!

· Analysts forecast earnings: 

· Company gives out earnings, less than analysts said, stock price drops. 

· But, more companies are on the right side of the bell curve. 

· This shows that most companies will work with analysts to low ball their figures at the beginning. 

· OR, the management will use discretion with the numbers to get more revenue in. 

· Companies are going to predict lower earnings or will fuddle the numbers to get the earnings to be above the projects because that will make the stock price higher

Firms Manipulate Earnings Outside of GAAP

· Fraud: Intentionally violates one or more of the revenue recognition or expensing criteria

· Earnings restatements: Unintentional violation of one or more of the revenue recognition or expensing criteria

Three Examples

· Krispy Kreme

· Was channel stuffing

· They were shipping double the amount of ordered donuts to their whole salers at the end of the period to count higher sales, knowing they’d be returned

· It artificially bumped up numbers, increasing stock price

· Corinthian College

· They were making the time period for recognizing revenues shorter than it actually was

· You have to recognize something over the life of the service

· The Old General Motors (next slide)

General Motors

· In 2006, it announced that in 2000, it recorded a $27 million gain when it sold precious metals that had been in its inventory.

· Problem:  Agreed to repurchase the inventory in 2001

This did not count as a sale because GM was going to take it back


This is not a sale
Review of Accounting Rules

 

·  Revenues and gains increase retained earnings (shareholders’ equity).  

 

·  Expenses and losses decrease retained earnings (shareholders’ equity).  

Adjusting Entries

Explicit vs. Implicit Accounting Transactions

· Explicit accounting transactions are events that trigger nearly all day-to-day entries (cash receipts and disbursements, credit purchases, sales, etc.). 

· Recording is straightforward. 

· Question:  Can you give me an example of an explicit accounting transaction?

· Implicit accounting transactions are triggered by the passage of time or change in circumstance. 

· Adjustments (or adjusting entries) are used to record implicit transactions. 

As time goes by we adjust entries to reflect transactions
What’s Behind Adjusting Entries?

· Adjusting entries never affect cash.

· Adjusting entries always affect at least one income statement account (revenue or expense). 

· The other side of the entry is a balance sheet account (asset or liability). 


Two Types of Adjusting Entries:  Deferrals and Accruals

Deferrals:  Cash went out or came in first      
1)  Purchased Asset  (  Expense

Examples 
Building&Equip.  (   Depreciation Expense

Prepaid Rent     (    Rental Expense

Example: On Nov 1, a firm pays $30,000 for six months' rent (Nov-Apr).

Do the journal entry for November 1.

  Prepaid rent  30,000

     Cash   30,000
Do the journal entry for December 31.
  Rental expense      10,000

     Prepaid rent            10,000
2) Received cash (L)   (   Revenue 

Example: On Dec.1, passengers pay an airline $100,000 in advance for plane tickets. During December, $75,000 of the tickets are used.

Do the journal entry for December 1.
  Cash    100,000

     Unearned revenue    100,000
Do the journal entry for December 31.

   Unearned revenue     75,000
       Revenue                75,000
    Accruals:  Cash will go out or come in the future  

   1) Record both an expense and a payable because TIME GOES BY


Examples:

Interest Expense
  (
Interest Payable


Tax Expense
  (   Taxes Payable


Wage Expense
  (   Wages Payable

Example: A bank loan of $100,000 is obtained on 9/1/08 at 6% interest. Principal plus interest is due in one year (i.e., $106,000 is owed on 9/1/09).

Do the journal entry for September 1.
  Cash    100,000

    Note payable   100,000
Do the journal entry for December 31, 2008.

  Interest expense   2,000
      Interest payable     2,000

Do the journal entry for September 1, 2009
  Note payable     100,000
  Interest expense        4,000

  Interest payable        2,000

           Cash             106,000
Example: Payroll taxes for 2008 amount to $50,000 and are not payable until Jan 31, 2009.

Do the journal entry for December 31, 2008.

· Record both a receivable and a revenue because TIME GOES BY 

Example: A bank lends $100,000 at 10% on 7/1/08. Principal and interest are due 7/1/09.

Do the journal entry for July 1 2008.
Note receivable    100,000

    Cash            100,000

Do the journal entry for December 31, 2008.

    Interest receivable   50,000
        Interest revenue       50,000

· Note that what drove this entire discussion is that cash either came before or after the revenue or expense recognition.

· Question:  Look back at all the adjusting entries we did in this chapter.  

· When did the cash go in or out?

Statement of Cash Flows


· The statement of cash flows shows how the firm’s cash account in the balance sheet went from beginning to ending balances.

What is Cash?

· Cash and currency on hand and balances in checking accounts available for immediate withdrawal

· Cash Equivalents

Short-term highly liquid investments that are readily convertible to cash

· 3-months or less to maturity

· T-bills. Commercial paper, money market funds

In Note 1

Cash and Cash Equivalents 

The Company considers all highly liquid instruments with a maturity of three months or less at the time of purchase to be cash equivalents. The Company maintains cash and cash equivalent balances with financial institutions that exceed federally insured limits. The Company has not experienced any losses related to these balances, and management believes its credit risk to be minimal. 
SCF:  Three Types of Activities


I. Operating Activities: main, day-to-day business of the firm. 

· Direct Way 

· Indirect Way

II. Investing Activities: acquisition and disposal of long-term assets

III. Financing Activities: borrowing or the issuance of securities 

Starbucks

Direct Method for CFO:
Example For a Law Firm


[image: image1]
Indirect Method: Shows Relationship Between Net Income and Cash Flows 

· Timing of cash receipts and expenditures do not coincide with the recognition of revenues and expenses.

· Reported net income will not equal cash flow from operations for that period because of differences between accrual-based and cash-based accounting 

Indirect Method: Same Law Firm

Cash Flow Statement

Net Income               
 
                 $ 3,725

Plus:

  Depreciation 

                                    2,250

  Increase in Sal/P  
                                    2,400

  Increase in A/P
   
                                   50

  Increase in Util/P
                                      75

  Increase in Int/P
                                      900      

Minus:

  Increase in A/R
                                     (20,000)

  Increase in Prpd Rent                                    (6,000)

  Increase in Supplies 
                                   (100) 

Cash Flow from operations                               ($16,700)

How to Do an Indirect Operating Cash Flow
(We’ll do this later)

· Begin with net income

1. Remove non-cash expenses and revenues

· Example:  depreciation expense

2. Remove non-operating income items

· Example: gain from selling investments

3. Reconcile other differences between income and cash (through operating asset and operating liability accounts)

· End with cash flows from operations

Starbucks  p44

Supplemental Disclosure

Investing Activities

Cash Inflows

· Sold PP&E
 

· Sold Marketable Securities 

· Sold Businesses 

· Collected Financial Assets 

Financing Activities

Cash Inflows

· Borrowed Money 

· Issued Equities 

Can a Company Manipulate the Cash Flow Statement?

· You betcha!

WorldCom: 2002

Facts

· Misstated $3.8 billion (initial disclosure) operating expenses as capital expenditures

· Characterized basic network maintenance expenses as capital expenses

· Final Numbers:  $11 billion dollars

They called network maintenance (expense) as a capital expenditure (investment in new stuff)


So people thought they were investing, but they were not investing at all, just repairing
How did this impact the SCF?

· Overstated CFO for fiscal year 2001 and the first quarter of 2002 by the $11 billion 

· Understated CFI by the same amounts

Results?

· July 2002, filed for Chapter 11 bankruptcy (no longer able to borrow money)

· September 26, 2006

CEO Bernie Ebbers begins 25-year prison sentence for the financial fraud at WorldCom

Constructing a SCF

· What is the change in cash?

· Seymour’s Rule:  A = L + SE

· Cash + OCA + NCA = CL + NCL + SE

· ∆Cash = ∆CL + ∆NCL + ∆SE – ∆OCA - ∆NCA
Look at balance sheet, get differences and know where everything goes…

**** Δ Cash = -Δ Operating Assets – Δ Investing Assets + Δ Operating Liabilities + Δ Financing Liabilities + Δ Contributed Captial + Δ RE
· Operating Assets (OCA): (O)
· Δ Accounts Rec

· Δ Invent.

· Δ Prepayments

· Δ Deferred Income Taxes (if asset)

· Investing Assets: (I)

· Δ Marketable Sec

· Δ Investments

· Δ Investment sales are negative

· Δ PP&E Gross

· Operating Liabilities (CL): (O)

· Δ Accounts Payable

· I.e. we bought something, but we haven’t given cash yet. So, we increase our cash

· Δ Accrued Expenses

· Δ Interest Paid

· Δ Taxes Payable

· Δ Deferred Income Taxes (If liability)

· Δ Wages Payable

· We owe wages, but we haven’t paid the cash yet.

· Δ Pensions,

· **Δ Depreciation and Amortization

· Anything that is working people running the company…

· Financing Liabilities (F)
· Δ Debt
· Including Long term debt

· Δ Note Payable

· Contributed Capital (F)

· Δ Pref. Stock

· Δ Common Stock

· Δ Treasury tock

· Retained Earnings (F & O)

·  -- Dividends Paid (F) (Subtract From Financing)

· Net Income (O)

· Each item goes into 

· Operations  or

· Investing or

· Financing

· PP&E NET:

· PP&E Gross: What the company originally paid for the PP&E. 

· I.e. Before Depreciation

· PP&E NET: 

· PP&E after depreciation

· Start with Net Income

· (1) Add back Depreciation and Amortization Exp. (No cash spent on this…)

· (2)/(1)(a) Non-op Revenue Income

· I.e. Marketable security has a gain of $100.

· (3) Subtract  Δ in op assets

· (4) Add Δ in Current Liabiliies

· (5) CFO (Cash flows from operations)

· CP12-4  - requirement 1

· PA12-4 – requirement 1

Analyzing the Statement of Cash Flows

· Life Cycles

· Valuation

· Red Flags

· Non-GAAP Measures of “Cash Flow”

Life Cycles and SCF

· In class problem:  M12-1

· Google:  Growth Firm

· Starbucks:  Mature Firm

· Montgomery Ward: Going Bankrupt

· Sunbeam:  Fraud

Starbucks

Valuation:  Earnings vs. CFO
I have two envelopes.  One has the earnings for the next four years for every stock on the NYSE.  The other has CFO for the next four years for every stock on the NYSE.  Which do you want?
Valuation:

· Which is more important for valuation?

· Earnings v. Cash Flow Operations

· EARNINGS:

· You can have positive earning from negative cash flows…

· Cash flows don’t include all the ways to make $...
· Earnings is related 40% to firm’s performance
· Cash Flow Operations is 10%
Patricia Dechow:  Accounting Earnings and Cash Flows as Measures of Firm Performance:  Journal of Accounting & Economics - 1994

Red Flags in the SCF

· Large increase in A/R   Could be that the goods will be returned
· Large increase in Inventories

· Large increases over time in A/P

· Positive Net Income but Negative CFO

· Positive CFI (if from selling off the firm)

· Cut in dividends

· Increase in buying of stock to prop up EPS

· Borrowing to buy back company stock (Borrowing to buy back stock: bad sign as increases default risk without investing or anything constructive)

· Lots of acquisitions financed by borrowings   Suggests company has nothing going on internally
Enron: Classic Example of NI and CFO going in the wrong direction

	 
	9/30/01

Q3 (R)
	6/30/01

Q2
	3/31/01

Q1
	12/31/00

Q4
	9/30/00

Q3

	QRev
	46,877
	50,060
	50,129
	40,751
	30,007

	QNI
	(644)
	404
	425
	60
	292

	CRev
	138,718
	100,189
	50,129
	100,789
	60,038

	CNI
	225
	829
	425
	979
	919

	CCFO
	(753)
	(1,337)
	(464)
	4,779
	100

	Net Mg Deposit
	(2,349)
	(2,342)
	Not

Discl.
	Not

Discl.
	Not

Discl.


Enron Example:
· Went from #7 on Fortune 500, to being bankrupt.
· But, net income and CFO are going in the different direction,

· Suggests that something funny is going on. 

· Cumulative CFO (CCFO) went down, but the Net Income (NI) was going up. 

· When the company shows revenues, but there are negative cash flows, it’s a bad sign. 

· What were the frauds?

· They traded futures of oil to themselves.

· But, they got to set the price for the securities. 

· And, they sold to themselves.

· SPE’s were created and products were sold to SPE. 

· Sold things to themselves, created artificial earnings…

Pro Forma (Non-GAAP) Measures of “Cash Flow”

EBITDA

· Earnings before interest, taxes, depreciation and amortization

Measuring EBITDA

	 
	2008
	2007
	2006

	Revenues
	10,383.0
	9,411.5
	7,786.9

	Cost of sales
	4,645.3
	3,999.1
	3,178.8

	Store op exp
	3,745.1
	3,215.9
	2,687.8

	Other op exp
	330.1
	294.2
	253.7

	G&A exp
	456.0
	489.2
	479.4

	Restruct. Exp
	266.9
	 
	 

	Inc form equity
	113.6
	108.0
	94.0

	EBITDA
	1,965.2
	2,499.5
	2,240.0

	CFO
	1,258.7
	1,331.2
	1,131.6


EBITDA is somewhat related to Cash Flow. 

EBITDA does not include working capital (Current Assets minus Current Liabilities)
Corr(EBITDA, CFO) = 0.86

Free Cash Flow = CFO – Capital Expenditures (investment in PP&E)   
Corr(FCF, CFO) = -0.99 !

Inventories and COGS

Some Basic Stuff

· Inventories are the dollar amount of goods the firm has available for sale

· Merchandising Firms:  Purchase Inventories

· Manufacturing Firms:  Produce Inventories

Merchandising Firm

  For Merchandise Inventories

· Purchase Price

· Purchase Discounts (-)

· Returns to Suppliers (-)

· SFAS 151 (effective June 15, 2005)

· Expense freight, handling costs, spoilage, facility expense (no longer able to add to inventories)

· One inventory account: Inventories

· Don’t put freight, handling, spoilage, etc. as inventories
· They must be expensed

Manufacturing Firm

· Inventories = Sum of several accounts

· These accounts could mimic the manufacturing process

· Raw products

· Work in Progress (process)

· Finished Goods

Accounting for Inventories

The Inventories on the Balance Sheet as well as the Cost of Goods Sold Depends on Several Things: 

1. Which cost valuation method the firm chooses

2. End of period “market” price

3. US GAAP or IFRS

1.  Cost Valuation Method Chosen

· Tells us which inventories are sold for accounting purposes

· Tells us which unsold inventories remain on the balance sheet

2. End of period “market” price

· Lower of Cost or Market Rule

Accounting rule for reporting the dollar value of inventories on the firm’s balance sheet.  

· Cost = the value according to one of the valuation rules chosen by the firm

· Market = market value of inventories

· Rule:  Pick the lower of the two

3. US GAAP and IFRS Rules

· Different cost valuation rules allowed

· Same lower of cost or market rules

Except:  permanence of the write down

If the market value go up later, you can’t writeup

Never write up/ mark up

Cost Valuation Methods 

Cost Valuation Method Chosen

· When we sell an item, which item is it?

· Since input prices fluctuate, income can be manipulated by choosing the least expensive computer to sell

· Rule:  Firm must pick a valuation method, which determines how we come up with our COGS

· In U.S. rule is picked at beginning of fiscal year

· Can change rule only once every three years

COGS=Beginning Inventory+Purchases-Ending Inventory 


Over 40 Cost Valuation Methods Exist
We will cover just 4

1. Specification Identification 

2. FIFO (First-In First-Out)

3. LIFO (Last-In First-Out)

4. Weighted Average

Which Method Does Firm Choose?

· Bottom Line 1:  Has nothing to do with reality, e.g., firm can choose any method

· Bottom Line 2:  In the U.S., whatever inventory method the firm chooses for TAX, it must choose the same method for FINANCIAL REPORTING.

· Bottom Line 3:  Tax rule doesn’t hold outside of U.S.   

· Bottom Line 4:  Firm can choose different inventory valuation methods for U.S. and non-U.S. inventories  

Therefore

1. Firm will choose inventory cost methods  that gives it the LOWEST pretax income (highest COGS)

2. Depends on whether prices are going up or down or if they fluctuate

Because US must align tax and accounting methods, they will use the method that makes COGS the highest, so that it seems like the company is not making as much revenue. 

If prices are going up, you want to use LIFO


Because when prices go up, you cost out the most expensive stuff first, which minimizes income and then minimizes tax. 


FIFO shows the largest profits…


LIFO shows the lowest profits, and the lowest tax rate
Illustration with Numbers

Weighted Average Cost

· Weighted average cost per unit is calculated 

· Weighted average cost  (per unit)

=  total cost of goods avail. for sale
         total # units avail. for sale

Lower of Cost or Market (LCM) 

· How inventory is valued: Choose the lower of the two

· If Cost is lower, then inventories remain on BS at cost

·  If Market is lower, then inventories are written down from cost to market value

· Loss or COGS xxxx




Inventories  xxxx 

Differences Between US GAAP and IFRS

	 
	US GAAP
	IFRS
	Statement Effect Under IFRS

	Inventory
	Lower of  FIFO (LIFO or Average cost) or net realizable value.  

Write-down becomes new cost basis going forward.
	Ditto except that LIFO is not permitted.  

Reversal required for subsequent increase in value. 
	Earnings  + or same

Assets    + or same

CFO        unclear


What Does Starbucks Do?

1. Are inventories important to Starbucks?

2. Do coffee prices rise or fall over time?  Which cost flow method should they use?

3. Is there a risk of inventories being written down?   

Coffee beans fluctuate a lot. So use weighted average. (No benefit from FIFO or LIFO)

There is definitely a risk of inventories being written down.

Footnote 1

Inventories Inventories are stated at the lower of cost (primarily moving average cost) or market. The Company records inventory reserves for obsolete and slow-moving items and for estimated shrinkage between physical inventory counts. Inventory reserves are based on inventory turnover trends, historical experience and application of the specific identification method. As of September 28, 2008 and September 30, 2007, inventory reserves were $25.5 million and $14.9 million, respectively. 

Some Analysis

1. Analyzing Profitability of Inventories:  Gross Profit and Gross Profit Margin

2. Forensic Accounting: Using the Inventory Turnover Ratio and Gross Profit Margin to Detect Fraud

Analyzing Profitability of Inventories

· Gross Profit =  Revenues – COGS

· Gross Profit Margin (Percentage)  = Gross Profit/Revenues

· Measures mark-up, profitability

· More competitive industry `(  lower GPM  If you profit margin is really high, it is not likely to be a competitive industry. In other word, in a competitive industry, GPM will be lower 
· More competitive firm  (  lower GPM  (in the same industry)
· Can increase GPM by raising output prices and/or lowering input costs

· A lower GPM means that the firm lowered prices and/or had higher input costs

The more competitive you are the lower your gross profit margin will be.
· I.e. If it costs you $1 to make something and you sell it for .98, then you have a $.02 profit margin

So, the more competitive an industry is, the lower gross profit you will get on each product sold, and the lower gross profit margin you will have

If the market is competitive, you need to have a small gross profit margin b/c competitors will try to offer a better deal than you and undercut your prices 

Profit Margin

· Let’s look at Starbucks over time

· Do you think the profit margin has gone up or down from 2006 to 2008?

Starbucks:   p42

Gross Profit                                             5737.7    5,412.4    4,608.1

Gross Profit Margin                                      55.3%      57.5%     59.1%

Forensic Accounting:  Using the Inventory Turnover Ratio and the Gross Profit Margin

· Inventory Turnover Ratio = COGS/Average Inventory

· The higher the number is, the more efficient you are at getting your inventories out the door. 

· In days (quarter):  90/ITR

· A jump in ITR in days or a reduction in the ITR vis-à-vis the growth in revenues and/or COGS is a red flag that there may be trouble afloat.  Why?  Let’s see!

Cisco Systems

· The year 2000 was the year the Internet bubble burst.  

· Cisco was not immune.  In fact, the bubble literally burst for Cisco in December 2000 when demand for its products dramatically decreased.  

· But, was it unexpected?

Cisco Stock Price

Cisco Systems

	 
	1/2000
	4/2000
	7/2000
	10/2000
	1/2001

	Rev.
	$4,350
	$4,919
	$5,782
	$6,519
	$6,748

	%ch. Quarter
	 
	13.1%
	17.5%
	12.5%
	3.5%

	COGS
	$1,536
	$1,748
	$2,098
	$2,378
	$2,581

	GPM
	64.7%
	64.5%
	63.7%
	63.5%
	62.5%

	Inv.
	$ 695
	$ 878
	$1,232
	$1,956
	$2,533

	%ch. Quarter
	 
	26.3%
	40.3%
	58.8%
	29.5%

	ITR days
	41.3 
	45.8
	53.6
	75.1
	89.6


7/2000 beginning of a red flag. Two quarters in a row the GPM drops, and the second quarter it is a large drop.

They were shipping stuff out with the expectation that customers would take it but did not…

ITR also goes up a lot. There could be other explanations like increasing competition, massive growth, but good to be wary of…

Receivables

Topics Covered

1. Definition of Receivables

2. Accounting for Expected and Actual Bad Debts

3. Two Methods of Calculating Expected Bad Debts and Uncollectibles

4. U.S. GAAP vs. IFRS

5. Forensic Accounting: Sunbeam Corporation

Definition of Receivables

Receivables

· Account/R:  Money owed the firm by a customer

· A/R xxxxx




Revenue xxxxx

· Note/R:  Money by an individual, not necessarily a customer

· Note/R xxxxxx




Cash xxxxxxx

BUT…

· Not all collectibles (receivables) are paid off

· First Key Point:

Balance Sheet Shows Amount (Cash) the Firm EXPECTS to Receive   

From Footnote 1

Allowance for Doubtful Accounts

Allowance for doubtful accounts is calculated based on historical experience, customer credit risk and application of the specific identification method. As of September 28, 2008 and September 30, 2007, the allowance for doubtful accounts was $4.5 million and $3.2 million, respectively. 

Accounting for Receivables

Use Two T-Accounts 

Key Point #2

· We estimate future bad debt expenses

· Goes into the income statement at quarterly end

· Goes into the balance sheet at quarterly end

· Goes into the Allowance for Uncollectibles

· We write off specific accounts when we are fairly certain that account will not be paid

· Not part of the income statement

· No net effect on the balance sheet

· Just estimate how many won’t pay
· Then go back and write-off who didn’t pay

· Doesn’t change much

· When we write off, it just affects A/R-Gross and Allowance for Doubtful Accounts

· Does not affect the Bad Debt Expense


Journal Entry for 

Bad debt expense
xxx   (  IS


     
Allow. for bad debt  xxx

           (reduction to A/R – net)      (     BS

Estimating Future Bad Debt

Use Two T-Accounts 

Journal Entry for Actual Write-Off

· Allowance for Uncollectibles xxxx (XA)

                     A/R-Gross   xxxxx  (A)

· Net write-offs     

Use Two T-Accounts 

Problem

Assume the Following for Emma’s Book Store






                 Jan. 1

Dec. 31

A/R (Gross)

               $82,900

$87,300

Allow. For bad debts.             8,700

    9,100

Bad Debt Expense
 


               4,800

Sales (all on account)                 

    240,000

Set up T-accounts.  Enter in T-accounts the following:

1. Sales on account

2. Adjusting Entry for Bad Debt Expense

3. Net write-offs of accounts (write offs minus recoveries)

4. Collection of cash from customers from sales on account.

Can we have a negative bad debt expense?

· PepsiCo’s 2006 10-K 

Two Methods for Calculating Bad Debt Expense or Allowance Account


How do Firms Estimate Future Write-Offs?

· Percentage of Sales

· Aging of the Accounts

Percentage of Sales

Based on historical relationships between credit sales and uncollectible debts.

Example: Credit sales for the year were $100,000. Historically, 3% of credit sales have proved uncollectible.

What is the bad debt expense for the year?

Aging of the Accounts

· First, we figure out ending allowance account based on past history

· Then, we plug in the bad debt expense

Ending Balance

· Ending balance of Allowance is a weighted average of how long the current receivables have been outstanding

· The longer the time, the higher the percentage applied

· The percentage applied is based on historical estimates

Example

Assume firm has $115,000 of current receivables

1-30
     31-60
    61-90
  Over 90


     
  100,000      5,000
    5,000
   5,000

% write-off
  0.1%
        1%       5%
     90%

Allowance
   100
         50
     250
   4,500



Ending balance in allowance for bad debt is 4900 (credit)

If existing balance is 2500 (credit), bad debt expense is:

U.S. GAAP vs. IFRS

· Both use the allowance method

· Both allow for the reversal of the bad debt expense

· But:  

In IFRS, receivables are part of an asset class called “Financial Assets”

IFRS calls the allowance account a “provision” – e.g., Provision for Uncollectables

Forensic Accounting:  Accounts Receivables

· Often, fictitious revenue or early revenue recognition is accompanied by an account receivable.  Why?

· One red flag to detect incorrect revenue recognition is a jump in the accounts receivable account or the accounts receivable turnover ratio, vis-à-vis revenues growth.

· Accounts Receivables Turnover Ratio = Sales/Average Net A/R

· Days to collect A/R = 365/ARTR

Sunbeam

· In 1996, Sunbeam reported a pretax operating loss of $285.2 million and a net loss of 228.3 million. 

· Al (Chainsaw Al) Dunlap, the CEO in 1997 wanted to show an “amazing” turnaround in 1997.  

· He did.  

· 1997 pretax earnings for Sunbeam was $199.4 million.

· 1997 net income was $109.4 million

· He cheated!

· Premature revenue recognition

· Sold barbecues at bargain prices to its retailers at the end of 1997 with the understanding that they would deliver the barbecues (and subsequently collect the money) when the retailers requested the barbecues. 

· Sunbeam

	 
	1995
	1996
	1997

	Ann. Rev. ($ thous)
	$1,016,883 
	$ 984,236 
	$1,168,182 

	%change
	 
	-3.2%
	+18.7%

	A/R ($ thous)
	$ 216,195 
	$ 213,438 
	$ 295,550 

	%change
	 
	-1.3%
	+38.5%

	A/R days
	77.6 days 
	79.2 days 
	92.3 days 


Off-Balance Sheet Financing

Definitions of Asset and Liabilities

· Assets

· Probable future economic benefits obtained or controlled by a particular entity as a result of past transactions or events

· Liabilities

· Probable future sacrifices of economic benefits from present obligations of a particular entity to transfer assets or provide services to other entities in the future as a result of past transactions or events    

How to get assets off the balance sheet: 

The key term is “CONTROLLED”

Basically, we are going to set up entities that we do not have control over

If entity goes under, as parent company, you don’t have to back it. 

But, a company may avoid letting this happen, because of reputation. 

So, there is a world where we technically don’t have control, 

But, in reality it is too big to fail, and the company must take liability.
Getting them Off-Balance Sheet

· Firms may want to remove risky assets from its balance sheet

· Receivables

· Firms may want to remove liabilities from its balance sheet

· Leases

· Loans

But…

In many cases, these assets and liabilities still exist.  That is, they are off balance sheet for accounting purposes but still belong to the firm.

Receivables

· Can sell them

· Recourse vs. non-recourse

· Can outsource them

· Department stores

· Can hide them in plain sight

· Banks

Recourse:
· You still have some responsibility, you can’t take them off balance sheet

· Parent agrees to pay for any assets that aren’t sold:

· I.e. If sub can’t sell enough, you agree to purchase what they don’t sell. 


· Can outsource:

· I.e. A Macy’s credit card is outsourced. 

· The payments don’t show up on balance sheet

· Hid in plain sight:

· SPE, special purpose entity, QSPE, qualified special purpose entity

· Subsidiaries within corp, that act as a separate company, but are really still within the corp. 

Different Tools

· Special Purpose Entity

· Created by firm to remove both assets and liabilities

· SFAS 140:  financial assets

· Joint Venture:  equity method

· Caveat is FIN 46: when the firm must consolidate

· Joint Venture: 
· Company and another company own 50% of the with another company

· Caveat:

· If you really do have control, you must consolidate

· You can’t just keep setting up SPE’s

VIE v. SPE

 
SPE’s are a subset of VIEs. 

You own sub, not 100%, and you try to set it up in a way that gets it off balance sheet.

SFAS 140:  Financial Assets
Provides for the transfer of financial assets and liabilities to a qualifying special purpose entity (SPE)

· Three Conditions

· Transferred Assets isolated from creditors, even in bankruptcy (no guarantee of debt)

· The SPE has the right to pledge or sell the assets (usually a securitization)

· Company does not maintain control over the assets (no repurchase agreement; no recourse)

Accounting?

· Like a sale of assets to the SPE

· Gain or Loss is Shown

· Assets are removed

· Corresponding liabilities are removed

· SPE is not consolidated

· Oftentimes, the Company keeps a residual interest, and may earn revenue from servicing the assets

Ford Motor’s 2005 10-K Report

Typical U.S. Retail Securitization Structure Our typical U.S. retail securitization is a two-step transaction. We sell a pool of our retail installment sale contracts to a wholly owned, bankruptcy-remote special purpose subsidiary that establishes a separate SPE, usually a trust, and transfers the receivables to the SPE in exchange for the proceeds from securities issued by the SPE. The securities issued by the trust, usually notes of various maturities and interest rates, are paid by the SPE from collections on the pool of receivables it owns. These securities are usually structured into senior and subordinated classes. The senior classes have priority over the subordinated classes in receiving collections from the sold receivables. The receivables acquired by the SPE and the asset-backed securities issued by the SPE are assets and obligations of the SPE. The following simplified diagram shows our typical U.S. retail securitization transaction: 

We select receivables at random for our securitization transactions using selection criteria designed for the specific transaction. For securitizations of retail installment sale contracts, the selection criteria are based on factors such as contract term, payment schedule, interest rate, financing program and the type of financed vehicle. In general, the criteria also require receivables to be active and in good standing.

 We retain interests in receivables sold through securitizations. The retained interests may include senior and subordinated securities issued by the SPE, restricted cash held for the benefit of the SPE  (for example, a reserve fund) and residual interests in securitization transactions. Income from residual interests in securitization transactions represents the right to receive collections on the sold finance receivables in excess of amounts needed by the SPE to pay interest and principal to investors, servicing fees and other required payments. Retained interests are subordinated and serve as credit enhancements for the more senior securities issued by the SPE to help ensure that adequate funds will be available to pay investors that hold senior securities. Our ability to realize the carrying amount of our retained interests depends on actual credit losses and prepayment speeds on the sold receivables. We retain credit risk in securitizations. Our retained interests include the most subordinated interests in the SPE, which are the first to absorb credit losses on the sold receivables. Our securitizations are structured to protect the holders of the senior asset-backed securities such that, based on  past experience, any credit losses in the pool of sold receivables would likely be limited to our retained interests. 

Joint Venture

· Company and another company each own 50% of a third entity

· Used a lot in pharmaceuticals and biotech companies

· Assets and liabilities of the company are off-balance sheet

· Company shows a 50% investment in entity (asset)

· Company shows 50% of net income of entity

Examples of Joint Ventures

· R&D Financing Agreements

· “Throughput Contract”

· For example, a refinery financed by two petroleum companies through a separate entity

Enron Caveat:  Fin 46

· FASB Interpretation No. 46

· When should a third entity be consolidated?

· Not based on voting interest

· Primary beneficiary in a variable-interest entity (VIE)

· Basically, who absorbs the expected losses of the entity?

· Lots of Disclosures even if not consolidated

ENRON:
· Following Enron selling to itself. 

· Enron had hundreds of Subsidiaries. 

· Not based on voting interest. 

· FIN 46, 

· If the entity loses money, who absorbs the losses?

· If the parent ultimately loses the money, then they must consolidate. 

· So, if you read the footnotes, all of this is non-sense, because everything is disclosed in the footnotes. 

· So, motivation to create SPE’s in effort to get things off balance sheet

How can a SPE be wholly owned and not consolidated? 


Doesn’t parent then absorb all the risk? 

NO, because it’s just if there are losses. The parent can get all of the profits (SPE’s) But, because there is no agreement to pay for debts, then parent is not bearing downside risk. 

This is not clear. Not sure if it is “primary beneficiary in a variable-interest entity” or just “who absorbs the losses.”
· Ex. Take two companies:

· Company A has 0 SPE’s

· Company B has 85 SPE’s

· Which company would you prefer to invest in? 

· B company with SPE’s looks like there is something to hid. 

Ford Motor 2005 10-K Report

NOTE 17. VARIABLE INTEREST ENTITIES

We consolidate VIEs of which we are the primary beneficiary. The liabilities recognized as a result of consolidating these VIEs do not represent additional claims on our general assets; rather, they represent claims against the specific assets of the consolidated VIEs. Conversely, assets recognized as a result of consolidating these VIEs do not represent additional assets that could be used to satisfy claims against our general assets. Reflected in our December 31, 2005 balance sheet are $5.5 billion of VIE assets related to VIEs that were consolidated.

During 2003, as a result of consolidating VIEs of which we are the primary beneficiary, we recognized a non-cash charge of $264 million in Cumulative effects of changes in accounting principles. The charge represented the difference between the fair value of the assets, liabilities and minority interests recorded upon consolidation and the carrying value of the investments. Recorded assets exclude goodwill.

If company is responisble for “risks and rewards” for VIE’s.
· A VIE, a sub you have control over, and if there’s a loss you have to show the losses

· Prior to FIN 46, they had 5.4. billion of assets off balance sheet

· Now, after FIN 46, they have to show it

· Now, companies have less discretion to move things around. 

Dell Footnote 6

NOTE 6----Financial Services 

Joint Venture Agreement 

Dell is a partner in Dell Financial Services L.P. ("DFS''), a joint venture with CIT Group Inc. ("CIT''). DFS enables customer acquisitions of product and services sold by Dell through loan and lease financing arrangements in the U.S. During the third quarter of fiscal 2004, Dell began consolidating DFS's financial results due to the adoption of Financial Accounting Standards Board ("FASB'') Interpretation No. 46R ("FIN 46R''). Based on this guidance, Dell concluded that DFS is a Variable Interest Entity (""VIE'') and the primary beneficiary of DFS's expected cash flows. On September 8, 2004, Dell and CIT executed an agreement that extended the term of the joint venture to January 29, 2010, and modified certain terms of the relationship. In accordance with the extension agreement, net income and losses generated by DFS are currently allocated 70% to Dell and 30% to CIT. As of February 3, 2006, and January 28, 2005, CIT's equity ownership in the net assets of DFS was $12 million and $13 million, respectively, which is recorded as minority interest and included in other non-current liabilities. 

Long-lived Tangible and Intangible Assets

Basics: Long-lived Assets

· Assets the company expects to keep for more than one year

· Tangible Assets

· Property, Plant and Equipment

· Leased Buildings and Equipment

· Intangible Assets

· Patents

· Franchises

· Copyrights

· Brand names

· Goodwill

· Remember:  to be recognized as an asset, the intangible asset must be purchased from a third party

Expensing Long-term Assets over Time

· Balance Sheet
· Building and Equipment

· Natural Resources

· Intangibles

· Land

· Goodwill
Accounting Issue 1:  Capitalize or Expense?

· Capitalize: Create an asset or add to an existing asset

· Put asset on balance sheet

· Then, expense over time

· Reduction to CFI

· Examples:  Additions or renovations

· Expense:  No asset is created.  

· No asset on balance sheet

· Expense immediately 

· Reduction to CFO

· Example:  Repairs

2 Capitalization or Expense Choices that We Have Seen

· Worldcom capitalizes operating expenses

· SFAS 151 (Inventory expenditures)


Accounting Issue 2: Different Depreciation Methods

· Financial Reporting

· Straight-line

· Double-declining balance (Accelerated)

· Units of Production

· Tax Reporting

· MACRS (Modified Accelerated Cost Recovery System)

· Not GAAP

· Similar to declining balance

Example

Straight-line Method

Depreciation expense per year  = 

Acquisition cost – Residual value



 Years of useful life

Double-declining balance

Depreciation expense per year = DDB rate × beginning net book value 

1. DDB rate = 2/N

2. Beginning net book value = Acquisition Cost – Accumulated Depreciation

Units Method

Based on physical wear and tear

Depreciation expense is measured per unit of service

Depreciation expense =  

 (AC – SV)     ×    Units Used This Period

                     Total units of service

Starbucks - 2008 

Footnote 1

Property, Plant and Equipment

Property, plant and equipment are carried at cost less accumulated depreciation. Depreciation of property, plant and equipment, which includes assets under capital leases, is provided on the straight-line method over estimated useful lives, generally ranging from two to seven years for equipment and 30 to 40 years for buildings. Leasehold improvements are amortized over the shorter of their estimated useful lives or the related lease life, generally 10 years. For leases with renewal periods at the Company’s option, Starbucks generally uses the original lease term, excluding renewal option periods, to determine estimated useful lives. If failure to exercise a renewal option imposes an economic penalty to Starbucks, management may determine at the inception of the lease that renewal is reasonably assured and include the renewal option period in the determination of appropriate estimated useful lives. The portion of depreciation expense related to production and distribution facilities is included in “Cost of sales including occupancy costs” on the consolidated statements of earnings. The costs of repairs and maintenance are expensed when incurred, while expenditures for refurbishments and improvements that significantly add to the productive capacity or extend the useful life of an asset are capitalized. When assets are retired or sold, the asset cost and related accumulated depreciation are eliminated with any remaining gain or loss reflected in net earnings. 

Firm Can Change Depreciation Assumptions to Increase Income

· Can increase useful life

· Can increase residual value

Waste Management

· SEC Release 2002-44 (http://www.sec.gov/news/headlines/wastemgmt6.htm

· Founder and five other former top officers of Waste Mangement charged with inflating profits by $1.7 billion to meet earnings targets

· “One of the most egregious accounting frauds we have seen.”

What did they do?

· “Avoided depreciation expenses on their garbage trucks by both assigning unsupported and inflated salvage values and extending their useful lives.”

· “Assigned arbitrary salvage values to other assets that previously had no salvage value.”

Waste management bumped up their income statement and balance sheet by finding value (1) where there was none [in salvage] and (2) keeping value on the books longer than it was [extending useful lives].
· SO, you can adjust the depreciation life or the residual (salvage) value, but you can’t do it unreasonably. 

· You could spot this by looking at the costs associated with depreciation of long lived assets:

· So, if the number just suddenly changed, then you could detect something fishy

· You could look to the percentage of depreciation for long lived assets: SEE Slide 20

· Whenever you see a ratio change, you want to explore why it has changed. 

Results?

1. 2001: Waste Management paid $457 million to settle shareholder class-action suit

2. 2001: Arthur Andersen fined $7 by SEC

3. 2005:  Waste Management settles with the SEC by covering most of the fines ($26.8 million) for the top 5 former managers’

· In the company’s bylaws

· Also cost the company $37 million in defending the executives

· Estimated that the cost of going to trial would have been $32.5 million

Accounting Issue 3: Selling a Long-term Asset

· Record a gain or loss on the sale

· Gain or Loss = Cash received minus Net Book Value of Asset

· Gain or Loss depends on the Depreciation Method.

Accounting Effects

1. Balance Sheet:  Remove net book value of the asset; Add cash

2. Income Statement:  Show gain or loss under “other income”

3. Statement of Cash Flows:  Put cash into CFF; remove gain or loss from CFO

Impairment of PP&E

Long-lived Assets

When facts and circumstances indicate that the carrying values of long-lived assets may be impaired, an evaluation of recoverability is performed by comparing the carrying values of the assets to projected undiscounted future cash flows in addition to other quantitative and qualitative analyses. Upon indication that the carrying values of such assets may not be recoverable, the Company recognizes an impairment loss by a charge to net earnings. The fair value of the assets is estimated using the discounted future cash flows of the assets. Property, plant and equipment assets are grouped at the lowest level for which there are identifiable cash flows when assessing impairment. Cash flows for retail assets are identified at the individual store level. Long-lived assets to be disposed of are reported at the lower of their carrying amount, or fair value less estimated costs to sell. 

The Company recognized net impairment and disposition losses of $325.0 million, $26.0 million and $19.6 million in fiscal 2008, 2007 and 2006, respectively, due to underperforming Company-operated retail stores, as well as renovation and remodeling activity in the normal course of business. The net losses in fiscal 2008 include $201.6 million of asset impairments related to the US and Australia store closures and charges incurred for office facilities no longer occupied by the Company due to the reduction in positions within Starbucks leadership structure and non-store organization. See Note 3 for further details. Depending on the underlying asset that is impaired, these losses may be recorded in any one of the operating expense lines on the consolidated statements of earnings: for retail operations, these losses are recorded in “Restructuring charges” and “Store operating expenses”; for specialty operations, these losses are recorded in “Other operating expenses”; and for all other operations, these losses are recorded in “Cost of sales including occupancy costs,” “General and administrative expenses,” or “Restructuring charges.” 

Accounting Issue 5:  Intangibles

· Types of Intangibles

· Patents

· Copyrights and Trademarks

· Franchises

· Goodwill

· Related to purchase of another firm

· Covered under SFAS 141

Expensing Intangible Assets

· Depreciation of Intangible Assets is called Amortization

· Amortized over useful life of asset

· Not legal life

· Usually on a straight-line basis

· Most intangibles except goodwill is amortized (SFAS 142)

Couple of Examples

· A publisher purchases the paperback copyright for a book for $5 million.  The book is expected to generate sales for 2 years.  What is the useful life of the copyright?

· A firm purchases a patent with 10 years remaining on its legal life.  It is expected to be obsolete in 4 years.  What is the useful life of the patent?

Accounting Issue 6:  What is Goodwill?

· Goodwill arises when one company buys another company.

· It is the excess of the amount paid over the fair value of the target’s net assets (assets – liabilities)

Example of Goodwill Creation

· Assume book value of target’s net assets = $100 million

· Assume purchase price of target’s net assets = $ 400 million.

· The premium paid for the firm is $300 million

· Need to allocate the $300 million to new assets

Assume

· Inventories are valued under LIFO.  Replacement cost is $ 50 million higher.

· Brand name of target is valued at $ 120 million

· Customer List of target is valued at $ 30 million

· (1) LIFO inventory is not equal to market value. 
· To actually replace the assets would be $50 million

· (2) Brand name is valued at $120 million

· (3) Customer list valued at $30 million

· You can revalue some assets and create new assets

· LOOK at journal (below)

· Inventory + $50 million

· Brand Name + 120 million

· Customer List: +30 million

· But, still need another $100 million to account for the $400 million price

· SO, GOODWILL is $100 million

New Assets Created or Revalued

· Inventories increases by $ 50 million

· Brand Name created.  Value = $120 million

· Customer List created.  Value = $30 million

· What’s left over?  $100 million ($300 - $200)  Goodwill created.  

Accounting Issue 7: Computer Software R&D

· SFAS No. 2:  In general R&D expenditures are expensed

· One exception:  Computer Software

· SFAS No. 86

· Research expenditures: expensed

· Development costs: capitalized when “technologically feasible”

U.S. GAAP vs. IFRS

Lots of Differences

PP&E

1. U.S. GAAP:  PP&E can be written down, but not up

IFRS:  PP&E can be written down or up

2. U.S. GAAP:  An impairment is permanent (cannot be undone)

IFRS:  An impairment can be undone

· IFRS: you can write PP&E up
· So, if your building gets to be worth more, you can write it up

· Journal entry for IFRS:

· Building: +100

· Income +100

· So, you show income, without really doing anything

· GAAP: You only impair when you think something has lost value permanently.

· IFRS: Impairment can be undone. 

Intangible Assets

· U.S. GAAP:  Intangible assets recognized only when purchased

· IFRS:  Intangible assets recognized when purchased or created internally

R&D Expenditures

1. U.S. GAAP:  R&D expenditures expensed, except for software development charges

2. IFRS:  Research expenditures expensed, but all development costs are capitalized

INVESTMENTS

INVESTMENTS

· This is a very inclusive term

· Can be:

· Firm owns a debt security for the purpose of trading it

· Firm own a debt security for the purpose of keeping it

· Firm owns stock for the purpose of trading it

· Firm owns stock in another company as part of its operations

SOME KEY ITEMS THAT WE WILL DISCUSS

1. The intent of the company matters

2. The control over the entity matters

3. How do we get a trading price?

MARKETABLE SECURITIES COVERED PRIMARILY UNDER SFAS 115

1. Held-to-maturity Securities (HTMS)

· Debt securities that the company has both the intent and ability to hold to maturity are considered HTMS

· Shown on the balance sheet at the amortized cost

2. Trading Securities (TS)

· Debt or equity securities purchased to generate profits on short-term price differences are considered TS

· Shown on the balance sheet at its fair value

3. Available-for-sale Securities (AFSS)

· Debt or equity securities not classified as HTMS or TS

· Shown on the balance sheet at its fair value

(1) HTMS:

· Security, if you pay $100 for it, you show $100

· Show at amortized cost 

· WHAT DOES THIS MEAN?

· Show at cost…

· Have to amortize cost, b/c it has to do with par…
· So, no unrealized gains or losses
· In Footnotes, show the fair value v. the cost…

· No Revaluation
· (2) TS

· Fair value, 

· So we adjust prices as it goes up or down

· (3) Everything else

· Fair value, 

· So, adjust prices as it goes up or down

· Must show at its fair mkt value


DEBT SECURITIES HELD TO MATURITY

1. Examples are government bonds, other companies’ bonds

2. Balance Sheet:  Show at amortized cost

3. Income Statement:  Interest received (other income)

4. Statement of Cash Flows:  

· Interest   (  CFO

· Purchase (
   CFI

· Sell

(    CFI

TRADING SECURITIES

1. Examples:  Government bonds, other companies bonds, other companies stock, mortgage backed securities, almost any type of a traded security

2. Intent:  to sell the security for a profit

Note that the intent is when the company buys the security and is not related to how long it holds the security

BALANCE SHEET AND FAIR VALUE

· Shown at fair value on the balance sheet

· Called mark-to-market

· Fair value is determined when the books are closed

· Fair value is determined under SFAS 157

· It is “the price that would be received to sell an asset between market participants at the measurement date.”

· Assumes

· An active market

· Knowledgeable parties

· Unrelated parties

FAIR VALUE:  THREE LEVEL HIERARCHY

1. LEVEL ONE
· Liquid assets with quoted prices

· NYSE, NASDAQ price

· Traded options, futures

2. LEVEL TWO
· Fair value is based on market observables

· Black-Scholes pricing model for options (can observe inputs)

· Quoted prices for similar assets

· Inputs are available from the market, for example, interest rates, yield curve, prepayment speeds

3. LEVEL THREE
· Fair value is based on non-observable assumptions

· Sometimes called marked to management    because management decide the value

· Often a valuation technique for a tricky security

· Relies on internal inputs

TS - INCOME STATEMENT

· At the end of the quarter the firm places all of its trading securities at the fair value

· All holding gains and losses go into the income statement (other income)

· All dividends and interest received go into income statement (other income)

EXAMPLE

· A firm acquires shares of IBM’s common stock on December 28, 2008 for $400,000 and classifies them as trading securities.  The fair value of the securities on December 31, 2008 is $402,000.  The company sells these shares on January 5, 2010 for $405,000

· On December 28, 2008



Marketable Securities- TS  400,000





Cash 400,000

· On December 31, 2008



Marketable Securities – TS  2,000





Unrealized Holding Gain*  2,000

*  Goes into income statement

· On January 5, 2010



Cash   405,000




Marketable Security – TS  402,000




Realized Gain on Sale
*
3,000

            of Marketable Security – TS

· Note:  Both the unrealized holding loss and the realized gain go into the income statement

· Note:  The cash out and the cash in go into the SCF as cash flows from investing

*  Goes into income statement

AVAILABLE-FOR-SALE SECURITIES

· Examples:  Same as Trading Securities

· Intent:  Company neither intends to hold these securities to maturity (debt only) or to sell them “shortly”

HTMS AND BALANCE SHEET

· Shown on balance sheet at fair value

· Same rules as TS

· SFAS 157

· Intent to sell:

· Within one year:  put into current assets

· More than one year:  put into non-current assets

HTMS AND INCOME STATEMENT

· All unrealized holding losses and gains go into Accumulated Comprehensive Income which is on the balance sheet and not on the income statement

· Part of shareholders’ equity

· It accumulates from period to period

· Its increase or decrease is Net of taxes

· Interest and dividends received go into the income statement (other income)

· Realized gains and losses from the sale go into the income statement (other income)

EXAMPLE

· A firm acquires common stock of Abercrombie & Fitch on November 10, 2009 for $400,000 and designates this investment as available for sale.  The fair value of these shares is $435,000 on December 31, 2009. The firm receives a dividend of $5,000 on January 2, 2010.  The firm sells these shares for $480,000 on August 14, 2010.

· On November 10, 2009



Marketable Securities – AFSS  400,000




Cash



   400,000

· On December 31, 2009


Marketable Securities  35,000




Unrealized Holding Gain*
35,000

· On January 2, 2010


Cash    5,000



Dividend Income**  5,000

· * Put on the balance sheet (Accumulated Comprehensive Income)

· ** Put into the income statement (other income)

· On August 14, 2010

Cash                                        480,000

    Unrealized Holding Gain*         35,000




Marketable Security – HTMS  435,000

                        Realized Holding Gain**           80,000

Note:  The unrealized holding gain goes into the balance sheet whereas the realized holding gain goes into the income statement

Note:  All cash in and out goes into CFI, except for the dividend which goes into CFO

· * Put on the balance sheet (Accumulated Comprehensive Income)

· ** Put into the income statement (other income)

THORNY ISSUES

1. Can reclassify across designations

· Calls into question the original designation so firms don’t like to do it   (SEC will become suspicious about that)
2. Impairment of Marketable Securities

· Debt held to maturity and HTMS must be marked down to their fair value if there is a permanent decline in value

· Impairment charge appears in the income statement

3. The current financial crisis

· The whole method assumes an actively traded market

· What happens when that market collapses?

· Are the mark downs permanent?

U.S. GAAP VS. IFRS

No real differences between the two

EQUITY SECURITIES

· We also classify securities based on control

· Passive investments (no control) are marketable securities 

· Active investments (partial control) use the equity method

· Total control are consolidated

· Rule of Thumb

1. Firm owns less than 20%:  Passive investment

2. Firm owns more than 20% and up to 50%:  Active investment

3. Firm owns more than 50%:  Consolidate
EQUITY METHOD – SOME SALIENT FACTS

1. For equity securities only: 20-50% ownership only (can include a joint venture)

2. Dividends received do NOT go into the income statement   (add in the investment account in BS)
3. The security is NOT shown at the fair value

4. The firm “shares” in the entity’s income

5. Everything flows through a long-term investment account

BALANCE SHEET

· Investment is equal to

· Beginning investment

· Plus the proportion (%) of the entity’s income

· Minus the proportion (%) of the entity’s dividend

· Example (Note these numbers are made up by MOI):  Starbucks owns 50% of StarCon, LLC.  It initially paid $80 million for the investment on March 2007.  Between March 2007 and September 2008, StarCon has earned $20 million and has paid $2 in dividends.

· Value of Investment:  $80 + $10 - $1 = $89 million

INCOME STATEMENT

· The proportional income appears in the company’s income statement

· It is called Income from equity investees or equity income

· From example:  Starbucks would show $10 million of the StarCon’s income on its income statement

STATEMENT OF CASH FLOWS

· The cash received from the entity goes into CFO

· But, the income received may not be equal to the cash received.  For example, in my example, Starbucks shows $10 million in equity income but only receives $1 million in cash dividends

· What to do?

· In the SCF, subtract out the difference:  e.g., take out $9 million in the CFO

DON’T FORGET

· The cash paid for the investment (or any additional investments) go into CFI

· Similarly, if the firm sells the investment (or part of it) that cash goes into CFI as well

ONE FINAL CAVEAT

SFAS 159 gives companies the option to show their equity-method investments at fair value.  This is strictly an election by the firm and is done on an investment by investment basis

U.S. GAAP VS. IFRS

· IFRS does not allow the fair value option for equity investments

· For joint ventures (50% ownership by 2 firms), IFRS allows the equity method or a proportionate consolidation method.  That is, the company puts on 50% of the entity’s assets and liabilities

LAST CONCEPT:  CONSOLIDATIONS

Principles of Consolidation

The consolidated financial statements reflect the financial position and operating results of Starbucks, including wholly owned subsidiaries and investees controlled by the Company. Investments in entities that the Company does not control, but has the ability to exercise significant influence over operating and financial policies, are accounted for under the equity method. Investments in entities in which Starbucks does not have the ability to exercise significant influence are accounted for under the cost method. Intercompany transactions and balances have been eliminated.

METHOD

Too complicated to go over but…

1. Place all of the subsidiary’s assets on the parent firm’s balance sheet

2. Place all of the subsidiary’s liabilities on the parent firm’s balance sheet

3. If the firm owns less than 100%, the company still places 100% of the assets and liabilities ,but sets up a minority interest account between the parent’s liabilities and shareholders’ account

4. The minority interest is equal to the percentage of the net assets that the subsidiary owns

5. Place all of the subsidiary’s revenues, expenses, etc. on the parent’s income statement

6. If the parent owns less than 100%, subtract the percentage of the subsidiary’s net income from its income 

7. Place the minority interest in earnings before net income

Liabilities

DEFINITION OF A LIABILITY

Liabilities are probable future sacrifices of assets or services where the amounts and timing of the economic resources are known or estimable.

Contingencies

· Doesn’t fulfill definition of liability

· Appears in footnotes

· Lawsuits

Example

· CP10-6

U.S. GAAP vs. IFRS

1. Big Main Difference is on the definition of a liability

· U.S. GAAP:  probable

· IFRS:  probable AND possible

2. Contingencies

· U.S. GAAP:  exists

· IFRS: does not exist

CURRENT LIABILITIES

Current Liabilities

· Obligations that are to repaid or performed within one year

· Examples: A/P, Wages/P, Taxes/P, Interest/P; Warranty Liability; Deferred Revenue

· Shown in nominal terms, not present values

· Exception financial liabilities

Starbucks

Footnote on Deferred Revenue

Stored Value Cards

Revenues from the Company’s stored value cards, such as the Starbucks Card, and gift certificates are recognized when tendered for payment, or upon redemption. Outstanding customer balances are included in “Deferred revenue” on the consolidated balance sheets. There are no expiration dates on the Company’s stored value cards or gift certificates, and Starbucks does not charge any service fees that cause a decrement to customer balances. 

While the Company will continue to honor all stored value cards and gift certificates presented for payment, management may determine the likelihood of redemption to be remote for certain card and certificate balances due to, among other things, long periods of inactivity. In these circumstances, to the extent management determines there is no requirement for remitting balances to government agencies under unclaimed property laws, card and certificate balances may be recognized in the consolidated statements of earnings in “Interest income and other, net.” For the fiscal years ended September 28, 2008, September 30, 2007 and October 1, 2006, income recognized on unredeemed stored value card balances and gift certificates was $13.6 million, $12.9 million and $4.4 million, respectively. 

From CEO’s Letter to Shareholders

We have a differentiated and diversiﬁed revenue mix, including consumer packaged goods (CPG) and foodservice and licensed stores businesses, as well as the Seattle�s Best Coffee brand. Our proﬁtable CPG business is expanding internationally, and the ready-to-drink piece of that business is steadily gaining market share around the world. Customers purchased nearly half a million Starbucks Gold Cards and more than 5 million Starbucks Cards at Costco during the holiday season. They have loaded a record number of dollars on their traditional Starbucks Cards, and we expect to see the results of this throughout ﬁscal 2009. All of this gives me conﬁdence that Starbucks�unlike many other retailers—has what it takes to endure as a vital part of the fabric of every community and neighborhood where we do business. 

Example

· PA10-3

LIQUIDITY RISK (SHORT-TERM RISK)

What is Liquidity?

· Ability to generate cash to service working capital needs and debt service requirements

· Generate enough CFO?

· Manage working capital and cash flow needs

Three Ratios

· Current Ratio

· Quick Ratio

· CFO/Current Liabilities

Current ratio

· Indicates amount of current assets at balance sheet date available relative to current liabilities

Current Ratio = Current Assets/Current Liabilities

· Things to look out for:

· Increases in numerator and denominator by equal amounts

· Negative association between current ratio and business conditions

· ‘Window dressing’

· Changes in current ratio

If greater than 1, looks like if you liquidated you could pay off your current liabilities…

BUT, 

It is a crude method.

· (1) Not all things can be liquidated quickly

· (2) Liabilities could include deferred revenue, which isn’t really a liability

· (3) Very dependent on industry

· If you have high receivables, it’s not really highly liquid.

· (4) Simple way to increase the ratio: It is easily manipulable.  

· I.e. Assume first one is 200 CA, 400 CL, Ratio is 1/2. 

· Then company takes out 200 in short term debt

· Ratio changes to 400/600 = .66667

· Ratio goes up, but there is really more risk, b/c you have more debt. 

Quick Ratio (Acid Test Ratio)

· Includes only current assets that can be quickly converted into cash

Quick ratio = (Cash + Marketable securities + Receivables) / Current Liabilities

· When are the current ratio and the quick ratio similar?

· Is Starbuck’s more similar to Wal-Mart or McDonald’s?

Operating Cash Flow to Current Liabilities Ratio

· Overcome deficiencies in using current assets

· Excess cash from operations after funding working capital needs

Operating cash flow to current liabilities ratio = Cash flow from operations / Average current liabilities

Rule of Thumb:  0.40 or higher is good  

Different ST Liquidity Ratios

Noncurrent Liabilities

· Those obligations that are to be repaid or performed after one year

· Generally shown at present values

· Bonds

· Mortgages

· Capital Leases

· Notes/P 

· Pensions

· Post-retirement benefits

· The exception is deferred income taxes which is shown in nominal terms

Current portion of long-term debt

· Principal on long-term debt due within the next 12 months

· What amount does Starbucks owe within the next 12 months?

· What amount did it pay last year?

BONDS

What is a Bond?

· Formal certificate of debt 

· Pays interest at a specified annual rate (called the coupon rate, stated rate, or nominal interest rate) usually every six months.

· Pays principal (AKA the face amount) at a specific maturity date. 

Issue a Bond

· Cash XXXX

                Bond/P (net) XXXXX

Repurchase or Retire Bond

Bond/P (Net)   xxxxx






Cash yyyyy

Difference is gain or loss (other income)

Bonds Can Be Issued Three Ways

1. Par Value

2. Discount Bond

3. Premium Bond (relatively uncommon)

Starbucks Issued New Debt

Long-term Debt

In August 2007, the Company issued $550 million of 6.25% Senior Notes (the “notes”) due in August 2017, in an underwritten registered public offering. Interest is payable semi-annually on February 15 and August 15 of each year. The notes require the Company to maintain compliance with certain covenants, which limit future liens and sale and leaseback transactions on certain material properties. The notes were priced at a discount, resulting in proceeds to the Company of $549 million, before expenses

What appears on the balance sheet?

LONG-TERM SOLVENCY RISK

Amortized Cost (sound familiar?)

Long-Term Solvency Risk

· Debt ratios

· Higher long-term debt in capital structure, the greater the long-term solvency risk

· Lots of Ratios to Choose From

· Total Debt/Assets

· Total Debt/Total Shareholders’ Equity

· Total Liabilities/Total Assets

· Total Debt/EBITDA (credit rating agencies like this one)

  Starbuck’s Long-term Solvency Risk

	 
	2008
	2007

(issued debt)
	2006

	Total Debt/

Assets
	0.22
	0.24
	0.16

	Total Debt/ Equity
	0.51
	0.55
	0.31

	Total Liab./Assets
	0.56
	0.57
	0.50

	Total Debt/

EBITDA
	0.64
	0.50
	0.31


Leases

What is a Lease?

· Contract in which the owner of the asset (lessor) conveys the right to use that asset to another party (lessee)

· Lease specifies the duration and rental payments

· Right is granted in exchange for a fee (lease payment)

· Legal title to the asset usually stays with the lessor

Why Lease?

· Potentially no down payment

· Lease payments are often fixed

· Leases reduce the risk of obsolescence to the lessee

· Less costly financing means

· Certain leases are off-balance sheet

Conceptual Nature of the Lease

· According to the FASB:

· Capitalize

· If the lease transfers substantially all of the benefits and risks of ownership from the lessor to the lessee

· Operating

· Is the lease does not substantially transfer all of the benefits and risks of ownership from the lessor to the lessee

Operating Lease vs. Capital Lease
(Lessee’s Point of View)

· Operating Lease

· No asset on Balance Sheet

· No liability on Balance Sheet

· All payments are rental expenses (operating exp)

· Reduction to CFO

· Capital Lease

· Asset on Balance Sheet equal to PV of Lease Payments

· Amortize Asset over Life of Lease

· Liability on Balance equal to PV of Lease Payments

· Payments are split between interest expense and paying off the liability

· Reduction to CFO (interest) and CFF (paying off liability)

Operating lease, nothing go to the balance sheet.

Capital lease, both of them how up on balance sheet

Income statement:

Operating lease, 10,000, is an expense

Capital lease, two different expenses, b/c depreciation expense as well

SCF:

Opertaing Lease: CFO only

Cpaital: Int exp goes CFO, cap lease goes CFF

Journal entry for capital lease

Leased truck   27,000

       Capital Lease    27,000

Journal entry for depreciation

Dep exp     9,000

       leased truck    9,000

Journal entry for interest expense

Interest expense  1,000 (goes into CFO)

Capital lease     9,000 (Goes into cff)

               Cash                 10,000

FASB 13:  Must Capitalize if…


[image: image2]
Example test question:
· Lease an asset 

· Length of lease; 8 yrs

· Life of asset: 13 yrs

· PV payments; 100,000

· FMV: 120,000

· Is it an operating or a capital? 

· It is an operating (4 part flow chart, under 90% for #4)

· #2:

· Just change the FMV to $110,000

· #4, it is over 90%

· If it’s a capital lease is it on balance sheet or not:

· Yes on.

· If we have the lease, what appears on the balance sheet:

· 100,000

· If amortized over a straight line, what is amortization expense:

· 8 years (over the life of the lease) 

Converting Operating Leases to Capital Leases

· Analysts often will convert operating leases to capital leases

· They will put the PV of the future lease payments on the balance sheet

· This will change the balance sheet and also the ratios that we use

We Have the Cash Flows

The following is a schedule by year of future minimum lease payments required under operating leases that have initial or remaining noncancelable lease terms in excess of one year as of June 5, 2007 (in thousands): 
	  
	  

	2008 
	$   44,876 

	2009 
	41,993 

	2010 
	37,442 

	2011 
	33,668 

	2012 
	31,531 

	Subsequent years 
	243,315 

	Total minimum lease payments 
	$ 432,825 


Step One

Place the numbers In an Excel spreadsheet
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Step Two

· Need to allocate the after into years

· Divide after by last year’s cash flow

· =243,315/31,531 = 7.7 years

Step Three

· New set of cash flows

· Note:  We have 13 years of cash flows
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Step Four:  Need an Interest Rate

During fiscal 2003, we concluded the private sale of $150.0 million of non-collateralized senior notes (the “Private Placement”). The Private Placement consisted of $85.0 million with a fixed interest rate of 4.69% (the “Series A Notes”) and $65.0 million with a fixed interest rate of 5.42% (the “Series B Notes”). The Series A Notes and Series B Notes mature on April 1, 2010 and April 1, 2013, respectively.
	Interest expense, net of interest income totaling 
	2007  
	  
	2006
	  
	2005
	  

	$2,492 in 2007, $3,102 in 2006 and $3,843 in 2005 
	19,965 
	  
	12,707 
	  
	4,342 
	  


1. The ten year notes have an interest rate of 5.42%

2. Interest expense = interest rate * outstanding debt

        (19,965 + 2,492)  = interest rate * 514,338    

                22,457  = interest rate * 514,338

            interest rate = 4.37%                          Long-term debt and capital leases

Two Candidates

Let’s Use Both Rates


Let’s Restate Two Ratios

· Debt/Equity

· Debt/Assets

Need Restated Data

                5.42%

	2007
	As Is
	ADD
	As If

	Debt
	514,338
	313,190
	827,528

	Equity
	439,326
	 
	439,326

	Assets
	1,229,856
	313,190
	1,543,046

	 
	 
	 
	 

	D/E
	1.17
	 
	1.88

	D/A
	0.42
	 
	0.54


4.37%

	2007
	As Is
	ADD
	As If

	Debt
	514,338
	332,018
	846,356

	Equity
	439,326
	 
	439,326

	Assets
	1,229,856
	332,018
	1,561,874

	 
	 
	 
	 

	D/E
	1.17
	 
	1.93

	D/A
	0.42
	 
	0.54


Shareholders’ Equity

McGraw-Hill’s Shareholders’ Equity 

Contributed Capital

· Owners' "contributions" to the firm 

· Cash paid for the firm's stock 

· common stock 

· preferred stock.

Stockholders’ Equity (in thousands) 

                                  2002        2001

(a)  Cumulative preferred stock      -----         -----

         none issued

· Poison Pill by McGraw-Hill

· When a hostile takeover is in progress, company may activate the pill

Common Stockholder Rights

· Common stockholders have a number of rights associated with holding stock

·  Share in corporate profits

·  Share in the firm's assets at liquidation

·  Right to acquire shares in subsequent stock issues

·  Right to vote on certain corporate decisions (usually)

Par Value

· Legal Term

· Depends on state of incorporation

· McGraw-Hill:  $ 1 par value

Authorized Shares

· Maximum number of shares the firm can issue

· Designated in the corporation’s certificate of incorporation

· Can be modified by shareholder vote

· McGraw-Hill:  authorized 300 million shares

Issued Shares

· Amount of stock the company has sold to the public

·  McGraw-Hill:  issued 205.9 million shares in 2002.

Additional Paid-In Capital

· Amount over and above the par value raised by the company

· Par Value + Additional Paid-In Capital = total proceeds raised by company for shares issued over time

· McGraw Hill:  total proceeds for stock issued is 

 $ 285,263,000 ($ 205,853 + $ 79,410)

Accounting for Stock Issuance

Dr. Cash or Other Asset




Cr. Common stock at par value




Cr. Paid-in capital in excess of par

Treasury Stock

· Firm can repurchase its own stock with two intentions

· Retire the stock

· Reissue the stock in the future

· Retire Stock:  Reduce both par value and APIC

· Treasury Stock: Create a contra account called Treasury Stock

Treasury Stock

· Reduction to Shareholders’ Equity

· Firm cannot vote treasury stock

· Firm cannot pay itself dividends on treasury stock

· Reduces number of shares outstanding.

· Question:  What is the number of shares outstanding for McGraw-Hill in 2002?

· What was the average price per share that Mc-Graw paid for its treasury stock?  Use the 2002 data for your answer.

Accounting for Treasury Stock

Dr. Treasury Stock (# shares  market price)





Cr. Cash

Firm Reissues Treasury Stock

· Reduces Treasury Stock Account

· Cash In = Market Value of Reissued Stock

· No profit or loss shown

· “profit” = addition to APIC (sometimes to RE)

· “loss” = reduction to APIC or to RE

Example

· Reissue Stock for $ 40 per share

Cash     $ 40,000


    Additional Paid-in Capital    $ 10,000


    Treasury Stock               $ 30,000

Example

· Reissue Stock for $ 25 per share

Cash     



     $ 25,000

Additional Paid-in Capital   $ 5,000




Treasury Stock           
    $ 30,000

What was the average price that McGraw-Hill paid for new treasury stock in 2002?

($ 669,499 – $ 566,775)/(14,021 – 12,629) = $ 73.80

Retained Income (Earnings)

· Net Income (positive or negative)

· Dividends Declared (reduces RE)

Warrants and Options

· Exercise Price

· Exercise Date

· Warrants:  Long-term Options to Shareholders

· Employee Stock Options:  Long-term Options to Employees

Two Dates

· Issue Date 

· Exercise Date

Warrants

· Issue Date

Cash  xxxx


    Paid-in Capital (or Stock Warrants) xxxx

Exercise Date

Cash (# shares ( exercise price)      xxx

PIC (or Stock Warrants)             xxx



Common stock at par                    xxx



Paid-in capital in excess of par            xxx

Exercise Date:

Just follow Journal Entry

· Example:
· Sell warrant 

· E: $10

· N: 1,000

· Sell for $2,000

· Par Value: $1 

· Sell Warrant:

· Journal:

· Dr. 2,000

· Warrant 2,000

· Exercise Warrant:

· Price goes to $20

· Cash 10,000

· Dr. Warrant 2,000

· Cr. CS-PV: 1,000

· APIC: 11,000

· Why is APIC 11,000?

· B/c we have 12,000 on the left…

· APIC is just used to balance out the left side to the right side…
Employee Stock Options

· Grant Date:  No money received by firm

· SFAS 123(R):  became effective after November 2006

· Old SFAS 123 allowed two ways to show compensation expense

· Intrinsic Value Method:  No expense unless exercise price is less than current share price

· Fair Value Method:  Show expense ratably over vesting period

· Black-Scholes Options Pricing Model

If firm uses intrinsic value method: must provide footnote showing pro forma EPS as if firms used fair value method

Most companies used the Intrinsic Value Method, but after Enron, many firms used the Fair Value Method (Warren Buffet)

Revised SFAS 123

· Uses fair value method only

· Assume a two-year vesting period

· Grant date is:

    Compensation expense xxx (1/2 total FMV of options)

         Additional paid-in capital – ESOs  xxx    employee stock option
· One year from now:

Compensation expense xxx (1/2 total FMV of options)

         Additional paid-in capital – ESOs  xxx

Dell Computer – 2006 10K (without expensing stock option grants)

Backdating of Stock Option Grants

· “Does backdating explain the stock price pattern around executive stock option grants?”  Randall A. Heron and Erik Lie Journal of Financial Economics 2007

· Estimated that 23% of unscheduled, at-the-money grants to top executives dated between August 1996 and August 2002 were backdated

What is Backdating?

Sarbanes-Oxley (August 2002)

· Prior to SOX:  filed a Form 5 which was not due until 45 days after the company’s fiscal year

·  After SOX:  file a Form 4 within 2 days of receiving the grant

Accounting Implications

· If grant is at the money (prior to this year), there is no journal entry

· If grant is in the money (backdated) then company needs to record the following JE

Compensation Expense  BS Option Value (vesting)





Shareholders’ Equity  BS OV (vesting)

Statements of Stockholders’ Equity

· Fourth Required Statement  (other three is BS, income statement, statement of cash flow)
· Tells how each line item in shareholders’ equity went from beginning to ending balance

· PB11 - 3

Ways you can commit Fraud
Red flag

· Large increase in A/R   Could be that the goods will be returned

· Large increase in Inventories

· Large increases over time in A/P

· Positive Net Income but Negative CFO

· Positive CFI (if from selling off the firm)

· Cut in dividends

· Increase in buying of stock to prop up EPS

· Borrowing to buy back company stock (Borrowing to buy back stock: bad sign as increases default risk without investing or anything constructive)

· Lots of acquisitions financed by borrowings   Suggests company has nothing going on internally

Free Cash Flow = CFO – Capital Expenditures (investment in PP&E)   
If prices are going up, you want to use LIFO


FIFO shows the largest profits…


LIFO shows the lowest profits, and the lowest tax rate
	Times Interest Earned Ratio
	=
	(Net Income + Interest Expense + Income Tax Expense)

	
	
	Interest Expense


Working capital: Current Assets minus Current Liabilities.
Have to wait for YOUR COMPANY’s delivery of service to recognize the revenue

When price not known you cannot claim revenue
Have to know you are going to keep it, not just ship stuff out randomly.

Fraud would be done through the accounts receivable.

WorldCom: 2002

Facts

· Misstated $3.8 billion (initial disclosure) operating expenses as capital expenditures

· Characterized basic network maintenance expenses as capital expenses

· Final Numbers:  $11 billion dollars

They called network maintenance (expense) as a capital expenditure (investment in new stuff)


So people thought they were investing, but they were not investing at all, just repairing

How did this impact the SCF?

· Overstated CFO for fiscal year 2001 and the first quarter of 2002 by the $11 billion 

· Understated CFI by the same amounts

Results?

· July 2002, filed for Chapter 11 bankruptcy (no longer able to borrow money)

· September 26, 2006

CEO Bernie Ebbers begins 25-year prison sentence for the financial fraud at WorldCom

Enron Example:
· Went from #7 on Fortune 500, to being bankrupt.
· But, net income and CFO are going in the different direction,

· Suggests that something funny is going on. 

· Cumulative CFO (CCFO) went down, but the Net Income (NI) was going up. 

· When the company shows revenues, but there are negative cash flows, it’s a bad sign. 

· What were the frauds?

· They traded futures of oil to themselves.

· But, they got to set the price for the securities. 

· And, they sold to themselves.

· SPE’s were created and products were sold to SPE. 

· Sold things to themselves, created artificial earnings…

Sunbeam

· In 1996, Sunbeam reported a pretax operating loss of $285.2 million and a net loss of 228.3 million. 

· Al (Chainsaw Al) Dunlap, the CEO in 1997 wanted to show an “amazing” turnaround in 1997.  

· He did.  

· 1997 pretax earnings for Sunbeam was $199.4 million.

· 1997 net income was $109.4 million

· He cheated!

· Premature revenue recognition

· Sold barbecues at bargain prices to its retailers at the end of 1997 with the understanding that they would deliver the barbecues (and subsequently collect the money) when the retailers requested the barbecues. 

Waste Management

· SEC Release 2002-44 (http://www.sec.gov/news/headlines/wastemgmt6.htm

· Founder and five other former top officers of Waste Mangement charged with inflating profits by $1.7 billion to meet earnings targets

· “One of the most egregious accounting frauds we have seen.”

What did they do?

· “Avoided depreciation expenses on their garbage trucks by both assigning unsupported and inflated salvage values and extending their useful lives.”

· “Assigned arbitrary salvage values to other assets that previously had no salvage value.”

Waste management bumped up their income statement and balance sheet by finding value (1) where there was none [in salvage] and (2) keeping value on the books longer than it was [extending useful lives].
· SO, you can adjust the depreciation life or the residual (salvage) value, but you can’t do it unreasonably. 

· You could spot this by looking at the costs associated with depreciation of long lived assets:

· So, if the number just suddenly changed, then you could detect something fishy

· You could look to the percentage of depreciation for long lived assets: SEE Slide 20

· Whenever you see a ratio change, you want to explore why it has changed. 

Results?

1. 2001: Waste Management paid $457 million to settle shareholder class-action suit

2. 2001: Arthur Andersen fined $7 by SEC

3. 2005:  Waste Management settles with the SEC by covering most of the fines ($26.8 million) for the top 5 former managers’

· In the company’s bylaws

· Also cost the company $37 million in defending the executives

· Estimated that the cost of going to trial would have been $32.5 million

Three Examples

· Krispy Kreme

· Was channel stuffing

· They were shipping double the amount of ordered donuts to their whole salers at the end of the period to count higher sales, knowing they’d be returned

· It artificially bumped up numbers, increasing stock price

· Corinthian College

· They were making the time period for recognizing revenues shorter than it actually was

· You have to recognize something over the life of the service

· The Old General Motors (next slide)

General Motors

· In 2006, it announced that in 2000, it recorded a $27 million gain when it sold precious metals that had been in its inventory.

· Problem:  Agreed to repurchase the inventory in 2001

This did not count as a sale because GM was going to take it back


This is not a sale
Difference of GAAP and IFRS

U.S. GAAP vs. IFRS

PP&E

3. U.S. GAAP:  PP&E can be written down, but not up

IFRS:  PP&E can be written down or up

4. U.S. GAAP:  An impairment is permanent (cannot be undone)

· IFRS:  An impairment can be undone
· IFRS: you can write PP&E up
· So, if your building gets to be worth more, you can write it up

· Journal entry for IFRS:

· Building: +100

· Income +100

· So, you show income, without really doing anything

· GAAP: You only impair when you think something has lost value permanently.

· IFRS: Impairment can be undone. 

Intangible Assets

· U.S. GAAP:  Intangible assets recognized only when purchased

· IFRS:  Intangible assets recognized when purchased or created internally

R&D Expenditures

3. U.S. GAAP:  R&D expenditures expensed, except for software development charges

4. IFRS:  Research expenditures expensed, but all development costs are capitalized

Inventory

	 
	US GAAP
	IFRS
	Statement Effect Under IFRS

	Inventory
	Lower of  FIFO, LIFO or Average cost, or net realizable value.  

Write-down becomes new cost basis going forward.
	Ditto except that LIFO is not permitted.  

Reversal required for subsequent increase in value. 
	Earnings  + or same

Assets    + or same

CFO        unclear


Receivables

· Both use the allowance method

· Both allow for the reversal of the bad debt expense

· But:  

In IFRS, receivables are part of an asset class called “Financial Assets”

IFRS calls the allowance account a “provision” – e.g., Provision for Uncollectables

Investment

· IFRS does not allow the fair value option for equity investments

· For joint ventures (50% ownership by 2 firms), IFRS allows the equity method or a proportionate consolidation method.  That is, the company puts on 50% of the entity’s assets and liabilities

Liability

3. Big Main Difference is on the definition of a liability

· U.S. GAAP:  probable

· IFRS:  probable AND possible

4. Contingencies

· U.S. GAAP:  exists

· IFRS: does not exist
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($16,700)





Supplies Payment                   (800)





Utilities Payment                   (650)





Salary Payment                    (36,250)





Customer Payments                $45,000





Rent Payment	                   ( 24,000)





Cash Flow Statement
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Sheet1

		Starbucks				2007		2006		2005

		net revenues

		company-operated				7998265		6586098		5391927

		Speciality

		licensing				1026338		860676		673015

		foodservice and other				386894		343168		304358

		Total Speciality				1413232		1203844		977373

		Total Net Revenues				9411497		7786942		6369300

		COS including occupancy costs				3999124		3178791		2605212

		store operating expenses				3215889		2687815		2165911

		other operating expenses				294136		253724		192525

		Depreciation & amort expenses				467160		387211		340169

		G&A expenses				489249		479386		361613

		Total operating expenses				8465558		6986927		5665430

		Income from equity investees				108006		93937		76648

		Operating income				1053945		893952		780518

		Net interest and other income				2419		12291		15829

		Earnings before inc taxes				1056364		906243		796347

		Income taxes				383726		324770		301977

		Earnings before cum eff of change

		in accounting principle				672628		581473		493370

		Cum effect of acc change for FIN 47						17214

		Net earnings				672638		564259		494370

						2007		2006

		Cash and cash equivalents				281261		312606

		Short-term investments - available-for-sale				83845		87542

		Short-term investments - trading securities				73588		53496

		Accounts receivable, net				287925		224271		190762

		Inventories				691658		636222		546299

		Prepaid expenses and other current assets				148757		126874

		Deferred income taxes, net				129453		88777

		Total current assets				1696487		1529788

		Long-term investments - availiable-for-sale				21022		5811

		Equity and other investments				258846		219093

		PP&E - net				2890433		2287899		1842019

		Other assets				219422		186917

		Other intangible assets				42043		37955

		Goodwill				215625		161478

		TOTAL ASSETS				5343878		4428941		3513693

		Commercial paper and other short-term borrow				710248		700000

		Accounts payable				390836		340937

		Accrued compensation and related costs				332331		288963

		Accrued occupancy costs				74591		54868

		Accured taxes				92516		94010

		Other accrued expenses				257369		224154

		Deferred revenue				296900		231926

		Current portion of long-term debt				775		762

		Total current liabilities				2155566		1935620

		Long-term debt				550121		1958

		Other long-term liabilities				354074		262857

		Total liabilities				3059761		2200435

		Common stock				738		756

		Other additional paid-in-capital				39393		39393

		Retained earnings				2189366		2151084

		Accumulated other comprehensive income				54620		37273

		Total shareholders' equity				2284117		2228506

		TOTAL LIABILITIES AND SHARE EQUITY				5343878		4428941





Sheet2

		Common Size Statements + % Growth		2008		2007		2006		2005				2008		2007		2006		2005		2004				2008		2007		2006		2004

		net revenues

		company-operated		8771.9		7998.3		6583.1		5391.9				84.48%		84.98%		84.54%		84.65%		84.20%				9.67%		21.50%		22.09%		29.20%

		Speciality

		licensing		1171.6		1026.3		860.6		673				11.28%		10.90%		11.05%		10.57%		10.70%				14.16%		19.25%		27.88%		38.10%

		foodservice and other		439.5		386.9		343.2		304.4				4.23%		4.11%		4.41%		4.78%		5.10%				13.60%		12.73%		12.75%		25.30%

		Total Speciality		1611.1		1413.2		1203.8		977.4				15.52%		15.02%		15.46%		15.35%		15.80%				14.00%		17.39%		23.16%

		Total Net Revenues		10383		9411.5		7786.9		6369.3				100.00%		100.00%		100.00%		100.00%		100.00%				10.32%		20.86%		22.26%		29.90%

		COS including occupancy costs		4645.3		3999.1		3178.8		2605.2				44.74%		42.49%		40.82%		40.90%		41.40%				16.16%		25.81%		22.02%		30.30%

		store operating expenses		3745.1		3215.9		2687.8		2165.9				36.07%		34.17%		34.52%		34.01%		33.80%				16.46%		19.65%		24.10%		29.80%

		other operating expenses		330.1		294.1		253.7		192.5				3.18%		3.12%		3.26%		3.02%		3.20%				12.24%		15.92%		31.79%		21.40%

		Depreciation & amort expenses		549.3		467.2		387.2		340.2				5.29%		4.96%		4.97%		5.34%		5.50%				17.57%		20.66%		13.82%		18.20%

		G&A expenses		456		489.2		479.4		361.6				4.39%		5.20%		6.16%		5.68%		5.70%				-6.79%		2.04%		32.58%		24.40%

		Restructuring		266.9										2.57%

		Total operating expenses		9992.7		8465.5		6986.9		5665.4				96.24%		89.95%		89.73%		88.95%		89.60%				18.04%		21.16%		23.33%		28.60%

		Income from equity investees		113.6		108		94		76.6				1.09%		1.15%		1.21%		1.20%		1.10%				5.19%		14.89%		22.72%		58.10%

		Operating income		503.9		1054		894		780.5				4.85%		11.20%		11.48%		12.25%		11.50%				-52.19%		17.90%		14.54%		44.00%

		Net interest and other income		9		40.4		20.7		15.8				0.09%		0.43%		0.27%		0.25%		0.30%				-77.72%		95.17%		31.01%		21.00%

		Interest Expense		-53.4		-38		-8.4

		Earnings before inc taxes		459.5		1056.4		906.3		796.4				4.43%		11.22%		11.64%		12.50%		11.80%				-56.50%		16.56%		13.80%		43.40%

		Income taxes		144		383.7		324.8		302				1.39%		4.08%		4.17%		4.74%		4.40%				-62.47%		18.13%		7.55%		38.70%

		Earnings before cum eff of change

		in accounting principle		315.5		672.7		581.5		494.4				3.04%		7.15%		7.47%		7.76%		7.40%				-53.10%		15.68%		17.62%		46.20%

		Cum effect of acc change for FIN 47						17.2										0.22%

		Net earnings		315.5		672.7		564.3		494.4				3.04%		7.15%		7.25%		7.76%		4.40%				-53.10%		19.21%		14.14%		46.40%
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																ROA										roce

		Starbucks		2008		2007		2006						2008		2007		2006						2008		2007		2006

		net revenues										tax rate		0.3133841132		0.363249077		0.3583802273				num		315.5		672.6		564.3

		company-operated		8771.9		7998.3		6583.1				Numerator		352.1652883569		696.7965350753		586.8896060907				denom		2387.5		2256.35		2159.45

		Speciality										Denom		5508.3		4886.5		3971.35

		licensing		1171.6		1026.3		860.6

		foodservice and other		439.5		386.9		343.2				ROA		0.0639335709		0.1425962417		0.1477808821				ROCE		0.1321465969		0.2980920513		0.2613165389

		Total Speciality		1611.1		1413.2		1203.8

		Total Net Revenues		10383		9411.5		7786.9				Prof Mgn		0.033917489		0.0740367141		0.0753688382				prof mgn		0.0303862082		0.07146576		0.0746767006

												Asset TO		1.8849735853		1.9260206692		1.960769008				ATO		1.8849735853		1.9260206692		1.960769008

		COS including occupancy costs		4645.3		3999.1		3178.8														lev		2.3071413613		2.1656657877		1.8390562412

		store operating expenses		3745.1		3215.9		2687.8						0.0639335709		0.1425962417		0.1477808821

		other operating expenses		330.1		294.2		253.7														ROCE		0.1321465969		0.2980920513		0.26928153

		Depreciation & amort expenses		549.3		467.2		387.2				avg A/R		308.7		256.1		207.5

		G&A expenses		456		489.2		479.4				avg Inv		692.25		663.95		591.25

		Restructuring		266.9

		Total operating expenses		9992.7		8465.6		6986.9				avg fixed a		2923.4		2589.15		2064.95

																						avg liab		3120.75		2630.15

		Income from equity investees		113.6		108		94				A/R to		33.6345966958		36.7493166732		37.5272289157				Ret to cred		0.0117488707		0.0091996788

		Operating income		503.9		1053.9		894				Days		10.85192141		9.9321574669		9.726271045

																						exc ret on creditors				162.8554028981		350.8529700364

		Net interest and other income		9		40.4		20.7				Inv to		6.7104369809		6.0231945177		5.3764059197				retun by common				152.6414004234		321.7470299636

		Interest Expense		-53.4		-38		-8.4

		Earnings before inc taxes		459.5		1056.3		906.3				Days		54.3928809765		60.5990722913		67.8892192022

		Income taxes		144		383.7		324.8														ROCE				0.1321452579		0.2980920513

		Earnings before cum eff of change

		in accounting principle		315.5		672.6		581.5				Fixed TO		3.5516863926		3.6349767298		3.770987191

		Cum effect of acc change for FIN 47						17.2				Days		102.7680824425		100.4132975615		96.7916308159

		Net earnings		315.5		672.6		564.3

																						EBITDA		1965.2		2499.5		2240

																						CFO		1258.7		1331.2		1131.6

				2008		2007		2006		2005		Curr Ratio		0.7982828698		0.7870662461		0.7903492457				Corr		0.3433005802

		Cash and cash equivalents		269.8		281.3		312.6				Quick Ratio		0.297666347		0.337121915		0.3502273197

		Short-term investments - available-for-sale		3		83.9		87.5				CFO/Liab		0.574827602		0.6175542772		0.5846249225				FCF		274.2		250.9		360.4

		Short-term investments - trading securities		49.5		73.6		53.5														Corr		-0.98664844

		Accounts receivable, net		329.5		287.9		224.3		190.7

		Inventories		692.8		691.7		636.2		546.3												Cash + ST Inv		322.3		438.8		453.6

		Prepaid expenses and other current assets		169.2		148.8		126.9

		Deferred income taxes, net		234.2		129.4		88.8														Tot debt/assets		0.2225787117		0.2358532934		0.1585007902

		Total current assets		1748		1696.6		1529.8														TD/equity		0.5068850616		0.5518147191		0.3149959616

																						TL/TA		0.5608891866		0.5725673653		0.4968390156

		Long-term investments - availiable-for-sale		71.4		21		5.8														TD/EBITDA		0.642479137		0.5042608522		0.3133928571

		Equity and other investments		302.6		258.9		219.1

		PP&E - net		2956.4		2890.4		2287.9		1842												Int Cov		9.6048689139		28.7973684211		108.8928571429

		Other assets		261.1		219.4		186.9														Cash Int Cov		29.8083491461		48.4050991501		133.6132075472

		Other intangible assets		66.6		42.1		38														ebitda/int		36.8014981273		65.7763157895		266.6666666667

		Goodwill		266.5		215.6		161.5

		TOTAL ASSETS		5672.6		5344		4429		3513.7

		Commercial paper and other short-term borrow		713		710.3		700

		Accounts payable		324.9		390.8		340.9

		Accrued compensation and related costs		253.6		292.4		289

		Accrued occupancy costs		136.1		74.6		54.9

		Accured taxes		76.1		92.5		94

		Insurance reserves		152.5		137

		Other accrued expenses		164.4		160.3		224.1

		Deferred revenue		368.4		296.9		231.9

		Current portion of long-term debt		0.7		0.8		0.8

		Total current liabilities		2189.7		2155.6		1935.6

		Long-term debt		549.6		550.1		2

		Other long-term liabilities		442.4		354.1		262.9

		Total liabilities		3181.7		3059.8		2200.5

		Common stock		0.7		0.7		0.8

		Other additional paid-in-capital		39.4		39.4		39.4

		Retained earnings		2402.4		2189.4		2151.1

		Accumulated other comprehensive income		48.4		54.6		37.3

		Total shareholders' equity		2490.9		2284.1		2228.6		2090.3

		TOTAL LIABILITIES AND SHARE EQUITY		5672.6		5343.9		4429.1
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				2008		2007		2006						2008		2007		2006				2004				2008		2007				2004

		Cash and cash equivalents		269.8		281.3		312.6						4.76%		5.26%		7.06%				8.80%				-4.09%		-10.01%				48.90%

		Short-term investments - available-for-sale		3		83.8		87.5						0.05%		1.57%		1.98%				10.40%				-96.42%		-4.23%				137.60%

		Short-term investments - trading securities		49.5		73.6		53.5						0.87%		1.38%		1.21%								-32.74%		37.57%

		Accounts receivable, net		329.5		287.9		224.3		190762				5.81%		5.39%		5.06%		5.43%		4.10%				14.45%		28.35%		-99.88%		22.40%

		Inventories		692.8		691.7		636.2		546299				12.21%		12.94%		14.36%		15.55%		12.50%				0.16%		8.72%		-99.88%		23.30%

		Prepaid expenses and other current assets		169.2		148.8		126.9						2.98%		2.78%		2.87%				4.00%				13.71%		17.26%

		Deferred income taxes, net		234.2		129.5		88.8						4.13%		2.42%		2.00%								80.85%		45.83%

		Total current assets		1748		1696.6		1529.8						30.81%		31.75%		34.54%				39.80%				3.03%		10.90%

		Long-term investments - availiable-for-sale		71.4		21		5.8						1.26%		0.39%		0.13%								240.00%		262.07%

		Equity and other investments		302.6		258.8		219.1						5.33%		4.84%		4.95%				9.10%				16.92%		18.12%				9.50%

		PP&E - net		2956.4		2890.4		2287.9		1842019				52.12%		54.09%		51.66%		52.42%		45.80%				2.28%		26.33%		-99.88%		7.20%

		Other assets		261.1		219.4		186.9						4.60%		4.11%		4.22%				5.30%				19.01%		17.39%

		Other intangible assets		66.6		42		38						1.17%		0.79%		0.86%								58.57%		10.53%

		Goodwill		266.5		215.6		161.5						4.70%		4.03%		3.65%								23.61%		33.50%

		TOTAL ASSETS		5672.6		5343.8		4429		3513693				100.00%		100.00%		100.00%				100%				6.15%		20.65%		-99.87%		22.00%

		Commercial paper and other short-term borrow		713		710.3		700						12.57%		13.29%		15.80%								0.38%		1.47%

		Accounts payable		324.9		390.8		340.9						5.73%		7.31%		7.70%				5.90%				-16.86%		14.64%				17.90%

		Accrued compensation and related costs		253.6		292.4		289						4.47%		5.47%		6.53%								-13.27%		1.18%

		Accrued occupancy costs		136.1		74.6		54.9						2.40%		1.40%		1.24%								82.44%		35.88%

		Accrued taxes		76.1		92.5		94						1.34%		1.73%		2.12%								-17.73%		-1.60%

		Insurance reserves		152.5		137

		Other accrued expenses		164.4		160.3		224.2						2.90%		3.00%		5.06%								2.56%		-28.50%

		Deferred revenue		368.4		296.9		232						6.49%		5.56%		5.24%								24.08%		27.97%

		Current portion of long-term debt		0.7		0.8		0.8						0.01%		0.01%		0.02%				0%				-12.50%		0.00%

		Total current liabilities		2189.7		2155.6		1935.8						38.60%		40.34%		43.71%				22.00%				1.58%		11.35%				30.00%

		Long-term debt		549.6		550.1		2						9.69%		10.29%		0.05%				0.10%				-0.09%		27405.00%				-18.20%

		Other long-term liabilities		442.4		354.1		262.9						7.80%		6.63%		5.94%				4.90%				24.94%		34.69%

		Total liabilities		3181.7		3059.8		2200.7						56.09%		57.26%		49.69%				27.00%				3.98%		39.04%				29.50%

		Common stock		0.7		0.7		0.8						0.01%		0.01%		0.02%				0%				0.00%		-12.50%				0%

		Other additional paid-in-capital		39.4		39.4		39.4						0.69%		0.74%		0.89%				29.40%				0.00%		0.00%				-0.20%

		Retained earnings		2402.4		2189.4		2151.1						42.35%		40.97%		48.57%				42.70%				9.73%		1.78%				36.90%

		Accumulated other comprehensive income		48.4		54.6		37.3						0.85%		1.02%		0.84%				0.90%				-11.36%		46.38%				104.20%

		Total shareholders' equity		2409.9		2284.1		2228.6						42.48%		42.74%		50.32%				73.00%				5.51%		2.49%				19.50%

		TOTAL LIABILITIES AND SHARE EQUITY		5672.6		5343.9		4429.3						100.00%		100.00%		100.01%				100%				6.15%		20.65%				22.00%
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Sheet1

		Starbucks				2007		2006		2005

		net revenues

		company-operated				7998265		6586098		5391927

		Speciality

		licensing				1026338		860676		673015

		foodservice and other				386894		343168		304358

		Total Speciality				1413232		1203844		977373

		Total Net Revenues				9411497		7786942		6369300

		COS including occupancy costs				3999124		3178791		2605212

		store operating expenses				3215889		2687815		2165911

		other operating expenses				294136		253724		192525

		Depreciation & amort expenses				467160		387211		340169

		G&A expenses				489249		479386		361613

		Total operating expenses				8465558		6986927		5665430

		Income from equity investees				108006		93937		76648

		Operating income				1053945		893952		780518

		Net interest and other income				2419		12291		15829

		Earnings before inc taxes				1056364		906243		796347

		Income taxes				383726		324770		301977

		Earnings before cum eff of change

		in accounting principle				672628		581473		493370

		Cum effect of acc change for FIN 47						17214

		Net earnings				672638		564259		494370

						2007		2006

		Cash and cash equivalents				281261		312606

		Short-term investments - available-for-sale				83845		87542

		Short-term investments - trading securities				73588		53496

		Accounts receivable, net				287925		224271		190762

		Inventories				691658		636222		546299

		Prepaid expenses and other current assets				148757		126874

		Deferred income taxes, net				129453		88777

		Total current assets				1696487		1529788

		Long-term investments - availiable-for-sale				21022		5811

		Equity and other investments				258846		219093

		PP&E - net				2890433		2287899		1842019

		Other assets				219422		186917

		Other intangible assets				42043		37955

		Goodwill				215625		161478

		TOTAL ASSETS				5343878		4428941		3513693

		Commercial paper and other short-term borrow				710248		700000

		Accounts payable				390836		340937

		Accrued compensation and related costs				332331		288963

		Accrued occupancy costs				74591		54868

		Accured taxes				92516		94010

		Other accrued expenses				257369		224154

		Deferred revenue				296900		231926

		Current portion of long-term debt				775		762

		Total current liabilities				2155566		1935620

		Long-term debt				550121		1958

		Other long-term liabilities				354074		262857

		Total liabilities				3059761		2200435

		Common stock				738		756

		Other additional paid-in-capital				39393		39393

		Retained earnings				2189366		2151084

		Accumulated other comprehensive income				54620		37273

		Total shareholders' equity				2284117		2228506

		TOTAL LIABILITIES AND SHARE EQUITY				5343878		4428941
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		Common Size Statements + % Growth		2008		2007		2006		2005				2008		2007		2006		2005		2004				2008		2007		2006		2004

		net revenues

		company-operated		8771.9		7998.3		6583.1		5391.9				84.48%		84.98%		84.54%		84.65%		84.20%				9.67%		21.50%		22.09%		29.20%

		Speciality

		licensing		1171.6		1026.3		860.6		673				11.28%		10.90%		11.05%		10.57%		10.70%				14.16%		19.25%		27.88%		38.10%

		foodservice and other		439.5		386.9		343.2		304.4				4.23%		4.11%		4.41%		4.78%		5.10%				13.60%		12.73%		12.75%		25.30%

		Total Speciality		1611.1		1413.2		1203.8		977.4				15.52%		15.02%		15.46%		15.35%		15.80%				14.00%		17.39%		23.16%

		Total Net Revenues		10383		9411.5		7786.9		6369.3				100.00%		100.00%		100.00%		100.00%		100.00%				10.32%		20.86%		22.26%		29.90%

		COS including occupancy costs		4645.3		3999.1		3178.8		2605.2				44.74%		42.49%		40.82%		40.90%		41.40%				16.16%		25.81%		22.02%		30.30%

		store operating expenses		3745.1		3215.9		2687.8		2165.9				36.07%		34.17%		34.52%		34.01%		33.80%				16.46%		19.65%		24.10%		29.80%

		other operating expenses		330.1		294.1		253.7		192.5				3.18%		3.12%		3.26%		3.02%		3.20%				12.24%		15.92%		31.79%		21.40%

		Depreciation & amort expenses		549.3		467.2		387.2		340.2				5.29%		4.96%		4.97%		5.34%		5.50%				17.57%		20.66%		13.82%		18.20%

		G&A expenses		456		489.2		479.4		361.6				4.39%		5.20%		6.16%		5.68%		5.70%				-6.79%		2.04%		32.58%		24.40%

		Restructuring		266.9										2.57%

		Total operating expenses		9992.7		8465.5		6986.9		5665.4				96.24%		89.95%		89.73%		88.95%		89.60%				18.04%		21.16%		23.33%		28.60%

		Income from equity investees		113.6		108		94		76.6				1.09%		1.15%		1.21%		1.20%		1.10%				5.19%		14.89%		22.72%		58.10%

		Operating income		503.9		1054		894		780.5				4.85%		11.20%		11.48%		12.25%		11.50%				-52.19%		17.90%		14.54%		44.00%

		Net interest and other income		9		40.4		20.7		15.8				0.09%		0.43%		0.27%		0.25%		0.30%				-77.72%		95.17%		31.01%		21.00%

		Interest Expense		-53.4		-38		-8.4

		Earnings before inc taxes		459.5		1056.4		906.3		796.4				4.43%		11.22%		11.64%		12.50%		11.80%				-56.50%		16.56%		13.80%		43.40%

		Income taxes		144		383.7		324.8		302				1.39%		4.08%		4.17%		4.74%		4.40%				-62.47%		18.13%		7.55%		38.70%

		Earnings before cum eff of change

		in accounting principle		315.5		672.7		581.5		494.4				3.04%		7.15%		7.47%		7.76%		7.40%				-53.10%		15.68%		17.62%		46.20%

		Cum effect of acc change for FIN 47						17.2										0.22%

		Net earnings		315.5		672.7		564.3		494.4				3.04%		7.15%		7.25%		7.76%		4.40%				-53.10%		19.21%		14.14%		46.40%





Sheet4

																ROA										roce

		Starbucks		2008		2007		2006						2008		2007		2006						2008		2007		2006

		net revenues										tax rate		0.3133841132		0.363249077		0.3583802273				num		315.5		672.6		564.3

		company-operated		8771.9		7998.3		6583.1				Numerator		352.1652883569		696.7965350753		586.8896060907				denom		2387.5		2256.35		2159.45

		Speciality										Denom		5508.3		4886.5		3971.35

		licensing		1171.6		1026.3		860.6

		foodservice and other		439.5		386.9		343.2				ROA		0.0639335709		0.1425962417		0.1477808821				ROCE		0.1321465969		0.2980920513		0.2613165389

		Total Speciality		1611.1		1413.2		1203.8

		Total Net Revenues		10383		9411.5		7786.9				Prof Mgn		0.033917489		0.0740367141		0.0753688382				prof mgn		0.0303862082		0.07146576		0.0746767006

												Asset TO		1.8849735853		1.9260206692		1.960769008				ATO		1.8849735853		1.9260206692		1.960769008

		COS including occupancy costs		4645.3		3999.1		3178.8														lev		2.3071413613		2.1656657877		1.8390562412

		store operating expenses		3745.1		3215.9		2687.8						0.0639335709		0.1425962417		0.1477808821

		other operating expenses		330.1		294.2		253.7														ROCE		0.1321465969		0.2980920513		0.26928153

		Depreciation & amort expenses		549.3		467.2		387.2				avg A/R		308.7		256.1		207.5

		G&A expenses		456		489.2		479.4				avg Inv		692.25		663.95		591.25

		Restructuring		266.9

		Total operating expenses		9992.7		8465.6		6986.9				avg fixed a		2923.4		2589.15		2064.95

																						avg liab		3120.75		2630.15

		Income from equity investees		113.6		108		94				A/R to		33.6345966958		36.7493166732		37.5272289157				Ret to cred		0.0117488707		0.0091996788

		Operating income		503.9		1053.9		894				Days		10.85192141		9.9321574669		9.726271045

																						exc ret on creditors				162.8554028981		350.8529700364

		Net interest and other income		9		40.4		20.7				Inv to		6.7104369809		6.0231945177		5.3764059197				retun by common				152.6414004234		321.7470299636

		Interest Expense		-53.4		-38		-8.4

		Earnings before inc taxes		459.5		1056.3		906.3				Days		54.3928809765		60.5990722913		67.8892192022

		Income taxes		144		383.7		324.8														ROCE				0.1321452579		0.2980920513

		Earnings before cum eff of change

		in accounting principle		315.5		672.6		581.5				Fixed TO		3.5516863926		3.6349767298		3.770987191

		Cum effect of acc change for FIN 47						17.2				Days		102.7680824425		100.4132975615		96.7916308159

		Net earnings		315.5		672.6		564.3

																						EBITDA		1965.2		2499.5		2240

																						CFO		1258.7		1331.2		1131.6

				2008		2007		2006		2005		Curr Ratio		0.7982828698		0.7870662461		0.7903492457				Corr		0.3433005802

		Cash and cash equivalents		269.8		281.3		312.6				Quick Ratio		0.297666347		0.337121915		0.3502273197

		Short-term investments - available-for-sale		3		83.9		87.5				CFO/Liab		0.574827602		0.6175542772		0.5846249225				FCF		274.2		250.9		360.4

		Short-term investments - trading securities		49.5		73.6		53.5														Corr		-0.98664844

		Accounts receivable, net		329.5		287.9		224.3		190.7

		Inventories		692.8		691.7		636.2		546.3												Cash + ST Inv		322.3		438.8		453.6

		Prepaid expenses and other current assets		169.2		148.8		126.9

		Deferred income taxes, net		234.2		129.4		88.8														Tot debt/assets		0.2225787117		0.2358532934		0.1585007902

		Total current assets		1748		1696.6		1529.8														TD/equity		0.5068850616		0.5518147191		0.3149959616

																						TL/TA		0.5608891866		0.5725673653		0.4968390156

		Long-term investments - availiable-for-sale		71.4		21		5.8														TD/EBITDA		0.642479137		0.5042608522		0.3133928571

		Equity and other investments		302.6		258.9		219.1

		PP&E - net		2956.4		2890.4		2287.9		1842												Int Cov		9.6048689139		28.7973684211		108.8928571429

		Other assets		261.1		219.4		186.9														Cash Int Cov		29.8083491461		48.4050991501		133.6132075472

		Other intangible assets		66.6		42.1		38														ebitda/int		36.8014981273		65.7763157895		266.6666666667

		Goodwill		266.5		215.6		161.5

		TOTAL ASSETS		5672.6		5344		4429		3513.7

		Commercial paper and other short-term borrow		713		710.3		700

		Accounts payable		324.9		390.8		340.9

		Accrued compensation and related costs		253.6		292.4		289

		Accrued occupancy costs		136.1		74.6		54.9

		Accured taxes		76.1		92.5		94

		Insurance reserves		152.5		137

		Other accrued expenses		164.4		160.3		224.1

		Deferred revenue		368.4		296.9		231.9

		Current portion of long-term debt		0.7		0.8		0.8

		Total current liabilities		2189.7		2155.6		1935.6

		Long-term debt		549.6		550.1		2

		Other long-term liabilities		442.4		354.1		262.9

		Total liabilities		3181.7		3059.8		2200.5

		Common stock		0.7		0.7		0.8

		Other additional paid-in-capital		39.4		39.4		39.4

		Retained earnings		2402.4		2189.4		2151.1

		Accumulated other comprehensive income		48.4		54.6		37.3

		Total shareholders' equity		2490.9		2284.1		2228.6		2090.3

		TOTAL LIABILITIES AND SHARE EQUITY		5672.6		5343.9		4429.1
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				2008		2007		2006						2008		2007		2006				2004				2008		2007				2004

		Cash and cash equivalents		269.8		281.3		312.6						4.76%		5.26%		7.06%				8.80%				-4.09%		-10.01%				48.90%

		Short-term investments - available-for-sale		3		83.8		87.5						0.05%		1.57%		1.98%				10.40%				-96.42%		-4.23%				137.60%

		Short-term investments - trading securities		49.5		73.6		53.5						0.87%		1.38%		1.21%								-32.74%		37.57%

		Accounts receivable, net		329.5		287.9		224.3		190762				5.81%		5.39%		5.06%		5.43%		4.10%				14.45%		28.35%		-99.88%		22.40%

		Inventories		692.8		691.7		636.2		546299				12.21%		12.94%		14.36%		15.55%		12.50%				0.16%		8.72%		-99.88%		23.30%

		Prepaid expenses and other current assets		169.2		148.8		126.9						2.98%		2.78%		2.87%				4.00%				13.71%		17.26%

		Deferred income taxes, net		234.2		129.5		88.8						4.13%		2.42%		2.00%								80.85%		45.83%

		Total current assets		1748		1696.6		1529.8						30.81%		31.75%		34.54%				39.80%				3.03%		10.90%

		Long-term investments - availiable-for-sale		71.4		21		5.8						1.26%		0.39%		0.13%								240.00%		262.07%

		Equity and other investments		302.6		258.8		219.1						5.33%		4.84%		4.95%				9.10%				16.92%		18.12%				9.50%

		PP&E - net		2956.4		2890.4		2287.9		1842019				52.12%		54.09%		51.66%		52.42%		45.80%				2.28%		26.33%		-99.88%		7.20%

		Other assets		261.1		219.4		186.9						4.60%		4.11%		4.22%				5.30%				19.01%		17.39%

		Other intangible assets		66.6		42		38						1.17%		0.79%		0.86%								58.57%		10.53%

		Goodwill		266.5		215.6		161.5						4.70%		4.03%		3.65%								23.61%		33.50%

		TOTAL ASSETS		5672.6		5343.8		4429		3513693				100.00%		100.00%		100.00%				100%				6.15%		20.65%		-99.87%		22.00%

		Commercial paper and other short-term borrow		713		710.3		700						12.57%		13.29%		15.80%								0.38%		1.47%

		Accounts payable		324.9		390.8		340.9						5.73%		7.31%		7.70%				5.90%				-16.86%		14.64%				17.90%

		Accrued compensation and related costs		253.6		292.4		289						4.47%		5.47%		6.53%								-13.27%		1.18%

		Accrued occupancy costs		136.1		74.6		54.9						2.40%		1.40%		1.24%								82.44%		35.88%

		Accrued taxes		76.1		92.5		94						1.34%		1.73%		2.12%								-17.73%		-1.60%

		Insurance reserves		152.5		137

		Other accrued expenses		164.4		160.3		224.2						2.90%		3.00%		5.06%								2.56%		-28.50%

		Deferred revenue		368.4		296.9		232						6.49%		5.56%		5.24%								24.08%		27.97%

		Current portion of long-term debt		0.7		0.8		0.8						0.01%		0.01%		0.02%				0%				-12.50%		0.00%

		Total current liabilities		2189.7		2155.6		1935.8						38.60%		40.34%		43.71%				22.00%				1.58%		11.35%				30.00%

		Long-term debt		549.6		550.1		2						9.69%		10.29%		0.05%				0.10%				-0.09%		27405.00%				-18.20%

		Other long-term liabilities		442.4		354.1		262.9						7.80%		6.63%		5.94%				4.90%				24.94%		34.69%

		Total liabilities		3181.7		3059.8		2200.7						56.09%		57.26%		49.69%				27.00%				3.98%		39.04%				29.50%

		Common stock		0.7		0.7		0.8						0.01%		0.01%		0.02%				0%				0.00%		-12.50%				0%

		Other additional paid-in-capital		39.4		39.4		39.4						0.69%		0.74%		0.89%				29.40%				0.00%		0.00%				-0.20%

		Retained earnings		2402.4		2189.4		2151.1						42.35%		40.97%		48.57%				42.70%				9.73%		1.78%				36.90%

		Accumulated other comprehensive income		48.4		54.6		37.3						0.85%		1.02%		0.84%				0.90%				-11.36%		46.38%				104.20%

		Total shareholders' equity		2409.9		2284.1		2228.6						42.48%		42.74%		50.32%				73.00%				5.51%		2.49%				19.50%

		TOTAL LIABILITIES AND SHARE EQUITY		5672.6		5343.9		4429.3						100.00%		100.00%		100.01%				100%				6.15%		20.65%				22.00%
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