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Part I.  Introduction: Accounting Principles and Auditing Standards 

1) The Importance of Understanding Financial Accounting: 

a) Preliminary note on financial and tax accounting: 

i) Financial accounting and tax accounting are different.   Each measure income by a different set of rules and each set of rules is incomplete.  
ii) What is the basis for the differences? Different bc designed to serve different ends.  Tax accnt rules designed to deal with conflicting interests of TPs and the govt; financial accnt focused on accurate and full disclosure of information to investors and creditors.
iii) To what extent is financial accounting relevant to tax issues? TP starts w/ financial income for tax purposes, so the basis of tax accounting is financial accounting.
b) The fundamental importance of understanding financial accounting and auditing: 

i) GAAP-based financial statements are the principal source of data.   Financial statements give us a bottom line – numbers that appear on the bottom line (like “net income”).  Trick is to know to what extent the numbers in financial statement capture true performance of the company. Problems often in misconstrued data, not misstatements
ii) GAAS is the fundamental method of assurance of reliability.   Tells us degree to which we can find reliability in financial statements. High degree of reliability
iii) Most of what is relevant – for all financial, analytical, tax and regulatory purposes – can be found in the statements, notes or supplementary data.   Financial statements have a wealth of information, even if they are not always clear.  Prof argued that if someone had read Enron’s statements carefully enough, the company’s problems would have been apparent.
iv) Accounting culture and practice are the keys to understanding the content of the financial statements.  Acctng is actual collection of information.  Financial statement is a convention, and it plugs into the only system in the world for rapid, multi-national exchange of firm-based information.
2) The Legal Framework:  Generally accnting principles differ across borders.  Currently changing in the US.
a) State law: 

i) Regulation of licensing of accountants.   Professional regulations.  Requires CPA exam that is uniform across country.  
ii) General absence of accounting and reporting requirements.   Vary by state.  Few states require corporations to file statements with the state.  Most states do require that if a corporation prepares an annual report it must be shared with SHs, but no required disclosure.  State tax returns immune from discovery.
(1) Exception: Public Companies: if covered under 1934 Securities Exchange Act, then you have to prepare financial statements
b) Federal law:   Federal law creates affirmative obligation to make reports to SHs available.
i) The regulatory power of the Securities & Exchange Commission:

(1)  Regulatory power over auditing and accounting.   Create, disseminate, administer and enforce accounting rules and auditing standards.  Applies to registered companies – companies above certain amount of value and SHs (generally those with equity security held by more than 500)
(2) The history of SEC regulation: the SEC as meddler.  Unique history between accnting profession and the SEC.  SEC would issue accounting rules and profession would then follow lead, and SEC would back-off.  FASB is not a govt organization; rather SEC is seen as accepting views of an outside body.  Issue at time of SOX whether accnting should become govt regulated.
(3) The core accounting regulations: S-K, S-X.   Regulations generally tell what kind of information must be disclosed in financial statements, but not how.
(4) The likelihood of increased SEC regulation.   With fraud comes the likelihood of increased governmental regulation.  There is a cost that comes with govt regulation and prof is wary of such cost.
ii) Increased federal accounting regulation under Sarbanes-Oxley. 
iii) Accounting and the Internal Revenue Service.

(1) Absence of an IRS body of accounting principles. 
(2) Why tax and financial accounting should be similar.  It is difficult for people to keep two sets of books.  Rules are confusing to follow.
(3) Why tax and financial accounting must sometimes differ.   Must differ bc they have different aims.  
c) International accounting principles and auditing standards.  Principles in accnt tend to shift across borders.  Aside from GAAP, there are International Reporting Standards promulgated by the Int’l Accounting Standards Board.  Adopted by EU treaty.  Coordination btwn US and intl bodies more likely in the future.
i) International accounting and auditing:   Int’l systems tends to be more uniform.
(1) Treaty-based legal rules on accounting and auditing. 
(2) Statutory principles of accounting and auditing. 

ii) The unique United States structure: 
(1) Auditing standards developed by the profession.   US standard is not done by statute.  
(2) Accounting principles by the profession and independent bodies. 

3) Generally Accepted Accounting Principles (GAAP):  Outside of US is it the IAS.
a) The sources of definitive GAAP:   Not contained in any single book or source.  Put out piecemeal over time.
i) Accounting Research Bulletins (ARB’s).  Issued by org. that no longer exists; traditional way things worked out.  Addressed problems as they arose.
ii) Opinions of the Accounting Principles Board (APB’s).   From Amer. Institute of CPAs
iii) Statements of Financial Accounting Standards (FAS’s).   1972 - today. Quasi-independent body.  FASB has 7 members (5 CPAs, 2 non) financed by industry/accnting profession.  SOX forced this to become self-sustaining.  Not a govt agency, but does listen to the govt.  SEC probably could set forth acting principles if it wanted, but history has developed otherwise.
b) The absence of a complete, hierarchical set of standards: 

i) The history of the development of GAAP. 

ii) The contrast with International Accounting Standards (IAS). (previously IFRS) 

iii) Current steps toward “principle-based” accounting standards.
iv) The movement toward international harmonization: increased role of IFRS 
c) The GAAP hierarchy.   SFAS 162: Most weight should be given to official sources, but series of other pronouncements and literature can serve in the absence of official pronouncements.  Certain rules trump other rules.  Generally rules come up from the bottom until the FASB actually deals with them.  Intl model tends to be more top-down, and doesn’t cover issues as deeply as FASB.
i) FASB statements, APB opinions, ARB’s.   The orgs issuing official opinions. 
ii) FASB technical bulletins, AICPA guides and SOP’s.   Interpretations that don’t answer most questions. AICPA accounting standards exec committee practice bulletins – description of the way in which issues find their way to the FASB, an advisory process, presented by members of the profession
iii) EITF consensus, AICPA practice bulletins.   Emerging Issues Task Force is group of industry professionals, SEC, etc.  who consider issues which have arisen and determined by consensus what should be done.  In absence of FASB, there is good chance that EITF has reached consensus.
iv) Other accounting literature.   Note that not all texts are in agreement and don’t cover all issues in desired depth.
4) Generally Accepted Auditing Standards (GAAS): 

a) The nature of audit and audit regulation:   Auditing is different from accounting.  Accounting is focused on disclosure of information; auditing is a set of rules that are meant to ensure information in financial statements is reliable.  
i) The profession: licensing, regulation, review.   
ii) Definitive GAAS for nonpublic companies: the Auditing Standards Board of the AICPA. 

iii) Standards applicable to registered companies: Potential changes following Sarbanes-Oxley – the Public Accounting Oversight Board (PCAOB).  Establish under SOX.  Power to create and administer auditing standards for all companies whose statements are audited in the public sector. PCAOB is self-financed, with the function of supervising accountants and adopting auditing standards.  Could accept entire body of stds issued by AICPA, and has decided to so now, but could also rewrite everything.   
b) The standards of Generally Accepted Auditing Standards:   10 standards, 3 categories.
i) General standards, including competence, supervision, independence. 
(1) Training.  Staff must have adequate training and be proficient in auditing.
(2) Independence.  Heart of auditing process.  Auditor must be in fact and appearance independent of company being audited.
(3) Due Professional Care.  Should always be exercised.
ii) Field work standards, including internal control, evidentiary matter. 
(1) Planning and supervision.  Audit must be planned and supervised; always begins w.  an audit program, doc listing what is done, who does it, etc.
(2) Internal Control.  Checks and balances to ensure that docs and records are properly made and assets don’t disappear (e.g. checks over $500 require two signatures).
(3) Sufficient Financial Matter.  Auditor must validate all data independently of the comp. in sufficient competent evidential matter.

iii) Reporting standards.
(1) Accordance in GAAP.  Auditor’s report must state whether financial statements are presented correctly with standards

(2) Consistency with GAAP.  Auditor must examine for consistency with application of GAAP.
(3) Opinion.  Auditor must render an opinion or state reasons why an opinion cannot be expressed
(4) Informative Disclosure.  Auditor must give disclosure on all aspects bearing on the audit.

Part II.  The Financial Statement: Balance Sheet and Statement of Income
1) Introduction: 

a) The principal financial statements.  Provides list of liabilities, debts, ownership and equity. 
i) Balance sheet, or statement of financial position.   Statement of status, lists, as of end of annual or fiscal year. Assets, liabilities and net worth of a company.  Time-freeze status of the company bc numbers change constantly. Assets, Liabilities, Net Worth.
ii) Statement of income.   Statement of performance over time period, usually 1 year.  Sets forth performance in terms of revenue and expenses.  Focused on earnings.
iii) Statement of cash flows.   Statement of performance.  Easiest to understand.  Reflects only dollars in and dollars out.  Not same as statement of income bc measuring different things.  Cash flow measures cash in and out; and income is focused on earnings.
(1) Example:  Lawyer does $50k of work in ‘02 but not paid until ‘03.  Income in ‘02 is $50k, but cash flow is $0.  Income in ‘03 is $0 and cash flow is $50k.
iv) Statement of stockholders’ equity.   Statement summarizing investments and distributions to SHs; can be derived from other statements.  
b) Some general observations: SEE 2005 HP 10K, pp. 71-73
i) Multiple years disclosed and audited:  SEC regs require different years for different sheets.
(1) Two years of balance sheets.  Helps us to compare data from one year to the next.
(2) Three years of income statements and cash flows.   Multiple years are disclosed.
(3) Comparative data as an analytical tool.   Best possible tool for analyzing trends; series of data points tend to show where company is going.  Accting helps us to separate expectations from reality.
ii) Consolidated financial statements.   Done by large companies with parents and subsidiaries.
iii) Notes are an integral part of the financial statements.   Bottomline of statements is very important to understanding financial statements.  Accountants believe information in the statement itself has more disclosure force, but in reality it does not matter.  
iv) Balance sheet and income statement are “articulated.”  Articulation means that changes in the balance sheet must be reflected in the income statement.  Connection between balance sheets in the income statement – nothing goes into one statement w/out affecting the other.
c) Realization and recognition in financial accounting: 
i) The realization concept.  Recognition is receipt of cash and realization is economic earning of income or economic incurring of expense. Items are not recorded unless they have been appropriately realized.  Realization is the trigger for writing something down.
(1) Transaction-based recording and reporting.   Realization takes place with respect to income or loss as a general matter when all of the events necessary for the absolute right to receive payment have been satisfied.  
(2) Accnting takes view that when there is economically realization, it must be recognized in the financial statement.
(3) Income realized when company performs all acts necessary to elicit payment, but no need to receive actual payment.
(4) Expenses also realized when accrued, no matter when paid.  
(5) Recognition:  writing down a transaction.  Some kinds of realized income may not be recognized (i.e. for tax purposes), or may have deferred recognition.
ii) Items that do not appear on the financial statements:  If accnting is transaction-based, financial statements really only reflect sales and exchanges, not value.  Although financial statements are an important starting point for valuing firms, they omit important information.
(1)  Non-purchased assets, e.g., self-generated inventions (Goodwill, brandname, etc)  
(a) Consider Microsoft Windows.  Cost of Windows is reflected in the financial statements, but the most valuable asset is not reflected.
(i) Valuation of invention does not appear on balance sheet as profit
(b)   If a corporation generates an asset itself, the value is not reflected in the balance sheet.  Purchasing corporations, however, carry such assets at cost.  
(c) Don’t show value on balance sheet, but cost (i.e. R&D) can be written off immediately.  
(d) Future value of patents.  Not shown.  But if company sells future patent, it will appear.  Revenues from sale/licensing appear, but the actual value does not.
(e) Problem is that values of companies are systematically understated, though if such things were valued as assets, values could also be overstated.  This method is conservative and avoids value judgment as to what non-purchased assets are worth.  
(f) End rule:  Value is not shown; cost is written down immediately; value shown when asset is sold.
(2) Gain contingencies.   Increase in the value of assets (real estate, buildings, stock) that have not been realized by sale.  Company might have gains that have not been realized, such as the results of a highly successful lawsuit.
(3) Contract rights and obligations not yet “realized.”   Entering a K does not give rise to an asset or liability.  This only occurs when performance occurs – then there is something to write down.
iii) An alert to recent developments that alter these core concepts:

(1) “Fair value” in recent accounting principles.  While most principles are cost-based, recently there has been a move to use “fair value” numbers instead.
(2) The call for greater disclosure of self-generated assets.   Flaw that results in distortion, as in Enron.
d) For whom are the financial statements prepared: 

i) The US view: investors and creditors.  Idea that statements are only for creditors and SHs.  Advise people on whether it is good idea to invest, sell shares, or lend credit to a corporation.
ii) The IAS view: multiple users.   Includes labor unions, the govt, Congress, etc.  
iii) Which view is more sound?  No easy answer. Prof seems more inclined toward the second view rather than the first.  Financial information is essential for all users and the only source we have is the financial statements.
2) The Balance Sheet: 

a) The left and right sides:  Assets are equal to Liabilities + Owners’ Equity.  Double-entry bookkeeping reflects the principle that one can’t own more than what is there.  Liabilities and equity must add up to the total assets held by the company.  
i) Assets.   Refer to whatever things of value that a company owns.  Further down the list, the further one gets away from cash.  Story about the menu.
ii) Liabilities.   Various claims against firm’s assets.  
iii) Net Worth.  This is the owners’ equity.  It is whatever portion of assets that are not claimed.  Difference between equity and liabilities because one of the most powerful indicators of whether a company will stay in business is whether it has sufficient assets to deal with its liabilities. HP is in good shape.
b) Current assets:   Listed from most to least liquid.  Liquidity means ability to pay debts.  pp. 72.
i) Cash and cash equivalents. Listed first, cash and what can be turned into cash almost immediately  
ii) Short-term investments.   Normally investments that company makes in stocks and bonds, not w. objective of holding on long-term.  Done bc firm may have excess cash – invest in derivatives for purpose of hedging themselves against exposure to various kinds of risk in the market.  Tend to be shown at market price – unlike areas of accnting – largely bc there is a market and valuation is fairly easy.  Investments not publicly traded are carried at cost, subject to impairment rule (but this is uncommon). Investments that are or are intended to be sold in 1 year
iii) Accounts receivable and estimated uncollectibles.  Money owed to company as result of selling credit.  Involves judgment call on collectability.  Includes obligations to pay from customers.  Firm also has to estimate which accounts are unlikely to be recovered; some firms have failed bc they were unable to collect on accounts receivable.
iv) Financing Receivables.  Part of activity that extends credit over long periods of time and receive interest on payments.  Form of investment, interest-bearing accounts.
v) Inventories: cost basis, and lower-of-cost-or-market.   Represents goods held for sale in the ordinary course of business.  There are two types, depending on business
(1) Merchandizing Inventory (LCM).  Firm holds good as merchandise to be sold.  Inventory is carried on balance sheet at cost, but if the goods do not sell or the market decreases, then firm must “writedown” to the market.
(a) Why? Because we want as accurate a reflection of reality as we can get so if the “cost” of the merchandise has CLEARLY decreased (e.g., it didn’t sell or the market OBVIOUSLY changed) then we have to decrease the number (aka “write-down”). REMEMBER the criticism that companies are systematically understated…maybe that applies here, too.
(2) Manufacturing Inventory (Cost Basis).  Firm has raw materials that are assembled by the company for sale.  Finished goods are value by process that takes into account components of cost of things such as materials, labor, and other overhead.  
vi) Other Current Assets.  Generally represent expenses of some kind that company has prepaid for coming year (taxes, interests, rent, bills, supplies).  Expenditures made before being used up in course of the year.
c) Property, plant and equipment:   Hard assets.  Buildings, land, machinery, and other equipment.  
i) Cost basis.   Generally asset is carried at its cost in historical dollars.   Cost can have different meanings, such as the following.
(1) Machinery: price of machine plus everything it takes to get and install it.
(2) Building:  Construction includes even the cost of financing.
(3) Land: purchase price plus everything that had to be put in to prepare land for use, such as tearing down or moving old buildings.
ii) Depreciation and amortization; impairment.   Total cost-recovery over the life of the company and the equipment.  Accounting principles allocate costs over time.
(1) Depreciation.  Used for tangible assets.  Two types:  It is not good to see deprecation at something like 80% because it likely means the company is in need of new equipment, which is expensive (see pp. 86).
(a) Straightline.  Mark down price in equal portions each year, either by percentage of cost or some other measure.  Truck with 5 year lifespan is depreciated in value by 1/5 every year.
(b) Accelerated.  Write off more in early years for tax purposes.  HP uses both straightline and accelerated methods.  
(2) Amortization.  Used for intangible assets.  Value is written off over time.  
(3) Impairment.  Impairment deals with the situation where something declines substantially in value.  GAAP requires firm to write down impairment in value as of date incurred.  One area where accounting standards mark to market.

d) Other assets: 

i) Long-term investments.   Includes things like long-term financing receivables.
ii) Intangibles.   (?)
iii) Goodwill.  This is good will acquired by acquisitions. A purchased asset that represents the excess the company pays over a package of physical assets that’s intangible and gets put on the balance sheet
e) Liabilities:  Liabilities represent what must be paid before the SHs get paid.  Not always clear what is equity and what is debt – accounting takes position that preferred stock is debt rather than equity.  Liabilities listed in the same way as assets – liabilities that must be paid first on top.  
i) Current liabilities, and current portion of long-term debt.     Required to be paid in coming year.  Described in notes in the order in which they must be repaid.
(1) Notes payable, short term borrowings.  Borrow at low rates for short-term needs.
(2) Accounts payable.  Like credit card in commercial setting, but do not bear interest unless customer stops making payments. 
(3) Employee compensation and benefits.  Pay earned by EEs but not yet paid.
(4) Taxes on earnings.  
(5) Accrued restructuring expenses.  Expenses incurred during acquisition of Compaq.
ii) Long-term debt.   Shown as single number, but is discussed in notes in more detail.  HP has relatively low long-term debt as companies go.  As interest rates go down, companies tend to use more LT debt financing.  pp 101, fn. 11 gives a complete, detailed listing of most of the important characteristics of the companies’ borrowing both LT and ST debts.  
iii) Deferred taxes.   Essentially means the taxes that are left to be paid.  
f) Analytical tools: the current ratio.  Current ratio compares assets to liabilities.  Take assets over liabilities. 
i) 1.5 A high ratio (1.5) means that company will have little trouble paying debts.  
ii) 2.0 However, extremely high ratio (2.0) means that company has too much cash on hands and isn’t earning anything on assets.  
iii) < 1.5.  Below 1.5 is questionable b/c timing of cash is going to make a difference.  
iv) About 1.0.  Near and below 1.0 is problematic – likelihood of bankruptcy is high b/c company cannot deal will liabilities as they come due.  
g) Stockholders’ equity:   Depends on firm.  For corporation, this shows stock information.  Generally three types of broad headings.
i) Common and preferred stock.   HP authorized preferred stock, but none is outstanding.  Increase in number of shares reflects acquisition of Compaq.  Par value means nothing – just the min price at which shares could be sold.  Par value is not the amount at which stock is sold by a corporation.
ii) Additional paid-in capital.  Protection of capital.  The difference between this and the par value reflects the price at which the stock is trading at.  Price on average was actually close to $100/share.
iii) Retained earnings.   Name for accumulated earnings or profits.  Almost always the largest amount.  Refers to amount of earnings that is not distributed at the end of the year.  Here HP acquired Compaq largely as a result of issuing stock, which drove the stock-issue number up.
iv) Valuing a Corporation.  Important to compare the total net worth of firm to total stock market price.
(1) If net worth is generally lower than stock price it is in part b/c balance sheet tends to understate value of corporation by not including current value and other items.  
(2) If, however, stock price is lower than value on the balance sheet, corporation is in trouble, given the conservative biases of accounting – firm is likely underpriced.
3) The Statement of Income:  (HP, pp. 71)
a) Gross profit or gross margin: Bottom line is the “net loss/earnings.”  Per share is also important for some. Numbers are important as historical numbers, but they are not necessarily predictive of the future.
i) Revenues.  Net revenue is shown at top. HP is unique in that it breaks revenue down into three categories (Products, Services and Financing).  HP is kind of like a credit company in some instances.
ii) Cost of sales.   Represents what was paid for things sold or otherwise produced revenue.  
iii) Analysis of gross profit.  Difference between revenue and cost of revenue is a bell-weather measure of whether a company is profitable.  
b) Earnings from operations:  Next most important bottom-line consideration.  Each of the following expenses play into the ultimate profitability of the corporation.  Includes the following:
i) Operating expenses.  Expenses are different from costs.  Expenses are those outlays which arise as part of actually running a company (office space, electricity, etc.)  Costs are directly related to the production of a product.
ii) Research and development expenses.   GAAP requires money company spends for research to be disclosed, regardless of whether it yields useful information or not.  Can’t write research as creating an asset because not all research creates an asset.  Too hard to monitor what is actually an asset or not. Conservative rule.
iii) Analysis of earnings from operations.  Interesting that HPs earnings from operations has declined since last year. May be that company is adjusting after the acquisition of Compaq.
c) Net earnings:  Number that almost everyone focuses on.  Separated from earnings from operations b/c it is important to differentiate production from the financing of the business.  Includes the following:
i) Financial expenses and income: interest, investments, etc. 

ii) Provision for income taxes.   Taxes are important part of corporate life.  Companies engage in large amount of arbitrage and tax planning.  Still company has to pay taxes and it is part of this bottom line.
iii) Extraordinary items.   Special line for important, non-recurring items.  Might work for things like acquisitions.  Help show a different bottom line that is a one time deal.  This currently does not appear on the financial statement.
d) Earnings per share:   Number that SHs are particularly interested in.  Earnings-per share is highly controversial.
i) The complexity of calculation.   
(1) Earnings are not one number b/c we have net income from ops, net income after extraordinary items etc.  None of the numbers are per se “right.”
(2) Shares are also not one number because of acquisition.  Also the number of shares outstanding fluctuates.  
ii) Variations: dilution, extraordinary items. 
Part III: Statement of Cash Flows

1) Net Income vs. Cash Flow – The Differences and Their Consequences:  Net income statement and cash flow are two very different types of statements.  Provide different types of information.  Each has own benefits and drawbacks.
a) Net income:  
i) Realization, recognition and periodic allocation.  Assigns to each period income and expense economically assigned to it.  Timing of receipt of cash is not necessarily time of recognition of income.  Not a measure of cash in and cash out.  Attempts to identify economic flow of income based on expenses and revenues.
ii) Matching of costs against related revenues.   Income statements match expenses against sales, but this does not have anything to do with cash flow.  Creates myriad of judgment problems.
iii) Timing of cash flows usually – but not always – ignored in income statement. 
iv) Effects of choice of differing accounting principles.   Income statement and bottomline are always questionable b/c it isn’t possible to make an objective income statement.  There is no objective reality about what is in an income statement.  Have to decide whether asset should be written off over 5 or 10 years.  
v) Effects of judgment differences in applying accounting principles.  Objectivity is really in the statement of cash flows, although this has aspects of subjectivity as well.
vi) Current criticisms of variability in accounting principles & judgments.   Although we can eliminate some judgment from accounting, we cannot eliminate all, such as those based on future predictions.  Net income has virtue of being close to economic principles, but lacks objective certainty.
b) Cash flow:   Bean counting.  
i) Apparently simple concept: cash in, cash out.  Divided into operations: financing or investing.  A bit of judgment, but more transparent than income statement.
ii) Direct and indirect measurement of cash flow.   FAS 95 gives corporations choice between two methods
(1) Direct.  Firm simply records every time cash comes in or goes out, like putting meter on it.  Corporations complain this is too costly, but Prof repeatedly balked at this idea.
(2) Indirect.  Work backward from net income.  Add back non-cash charges, like tax write-off.  Used by 95% of companies.
(a) HP, pp. 73.  HP uses indirect method in “operations” cash flow.  Starts with net income then adjusts to reconcile net earnings to net cash.  Interesting that it appears HP is losing net income from last year, but the cash provided by activities is increasing.  Conflicting story about health of operations.  
(3) Comparing the Methods.  Numbers from either method should theoretically be the same.  But information used to reach calculation will be different – indirect method tends to give less information.  HP ditched Compaq’s direct method.  Net earnings tend to understate the amount of cash that came in from earnings by amount.
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iii) Major difference: non-cash allocations and charges.  Imagine situation where rental revenue is $12k/yr and is paid at end of month.  Company only gets $11k in 2004.  One has to reflect change in accounts receivable, b/c it shows $12k in revenue, but only $11k in cash flow.
iv) The operational relevance of cash-flow.   Company’s ability to avoid bankruptcy is indirectly related to net income, but directly related to cash flow.  If enough money to pay creditors, even if generating net loss, can’t be thrown in bankruptcy.
v) Does cash flow avoid the criticisms/defects of net income? 
(1) Cash flow at least has the virtue of objectivity.  May avoid the major criticisms of net income, but it also may tell us less than net income.  Of course the choice between the direct and indirect methods, and the fact that most corporations choose the latter, may lower the efficacy of cash flow.  
(2) Cash flow is partially immune to accounting gaming b/c it shows disconnect between income statement and cash flow.  Cash flow is far less subject to judgment calls, but not immune.  
2) The Statement of Cash Flows (FAS 95):   FAS is official pronouncement of FASB.  If it is complied with could lead to violation of criminal and civil laws.  Cannot be approved by auditor unless complied with.  
a) Categories of cash flow and their relevance:   FAS 95 mandates these headings.  
i) From operating activities – reconciliation with net earnings.  Main activities of the company.  For HP, these are sales, services and financing.  Receipts from loans and other debt instruments, outflows, payment to manufacture, etc.  Can be shown by either the indirect or direct methods.  Cash flow from operating activities is very important – without a positive cash flow we have problems.  There is room for judgment here – operations for a financing company, like a bank, are different from HP’s operating activities.
(1) Note on Depreciation and Amortization.  Allocation across years of cost of assets over time.  But allocation does not necessarily involve a cash expenditure.  Allocation incurred in prior years.  Company has to add back anything it has subtracted to arrive at net income, which was an expense, but not a cash flow.  So, if there is a huge amount of expense that does not require outflow of cash, it might be that the business could be losing from a net income perspective (i.e. allocation), but still have a positive cash flow.
ii) From investing activities.  Making and collecting loans, debts and equity instruments.  Also includes PPE.  Counted directly.  Unless company is liquidating, it is constantly acquiring new equipment.    There is a natural negative cash flow in PPE.  Negative number means that the company is growing, if number is positive it means that company is dis-investing.  Mining companies are one rare example of positive cash flow in investing, b/c mine is not owned.  
iii) From financing activities.  Raising money for carrying on company’s entire business.  Includes issuance of bonds and stock, payment of dividends, etc.  Financing of the company itself.   HP shows that company has basically been a debt re-paying company.  Also buying back stocks and paying dividends.  Shows company is returning investment to both categories of investors.  Negative number is neither good or bad – means that company is paying down the debt. 
b) Cash flow as a test of real earnings and earning power: 

i) Net loss companies with positive cash flows. [gaming the system ( avoiding bankruptcy]
ii) Net losses combined with negative cash flow; e.g., e-commerce. 
3) Other Cash Flow Concepts: 

a) Cash flow as a test of asset impairment. 
b) Discounted cash flow as an asset/enterprise valuation method. 
Part IV. Other Disclosures: Audit Report; Notes to the Financial Statements; MD&A 
1) The Report of Independent Auditors: 
a) Generally.  Report tells us how much we can rely on these statements and how much we cannot. Written in standard language, except for the 4th paragraph.   Two views of the letter:
i) Cynical.  Can’t give any weight b/c statements can be pushed into any type of form.  Dangerous position b/c it throws away information b/c it is not perfect.
ii) Positive.  Information is the state of the art and very effective as a disclosure.
b) “We have audited . . .”:  (Paragraph 1).
i) Audit report speaks as of the date it is signed.   No obligation on part of auditor to update report to account for anything past a certain date.  If report is to be put in filing with SEC, there is an obligation on part of auditor to make some investigation up to the date of the filing to ensure no major changes have occurred.  Both of the dates are binding.  Audit is a “full audit” that speaks as of 11/31.  Also gives an opinion as to 12/16.  If something takes place btw preparation of financial statements and date of audit report, must be noted.  Letter does not speak to future, even if same auditor does it for 20 yrs.  
ii) Audit is of the listed financial statements.  Lists every single document audited.  
iii) Company management is responsible for the statements.  Means that company has choice in preparing statements in the first instance.  Auditor is forbidden from preparing the financial statements or the financial records that give rise to the statements as an auditor.  Part of the SOX changes.  Primary responsibility is on management in preparing statements (i.e. selecting accning principles, judgments made, etc.).  
iv) Auditor’s responsibility is to express an opinion. The client prepares the financial statements and the auditor examines them.  Auditor is only responsible for the opinion concerning the financial statements; not their preparation.  
c) Generally accepted auditing standards: (Paragraph 2).   Every auditor in US required to be part of auditor association and body adopts principles binding on all members.  Each of the following statements are required by auditing standards.
i) Accordance with Public Company Accounting Oversight Board.  SOX took auditing standard setting away from accounting profession and gave it to PCAOB.  Standards require “reasonable assurance that financial statements are free of material misstatements.”
ii) Reasonable assurance of absence of material misstatements.  Edgy words; could be stronger, i.e. omitting material and reasonable as qualifiers.  Language reflects the art of the possible balanced against the cost.  Can’t make assurance higher without increasing the cost of auditing.  
iii) Examination of evidence on a test basis.  Like test drive of Porsche, but much more complicated.  Expensive and labor-intensive?
iv) The implications of sampling.  Reflects reality that auditors simply can’t go through all pages of financial statements to find misstatements.  Hope however that they will catch major, systematic material misstatements and misrepresentations.  This is what did not happen in Enron.
d) Opinion of auditors:  (Paragraph 3).  Note the qualifiers.
i) Financial statements present fairly.  Intl language uses “present a true and fair view.”  Not clear which statement is best.
ii) In all material respects.  Judgment as to point at which an error, omission, or fraud becomes important enough for an auditor to raise red flag.  Materiality of $10k error will vary by small cap and high cap companies.  Also depends on the type error – i.e. rank of person doing it and whether it was done maliciously or wilfully.
iii) In conformity with generally accepted accounting principles.  Reference to GAAP.  Understands that the primary preparers (i.e. the company) have made certain choices in preparing its financial statements.
e) Qualification of opinion: 

i) Scope limitations.  Considers whether something has made it impossible for auditors to review all necessary information.  If limitation of ability of auditor is material ( i.e. significantly affects the audit), then audit report must be negative.
ii) Disclosure and GAAP questions.   Auditors seek to put as much disclosure as possible in opinions.  
iii) “Going concern” qualification.   Important because financial statements and audit reports are prepared with the assumption that company is going to continue as going concern.  IF there is serious threat to the contrary, nature of the audit changes dramatically and auditors may express doubts or not give an opinion at all.
iv) Negative opinion or denial of opinion.   The biggest fear of a client.  Would be likely where client insists to present something auditor does not agree with.  Would immediately suspend trading, suspend SEC recognition.  Only option is to fire accountant, get a new one who agrees – but if this is done company has to file and give reason why.
v) Report on Internal Control.  Auditors ensure that firm has an internal control system.  Means in large part that transactions are properly recorded.  Money is spent correctly and recorded.  Anecdote about how police in Budapest keep track of each other when they write tickets.  
f) Management Certification.  SOX further changed the requirements.  All registered companies now required to have CEO and CFO certify that information in financial statements “present fairly” the situation of the company.  Effectively puts two top officers in line for criminal liability for problems with financial statements.  Required b/c of Ken Lay defense: “I don’t know what happened.”  This is at the end of the 10-K form.  

2) The Notes to the Financial Statements: 

a) Notes are an integral part of financial statements:  Notes provide details about financial structure of the company, discuss methods of accounting used, provide details on plans, commitments, litigations, and other obligations.  Information that is either not in the financial statements, or are there in a superficial way.  Also disclose inventory methods and other judgments that are made in preparing financial statements.  
i) Notes are audited.  Auditor looks at notes.  Accountants complain that notes are not given enough attention. Often debate about whether something should be in the statement or in the notes. 
ii) Disclosures under GAAP may be in statements or notes.   Statements are not enough.  Inventory methods and other GAAP requirements may be in the notes.  Efficient market hypothesis says it makes no difference where disclosure appears, but there is disagreement about this.
iii) Contrast notes with MD&A, commentary, etc.  MD&A is a little more forward, prospective looking and is NOT audited.  Whether something is in MD&A or notes is important.
b) Note 1: summary of significant accounting policies: 

i) Provides detail on which GAAP were applied, and how.   Statement that lists methods that company applied to determine financial position and result of operations.  Company has a choice in choosing which GAAP principles to follow.  
ii) Some – but not all – judgments are explained.   Company also has to choose what judgments to make in accordance with the principles chosen.  
iii) If you assume that a person is capable of transferring one accounting principle to another - 
c) Note 2:  Earnings per share calculation.  Essentially what the company is using as a basis for earnings and shares outstanding.  HP describes diluted effect of options and other shares issuable on conversion.  Gives basis of making calculation so we know what is out there.  Not necessarily dividends but shows what company could choose to distribute or not.  
i) Meaning?  Corp fin people say that it tells us nothing about what will happen next year.  But there is view that EPS is test of performance of the managers of the company.  Consistent growth in earnings performance is what seems to drive market reaction to company.  
ii) Multiple Classes of Shares.  Calculate EPS only for class of that residual income. Calculated by taking total earnings, subtracting earnings allocable to preferred stock, then dividing by number of shares of common stock outstanding.  
(1) Numerator.  If company’s earnings are not of the same character, then divided into categories, gains/losses from extraordinary events and net earnings from continuing operations.  
(2) Denominator.  Always calculated with weighted averages of shares outstanding during the year.  Should be about 4 EPS figures: pre-/post- dilution and w/ and w/o extraordinary items.  People tend to look at EPS before extraordinary items and taking into account dilution when assessing performance.  
d) Note 3: Financial details on material transactions:   Includes accounts which HP will be unable to collect on.  Important for purposes of mergers and acquisitions.  
i) Investment gains and losses. 

ii) Discontinued operations. 

iii) Acquisitions and divestitures. 
e) Detailed disclosures on components of the financial statements:  
i) Balance sheet: inventory, fixed assets, long-term investments. 

ii) Financial instruments, including derivatives. 

iii) Leases and financing receivables. 

iv) Borrowings. 

v) Income taxes. 

vi) Capital structure.  – how much of your capital is debt and how much is equity
f) Supplementary financial disclosures: 

i) Comprehensive income. 

ii) Cash flow details.  
iii) Retirement and post-retirement benefits.  Note 15.  Discusses current plan, proposed changes, etc.  Language has made it way into many corp’s policies.  Companies are trying to change plans to reduce their cash outlays.  Core of change in American retirement plans can be found here.  
iv) Litigation and contingencies.  Note 17.  Lawsuits and other claims.  Problems that could be facing the company and cost firm money. 
v) Material post financial-statement events. 
g) Segment information.
h) Main Points

i) There is no way to evaluate performance of public institutions without general accounting principles.  
ii) We value control, adjust and subject to scrutiny what we measure.  Accounting profession is systemized way to measure concepts and values, control and adjust these things.
iii) Accountability – financial statements different from government accounting.  It is a way to keep people accountable.   
3) Management’s Discussion and Analysis of Financial Condition and Results of Operations (the “MD&A”): 

a) Introduction: 

i) MD&A is not required by GAAP, but by SEC regulation.  Imposed on filing companies.  once was trivial, but now important.  Includes information that is not found in financial statements.  More substantive and interpretative information, like exposure to competition, credit and liquidity risks, etc.
ii) Therefore, MD&A is generally available only from public companies. 

iii) MD&A is not audited, but is subject to “review.”   Kind of “cold comfort” review.  Looked at to determine if anything stated represents facial violation of GAAP, but auditors have no liability with regard to this.  Company would be liable for errors, but not the auditors.  Auditor liability is limited to what their opinion extends to – in the US it does not go so far.
b) Results of operations.  One of the most significant components.  Broken down by both category and segment.  
i) Detailed review by category of revenue and expense. 

ii) Detailed segment information. 
c) Risk disclosures:  
i) Liquidity and capital resources. 

ii) Factors that could affect future results: risk factors. 

Part V. Inventory Accounting
1) Inventories – Determination of Cost:  Inventories are goods held for manufacture or sale in ordinary course of business. Because inventory affects timing, they play a central role in the calculation of the gross profit of a business. Trick here is to match costs against revenues.  Inventory can affect the net income for that year, as well as the next year.  There is room for judgment.  Point:  both the income statement and the balance sheet are affected by choice of inventory technique.
a) Manufacturing inventories – components of cost:   Inventory is different from expenses, which are taken in the year spent.  Inventory costs are not taken until the year the good is sold.  Inventory is generally carried on books at cost, which includes some items that may be included as expenses.
i) Direct materials.  Raw materials that go into manufacturing a product.
ii) Direct labor.   Cost of labor directly attributable to manufacture of a good.
iii) Overhead.   Allocated portion of the overall expense of maintaining manufacturing facility in which products were made.
iv) Allocation methods and cost accounting.  Cut-off inventory determinations are used to decide when something entered inventory.  Often turns on the contract – if goods are set aside and purchaser assumed risk then they enter inventory at the time, regardless of whether they arrive at a later date.
b) Merchandising inventories – inventory flow conventions:  Conventions are used because most items are completely or nearly fungible.  One item is indistinguishable from the other, but the price changes.  Accounting principles allow a variety of inventory flow conventions, although the physical flow of goods may not accord with the financial flow of goods.
i) FIFO – first-in, first-out.   Thinks of the inventory flow in a business as a pipeline – the first material that enters one end is the first material to emerge from the other.
(1) Virtue of system:  
(a) Reality.  Tends to reflect real inventory flow,
(b) Balance Sheet. Shows the most current costs for inventory on balance sheet, producing more realistic balance sheet figure.
(c) Shows earlier costs as part of costs of goods sold, reflecting price changes more slowly in the calculation of gross profit and net income.
ii) LIFO – last-in, first-out.   Thinks of inventory as an in-box – the last items dumped into the bin are likely the first to be removed from the top and put to use.
(1) Virtue of system:  
(a) Taxes.  Helps with taxes.  Charging most recent costs against income.  In time of rising prices, tends to depress recorded income by charging the most recent costs instead of the earlier ones.  In period of inflation, we would choose LIFO to pay less in taxes.  
(b) Trend.  LIFO can also help with trend.  In periods of rising prices LIFO can improve the trend of income by tending to shift income forward to succeeding years.
(2) Problem with LIFO.  LIFO tends to lose touch with reality.  Stands reality of inventor on its head indefinitely.  If we go long enough the value on inventory sheet will have no relationship to value of inventory and it is often difficult to switch conventions.
iii) Weighted average.  Thinks of inventory flow as a tank – withdrawals from the tank represent mixture of everything that has been put into it.   Always falls in between LIFO and FIFO.  
(1) Virtue:  Realistic.  Certain logic to the calculation.  
iv) Why does GAAP allow variations in inventory principles? 
(1) Best Argument.  Accounting must accommodate the varying character of different businesses by allowing application of a range of principles.
(2) Efficient Market Hypothesis.  Accounting conventions used are always disclosed in FNs to financial statements.  Assuming market is efficient and there is information, the form of the information, the market will be indifferent to whether the form is LIFO or FIFO.  This is actually how things work – theory is in line with reality.
(3) Specific Identification.  It is disallowed.  Would allow companies to manipulate yearly results.  Only permitted when the items are in fact unique (as in a car dealer or diamond dealer).
2) Inventories – Balance Sheet Value: 

a) Lower-of-cost-or-market:  One area where GAAP moves away from principles of recognition and realization.  Principle of conservatism requires that all losses in the value of inventor be recognized, even if not realized, but also precludes recognition of gains in inventories until realized by sale.
i) Calculation of the cost of inventory: see above. 

ii) Market: replacement cost presumed.   Market is ordinarily presumed to be replacement value, or the cost of obtaining comparable units.  
iii) Market: not to exceed net realizable value.   Amount of money that is expected to be received for the inventory less expected cost of its disposal.  This acts as a ceiling.  In other words, inventory can’t be carried at books at more than firm will make upon sale.  
iv) Market: no less than net realizable value less normal profit margin.  This acts as a ceiling.  
v) Criticisms of lower-of-cost-or-market. 
(1) Upward Trends.  Effect of reducing inventory value at end of any year is to reduce income for that year and to increase income for the succeeding year.  Might reduce one year’s reported income, but it tends to produce appearance of an upward trend of income in succeeding years.  One argument is that it is not conservative to create the appearance of growth and income.  
(2) Tax.  Tax works differently – can’t write something down until it is sold or junked.  If a tax benefit is going to be buried in accounting technique, it is bad economics and lousy disclosure.  
vi) Justification.  If price of inventory is dropping, there is an argument that by holding the inventory, the dealer has already recognized the loss b/c she will be unable to sell the goods at the price initially anticipated.  
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b) Change of inventory method or other accounting principles: 
i) No restatement of earlier financial statements.   Denies some benefits
ii) Disclosure of change and its effect on net income and balance sheet. GAAP allows changes but requires that changes be disclosed on financial statement and the effects of the changes also be disclosed.  Reader should be able to compare results of company’s operations from one year to another, even if inventory method is changed.  Will also require of approval from the IRS.  
iii) The problem of consistency.   Auditor’s evaluate change.  Decide whether change is agreeable or not.  

Part VI. Accounting for Fixed Assets: Depreciation and Asset Impairment 

1) Fixed Assets – Determination of Cost:  Fixed assets are those that have lives extending beyond the current accounting period, generally in excess of one year.  Examples of fixed assets are buildings, equipment, etc.   We can think of fixed assets as prepaid expenses – we recognize the expenses over time.
a) Types of Fixed Assets.   Each type of asset is depreciated differently
i) Tangible Productive Assets.  Building, equipment and machinery.  Use depreciation.
ii) Extracted Assets.  Mineral-bearing land.  Use depletion.
iii) Intangible Assets.   Use amortization.  
b) Initial acquisition cost:  Have to consider what costs are included in the acquisition of a fixed asset.  
i) Practical consideration.  Small purchases, although they may be used over time, are treated as expenses.
ii) Cost basis – upward revaluation prohibited.  Cost is used in depreciation; cannot write up an increase in cost in the market.
iii) Purchase price; donations of assets; assets acquired for stock.   If we don’t have cost for an asset – in the case of SH or someone who gives a gift to a firm, the carrying value is the FMV at time of acquisition.
iv) Installation costs, training, interest expense, etc.  All expenditures necessary to acquire an asset and put it to use should be included in the cost of asset.  For land, cost of removing undesired structures would be included in the cost of land.  Interest is usually not considered a cost of the asset.  As for repairs – generally expenditures that increase the useful life of an asset or improve its utility should be capitalized; or maintenance fees are treated as expenses.
c) Depreciation – allocation of cost to expense over time:  Depreciation allows a firm to allocated costs for a unit based on the useful life of the asset.  If an asset is still being used, but is fully depreciated, it is shown on balance sheet with full cost and full depreciation.  Seeing assets carried at full depreciation shows that company probably needs to replace assets.
i) Estimates of useful life and residual value.   Useful life and residual value are crucial for determining depreciation.  Useful life can be done in years, months etc (although usually years).  Residual value can be scrap, sale, trade-in, etc.  No avoiding the necessity for making estimates like this – past experience, independent appraisals, published guidelines, etc are all very helpful for making the determination.  Getting the thing wrong can have a great effect on the balance sheet (think of example from chapter).
ii) Straight-line depreciation – by time, units or other measures.  Most commonly used method for depreciation.  Cost of the fixed asset, less scrap value, is allocated evenly over asset’s useful life.   Fixed asset is shown on the balance sheet at its full cost, minus the depreciation that has already been written off (see HP, pp. 86).
iii) Accelerated depreciation, primarily double-declining-balance.   Another method of depreciation.  Allocated on a nonlinear basis, with greater depreciation in earlier years.  Can have tax benefits – essentially an interest free loan from the IRS, b/c payment is in later years.  
(1) Double Declining Balance.   Essentially double the rate that would be used under straight line, and apply that same rate for subsequent years up to the residual value.  No depreciation after the residual value has been reached.
(a) Example.  Truck lasts 5 years.  Depreciation is 1/5 per year, or 20%.  Double-declining method would use 40%, applied to each year.  Stop when hit residual value (say $20k).
(2) Sum-of-the-years-digits.  Applied by adding the digits of the years of useful life and creating a separate fraction for each year.  Depreciation is calculated by multiplying the cost less scrap value by a fraction for each year.  
iv) Depreciation for tax purposes. 
(1) Accelerated Better.  One can deduct as business expense in early years.  TVM says that money saved today can be invested.  Defer payment of tax.  Equivalent of an interest free loan from the IRS.
(2) Tax Accounting.  Accnting purposes allows either straight line or DDB.  TPs can use either straightline or ACRS (Accelerated Cost Recovery System), which sets guidelines concerning useful life, etc.  Creates a disconnect between tax and accounting. 
v) Change of estimates/depreciation methods.  Occurs when useful life is greater (think Sony TVs) than had originally been estimated.  Not allowed to change all past financial statements.   GAAP requires that changed estimates be taken into account in current and future financial statements, but not in statement already published.  GAAP also allows change from accelerated depreciation to straight line, but not the other way.  
vi) Non-depreciable assets: land.  Land-as-land is not depreciated.  Instead, it is carried at original cost, regardless of whether it becomes more/less valuable.  Buildings that are attached to land and such are considered attached to land, and not the land itself.  Soft costs, which typically have a useful life, can be depreciated.
d) Other similar cost-allocation concepts: 

i) Depletion.  Type of depreciation for wasting assets, such as mines, wells, and timberlands.  Reflects that these assets are eventually used up completely.
ii) Amortization.  Term used to describe allocation of costs over time in other settings, such as intangible assets (i.e. patents, etc).
e) Repairs and capital improvements: 

i) Income effects of expensing vs. capitalization. 

ii) Criterion: extension of utility or useful life.  Think air conditioning (capital improvement), vs painting the building (maintenance).
iii) Depreciation recalculated for current and future years.  These are not applied to past years.  GAAP does not require it; too much cost and trouble.
f) Balance sheet disclosure of fixed assets: 

i) Original cost.  Original cost can include other things, such as the cost of knocking down an old building and preparing land.  This does not include interest.
ii) Accumulated depreciation.   Depreciation spent across time.  Tells us how much of the cost has been taken over time.
iii) General information on depreciation methods and useful lives.  Company must disclose the methods it uses in depreciating its assets, as well as useful life.  Usually done in the notes. (see HP, pp. 86).
2) Impairment of Long-Lived Assets:  Before 90s, no safety-valve for long-lived assets.  Impairment developed in reaction to the real estate boom and bust of the 80s, where RE was carried at a much higher cost than what it was actually worth.  Kind of like lower-cost-or-market we saw in inventories.
a) The original rules (before 1995 and FAS 121): 

i) Long-lived assets reflected at cost less depreciation/amortization. 

ii) When useful life or utility declined, depreciation schedule was changed. 

iii) Write-down of fixed assets was extremely rare. 
b) The genesis of the new rules: 

i) Major business and bank failures following the real-estate boom of the 1980’s. 

ii) Non-performing real estate (and other leased assets), secured by non- recourse debt. 

iii) Little or no disclosure of impairment of assets or associated debt. 
c) The new rules (FAS 144, replacing FAS 121): 

i) Impairment defined: carrying value of an asset exceeds its fair value. 
(1) Paragraph 7:  impairment is the condition that exists when the carrying amount of a long-lived asset (asset group) exceeds its fair value. 
ii) Recognition required when carrying amount is not recoverable and exceeds the fair value of the asset.  Based on company’s judgment as to whether they will be able to recover the asset’s carrying value.
(1) Paragraph 7.  An impairment loss shall be recognized only if the carrying amount of a long-lived asset (asset group) is not recoverable and exceeds its fair value.
iii) The test: does the sum of the undiscounted cash flows expected from the asset exceed its carrying value?  (Paragraph 7)
(1) Who is right about these assets?  Tendency of FAS 144 is to drive companies to be more skeptical.  Review must be made every year, and if the loan turns out to be unproductive, company will be hard-pressed to show that it was in compliance with GAAP.
iv) When is testing for impairment appropriate: significant decrease in market value, operating or cash flow losses, adverse change in legal factors, etc.  
(1) Paragraph 8.  Testing is appropriate when there is 
(a) A significant decrease in the market price of a long-lived asset (asset group)

(b) A significant adverse change in the extent or manner in which a long-lived asset (asset group) is being used or in its physical condition

(c) A significant adverse change in legal factors or in the business climate that could affect the value of a long-lived asset (asset group), including an adverse action or assessment by a regulator

(d) An accumulation of costs significantly in excess of the amount originally expected for the acquisition or construction of a long-lived asset (asset group)

(e) A current-period operating or cash flow loss combined with a history of operating or cash flow losses or a projection or forecast that demonstrates continuing losses associated with the use of a long-lived asset (asset group)

(f) A current expectation that, more likely than not,6 a long-lived asset (asset group) will be sold or otherwise disposed of significantly before the end of its previously estimated useful life.

v) New cost basis: fair value.  Adjusted carrying amount should be the fair value.  Normal presumption is that unless there is a ready market in which asset could be sold (which is rare, most of these assets are unique and are not part of a market), appropriate measure of value of impaired asset is the discounted present value of future cash flows.  (Pars. 19, 22, 23).
vi) Discounted present value of cash flows is often the best available technique for revaluation of impaired assets.  Turn to this when there is no market.  Fundamental idea is that you produce chart of what projected cash flows will be in the future, then use appropriate discount return rate to reflect value back down to the present. We saw something like this in LCM.
vii) After impaired assets are written down, they may not be revalued up. 
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Check to see if the useful cash flow is higher than it’s carrying value, if it is, then it’s impaired…you won’t realize what you THINK you will

Undiscounted cash flow = didn’t take out carrying value

If the carrying value is TOO HIGH, then we use the fair value test

If the carrying value exceeds the sum of expected discounted cash flows, then it’s impaired

157 hierarchy

Look for identifiable asset, then comparable asset, then look to income and get the sum of the discounted income cash flow. Then THIS is the fair value. So that’s what you write it down to
First check to see (list of factors) to see if something shady is going on

Sig decrease in market value

Operating cash flow losses

Adverse change in legal factors

If things aren’t looking good, check 

d) The moral of the story: 

i) Accounting is still a work in progress. 

ii) Major accounting reform usually follows financial disasters. 

Part VII: Leases and Off-Balance-Sheet Financing 
1) Financial Objectives of Off-Balance-Sheet Financing:   Firms would rather not have liabilities on their balance sheet.  If a firm can get a debt off the balance sheet, the debt looks better.  If leases such as capital leases follow traditional accounting methods, the result is dramatic – lessee recorded neither an asset nor a liability, and shows neither depreciation nor interest expenses.  This can substantially influence the appearance of the lessee’s balance sheet.  
a) Keep assets – and related liabilities – off the financial statements: 

i) Avoid disclosure of significant liabilities.   Lessee does not have to record long term lease as an asset or liability.
ii) Favorable effect on financial statement ratios.  Lessee for long term lease does not need to record interest or depreciation expenses.
iii) Avoid potential violation of loan and other covenants.  No worry about default on loans.  
b) Obtain full use of the assets through effective financing: 

i) Long-term use may be equivalent to ownership.   Long-term leases can effectively use process in the same way as if the asset had been purchased through a third-party lender.
ii) Financing terms equal to – or better than – direct borrowing.  Lessor will offer better terms because there is no risk of losing interest in the property in the event of default.  Lessor retains legal title and thus has the right to repossess property if lessee falls behind payments.
c) From the lessor’s viewpoint:  Lease accounting for long-term asset is also beneficial to the lessor.  
i) Spread out recognition of gain or loss on effective sale. Lessor does not have to claim recognition of profits in lump sum, as it would if a third party financial lender had financed a sale.  TVM works to lessor’s benefit for tax purposes.
ii) Obtain desirable contract with possibly non credit-worthy buyer/lessee.   
iii) Maintain legal title, with superior rights to secured creditor.   Good for BK purposes in the event that lessee defaults on payments.
2) GAAP Lease Rules – Substance Governs Over Form:   GAAP recognizes that long-term leases of property and sales of property are differences only in form.  GAAP looks to the type of lease and requires appropriate accounting.  FAS 13 looks to substance and requires in certain instances that a transaction be treated on the balance sheet as a financial transaction.  Seek to identify those leases which should be seen as leases and those which are more like financial transactions.  
a) Operating vs. capital leases – distinctions for lessor and lessee.   FAS 13 has two general classes of leases and has tests for identifying types of leases.  Generally, the theory of ownership is that when a lease transfers substantially all the benefits and risks incident to ownership of property, its economic effects are similar to those of an installment sale of the property.  
i) Operating Lease.  Situation where the lessee is treated as a true lessee.
ii) Capital Lease.  Lessee is treated as a true owner.  
b) When is a lease capital – the four criteria:  Classification of a lease is done at the inception of every lease – earlier of the lease agreement or date of a written commitment specifying principal terms of the transaction.  Lease is classified as a capital lease by lessee if it satisfies any of these four criteria.  (A lease is not classified as capital by the lessor unless it meets further tests below).
i) Transfer of title at the end of the lease term.   Lease term is the duration reasonably expected by lessor and lessee at inception of the lease.  Includes certain extensions, including those offered at bargain rates, and those which if not accepted require payment of substantial penalties.  Criterion is clear and makes sense – no one can object to it. 
(1) Example.  Property worth $100k, useful life 10 yrs.  Lease term for three years, with option to renew for 3 more.  Monthly rental $3k of first three and $100 for next 3.  If lessor elects to renew, she become owner at the end.
ii) Bargain purchase option at end of the lease term.  Option is at a price lower than expected FMV of the property at the option exercise date such that the exercise of the option is reasonably assured (e.g. $1).  Not quite transfer at end of lease, but still grants a bargain purchase option that is substantially under-market offer to buy.  
(1) Example.  Property worth $100k, useful life 10 yrs.  Lease for five years, monthly rental of $2,200.  Lessee has option to purchase at end of lease term for $100.  Value of machinery will be $35k at end of 5 years.
iii) Lease term at equal to 75% or more of asset useful life at inception.   Estimated economic life is period for which property is expected to remain useful at the inception of lease.  Not limited by the lease term.  Does not apply if 75% of economic life of property has already expired.  Bright-line rule that creates possibility of gaming the system (i.e. going for 74% of life).  Think of Sony TVs that lasted much longer than expected.  But readers should be able to read the financial statements themselves and understand the judgments/choices a firm makes in preparing them.
(1) Example.  Property worth $100k, useful life 10 yrs  Lease is for 8 years, with monthly rental $1,400. No options to renew or purchase.  Term is for more than 75% of expected ten-year economic life of machinery.  
iv) Discounted present value of minimum lease payments at least 90% of fair market value of property at inception.   “Minimum lease payments” include (1) rental payments the lessee must make, (2) any guarantees of rental payments beyond the lease term to be made by third parties, and (3) any guarantees of the residual value of the leased property by the lessee or third parties.  Most complicated of the rules:  generally if we find that the transaction requires lessee to pay for the bulk of the property, it is essentially a capital lease.  
(1) Example.  Lease is for 7 years, monthly rental $1500.  No option to renew or purchase.  At end of seven years, residual value is $17,850 and neither lessee nor lessor has guaranteed to purchase property or pay residual value.  (Calculation is complex…)
3) Accounting for an Operating Lease:   After we decide whether a lease is capital or operating, we have to account for it accordingly.  Generally the accounting is parallel for both lessee and lessor, but there are variations.  An operating lease is a classic lease – lessor treated as owning the property and by lessee’s payments are expenses when paid. Entry into a lease is not recorded on the books or reflected on balance sheet or statement of income.  However, company must disclose commitments on non-cancellable leases separately for succeeding five years.   
a) Accounting by the lessee:   
i) Lease payments recorded as rental expense when accrued/paid.   Periodic payments are recorded as an expense when they are due, not before.  Lessee pays amount in cash and records it as increase of rent expense.
ii) No other reporting on the financial statements.   
(1) K Liability.  Leases do not become K liabilities b/c of concepts of realization and recognition.  Even though there is a legal commitment (i.e. a K), for accounting purposes that liability is not immediately realized, nor is the K an expense, until the economic event giving rise to it requires realization.  Happens as time passes.
(2) Notes.  GAAP does require that K commitments be disclosed in the notes.  Usually under heading “Non-Cancelable Lease Obligations.”
b) Accounting by the lessor:   Lessor keeps the property on her books, and reports depreciation of the property.  
i) Lease receipts recorded as rental revenue (i.e. income) when accrued/received.   Lessor shows income from rent paid for the years.
ii) Property remains on books of lessor.   If the property was debt financed, it is on the books of the lessor.  
iii) Depreciation expense recorded periodically on property. 
4) Accounting for a Capital Lease:   
a) Accounting by the lessee:   Essentially say that for economic purposes, the lessee has purchased the property.  Seen as a debt financed purchase.  Lessee records leased assets on its book, with a corresponding liability equal to the discounted present value of required future payments.  
i) Property recorded as purchased: asset shown on balance sheet.   
ii) Liability recorded equal to discounted present value of lease payments.  
iii) Periodic lease payments recorded as payments on a level-payment loan, including interest. 

iv) Depreciation expense recorded periodically on the property. 
b) Accounting by the lessor:   If a lease meets one of the four criteria, the next step is to determine the kind of capital lease for the lessor.  Generally capital lease recorded as a loan.  Asset is considered sold to the nominal lessee and payments considered interest and principal on the loan.  An asset is not considered capital for lessor unless it also falls into one of the additional subcategories.  If the lease does not meet one of the additional criteria of the sub-categories, it must be classified as an operating lease.
i) Treatment not necessarily parallel with lessee’s accounting treatment.   This is because of focus on requirement that lessor must be reasonably certain that lessee will meet its obligations under the lease.  If this is not the case, lessor categorizes the lease as a lease (i.e. not a sale), and the lessee still does it as a sale.   Both companies will claim the asset (although only one will get depreciation for tax purposes).  
ii) Lease must first be characterized:  Lessor can fit into any one of three types of capital leases.  
(1) Sale-type lease.  Lessor accounts for the lease as a sale-type lease if 
(a) Lessor is reasonably certain that the less will meet its obligations under the agreement, and
(b) lessor realizes profit (or loss) as a result of entering into the lease. Profit realized whenever FMV of leased property is greater or lower than amount at which property is carried on balance sheet.  
(2) Direct-financing lease.  Differs from sale only in that lessor does not realize a profit on the lease transaction itself.  Similar to a bank of other financial leasing company that does not own property leased. GAAP requires lessor account for lease as DLF if 
(a) Lessor is reasonably certain lessee will meet its obligations and
(b) FMV of leased property equals the amount at which lessor caries the property on its balance sheet.  Profit is instead earned through interest – not profit in sale.  
(3) Leveraged lease.  Differs from DFL in that lessor finances the acquisition of the leased property with non-recourse debt and realizes certain tax advantages, notably investment tax credit.  Rare b/c investment tax credit no longer exists.  
iii) Transaction treated as a sale of the asset with long-term, level-payment financing. 

iv) Periodic lease receipts treated as payments on the loan plus interest. 
5) Additional Disclosures: 

a) Notes to the financial statements disclose both capital and operating leases. 
b) Lessee discloses commitments on operating leases. 
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Part VIII.  Accounting for Investments 
1) Purpose.  Accounting focused on how a firm’s ownership of other stocks and bonds is reported.  Possible to own stock in another corporation with many different consequences.  We are looking at situations where investing corporation should be treating its investment as though it owns the entire company.  There is a continuum of ownership, with accounting treatment changing as ownership interest increases. When ownership of stock in another corporation carries with it control, then accounting for investing corporation is consolidated financial acting.  Treat corporations as if the parent owns the subsidiary and owes all its debt in a combined financial statement.  
2) The Categories of Equity Investments:  Lines are bright – could have been drawn in other ways.  
a) Portfolio investments – generally less than 20% of the stock of a company.   Stock held only for investment purposes.
b) Equity method investments – generally between 20% and control.   Treats owner as having fractional ownership in a company.
c) Controlling investments – application of consolidated accounting required.   Bunching around 50% b/c of joint venture.
3) The Equity Method:  Company carries investment on balance sheet as an investment, near “fixed assets.”  Company is treated as a fractional owner of a company, recording from year-to-year its fractional percentage of loss or carry.  Shows increase or decrease of the value of its investment.  
a) Investments entered at original cost.   Carried at initial acquisition for the first year.  Imagine A buys 25% of B for $1m – investment carried on book as l-t investment.
b) Adjustment of investment carrying value and net income for proportionate share of income and loss.   Treatment for successive years.  Not shown as income b/c loss/gain could change from year to year.  
c) Dividends and other distributions reflected as reduction of investment.  Example: if B pays $100k total dividends, A receives $25k and treats this as a reduction of investment, subtracting the amount from the carrying value of $1m.
4) Consolidated Accounting:  When one corporation controls another, they should be treated as one for accounting purposes.  Company shows the minority interest in the consolidated statements.  If company has multiple shares, the corporation reports to its own SHs as its own corporation.
a) Financial statements combined, item-for-item. 

b) Difficulties with foreign exchange translation. 

c) Elimination of inter-company accounts. 

d) Accounting for minority interests in consolidated subsidiaries. 

e) The problem of creditors and investors in consolidated subsidiaries.   Even though A is reporting as though A and B are one entity, the entities for corporate law purposes are in fact separate.  This is important for credit, but not for equity.  Thus a creditor of B who relies on only financial statements (consolidated), does not have access to assets of consolidated groups, only to those of B.  Financial statements are misleading to creditors bc they conteain assets creditors can’t reach.  
i) Solution to the problem…
(1) Subsidiary financial statements for B are typically prepared.  Almost no way to prepare a consolidated financial statement without them.
(2) Statements are oftentimes audited, but not always.  More likely if B is a foreign subsidiary.
(3) Creditors can get at financial statement of subsidiary if it is big enough.  Audit the financial statements.
5) Portfolio Investments:  The New Accounting for Investments in Debt and Equity Securities (i.e. less than 20% ownership):  New rules are evidence of full mark-to-market accounting.  Short-term credit agreements are designed to carry company to point when it has great cash needs and then liquidate it (i.e. think Mattel and Xmas time).  Part of cycle of investing cash and disinvesting cash.  
a) The Original Rules, prior to 1993:   Reflected principles of recognition and realization.   Building that changes in value is not recognized unless it is sold or impaired.  
i) Debt generally held at amortized cost. 

ii) Equity securities valued at aggregate: lower of cost-or-market, with write-up permitted back to original cost, but no higher. 
b) The Genesis of the New Rules:   Companies had debt instruments on their books which were secured and kept on their face.  When real estate bust it and companies went south, companies failed to pay interest and building values dropped.  
i) The same circumstances as impairment of long-lived assets. 

ii) But the FASB opened Pandora’s infamous box, and couldn’t resist looking inside.   Pandora’s box = mark-to-market accounting.  
iii) What they found was – for accounting – revolutionary.   
c) The New Rules – FAS 115, 130:   FAS 115 and 130 are completely revolutionary in the accounting world.  Take FMV valuation of each investment separately.  Running account at end of year will always be the FMV.  
i) The three methods of accounting for investments: 
(1) Current investments – FAS 115. 

(2) The equity method. 

(3) Consolidated financial statements. 
ii) Three categories of investment, determined largely by intent:  At acquisition, enterprise classifies debt and equity securities as one of three categories.  Accounting is different depending on the purpose for which the debt is held. Different from an objective, all-inclusive singe standard. Based on what company says it is going to do with the debt.
(1) Held to maturity (debt only) 

(2) Available for sale. 

(3) Trading securities. 
iii) Debt instruments held to maturity to be valued at amortized cost, subject to impairment test. Second departure from accounting standards. 
(1) Maturity. Firms must intend to hold the debt until maturity (i.e. paid off.)   
(2) Report.  Valued at amortized cost, subject to impairment test.  
(3) Example.  Company buys 10 yr bond at $1k.  
(a) If company intends to hold until maturity, then it is carried on balance sheet at cost.  If market price drops, there is no change to balance sheet – price could have dropped if market interest rates rise and since bonds have fixed rates, price has to fall if higher rates could be had elsewhere.
(b) But if there are insolvency problems with the bond issuer, this will cause decline in mkt price that is different from change in interest rates.  Likely that bond will not reach full value and is impaired – price can then be written down.  FAS 115.

iv) Available for sale and trading securities subject to new rules:   All other debt and equity securities (i.e. not held until maturity) with readily determinable FMV (i.e. traded) are carried in one of the following ways.  
(1) Carried on the balance sheet at fair value (i.e. NOT cost).   FMV usually means the market value.  Second departure from accounting b/c not carried at cost, but current value.  
(2) Gains and losses reflected on the financial statements.   Holding gain (i.e. gain not realized by sale of stock or investment) appears in the normal calculation of net income.  Reflected differently, depending on the type of security – trading or available for sale.  FASB split the hair finely here. Very different from all prior GAAP statements in two respects: (1) requires valuation at market value and (2) requires income not yet realized by sale still be recognized (i.e. loss/gain) on the income statement.
(a) For trading securities gains and losses are recognized directly in the income statement.   Trading securities are those which company intends to trade in the short term.  Recognized directly in income statement, appearing generally under heading “Investment Income/Loss”
(b) For available for sale securities, gains and losses are reflected in a separate category of comprehensive income.(FAS 130)  Sale securities are those which the company doesn’t intend to trade immediately, but could.  Listed in separate part of the comprehensive income statement.
d) What is revolutionary: 

i) Application of fair value and mark-to-market:

(1) There was precedent, but only for downward revaluation, e.g., inventory.   Different from the fair value approach used elsewhere b/c stock prices are highly volatile.
(2) No clear guidance as to how to pick market values in a volatile exchange market.   Accountants will pick values, but those values are likely to change by the time it gets to the auditor.  Disclosure of this kind has the potential to incentivize deception components.  Might even be the case than a portfolio is not listed, so auditor can’t even look up current prices, let alone past prices.
ii) New concept of “comprehensive income” for certain gains and losses. 

iii) Intent-based characterization of assets and accounting for them. 
e) What comes next: 

(1) Fair valuation of derivatives – FAS 133, 138. 

(2) Problems of volatility: FASB chose the most volatile assets to subject to the mark-to-market rule. 
(3) Will other assets and liabilities ultimately be subject to similar rules?
f) Problems with this approach.
i) Unrealistic Expectations.  Statement creates possibility for unrealistic expectations.  By point to FMV statements miss the point that FMVs change over time.  Assets and collections of assets are highly volatile.  

(1) Solution?  One solution would be to have portfolio disclosures more frequent.  Quarterly reports might create erratic views of company, but that is an artifact of the company.  

ii) Too Much Discretion.  Should just stick to cost, but that is unlikely to work.  Trick is to adopt rules that force people to adopt consistent rules of valuation.   
Part IX.  Business Combinations and Intangible Assets
1) Background: Old Accounting and the Purchase vs. Pooling Distinction: 

a) Accounting Principles Board Opinion No. 16:   
i) The effects of pooling of interests:  Pooling interest resulted in combining companies by taking the old book values and putting them together.  
(1) Carry-over of old asset basis.   
(2) Combination of earnings history and retained earnings. 

(3) Avoidance of creation of goodwill on acquisition. 

ii) The desirability of pooling of interests:  Typically resulted in lower numbers on the combined income statement.  Although it may seem that a company would want a higher value on their income statement, this intuition is wrong.  The increased balance sheet values produced by purchase method are not given great weight by investors.  Goodwill is considered “soft” – i.e. not likely to provide protection to creditors when they need it.
(1) Avoiding significant additional charge against net income.   There is no effect on cash flow in an acquisition.  But it will change the effect on reported net income.  All the changes in values are changes that affect non-cash charges.  But there is a tax impact outside accounting.  There is thus an effect on net income, but no cash flow to pay for that effect.
(2) Goodwill as an ephemeral and undesirable asset.   Problem is that we raise the value for things like goodwill, we are affecting two financial statements.  Create obligation to create larger reported expenses on the income statement.  
b) The effects of purchase accounting:   Since most business acquisitions are at a value greater than book value, purchase accounting reflects the higher value of assets acquired.
i) Assets valued at purchase price.   Acquiring company revalues Target’s asset in accord with the cost of the deal.
ii) Step-up in values of tangible assets.   Result is to value tangible assets at market value.
iii) Recording of acquired intangible assets.   Intangibles are value at the difference between purchase price and total value of tangible assets.  Puts a number on something that usually did not have a number for the Target corporation.
iv) Increased financial statement values not necessarily matched by tax deductibility.   
c) Why is there a difference between FMV and book value for a Target corporation?

i) Accounts Receivable.  FMV tends to be lower.  Anticipates problems and costs of collecting.  Usually an area of heavy negotiation between parties.
ii) Buildings.  Carried at lower book value than FMV.  Situation where value of property has increased.  Also, in addition to property going up, owner has depreciated the value of the property and useful like is often shorter than the actual life.  Finally, inflation can have an effect.
iii) Intangibles, like Patents.  Anything created internally cannot be put in the asset column.  But it can be sold and thus has a FMV.
iv) Goodwill.  Not carried as an asset, but it does have a FMV.  Going concern value is worth more to buyer than individual assets of corporation.  Unless there is a change of ownership, there is tendency for book value of company to become further removed from FMV.  Some companies have physical assets worth a lot, but are locked into them (like the Penn RR).
v) Long-term Debt.  Real value of debt tends to be different from the FMV.  Has to do with inflation and interest rates changing over time – especially where there is long-term debt with a below-market rate.
vi) Retained Earnings.  Retained earnings of T corporation are not added to the existing retained earnings of A corporation because the acquisition is viewd as a purchase of as sets rather than the continuation of the business of T corporation.  Retained earnings of T corp disappear and entire FMV of the stock issued in the acquisition is considered as contributed capital.
d) Substantive effects of the accounting distinction: 

(1) Transactions structured to maximize the likelihood of pooling treatment.  Under the old treatment, deals were structured so as to take advantage of pooling accnting method.  Although there were some studies which confirmed what efficient market hypothesis suggested:  there is no measurable effect on stock prices as a result of the change in accounting method used for combinations.
(2) Pooling treatment became a “deal breaking” issue.   Deals would fall through unless it could be structured under the pooling methods.
(3) International differences in accounting. 
2) New Rules on Business Combinations – FAS 141 (2001): 

a) Rules apply to business combinations irrespective of form: 

i) The combining entities may be of any form. 

ii) The business combination may take any form.   Par. 30: business combination does effect the measure of the acquiror’s assets.
b) Purchase accounting is mandatory: 

i) Acquiring entity applies purchase accounting to acquired entity.   
ii) Assets recorded at cost, equal to the fair value of consideration transferred.  Normally the company engages valuation efforts.  
iii) Aggregate cost is allocated among acquired assets, including tangible assets and intangibles other than goodwill.  
(1) Par 34.  A does not recognize separate value for accounts receivable.   Take new accounts at FMV, without the reduction for uncollectables.  
(2) Par.  35.  A recognizes the FMV of assets and liabilities that arise from contingencies with the T.  Must include things like pending lawsuits (discount based on probability of success).
(3) Intangibles.  Separate from goodwill.  A must recognize any intangible assets that are gained and identifiable, such as patents, customer-lists, secret recipes, etc.  
iv) Basic rule of cost allocation: 
(1) assets to be disposed of (e.g. inventories) valued at estimated selling price less normal profit margin. 
(2) other assets (e.g., property, plant & equipment) valued at replacement cost. 
v) Goodwill is recorded:  Par 49.  Excess of the FMV of the T over the amount paid.  So, money paid minus total identifiable assets = goodwill.    Basically what is left over tangible assets are valued.  If A paid less than value of tangible assets, then A usually reduces allocation to hard assets to reasonable, but lower level, and if this isn’t enough, it will not negative goodwill.
(1) Aggregate cost of acquired assets, less
(2) Aggregate amount assigned to other assets. 

c) These rules are comparable to International Accounting Standards. 
3) Goodwill and Other Intangibles – FAS 142 (2001):   Cost of maintaining goodwill is recognized as expenses when incurred (e.g. assembling a workforce).  Costs incurred to develop or otherwise generate an intangibles are written off as they occur.  However, intangibles tend to appear on the balance sheet only if they are bought (either piecemeal or as part of acquisition).  
a) Definitions.  Arise in discussion of business combinations – different from principle against allowing companies to put their own intangible assets on the balance sheet.
i) Identifiable intangibles.  Those associated with legal rights, such as copyrights, franchises, patents, and secret processes.  Intangible in the sense they can be touched, but they do represent a package of rights that generate value.  FAS does not recognize human capital.
ii) Non-identifiable Intangibles.  Goodwill is a kind of catchall.  Defined as the excess price over the aggregate FMV of the tangible and intangible assts.  Look at whole purchase price and assign to each a FMV and then consider the excess as goodwill.  Includes things that can’t be identified easily, such as workforce, loyalty of customers, etc.  
b) The old rules:   Under pooling method, goodwill would never appear bc assets of acquired company would be carried at the old carrying values (which are generally zero).  
i) Intangibles with determinable useful life amortized over useful life. 

ii) Intangibles with indefinite useful life – including goodwill – amortized over a period not to exceed 40 years. 

iii) Intangible amortization included in calculating net income from operations. 
c) The new rules:   Under purchase method, goodwill appears on the financial statements.  Because they are recognized, their cost is taken over time, thus increasing the expenses of the new company
i) Intangibles – other than goodwill – are recognized if they:

(1) Arise from contractual or other legal rights, or 
(2) Are separable. 

ii) Intangibles are valued initially at cost, or at fair value in an aggregate acquisition. 
d) Amortization of non-goodwill intangibles:   Looking for a determinable useful life. 
i) Amortization over useful life, normally straight-line. 

ii) Useful life may be indefinite – resulting in non-amortization – but there is a high presumption against indefinite life.  
(1) Patent useful life.  Can go on for a long time.  But the actual value of that useful life will drop over time.  Always a judgment question here – saw in case of physical assets.  Think Al Gore, My Life in Politics.
iii) Intangibles to be reviewed for impairment, pursuant to FAS 144.   Similar to treatment we saw with tangible assets.  Account for the limited useful life of certain assets such as trademarks and the like.  consider whether the value of an asset is lower than what is carried on the books.
e) Amortization of goodwill: 

i) Presumption of non-amortization of goodwill. 
(1) If acquisition is profitable, never write off; if not profitable, then goodwill goes away really fast with impairment.
(2) Bad rule: No evidence that goodwill doesn’t depreciate; impairment test for goodwill is hard to apply, and this stands GAAP at odds with the rest of the world.
ii) Write-off – in whole or in part – based only on impairment of the “reporting unit.”   
(1) FAS 142 – Creates a special impairment test for loss of goodwill (pars 18, 19, 22).  Company considers whether the realizable value of the entire business has declined to the point where it will generate less than the whole book value of the entire business.  Company than derives impaired value of the company.  
(2) Relation to Tax Purposes.  19 yrs is the term of write-off of acquired goodwill for tax purposes.  Does not matter for accounting provisions – only written off as cost over time if it declines in value.  From accounting perspective, acquiring company has the best of both worlds – gets assets and does not have to write off for accounting purposes.  But it is allowed to write off the goodwill for tax purposes.  Seems to be positive incentive for acquisition.
iii) Any impairment loss reduces net income from operations, unless the loss is based on discontinued operations. 
f) Effect of Amortization and Depreciation on the Income Statement.  Increased balance sheet values (see sheet #4, last column on right) usually have an unfortunate effect on the income statement.  Company must show greater depreciation and amortization expenses on its income statement.  However, such amortizations does not usually produce a tax deduction.  Since the actual revenues of the combined companies are unaffected by the method of accounting for combination, it is generally undesirable to apply a method that reports lower income.
g) What happened – why were these unusual rules adopted? 

i) Compare international accounting standards: mandatory amortization of goodwill, generally over a maximum 20 year period. 

ii) American industry strongly opposed mandatory purchase accounting, because of the corresponding mandate to amortize goodwill.  Companies opposed it bc
(1) to extent that exec comp is calculated on basis of net income, bonuses will decrease as performance appears to decrease.  (reputation and financial damages)
(2) Common to assume that mkt is a lot brighter than this though…
iii) Eventually, industry got its way: mandatory purchase, but no mandatory amortization. 

iv) The effect: goodwill write-off may be indefinitely deferred, until impairment. 
v) But the piper has to be paid: look at goodwill – and other intangible – impairment write-offs in the last two years.   Impairment writeoffs in last 2 years bc of fall in stock mkt.  Produces an avalanche in the event econ downturn.
Example of Direct Method.  Original cost of bldg is $100k, useful life of 20 yrs.  rented at $1k/month, maintenance of $60, and depreciate at $5k.ra.  Net income =  rental revenue (12 x $1k) – expenses (12 x $60) - depreciation ($5k).  $6280.  Cash flow used to find net income.





Example of Indirect Method.  Net income ($6280) + Cost ($5k) + Expenses ($720) = $12k.  Net income used to find cash flow.  








Calculating LCM


Cost.  Determine cost under the inventory flow convention being used





Market.  Determine (1) replacement cost, (2) net realizable value (minus disposition values), and (3) net realizable value less normal profit margin.  Market equals median (middle) figure of three figures.





Lower of.  Inventory is carried at lower of cost (1) or market (2).





Impairment Decision Tree


Is testing for impairment appropriate (Par. 8)?  Look at surrounding factors and ask whether there is a basis for impairment.  If circumstances do not suggest impairment, inquiry is over.





If testing is appropriate, does the sum of the undiscounted cash flows expected from the asset exceed its carrying value (Par. 7)?  Consider non-discounted cash flows.  If less than carrying value, then consider moving on.  If not, things are cool.





If value is less, then asset is re-valued (Par. 22).   Use comparable purchases or sales, or, if that does not work, discounted present value of cash flows.





Lease Accounting Decision Tree:  Substance Over Form (FAS 13)





Lessee:


Is the lease capital or operating?  Four criteria


If operating, then recorded as lease. (Part 3 above)


If capital, then recorded as sale.





Lessor: 


Does the lease meet any of the four capital criteria?  Four criteria.


If it does meet one of the criteria, does the lease meet the additional criteria of any of the sub-categories (sale-type, DFL, leveraged lease)?


If it does, then the lease is a capital lease and is accounted for as a sale, according to its type.


If it does not meet both 1) and 2), then lease is accounted for as an operating lease (Part 3 Above).  Note this can lead to unparallel treatment for lessor and lessee – lessee can treat lease as sale, while lessor treats it as a lease.  








PAGE  
35

