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FALL 1993

ASSIGNMENT ONE 

Accounting conventions:  (a)  The going concern convention:  assets & liabilities are valued & stated on the presumption that the enterprise will continue in business;  (b) The periodic report convention:  accrual & deferral basic period is one year ("period costs" are fire insurance, depreciation, interest & rent);  & (c) Consistency

A.  
Contra Accounts  to an asset is the accumulative credit changes to the asset to which it relates, e.g., accumulated depreciation is the right hand side of the building asset account.

(1) Preserves additions in main account intact, & (2) increases flexibility by permitting adjustments of the reductions.

Close out contra account if, e.g., sell ans asset (& profit is gain)

B.  
Stockholder's Equity
Common Stock


Authorized:  $ par, # shares


Issues & outstanding:  # shares


$

Capital Contributed in Excess of Par


$

Retained Earnings




$

Total Stockholder's Equity



$

C. 
Summary of Bookkeeping Process
(a.)
Make original journal entries,

(b.)
Posting journal entries to ledger (√ in folio),

(c.)
Close expense & revenue accounts to profit & loss account & then to an equity account,

(d.)
Prepare the income statement & the balance sheet.

D.  
Accrual Method
Take account of revenues when all conditions precedent to right to receive $ (legal right) have been met & take account of expenses when conditions precedent for a duty to pay $ (legal obligation) have been met [as opposed to "cash receipt method"].

Four Paradigmatic Entries
1.  Revenues


A.  Received but not yet earned = DEFER entry



dr. cash




cr. deferred revenue


B.  Earned but not yet received = ACCRUE entry



dr. accounts receivable




cr. revenue

2.  Expenses


A.  Paid but not yet used = PREPAID entry



dr. prepaid expense (e.g. insurance)




cr. cash


B.  Used but not yet paid = ACCURE entry



dr. insurance expense




cr. account payable

E.  
Bad Debt
1.  
If using cash receipt method a bad debt would be a non-event b/c haven't recognized revenue (this is a defect in this method b/c can't tell if bad debt or bad business)

2. 
If using accrual method:

a.  
The charge off method is only permissible way for income tax purposes
 (although whichever year you claim bad debt IRS says in the wrong year).  

b.  
The allowance method is preferred by GAAP:  relate bad debts to sales which created the receivable by setting up an ADA contra account (no corrective entries if change %).

(1)  If the actual bad debt shows up (guy says "can't pay the $"):


dr. ADA


cr. act. rec.

(2)  If recover all bad debts (guy says "I found the $"):


dr. act. rec.



cr. ADA


dr. cash



cr. act. rec.

(3)  If ADA is wiped out (collect all act. rec.), to restore ADA to income:


dr. ADA



cr. revenue

F.  
Materiality (in securities law)

TSC INDUSTRIES v. NORTHWAY  (1976)  p. 53 

Supreme Court held that an omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote;  there must be a substantial likelihood that disclosure would have significantly altered the total mix of information available.

BASIC INC. v. LEVINSON  (1988)

I:  
When do preliminary merger discussions become material so as to make a misrepresentation a material misrepresentation?

R:  
TSC Industries rule.  Also, when an event is speculative, must balance probability & magnitude of event;  a fact based Q.

In contract to these decisions, GAAP is sanctioned approach where materiality is simply a % of pre tax income.  This has not, however, been given legal effect & 2d Circuit in Simon has hinted that it will never be applicable as a rule of thumb. 

G.  
INVENTORIES
1.  
Periodic Inventory Method 

opening inventory    [a debit balance]

+ purchases
cost of goods available for sale

- closing inventory 
 

COGS

As goods are purchased, debit a "purchase expense" account.  At month end transfer the debit balance into COGS, transfer debit opening inventory (asset) into COGS & reduce COGS by amount of goods still on hand. 

dr. purchase expense


cr. case

dr. COGS


cr. purchase expense

dr. COGS


cr. opening inventory

dr. closing inventory


cr. COGS

& then COGS -> income summary.

2.  
Perpetual Inventory Method  

Purchases go into "merchandise" (an asset account).  Use with art or yacht sales.  When sell item for $15 which cost $10 to make:

dr. cash
15


cr. sales revenue

15

dr. COGS
10


cr. merchandise

10

& Income Statement:
Sales Revenue

15




Less: COGS   
         -
10



Gross Profit on Sales
  5

& on Balance Sheet, merchandise is an asset.  Inventory is always available because every purchase & sale results in immediate change to merchandise account.

3.  
In General
Sales Revenue

Less:  
COGS in February


Opening Inventory


Purchases


Less:  Closing Inventory
Gross Profit

I.
MOXIE PROBLEM
Plant financed by a mortgage loan on the warehouse & land.  Note secured by the mortgage is payable semi-annually at June 30 & December 31 in each year.   Interest at the rate of 6% on the unpaid balance is payable on the same dates.  Long term mortgage loan payable plus current portion is $243,000.

In current month, pay $40,000 of principal 29 days into the month.  In accruing interest, can accrue:

(1)
Interest at 6% for one month (.5%) on $243,000 ($1,215), or
(2)  
interest at 6% for 29 days (.467%) on $243,000 ($1,135) plus


interest at 6% for 2 days (.032%) on $240,000 ($77) which equals $1,212.

Sources of Authority, the Income Concept, Financial Statements (ASSIGNMENT TWO)

A.
Sources of Authority in Accounting

ASR 4 (1938)     

In cases where financial statements filed with this commission pursuant to its rules & regulations under the Securities Act of 1938 or the Securities Exchange Act of 1934 are prepared in accordance with accounting principles for which there is not substantial authoritative support, such financial statements will be presumed to be misleading or inaccurate.  In cases where there is a difference of opinion between the Commission & the registrant as to the proper principles of accounting to be followed, disclosure will be accepted in lieu of correction of the financial statements themselves only if the points involved are such that there is substantial authoritative support of the practices followed by the registrant & the position of the Commission has not previously been expressed in rules, regulations or other official releases of the Commission, including the published opinions of its Chief Accountant.

Authority for ASR 4?  Under the 1933 Act the intending issuer of securities could not sell the securities until the registration statement was filed & then declared effective by the Commission.

HISTORY  (from Wheat Report, Fifis & Class Notes)

(1)
American Institute of Certified Public Accountants (AICPA) appointed the Committee on Accounting Procedure which began issuing Account Research Bulletins (ARB) in 1939.  Active for 20 years & issued 46 (51?) ARB bulletins.  Problem = Neither AICPA nor SEC took position that ARB were "substantial authoritative support."

(2)  
The AICPA then organized the Accounting Principles Board (APB) to replace the Committee on Accounting Procedure which issued its first opinion in 1964.  Published 31 opinions.  Problem = Mission was to deal with issues as they became controversial & thus opinions were obviously political compromises (& published dissents) which hurt credibility. 

(3)
1960's crisis re pooling & purchase.  APB opinion 16 (1970) was unsatisfactory, unprincipled & led to ungluing of APB.  

(4)
In 1972, the AICPA appointed Francis Wheat to a committee.  In the Wheat Report, Wheat proposed that accounting principles be formed by the a new Financial Accounting Standards Board (FASB) independent of the AICPA whose members would be paid enough so that they need not & would not engage in any other occupation & with an elaborate system of finding to keep it  independent of the AICPA & other organizations.  Credibility of organization was dependent on its independence.

(5)
FASB took over from APB in 1973.  SEC announced its support of FASB through Accounting Series Release (ASR) 150.  See Arthur Anderson above.  ASR 150 declared that "substantial authoritative support" would be construed to mean the official pronouncements of in ARB, by APB & by FASB.  110 FASB standards so far.  FASB standards are law of US to reporting companies (which are companies which report to the SEC, i.e., (1) companies listed on stock exchange, or (2) companies with $5 million in assets & 500 stockholders.).  Non-reporting companies fall under Rule 203 of the AICPA.  

THE WHEAT REPORT (1972)  

Proposes Financial Accounting Foundation (FAF) & Financial Accounting Standards Board (FASB) to be separate from all existing professional bodies.  Also Financial Accounting Standards Advisory Council .  Superior to present structure:

(1)  
FASB will be free of any private interests which might conflict with the public interest;  compact & full-time.

(2)  
Participation by a number of important groups in the standard-setting task;  broader base of support.

(3)
Possible to seek broader financial support.

(4) 
Because of strong link with AICPA, the FASB will continue to command the support of the public accounting profession, essential to enforcement of the standards developed by the FASB.

What does "the establishment of accounting principles" mean?  Three practical goals: (1) to discourage practices in specific areas which experience indicates might be employed in such a way as to mislead public investors, (2) to encourage practices which could be expected to make financial statements more informative, & (3) to reduce the use of alternative accounting methods not justified by factual or circumstantial differences.  The FASB will design "standards" as financial accounting & reporting are not grounded in natural laws, but must rest on a set of conventions or standards designed to achieve what are perceived to be the desired objectives of financial accounting & reporting. 

ASR 150 (1973)   

Various Acts of Congress state the authority of the SEC to prescribe the methods to be followed in the preparation of accounts & the form & content of financial statements to be filed under the Acts & the responsibility to assure that investors are furnished with information necessary for informed investment decisions.  The SEC endorsed the establishment of the FASB in the belief that the Board would provide an institutional framework which will permit prompt & responsible actions flowing from research & consideration of varying viewpoints... collective experience... commitment of resources.  In view of these consideration the SEC intends to continue its policy of looking to the private sector for leadership  [Restates ASR 4]   For purposes of this policy, principles, standards & practices promulgated by the FASB in its Statements & Interpretations [FN1] will be considered by the SEC as having substantial authoritative support, & those contrary to such promulgations will be considered [FN2] to have no such support.  The SEC has the responsibility to assure that investors are provided with adequate information.  The Commission staff will continue as it has in the past to take such action on a day-to-day basis as may be appropriate to resolve specific problems of accounting & reporting under the particular factual circumstances involved in filings & reports of individual registrants.

FN1.  ARBs & effective opinions of the APB should be considered as continuing in force with the same degree of authority except to the extent changed by the FASB.

FN2.  Rule 203 provides that it is necessary to depart from accounting principles promulgated by the body designated by the [AICPA] if, due to unusual circumstances, failure to do so would result in misleading financial statements.  In such a case, the use of other principles may be accepted or required by the [SEC].

Rule 203 of AICPA's Code (1973):

A member shall not state affirmatively that statements are in conformity or that he or she is not aware of any material modifications if such statements or data contain any departure from an accounting principle promulgated by bodies designed by Council to establish such principles that has a material effect on the statements or data taken as a whole unless due to unusual circumstances the [data] would otherwise be misleading.

But this may be a paper tiger.  Major enforcement is the SEC's authority.

GASB (Governmental Accounting Standards Board) fixes GAAP for governmental bodies, a sister organization to FASB.  Both operate under the Financial Accounting Foundation.  FASB has jurisdiction over not-for-profits unless it is a governmental organization (then GASB).

ARTHUR ANDERSON & CO. v. SEC  (N.D.Ill. 1976)  p. 54 

F:  
π seeks a preliminary injunction restraining SEC from enforcing or applying ASRs 150 & 177.  

H:  
Preliminary injunction request denied.


(1)  ASR 4 (1938):  Where financial statements prepared in accordance with accounting principles for which there is no substantial authoritative support, such financial statements will be presumed to be misleading or inaccurate.  Where there is a difference of opinion, disclosure will be accepted in lieu of correction.


In 1973 AICPA designated the FASB as the body to establish authoritative accounting principles.  Then the SEC issued ASR 150 which added to ASR 4:  Principles promulgated by the FASB will be considered by the SEC as having substantial authoritative support & those contrary to such promulgations will be considered to have no such support. 


(2)  Only in the most extraordinary circumstances will the public interest be served by the court preempting the legislative judgement of a commission such as the SEC which is charged with protecting the public interest in a specialized area.  ASR 177 amends Instruction H(f) of Form 10-Q.  H(f) provides that when a business changes an accounting practice, the first 10-Q report files subsequent thereto must include a letter from its CPA indicating whether or not the change is to a principle which in his judgment is preferable.  No letter required if change made in response change required by the FASB.

B.
What is Income?
EISNER v. MACOMBER (π)  (1920)  J. Pitney   p. 12 of reading

F:
January 1916 Standard Oil issued stock dividend of 50% [now called a stock split].  π received 1,100 additional shares, par value $19,877.  π called on to pay an income tax based on a supposed income of $19,877.  π contends that Revenue Act of 1916 violates the Constitution by including stock dividends as gross income, claims they are not income within the meaning of the 16th Am.

I:
By virtue of the 16th Am. does Congress have the power to tax as income of the stockholder & without apportionment, a stock dividend made lawfully & in good faith against profits accumulated by the corporation since March 1913?

H:
"Congress shall have the power to lay & collect taxes on incomes, from whatever source derived, without apportionment among the several States, & without regard to any census or enumeration."  16th Am. (1913).  What is income?  Income derived from property = not a gain accruing to capital, not a growth or increment of value in the investment, but a gain, a profit, something of exchangeable value proceeding from the property, severed from the capital however invested or employed, & coming in, being derived, that is, received or drawn by the recipient (π) for his separate use, benefit & disposal.  Can a stock dividend be brought into this definition?  No.  Need realization.


"A stock dividend really takes nothing from the property of the corporation & adds nothing to the interests of the stockholders.  Its property is not diminished & their interests are not increased. . . the proportional interest of each shareholder remains the same.  The only change is in the evidence which represents that interest, the new shares & the original shares together representing the same proportional interests that the original shares represented before the issue of the new ones."  (Only case ever to hold a § of the income tax law unconstitutional.)

TODAY the scholarly consensus accepts the existence of congressional power to tax unrealized appreciation w/o apportionment.  Macomber has not been overruled, but has been confined to its facts:  no taxable income is produced by simple pro-rata "common-on-common" stock dividends, in which the stockholder receives shares identical to those producing the dividend & that are not accompanied by a right to elect cash in lieu of stock.

Need event of realization for better-off-id-ness?  Pitney said yes, but most say no (including Slain).  However, if tax non-realized income there are 2 problems (1) where does tax payer get the cash? & (2) how will it be valued?  Pitney's opinion is wrong but practical.

FRED PELLER v. COMMIS. OF INTERNAL REV.  (1955)  p. 17 

F:  
π had house built.  Actual cost of construction ($101,000) > fair market value ($70,000) > price fixed in contract & paid ($55,000).  "Extras" requested by π, errors in construction work & contractor had expected to take a small loss to begin with.  IRS says π received income of actual cost minus amount paid ($101-$55).

I:
Whether π received income by virtue of the construction of a house where the cost of construction & the fair market value materially exceeded the agreed price paid to the contractor.

H:
Forget actual cost.  Need only discuss excess of fair market value of property over amount paid.  Is $15,000 income for π?  General rule is that the purchase of property for less than its value does not, of itself, give rise to the realization of taxable income.  Such realization normally arises, & is taxed, upon sale of other disposition.  Exception, e.g., if property is acquired in connection with a bargain purchase (not "at arm's length").  Here no employer-employee relationship from which can infer that that $15,000 is compensatory, nor are there elements of a dividend, nor any other theory from which we may hold income was realized.  Although π received more value than he paid for, there was no obligation for anyone to favor contractor in the future.  Contractor's action were akin to lavish expenditure for presents or entertaining.

Do not consider all bargained purchases as income because not practical.  Value based system:  theoretically right but will not abandon historical cost as method of valuing because of the huge problems of measuring value.

FASB Statement of Concepts #5 
§ 83.*
Revenues & gains of an enterprise are recognized by considering two factors (a) being realized or realizable, & (b) being earned, with sometimes one & sometimes the other being the more important consideration.

a.  Realized or realizable.  Revenues & gains generally are not recognized until realized or realizable.  Realized when exchanged for cash.  Realizable when related assets received or held are readily convertible to known amounts of cash.  Readily convertible assets have (i) interchangeable (fungible) units & (ii) quoted prices available in an active market that can rapidly absorb the quantity held by the entity without significantly affecting the price.

b.  Earned.  Revenues are not recognized until earned.  Considered earned when the entity has substantially accomplished what it must do to be entitled to the benefits represented by the revenues.  For recognizing gains being earned is less significant that being realized or realizable.

§ 84.
List of situations & when to recognize revenue & gains.

Slain says § 83 is the best definition of income.

Hague-Simon (sp?) definition of income:  the algebraic sum of increments to wealth (assets) during some period & value of things consumed during same period.

C.
Times-Mirror Company Consolidated Balance Sheet (a Classified Balance Sheet)

BALANCE SHEET NOTES

Inventories are carrier at lower of cost or market & are determined under the FIFO method for books & certain finished produced, & under LIFO method (which approximates current cost) for newsprint, paper, lumber, logs & certain other inventories.  LIFO reserve reported (amount inventory would be if LIFO has been used exclusively).

Depreciation is provided on the straight-line method for buildings, machinery & equipment

Goodwill is being amortized over a period of 40 years.  Goodwill arising from business combinations consummated prior to 1970 is not being amortized because, in the opinion of management, it has not diminished in value.

Interest cost was incurred, & part of it was capitalized.

Timberlands less depletion consist of (1) owned plus (2) capitalized timber harvesting rights.

CLASS NOTES

(1)
Consolidated Balance Sheet:  All subsidiaries folded into this balance sheet.  50% + one share means it is yours.  Any way to know whether subsidiaries are wholly or less than wholly owned?  Yes.  Look at shareholder's equity.  "Minority interest" (the net equity of minority owners all grossed together) would show up if any not wholly owned.

(2)
Remember:  LIFO means a more accurate income statement & FIFO means a more accurate balance sheet.  SEC requires company to disclose the LIFO reserve.

(3)
Current Assets:  All likely to change in to cash in the operating cycle (here 114 days).  The operating cycle is the time it takes to turn inventory into cash (buy materials & sell product).  Why do we care?  Current liabilities are due & payable within one year (or within operating cycle if it is > one year, rare).  

Current Assets       =   
a RATIO which tells us whether they can pay their debts

Current Liabilities

when they become due 


The ratio is only meaningful re other ratios in particular industries (e.g. in construction want a negative ratio & in machine tools want a 5 or 6) & becomes less meaningful when companies have multiproduct lines (T-M ratio of 1.6 is meaningless).


Creditor want ratio as high as possible.  Shareholders & investors want it more even:  want low because, e.g., don't make $ owning accounts receivable or inventory & want high because want creditors to extend trade credit.

(4)
Deferred credit = Unearned income

CAPITAL STRUCTURE  (ASSIGNMENT THREE)

A.
Legal Capital & Dividends
Creditors ordinarily cannot recover from shareholders if corporation does not pay creditor's claim.  THUS creditors have an interest in avoiding the corporation's impairing its ability to pay by distributing its assets to its shareholders.  Dividends are declared by the board of directors (elected by shareholders) so interests of creditors may require protection.  Also, when have common & preferred stockholders (common typically controls election of directors) preferred stockholders may require protection.  THUS various restrictions on corporate dividends.

Statutory limitations are full of loopholes.  Creditors rely on contractual limitations.  Model Business Corporation Act (MBCA) adopted by about 15 states (not Delaware).

(1)
Basis Rules    

Par value had to be paid as a minimum for each share issueD.  Par is an arbitrary value fixed by articles of incorporation & amendable usually by majority vote of directors & shareholders.  Par is usually fixed at (a) a very low figure, or (b) zero.  No-par stock must have a stated value.  

MBCA (1980) eliminated the requirement that shares be issued with par or stated value & that consideration received for initial issuance be other than "adequate."  Since no minimum price there can be no "watered stock" liability for issuing shares below an arbitrarily fixed price.

dr.
Cash
95

cr.
(A) Capital Stock (10 shares com. stock $1 par)
10

cr.
(B) Capital Contributed in Excess of Par
85

(A) = stated capital, sometimes legal capital

(B) = capital surplus

(A) & (B) = capital, although sometimes (A) & (B) = legal capital

& RE = earned surplus
(2)
Limitations on Distributions    p. 370 

Dividends or other voluntary distributions should not be paid to shareholders if the result would be to reduce the corporation's net assets below the aggregate par or states value of the issued shares.  Wood (1824) (J. Story).  Concept ("trust fund concept") is that capital of corporation is to be preserved for the benefit of creditors (& preferred stockholders).  A cushion of legal capital.  USELESS though: (1) can have low par or stated value--laws permit distribution of capital surplus & earned surplus (MBCA abandons this charade), & (2) can reduce legal capital without creditor's approval.  THUS creditors do not rely on statutory protection against shareholder distributions.  

Dividend statutes employ one or more of the following statutory schemes: 

(1)
Balance Sheet Test Statutes.  A test based on the effects on the balance sheet & having legal capital as a basic term, e.g., a statute prohibiting distribution if net assets remaining would be less than legal capital.  SEE §§ 170 & 154 of the Delaware Code below (problem is that assets & liabilities are undefined).  SEE also MBCA § 6.40 (c) & (d) below.

(2)
Nimble Dividends Statutes.  Permits dividends out of recent earnings.


§ 170 of the Delaware Code (SEE below) alternatively allows for payment of dividends out of the current or prior year's earnings.  "In case there shall be no surplus, dividends may be paid out of net profits for the fiscal year in which the dividend is declared & or the preceding fiscal year."   This negates any real interest in protection of creditors, however, a corporation that has accumulated large deficits & has heavy burden of unpaid debt would have no prospect of obtaining further credit unless new equity capital could be attracted & under this statute, it can if corporation earns a current profit.

(3)
Earned Surplus or Income Statement Statutes.  Prohibits distribution except out of accumulated earnings.


California Code § 500 (SEE below) "No distribution unless the amount of the RE [earned surplus] immediately prior thereto equals or exceeds the amount of the proposed distribution."  This protects creditors & shareholders by protecting shareholder contributed capital (both legal & surplus).  Concept is that shareholders invest in a business & do not wish to receive back part of their capital investment as dividends or to have any other class of shareholders receive it (w/o notice or vote).  

Manning  p. 377 

Legal capital schemes embedded in the nation's corporation acts are inherently doomed:  (1)  Loopholes.  (2)  Decision-making & control is in hands of shareholders.  (3)  Stated capital is a wholly arbitrary number unrelated in any way to any relevant economic facts.  (4)  Not a principled system, why limit distributions using stated capital amount?  (5)  No time dimension.  (6)  Leads to expenditure of energy in stupid ways, the by-product of the primitiveness & essential irrelevance of the legal capital system.  (7)  Statutes have crazy loops e.g. nimble dividend statutes allow companies with heavily impaired legal capital to make payments to shareholders (& more p. 379);  evidence of the quintessential triviality of the system lies in the fact that any corporation lawyer of moderate skill can nearly always arrange things so as to make the distribution.  (8)  Can be a trap for lawyers not familiar with the arcana of legal capital.  Q = whether anything more is needed than a simple insolvency statutes (all Massachusetts has).  

(4)
Insolvency Test Statutes & the Revised MBCA.  Prohibition of distributions while insolvent or which would result in insolvency.  Some states do not have an insolvency statute, e.g.  Delaware.


Insolvency in the equity sense (the inability to pay debts as they fall due in the usual course of business) versus insolvency in the bankruptcy sense (excess of liabilities over assets).


MBCA uses both an insolvency test, using insolvency in both the equity & bankruptcy sense as the threshold for payment of dividends.  SEE MBCA § 6.40 (c) & (d) below.

N.Y.B.C.L  § 510
(a)  
Corporation may pay dividends except when currently insolvent or would thereby be made insolvent.

(b)  
Dividends may be declared or paid out of surplus only, so that the net assets of the corporation remaining after such distribution shall at least equal the amount of its stated capital.

(c)  
Notice requirement.

N.Y.B.C.L  § 102
(6)
Earned surplus means the portion of the surplus that represents the net earnings, gains or profits, after deduction of all losses, that have not been distributed to the shareholders as dividends, or transferred to stated capital or capital surplus, or applied to other purposes permitted by law.  Unrealized appreciation of assets is not included in earned surplus.

(8)
Insolvent means being unable to pay debts as they become due in the usual course of the debtor's business [i.e. insolvency in the equity sense].

(9)
Net assets means the amount by which the total assets exceed the total liabilities.  Stated capital & surplus are not liabilities.

(12)
Stated capital means the sum of (A) the par value of all shares with par value that have been issued, (B) the amount of the consideration received for all shares without par value that have been issued, except such part of the consideration therefor as may have been allocated to surplus in a manner permitted by law, & (C) such amounts not included in clauses (A) & (B) as have been transferred to stated capital, whether upon the distribution of shares or otherwise, minus all reductions from such sums as have been effected in a manner permitted by law.

(13)
Surplus means excess of net assets over stated capital.

Total Assets - Total Liabilities = Net Assets

Net Assets - Stated Capital = Surplus

Q.  Can directors increase stated capital by own actions?  Can make transfers within shareholders equity, i.e. if had big RE & no money might transfer $ from RE to stated capital to reduce pressure to give dividends.

Del. Gen. Corp. L.  § 170 

(a)
May pay dividends either (1) out of its surplus, as defined in § 154, or (2) in case there shall be no surplus, out of its net profits for the fiscal year in which the dividend is declared &/or the preceding fiscal year.  

FIFIS says that § 170(a)(1) allows dividends upon the share of its capital stock out of its surplus.  Also SEE FIFIS above on §170(a)(2) ("nimble dividends").

§ 170(a)(1) = § 510(b).  § 170(a)(2) means can declare dividends when no surplus, as long as have earnings;  e.g., if stated capital = $1,000 & if last year assets minus liabilities = <$2,000> (RE) & this year assets minus liabilities = <$1,000> then can declare a dividend of up to $1,000.  Although there is a limit, see end of § 170(a).  If RE too low no one will buy the stock.  30 states have statutes like this.

Del. Gen. Corp. L.  § 154

Part of consideration shall be capital.  If shares have par value, amount determined to be capital shall be in excess of the aggregate par value of the shares.  If all shares have the same par value, amount determined to be capital need only be equal to the aggregate par value of the shares.  Directors must specify within 60 days of issuance. . .   Capital of the corporation may be increased by resolution of the board of directors directing that a portion of the net assets be transferred to the capital account.  The excess if any at any given time of the net assets over the amount determined to be capital shall be surplus.  Net assets means the amount by which total assets exceed total liabilities. 

FIFIS says § 154 defines surplus as:



Assets

Less:
Liabilities (exclusive of equity)

Equals:
Net Assets

Less:
Legal Capital

Equals:
Surplus available for dividends

Calif. Corp. Code §§

114.
All must be done in conformity with GAAP.  [That is, can't make up RE.]

205  
All authorized shares of a corporation shall be deemed to have a nominal or par value of one dollar per share.  All references to financial statements mean consolidated statements.  [In Fifis, p. 364, it says that consolidated financial statements meaningless in determining surplus available for dividends & share repurchases.] 

166.
Distribution to its shareholders includes:

500.
A corporation shall not make any distribution to the shareholders unless:

(a)
The amount of the RE immediately prior thereto equals or exceeds the amount of the proposed distribution;  or
(b)
Immediately after giving effect thereto:

(1)
The sum of the assets of the corporation (exclusive of goodwill...) would be at least equal to 125% it liabilities (not including...);  &

(2)
The current assets would be at least equal to its current liabilities or, if the average of the earnings before taxes on income [lots of details, see Statute in readings]   SEE FIFIS above re § 500.

501.
Shall not make any distribution if corporation is or as a result thereof would be likely to be unable to meets its liabilities as they mature.

507. 
Notice requirement.

This abolishes concept of par value & stated capital.  § 500 has nothing do to with stated capital.  Buys into GAAP.  When GAAP changes, the dividend statute changes.

MBCA § 6.40
(c)
No distribution may be made if, after giving it effect:

(1)
the corporation would not be able to pay its debts as they become due in the usual course of business;  or

(2)
the corporation's total assets would be less than the sum of its total liabilities plus the amount that would be needed, if the corporation were to be dissolved at the time of the distribution, to satisfy the preferential rights upon dissolution of shareholders whose preferential rights are superior to those receiving the distribution.

(d)
The board of directors may base a determination that a distribution is not prohibited under (c) either on financial statements prepared on the basis of accounting practices & principles that are reasonable in the circumstances or on a fair valuation or other method that is reasonable in the circumstances.

Slain said official comment to § 6.40(d) said GAAP not required.

B.
The Relationship to GAAP
COX v. LEAHY  (N.Y. 1924)

Trustee in bankruptcy sought to recover the loss sustained by the corporation or its creditors by the declaration & payment of a 50% dividend.  Under § 28 directors shall not make dividends except from surplus profits nor shall they divide any part of the capital of such corporation or reduce its capital stock;  in case of any violation, directors shall jointly & severally be liable to such corporation & to the creditors thereof to the full amount of any loss sustained by such corporation or its creditors respectively by reason of such withdrawal, division or reduction.  "Capital of such corporation" means property capital.  Property accumulated by the corporation in excess of its capital stock at par constitutes "surplus profits".  Liability = dividend paid in excess of surplus profits.  Issue = a few items in the statement of assets & liabilities.  Prepaid insurance is an ASSET;  it has an actual value belonging to the company.  Prepaid taxes are not an asset;  not available for a refund.  

Cox uses the balance sheet test.  Underlying issue is that must keep capital intact.

Income  = that which may be consumed during a period while leaving the owner "as well off" (to preserve capital) at the end of the period as he was at the beginning.  Dividend law related in sense that dividends are considered appropriate only it either out of income or not out of its complement, capital.  FIFIS

Financial capital = a measurement of the capital of a corporation by the monetary value of the contributions of the shareholders;  money value invested by share owners not the physical capital.  If this amount is maintained, the rest is income.  [Physical capital requires that assets aggregating the initial productive capacity of the business remain unimpaired.]  Cox favored financial measures of capital by expressly permitting distribution of capital (defined as physical capital) to the extent of "surplus profits" (defined as property in excess of its capital stock at par);  rejected any notion of preserving the physical capital.  (FIFIS, p. 384)

APB 6 § 17

Property, plant & equipment should not be written up by an entity to reflect appraisal, market or current values which are above cost to the entity. . . .  Whenever appreciation has been recorded on the books, income should be charged with depreciation computed on the written up amounts.  [BUT SEE Randall.]  Mr. Davidson agrees only because he feels that current measurement techniques are inadequate.  

RANDALL v. BAILEY (N.Y. 1940)  p. 387 

F:
π (trustee) sued former directors under bankruptcy act to recover amount of dividends paid.  Although there was a surplus on the books π claims that there was no surplus, that the capital was actually impaired to an amount greater than the dividends & that the directors are personally liable to the corporation for the amount thereof.  ∆ claims there was a surplus even greater than amount shown on books.  


π claims (1) improper to write-up the land values above cost & thereby take unrealized appreciation into account, & (2) improper not to write-down to actual value the cost of investments in & advances to subsidiaries & thereby fail to take unrealized depreciation into account.  Land written up twice to amount at which it was assessed for taxation.  

I:
Should fixed assets be computed at cost or value for dividend purposes?  

H:
§ 58 found to include appreciation in the value of property purchases whether realized or unrealized.  In Cox unrealized appreciation in land values actually was taken into account in determining whether or not dividends had been improperly paid.  Brandeis also said that surplus may consist of increases resulting from a revaluation of fixed assets.  Edwards.  Unrealized appreciation & unrealized depreciation must be considered, i.e., in determining whether or not the value of the assets exceeds the debts & the liability to stockholders, all assets must be taken at their actual value.  Not impossible or unfeasible for directors to consider whether cost of assets continues over a long period of years to reflect value.

Slain say Randell is still good law in New York.  SEE  N.Y.B.C.L § 102(a) in which "unrealized appreciation" is not excluded from definitions of capital surplus in (2) or "surplus" in (13);  legislature is capable of excluding it, see (6), so exclusion from other sections is intentional.  BUT SEE APB 6.  

Two objections to writing up assets:  (1) subjective, judgmental, not an objective event, & (2) what is meant by "value"?  All ways of measuring value are inexact.  Ways to determine the value of property:

(a)  
Fair market value (what you can sell it for) but this is difficult because may be unique etc.

(b)
Present discounted value of income can anticipate getting out of land for your period of ownership, "anticipated income stream."  This method lead to a lot of bankruptcies in the 1980's.

(c)
What it would cost to get comparable assets similar in use & services, cost of similar replacement assets (good if old business is run poorly & you want to do something different).

Cost based system with income derived from cost won't be changes to value because value is inherently unreliable (although theoretically more accurate re income).  Physical capital ≈ moving accounting to a value based system.

C.
Stock Dividends & Stock Splits
N.Y. Stock Exchange:  Company Manual  § 703.02   

(a)
Stock Splits.  When properly timed, serves as an excellent means of generating greater investor interest.  Long-term holders may sell some which will add liquidity & broaden the shareholder base.  Next to the financial condition of the security, liquidity is the most important element in investment decisions.  Liquidity is measured by the relative ease & promptness with which a security may be traded with a minimum price change from the previous transaction.  Accordingly, a further objective of a stock split is to lower the market price sufficiently to broaden marketability.


Consideration of a stock split is justified (1) when a company's shares are selling at a relatively high price, (2) when such action is accompanied by healthy operating results & a strong financial condition & (3) when anticipated growth as evidences by a steady increase in earnings, dividends, book value & revenue.  Should do a stock split of at least 2 for 1.  If conditions do not indicate clearly that such a split is warranted, it is questionable whether they warrant any stock split at all.  (If have a few or more smaller splits, splits are in effect periodic stock dividends to which the accounting requirements of the Exchange's stock dividends policy apply.)  Exchange won't allow split when company has widely fluctuating earnings, rapidly rising stock prices without a record of high stock prices, or a split which may result in an abnormally low price range for the stock.  

NOTE:  A 2 for 1 stock split never results in a 50% price drop because the market anticipates it & more people are out there to buy shares up.

(b)
Stock Dividends.  Companies may prefer to pay dividends in stock rather than in cash, particularly when substantial part of earnings in retained by company for use in its business.


•  Stock Dividend = Distribution of < 25% of the outstanding shares as calculated prior to the distribution.

•  Stock Split = Distribution of 100% or more of the outstanding shares of the outstanding shares as calculated prior to the distribution.

•  Partial Stock Split = Distribution of 25% or more but less than 100% of the outstanding shares as calculated prior to the distribution.

Accounting treatment:  


(1)  Stock Dividend.  Capitalize retained earnings for the fair market value of the additional shares to be issued.  Fair market value should approximate the current share market price adjusted to give effect to the distribution.  [NOTE:  That is, you must dr. RE if issue a stock dividend.  SEE ARB 43 ¶ 10.] 


(2)  Stock Split.  Transfer from paid-in capital (surplus) for the par or stated value of the shares issued unless there is to be a change in the par or stated value.  


(3)  Partial Stock Split.

ARB 43, Chapter 7B Stock Dividends & Stock Split-ups
§ 1.
Stock Dividend = An issuance by a corporation of its own common shares to its common shareholders without consideration & under conditions indicating that such action is prompted mainly by a desire to give the recipient shareholders some ostensibly separate evidence of a part of their respective interests in accumulated corporate earnings without distribution of case or other property which the directors deem desirable to retain in the business.

§ 2.
Stock Split-Up = An issuance by a corporation of its own common shares to its common shareholders without consideration & under conditions indicating that such action is prompted mainly by a desire to increase the number of outstanding shares for the purpose of effecting a reduction in their unit market price & thereby of obtaining wider distribution & improved marketability if the shares.


Problems of the Recipient
§ 7.
 Income.  Arguments for recognizing stock dividends as income are also arguments for the recognition of corporate income as income to the shareholder as it accrues to the corporation (& would require the abandonment of the separate entity concept of corporate accounting).  

§ 8.
Are stock dividends income?  Pitney in Macomber said no.  SEE quote in Macomber (above).  

§ 9.
Since shareholder's interest remains unchanged (number of shares constituting that interest just went up) so cost should be allocated equitably to total shares held.  When later disposed of, a gain or loss should be determined on the adjusted cost per share.


Problems of the Issuer, Stock Dividends

§ 10.
Although corporation's assets & shareholder's interest do not change, most see as a dividend equivalent to fair market value of the shares received (because the number of shares issues is small in comparison with shares previously outstanding).*  THUS corporation should in the public interest account for the transaction by transferring from earned surplus to the category of permanent capitalization (capital stock & capital surplus accounts) an amount equal to the fair value of the additional shares issued.

* Value of 110 shares should be same as 100 because same % of ownership, but if dividend is small enough the value of 110 > 100 because the market doesn't notice.

§ 11.
If number is so great (greater than about 20-25%, according to 13.) that it has the effect of materially reducing the share market value there is no need to capitalize earned surplus other than to the extent occasioned by legal requirements.  In such instances should avoid the word dividend & instead say split-up effected in the form of a dividend.  [N.Y. Stock Exchange § 703.02 said same thing.]

§ 12.
With closely held corporations, no need to capitalize earned surplus other than to meet legal requirements.
§ 14.
Although 10. will probably result in capitalization of more than that legally required (usually par value or an amount within discretion of directors), the laws do not prevent the capitalization of a larger amount per share.


Problems of the Issuer, Stock Split-Ups
§ 15.
Where intent of stock split-up is clearly for purpose of effecting a reduction in the unit market price of the shares & thus wider distribution & improved marketability (see 2.) then no transfer from earned surplus to capital surplus is required other than to the extent required by law.  Most likely will be greater than 20-25% but also consider corporation's representations to its shareholders (16.).

Dissent:  Wilcox believes that stock dividends should be regarded as marking the point at which corporate income is to be recognized by shareholders, & denies that the arguments favoring this view are in substance arguments for the recognition of corporate income as income to the shareholder as it accrues to the corporation.

ARB 43 applies only to public companies (not private or closely held companies).

Difference between stock dividend & stock split (in Stock Exchange Memo & ARB) are tremendously imprecise.

FIFIS

(1)  Accounting Treatment by the Recipient:  Common stock dividend distributed pro rata to common stockholders is not income to them, same piece of pie.  Why do corporations do it & stockholders enjoy it then?  Corporation can increase stockholders' equity to support an expanding business.  And with constant tax rate, stockholders better off receiving stock dividend & selling it than they would be if just received cash.  SEE p. 427 Fifis.

(2)  Accounting Treatment by the User:  Corporation must credit capital stock account with par or stated value of shares issued ($) & debit some capital surplus or earned surplus account in a like sum:

dr.
Earned Surplus (RE)      

  $




cr.
Capital Stock (Stated Capital)            $

SEC:  Codification of Financial Reporting Policies § 214
Under present GAPP if the ratio of distribution is < 25% of the shares of the same class outstanding, the fair value of the shares issued must be transferred from RE to other capital accounts.  Failure to make this transfer in connection with a distribution or making a distribution in the absence of retained or current earnings is evidence of misleading practice.  If there is a question of whether the condition of the business warrants the distribution, a further investigation will be conducted to determine whether such distribution may be part of a manipulative of fraudulent scheme.

INTEREST & PRESENT VALUE  (ASSIGNMENT FOUR)

O'SHEA v. RIVERWAY TOWING  (7th Cir. 1982)  J. Posner    

F:
π was cook on tugboat who fell & broke her leg.  District court found ∆ negligent & awarded π damages.  

Q:
How to account for inflation in computing lost future wages?

H:
(1)  No error to conclude π was not more than 50% likely to find another job.  (2)  Fact that job was π's first & she'd worked there less than one year did not preclude an award of damages.  (4)  Although district court judge should have set for steps by which he reached the damage award, error not reversible because award was reasonable.


(3)  Inflation should be treated consistently in choosing a discount rate & in estimating future lost wages to be discounted to present value (PV) using that rate, since it is illogical & indefensible to build inflation into the discount rate yet ignore it in calculating the lost future wages desired to be discounted.  (∆ argued that could not take inflation into account when projecting future wages but ∆ wanted inflation taken into account when discounting total amount to PV.)  Two ways to deal with inflation when computing the OV of lost future wages:  (a) take it out of both wages & discount rate, or (b) use as higher discount rate based on the current risk-free 10 year interest rate but apply that rate to an estimate of lost future wages that includes expected inflation.  Either way is fine.

Don't need to know future interest rates. 

Need PV of an annuity from which π can draw $7,200 (her current salary) for 12 years.  But $7,200 would probably have gone up over the 12 years (inflation, merit raises & productivity dividend).  Economist gave π 6 or 8% raise per year & discounts back to PV using 8.5%:



Discount rate = 3% real interest + 5.5% inflation.  



Raise = 5.5% inflation + .5 or 2.5% increase independent of inflation.

Posner says okay since.5 or 2.5% is below the inflation rate.  (Productivity dividend may be about 3% so discount rate & raise may both be about 8.5%.)

PRESENT VALUE MEMORANDUM (Slain)
1.
Casualty insurers developed concept of STRUCTURED SETTLEMENT.  Take π's claim & assign probabilities to amounts of recovery & add it up (amount multiplied by probability) to find amount that ∆ ought to be willing to settle for (e.g. $135,000).

Since $135,000 is lower than what π is asking for, ∆ "sweetens" the offer:  ∆ offers to pay π $275,000 at a rate of $13,750 per year for 20 years, one payment on the one year anniversary of the settlement date & one on each of the succeeding 19 anniversaries.  A fund of $135,000 invested at 8%, from which  one payment is drawn at the end of each year in the amount of $13,750, will be exactly exhausted by the 20th payment.  SEE p. 12 of reading for chart of fund over 20 years.

TAXES.  Before the Tax Reform Act of 1986, ∆ (on accrual method) could deduct the entire stream of payments ($275,000) in the year of the settlement agreement (multiply $275,000 by the tax rate).  A change in the interest rate would change PV but not the income tax deduction.  This is no longer available as of 1986.  The π's benefit (still) from a structured settlement in that all payments are tax free (as damages under § 104).  If π received full amount, it would be tax free (§ 104) but the earnings of the fund would be included in gross income for tax purposes.

2.
COMPOUND INTEREST CALCULATIONS
A.
Present Value of a Future Amount  (Present Value Discounted)


SEE  TABLE 1.  Future Value of $1


 
   F      
=   PV



(1+R)n 


B.
Future Value of a Present Amount  (Future Value Compounded)


SEE  TABLE 2.  Present Value of $1




FV = P(1+R)n
C.
Annuities = a series of equal payments made at equal intervals 


(e.g. structured settlement)

Could determine PV of each of the payments & then add them.  

OR could add the 1-20 entries under 8% in TABLE 2.

OR could use TABLE 4.

TABLE 3.  Future Value of an Annuity of $1 in Arrears

TABLE 4.  Present Value of an Annuity of $1 in Arrears

3.
ANNUITY IN ADVANCE = e.g. in structured settlement above, the first payment would be due on date of settlement & the other 19 on the following anniversaries.


PV is increased by the difference between the PV of the first payment in the annuity in advance & the last payment of the annuity in arrears;  that is, PV of $13,750 now minus PV of $13,750 in 20 years at 8%.  TO DO WITH TABLE 4, take the PV for one less period (PV in 19 years at 8%) & add 1.  

4.
If interest is compounded more or less often than yearly, then change n & R.


E.g. if interest is 8% & is compounded semi-annually for 20 years, let the number of periods (n) equal 40 & let the interest rate for each period (R) equal 4%.  





8% = the annual or nominal rate





4% = the effective rate or yield.

4.
PERPETUITIES 

Pay interest regularly & forever.  The entire value is the PV of the interest payments (the PV of the principal is zero).  To value, could (a) value the income for as many years into the future as seems worthwhile.

A more common approach to perpetuity evaluation is a process called (b) capitalizing income:  price willing to pay equals the annual income from the investment divided by the demanded rate of return.

Price   
   =
Annual Income



Demanded Rate of Return

125,000
   =
10,000 




8%



i.e., the asset is selling at 12 & 1/2 times earnings (price earnings ratio)



Pure interest is the premium for postponed gratification.  Posner in O'Shea says this is 3% but it has moved around over the years & is now much lower.

Interest = Pure interest + inflation + risk of nonpayment  (can isolate out risk of nonpayment by using U.S. one-year Treasury notes).  

PROBLEM A  How much would a 30 year $10,000 ("face value") at 10% bond cost in a 12% world?

Bonds are contracts, with 2 contractual rights:


(1)  
Right to receive $10,000 in 30 years



The PV of $10,000 in 30 years at 12% (TABLE 2)= $333.80


(2)  
10% interest ($1,000) paid once a year (an ANUITY)



$1,000 for 30 years at 12% (TABLE 4) = $8,055.18

$8,055.18 + 333.80 = $8389 

BUT $1,000 ÷ 8,389 = 11.92%.  In order to get 12% would need yearly payments of $1,006.67.  This discrepancy is made up when 30 years are up & you surrender the bond for $10,000.  You receive $10,000 & you paid $8,389, which is $1,611 more.  The $1,611 is the DISCOUNT.  The future value of a $6.67 annuity (TABLE 3) is $1,611;  the $1,611 is thus, in effect, additional interest received as a lump sum at end.  Bond discounts are implicit in the transaction.  "Yield to maturity" is 12% & "current yield" is 11.92%

PROBLEM B  Starting at age 70 you will retire & need $100,000 a year for the next 20 years;  you are 60 now & R = 3%

(1)  
What do you need at age 70?  

The present value of a 20 year annuity at 3% of $100,000 in arrears:

$100,000 x 14.87747 (TABLE 4) =  $1,487,747

(2)  
How much do you need to put in for ten years to end up with that amount?


The future value ($1,487,747) of a 10 year annuity at 3% of $____ in arrears:

$___  x 11.46388 (TABLE 3) = $1,487,747

$___  = $129,776  

By using 3% we treated inflation consistently & even though all in 1993 dollars, the end result will self-adjust (you will be getting a higher rate of return on money in fund because of inflation so the $100,000 a year will go up to adjust for inflation) unless sudden surge of inflation close to retirement.

PROBLEM C  

(1)
Cost

$200,000 plus $100,000 in one year

$100,000 x 86.957 (TABLE 2) = $86,957 equals a total cost of $286,957.

(2)
Return

(a)  What is value of $50,000 for 20 years starting in 3 years?

PV of 20 year annuity at 15% of $50,000?

$50,000 x 6.25933 (TABLE 4) = $312,966

PV of $312,966 three years in future at 15%?

$312,966 x .65752 (TABLE 2) = $205,781

(b)  What is value of $300,000 in 23 years at 15%?

n = 23 is not listed in TABLE 1, so either multiply the n = 22 & n = 1 numbers to determine the correct multiplier or do them consecutively:

$300,000 x (.04629 x .86957) = $12,075

or
$300,000 x .04629 = $13,887

$13,887 x .86957 = $12,075

(3)
$217,856 (RETURN) minus $286,957 (COST) = <69,101>;  not a wise investment.  If rate of return was 6%, however, you would make a profit, which shows that in an inflationary environment need to make profit quick or will never see it.


Problem with this?  15% has an inflationary assumption built into it but our calculation of the income flow did not have an inflationary assumption built in.  We were assuming inflation but did not assume that COGS would increase with inflation.  Solution = to adjust $50,000 per year to include inflation or take inflation out of the 15%.  This model ("THE CAPITAL ASSET PRICING MODEL") has been used for a long time & has lead to many poor investment decisions.

PROBLEM E:  A Defeasance Transaction

S&L owns a $20,000,000 in H.F. junk bond with 20% coupons & 20 years to maturity.  H.F. wants to lower interest it is paying to the S&L.  Possible DEAL = H.F. buys a $20,000,000 U.S. zero-coupon bond with 20 year maturity to pledge to the S & L as collateral for payment of the junk bond at maturity.  Current interest rate demanded on market for such U.S. bonds is 8%.  In exchange for collateralizing the junk bond, the S&L would reduce the interest rate on bonds to 8%.  H.F. current cost of money is 12%.

Amount of H.F. savings?  

(a)
Cost of $20,000,000 zero coupon 20 year bond at 8%?


$20,000,000 x .21455 (TABLE 2) = $4,291,000

(b)
Savings?

20% minus 8% = 12% a year re the $20,000,000

12% of $20,000,000 = $2,400,000 savings each year on interest payments

What's the PV of a $2,400,000 annuity at 12%?

$2,400,000 x 7.46944 (TABLE 4)= $17,926,656

Also save the PV of paying principal of junk bond

PV of $20,000,000 in 20 years at 12%?

$20,000,000 x .10367 (TABLE 2) = $2,073,400

(c)
$17,926,656 (SAVINGS) minus 


$4,291,000 + 2,073,400 (COST) equals $11,562,256;  a terrific deal for H.F.

On H.F.'s balance sheet, can take the principal off the balance sheet but FASB said must then include the PV of the interest payments on the balance sheet.


� Another difference between IRS Code & GAAP is if, e.g., you have a client pay up front & you put the money in a deferred services account, the IRS Code (≈§ 836) requires that this money be counted as income.  This is a mandatory discontinuity between income & tax accounting.


� Waste in inventory:  since count what is left, anything that is lost, wasted or stolen will be part of COGS


�
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