Chapter 1: Introduction to Financial Disclosure
· Owners, employees, investors & creditors need info as to status & performance:  what business owns, owes, earns & whether likely to pay its debts, etc. E.g.:

· Relationship between A & L ; NI

· Annual I/S for trend of rising, declining, or fluctuating NI

· Past results for future performance (excessive & uniformed reliance is dangerous)

· Cost acctg for internal use of co.

· Forms of F/S:

· Balance Sheet: A, L & NW

· Income Statement: Lists revenues (sales, fees or service income)

· Statement of Cash Flow: Cescribes inflows & outflows of cash & cash-like assets (A/R) for period.  Evaluates ability to pay debts as they come due, buy assets as needed, & extend credit as appropriate to its business affairs.

· Limitations: Measures limited to monetary phenomena cannot derive wisdom of business activity or community responsibility

· GAAP (FASB, AICPA) -- More or less definitive standards for governing way info is represented on F/S.  Acctg profession itself sets forth although since 1933, SEC has authority to prescribe.  SEC usually serves oversight function, occasionally issuing rulings, which are then generally embraced by FASB.

· Role of Accountant and Auditor:

1. Generation of original financial records

2. Accumulation and summarization of financial records

3. Preparation of financial statements and notes and comments

4. Independent examination (auditing by CPAs works backwards)

· Recent economic theory, especially “efficient market hypothesis,” criticizes financial statements (especially in securities).  Siegel thinks there is trend toward relevance (fair value) at expense of certainty (cost).

Chapter 2: Fundamental Equation

Assets = Liabilities + Net Worth (owners’ interest in enterprise)

INCOME & EXPENSES:

· Acctg process maintains Income and Expense separately as subpart of NW.  Income & expense aggregated & categorized for year & shown on I/S  -- excess of income over expense is Net Income, (added to NW);  if expenses more than income, Net Loss (reduction of NW).

ACCOUNTING CYCLE:
· Books of original entry = Journals
· Transferred into separate accts = post into Ledgers
· Separate (nominal) accts maintained for each category of income & expense, later added up, summarized & entered into I/S.

· Balance of NI or NW then transferred into B/S & income & expense accts are closed for year.

· Assets, Liabilities, NW = Real Accts, maintained as running balances throughout life of business

· Income & expense accts relate to activities that take place over period of time, while A,L and NW relate to status at given time

· Assets (things of continuing value to business that can be used up, kept forever, or used up) are organized according to liquidity:

· Current A = A expected to be converted into cash w/in operating cycle of business: cash, marketable securities, A/R (1 year), Inventories (expected to convert into cash by sale w/in 1 year), Prepaid expenses. 

· Long-term A 

· Fixed Assets = Property, plant equipment assets of relatively long life

· Other Assets = Goodwill

· Liabilities listed in order in which they will be paid.

· Current L = to be paid w/in 1 year:  A/P, wages, taxes, accrued expenses payable, current portion of long term debt

· Long Term Debt = N/P see Note G(pp215, 216)

· Other L = Unearned income, deferred income tax

· Net Worth (Shareholders’ Equity); 3 categories include. retained earnings, stated capital & capital in excess of par

Chapter 3:  Accrual System of Accounting
· Recognition is receipt of cash & recordation in acctg records.  Realization is economic earning of income or economic incurring of expense.

· Realization principle rests on notion that events giving rise to recognition of income or expense not necessarily tied to date when cash is paid/received.  E.g., when services rendered & bill sent out, realization entry, when payment received, recognition entry.

· For tax acctg, when all preconditions of being paid are met, realization & recognition.

· Accrual refers to recognition of income or expense before cash is paid/received.  Deferral refers to recognition after cash changes hands.  (Cash basis acctg acceptable for FIT, but not GAAP.  Usually service bus.)

· In long run, no difference in cash basis acctg & accrual acctg but principal purpose of I/S is to disclose periodic income and B/S discloses status as of given date.  Failure to reflect income that has been earned results in distortion.  Thus, accrual is key element in assuring meaningful & fair disclosure of status & periodic performance.

· Accrual & deferral make big difference in appearance of trend - very powerful marketing tool for company.  

· Accrual focuses on economic event - not changing hands of cash.  2 main purposes:  allocation to proper period allows co. to keep track of income earned/owed & by comparing billing & payment dates know credit risks.

· Accrual of Income: Income earned, though no pymt.  Entry:

· Debit A/R

· Credit Fee Income

· Debit Cash

· Credit A/R

· Accrual of Expense:  Expense incurred, though pymt not yet due.  Entry:

· Debit Expense

· Credit (Expense Account) Payable

· Debit (Expense Account) Payable

· Credit Cash 

· Deferral of Income: Cash paid prior to rendering of service.  Entry:

· Debit Cash 

· Credit Deferred Income

· Debit Deferred Income

· Credit Fee Income

· Deferral of Expense:  Expense is incurred after payment.  Entry:

· Debit (Prepaid) Expense [increasing asset]

· Credit Cash 

· Debit Expense

· Credit Prepaid Expense [decreasing asset]

· Income & Expense recognized by entry in acctg records when realized, irrespective of when payment is made/received ( more realistic view of economic effects.  There is economic difference when cash comes -- not on B/S, but if you have cash now, you can spend it now.  Thus, secondary (unintended) effect is that it will reflect on income because of investments made w/cash received now on 3d F/S (cash flows).  

· Not necessary or feasible to make regular adjustments for accrued & deferred income and expense as time passes.  Thus, acctg reflects at year end.  Accruals & deferrals are adjusting entries, made at end of financial reporting period.  Every adjusting entry will have effects on at least 2 reporting periods.  If income deferred from 1 year to next, result is decrease in reported income for 1st year & corresponding increase in reported income for next.

· At end of year, to prepare financial statements, 4 steps:

1. Trial balance:  Year-end balances in accounts are summarized, listing all A, L, NW, income & expense accounts.

2. Adjusting entries are made to reflect accruals & deferrals.

3. Closing books:  Income & expense items, adjusted by adjusting entries, assembled to prepare I/S. Balance of all items - NI or net loss transferred to NW capital accounts.

4. A, L & NW items, adjusted by adjusting entries & after closing books are assembled to prepare B/S.

· As of beginning of new year, balances in income & expense accounts are zero. Balances of A, L, & NW accounts are carried forward.

· Perpetual Inventory:  Keeping separate records of each book sale & identifying selling price & cost of each book sold, thereby determining profit on each sale.  Total of individual profits would be profit on sales for year, or Gross Profit.

· Periodic Inventory:  Keep records of sales (w/o recording associated cost of each item sold) & purchases in aggregate.  To calculate profit on sales for year, GP, determine by physical examination dollar amount of inventory remaining at year end. 

Opening Inventory (OI) + all purchases - Ending Inventory (EI) = COGS. 
Sales - COGS = Gross Profit.  
· Not all goods used up are sold -- spoilage, theft, etc.

· Periodic inventory is more prevalent because of simplicity of record-keeping requirements.  Disadvantages:  company does not know inventory except when physically counted & difficult to know what goods stolen or damaged.

· Both merchandising and manufacturing businesses maintain inventories of several categories. Manufacturing businesses have additional separation, by degree of completion -- Raw Materials, Work in Process, & Finished Goods.

· Intimate connection between assets & expenses.  Many assets of business, as utilized in business activities, become expenses, such as inventories, which through sale become part of COGS, and fixed assets, which become expense through process of depreciation.

Chapter 4: Inventories

· Inventory determinations play central role in calculation of GP of business -- Both B/S and I/S are affected

· Since EI for 1 year becomes OI for next year: any change in calculation of EI will affect GP of 2 years! (if EI increased in last year, profit for that year would decrease but for next would increase) 

· Different GAAP methods create different results

· What is included in Inventory:
· Inventory carried at cost: includes all cost necessary to make inventory salable, e.g., ads.

· Shipping = freight in; warehouse costs usually expense but if i.e. aged whisky then added here; Direct labor; Overhead  

· Neither direct labor nor Overhead charged to expense!

· When are items included in inventory?
· Cut -Off inventory (late delivery) are complex and often turn on contract law

· Window dressing:  Practice of bringing forward or pushing back year-end xaxns to improve reported results 

Inventory Flow & Inventory Flow Conventions:

· Acctg is not concerned with actual flow but rather convention.  GAAP insists on consistency in convention used & inventory method must be disclosed.

· FIFO: first in first out -- last costs calculated for EI

· LIFO: last in first out -- first costs are calculated for EI

· Weighted Average: all $ / units

· Each group of items needs separate inventory calculation; Can create massive record keeping problems in some businesses.  In retail business this led to Retail Inventory Method:
· Inventories physically counted at end of acctg period and listed at selling price, which may be readily determined: but selling price does not reflect cost, thus adjustment is made to selling price to approximate costs.

· Adjustment Calculation:  prior year: gross profit/sales = 40% thus, inventory could yield 40% profit.  Therefore, cost = 60% of selling price.

· EI for this year (at selling price) X  60% = $ -- this is inventory at cost

· Why does GAAP permit choice of inventory techniques?
· Acctg must accommodate to varying character of different businesses by 
allowing application of range of principles (e.g. RIM)

· Outside factors affecting business; FIFO and LIFO are selected on basis of effects on reported & taxable income.  

general EFFECTS OF LIFO & FIFO:

LIFO:  When increasing prices, EI cost is lower, which increases COGS, which reduces reported NI & thus taxes, increasing cash flow (as result of less taxes).  Net income (, taxes (, cash flow (
· Company is concerned with trend: reducing it 1 year results in increase in next year. 

· Generally does not reflect actual inventory flow -- shows oldest cost (can be very old!) on B/S, producing artificially low figure for inventory in periods of increasing prices.

· Shows most recent costs as part of COGS, thereby rapidly reflecting price changes in calculation of GP & NI. 

· Problem when Co. sells portion of inventory carried at very early prices or “dipping into the base stock.”  This happens when co. fails to purchase as many units as sold; if sold unit at $10 & next year will need to buy at $40; GP figure calculated on basis of dipping into base stock is unrealistically high (high income tax)

FIFO: tends to increase EI, lower COGS, increase income & thus taxes & lowers cash flow.  Net income (, taxes (, cash flow (.
· Most accurately reflects actual inventory flow, shows most current costs for inventory on B/S, producing more realistic B/S.

· Shows earlier costs as part of COGS, thus reflecting price changes more slowly in calculation of GP & NI.

· Change of Inventory Method:
· Change & effects of change must be disclosed

· Method in F/S must be same as for income tax purposes

· Change of inventory method will require prior approval by IRS

Lower of Cost or Market:

· Principle of conservatism appears to contrast to realization concept:  all losses in value of inventory must be recognized, even if not yet realized; but principle precludes gains in inventories until gains are realized by sale.  May be applied to category as whole or to each item

E.g.  if an item cost $10 but is worth $20 -- carry at $10;  if an item cost $10 but is worth $8 -- carry at $8.  

· Method is called conservative because it decreases income for this year -- but it shows rising trend next year: leads to criticism by scholars
· Market is ordinarily presumed to be Replacement Value.  However it may not exceed net realizable value, $ expected to be received for inventory item less expected cost of disposal and it may not be lower than NRV less normal profit margin

· Thus calculating lower of cost or market: 4 mechanical steps
1.   Determine cost using convention

2.   Determine replacement cost, NRV, and NRV-NPM 

3.   Market = middle figure of 3 figures above

4.   Inventory is carried at lower of cost (1 above) or market (3 above)

· Inventories stated above cost only in exceptional cases.  E.g., precious metals having fixed monetary value.

Chapter 5:  Depreciation

· Fixed assets are those that have lives extending beyond 1 year.

· Depreciation is process of allocating cost of fixed assets to expense over course of useful lives of those assets.  3 factors:

1. Expected useful life - judgmental (industry standards, history, tax 


regulations)

2. Expected scrap value (ESV) - judgmental

3. Method of depreciation:  GAAP allows use of different methods for tax & financial acctg, unlike in inventory, which must remain consistent for both.  Why?  Argument for choice between LIFO v. FIFO is LIFO more accurately reflects costs when rapid price changes, invalid argument in depreciation.  Accelerated depreciation does NOT reflect physical depreciation of value of asset b/c allocation of cost, not value.  

· Most companies use accelerated for tax purposes and S/L for financial unless expecting loss for that year or start-up company.  Is it deceptive not to reveal to investor that company already had tax deduction?  Solution is deferred income tax liability (long term debt).

METHODS OF DEPRECIATION:

· Straight line: Level, even distribution of expense.  No effect on C/F because allocation of expense, no cash going out. 

Annual Depreciation = (Cost - ESV)/Useful life
· Accelerated Depreciation:  Greater depreciation in earlier years, thereby decreasing tax liability, because decreasing NI.  Equivalent of tax-free loan from IRS.  Also, stimulates purchase of plant and equipment.  

· Declining balance:  increase rate of depreciation (1/expected life) (usually doubled) & apply each year to remaining balance of asset value:  begin w/full cost, w/o subtracting ESV. Rate remains same and can never depreciate asset below its ESV.  Thus depreciation in last year may be lower than formula would yield.

· Sum of year’s digits:  add digits of years of useful life and create separate fraction for each year.  E.g., if useful life is 4 years, add 1+2+3+4 = 10.  Depreciation is calculated by multiplying cost less ESV by 4/10, then 3/10, then 2/10 then 1/10.

· Units of production method of depreciation:  less common b/c requires detailed records but most precise & useful to tell costs of operation. Cost - scrap value/expected production of units
· Adjustments are prospective and NOT retroactive.  Changed estimates must be taken into account in current and future F/S, but not in statements already published.  Depreciation is based on estimates & can only approximate actual results.  However, if true error, i.e. cost, retroactive change.  If auditor receives info that estimates do not match reality before report goes out, will revise depreciation schedule, even though info came after period ended.

· Misjudged useful life or ESV will affect NI for many years.  How do we know if there has been inaccurate estimate which indicates false trend?  Look to percentage of depreciation of assets.  


Example:  asset allocated over 4 years, but having actual life of 5 years will have 
understated NI for 1st 4 years & overstated NI for 5th year as compared to 
correct estimate of 5-year life, which will higher NI for first 4 years, but lower NI 
for 5th year.  

· Each asset is carried on books in 2 separate accounts:  cost & accumulated depreciation, reflecting total depreciation.  Entry of depreciation:

· Debit Depreciation Expense 

· Credit Accumulated Depreciation (contra-asset)

· Costs included in fixed assets:

· Shipping, preparation (land) & installation
· Interest expense is NOT considered part of the cost of the asset
· Repairs, improvements & additions that extend utility of asset are capitalized (added to the asset cost, e.g. air-conditioning ).  By contrast, repairs & general maintenance (painting the building) which maintain but do not extend asset’s utility are immediately chargeable to expense (periodic expense).

· Cost of demolishing an old building in prep of putting up new building allocated to land and thus not depreciated over time.  Land is never depreciated.
· Category of expense that is subject to election of periodic vs. capitalized expense is construction finance, which is interest during construction.  Professor’s sense is that it makes more sense to allocate to cost of building.

· GAAP allows change from AD to S/L/D but not other way around.

· Difference between cost & Accumulated Depreciation is depreciated cost or book value of asset.  If amount realized on disposition is greater or less than book value of asset, company recognizes gain or loss.  Loss is treated as expense & gain on disposition is reduction of ordinary operating expenses.

· Trade-ins treated differently:  Book value of traded-in asset may be added to cost of newly-acquired asset.  No gain or loss is recognized on xaxn.

· DEPLETION:  physical wear of assets, e.g. timberlands, mines & wells.  see Units of production method of depreciation.  Depletion is reflected on balance sheet as reduction of asset and on income statement, part of cost of goods sold.  Congress also gave tax advantage by using percentage depletion allowance as incentive.


· AMORTIZATION:  allocation of cost over time for intangible assets.

· RE:  due diligence for lawyers:  if percentage of depreciation is very high, may indicate that there is a need for high capital investment.  However, lawyer needs to keep in mind that assets may still have long useful life.  May request depreciation schedules.

Chapter 6:  Other Assets
Cash & Cash Equivalents
· Listed on B/S because they are most liquid assets.

· Money kept on premises is called petty cash (for small expenditures).  Cash is usually kept in small amounts on premises, except retail businesses.

· Demand deposits (or checking accounts) are also considered cash.  Time deposits (savings accounts) are not because not readily liquid.

· Commercial paper:  method of cash mgmt. involving short term borrowing & lending.  Companies do not want to keep excess cash on hand, only enough to pay bills because of time value of money.  Very liquid.  

· Common form of restriction is compensating balance.  (Distinguish from minimum balance in checking account)  Bank demands certain amount in exchange for credit.  Example:  if company X borrows $100K from bank, bank can require that X maintains minimum of $20K in account.  Real loan is $80K with 20% interest rate.  

· Company can never dip into compensating balance.  Usually, companies report as $80K cash w/$20K interest.

· Another form of restriction is fund, sum of money set aside for particular purpose, not freely usable.  Cash so restricted must be shown as separate item on B/S, w/full disclosure of limitation on use.  1 example is sinking fund, required to be established under terms of corporate bond, used for bond payments.

INVESTMENTS
· Cutting edge of financial acctg.

· 3 categories:

· <20%: Market value or “Mark to Market” approach: Reflects asset at fair value (calculation = # of shares X market price), reflecting profit or loss b/c adjusting instrument value according to Stock Exchange.  If not traded, then cost.  Date of calculation to be disclosed in notes.  Contravenes realization principle -- gain or loss treated as if realized.  NOT THE RULE FOR TAX PURPOSES.  In pure market-based economic sense, best model b/c reflects true value.  For 1st time, 2 items on B/S are correct -- cash & marketable securities.  How is this reconciled w/recognition principle?  B/c in open & free market w/fungible item, market price is as objective & sound basis for establishing price as cost.  3 types of investment securities:

· Held to Maturity:  Debt security.  Intention of holder to hold security until paid off, at amortized cost but if value is significantly impaired, must write down.

· Available for sale: More than trading but not HTM -- no immediate intention of selling.  Gains & losses normally separate heading between current assets & fixed assets.  Investment securities.  Special category of NW not yet income (shareholder’s equity) until realized.

· Trading securities:  Current assets, available for liquidation w/in year.  More liquid than available for sale.

· > 20% <50%:  Equity method of accounting.  When owning more than 20% of company, cease being passive investor & becoming significant owner.  Example:  A owns 30% of B, spending $500K to obtain shares.  At end of year, B reports net income of $700K.  A shows net income of $210K, whether or not received dividend.  Entry:

· Debit Investment ($500K)

· Credit Cash

· Debit Investment ($210K or 30% of 700K)

· Credit investment income

· > 50%:  Consolidated Financial Statements:  When co. has controlling interest (or absolute majority) in another co., GAAP requires that co. prepare F/S as if other company is part of it.  Company may also elect to consolidate for tax purposes.  Must carry over 100% of other co.  Remaining % must be carried as separate item on liabilities side as minority interest.

Accounts Receivable
· Critical issue is carrying amount of A/R.  Usually, collection is less than 100%.  Very unusual to find co. with slippage of under 1%.  Slippage is normal cost of doing business on credit.

· Possible to eliminate all slippage only if co. has cash requirement. Co. which only accepts cash up front will never make as much money as one which accepts credit/terms, even w/slippage.

Separate account for slippage:  Estimated Uncollectible Accounts is required by GAAP.  Entry:  

· Debit Bad Debt Expense

· Credit Estimated Uncollectible Accounts.

· Aging Accounts Receivables is a different method of estimating uncollectibles, by breaking down into A/R into how long accts have been outstanding.  Longer acct is outstanding, higher rate of uncollectibility.

· Very sensitive item on B/S -- usually find that not enough allowance for losses.  In due diligence, lawyer needs to ensure all A/R.  Test is not whether estimate was wrong, but whether reasonable in light of past experience of company or industry standards.

PREPAID EXPENSES
· In most situations, they are current assets.  E.g., Prepaid insurance, rent, taxes, interest.  As used up, reflected as expenses in adjusting entries.

· 1 category of prepaid expense is deferred charges, representing already made expenditures expected to have continued utility beyond current year.  E.g., organizational costs, start-up expenses, relocation costs, & R&D.  B/c of uncertainty of term of future value, most cos. expense to current year.  GAAP mandates R&D to be expensed immediately.

INTANGIBLE ASSETS:  4 categories

1. Government-created rights: Copyrights, patents, TMs.  Though R&D is essential to development of patents, not included in cost of patent.  Example:  X spends $5M in R&D, & $200K to purchase patent right, X carries patent at $200K, w/$5M written off now.  But if Y buys patent from X, carries patent at $10M.  (Through M&A, can avoid taxes from income on sale of patent.)

2. Purchased rights:  e.g., franchise, licenses.

3. Secret processes, non-patented inventions, learning curve, employee workforce.

4. Goodwill:  Aggregate enterprise value - value of identifiable assets.  Additional value that co. has over and above combined value of other assets by virtue of extra earning power of co.  Goodwill can only be sold w/company, inseparable, as contrasted w/other intangibles.

· Look to rate of return (NI/[A- L]) in similar businesses.  Any rate of return above average business w/in industry is extra earning power of co.  To calculate purchase price (including goodwill), take NI & divide by rate of return in similar businesses.

· Goodwill, self-generated patent, TM, & copyrights will not show up on B/S unless bought.  

· Amortization:  all intangibles have limited useful life, even if it seems indeterminate, such as TM, goodwill. Maximum useful life is 40 years for any intangible.  Patents have useful life of 17 years.  If useful life of patent is shorter than legal life, cost of patent amortized over shorter period.

LEASES:  question of form over substance.

· Problem because leases straddle right & left side of B/S depending on classification:

· Operating Leases: True leases.  Must not meet any of 4 requirements below.  Leasing is off-balance sheet financing.  When company has oplease, must disclose long-term lease liability in note disclosures.  Thus, really no substantive difference between op & cap leases, although different treatment does make difference to investors.  

· Entry for lessee:

· Memorandum entry with terms - no DR or CR

· Debit rent expense

· Credit Cash or Rent payable

· Note disclosure:  must reveal aggregate minimum lease payments for next 5 years & beyond for non-cancelable op leases.

· Entry for lessor:

· Memorandum entry

· Debit cash

· Credit Rent Income

· Debit depreciation expense

· Credit Accumulated depreciation

· Note disclosure:  NONE.  May not disclose to show future income from non-cancelable op leases.

· Capital Leases:  Treated as purchase.  Must only meet 1 of 4 reqs:

1. Ownership of property transfers to lessee at end of lease term (very rare)

2. Lease grants lessee bargain purchase option, at price sufficiently lower than expected fair market value of property, on date of inception of lease.

3. Term of lease covers at least 75% of estimated economic life of property.  If lease commences after 75% of estimated economic life of property already expired, criterion not applicable in classifying lease.

4. Present value of “minimum lease payments” as determined at inception of lease is 90% or more of fair market value of leased property at that time.  ** This usually turns into cap leases.

· Level Amortizing Loan:  equal payments of principal with changing i.  Very common in commercial arena.  Each month, deduct principal monthly payment from principal and pay interest off balance.  This requires lots of money at outset.  Example:

· Car at $12K, 48 month lease @ 12%.  $250/month.

· 1st month:  Pay 250 principal payment + 120 i
· 2d month:  Pay 250 principal payment + (12K-250) X 1%

· Level payment loan:  variation.  Structuring loan so that monthly payment remains same.  W/in equal monthly payment, i portion larger in beginning & lower at end, and vv for principal.

· Why would business prefer oplease over caplease?

· Important relationship between A & L.  Purchases are not always desirable b/c equal entries of A & L always look bad - Debt ratio.

· Entry for lessor:  will not show depreciation b/c in effect a sale.

· Debit Note receivable

· Credit Car

· Credit profit on sale -- entered now, although not receiving profit until later.

· Debit  cash

· Credit note receivable

· Credit Interest income

· Entry for lessee:  

· Debit car

· Credit note payable

· Debit note payable

· Debit interest expense

· Credit cash

· Note disclosure:  must disclose terms of note.

· Debit depreciation expense

· Credit Accumulated depreciation

Chapter 7:  Liabilities

· 4 gradations of liabilities that companies have:

· Clear, mature liability:  e.g. A/P, note

· K obligation not yet due (unrealized), i.e. bilateral executory K.  e.g. long-term op lease - must be disclosed in note

· Contingent obligation - may never be realized.  e.g. environmental liabilities

· Uncertain liability not yet asserted.

· List liabilities in order in which they must be paid.

· Current:  to be paid w/in year.

· A/P -- usually represent trade debts.

· Short term notes

· Accrued expenses, including employee compensation, taxes, utilities, rent & interest.

· Dividends payable, once declared by the board of directors.

· Current portion of long-term debt

· Long-term:

· Notes

· Indentures 

· Loan-agreements, mortgages, debentures & bonds.  

· Form of debt & terms can be analyzed in terms of four factors

· Maturity
· E.g., home mtg., monthly payments of principal & interest, throughout term, combined monthly payments calculated to discharge mtg. debt completely at end of term = fully amortizing.  Compare commercial mtg. loans requiring periodic payments of i, not sufficient to discharge entire loan.  This means balloon payment must be made to pay off remaining balance at end of term.  

· E.g. bonds are not made payable in installments, but given serial maturities.  E.g., company issues $1M in bonds, with $100K due each year for 10 years.  E.g. sinking funds, variation of serial maturity, fund set aside by terms of debt instrument for ultimate repayment.

· Interest
· Some loans based on prime rate, e.g. prime rate + points, or 110% of prime rate

· Interest-free loans are not really interest-free, i fees built in or hidden.

· Security
· Ordinary debts are unsecured, i.e. if debtor fails to pay, creditor must sue for amount owed.  E.g., A/P & many notes payable.  W/secured debts like mtg. loans, creditor has security interest & may foreclose on mtg. & sell property to obtain pymt.  Full disclosure must be made on F/S or notes of any security interest.

· Long term debt & transferable securities like debentures & bonds can be publicly issued. Debentures are unsecured, while bonds usually carry some form of security.  

· On dissolution of co., assets first applied to debts.  Secured debt has first right to property serving as security.  All other debt ranks equally, unless it provides otherwise.  Subordinated debentures rank behind certain other creditors in order of pymt.

· Control
· Major creditors seek & generally obtain various controls over aspects of operations of cos. that borrow.  Examples include limitations on borrowing, restrictions on dividends, salary increases, approval of changing business activities, major personnel & extensive reporting reqs. Material terms of agreements must be disclosed in notes to F/S.  

· Convertibility is feature of publicly held cos. that frequently issue long-term debt.  Convertible debenture is debt that may at option of holder be converted to stock.  Attractive b/c characteristics of both bonds & stocks.  Complex entries, calculations.  

· Interest & Discount

· Long term debts can be purchased at premium or discount.  For lender, discount rate is attractive.

· EXAMPLE:  $10K loan at discount of $9K, with 12% interest.  Must calculate effective interest rate, by taking number of payments, present value, periodic amount, future value, i rate.  Take real i from 9K, not $10K.  first entry is:

· Cash $9K

· Note payable $9K

· Interest expense $103.88

· Cash $100 (1% of $12K)

· Note payable $3.88

· Interest expense $103.92 (1.15% of 9K + 3.88)

· Cash $100

· Note payable $3.92

· Note payable $10K

· Cash $10K.

· Discounting & amortizing process must be described in notes to F/S because it materially affects liabilities.

· Unearned or deferred income must always be shown as liability on B/S.

Deferred income taxes:

· DIT tries to account for discrepancy between tax & financial acctg methods.  E.g., in depreciation, usually straight-line for financial & accelerated for tax purposes.  Thus company receives tax breaks in early years than would be indicted on F/S. Discrepancy must be shown as liability. 

· 3 problems with DIT

· What tax rate do you use if it changes from 1 year to the next?  If tax rate goes down, provided for greater liability than actually owed.  Answer is to change deferred tax rate.

· Deferred taxes in real world never get paid because when must pay deferred taxes, trade in & begin rapid acceleration again.  Generally deferred tax liability never goes down.   Very big liability with no or unknown maturity.

· What about liability and interest component inherent in liability?  Deferred tax liability is only shown on face value -- in essence interest free government loan.

LOSS CONTINGENCIES:

1st, determine whether loss contingency.  If no, stop.  If yes, decide where to disclose.  F/S, note, or non-F/S (SEC disclosure requirement -- not part of acctg).  

· Problems:

· Where should they be disclosed?

· F/S themselves

· Notes

· Not at all

· How to quantify?

· Dollar estimate


· Verbal estimate - e.g. “not material” no number

· No estimate - don’t know.

3 degrees of certainty, which determine whether will on F/S.

· Remote
· Possible:  almost all lawsuits possible, but not quantifiable. After holding, moves to probable.  Even if quantifiable, not disclosed on B/S, but in notes.

· Probable:  Estimated uncollectible A/R, warranty claims, returned merchandise.  Only probable & quantifiable loss contingencies may go directly on B/S.
· Entries:

· Warranty expense
· Estimated warranty liability

· Estimated warranty liability (to discharge liabilities because not used)

· Miscellaneous revenues

Pension Plans:  2 types

· Funded:  if funded, co. must make regular contributions into trust or other fund in amounts designed to be sufficient to pay pensions required.  There could also be contributory plan, where employee contributes to those funds. If plan satisfies IRS Code, payments by employer into trust are deductible.

· Unfunded:  means simply contractual obligation to pay & obligation become current liabilities as employees retire.

· ERISA (Employee Retirement Income Security Act) covers all pension plans except state & federal government.

· 2 general categories of pension plans:

· Defined  benefits plans:  specify benefits to be paid or method of calculating those benefits.  Calculations based on term of service, age of retirement, social security benefit, final (average) pay.

· Defined contribution plan:  take fraction of pay & when retired, is principal off which pension is paid.  If start at age 35, put away 15% pay, expect that however much income & inflation increases, by age 65, can continue to receive salary w/o reduction due to compounding & tax rates.

· Profit sharing:  co. contributes to retirement fund a variable amount dependent on resolution (variation of defined contribution).

· How to account/disclose:  GAAP requires annual cost of pension plan be calculated on actuarial basis, be accrued as liability & recorded as expense allocable to period when employee working.  1ce paid into trust, small or no liability will be shown, b/c discharged as paid.  Must disclose in notes pension plan, coverage, acctg & funding policies.

Chapter 8:  Capital Accounts

PARTNERSHIPS:

· Generally, partners define respective rights.  If not defined, UPA applies. To allocate NI or loss at end of year, look to agreed formula of allocation of P&L.  

· Division by percentages
· Division by units:  Number of units allocated to each partner, then number partners divided by number of units to get percentage.

· Payment of salaries or interest:  If partners receive different salaries, deducted from P&L before allocation.

· Proportionate Division
· Pships are often formed as tax shelters, with special allocations of items to achieve desired tax results.

· Partners may also loan money to pship.  For acctg. purposes, loans = liabilities.  However, they are subordinated to other liabilities.

· Drawings:  Separate drawing accounts for each partner maintained.  E.g., in law firm.  if at end of year, profits amount to $40K for each partner, but each partner already took $35K from drawing account, entitled to further distribution of profits for $5K.

· Dissolution:  refers to change in relationship among partners -- does not mean that pship ceases to exist.  When this happens, partners must pay off capital account of withdrawing partner, w/terms of payment ordinarily appearing in pship agreement.

· Winding up:  when business is terminated.  In that case, assets sold, liabilities discharged, remaining assets distributed among partners in accordance w/agreement.

· Assets sold for cost:  

1. Discharge liabilities.  

2. Remaining money is distributed to partners in amounts of their capital accounts.  In this situation, no P&L allocation b/c no P&L.  Each partner gets what she invested.

· Assets sold at profit:  

1. Repeat steps 1 & 2 above.

2. Calculate profit (selling price - book value)

3. Profit divided in accordance w/agreement then added to each capital account.

· Assets sold at loss:

1. Discharge liabilities

2. Loss is divided to partners in accordance with agreement.

3. Subtract loss from each capital account.

4. Partners personally liable on debts of pship, including liability to pay off capital of other partners.  (p. 92)

· Limited pships:  at least 1 general partner ultimately responsible for debts of pship, w/remaining partners are limited partners, whose personal obligations do not exceed their contribution as capital.  Governed by ULPA.  For acctg. purposes, not treated differently from general pships.

CORPORATIONS:

· Formed by filing Articles of Incorporation.  State of incorporation governs internal affairs of corporation.  Run by BOD.  Unlimited number of owners who own at least 1 share of stock.  SH not personally liable for liabilities of corp.

· Different forms of equity, called classes of stock.  Differences include voting rights, rights to income, & priority of repayment of investment upon dissolution.  

· Common  stock:  residuary equity interest in corp.: entitled to receive whatever is left after claims of creditors & all other classes of stock discharged.  

· One share = one vote

· Dividends decided at discretion of BOD.

· Preferred Stock:  priority over C/S w/respect to dividends or distribution of assets upon dissolution (dividend & par value paid before C/S)

· Dividend not liability before declared by BOD

· If no dividend declared on preferred none paid on common either

· Cumulative: if co. does not declare dividend for long time & then declares also large portion to common stock holders, dividends from prior yrs accumulate as arrearages. Thus, upon dissolution, preferred SH get PV & arrearages before common SH can be paid. 

· Ordinarily does not vote 

· Dividend is set & has to be paid accordingly -- thus, limited; once preferred is paid, co. can declare much larger portion to C/S holders.

Preferred stock has generally lower risk & lower potential return than common stock!!

· Sometimes preferred can be participatory or can be converted into C/S on basis of stated conversion ratio.

· Rights, preferences & privileges of each class of shares significantly affect value & must be disclosed in F/S.

· Issuance of shares: PV & legal consideration. Possible to organize corpin most states w/capital of $1 or less but must still be concerned with PV & legal consideration

· Par Value: arbitrary $ -- can not issue stock for less than this $

· If issued for less, watered stock & purchaser may be held liable to co. for deficiency.

· Stated capital: total amount of shares based on PV issued by corp.

· Today creditors do not look to stated capital for security but to performance of co. & F/S.

· PV can be <1$ to facilitate cos. w/possibility of raising capital.

· Allowed to issue at no par stock

· Trend: eliminating PV concept ( like in California)

· PV remains important b/c issuance of stock below par is 1of few ways in which SH may become liable in excess of original investment

· PV related only to original issuance and not value at which it is trading

· Legal consideration: intended to protect creditors. Corp. must receive cash or other assets for issuance of stock.  Issuance of stock for promissory notes or for promise of future services is illegal.  

· If stock is issued in return for future payment, corp. enters into subscription agreement w/buyer & shares not issued until pymt actually received.  

· Capital accounts of corp. are divided into 3 major headings:

· Stated capital:  PV X number of shares outstanding & issued.

· Capital in Excess of Par Value or Additional Paid in Capital:  Any amount beyond PV of stock when issued.  If corp. issues no par stock, no difference between this & stated capital.  However, 2 accounts are retained on books.

· Retained earnings:  In legal terminology, called earned or capital surplus.  Accumulated income of corp, to extent that it is not paid out to SH in form of dividends.  RE different from first 2 accounts b/c first 2 accounts have been contributed by SH & this account is capital earned through operations.  

Corporate Dividends & Distributions:

· Most statutes provide that corp. may pay dividends only to extent of earned surplus (RE).  Thus corp. can only distribute its income & not contributed capital.  

· Contributed capital must be maintained intact to protect creditors.  If corp. makes dividend distribution in excess of RE, directors & SH may be personally liable to return amount illegally distributed.  RE may be appropriated or restricted by BOD & are generally not available for dividend payments.

· Many statutes also allow corp. distributions of “capital surplus,” but might need special authorization.   For acctg. purposes, not dividend but return of contributed capital.  Corp must not be insolvent at time of distribution or be rendered insolvent as result of distribution.  (Insolvency is when liabilities exceed assets.)

· New trend:  In CA & RMBCA, may pay dividend in excess of RE if total A exceed total L.  Variations in dividend rules exist.

· Accounting for cash & stock dividends:

· Entry for Cash dividend:  

· Debit net worth (retained earnings) 

· Credit asset (cash) 

· Stock dividend:  does not require reduction of corp’s assets.  1 capital account is reduced, another increased.  Stock dividends treated differently from cash dividends in both corp. law & tax acctg.  For tax purposes, recipient of cash dividend reports dividend as ordinary income, while receipt of stock dividend does not.  Instead, stockholder required to reallocate purchase price of stock (his basis) over original shares plus new shares received as a dividend.

· Debit retained earnings

· Credit capital stock

· Stock split:  Where corp. divides outstanding stock & no acctg. entry is made.  B/S after split simply shows increased number of shares outstanding.  Line between large stock dividend & small stock split may be difficult to draw.  If stock distribution >20-25%, should be stock split, not stock dividend.

· During year, Stockholders’ Equity is contained on separate F/S.

Repurchases & Redemption of Shares
· Corps may reacquire own shares of stock to buy out shares of retired or deceased shareholder.  Other purposes are to reduce undesirable outstanding class of stock (such as preferred stock, which pays high dividend), later issuance & other reasons.

· Corps do not recognize gain or loss in transactions in its own stock.  Corp may not pay dividends on shares of its own stock that it holds.  These rules are for financial & tax purposes.

· Corp. will ordinarily be able to reacquire its own shares only to extent of its RE.

· If reacquired shares are not canceled, but held for possible later resale, known as Treasury Stock, which is reduction of NW.  If Tstock later sold, proceeds are asset & reduction removed.  If Tstock canceled, removed from outstanding stock.  While Tstock is held prior to its cancellation or resale, RE of corp are restricted in amount equal to its purchase price.

Chapter 11:  Auditing

· Auditing is result of need for reliable financial info.  Thus, auditors collect info, conduct inquiries & other procedures & express opinions as to fairness of presentation of F/S of companies.  

· Mgmt. has direct responsibility for assuring fairness of representations made through F/S & only mgmt is in position to adopt acctg policies & internal systems to achieve result.

· Auditors can only make recommendations re: policies & practices but cannot implement those recs.  Auditors are only responsible for report.

· Materiality:  significantly affects audit function, & refers to magnitude of omission or misstatement of acctg. that may change or influence judgment of reasonable people relying on info.  Materiality is based on professional judgment.  Large variations in amount are always material.  E.g. 10% variation in any B/S or I/S is material. No fixed guidelines, but informed professional judgment is test.

· Auditors are generally CPAs, licensed to practice by states, based on education & experience reqs & passing Uniform CPA Exam.  Regulated by state boards & subject to ethical professional standards of AICPA.  Auditing standards promulgated by AICPA & Auditing Standards Board (ASB).  CPAs auditing F/S filed w/SEC subject to acctg principles & professional standards disseminated by SEC & IRS.  

· Unique character of CPA distinguishing from other professionals is requirement of independence.  CPA does not represent co. but provides independent review of its F/S for benefits of its SH, creditors, mgmt & others.

· Auditor must comply with GAAS.  GAAS is single identifiable body of definitive pronouncements, published & compiled periodically, promulgated in form of statements on auditing standards. Ethically bound to observe requirements or justify their departure therefrom.

· 10 basic standards under 3 categories:

· General standards:  Auditor must

· Have adequate technical training & be proficient in auditing.

· Be independent
· Exercise due professional care in conduct of audit, including preparation of audit report.

· Standards of field work:  assures that CPA accumulates sufficient evidence to express opinion on F/S & audit is adequately documented.  Audit program must be developed, indicating steps to be taken.  Audit must 

· Be adequately planned & supervised
· Include study & evaluation of company’s system of internal control
· Opinion must be based on sufficient competent evidential matter
· Standards of reporting:  report must 

· State whether F/S is presented in accordance with GAAP
· State whether GAAP applied consistently
· If informative disclosures in F/S not reasonably adequate, reference to disclosures must be made in auditor’s report.

· Express opinion on F/S or state reasons why an opinion cannot be expressed.

· Internal control:  refers to plan of organization & co.-adopted measures to safeguard assets, check accuracy & reliability of acctg records, promote efficiency, assure adherence to mgmt policies.  Objectives:  Xaxns should be

· Appropriately authorized by specific or general procedures.  (e.g. checks & creditor require advance authorization)

· Validly recorded at correct amounts & prices, & procedures to prevent recording of spurious xaxns.

· Properly classified in records

· Recorded in proper period
· Accurately & fully summarized in financial records.


· Auditing requires sampling, examining selected records & xaxns to determine reliability of F/S as whole.  IC must assure overall reliability of records.

· Foreign corrupt practices Act (1977);  requires that all companies filing with SEC to maintain system of IC.  System must provide reasonable assurance that xaxns are executed in accordance with mgmt’s authorization & access to assets permitted only in accordance with mgmt authorization.  IC must also provide reasonable assurance that xaxns recorded to permit accountability of assets & prep of F/S in accordance w/ GAAP & provide for periodic comparison of actual assets w/recorded figures for those assets.  

· Sample IC system:  separation of duties between those who have custody of assets & those who must account for them.  Always, 2 or more people should always be involved in receipt or disposition of assets, to render fraud, theft & violation of company policies & procedures more difficult.  

· EXAMPLE:  double register tape, door alarms.  

· IC often augmented by internal audit, regular exam of xaxns by co. internal personnel.

Audit procedures:

· Designed to carry out 3d standard of field work (sufficient evidential matter).  Audits generally cannot involve exam of all xaxns of co. because of prohibitive cost.  Rather, auditor selects sample of all relevant xaxns, statistically or on basis of professional judgment.  Every element of F/S must be examined, & procedures for audit must be tailored to each element & co.

· A/R:  usually examined by tracing sample of accounts back to sales in which originated & examine actual sales invoices to assure sales made, goods delivered & amounts recorded correctly.  Also serves as verification of sales.  Then sales & A/R xaxns examined for period prior to & after year-end to determine whether recorded in proper period (cut-off determination).  Finally, direct communication w/customers, if any disagreement w/amounts on records.  

· Inventories physically examined by auditors.  In businesses where inventory counted annually, auditor should be present to verify.  Otherwise, text examination of inventory.  Audit of inventories includes review of inventory records to verify accuracy of entries adding to & subtracting from inventory.  Determine questions of title & valuation of inventories.

· A/P traced on sample basis to xaxns giving rise to liability.  Auditor checks invoices for related purchases or expenses, verifying amounts & timing, & goods/services actually received by company.  Sample of actual payments examined to verify appropriate voucher prepared, check properly authorized & signed, & endorsed by payee.  Also, verified by direct contact with creditors.

LIABILITIES & LOSS CONTINGENCIES:

· Auditor must also collect sufficient evidential matter as to what does NOT appear on F/S.  Fair presentation of co’s financial condition & results of ops can be impaired or destroyed by presence of undisclosed liabilities or claims.

· Auditor examines for unrecorded existing liabilities by tracing purchases of inventory, goods & services to verify associated liabilities or payments properly recorded.

· Auditor generally not equipped to discover contingencies or evaluate likelihood of maturation into actual liabilities of co.  However, must obtain assurance that all material loss contingencies have been adequately disclosed.  Usually by requesting mgmt inquire of attorneys re: pending litigation & other contingent claims.  

· Attys occasionally face problem responding to inquiries, since atty-client privilege would be waived.  Thus lawyers generally unwilling to reveal anything beyond existence of actual lawsuits.  Tension between professions:  attys believe auditors’ inquiry letters overly broad, while auditors view attys’ responses inadequate.

· 1975:  AICPA & ABA adopted Stmt of Policy Re: Lawyers’ Responses to Auditors’ RFI: appropriate inquiries & responses.  ID’s loss contingencies about which inquiry is to be made under 3 categories.

· Overtly threatened or pending litigation, whether or not specified by co.

· K’lly assumed obligations which co has specifically id’d & upon which co has request that atty comment to auditor.

· Unasserted possible claims or assessments which co has specifically id’d & upon which co has requested atty comment to auditors.

· Failure to respond in accordance w/policy stmt & failure to respond adequately might lead to “qualified” opinion by auditor on F/S, which are so damaging that likely to reach agmt on satisfactory disclosure.

· RFI prepared by co & sent to attys, to be responded to directly to auditors.  Can ask for explanation or description of items.  Attys may limit responses to matters to which engaged by co.  Limited to material items, with dollar standard of materiality.

· Material pending lawsuits or claims will be disclosed in notes.  Atty generally does not evaluate likely outcome of claim unless probable or remote.  Thus, usually description of lawsuit or claim, w/stmt. that co is pursuing defense. Unasserted claims usually not disclosed, b/c disclosure may invite to lawsuit.  Also, not material until claim made.

AUDIT REPORT:

· We examined B/S, etc. made in accordance w/GAAS & tests of acctg records & other necessary procedures.  (scope) In our opinion, *** present fairly ... in accordance w/ GAAP on consistent basis. (opinion)  Restrictions imposed by co. may result in limitation of scope, which may be dealt by alternative audit procedures.  Where cannot, scope limitation must be disclosed in first paragraph & prevent auditor from expressing opinion.

· Fair presentation & conformity w/GAAP generally considered to be part of single concept, meaning conformity in all respects w/GAAP.  Some cts have found to be 2 concepts, thereby finding liability although conformed w/GAAP.

· Inadequate disclosures made clear -- omission can be material, rendering misleading F/S.  Opinion important b/c clarifies degree of responsibility auditor undertakes. 

REVIEW OF INTERIM F/S:

· Companies that file w/SEC must file & distribute quarterly reports to SH, which are not audited b/c full process is too expensive & time consuming to be done more than yearly.  Usually though, independent accountants for co. review stmts. before released, but not full audit.  

· AICPA promulgated standards for review of interim financial info. Review reports say reviewed, substantially less in scope than exam in accordance w/GAAS, no opinion re: F/S as whole, not aware of any material modifications to be in conformity w/GAAP.

Statement of Cash Flows (SFAS #95)
· Least audited stmt.  Requires business enterprise to provide C/F/S to clarify ambiguity of terms such as funds & to classify sources of funds.  Primary purpose is to provide relevant info re: cash receipts & cash payments during period.
· By reporting cash effects of ops, investing xaxns & financing xaxns during period, helps investors, creditors & others assess

· Ability to generate positive future net cash flows
· Ability to meet its obligations, pay dividends & needs for external financing
· Reasons for differences between net income & associated cash receipts & payments.

· Effects on financial position of both its cash & noncash investing & financing xaxns during period.

· Reconciliation of NI & net cash flow from op activities, which generally provides info fre: net effects of op xaxns & other events affecting NI & op cash flows in different periods also should be provided.

· Explains change during period in cash (including accts. having general characteristix of demand deposits) & cash equivalents (highly liquid investments both readily convertible to known amounts of cash & so near maturity that present insignificant risk of changes in value b/c of changes in interest rates -- only investments w/original maturities of 3 months or less qualify) E.g., T-bills, CP, MMF

· Not all investments that qualify required to be treated as cash equivalents but enterprise must disclose policy for determining which items treated as cash equivalents. Change to policy is change in acctg principle to be effected by restating F/S for earlier years presented for comparative purposes.

· Generally, info re: gross amts of cash receipts & pymts. during period more relevant than info re: net amounts.  However, net amounts provide sufficient info for cash equivalents & for certain other classes of cash flows.  Items qualifying for net reporting b/c turnover is quick, amounts large & maturities short are cash receipts & pymts pertaining to investments (other than cash equivalents), loans receivable & debt, providing that original maturity of asset or liability is 3 months or less.

· Classification of cash receipts & pymts as resulting from Investing, Financing, or Operating activities.
· Investing includes making & collecting loans, acquiring & disposing of debt or equity instruments & property, plant & equipment & other productive assets.

· Investing inflows:  if large number, then not good -- liquidation.

· Sell business (divestiture)

· Sell securities (debt or stock)

· Sell long-term assets.

· Investing outflows:

· Buy business (acquisition)

· Buy securities (debt or stock)

· Buy long-term assets

· Financing Activities include obtaining resources from owners & providing them with return on & return of their investment; borrowing money & repaying amounts borrowed or otherwise settling obligation & obtaining & paying for other resources obtained from creditors on long-term credit.

· Cash Inflows:

· Selling stock

· Selling debt

· Cash outflows:

· Buy back stock

· Buy back debt

· Pay dividends

· Operating Activities include all other xaxns that are not investing & financing, generally involving producing & delivering goods & providing services.  Cash flows from operating activities are generally cash effects of xaxns  other events that enter into determination of net income.

· Cash inflows:

· Sales of goods or services, including receipts from cllxn or sale of accounts & both short- & long-term A/R

· Returns on loans, other debt instruments to other entities, & equity securities -- i & dividends (***Is this right place for item b/c when purchasing, put under investing?)

· Other cash receipts, e.g., settlements from lawsuits & insurance

· Cash Outflows:

· Acquire materials for manufacture or goods for resale, including principal payments on accounts & A/P

· Suppliers & employees for goods & services

· Governments taxes, duties, fines & fees & penalties

· i pymts to lenders & creditors (***Is this right place for this?  Same issue as w/dividends b/c when borrowing, financing.)
· All others, such as settlements from lawsuits, charitable contributions & cash refunds to customers.

· When foreign currency xaxns or foreign ops, report currency equivalent using exchange rates in effect at time of cash flows.  Stmt to report effect of exchange rate changes on cash balances held in foreign currencies as separate part of reconciliation of change in cash & cash equivalents during period.

CONTENT & FORM OF STATEMENT OF CASH FLOWS:

· Reports net cash provided or used by operating, investing & financing activities & net effect of those flows on cash & CE during period in manner that reconciles beginning & ending cash & cash equivalents.

· FASB prefers direct C/F/S, (but only 3% of companies use) which reports major classes of gross cash receipts & pymts & their arithmetic sum -- net cash flow from op activities.  But if direct method, must also provide indirect.  Any breakdown of receipts & pymts considered meaningful & feasible, but at minimum:

· Cash collected from customers, including lessees, licensees, etc.

· i & dividends received

· Other operating cash receipts, if any

· Cash paid to employees & other suppliers f goods or services, including insurance, advertising & like

· i paid

· Income taxes paid

· Other operating cash pymts

INDIRECT METHOD:

· Indirect method must determine & report same amount for net cash flow from op activities indirectly by adjusting NI to reconcile to net cash flow from op activities.  Requires adjusting NI to remove effects of all deferrals of past op cash receipts & pymts (changes in inventory, deferred income, accruals of expected future op cash receipts & pymts, changes in A/R, A/P) & effects of all items whose cash effects are investing or financing cash flows (depreciation, amortization, gains/losses on sale of productive assets, gains/losses on financing activities)

· Must separately report all major classes of reconciling items.

· Process:

· Start w/NI

· Take out non-op gains & losses (e.g., sale of equipment, although part of NI, should go to investing)

· Add back all non-cash expenses (depreciation & amortization)

· Subtract all non-cash revenue (deferred income taxes)

· Subtract change in operating current assets (CA)

· Add back Change in operating current liabilites (CL)

(CASH = ( CL + ( NCL+ ( NW - ( OCA - ( NCA
· If indirect method used, rec of NI to net cash flow from op activities to be provided in separate schedule.  If indirect method used, rec may be reported w/in C/F/S or provided in separate schedule.  If w/in C/F/S, all adjustments to NI to determine net cash flow from op activities to be clearly id’d as reconciling items.

· Info about all investing & financing activities of enterprise during period that affect A or L but do not result in cash receipts or cash pymts to be reported in related disclosures.  E.g., converting debt to equity, acquiring assets by assuming directly related liabilities.  If part cash & part noncash, only cash portion to be reported.

· F/S not to report amount of cash flow per share.  C/F/S is not alternative to NI as indicator of performance.

DIRECT:

· Cash from customer:


Revenues - (AR + Advance from customer
· Cash paid to suppliers:


COGS + ( Inventory - (A/P
· Cash paid to employees:


Wages expense - ( Wages/P + Prepaid Wages

· Cash paid for Interest:


Interest Expense - ( Interest/P + Prepaid Interest
· Cash paid for Income Taxes:


Income Tax Expense - ( Income Tax/P + Prepaid Tax




