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I. Introduction to Accounting

A. Purpose of Accounting

· Accounting reports are an aid in cost/benefit analysis to make decisions

· Purpose of accounting is not to show how much money a company makes, but how they make it and how likely it is that they will do it again

· Objective is to provide information that allows people to assess the CGA of a firm

· Value is relative and subjective
B. Generally Accepted Accounting Principle (GAAP)

· GAAPs are determined by a semi-private/semi-public group ( the Accounting Standards Board

· GAAPs are standardized, but are not logical (e.g. says that co. doesn’t need to record the hiring of a new President, but does need to record the purchase of a bottle of glue)

II. Accounting Events

A. Cash Generating Ability

· Shareholders want to be able to determine a firm’s cash generating ability (CGA)

· CGA is the prime requisite for a firm maximizing shareholder wealth (its main objective)

· Two theories for providing information:

· Events theory

· Value theory
B. Categories of Accounting Events

· Accounting event ( something that is relevant to CGA and recognized by GAAP

· 4 types of accounting events:

· (1) Actual cash inflow or outflow 
· (2) Highly certain future cash inflow or outflow
· IF the flow results either from a transaction where performance has taken place OR from an event that is not part of a transaction (e.g. judgment from court)

· Quantify by calculating PV of the cash flow

· (3) Reduction of a previously recorded consequence
· e.g. goods that are furnished and thus deplete inventory

· Independent, because we have an existing quantification 

· (4) Acquisition of a right to utilize an economic resource (other than cash) or the assumption of a responsibility to surrender the use of an economic resource (other than cash)

· IF these result either from a transaction where performance has occurred OR from an event other that is not part of a transaction

· Agreements are not accounting events (even though it’s likely that performance will take place, and it’s legally enforceable); only the performance is

· Examples of Events (Class Exercise 1):

· Issuance of stock

· Type 1 (independent): increase to cash

· Type 4 (dependent): decrease in shares

· Combined 

· Bank loan

· Type 1 (ind): increase in cash from bank

· Type 2 (dep): increase in responsibility to repay loan

· Combined

· Purchase of raw materials for cash

· Type 1 (ind): decrease in cash 

· Type 4 (dep): increase in raw materials 

· Combined

· Purchase of raw materials for credit

· Type 2 (ind): highly certain future cash outflow

· Type 4 (dep): increase in raw materials

· Combined

· Receives order to sell finished goods, with enclosed check

· Type 1 (ind): increase in cash

· Type 4 (dep): responsibility to delivery finished goods

· Combined

· Payment to suppliers of raw materials

· Type 1 (ind): decrease in cash

· Single

· Conversion of raw materials into finished goods

· Type 3 (ind): decrease in raw materials

· Type 4 (dep): increase in finished goods

· Combined

· Quantified by the cost of the raw materials (even if finished goods are more valuable)

· Receive tax-free award (e.g. Nobel Prize)

· Type 1 (ind): increase in cash

· Single

· Raw materials destroyed by fire

· Type 3 (ind): decrease in raw materials

· Sale of finished goods for cash

· Type 1 (ind): increase in cash

· Type 4 (dep): decrease in finished goods

· Combined

· Sale of finished goods for credit

· Type 2 (ind): highly certain future inflow

· Type 4 (dep): decrease in finished goods

· Combined

· Delivery of prepaid finished goods to buyer

C. Description of Accounting Events

· 3 accounting categories:

· Asset ( right to use an economic resource if it is more likely than not that the use will be beneficial for cash generation (either by increasing amount, accelerating, or increasing certainty)

· Liability ( responsibility of a firm to surrender the right to utilize an economic resource (if the quantity and the time of surrender are known estimable)

· Equity
· Contributed capital  ( the responsibility of the firm to distribute an unspecified and unlimited amount of resource at unspecified times during an entity’s life and distribution all of an entity’s resources upon dissolution of the firm, in exchange for the resources that have been contributed to the firm 

· Equity
D. Quantification of Accounting Events

· Double-entry accounting ( each event is described by 2 parameters, each quantified by the same absolute number:

· Effect ( describes/quantifies the effect of the event on individual assets and equities

· Cause ( describes/quantifies/classifies the occurrence of the event as either increasing or decreasing the ability of the firm to distribute cash to owners in excess of their contribution (revenues/gains or expenses/losses)

· Independent quantification if the event itself tells us how to quantify it (i.e. Type 1 or Type III accounting events)

· Can be single events

· Dependent quantification if it doesn’t (i.e. Type IV accounting events)

· Need to be combined events

· Use combined events in two situations:

· If Type IV event can be associated with related event of any other Type

· If Type II event occurs in conjunction with a Type I event
III. Recognizing and Communicating Accounting Events

A. Journal Entries

· Journal entry ( initially recording the two parameters of an event

· Incl. date, description, and the event’s two parameters

· Entries are reported periodically; between journal entries the events are stored on Accounts or Ledger Accounts, and are found in a Ledger (debits on left, credits on right)

B. Balance Sheet and Income Statement

· Balance sheet ( records the consequences or effects of events on accounting categories

· Balance sheet describes an incomplete relationship between past events increasing the account and a future related event that will decrease the account

· If an event is more likely than not to result in a future cash negative or positive event, it will be reported solely on the balance sheet

· Income statement (I/S) ( records the occurrence of events which affect (i.e. increase or decrease) the residual net assets of a firm, which means they inc. or dec. firm’s CGA

· Only revenues and expenses go in the I/S

· Revenue ( cash positive event that has no future negative consequences 

· Expense ( cash negative events that have no future positive consequences
IV. A List of Events, Their Journal Entries and Related Accounts

Preliminary Note:  Debits always on L, Credits always on R

A. Types of Events
· Single Events

· Revenues:

· Cash Sales

Dr. Cash

Cr. Sales Revenue

· Credit Sales

Dr. Accounts Receivable
Cr. Sales Revenue

· Prepaid Sales

Dr. Advances from Customers

Cr. Sales Revenue

· Interest Revenue (recognized as loaned money is utilized or can be utilized by borrower)

Dr. Interest Receivable

Cr. Interest Revenue

· Rent Revenue (recognized as rented space is utilized or is available to be utilized by tenant

Dr. Rent Receivable or Rent Advances

Cr. Rent Revenue

· Expenses

· Sales Outflow or Cost of Goods Sold (terminal utilization of inventory when goods are sold)

· of non-manufacturing firm

Dr. COGS

Cr. Inventory

· of manufacturing firm

Dr. COGS

Cr. finished goods

· Selling and Administrative Expenses

· if the services had been paid for prior to utilization

Dr. Selling and Admin Expenses

Cr. Prepaid Expenses

· if the services are utilized before being paid for

Dr. Selling and Admin Expenses

Cr. Accounts Payable Services

· Utilization of property, plant, and equipment devoted to selling and admin activities

Dr. Selling and Admin Expense (or Deprecation Expense)

Cr. Accumulated Depreciation

· Interest Expense (utilization of borrowed money)

Dr. Interest Expense

Cr. Interest Payable

· Tax expense (utilization of gov. services)

Dr. Tax Expense

Cr. Taxes Payable

· Declaration of dividends

Dr. Retained Earnings

Cr. Dividends Payable

· Combined Events

· Acquisition of Goods

· Goods acquired for Cash

· acquired by non-manufacturing firm

Dr. Inventory

Cr. Cash

· acquired by manufacturing firm

Dr. Raw Materials

Cr. Cash

· Goods acquired for Credit

· acquired by non-manufacturing firm

Dr. Inventory

Cr. Accounts Payable

· acquired by manufacturing firm

Dr. Raw Materials

Cr. Accounts Payable

· Acquisition of Services (services acquired prior to utilization)

Dr. Prepaid Services

Cr. Cash

· Acquisition of Property, Plant and Equipment

· if for cash

Dr. PP&E
Cr. Cash

· if partially for cash

Dr. PP&E
Cr. Cash + Cr. non-current term debt

· if on credit

Dr. PP&E
Cr. non-current debt

· Acquisition of Cash

· From customers

· if cash is received after sale

Dr. Cash

Cr. Accounts Receivable

· if cash is received prior to sale

Dr. cash

Cr. Advance from Customers

· From creditors

· if repayment is supposed to occur within one year

Dr. Cash

Cr. Current Debt

· if repayment is to occur after one year

Dr. cash

Cr. non-current debt

· Always use loan amount, not incl. interest

· From stockholders

Dr. Cash

Cr. Contributed Capital

· Disbursements of Cash

· To suppliers

· For goods delivered or services utilized

Dr. Accounts Payable OR Accounts Payable Services

Cr. Cash

· For services to be utilized

Dr. prepaid services

Cr. cash

· To creditors

· For principal amount

Dr. Current Debt

Cr. Cash

· For interest

Dr. Interest Payable

Cr. Cash

· To the government (taxes)

Dr. Taxes Payable

Cr. Cash

· To stockholders

Dr. Dividends Payable

Cr. Cash

· Manufacturing conversions

· Converting raw materials into Work in Process (WIP)

Dr. WIP

Cr. raw materials

· Utilizing prepaid services in manufacturing

Dr. WIP

Cr. prepaid services

· Utilizing services not paid for in advance for manufacturing

Dr. WIP

Cr. accounts payable services

· Utilizing property, plant or equipment for manufacturing

Dr. WIP

Cr. accumulated depreciation

· Reclassification entries

· Completion of WIP

Dr. finished goods

Cr. WIP

· Non-current debt becoming current

Dr. non-current debt

Cr. current debt

· Explicit recording of revenues and expenses on retained earnings

· For revenues

Dr. Revenues

Cr. Retained Earnings

· For expenses

Dr. Retained Earnings

Cr. Expenses
B. Consequences of Accounting Events

· Assets (Increase – Debit (L side)), Decrease – Credit (R side))
· Cash

· Inc: Cash receipts

· Dec: Cash disbursements

· Balance does not necessarily indicate the amount the firm can spend at any moment of time

· Accounts Receivable

· Inc: Provision of merchandise and services on credit (quantified in terms of virtually certain future cash inflows expected)

· Dec: Collections from credit customers (quantified in terms of cash received)

· Prepaid Services (OR Prepayments OR Prepaid Expenses OR Deferred Charges)

· Inc: Payment for services to be utilized (quantified by amount of cash disbursed in advance for services)

· Dec: Utilization of prepaid services (quantified by cash outflows associated with prepaying for services)

· Merchandise Inventory

· Inc: Purchase of merchandise (quantified by cash disbursed or to be disbursed in the future for merchandise)

· Dec: Provision of merchandise to customers (quantified by the cash flows associated with acquiring the merchandise

· Manufacturing Inventory

· Raw Materials

· Inc: Purchase of materials (quantified by amt. of cash paid or to be paid for the raw materials)

· Dec: Raw materials placed in productions (quantified by cash paid for these materials)

· Work in Progress (WIP)

· Inc: Utilization of raw materials, labor, etc. (quantified by cash outflow incurred to obtain these goods/services)

· Dec: Goods completed (quantified by cash outflow for goods/services utilized to complete the goods)

· Finished Goods

· Inc: Amt. WIP completed

· Dec: Amt. of goods sold

· Property, Plant and Equipment (PPE)
· Inc: Acquisition of right to utilize PPE (quantified by amt. of cash, virtually certain future cash outflow, or hypothetical cash flow associated with the acquisition of the right; referred to as the orig. cost of the asset)

· Dec: sale or disposition of PPE (quantified by the original cost of the asset sold or disposed of)

· Accumulated Depreciation (Accumulated Utilization)
· Inc: Utilization of a depreciable asset (quantified by the original cost of the asset acquired)

· Dec: Sale or disposition of the depreciable asset (quantified by the cumulative utilization of the depreciable asset sold or disposed of)

· “book value” represents the capacity remaining to be utilized

· Liabilities (Increase – Credit (R side), Decrease – Debit (L side))
· Accounts Payable Merchandise

· Inc: Purchase of merchandise on credit (quantified in terms of the virtually certain future cash outflows to suppliers of merchandise)

· Dec: Payment to suppliers of merchandise (quantified in terms of the amount of cash disbursed to suppliers)

· Accounts Payable Services

· Inc: Acquisition and utilization of services on credit (quantified by virtually certain future cash outflows to suppliers of services)

· Dec: Payment to suppliers of services (quantified by the cash disbursed to suppliers of services)

· Advances from Customers

· Inc: Receiving cash from customers prior to the provision of merchandise/services (quantified by cash received)

· Dec: Provision of merchandise and services (quantified by the cash flows associated with providing merchandise/services)

· Interest Payable

· Inc: Utilization of borrowed money (quantified as a %, int. rate, of the money owed)

· Dec: Payment of interest (quantified by cash disbursed for the utilization of cash)

· Current Portion of Long-term Debt

· Inc: Reclassification of long-term debt (quantified by the obligation to be paid during the current year)

· Dec: Repayment of debt (quantified by cash disbursed to lender)

· Dividends Payable

· Inc: Declaration of cash dividends (quantified by cash expected to be disbursed to stockholders as of a certain date)

· Dec: Payment of the cash dividend (quantified by the cash disbursed in dividends)

· Long-term Debt

· Inc: Long-term indebtedness (quantified by cash borrowed)

· Dec: Reclassification of long-term debt (quantified by amount of obligation to be paid during the current period)

· Owners’ Equities

· Contributed Capital

· Inc: Issuing shares of common stock in exchange for cash or other assets (quantifified by cash received or by hypothetical cash flow)

· Dec: Repurchase of shares of common stock for cash or other assets (quantified by the amount of cash disbursed for the repurchase of shares)

· Retained Earnings

· Increased by the excess of Revenues over Expenses (Income)

· Decreased by the excess of Expenses over Revenues (Loss) AND by the declaration of dividends
C. The “Fundamental Accounting Equation”
· Assets = Liabilities + Contributed Capital + Retained Earnings
· Net assets = Assets – Liabilities

· Represents the potential amount of future distributions to shareholders

· Net Residual Assets = Assets – Liabilities – Contributed Capital

· Represents the amount of potential future distributions to shareholders in excess of Contributed Capital

· Net residual assets equals retained earnings

D. Jan/Feb MixMax Problem

· See appendix to chapter 4

V. The Cash Flow Statement

· Cash Flow Statement ( records the occurrence of all events that increase or decrease cash, classified in terms of operating, investment, or financing

· History:

· In 1969, Accounting Principles Board (APB) mandated that a third accounting report be provided (the Fund Statement)

· In 1987, the FASB replaced the Fund Statement  with the “Statement of Cash Flows” (reports cash flows between the balance sheet dates)

· 3 types of cash flows: 

· Operating (CFO) – revenues and expenses that directly impact Cash and all cash flows that impact Operating Accounts

· Cash assets – consist of cash and securities that are readily saleable without either credit or default risks

· Operating assets – assets resulting from income producing activities (e,g, Accounts Receivable) and current assets that will be utilized in income producing activities (e.g. Inventory, Prepaid Services, etc.) [OPERATING ACCOUNT]

· Operating liabilities – liabilities that will be either discharged as a result of income producing activities (e.g. Advances from Customers) or that result from income-producing activities (e.g. Accounts Payable Services) [OPERATING ACCOUNT]

· Financing (CFF) – all cash flows that affect Financing Equities

· Financing Equities – equities other than operating liabilities

· e.g. proceeds for issuing bonds, mortgages, notes, equity instruments; payment of dividends to owners; repayment of loans

· Investment (CFI) – all cash flows that impact Investment Assets

· Investment assets – all assets other than operating assets

· e.g. receipts from sales or PP&E and other productive assets

· Two methods:

· Direct method

· Derive cash flow statement from events on balance sheet and income statement (e.g. MixMax problems)

· Indirect method

· CFO = Income + Acc. Depreciation + (Credit changes in inventory and prep/pay) – (Debit changes in Customer Advances, Acct. Receivables, and Account Payable-Merchandise)

· CFI = purchase of PP&E

· CFF = Bank loan

· EBIDTA (Earnings Before Interest Depreciation, Taxes and Amortization)

· Used by some companies instead of CFO, but is different

· Calculation: take net income and add interest, taxes, depreciation and amortization expenses back into it

· Used to analyze a company’s operating profitibalily before non-operating expenses (such as interest and other non-core expenses)

· Criticism (prof. is not a fan):

· Can make a unprofitable firm look fiscally healthy (e.g. Enron)

· Operating cash flow (CFO) is a better measure of how much cash a company is generating because it adds non-cash charges back to net income and includes the changes in working capital that also use or provide cash (e.g. receivables, payables, and inventory) ( working capital factors are the key to determining how much cash a company is generating

· Advantages:

· EBITDA can be used as a shortcut to estimate the cash flow available to pay debt on long-term assets

· EBITDA is a good measure of core profit trends because it eliminates some of the extraneous factors and allows apples-to-apples comparison

· Can be used to compare companies against each other and against industry averages

· See Problems in Ch. 5 Appendix (p.56)
VI. Cash Flows and their Equivalents: Present and Future Values
· 3 reasons money is more valuable to us now vs. later:

· Hedonistic element ( don’t want to postpone gratification

· Risk element ( future is uncertain

· Inflation element ( dollar won’t go as far in future

· Discount rate is determined by 3 factors (keyed to above):

· Basic interest rate 

· Risk rate

· Inflation rate

· Interest:

· Simple ( interest accumulated on just the money deposited

· Compound ( interest accumulated on the money deposited AND the interest previously earned

· Bank of America Canada v. Mutual Trust (case)

· Canadian Supreme Court said simple interest does not suffice

· O’Shea v. Riverway Towing Co. (7th Circuit, 1982)

· Facts: P was a cook on a boat and broke her leg while trying to get off of D’s boat; P sued D, and won damages; trial ct. calculated a range of potential damages, based on her potential salary, growth in salary each year, and number of years until retirement, all discounted to present value; trial ct. picked damages amount roughly in middle of range

· Issue 1: How to treat inflation in calculating future lost wages

· Two ways to deal with inflation:

· (1) Exclude inflation from both the wage growth calculation AND the discount rate

· (2) Include inflation in both

· Issue 2: Use pre-tax or post-tax interest rate?

· ALWAYS USE POST-TAX INT. RATE

· Prof: make a judgment about her tax bracket (so if 20% and pre-tax int. rate is 10% her post-tax int. rate is 8%)

· Future Value (FV):

· FV = PA x (1+r)n
· Present Value (PV):

· PV = FA / (1+r)n
· Annuity ( a series of equal periodic amounts, equally spaced

· “annuity in advance” when amounts occur at beginning of period

· “annuity in arrears” when amounts occur at end of period

· Present value (if periodic amount constant):

PE = PA(1/r)
· Present value (if periodic amount is growing at constant rate, g):

PE = PA ((1/r) - g)
· Calculating price of share (P) as PV of annuity where periodic amount is earnings (E) per share:                1/r  or  P/E  (   P/E is called the “price-to-earnings ratio”

· P/E obscures the role that int. rate plays in valuing stock
· See end of Chapter 6 for PV and FV tables

· Questions at end of Ch. 6 (p.62)

· P/E 

· Share price over earnings

· Firms that are research intensive have higher P/E than other firms, because they expense their research upfront

· These firms invest in non-accounting assets ( they invest in assets that do not get reflected on their balance sheets (e.g. R&D, training, etc.)

· Insurance policies:

· Insurance costs $1000/yr, but at end of ten years you’ll have $10,000

· PV of $1,000/year annuity in advance is $6,759, benefit is $3,865, so the diff. (or PV of the policy’s cost) is $2,904

· But this is bogus because if you die you’re gong to get the $10,000; the assumption when you subtract the benefit is that you won’t die in 10 years

· But we can use actuarial life expectancy 

VII. Recording and Reporting Accounting Events

· Recording signals ( only record at certain points, not continually as you use assets

· Reserve vs. Provision (e.g. warranty)

· Reserve is an estimated balance sheet amount

· Provision is an estimated I/S amount

A. Recording Events Recognized by Documentation

· Preparation or receipt of a document is often used as a recording sgnal

· e.g. credit sale is recorded when a sales invoice is prepared; credit purchase is recorded when the bill is received; cash disbursement is recorded when a check is drawn (even though before actual cash outflow); cash receipt is recorded when check is received (even though before actual cash inflow)

B. Recording Events Recognized by Inference from Other Events

· Event B may be a recording signal for Event A, if Event A necessarily preceded Event B

· e.g. filling gas tank is a recording signal for both the utilization/consumption of a tank of gas (Event A) as well as the acquisition of more gas (Event B)

C. Recording Events Recognized by the Ending of an Accounting Period

· For some continuous rather than discrete events, the only recording signal is the end of the accounting period

· e.g. interest expense, interest revenue

· Such entries are called “adjusting entries”

· Utilization of prepaid services (e.g. 1-year insurance policy)

Dr. operating expenses (I/S)

Cr. prepaid services

· Utilization of equipment

Dr. depreciation expense (I/S)

Cr. accumulated depreciation

· Company provides prepaid services

Dr. prepaid rent revenue

Cr. Rent revenue (I/S)

· Company provides services in advance of payment

Dr. interest receivable

Cr. interest revenue (I/S)

· Corrections and revisions

D. Reporting Events

Note:  Events can be classified as Operating, Financing and Investing Events

1. Reporting Operating Events

· Regular/recurring provision of goods/services is reported in the I/S as Revenue, if the cash consequence is virtually certain

· Utilization of resources (other than in manufacturing process) necessary and beneficial for the provision of goods/services that qualify as revenues, is reported in the I/S as Expenses

· Cash receipts resulting from the provision of goods and services are reported directly, or indirectly, in the CFO

· Cash disbursements required in utilizing goods and services are reported directly, or indirectly, in the CFO

2. Reporting Financing Events

· Cash receipts from the issue of debt or stock are reported in the CFF

· Cash disbursements for the retirement of debt or the repurchase of stock, or the payment of dividends, are reported in the CFF

· Cash disbursed as a result of interest payments is reported in the CFO

· Non-cash acquisition or retirement of debt, or repurchase of stock, is reported in fin. statements as a footnote or in the schedule or significant noncash financing and investing events

· The cost of utilizing borrowed money is reported in the I/S as Interest Expense

· The excess between the cash disbursed for the retirement of debt and the accounting quantification of the debt (book value) is report in the I/S as a Loss

3. Reporting Investing Events

· Cash disbursed for the acquisition of investments is reported in the CFI

· Cash receipts from disposing of investments are reported in the CFI

· Cash received as dividends and interest on investments is reported in the CFO

· Non-cash acquisition of investments is reported in the financial statements as a footnote or in the schedule of significant noncash financing and investing events

· Income earned (dividends and interest) as a result of owning investments is reported in I/S as Revenue

· The excess between the proceeds received from the disposal of the investment, and the accounting quantification of the investment, is reported in the I/S as a Gain

· Impairments of assets are reported as Losses in the I/S

E. Ratios Used to Describe/Analyze Relationship b/w Accounting Events
· Liquidity Ratios
· The Current Ratio (A Balance Sheet Ratio):

CURRENT ASSETS
 CURRENT LIABILITIES
· The Quick Ratio (A Balance Sheet Ratio):

CURRENT ASSETS EXCLUDING INVENTORY

 

     CURRENT LIABILITIES
· Less Popular – The Interval Ratio (A Balance Sheet/Cash Flow Ratio):

ACCOUNTS RECEIVABLE + LIQUID INVESTMENTS

 

     
DAILY OPERATING CASH OUTFLOWS

· Profitability Ratios
· Return on Assets Ratio (ROA) (A Balance Sheet/Income Ratio):

INCOME

 
ASSETS

· Return on Equity Ratio (ROA):

INCOME

 
EQUITY

· Return on Sales (Income Statement Ratio):

INCOME

 
SALES

· Risk Ratios
· Debt Equity Ratio (A Balance Sheet Ratio):

DEBT

 
EQUITY

· Duration Ratios
· Accounts Receivable Collection Period:

ASSETS/REVENUES

 
DAILY SALES

· Inventory Turnover:

INVENTORY

 
DAILY SALES/DAILY COST OF SALES/DAILY PRUCHASES

· Payment Period:

ACCOUNTS PAYABLE

 
DAILY PURCHASES

VIII. Revenue
Revenue

· 3 conditions for revenue to be recognized:

· Goods or services must have been provided

· The cash inflow associated with the provision must either have occurred OR the amount to be received must be knowable with virtual certainty

· The cash outflow associated with the resources utilized in providing the goods or services must either have occurred, OR be knowable with virtual certainty

· Needs to be Type I or II event

· Gross Sales Revenue = Est. Cash Inflows – Est. Cash Outflows

· Net Sales Revenue = Gross Sales Revenue – Returns – Discounts – Uncollectibility – Repairs – Warranties

· Returns ( relatively small amt. so most companies deduct the actual returns for the period, but more theoretically correct to deduct the est. returns from gross revenues

· Discounts ( if discounts are expected to be taken, should be subtracted from gross revenue
· Ex: “2 10, net 30” – seller offering 2% discount for payment w/in 10 days (everyone will take this deal; should be deducted from gross billed amt.)

· Uncollectibility ( when sales are made on credit, some portion of the payment will never be collected; sales that are not paid for become gifts
Uncollectibility

· We must recognize Uncollectibility in the period in which the sale was made b/c:

· We know that credit sales will result is credit losses

· We can make an accurate estimate of Uncollectibility based on the seller’s past experience and the experience of other firms is same industry

· Gifts occur when the goods are provided, rather than when collection attempts are finally abandoned

· Proper measure of credit sales inflow is the cash that will be received, rather than the amount billed

· When to recognize Uncollectibility (generally):

· Uncollectibility must be recognized in the period when the goods are provided if an accurate estimate of uncollectibility is available

· Recognizing uncollectibility to a later period distorts both the balance sheet and the I/S

· Recording uncollectibility

· Record Gross Billings and Estimated Uncollectibility Adjustment as separate events

· To record Gross Billings:

Dr. Accounts Receivable by total amount billed

Cr. Sales Revenue (I/S) by total amount billed

· To record Uncollectibility Adjustment:

Dr. Uncollectibility Adjustment (I/S) by uncollectible estimate

Cr. Estimated Uncollectibility by uncollectible estimate 

· Uncollectibility Adjustment (or “Bad Debt Expense”) is generally treated as an expense in the I/S

· BUT prof. believes it should be treated as a contra-revenue account and subtracted from Sales Revenue in the I/S to measure the actual inflow expected to result from the provision of goods or services

· Summary of Events and Accounts Reflecting Uncollectibility

· Gross Billings (potential cash inflow)



Dr. A/R




Cr. Sales Revenue (I/S)
· Estimate of Uncollectibility (contra-revenue acct)


Dr. Uncollectibility Adjustment (I/S)




Cr. Estimated Uncollectibles

· Collections from Credit Customers



Dr. Cash




Cr. A/R
· Writeoffs (after 60 or 90 days of nonpayment)


Dr. Estimated Uncollectibles




Cr. Accounts Receivable

Future Outflows (Warranties)

· Cost of providing goods/services during warranty period must be estimated, and then subtracted from the sales price when recognizing revenue

· At the time of sale (2 options here)

· (1) Option #1

· Sales Revenue

Dr. A/R (or Cash) by amt. received

Cr. Warranty Liability by the est. of repair cost

Cr. Sales Revenue (I/S) by difference

· (2) Option #2

· Sales Revenue

Dr. A/R (or Cash) by amt. received

Cr. Sales Revenue (I/S) by amt. received

· Warranty Liability

Dr. Provision for Warranties (I/S) by est. repair cost

Cr. Warranty Liability by est. repair cost

· When expected repair cost is spent

Dr. Warranty Liability for est. repair cost

Cr. Cash for est. repair cost

IX. Period Expenses

· Period expenses represent all utilizations of goods/services that are neither sales outflow nor manufacturing transformations

· Include utilization of sales/management personnel, nonmanufacturing labor force, services provided by external parties (e.g. advertising agencies, consulting firms, insurance companies, law firms, etc)

· These utilization will be classified as operating expenses even if a future benefit is likely to result

X. Cost of Goods Sold (COGS)

· Cost of Inventory

· Merchandising firm (at time right to merchandise is transferred to buyer)

· Debit: Inventory by the cash outflow necessary to acquire merchandise (invoice amount less discounts plus costs such as freight, handling, insurance, and storage)

· Manufacturing firm

· Finished Goods account is quantified by the cost of the inputs to the manufacturing process (incl. raw materials, labor services, utilities rent, depreciation, freight, handling, insurance, and storage)

A. Merchandising Firms

Beginning Inventory + purchases = ending inventory + COGS
· Methods for calculating COGS:

· first-in, first-out (FIFO)

· Assumes that the cost of the first items purchased will be the cost of the first items sold

· Results in LISH (last-in, still-here)

· last-in, first-out (LIFO)

· Assumes that the cost of the last items purchased will be the cost of the first items sold

· Results in FISH (first-in, still-here)

· Average cost method

· Quantifies the unit cost of items sold in terms of the average cost of the units available for sale

· This is the simplest approach

· Avg. cost per unit = total cost of units/# of units
· Purchase price method

· The cost of each item sold is the actual purchase price of the specific item sold (specific identification)

· This method is rarely used because it is impractical ( requires that detailed records of cost be maintained and that firm traces which specific units are sold when

· GAAP prohibits firms from using FIFO-FISH or LIFO-LISH

· Probably reflects the fact that adoption of either method would invalidate the basic inventory equation

· Inventory methods:

· Perpetual inventory method ( makes an allocation as sales are made

· Assigns a portion of Cost of Goods Avail. for Sale to COGS by employing the FIFO, LIFO, or average cost assumption each time a sale is made, with the remainder then quantifying the ending inventory

Cost of Goods Avail. for Sale – COGS = Ending Inventory
· Advantages: 

· At all time management has info about both the ending inventory and COGS to date

· The derived quantification of the cost of ending inventory can be independently verified by counting the inventory and estimating its costs

· Disadvantages:

· Costs more to measure COGS at every sale

· Periodic inventory method ( only makes an allocation at periodic intervals (usually when the annual financial statements are prepared)

· Cost of ending inventory is directly quantified by taking inventory at periodic intervals and assigning a portion of the Cost of Goods Available for Sale to the ending inventory by using LISH, FISH, or average cost assumption; the remained then quantifies the COGS

Cost of Goods Avail. for Sale – Cost of Ending Inventory = COGS

· Effect of LIFO and FIFO on Financial Statements
· In period of rising costs, LIFO firm will report higher COGS and less income than FIFO firms, but will subsequently pay less taxes and generate more cash than the FIFO firms

· Even if costs decline, and LIFO firm pays more taxes later on, it still obtains a present value advantage over FIFO firms

· Factors which favor LIFO:

· Increases in cost of inventory

· High inventory levels

· High interest rates

· High tax rates

· A long period of time before inventory levels or costs are expected to decline

· An expectation that tax rates will fall before inventory or costs decline

· Does a firm prefer more cash or more profits?

· Depends on the perceived value of the profit, especially as determinant in stock values

· Experts are divided on this question ( some believe that reported income has no impact on stock prices, while others believe income to be a major determinant of stock prices

· Business firms seem to behave as if the truth lies somewhere between these two extremes

· For a long time, firms reported COGS on a FIFO basis, showing that they were willing to sacrifice tax savings to report higher income

· BUT in mid-1970s many switched to LIFO b/c there was severe inflation which magnified the tax advantages of LIFO

· Lower-of-Cost-or-Market (LCM) rule

· States that inventory shall be quantified at the lower of “cost” (the existing quantification) or “market”

· “market” is deemed to be the middle of 3 calculated numbers:

· Net realizable value (current selling price less disposal costs)

· Net realizable value less normal profit

· Replacement cost (current cost of obtaining that item)

· LIFO may not be used in conjunction with the LCM rule

· Prevents firms from being able to reduce taxes when costs rise without the risk of paying higher taxes when costs decline

· Calculating Inventory Turnover Ratio or Inventory Holding Period: 

      AVG. INVENTORY​​​​​​​​​​
AVG. DAILY PURCHASES OF INVENTORY
· Used to determine the time that inventory is held in a merchandising firm

· In calculating ratio, the inventory balances should be quantified by the current cost of inventory or by the FIFO inventory balances

B. Manufacturing Firms


Beginning inventory + purchases of raw mat’ls + services utilized in manufacturing 

= COGS + ending inventory

· Manufacturing companies have 3 inventory accounts:

· Raw Materials

· Work-in-Process

· Finished Goods

· Variable cost ( a total cost that varies directly with the level of production (e.g. supplies)

· Fixed cost ( a cost that in total does not vary in relation to units produced (e.g. rent)

· COGS is a function of the quantity produced, if there are fixed costs of manufacturing

· So COGS and Income can be manipulated by producing more or less than you sell

· Fixed vs. variable issue comes into play with respect to business cycles:

· Two scenarios where you produce more than you sell:

· (1) You think sales will go up (voluntary increase in inventory)

· (2) Sales are less than expected (involuntary increase in inventory)

· COGS will be less, so income is greater than if firm hadn’t produced more than sales

· Income will go way down when sales pick up and remaining inventory is sold (e.g. when recession is over)

XI. Amortization of Long-Term Assets

· The choice of amortization method used for tax purposes does not dictate the method used for financial reporting purposes (can use one for financial, another for taxes)
· Most firms will use DDB for taxes, SL for financial reporting

· Terms:

· Depreciation: for PP&E

· Depletion: for natural resources

· Amortization: for intangible assets

· Variables used in Calculation:
· Useful Life (n) can be expressed in terms of the units of activity or units of time (most firms use units of time)

· Residual Value (RV) is its expected market value less expected disposal costs at time of disposal
· Original Cost (OC) of the asset is derived from the actual transaction

· Accumulated Depreciaton is the asset’s total depreciation accounted to date

· In the year the asset is acquired, depreciation may be calculated for the actual time the asset was in use during the year, or a half-year convention may be recorded arbitrarily

A. Methods of Depreciation

1. Straight-Line Method (SL)

SL Annual Depreciation = (OC-RV) x 1/n




· Rate of return goes up as asset ages, so asset looks more efficient with time

· SL firms will have higher income (less depreciation) in early years and less income later

· Depreciation rate = 1/n

2. Double-Declining Balance (DDB)

DDB Annual Depreciation = AD x (2/n)
· AD = Accumulated Depreciation

     

· Firm can switch to SL at some point in the asset’s useful life when
· When this is done, the annual charge for the remaining duration =
(Book value – RV) / Remaining Duration

· Very few firms will use DDB in their financial reports, but they really want to use DDB on their tax returns because the deduction they receive is valuable

· Factors that will prompt DDB firms to have more income and less depreciation:

· Growth

· Growth in depreciable assets

· Growth in the dollar quantification of depreciable assets
3. Sum-of-the-Years’-Digits Method (SYD)


SYD = sum of all years (Ex: if n=3, it would be 3+2+1=6)



SYD Annual Depreciation =   (OC-RV) x (RL/SYD)
· RL = Remaining Life

B. Group Method of Depreciation

· Assets may be depreciated on an individual basis (unit depreciation) or in a homogenous group (group depreciation)

· Under group method, the estimate of useful life and residual value is an average for a group of assets, and this average has meaning only for the group of assets being depreciated

· Therefore if the actual life or residual value of an individual asset differs from the est. average, the diff. is not considered significant

Disposal of depreciable asset

Dr. A/D
Cr. Machinery

Dr. Cash if you had a proceed

· If proceed was more than the machine was worth at sale, it will be a gain; if not, then loss

C. Consider Multiple-Asset Firm vs. Single-Asset Firm

· Multiple-asset firm will continue to add more A/D and more income each year (see problem from class)

D. Repairs

· Ordinary repairs and maintenance (routine costs)


Dr. Repair Expenses (I/S)



Cr. Cash

· Extraordinary repairs (to increase the capacity or useful life of the asset)


Dr. Asset repaired



Cr. Cash

OR

Dr. A/D


Cr. Cash
E. Changes in Estimates

· Useful life and residual value are estimates
→ They should be reviewed periodically
· When estimates are changed:
· Not alter previously recorded depreciation

· Instead, a new depreciation base must be allocated to the revised estimate of remaining duration (See ex. on p. 15)
F. Amortizing Intangible Assets

· Intangible assets are amortized over the number of periods in which the firm expects to utilize the assets productively

· For some of these (e.g. patents) the max. productive life is limited by statute

· Regardless of the expected productive life, all intangible assets must be amortized over a period not to exceed 40 years

XII. Accounting for Taxes

A. Financial Reporting vs. Tax Reporting

· In financial reporting: Revenues/Gains – Expenses/Losses = Income Before Taxes (IBT)

· IBT * Tax Rate = Income Tax Expense (ITE)

· In tax reports: Taxable inflows/Gains – Tax Deductions/Losses = Taxable Income (TI)

· TI * Tax Rate = Required Tax Payment (RTP)

· Depreciation will affect both IBT and TI but at different times if straight line depreciation is used for financial reporting and DDB is used for tax reporting

· Uncollectibility also causes a difference, because in financial reporting it is deducted from revenue when a sale is made, but is deducted for tax purposes only when a “write off” occurs

· If uncollectibility adjustment is $100 of $1000, and a firm has not written off the debt when it files a tax return, the company will use $900 as the TI and pay $360 in taxes, leaving $540 net

· TI is usually less than IBT because DDB is almost always larger deduction than SL depreciation

B. Recording Tax Expense

· If ITE > RTP:

Dr. Tax Expense

Cr. Taxes Payable (by the RTP)

Cr. Deferred Tax Liability (by the diff. b/w ITE and RTP)

· If ITE < RTP:

Dr. Tax Expense

Dr. Deferred Tax Liability (by diff. between ITE and RTP) 

Cr. Taxes Payable (by the RTP)

XIII. The Financing Cycle

A. Financing by Creditors

· Creditors provide money to a firm either by an agreement between the firm and individual creditors (e.g. negotiated bank loan) OR by an agreement between the firm and the market (e.g. issuance of bonds)

· Promises by firm of future cash can either involve a lump sum in the future or a series of equal periodic payments

· Borrowing from a bank in exchange for a lump sum future payment takes the form of a discounted note

· Borrowing from a bank in exchange for periodic payments only takes the form of a mortgage note

· Borrowing from a bank in exchange for a combination of lump sum and periodic promises takes the form of an installment contract

· Borrowing from the market in exchange for a lump sum future payment takes the form of a Zero Coupon Bond
· Borrowing from the market in exchange for periodic payments only takes the form of a mortgage bonds

· Borrowing that from the market in exchange for a combination of lump sum and periodic promises takes the form of a coupon bond

· Agreements with market:

· Firm sets both the amount and the form of repayment, but Market determines the interest rate based on demand

· The risk of a firm increases in two ways as a result of borrowing:

· Possibility of bankruptcy is increased

· Volatility of both cash flows and income is increased

· When shares are issued, they may or may not have par value

· Par value used to have meaning, but not important today

· Stock may or may not have a stated value

· Recording issuance of stock:

· Credit: Capital Surplus by amount of proceeds

· Debit: Cash?

B. Accounting Entries for Bonds 

· When Bonds are issued:

· Debit: Cash by amount of proceeds

· Credit: Bonds Payable by face amount of bonds

· Debit: Unamortized Bond Discount by diff. between the excess of face value over cash proceeds

· Credit: Unamortized Bond Premium Account by diff. between excess of face value over cash proceeds

· Each period:

· Credit: Interest Payable Account by the amount of the periodic payment

· Debit: Interest Expense by an amount equal to the IMRI times the AQ at the beginning of the period

· Either Debit: Unamortized Bond Premium or Credit: Unamortized Bond Discount but the diff. between Interest Expense and Interest Payable

· One year before maturity:

· Bonds will be transferred from long-term debt to current portion of long-term debt

· At maturity:

· Bonds Payable will be debited and Cash will be credited for the final payment

· Coupon rate ( determines the amount of the promised periodic repayment

· e.g. $1,000 bond with 10% coupon rate contains promise to pay $1,000 at maturity PLUS annual payments of $100

· The amount that the market is willing to pay in exchange for these promises will be the PV of these promises, discounted at the Interest Rate Demanded by the Market (or IMRI)

· If IMRI = Coupon Rate, the proceeds will equal the face value and the bond is said to be issued at Par

· If IMRI > Coupon Rate, proceeds will be less than face value and bonds are said to sell at a discount

· If IMRI < Coupon Rate, proceeds will be greater than the face value and the bond is said to be issued at a premium

C. Financing by Equity

· Accomplished by issuing stock

· Accounting Entries:

· When stock is issued:

· Debit: Cash by the amount of proceeds

· Credit: Stock by par or stated value

· Credit: Capital Contributed in Excess of Par or Stated Value (CCIEP) by the excess of proceeds over par or stated value

· When declaring a stock dividend

· Debit: Retained Earnings by add’l shares issued at mkt value

· Credit: Contributed Capital by add’l shares issued at mkt value

· When declaring a cash dividend

· Debit: Retained Earnings

· Credit: Dividend Payable

· When paying a cash dividend

· Debit: Dividend Payable

· Credit: Cash

· When repurchasing firm’s own stock

· If the reacquired shares are cancelled:

· Debit: Common Stock at Par or Stated Value by the par or stated value

· Debit: CCIEP by the orig. excess

· Debit: Retained Earnings by the remainder

· Credit: Cash

· If the reacquired shares are not cancelled:

· Debit: Treasury Stock

· Credit: Cash

XIV. Investment in Securities

· 6 diff. classes of securities:

· (I) Held to maturity
· Investment in debt securities that an enterprise both intends and has the ability to hold to maturity 

· Accounted for a “amortized cost”

· (II) Trading securities & Derivatives
· Investment that is bought and held principally for the purpose of selling them in the near term

· Accounted for at fair value

· Changes in fair value are reported in the I/S as a determinant of net income

· (III) Available for Sales
· Investments in debt securities not classified as I or II investments and investments in equity securities not classified as II investment or which do not provide the investor significant influence or control of the investee company

· Accounted for at fair value

· Changed in fair value are NOT report in the I/S but rather as a separate component of shareholder equity in the balance sheet

· (IV) Derivative

· Treated like a trading security

· (V) Investments in the Common Stock of an “Affiliated Company”

· Co. is considered an affiliated company if an investor as a result of his investment in the common stock of the investee co. exerts “significant influence” over the affairs of the investee co.

· Accounted for by the “equity method”

· (VI) Investment in a Subsidiary

· Treated by consolidating the assets, liabilities, and equities as well as the revenue and expenses of the parent and the subsidiary

· Investment in PP&E

· Recorded at cost determined by the cash paid or the value of securities issued

· Each period the investment is decreased by the amount utilized, which is an expense if the PP&E is not used in the manufacturing process and is a debit to Work-In-Process if it is

· if proceeds are realized upon disposition cash is debited for the amount of the proceeds and loss is debited or gain is credited for the difference between the proceeds and the book value of the retired equipment

· Financing Investments

· Investments can be paid for by borrowing, issuing stock, or by utilizing money generated by operations

· Leases

· Leasing represents a combined investment and financing vehicle and has presented problems of how it should be accounted

· Article:

· Latest solution is Statement No. 13 which requires the capitalization of leases when the lease transaction in effect represents a purchase

· If the lease satisfies any of the following criteria, the lessee must treat it as a capital lease, recognizing both an asset and a liability:

· (1) The lease transfers ownership of the property to the lessee by the end of the lease term

· (2) The lease contains a bargain purchase option

· (3) The lease term is equal to 75% or more of the estimated economic life of the property

· (4) The PV of the min. lease payments, excl. that portion representing executory costs (insurance, maintenance, taxes) equals or exceeds 90% of the excess of the fair value of the leased property to the lessor over any related investment tax credit retained by lessor

· Earnings per Share 

· Can’t conclude that if a firm shows more income it’s good

· If firm finances by debt, the denominator does not change in Earnings per Share but the numerator will change by the amount of interest expense

· Summary: Earnings per Share is NOT a good measure of predicting income or efficiency of management

· Foreign currency

· If U.S. firm has a foreign subsidiary, the subsidiary will provide its financial statement in its local currency

· U.S. firm then has to convert the local currency to USD 

· For balance sheet items, use exchange rate at end of year

· For cash flow and I/S items, use rate at time event occurred (but don’t always know this rate so items are converted at median rate for the year)

· When dollar decreases in value, company profits across U.S. tend to go up

· Company is better off because they have more USD than before, but not better off if a lot of their inventory is unconverted

· 1974 Chrysler Annual Report

· Net sales are carried out to nearest dollar ( individual dollars are insignificant, even nearest $1,000 is insignificant for most firms

· Chrysler is overloading you with irrelevant info ( suspicious

· Gives line item for “other” but doesn’t explain ( suspicious
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