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Key Performance Ratios:


Note: When one of these comes out negative or divided by zero, the “answer” is NM (not meaningful).

EPS
=
Net Income


AVG # Of Outstanding Shares

P/E
=
Market Price of Common Shares (end of year)



EPS

Market to Book Ratio:
=
Market Value of SE [ (shares outstanding at end of year- treasury stock) (price]
(when given # of treasury shares)
Total SE

(when given $ value 
=Market Value of SE [ (shares outstanding at end of year(price) – treasury stock value)]
of treasury shares)

Total SE

=
Market Value of SE [ shares outstanding at end of year (price]
(when no treasury shares)

Total SE

Dividend Yield 
=
Current Dividend Per Share (future based ( take 4th qtr. dividend and multiply by 4)



Market Price of Common Shares (final mkt. price)

Dividend Payout =
Common Dividends Per Share (historical based ( take year’s total dividend)



EPS

Key Profitability Ratios:

Gross Margin (Gross Profit)
=
Gross Margin (Sales – COGS)






Sales

Return on Sales (ROS)

=
Net Income





Sales

Asset Turnover


=
Sales





Average Total Assets

Return on Assets

=
NI


=
ROS ( Asset Turnover  (leverage)






Average Total Assets

** Note:
ROS and Asset Turnover have an inverse relationship

Return on S. Equity (ROE)
=
Net Income


=
ROA ( Avg. Total Assets





Avg. Stockholders’ Equity



Avg. Equity

**
ROE measures how risky the firm is – measure of risk.  Higher the better (least risk)

**
Leverage magnifies Return on Assets (ROA).  Higher leverage and high ROA means higher ROE.  BUT a negative ROA becomes an even lower ROE because leverage magnifies ROA.

Rate of Return of Debt (ROR)
=
Interest





Total Debt

**
If ROA = ROR then there is no effect of leverage on ROE

Return on Investment

=
Earnings before Interest & Taxes





Non Current Liabilities + Equity

Capital Utilization Ratios

Days Sales Uncollected

=
AVG. Accounts Receivable





sales revenue / 365

Inventory Turnover

=
Cost of Sales






Inventory

Current Ratio


=
Current Assets







Current Liabilities

Quick Ratio


=
Current Assets – Inventory





Current Liabilities

Debt Ratio


=
Debt Capital (Noncurrent liabilities)





Permanent Capital (Noncurrent liabilities + Equity)

Capital Turnover

=
Sales Revenue





Permanent Capital

Average age of P&E

=
Accumulated Depreciation of P&E





Current Year Depreciation of P&E

Key Definitions:
Liquidity


=
Company’s ability to meet its current liabilities (use current ratio)

Solvency


=
A company’s ability to meet its long term obligations.

Working Capital

=
Current Assets – Current Liabilities

Depreciation Methods:

Straight Line


=
Cost – Residual Value






Use Full life

Unit of Production

=
Cost – Residual Value





usefull life in units

Double Declining
=
2 ( Straight Line % per year, without residual value taken into account until final years (then switch to straight line)

Sum of Years Digits
=
(Cost – Residual value) ( Years digit (largest first)





N(N+1) / 2

Introduction to Financial Reporting:

· Definition of accounting: Measurement of economic activity in value terms for decision-making.  Takes into account non-financial information.


· Financial accounting is primarily for external purposes and is regulated by SEC (Rules are proposed by FASB, and, for all intent and purposes, always excepted by SEC).  Management accounting is for internal purposes and is regulated internally (A211).


· How well did the organization do during a given period? [FLOW] 

· Income statement [wealth generation] revenues - expenses = net income/loss
· Statement of Cash Flows [one important asset] how cash changed in a given period
· Statement of Retained Income [retained (vs. distributed) wealth] accumulation of income – dividends

· What is the financial condition of an organization on a given day? [SNAPSHOT]

· Balance Sheet [statement of financial condition/wealth]  assets - liabilities = SE
· Assets (value of assets from which future benefits are expected) = Liabilities (economic obligations to outsiders/creditors) + Shareholders’ equity (owners’ residual interest)


· Key features of recognition:

· Accrual accounting: matching & cost recovery.  Match costs and revenues--don’t wait for cash to be received/paid 

· Historical cost. Not market price, but what was paid.

· Going concern.  Company will live forever.

· Realization.  When cash is received.

· Consistency.  Year to year, NOT firm to firm.

· Conservatism.  Err on the side of losses, NOT gains.

· Materiality.  Record everything, but only disclose relevant numbers.

· Cost benefit of disclosure.  Versus information overload.

· Monetary unit ($).  Entity concept.

· Double entry bookkeeping.  2 sides to every transaction.  Balance.

The Balance Sheet:

	
	Assets =
	Liabilities +
	Equity

	Definitions
	Objectively measurable. Will result in future cash inflows.

Record when 80-90% probable of future economic benefits obtained by an entity as a result of past transactions or events
	Will result in future cash outflows.

Record when 60-70% probable of future economic sacrifices arising from a present obligation of an entity to transfer assets or provide services as a result of past transactions or events.
	Net wealth for shareholders (residual claimants).

	Dr/Cr
	Increase-->Debit

Decrease-->Credit
	Increase-->Credit

Decrease-->Debit
	Increase-->Credit

Decrease-->Debit

	Balance
	Debit Balances
	Credit Balances
	Credit Balances


ADJUSTMENTS TO THE ACCOUNTS:  The principal adjustments arise from four basic types of implicit transactions:

1. Expiration of Unexpired Costs.  Costs that expire because of the passage of time.  For instance, pre-paid rent, write-offs to expense of such assets as office supplies, inventory, and even depreciation expense.  


For each of these, originally cash is paid and an asset is created.  The adjustment recognizes an expense and reduces the asset.


Example:  
Pre-paid Rent

6000


(An asset Account)





Cash


6000




For upfront payment of prepaid rent




(adjustment)




Rent Expense

1000





Pre-Paid Rent

1000




To record payment of one month’s rent

2. Earning of Revenues Received in Advance. Some revenue is received and then earned over time.  Also called:  unearned revenue, revenue received in advance, defferred revenue, and deferred credit.  Is revenue that is receieved and recorded before it has been earned.

Examples:  Landlord who recieves payment for 6 months rent in advance; magazine subscriptions.

For each of these, originally Cash is received and the liability is credited.  The adjustment recognizes the actual revenue and reduces the liability.


Example:
Cash



6000





Unearned rent revenue

6000
(Liability Account)




For upfront recieval of prepaid rent




(adjustment)




Unearned rent revenue

1000





Rent Revenue


1000




To record earning of one month’s rent revenue.

3. Accrual of Unrecorded Expenses.   Examples are wages that have been earned but not yet paid; interest owed but not yet paid, A/P, etc.


Put in a liability Account

4. Accrual of Unrecorded Revenues.  Opposite of #3.  Examples are interest that has been earned but not yet received; utility companies often recognize revenues for services provided but not yet billed; A/R.


Put in an asset account

Inventory Methods:

LIFO vs. FIFO vs. the rest

	Method
	Description
	What happens when prices rise (inflation)?
	What happens when prices fall (deflation)?
	Conditions for Use

	
Specific Identification
	
Concentrates on the physical linking of particular items sold with their historical cost
	
	
	Works best for  expensive low-volume merchandise, e.g., jewelry, artwork, cars

	First-in, First-out
(FIFO)
	Assumes that the first units bought are the first units sold

· Assigns cost of the earliest acquired units to COGS

· Assigns costs of newer stock to ending inventory 
	Reports higher income because oldest (and cheapest) units are used to calculate COGS
	Reports lower income because oldest (and most expensive) units are used to calculate COGS
	Used to lower tax expense during deflationary periods



	Last-in, First-out
(LIFO)
	Assumes that the last units bought are the first units sold

· Assigns costs of most recent stock to COGS

· Assigns cost of the earliest acquired units to ending inventory
	Reports lower income because the most recent (and highest) prices are used to calculate COGS
	Reports higher income because the most recent (and cheapest) prices are used to calculate COGS
	Almost 2/3rds of US companies use LIFO valuation, because lower income reported means lower tax expense



	Weighted Average
	Unit cost = Total acquisition cost of all items available for sale / total number of units available for sale
	Same as in deflationary period, assuming constant inventory base
	Same as in inflationary period, assuming constant inventory base
	


Regardless of what inventory valuation method is used, the cumulative gross profit over the life of a company is the same.

Comparing LIFO and FIFO

	LIFO
	FIFO

	Results in higher COGS but lower inventory levels
	Records higher inventory levels but lower COGS

	Better representation of economic reality on the income statement
	Gives more updated inventory valuations on the balance sheet

	LIFO income figures reflect economic profit; LIFO reserve reflects inventory profit
	FIFO income figures reflect both economic and inventory profit

	LIFO COGS gives a close approximation of inventory replacement cost (i.e., what it would cost to replace inventory at today’s prices)
	FIFO inventory gives a close approximation of inventory replacement cost


The difference between inventory under LIFO and what it would be under FIFO can be rather huge.  Therefore companies often report this amount in their annual reports in an item called the LIFO reserve.  

**
The annual difference between gross profit using FIFO and that using LIFO is the yearly change in the LIFO reserve.   The difference is also known as the inventory profit on which the company does not pay taxes on until LIFO inventory is liquidated.

**
The end of year balance of LIFO reserve indicates the cumulative effect on gross profit over all prior years due to LIFO.

The lower-of-cost-or-market (LCM) method is used to write down the value of obsolete inventory.

Following the conservatism principle, the current market price (or replacement cost) of inventory is compared with historical cost (whether it calculated using LIFO, FIFO, weighted average, or specific identification cost methods).  The lower of the historical cost or market price is used for valuing the ending inventory.  This results in an increase in COGS and a reduction in gross profit.

When the market price for a good falls significantly, or when inventory becomes obsolete, a company incurs a loss and should write-down the value of its inventory to reflect the expired cost.  The required journal entry is:


Dr. Loss on write-down of inventory (or COGS)
xxx



Cr. Inventory




xxx

In comparing the gross profits of two companies, it is sometimes important to examine which inventory method they used to calculate their gross profit.  Two ratios to calculate are the gross profit percentage and inventory turnover.

Gross profit percentage =    Gross Profit / Sales

Inventory turnover = COGS/Average Inventory, 

where average inventory = (Beginning Inventory + Ending Inventory)/2

· Gross profit percentage and Inventory turnover ratio should be looked at in combination.  If a firm can increase inventory turnover while maintaining a constant gross profit percentage, it should do so.  However, if the increased turnover results from a decrease in sales price, the gross margin percentage may fall.  The firm could be worse off if the sales gain does not offset the decreased margin.


· Gross profit percentage and inventory turnover figures vary by industry.  A company’s performance on these two ratios should be measured against industry benchmarks.


· When you calculate ratios, keep the inventory accounting methods in mind!  LIFO tends to decrease the gross profit percentage and to increase the inventory turnover relative to FIFO.  Why?  Because under LIFO, COGS is usually greater and inventory values on the balance sheet are lower.

LIFO Reserve Relationships:

LIFO Reserve
=
Cumulative Pretax IncomeFIFO – Cumulative Pretax 







IncomeLIFO

LIFO Reserve ( (1-Tax Rate)


=
Cumulative Retained EarningsFIFO – Cumulative 

Retained EarningsLIFO

LIFO Reserve ( Tax Rate



=
Cumulative Taxes Postponed by using LIFO 


Change in LIFO Reserve 



=
COGSLIFO - COGSFIFO

Change in LIFO Reserve ( (1-Tax Rate)

=
Net IncomeFIFO – Net IncomeLIFO

Change in LIFO Reserve ( Tax Rate

=
TaxesFIFO - TaxesLIFO

Ending LIFO 




=
Beginning LIFO + Purchases = COGSLIFO

COGS LIFO




=
Beg. LIFO – Ending LIFO + Purchases


Ending FIFO




=
Ending LIFO + Ending LIFO Reserve

=
Beg. LIFO + Beg. LIFO Reserve + Purchases – COGSFIFO


COGS FIFO




=
Beg. FIFO – End. FIFO + Purchases

LIFO:
Determining Inventory Balance based on FIFO when LIFO is being used:


LIFO Inventory balance


+


LIFO Reserve balance


+


Inventory value based on FIFO

SUM


What happens when reductions in inventory results in sales of products carried at costs prevailing in prior years which are higher then current costs?


Causes a LIFO liquidation:  COGS will be lower by changing inventory to market value, so Net Income increases under the liquidation.


Determining Taxes Postponed by Using LIFO:


LIFO Reserve ( Tax Rate 
=
Taxes postponed.


What can you determine from looking at LIFO liquidations and Inventory levels?


Liquidation = dipping into LIFO layers (selling products carried at costs prevailing in prior years)


If liquidation year and LIFO reserves increase 
=
purchase price of inventories went up


If liquidation year and LIFO reserves decrease
=
purchase price of inventories went down


If non-liquidation year and LIFO reserves decrease 
=
purchase price of inventories wend down


Why are earnings under LIFO of “better quality” then under FIFO?


COGS under LIFO better match current costs to current revenues.


In inflationary periods, however, net income under FIFO reflects holding gains because costs from prior periods will be smaller than current costs.

**
FIFO/LIFO and the Current Ratio:  Note:  Current ratio is lower under LIFO.  But, FIFO current ratio is more “economically meaningful” because inventory balance is more up to date.

Measuring Receivables:
Recognition of Sales Revenue

· Two prong test for recognition of revenue:

1. Goods or services must be delivered to the customers (the revenue is earned).

2. Cash or an asset virtually assured of being converted into cash must be received (the revenue is earned).

· The two recognition tests are not always met at the same time.  Revenues may be received before they are earned (magazine subscriptions) and vice versa.

· Sometimes revenue is accounted for a little bit each year, on long term projects.  For instance, a part for the space shuttle may take 4 years to complete, but even though they will not be paid until the entire part is completed, the company may account for ¼ of the revenue each year.

Calculating annual interest rate equivalent of cash discounting:


Given:
Charge = $30,000



Terms = 2/10, n60


Calculation:
-
2% of 30,000 = $600

· If you pay $600 to use $24,600 for 50 days, you are paying 2.05% for the 50 days ($600/$29,400)

· During the year there are 7.3 period of 50 days.

· Thus the interest rate is 14.9% for the year – much too high!!!

Compensating balance.  Required minimum cash balances on deposit when money is borrowed from banks.  (Banks frequently require companies to maintain compensating balances – required minimum balances on deposit to compensate the bank for providing loans.

· Compensating balances increase the effective interest rate paid by the borrower (i.e. when you borrow $100,000 at 10% per year, annual interest will be $10,000.  But, if you have a 10% compensating balance requirement, you can only use $90,000 of the loan, which raises the effective interest rate to 11.1% ($10,000 / $90,000).

· Annual reports must disclose the state of any significant compensating balances.

Uncollectible accounts (bad debts).  Receivables determined to be uncollectible because debtors are unable or unwilling to pay their debts.  Bad debt expense:  the cost of granting credit (allowing customers to pay on receivables) that arises from uncollectible accounts.

Key definition: “Provision” is the bad debt expense.  It is made at the time of sale and represents what we expect/plan NOT to be paid.  It is an I/S item, but usually burried in another expense.

Key definition: “Write Off” is the ackowledgement that a particular A/R won’t be paid.  It is the amount we actually are NOT paid.  It is a B/S account that is adjusted, but does not impact I/S when the write occurs.

Allowance Method.  Most accountants use this method.  Method of accounting for bad debt losses using estimates of the amount of sales that will ultimately be uncollectible by using a contra asset account, allowance for uncollectible accounts (also known as allowance for doubtful accounts, allowance for bad debts, or reserve for doubtful accounts).

· Can be computed based on historical bad debt.

· The allowance account is expensed from the revenue at the end of the year.

· The actual bad debt is written off when it is determined.

e.g.:
1991
Accounts Receivable


100,000




Sales revenue



100,000


1991
Bad Debts Expense


2,000




Allowance for Uncol. Accounts.

2000


1992
Allowance for Uncol. Accounts.

2000




Accounts Receivable, X


1,400




Accounts Receivable Y


600


On Balance Sheet:

Accounts Receivable (Gross AR)


40,000
(What customers actually owe you)


Less: Allowance for Doubtful Accounts

2,000


Net AR





38,000
(What is on the B/S & what you









 Expect to be able to collect)

Three primary methods for doing allowance accounting:


1. Percentage of sales 
(simple % of sales revenue)

· uses historical % of credit sales gone bad.

· Income statement perspective

· Current year credit sales ( % = Provision

2. Percentage of AR 
(average doubtful of AR over historical period)

· Uses historical % of AR gone bad

· Gross AR ( % = Allowance


3. Aging of Accounts.  
(based on historical ability for a customer to pay within a particular time period)

***  WHY DO WE LOOK AT ACCOUNTS RECEIVABLE?  The management issue is how to control bad debts at the proper level.  The more credit the company provides, the greater the chance of bad debts occurring.  Management and financial analysts need to monitor the firm’s ability to control accounts receivable.  

· Can the firm generate increased sales without excessive growth in receivables?

· Do bad debt expenses rise sharply when sales grow?  (indicating a reduction in the credit quality of customers)

Accounts Receivable Turnover Ratio: Measures the ability to control receivables.


AR Turnover = 
Credit Sales




Average AR


Days to Collect Receivables.  Measures the average collection period.



Days AR =
365 Days



AR Turnover

Accounts Receivable Gross
=
Total Accounts Receivable (Net Receivables + Allowances)

Write off


=
Beginning Allowance Balance (B/S)
+






Provision for Uncollectibles

+






Ending Allowance Balance (B/S)

-






Write Off (look for on exam notes)

SUM

How big is the reserve? (expected defaults):

Reserve ratio


=
Ending Allowance for Uncollectables (B/S)






Ending Gross A/R


Note: This ratio looks at how much of the A/R the company expects to get paid.  It goes up (down) because:

1) Deterioration in quality of receivables

2) Expected default rate is increasing

3) Sometimes, because of excessive provisions (too high bad-debt expenses)


Effect of write off:
If the write off is less than the allowance then there is no direct effect on  Net Income.

If the write off exceeds the allowance, the current year’s provision would be affected by

the difference between the expected and actual credit losses.

Calculating Cash Collections:
=
Beginning AR Gross (Net Receivables + Allowance) (B/S)
+

Write Off (look for on exam notes)



-

Sales Revenue (I/S)




+

Divestitures (footnotes or exam notes – watch out for it)
-

Cash Collected





-

Ending AR Gross (Net Receivables + Allowance) (B/S)
SUM

**
Note:  make sure to take Beg. AR from previous year, add allowance for this year.  Sales Rev. on Cash statement.  Other extraneous items such as “divestitures” may also have to be subtracted out.





Alternative calculation:





Beginning AR Net (w/o allowance) (B/S)



+






Sales Revenue (I/S)





+






Cash Collections






-




Divestitures (footnotes or exam notes – watch out for it)

-

Bad Debt Provision/Expense (Footnotes or exam notes or calculate)
-


Ending AR Net (w/o allowance) (B/S)



SUM

Note:
If you can’t find the previous year’s AR on the balance sheet, you can compute the change from the cash flow statement.

Note:
When computing Accounts Receivable Turnover you use the AR Net (w/o Allowance).
Reasons for decline (increase) in AR Turnover:

1. Decline in wholesale sales (increase in retail sales)

2. More stringent Credit policy (lax credit policy)

3. Efficient follow-up on customers by credit department (inefficient follow-up)

Relationship Between Net Income and Cash Collections:


In the Income Statement:  = Sales – Bad Debt Expense(provision)


In the Cash Flow Statement = Cash Collected



**
The two can be reconciled by examining the increase in Accounts Receivable.





If AR Increases:  (sales) – (provision expense) is greater than collections.





If AR Decreases:  (sales) – (provision expense) is lower than expenses


Cash Collected = (Sales Revenue – Provision) – Increase in AR

Long Term Assets – Definitions

· Long-lived assets (LLA) provide benefits for an extended period of time and are not for sale during the normal operations of a business. There are 2 types:


· Tangible assets (or fixed or plant assets): can be touched and seen (land buildings, equipment)


· Intangible assets: rights or economic benefits that are not physical in nature (franchises, patents, trademarks…)


· Land does not become obsolete or wears out and is reported at historical cost (not depreciated) but other LLA do => their cost is charged to expense over their life (called amortization for intangible assets, depreciation for buildings and equipment and depletion for natural resources. General term is amortization).

· Summary of depreciation terms:
· Depreciation:
Buildings, equipment

· Depletion:

Natural resources

· Amortization:
Intangible assets (franchises, patents, copyrights)

· Acquisition cost of tangible assets:  The acquisition cost of long-lived assets is the cash-equivalent price, including incidental costs required to complete the purchase, to transport the asset, and to prepare it for use.

· Land: It includes all different costs to the purchaser (legal fees, taxes…) and it’s the cost is reported indefinitely, no inflation is taken into account (there are many critics to this approach).


· Buildings and equipment: includes all costs of acquisition and preparation for use (transportation, installation…) => thus the different costs are capitalized (a cost that is added to the asset accounts, rather than being expensed immediately.)


· When land and buildings are acquired together (1 price), it’s called basket purchase. Market values are used to estimate the cost of each for accounting purposes (managers prefer to have a high cost on buildings and low cost on land to increase depreciation => lower income => taxes.

Depreciation methods (The actual method used by the company is reported in footnotes). Depreciation is not a technique for evaluating the current value of an asset. It is simply the allocation of cost to the periods that benefit from the asset.

Acquisition cost (C) – Depreciable value = Residual value (D) 

Depreciable value is allocated as an expense (in I/S) during the useful (or economic) life of the asset, that is until it wears out or it becomes obsolete (the earliest of the 2)

Straight Line Depreciation (SLD): most popular, it spreads the depreciable value evenly over the useful life. 

Depreciation: C-R/n (n is the # of years in useful life) (e.g. 41,000-1,000/4 = $10,000 /yr)

Depreciation based on units (unit depreciation): used when physical wear is the dominating influence on lifetime (e.g. trucks)

Depreciation: C-R/N (n is the # of miles in the case of a truck)

Double-Declining-Balance Depreciation (DDB): it’s a form of accelerated depreciation (writes off depreciation more quickly than SLD).


-
The DDB rate would be twice the SLD rate (if it’s 4 years, SLD would be 25%/, DDB is 50%). 


-
To compute the depreciation for any year, use the beginning of the year book value and ignore the residual value



Yr 1: 50%(41,000) = 20,500; Yr.2: 50%(20,500) = 10,250 …)



DDB doesn’t write off the full depreciable cost (some companies switch to SLD towards the end).

Reporting to shareholders is different than reporting to tax authorities in accounting for LLA.


-
Most Companies use SLD when reporting to shareholders but use the Modified Accelerated Cost Recovery System (MACRS) for tax purposes (similar to DDB but over shorter periods) to delay tax payments.


-
Use of SLD for shareholders because of its simplicity; need to report higher income in early years, assumption that depreciation is a function of time rather than of use.

Depreciation and cash flow.


-
Depreciation does not generate cash (there is usually a lot of confusion on this subject). Accumulated depreciation adds up amounts already written off to expenses in prior years.


-
Before tax, changes in the depreciation method only affect the Accumulated Depreciation and Retained Earnings accounts and not the Cash one.


-
Net income will be different depending on the method, thus, taxes will be different and cash account will be different after tax used (the higher the depreciation, the lower the income, and the higher the cash balance).


Operating Expenditures vs. Capitalized Expenditures.   Operating expenditures are purchases of goods or services. Asset-related expenditures are capitalized because they benefit future revenues (capital expenditures). All expenditures eventually become expenses (once they benefit current revenues).

· It’s often subjective whether to capitalize or not an expenditure. When there’s doubt, we usually charge an expense rather than an asset account.


· Repairs and maintenance of an asset are regarded as expenses of the period. Improvements on an asset however are considered expenditure since the improvement will benefit future periods.

Selling of an Asset.  When we sell an asset we will get either a gain or a loss (and we need to write off both the asset account and accumulated depreciation account).   (debit cash, credit asset, debit accumulated depreciation for the full amount left over, credit revenue for the gain or debit revenue for the loss)    




***  The gain or loss appears in the I/S as “other income”.

Depletion is the accounting measure of the gradual exhaustion of the original resources acquired (iron ore, coal…) and it’s usually measured on a units-of-production basis (based on estimations of volume to be obtained).

Changes in depreciation estimates.   Sometimes, we may change our estimates on the number of years that an assets is useful (we thought it was 4 years and now we may think it’s 5), or the residual value, etc. We have 2 ways of dealing with the new situation:

1) Retroactive method: we restate past financial statements based on new information (critics argue that it will confuse and scare users of financial statements).

2) Prospective method: only changes the future ( it deduces the amount already depreciated from the original cost and considers the new amount as the base to calculate depreciation rate. Critics say that depreciation in early years is overstated and it’s understated in late years.
3) Cumulative Catch Up:  General accounting rule is to use Cumulative Catch-Up method.  Done by reporting the cumulative effect of the adjustment up through the beginning of the year in the Income Statement of the year of change.  This cumulative effect if reported on the I/S between Extraordinary Items and Net Income (and shown Net of Tax).  Does not restate prior years.
· A major exception:  Change from LIFO to FIFO:  retroactive with restatement is used because the change is too big to be put in one year.

· Change from FIFO TO LIFO:  Prospective.  When a company is on LIFO, they are required to report what the values of their inventories would be under FIFO (LIFO Reserve).

· When does an Asset Start depreciating?  Since assets are rarely acquired ate the start of the year, we use 2 methods to account for them: we either assume that any asset bought during the year was put into service at the year’s midpoint or those bought during the first half of the year were put into service at the beginning of the year and those bought during the second half of the year were put into service at the beginning of the next year.

· Intangible Assets are accounted for like plant and equipment. It will only appear in B/S if the right to some benefit has been purchased first. Their economic life is usually shorter than their legal life and write off are made directly via reduction of the account (no contra-account). Examples:

· Patents: grants by the federal government to an inventor, bestowing the exclusive right to produce and sell the invention during 17 years.


· Copyrights: exclusive right to produce and sell a book, music, film… (75 years)


· Trademarks: distinctive identification of a product or service (name, sign, logo…) (40 years). E.g. Coca-Cola (although it does not appear in its balance sheet since they’ve never purchased it).


· Franchises: privileges granted by a government, manufacturer or distributor to sell a product/service following some rules.


· Goodwill: excess of the cost of an acquired company over the sum of the fair market values of its assets less liabilities.


· R&D Costs.  Before 1975, R&D costs could be capitalized and amortized over the years of expected benefits. Now (in the US), they have to be charged to expenses. The exception to this rule is in the case of software development costs => they can be capitalized but only after the technological feasibility of the product has been established.


· Leaseholds (rights to use a fixed asset) and leasehold improvements are classified as plant assets  (although they are technically intangible) and are amortized over the life of the lease.

· Deferred charges are like prepaid expenses but they have longer-term benefits and they can be amortized (e.g. cost of rearranging an assembly line, or of establishing a corporation, etc.)

Depreciation – The equations

Capital expenditures for the year/Additions to P&E:
Found on the Cash Flow statement, not the balance sheet, since the balance sheet gives cumulative totals including depreciation.

Effect of Increasing Useful Life of LT Asset:
Reduces depreciation expense each year – which means more income each year, less taxes.  But, has not effect on pre-tax cash flows.

Calculating book value of PPE Sold (disposed of) during year:





From Cash Flow Statement:





[operating]
Loss from Disposal of Property and Equipment

+





[Investing]
Revenue from from Sales of P&E



+





Net Book Value of Disposed Property and Equipment



SUM

Calculating “gross” historical cost (original purchase price)/”Gross Book Value” of PPE Sold (disposed of):







=
Beginning Balance PPE (Before depreciation) (B/S)
+








Increase in PPE / Acquisitions (CF)


+








Historical Cost of Disposals


-








Ending PPE Balance (before depreciation) (B/S)
SUM

Calculating How Much Depreciation Was Expensed on PPE:





=
Beginning Balance Accumulated Depreciation (B/S)
+






Depreciation Expense



+






Historical Cost of Disposed Assets


-






Net Book Value of Disposed Assets

+






Ending Balance Accumulated Depreciation (B/S)
SUM

More Straight-forward way of writing Depreciation Expense Formula for PPE:





=
Beg. Balance Accumulated Depreciation (B/S)
+






Depreciation Expense



+






Accum. Deprec. on PPE Disposals (Gross – Net BV)
-






Ending Balance Accumulated Depreciation (B/S)
SUM

Total depreciation relative to P&E Depreciation:





=
Depreciation/Amor. For P&E (Footnotes)

+






Depreciation/Amor – other


+






Total Depreciation (CF)



SUM

Calculating Other Assets at Net Book Value of Disposals:




=
(BS)Beginning Balance, Other Assets

+






Amortization (just of the “other” assets

-






Book Value of Disposals



-

Increase in Other Assets (CF)


+






(BS) Ending Balance, Other Assets


SUM

Average Useful Life of an Asset





=
Total Depreciable Value






Average Annual Depreciation

Average Age of An Asset


=
Accumulated Depreciation





Average Annual Depreciation





or
Accumulated Depreciation
 ( Average Useful life


Depreciable Value

or
Accumulated Depreciation of P&E







Current Year Depreciation of P&E

Note: Explanation for changes: On CF look for changing capital expenditures OR one time large expenditures.
Depreciation - EFFECT OF CAPITALIZING EXPENSES.

· A switch to capitalizing means that the amount that you are going to capitalize will be added to assets, added to stockholder’s equity, and added to Net Income (takes away the expense).

· Capitalizing and depreciating/amortizing:   The amount that you (capitalize) – (depreciate) will be added to assets, added to stockholder’s equity, and added to Net Income.

· If you capitlize earlier:  Means that more costs are capitalized and less expensed:  means increase in Net Income, increase in Total Assets, and increase in SE.  No effect on Net Cash Flow.

· Effect on Cash Flow Statement:  Does not effect the net number, but does effect the individual accounts:

· Operations:
Increase in Net Income

Increase in depreciation add back

· Investing:  
(Increase) in costs – which is subtracted in the investing section ( noted by  )

INTANGIBLE ASSETS AND PRESENT VALUE CALCULATIONS.

Present value = (future value)/(1+i)n
Example: Assume market interest rate = 10%  How much is $111 in one year worth today?





Present value = ($111)/(1+.1)1 = $111/1.1 = $100.91

3 Tables, pages 355-359:

1. Future Value of $1: Future value = present value*(1+i)n
2. Present Value of $1: Present value = (future value)/(1+i)n
3. Present Value of an annuity: Sum of table 2 amounts.

· An ANNUITY is a series of 

a) equal cash flows that take place during successive periods of

b) equal length

Use the present value concept to evaluate:

· long-term liabilities (PV of future cash outflows)

· asset value, i.e. loans, for banks (PV of future cash inflows)

· equity (PV of future net cash flows)

When to Use Present Value Calculations:

· When you owe a set amount in the future that is earned now (i.e. deferred compensation) you expense the present value when it is earned.z

Intangible assets

· Examples: trademarks, patents, copyrights, goodwill (customer satisfaction, customer base, brand recognition, company reputation), franchises & licenses, insurance policies, research & development, organizational costs.

· Difficult to assign $ value.  Difficult to measure consistently and objectively, especially over time.  Also hard to determine real usefulness/relevance.

· Not liquidatable, but when you buy or sell the company, a $ amount is associated with these intangible assets.  Then the value is amortized over its economic life (subjective).

· General rules on recording and amortizing:  

1. Recognize and record at acquisition cost

2. Usually amortize using straight line depreciation over economic life not legal life.

3. Usually scheduled, but max is 40 years.

4. If developed internally, general rule is that you have to expense as incurred in form of R&D (software exception)

How are Receivables Valued?

· If payments are due within one year, ignore the time value of money

· If payments extend over more than a year, use a discount rate (interest rate) to value the receivable 

· As payments are paid, use present value techniques to divide the payment between principal and interest.

CALCULATION OF GOODWILL

Goodwill:
Excess of cost over the Fair Market Value [FV] of separately identifiable net assets acquired.

Example:

You pay $160 in cash for a business

Book value of business is $20

Businesses’ books show the following:


Current Assets

50

Current Liabilities
40


Long Term Assets
140

Long Term Liabilities
130






Stockholders’ Equity
20

Fair Market Value Indicates:


Current Assets

50

Current Liabilities
40


PPE

200

Long Term Debt

150

Calculation of Goodwill:

Current Assets

50

Current Liabilities
40


PPE

200

Long Term Debt

150


Goodwill

___

Cash (purchase of co.)
160



SUM
=



SUM





Goodwill = 100

GAAP RULES FOR TREATMENT OF INTANGIBLE ASSETS:

Purchased Intangibles (buying a baseball franchise):


1. Estimate Fair Value of Purchase

2. Amortize over useful life

Deferred Compensation:
1. Expense Present Value each year



Dr. Deferred Comp. Expense




Cr. Deferred Comp. Liability



After deferred period is over:



Dr. Interest Expense




Cr. Deferred Liability


Compensation owed to employees no longer working (paying out the contract)

1. Recognize as incurred.

2. Expense up front, as soon as you see the loss of services

NOTE:
Change in the accounting laws:  franchises, licenses, trademarks, and goodwill acquired when a business or trade is purchased are now amortized over 15 years for tax purposes.

CASH FLOWS - OVERVIEW

 The statement of cash flows details the changes in cash on a company’s balance sheet over a specified period of time.  It shows the relationship of net income to changes in cash balances.  Cash balances can decline despite positive net income as a result of changes in cash that may not be reflected on the income statement (for example:  accrual accounting does not reflect the actual timing of cash inflows and outflows, capital expenditures are not reflected as expenses on the income statement,  sale of equity in the company does not appear on the income statement).

The cash flow statement is used as an aid to: 

· Predict future cash flows.

· Evaluate the way management generates and uses cash

· Determine a company’s ability to service its debt obligations and pay dividends

· Identify changes in the mix of productive assets

The statement of cash flows is divided into 3 main sections:

· Operating activities consist primarily of activities or transactions that affect the income statement.  THIS IS BASICALLY ALL THE CURRENT STUFF

· Investing activities include 1) purchasing or selling equity or debt in another institution (i.e buying a treasury bond) and 2) acquiring and disposing of capital expenditures and other long term productive assets.  THIS IS BASICALLY ALL THE NON-CURRENT ASSETS

· Financing activities involve obtaining cash as a borrower or issuer of securities and repaying creditors and owners.  THIS IS BASICALLY ALL THE NON-CURRENT LIABILITIES.

The following are typical operating, investing, and financing activities reported in statements of cash flows:

	OPERATING ACTIVITIES 

	Cash Inflows

Collections from customers

Interest and dividends collected (1)

Other operating receipts
	Cash Outflows

Cash payments to suppliers

Cash payments to employees

Interest and taxes paid

Other operating cash payments

	INVESTING ACTIVITIES

	Cash Inflows

Sale of property, plant, and equipment

Sale of securities that are not cash equivalents

Receipt of loan repayments
	Cash Outflows

Purchase of property, plant and equipment

Purchase of securities that are not cash equivalents

Making loans

	FINANCING ACTIVITIES

	Cash Inflows

Borrowing cash from creditors

Issuing equity securities – common or preferred

Issuing debt securities
	Cash Outflows

Repayment of amounts borrowed

Repurchase of equity shares (including common, preferred and treasury stock)

Payment of dividends (1)


(1) Dividends collected from equity investments that the company makes in other companies are considered an operating activity, while dividends paid to the company’s equity holders are considered financing activities.  Confusing this distinction is a common mistake.

Cash Flow - Operations:

There are two approaches that can be used to calculate cash flow from operations (a.k.a. cash provided for operations):  the direct method and the indirect method.  The following is a comparison:

	
	Direct Method
	Indirect Method

	Method of calculating cash flow
	Calculating cash collections less operating disbursements (similar to an income statement if accrual accounting were not used)
	Adjusting previously calculated accrual net income from the income statement to reflect only cash receipt and outlays

	Practical use
	Preferred by FASB.  Some companies use the direct method for internal financial reporting purposes
	More common.  Most public companies file SEC documents using the indirect method

	Example of method
	Add:  Collections from customers

Add:  Other operating receipts

Subtract:  Payments to employees

Subtract:  Payments to suppliers

Subtract:  Payments for interest

Subtract:  Payments for taxes

Total:  Operating cash flow
	Start with:  Net income

Add:  non-cash expenses (i.e. depreciation, amortization, nonoperating losses)

Subtract:  increases in noncash current assets such as receivables and inventory (these adjustments are necessary due to accrual accounting - i.e. A/R increases when revenue is recognized, even though cash has not been collected.  This must be adjusted.)

Add:  Increases in current liabilities such as accounts payable

Total:  Operating cash flow


Effects of various transactions on cash (zeros indicate that the transaction has no effect on cash):

	OPERATING ACTIVITIES:

Sales of goods and services for cash

Sales of goods and services on credit

Receive dividends or interest

Collection of accounts receivable

Recognize cost of goods sold

Purchase inventory for cash

Purchase inventory on credit

Pay trade accounts payable

Accrue operating expenses

Pay operating expenses

Accrue taxes

Pay taxes

Accrue interest

Pay interest

Prepay expenses for cash

Write off prepaid expenses

Charge depreciation and amortization
	+

0++0-0-0-0-0--00
	INVESTING ACTIVITIES:

Purchase fixed assets for cash

Purchase fixed assets by issuing debt

Sell fixed assets

Purchase securities that are not cash equivalents

Sell securities that are not cash equivalents

Make a loan
	-0+

 -       

 +-
	FINANCING ACTIVITIES:

Increase long-term or short-term debt

Reduce long-term or short-term debt

Sell common or preferred shares

Repurchase and retire common or preferred shares

Purchase treasury stock

Pay dividends

Convert debt to common stock

Reclassify long-term debt to short-term debt


	+-+ ---0 0


Cash Flow – Direct Method

Direct Method:


Cash In

+


Cash Out
-



Cash Used

Example of Direct Method:

Operating Activities

Sources of Cash:

Cash Received from Customers

+


Interest Received



+


Income Tax Refund Received

+


Receipts from Rental of property

+


Other Cash Receipts


+


Cash Provided by Operating Activities
SUM


Uses of Cash:


Cash paid to employees


-


Purchases of Inventory


-


Cash Payments to Suppliers

-

Accounts Paid in Cash


-


Interest Paid



-


Income Taxes paid


-


Land Rental



-


Other Cash Payments


-


Cash Used in Operating Activities

SUM


Net Cash provided by Operating Activities
SUM OF SUMS


Some calculations that go into deriving the numbers in the Operating Activities Portion of the Direct Method (if the numbers aren’t given to you):



Sales


+



Beg. AR


+



Ending AR

-



Cash Received From Customers



Ending Inventory

+



COGS


+


Beg. Inventory

-


Purchases of Inventory
SUM


Beg. AP


+


Purchases

+


Ending AP

-


Accounts Paid in Cash
SUM


COGS


+

COGS

+


Increase in inventory
+

Decrease in Inv.
-


Decrease in AP

-

Increase in AP
+


Cash Payments to Suppliers

Cash Payments to Suppliers


Beginning Wages and Salaries Payable
+


Wages and Salaries Expense

+


Ending Wages and salaries payable

-


Cash Payments to Employees

SUM

Cash Flow - Investing

Direct Method Continued:  Cash Flows from Investing Activities:



Additions to/Purchase of PPE

-



Sale of PPE



+



Loss from sale of PPE


-



Payments for businesses purchases

-



Gain from sale of subsidiaries

+



Gain from sale of direct financing leases
+



Investment in Affiliates


-



General Investments


-



General Gains from Investments

+

Cash Flow – Financing


Direct Method:  Cash Flows From Financing Activities:


Borrowing



+



Repayment of Debt


-



Issuance of Long Term Debt

+



Principal payments of long term debt
-



Payments of Capital Leases

-



Proceeds from Issuance of Stock

+



Purchase of Treasury Stock

-



Dividends Paid



-

Cash Flow – Indirect Method

Indirect Method:

Net Income


+


Increases in Current Assets
-


Current Liabilities

+


Cash Used

Example of Indirect Method (only used for Operating Expenses portion – Investing/Financing are calculated the name in either method):
Net  Income


+

Depreciation


+

Amortization


+

Stock Issued to Employees
+

Loss on disposal of PPE

+

Gain on disposal of PPE

-

Loss on sale of subsidiaries
+

Gain on sale of subsidiaries
-

Decrease in AR


+

Increase in AR


-

Decrease in Inventories

+

Increase in Inventories

-

Decrease in Prepaid Expenses
+

Increase in Prepaid Expenses
-

Decrease in Refundable Taxes
+

Increase in Refundable Taxes
-

Increase in Cash Collections
+

Increase in AP


+

Decrease in AP


-

Increase in provision for loss
+

Decrease in provision for loss
-

Increase in Deferred Income Tax
+

Decrease in Deferred I-Tax
-

Increase Income Taxes Payable
+

Decrease Income Taxes Payable
-

Increase in Insurance liabilities, reserves, and annuity benefits 

+

Tallying the Complete Cash Flow Statement:


Cash from Operations

+


Cash Used in Investing

-

Cash Gained From Investing
+


Net Financing Provided

+

Net Financing Used

-


Increase in Cash


SUM





SUM


Cash Beginning of Year

+


Cash End of Year

SUM

Payables

Change in Interest Payable (Assuming no amortization of debt – simple version)



=
Interest Payable – start



+




Interest expense (I/S)



+




Interest Paid (CF)




+




Interest Payable – End



SUM

Dividends

Dividends Paid (Common Shares only)



=
Starting Balance of Retained Earnings (B/S)

+




Dividends Paid




-




Net Income (I/S)




+




Ending Balance Retained Earnings (B/S)

SUM


(or)





= Dividends paid to common shareholders (“financial” section of CS)

Accounting for Income Taxes

· Definition of taxes payable: money to be paid to the IRS based on the tax return.  This is a short-term/current liability.

· Definition of deferred taxes: the difference between income tax expense and taxes payable.  This is a long-term liability, but analysts don’t treat it as a liability because the likelihood of payment is uncertain.  The IRS doesn’t have any claim on the assets of the firm if the company generates losses.  It’s basically an interest-free loan from the IRS with no present value concept.  If you lose $$, you don’t have to pay deferred taxes; you only pay if you make a profit.  If your company keeps on growing, your deferred tax liability keeps ballooning and you may never pay.

· NOLs = net operating losses.  You can apply the losses to past (carry back 3 yrs) or future (carry forward 15 yrs) profits.

· ITCs = income tax credits.  Direct credits to the tax expense.  Permanent difference that encourages investment (it’s a direct tax break).

Effective Tax Rate
=
NIBT / Provision for Income Taxes





will differ from statutory tax rate because of permanent differences and state & local.

Provision for income tax 
= 
tax expense = 
tax rate*  (NIBT+/- tax effect due to permanent difference)

Calculating Amount of Taxes Paid:


Beg. Balance Tax Payable

+








Provision for Income Taxes
+








Deferred Taxes (From CF)

-








Income Tax Paid

-








End Balance Tax Payable

SUM

Total Income Tax Expense
=
Income tax payable  


+






Change in Deferred Taxes Liability (BS)
+

Income Tax Paid is different from provision because:  Income taxes due is ascertained after the end of the fiscal year and only part of the tax due for the current fiscal year would have been paid during the fiscal year.

Examples of permanent differences:

· If you pay a fine to the gov’t, it’s recognized in the books as an expense, but on the tax return it’s not deductible.

· Municipal bond interest income is recognized in the books, but it’s not taxable.

· Special tax deductions (credits) are recognized on the tax return, but not in the books.

Interest earned on tax-exempt bonds and other permanent differences have no effect on deferred taxes, unlike temporary differences which creates deferred taxes.


Permanent differences do affect the effective tax rate because you keep the earning but you are not taxed on them.  Thus, it lowers your effective tax rate.

Examples of temporary differences:

· Depreciation: you can use different depreciation methods for tax purposes vs. financial statements.  Over the life of the asset, you end up depreciating and paying the same amounts (in a simple, stylized setting).

· No effect on current period tax expense.

· You keep the difference under the deferred taxes account.

· For instance, if you depreciate using straight-line for FS, but accelerated for taxes, you will pay more taxes up front.  Show difference as a liability to deferred taxes.

The government allows differences between tax returns and financial statements because they want to 1) allow companies to smooth their income over time, 2) get more $$ up front and 3) encourage investment.  Matching is the key!!

For a company (Home Depot) who uses accelerated for taxes, but straight-line for FS, opening up more stores or buying more equipment will increase taxes paid to govm’t more than what will show on FS statements, so, deferred taxes liability will increase.

Deferred Taxes and Relation to Cash Flow Statement:
· Deferred income tax expense is a positive item in the CF statement because as an expense it was subtracted from net income in the IS, but it involves no cash flow.

· Income taxes payable is also a positive item in the CF statement because entire amount of taxes is expensed during the year although only part of it was paid.  The amount unpaid, the income taxes payable, does not represent a cash flow and thus is added back to Net Income in Operations.

Calculating Amount of Deferred Taxes:


Should come right off of balance sheet:  but make you sure look in all catergories (i.e. if the business is involved in several lines of business that each have deferred taxes)

Calculating Amount of Income Taxes Owed:

Should come right off the balance sheet in liabilities section

Difference between deferred taxes and income taxes owed.


Deferred represent taxes postponed due to temporary differences.  Income Tax payable represents the amount of taxes still payable within the current year’s tax return (note, it does not reflect the total taxes owed for that year since some has most likely already been paid).  

What you can gain from looking at deferred Taxes:  Often helpful in analyzing the “quality” of current earnings – look to see how much is due to “one-time” tax benefits.

Bonds

Cash proceeds = PV of all cash flows.  PV is based on the market interest rate.

Par [face value] is what you have to pay back at the end.

Bonds are always listed on the FS at book value, not face value.

Amortize the discount/premium over time with the effective interest rate method.

Yield, effective interest rate and market interest rate all mean the same thing.

A zero coupon bond is always issued at a discount.

If the book value does not change from year to year, then the bonds were not issued at a discount.

Issued at a Discount.  You can tell if a debt/bond was issued at a discount by looking at the effective rate of interest (market rate) vs. the stated rate of interest.  If the effective(market) rate is higher than the stated rate then the bonds are issued at a discount.

	Discount Bonds
	Premium Bonds
	Par Bonds

	face value > cash proceeds
	face value < cash proceeds
	face value = cash proceeds

	coupon < market interest rate
	coupon > market interest rate
	coupon = market interest rate


Increase in the book balance of a particular bond payable:  indicates that the bond was issued at a discount (because it is amortized up to face value over time)

Effective Interest Rate Method.

Interest Payment = Principal ( Coupon Rate/2

Proceeds Received at Issue Date =
Present Value of Annuity of Interest Payment at (Mrkt/2 for # of periods) +







Principal/ (1+mkt rate/2)# of periods






i.e., 
$1000 principal 

20 periods

.12 annual mkt rate

.10 annual coupon rate

= [Interest Payment ($50) ( 11.4699 (PVA 20,.06) = 573.5] +

  [1000 / (1+.06)20 ] = 311.80


= $885.30

Premium (Discount) = Cash Received - Principal

Discount Amoritized (or reduction of principal)

+
Proceeds Received at Issue Date

x
* Market Rate at Beginning (per half-year)

-
Nominal Interest (Face value – coupon rate of semiannual interest (i.e .10 annual interest on $1000 would be .05 interest per semiannual, so Nominal Interest would be $50))



=
Discount amortized that period -- or reduction in principal during that period.
Beginning Balance = 
For 1st Period:

Proceeds Received at Issue Date




For future Periods:
Prior period Beg. balance + Reduction in Principal (issued at discount)






or
Prior period Beg. balance – Reduction in Principal (issued at premium)

Key Debt Ratios:

· Debt-to-capital ratio (long-term debt ratio) = 
(long-term debt)/(total shareholder’s equity + long-term debt).  


This ratio tells how much of the total capital is debt, what is the leverage of the firm and what is the capital structure.

· Interest coverage ratio = (pre-tax income + interest expense)/interest expense.  


This ratio tells the company’s ability to pay interest [high# is good]; creditors are concerned with this ratio; doesn’t tell ability to pay cash.

· Debt-to-equity ratio = total liabilities/total shareholder’s equity.  


Higher ratio = higher solvency risk.  If you’re doing well, the multiplier effect is in your favor.


· Debt-to-total assets ratio = total liabilities/total assets.

· Total assets-to-equity ratio = total assets/shareholders’ equity.  Shows the relationship between ROA & ROE.

Computing Interest Expense and Principal Reduction on Bonds:

· Principal Reduction = change in long term debt from one year to the next
Example:

1988

1987

Mortgage notes 9.3% & 9.45%



11730

11886

(Quarterly payments of $316)

Principal Reduction = 11886 – 11730 = 156

Cash paid = 316 ( 4 = $1264

Interest Expense = Cash Paid – Principal Reduction = 1264 – 156 = 1108


Alternative calculation of Interest Expense:

Current Year Book Value ( Market rate

Effect of Interest Rate Fluctuations:

· If market interest rates rise, the present value of the bond decreases, and the bond value decreases

· If market interest rates fall, the PV increases, and the bond value increases.

But, GAAP does not reflect these changes, except that since 1992 companies have to disclose FMV of all financial instruments.

· Normally, the Book value = present value of remaining payments discounted at historical Mkt.rate

· AT current Mkt. Rate, Mkt. Value = present value of remaining payments discounted at current mkt. rate.

Bonds and the Cash Flow Statement:


Interest payment (on Inc. statement) 
=
Interest Expense – Amortize of bond discount







=
Interest Expense + Amortize of bond premium


On CF Statement:
+
Add back amortization of bond discount

· Subtract amortization of bond premium

Also have to adjust for changes in current liabilities accounts

+
Increase in interest payable account if interest paid < interest expense in NI

· Decrease in interest payable if interest paid > interest expense in NI


In Financing Section of CF Statement:


+
Proceeds from issuence of new debt

· Gains on retirement of debt (shown in extraordinary items portion of net income)

+
Loss on retirement on debt (shown in extraordinary items portion of net income)

Answering Questions Re: Bonds and Long Term Debt:

How much was paid to retire long term debt?

Directly from Investing section of CF statement

Were bonds issued at a discount?
If there is no indicated effective yield different from coupon rate, then the answer is no.


If the balance increased from 1 year to the next, then yes.

What is the IS effect of convertible bonds for equity
None.  The conversion is an exchange of debt for equity at the specific conversion price.

What FS are effected by such a conversion?
Balance sheet.  

Common Stock increases by # of shares (dollar value of debt/price per share exchanged) ( par value

Additional Paid in Capital Increases by (Dollar value of debt) – (increase in Common stock)

What are “interest imputed” rates?
Implies zero coupon bonds.  The imputed rate is the mkt. rate of interest demanded by investors to hold the notes even though no cash interest payments are made.  As a result, the face value of the notes are greater than the book value shown because not cash interest payments are made.

What explains why the fair value exceeds book value
market interest rates on debt may have fallen


company’s credit worthiness may have improved

What explains why debt/equity ratio improved

while level of debt remained about the same?
Increase in equity --- profitable operations, increase in stock.

What is the effect of rising interest rates?
Increases fair value of debt.  But has no effect on the FS statements.  Accounting for long term debt is done using effective interest (market) rates at the date of issuance.

Have Interest Rates increased or decreased?
Look at the fair value of debt in the footnotes.  If the fair value is greater than the book value than interest rates have declined since the debt was issued.

Pensions:

Amount of Pension Income Associated with Employees having performed one more year of service:

=
Service Cost, directly from Pensions footnote

Net Pension Expense (or income if returns are greater than expense)

Service Cost 




+

Interest Cost




+

Other stuff




+


Change in actuarial assumptions


Amortization of plan amendments

                   

Expected Returns on Plan Assets


-

Net Pension Expense



SUM

Net Pension Liability (or asset)


Beg. Balance liability



+


Sevc. Cost




+


Interest Cost




+


Other studd


Expected returns on plant assets


-


Contributions to pension plan


-

Pension assets.  The value of the assets placed by the employer into the pension plan.  Fluctuate as assets appreciate/depreciate in value.

Pension assets and liabilities are not shown seperately on the balance sheet.  Only the net is shown.

Service Costs:  Costs of benefits earned during this period (PV of future salary levels)


Interest Costs:  Increase in liability because of passage of time (PV of prior years)

Pension Liability:  Divided into 3 components:

1. Amount Vested.  PV of benefits earned if employee leaves today.

2. ABO (Accumulated Benefits Obligation).  PV of benefits earned based on service to date and salary levels earned to date.

3. PBO (Projected Benefits Obligation).  PV of benefits earned based on service to date and salary levels that are projected to exist when the pension benefits are paid.

**
If ABO = PBO then the company does not include salary increases when determining the employee’s plan.

Pensions Assumptions.  Companies are required to report (in their pension footnote) the assumptions used concerning both the rate of increase in future salary levels and the discount rate used to calculate the pension liability.

**
The discount rate is supposed to be a “settlement rate” – the rate an insurance company would charge to take the pensions obligation off your hands.

**
A decrease in the discount rate means an increase in the net pension obligation.

**
An increase in the discount rate means an reduction in the present value of future obligations.

PENSIONS COMPUTATIONS:

Actual Return on Plan Assets:

Actual Return This Year






=  % Actual return on plan assets


Beg. Balance (last year’s) Fair value of plan assets

Expected Return on Pension Assets:
Should be in footnote under “expected long-term return.”






Can multiply this % by last year’s FMV to get expected return for this year.

Estimate of Fair Value of Net Pension Obligations:


=

PBO






-
Plan assets at Fair Value



Estimate of Fair Value of Net Pension Obligations (this is a liability)

Accrued Pension Liability.  This appears in the footnote as the sum of the funding status of pensions plans.  This figure is carried over onto the balance sheet, but may not appear as its own line item.  Shows up as part of other liaibilities
Why is the liability on the balance sheet different from the Net Obligations figure above?

**
Because any realized gains and losses on the pensions assets and adjustments due to changes in the assumptions to estimate obligations (the other stuff) are not immediately recognized in the books.

Is the Pension Fund Overfunded or Underfunded?


If FMV Plan Assets – PBO >0, then you are overfunded and the result is the Excess of Assets over fair value.

** 
Also look at FMV Plan Assets – ABO so you can say that FMV of plan assets exceeds present value of all future payments to retirees.


If FMV Plan Assets – PBO <0, then you are underfunded and have a liability, as noted above in the Estimate of Fair Value of Net Pension Obligations.

Note on Overfunded pensions:  
Normally the gains from plan assets in a good year is deferred.  The expected return is accounting in the pension expense so the actual performance of the plan assets does not affect pension expense in the current year….but, it could lead to the company changing its long term projections.

Prepaid Pension Cost.  This appears in the footnote as the sum of the funding status of pensions plans.  This figure is carried over onto the balance sheet, but may not appear as its own line item.  Shows up as part of other assets.
This is different than the amount the pension is overfunded by because of other stuff.

Shareholders’ Equity

Calculating Amount of Dividend Declared:


Beg. Balance Dividend Payable (BS)


+


Dividend Declared




+


Dividend Paid Out (IS)




-


Ending Balance Dividend Payable (BS)


SUM

Issuing Stock Shares for Cash:


Dr.
Cash



Cr.
Common Stock at Par Value (par)



Cr.
APIC (proceeds above par)

Buying Back Shares and Holding Them:


Dr.
Treasury Stock (for cost of purchasing the stock)



Cr.
Cash (for cost of purchasing the stock)


**
Effect of Repurchase for Treasury Stock:
-
Reduces total assets and SE equity.








-
Increases leverage ratios

-
Effect on EPS could be either way because while the denominator (outstanding shares) is small, but, the cash could have been invested and made a larger return.

Reissuing Previously Acquired Shares:

Dr.
Cash
(Proceeds from sale)



Cr.
Treasury Stock (cost of stock when it was originally acquired)



Cr.
APIC (increase or decrease in value)

note:  
if stock is reissued for less than the company paid and APIC is not sufficient to absorb this debt, the remainder is debited to retained earnings.

Reacquire Shares and Retire Them


Dr.
Common Stock (Par value of retired stock)


APIC (APIC when shares were originally issued)



Retained Earnings (credited if increase, debited if decrease)


Cr.
Cash (cost of buying shares to retire then)

Record Net Income For the Period


Dr.
Income Summary (when closing the books)



Cr.
Net Income

Declare and Pay Dividends


Dr.
Retained Earnings



Cr.
Cash

Declare a Small (<20%) Stock Dividend


Dr.
Retained Earnings (market value of stock times number of new shares issued)



Cr.
Par  (Par value times number of shares issued)



Cr.
APIC (Market Value of number of shares – Par)

Declare a Large (>20%) Stock Dividend


Dr.
Retained Earnings (par value ( # of new shares issued)



Cr.
Par (par value ( # of new shares issued)

Split Shares:

3 Ways to Account for Stock Splits:

1. As 100% stock dividend

Dr.
Retained Earnings (par value of new shares issued)


Cr.
Common Stock (par value of new shares issued)

2. Dr.

Additional Paid in Capital

Cr.

Par on Common Shares


3. No entry into financial statements, but note twice as many shares outstanding.  (this is the tough method of recollecting all the stocks certificates and reissuing new stock)

Reasons for Self-Tender of Shares:
a. Perceive stock to be underpriced

b. have a lack of investment opportunities such that paying out cash to shareholders is best they can do

c. wish to pay selective dividend:  shareholders can choose whether they want to receive cash by tendering their shares or whether they wish to increase proportionate share in the company.

Alternatives to Self Tender:
a. Cash dividend: proportionate share

b. share repurchase in open market

Convertible Securities:

· Can be converted at the holders’ discretion into common stock

· convertible bonds

· or convertible debt

· or convertible options

· Warrants:  Right to receive a share in the future at a prespecified price

· or preferred stock

Accounting For:  Reverse the issuing transaction

Bond Issued

Dr.
Cash


Cr.
Bonds Payable

Bond Convertible

Dr.
Bonds Payable


Cr.
Common Stock Par


Cr.
Common Stock APIC

Calculations of EPS:


Basic EPS:
Net Income


Outstanding Shares

Dilutive EPS:
Net Income – convertible/preferred stock + convertible debt


Outstanding Shares + stock options to employees

*  Note:
Options are only included if the value of the options are less than the average market price of the common shares.


**
Both are required on I/S.

Consolidated financial statements

—books of 2 or more separate legal entities combined into one set of statements;   done at end of year

Short-term investments—temporary investment, expected to be converted into cash within a year;  can be longer than a year, but main point is cash conversion immediately available. 

Examples:  

· Short-term debt securities:  pay fixed interest;  CDs, commercial paper, U.S. Treasury notes/bonds/bills

· Short-term equity securities:  short-term if firm intends to sell them with one yr or one operating cycle;  capital stock in other corporations

Types of Classifications

	Security Type

Only acctg method based on managers’ intent
	Where Listed
	Value Measurement
	Dividend or Interest Revenue?
	Impact of Market Price Changes

(Market Method)
	Ways to Check Math
	Impact of Market Price Changes  (Gains/Losses)

(Market Method)

	Trading Securities:  Investments company buys with intent to resell shortly
	Among current assets on B/S

Gains/Losses on I/S
	Market/Fair Value
	Recorded on I/S
	Gains and Losses recorded in I/S

+/- part of retained earnings b/c gains/losses included in NI
	Gain or loss should be equal to rise/fall in retained earnings
	Gains and Losses recorded in I/S

+/- part of retained earnings b/c gains/losses included in NI

On Income Statement:

Dr  Trading Security

       Cr.  Unrealized Gains

	Available-for-sale Securities:  Anything not in other 2;  equity securities not intended for sale soon, debt sec’s. not selling soon or holding until maturity;  but could sell either if great price
	On B/S

Valuation allowance appears in owners’ equity
	Market Value
	Recorded on I/S
	Gains and Losses (unrealized) go to valuation allowance acct. in SE on B/S

If +, increases SE
	Valuation allowance balance should equal difference b/t historical cost and market
	Gains and Losses (unrealized) go to valuation allowance acct. in SE on B/S

If +, increases SE

On Balance Sheet:

Dr.  Available for Sale

       Cr.  Valuation Allowance       .              (unrealized gain)

	Held-to-Maturity Securities:  Debt securities purchased and held until they mature
	Depends on intent:

Current assets if time to maturity < 1 yr;  Noncurrent if > 1 yr
	Amortized Cost recorded on B/S
	Interest Revenue is only return on these securities;  appears on I/S;  if +, increases income and SE; Recognized as received
	
	
	Not recognized

	Equity Securities w/o readily determinable fair values (rare)
	
	Cost Method (LCM)
	Recognized as received
	
	
	Not recognized


All are listed “at cost” upon acquisition

Available-for-sale Securities:  Largest item, because can charge to equity and not impact income;  could be better for taxes.

Trading Securities:  Smallest item, only put here if really know will be selling soon.

Overview of Investments in Other Corporations (also good table in book on 515):

	% of ownership
	Accounting method
	Key Entries

	Less than 20%
	Market value
	1) Purchase 10% of 100,000 firm

Dr.  Investment in Subsidiary  10k

     Cr.  Cash  10k

2) Subs. Pays div 

Dr.  Cash  xx

     Cr.  Dividend revenue (in SE)

3) To record appreciation

If trading security

Dr.  Marketable securities

     Cr.  Unrealized gains (in I/S)

If avl-for-sale security

Dr.  Marketable securities

     Cr.  Valuation allowance (in SE)



	From 20% to 50%
	Equity Method

Records the investment at acquisition (historical) cost and makes adjustments for investor’s share of dividends and earnings/losses afterwards.  So, book value at which investment is carried & reported fluctuates with investor’s % of earnings.  Income recognized when earned, not when dividends are received.  Collection of dividends is like an A/R.
	1)  Purchase 40% of 100,000 firm

Dr.  Investment in Subsidiary  40k

     Cr.  Cash  40k

2) Recognize subs. Income  1000

Dr.  Investment in Subs.  400

     Cr.  *Equity in Earnings of Subs (or investment revenue)  400

3) Subs pays div. Of 100

Dr.  Cash  40

     Cr.  Invest in Subs.  40

	Greater than 50%
	Consolidation (Purchase & Pooling)
	


*This is on the I/S and is a noncash adjustment on the cash flow statement

Transactions affecting investments—equity method

Investments Under Equity Method

	Beginning Balance

Purchase Price of New Acquisitions

Our share of income reported by investee
	Our share of dividends of investee

Book value of divestments

Amortization of Goodwill

Amortization of excess of mkt costs of individually identifiable assets


	

	Ending Balance
	
	


Purchase vs. Pooling  

	
	Purchase
	Pooling
	

	
	· Cash (can have some stock)
	· Stock for stock acquisition, no cash

· >= 90% of company is acquired,

· must occur in one transaction

· company cannot have been a subsidiary of anything else w/in last 2 yrs
	

	Balance Sheet impacts
	· FMV of acquired firm (could be higher or lower)

· BV of acquirer

· Goodwill & other intangibles (ie patent)

· SE of acquirer
	· BV of both companies

· No goodwill

· SE of both companies
	

	Income Statement 
	· NI from date of acq.

· Diff depr expense—based on FV at acq date

· Amort. of goodwill & other intangibles
	· NI for full year of acquired company

· Depr expense based on old BV
	

	Benefits
	· 
	· No hit on I/S (ie goodwill)

· Higher current income now
	


Key entries:

A buys B

Purchase & Pooling:  Eliminate A’s equity against investment in B

Dr.  Shareholders’ Equity

    

 Cr.  Investment in B

Purchase & Pooling:  Distribute balance of inv. Acct to FMV of net assets and goodwill

Dr.  PPE, Patent, Goodwill, etc.

    

 Cr.  Investment in B

Pooling Only:  Eliminate original entry

Dr.  Shareholders’ Equity

    

 Cr.  Investment in B

Purchase or pooling affects income and assets and intangibles, NOT cash

Discrepancies in pre-and post-consolidation worksheets could be due to intercompany receivables and payables.

When consolidating (see p520 for example):

1. Sum assets & liabilities, line by line

2. Sum individueal retained incomes

3. Adjust common stock at par and additional paid-in capital accts

To calculate Goodwill:


Price – FMV = Goodwill


(where FMV consists of increased value of PPE, patents, slogans, etc) 

If asked how Pooling would have affected different categories (instead of purchase), do the following:

NIBT and Cum. Effect of Acctg Change


Take income before acctg change
767.4


Determine income with taxes
div by (1-tax) or (1-.4) or 0.6


Equals pre-tax income


Add back in amort. Exp (b/c there’s no amt exp w/pooling)


Income should be higher if company had income to include (rather than loss, like Snapple)

Total Assets


Take assets as reported


Add/subract NBV of intangibles



(NBV = purchases intangibles – (% of year) * amortization

Cash from Operations


Same—no change

Goodwill 

· Amortized over up to 40 years.

· Appears in consolidated b/s as a separate intangible asset acct

· Usually amortized straight-line

· Amortized in consolidated I/S

Purchase Method

	
	Company A
	Company B
	Adjustment
	Consolidated

	Assets
	
	
	
	

	· Current Assets
	BS
	BS
	(B (FMV-BV), if applicable
	SUM

	· PPE
	BS
	BS
	(B (FMV-BV)
	SUM

	· Intangilbles
	BS
	BS
	(B (FMV-BV), if applicable
	SUM

	· Other Assets
	BS
	BS
	(B (FMV-BV), if applicable
	SUM

	· Goodwill on Acquistion
	
	
	= Purchase $ - (write ups of assets + write ups of liabilities + Old Equity B)
	SUM

	TOTAL
	SUM
	SUM
	SUM
	SUM

	
	
	
	
	

	Liabilities
	
	
	
	

	· Current Liab.
	BS
	BS
	(-) (B (FMV-BV), if applicable
	SUM

	· Long Term Debt
	BS
	BS
	(-) (B (FMV-BV), if applicable
	SUM

	· Deferred Income Tax
	BS
	BS
	(-)(B (FMV-BV), if applicable
	SUM

	· OPEB other than pensions
	BS
	BS
	(-) = Accrued Pensions Cost – (PBO – FMV of plan assets)
	SUM

	· Other long term liabilites
	BS
	BS
	(-) = Accrued Postretirement benefit costs – PBO
	SUM

	· Minority Interest
	BS
	BS
	
	SUM

	· Equity
	BS
	BS
	= Purchase $ - Old Equity B
	SUM

	TOTAL
	SUM
	SUM
	SUM
	SUM






Debt / Equity Ratio = 
Debt Capital (Noncurrent liabilities)





Permanent Capital (Noncurrent liabilities + Equity)

For Pooling:
DO NOT ADD BACK FAIR MARKET ADJUSTMENTS – Just sum across rows from Company A and Company B.

Net Income Calculations:


Pooling:

NI = Sum Net Income of Two companies.




**
You get to keep the whole year’s NI


Purchase:
Sum Net Income of Two Companies




+




Depreciation of Assets (for year, or period of holding)


-




Depreciation of Goodwill
(over 40 years from purchase)


-




Net Income







SUM

**
If purchase was not at end of year, you need to calculate the monthly depreciation of assets and goodwill for the period that you have owned the company.

Prepaid Expenses


CASH now


Expense Later





Postpaid Expense


Expense Now


CASH later





Prepaid Revenue


CASH now


Revenue Later





Postpaid Revenue


Revenue Now


CASH later





The NET method   (





The GROSS method   (
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