15.515 Summary Paper/ S.O.

Principles of Accrual Accounting
· Revenue recognition

· Performed all, ore a substantial portion of, the services to be provided
· Incurred a substantial majority of the costs, and the remaining costs can be reasonably estimated
· Earning process substantially complete
· Cash collection reasonably assured
· Matching Principle for Expenses
· Match costs to the benefit generated
· Capitalize expenditures that will benefit future periods, expense as benefits are realized
· Recognize liabilities when costs benefiting the current period require cash payment in the future
Ratios
· Debt to equity
= Total liability/ Total equity
· ROA  = (Net income+Interest exp)/ Ave. asset
· ROE = net income/ Ave. equity

· Current ratio
= CA(net)/ CL
· Inventory turnover
= COGS/ Ave. Inv
· A/R turnover
= Net sales/ Ave A/R (net)

Accounts Receivable

· Net A/R = Gross A/R - ADA

· Equations


   BB A/R

   BB ADA


+ credit sales

+ bad debt exp


-  cash collected

+ reinstatements
+ reinstatements


-  write-offs
    
-  write-offs
  


   EB A/R

   EB ADA

Inventory


BB inventory


+ Purchases

- EB inventory



Cost of goods Sold

	
	PL
	BS

	LIFO
	New costs

(*LIFO layers)
	Old costs

	FIFO
	Old costs
	New costs


· LIFO reserve (less LIFO allowance)

= EB Inv FIFO – EB Inv LIFO

· Change in LIFO reserve

= COGSLIFO – COGSFIFO
PP&E/ Depreciation

· Investment cash flow
· Effect on CF = tax shield effect
· Straight line: Dep ext = (acquisition cost – salvage value)/ Life
· Early retirement: Gain/ Loss
= Sold price – Acquisition cost + AccDep

BB Acc Depr


+ Depreciation Exp


- Acc Depr for disposals


EB Acc Depr

Cash Flow

· CFO
· Net income

· Add depreciation/ amortization

· Add loss (subtract gain) on sale of asset

· Add losses on write-offs

· Subtract increase in current assets
· Add increase in current liabilities

· CFF

· Add cash from

· Debt issues

· Capital stock issues

· Less cash paid for

· Debt repayment

· Dividends

· Repurchase of stock

· CFI

· Add cash received from

· Sale of investments

· Sale of PP&E

· Less cash paid for

· Acquisition of investments

· Acquisition of PP&E

· Interest paid for operating activities is CFO


Income Taxes
· Timing difference

	
	GAAP
	Tax code

	Revenue recognition
	When earned (passage of time)
	When cash is collected

	Depreciation
	Multiple methods, salvage values
	MACRS (accelerated), zero residual

	Bad dept exp recognition
	When revenue is earned
	When account is written off

	Warranty exp recognition
	When revenue is earned
	When cash is paid


· Booking of timing difference on BSE
· Tax exp (R/E) = pre-tax GAAP income

· Tax payable = amount owed to IRS
· Deferred tax

	Income
	Deferred tax

	GAAP > Tax code
	Def. tax liability increase

	GAAP < Tax code
	Def. tax asset increase


· Permanent difference 

· Revenue from municipal bond, entertainment exp., government fines
· Effective tax rate

= Tax exp/ GAAP pretax income
Marketable Securities
· Accounting treatment of unrealized gain/ loss

	
	BS effect
	PL effect

	Hold-to-maturity
	No
	No

	Available-for-sale (AFS)
	Yes
	No

	Trading securities
	Yes
	No


· Available-for-sale

	
	Cash
	MktSec
	OthCI
	R/E

	Acquisition
	-1,000
	1,000
	
	

	Dividend
	50
	
	
	50

	Cap gain
	
	200
	200
	

	Sale
	1,300
	-1,200
	-200
	300


· Capital gain does not effect income until the securities sold

· Capital gain decreases ROA until sold

· Trading securities

	
	Cash
	MktSec
	OthCI
	R/E

	Acquisition
	-1,000
	1,000
	
	

	Dividend
	50
	
	
	50

	Cap gain
	
	200
	
	200

	Sale
	1,300
	-1,200
	
	100


· Capital gain increases both income and ROA (need to check current ROA)

· Unrealized gain/ loss from marketable securities arises deferred tax liability (asset)
· Other CI is a component of SE

· Q. Which choice (classify as trading, available for sale, or selling the securities) would result in the largest taxes payable balance?

· A. Taxes payable is associated with IRS taxable income.  The IRS taxes income when cash is collected.  Therefore, selling the securities will give rise to the largest taxes payable balance
Bonds
· Terminology
· Coupon rate – rate on the face of bond

· Effective rate – rate on the date the bond is issued (basis of accounting)
· Market rate – rate bond traded at (important only when repurchasing)

· Transaction for coupon bond (at par)
	
	Cash
	Bond Payable
	- discount
	R/E

	Issuance
	10,000
	10,000
	
	

	1st coupon
	-600
	
	
	-600

	2nd coupon
	-600
	
	
	-600

	Maturity
	-10,000
	-10,000
	
	


· Transaction for zero coupon bond
	
	Cash
	Bond Payable
	- discount
	R/E

	Issuance
	10,000
	11,236
	1,236
	

	1st Int.
	
	
	-600
	-600

	2nd Int.
	
	
	-636
	-636

	Maturity
	-11,236
	-11,236
	0
	


· Early retirement
1. Determine the future cash flows
2. Discount them back with market rate at the time it is retired

· Effect on CFO

· Bond interest payment is CFO

· Add back interests accrued but not yet paid (zero-coupon bonds)

· Effect on CFF

· CF of principal

· Gain/ loss by early retirement


Lease
· Operational advantages to leasing

· Protection from obsolescence

· Ready-to-use

· Financial advantages to leasing

· Better rates

· Fewer interaction of financing

· “Off-balance”
· Tax advantages
	
	Operating Lease
	Capital Lease

	BS effect
	· Only cash and RE

· Occasionally pre-paid exp.
	· Record asset and liability that is equal to the PV of future CF

	Type of expenses (IS)
	· Rent expense
	· Int. payments

· Principal paym’t

· Depreciation

	CF effect
	· Fully CFO
	· Int. payments = CFO

· Principal paym’t = CFF


· Accounting for operating lease
· When signed: no entry on BSE

· During the lease: lease payment (deduction of cash and RE)

· Accounting for capital lease

	
	Cash
	PP&E
	- Acc Depr
	Lease Oblig
	RE

	Initial
	
	50,000
	
	50,000

(PV)
	

	Y1
	-8,094 (annuity)
	
	
	-94
	-8,000

(PV*r)

	
	
	
	167 (PV/t)
	
	-167

	Y2
	-8,094
	
	
	
	-7,985 (PV-94)*r

	
	
	
	167 (PV/t)
	
	-167


· Annuity:
PV= A x (1-1/(1+r)t)/r

· Accounting criteria for lease capitalization

· Essential transfer of ownership (with no payment or bargain purchase option)

· PV of min lease payment is at least 90% of asset market value

· Lease term is 75% of assets remaining useful life

· Not cancellable
· The part of the lease liability that is due to be paid down in next year is classified as a current liability at the end of the current year

Other Liabilities

· Contingent liability
	Likelihood
	Measurable
	Not Measurable

	Probable
	Accrue
	Disclose in note

	Reasonably possible
	Disclose in note
	Disclose in note

	Remote
	Not required, but note permitted


· Constructive liability

· Arises from intent as opposed to the incurrence of a past transaction (benefit comes future)

· At some future date the firm reduces the liability when cash is paid
· Restructuring cost and write-offs

· One of constructive liabilities
· Accrue to increase future year’s earning

· Excluded from the current year’s operating earnings as “special items” for future

· Reduce depreciation, amortization & expenses of future years to increase those year’s earnings


Shareholders’ Equity
· Components
· Contributed Capital

· Common stock … voting right, right for residual value of the firm

· Par

· APIC (additional paid in cap)

· Preferred stock … nonvoting, priority for dividends

· Treasury Stock

· Retained Earnings

· Other Comprehensive Income
· Status of Stocks

· Authorized: ready to issue

· Issued: sold (incl. repurchases)

· Outstanding: owned by SH (excl. repurchases)

· Transaction related to dividend payment


BB Retained Earnings


+ Net income


- Dividend paid


EB Retained Earnings

· Treasury Stock (contra equity, not asset)
· Comp. repurchases their own shares for

· Meet option requirements

· Increase EPS

· Drive up “undervalued” stock price

· Offer as an alternative to dividends

· Transaction
	
	RE
	Par
	APIC
	- Treasury Stock

	Issuance
	
	100
	200
	

	Repurchase
	-200
	-100
	-200
	-500


· Comprehensive Income

· Unrealized gain/ loss on available-for-sale securities

· Unrealized gain/ loss on derivatives

· Types of foreign currency adjustments

· Some pension adjustments

· Stock Options (new accounting rule)
· Companies are required to treat stock options as an expense (from 2005)
· First, determine (estimate) the value

· Then amortize over the period between the grant date and the vesting date

· When exercised, cash increases and APIC decreases


Acquisition
	Ownership
	<20%
	20-50%
	50%<

	Influence:
	Passive
	Significant
	Controlling

	Reporting method
	Mark-to-Market
	Equity
	Consolidation


· Equity Method
	
	Cash
	LT investment
	RE

	Purchase
	-480,000
	480,000
	

	Dividends
	24,000
	24,000
	

	Affiliate earnings
	
	40,000
	40,000


· Consolidation Method
· Before … BV = SE = 110

	
	P Co.(Parent)
	S Co (Target)

	Cash, other A

Investment in S

Total Asset
	500

500
	150

150

	Liabilities

SE

SE + L
	200

300

500
	40

110

150


· After (case 1: Price ≠ FV = BV)

	
	P Co
	S Co

(FV=BV)
	Adj
	P + S

	Other A

Inv in S

Total A
	390

110

500
	150
150
	-110

-110
	540
540

	L

SE

SE+L
	200
300

500
	40
110

150
	-110

-110
	240
300

540


· After (case 2: Price ≠ FV = BV)

	
	P Co
	S Co

(FV)
	Adj
	P + S

	Other A

Inv in S

Goodwill

Total A
	320

180

500
	190

20

210
	-180

-180
	510

20

530

	L

SE

SE+L
	200

300

500
	30

180

210
	-180

-180
	230

300

530


· Goodwill

· Acquisition price – Fair Value (not BV)

· Appears only through M&A

· Does not have to be amortized

· Tested for impairment annually


