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CHAPTER 1:
Introduction to Financial Statements, Bookkeeping, & Accrual Accounting
I. Importance to Lawyers
A. 4 Basic Financial Statements 


(F/S)

1. Balance Sheet 



(B/S)

2. Income Statement 



(I/S)

3. Statement of Changes in Owners Equity 
(O/E)

4. Statement of Cash Flows 


(C/F)

B. Areas of law were accounting might be important
1. Family law

2. Estate planning

3. Anything that talks about Damages

4. Corporate Law

a. Important for Rendering Opinions

b. Corporate lawyers need to sign off on numbers now because of SOX

c. Companies worth/value

C. Regulation SX – SEC requires # years to be show on F/S

1. Balance Sheet

2 Years

2. Income Statement

3 Years

3. Cash Flow Statement
3 Years

4. Shareholders Equity
3 Years

D. Footnotes – Very Important.  Helps further your understanding of the information

E. GAAP – Generally Accepted Accounting Principles

1. SEC can make accounting requirements

2. FASB – Financial Accounting Standards Board

a. FASB is part of AICPA

b. AICPA is self governing board of accountants

c. SEC can step in and make laws that all accountants must abide by

F. GAAS – Generally Accepted Auditing Standards

G. Report of Independent Accountants/Auditors

1. Unqualified Opinion

- is good

2. Qualified Opinion

- is very bad

H. What is an Audit

1. Accounting firm performs certain procedures to render an opinion that the financial statements are in accordance with GAAP

2. Auditors

a. Give Opinions


- High standards

b. Review specific accounts
- Lower standards

c. Create Compilations

- Lower standards

I. Who needs F/S

1. For-profit corporations
2. Non-profit corporations

3. Governmental entities

a. Specific standards: Government Accounting Standards (GASB)
II. The Balance Sheet
A. Basics

1. Represents a business’s “Net Worth” or “Equity”

2. Things NOT on the B/S

a. Managerial talent

b. Employee talent

c. Goodwill (if not purchased by company)

3. Left side are assets / Right side are liabilities

4. Left and Right MUST balance

B. Assets
1. 3 Requirements to be an Asset

a. Control of the Asset

b. Reasonably expect the resource to provide future benefit
c. Obtained the resource in a transaction so entity can measure the resource

2. Generally, all assets are recorded at Historical Cost

3. Many other assets which are not tangible are not recorded or cannot be recorded on the B/S

C. Outside Sources / Liabilities
1. Def:  Responsibilities to provide economic benefits to some other accounting entity in the future

a. Arise from borrowing, purchases on credit, etc.

b. Liabilities tend to attach to the business’s total assets rather than one single asset

2. Generally

a. Right side of the B/S

b. Liabilities + Equity

3. 3 Characteristics

a. Debt/obligation must involve a present duty or responsibility

b. Duty or responsibility must obligate the entity to provide a future benefit

c. Debt/obligation must have arisen from a transaction which has already occurred so that the entity can reasonably measure the obligation

4. Examples:

a. Lawyer accepts a $300 retainer
- Liability

D. Inside Sources / Equity

1. Def:  The portion of a company’s assets that the shareholders/owner’s own, as opposed to what they have borrowed.

2. Different names for equity depending upon the organization

	Business Org
	Equity Account Name

	Sole Proprietorship
	Proprietorship

	Partnership
	Partner’s Equity

	Corporation
	Shareholder’s Equity

	Limited Partnership, LLC, LLP
	Partner’s Equity (Follow partnership)


E. The Fundamental Accounting Equation

1. Assets = Liabilities + Equity

2. 4 Important things about the B/S

a. Total assets must equal the sum of liabilities and equity

b. B/S speaks to an instant in time:  Snapshot

c. Everything is at Historical cost

d. B/S only reflects assets/liabilities that meet certain accounting requirements; thus, some important things might NOT be included

F. The Classified Balance Sheet

1. 4 Asset Classifications (listed by declining liquidity)
a. Current Assets

1) Cash

2) Marketable securities

3) Prepaid Expenses

4) Current portion of LT assets

b. Long-Term Investments

1) Assets that cannot be converted to cash within one year

c. Fixed Assets

1) Tangible resources such as plant, building, equipment, and land

d. Intangible Assets

1) Lack physical substance and include patents, copyrights, and trademarks acquired for extended use in business

2. 2 Liability Classifications (listed by descending order of magnitude)
a. Current Liabilities

1) Obligations due with one year

2) Examples:  accounts payable, salaries payable, accrued expenses

b. Long-Term Liabilities

1) Obligation due in over one year

2) Examples:  notes payable, leases, bonds payable

III. Double-Entry Bookkeeping
A. T – Accounts are hot with Lametti
B. All transactions have at minimum 2 entries.  

C. 4 Types of B/S Effects
1. Increase/Decrease in Assets or Increase/Decrease in Sources
D. Single Entry Bookkeeping System

1. Some small businesses still use this method.  

2. Example:  Checkbook register is a single entry system

E. Process 
1. Step 1:
General Journal entries

	Date
	Account
	Ref.
	Debit
	Credit

	1/1/04
	Note Payable: Stanley
	
	100.00
	

	
	     Cash
	
	
	100.00

	
	(To record pmt of the note)
	
	
	


2. Step 2:
Record the entries into the appropriate accounts (posting)

a. General Ledger (GL)

1) Could use the AR sub-ledger to record the individual amts

2) Sum of sub-ledgers must equal balance in GL

b. Chart of Accounts

1) Lists each account and the account number which identifies its location in the GL
IV. The Income Statement

A. Revenues and Expenditures

1. When do we recognize revenue:  When earnings are substantially complete

a. Products:  Upon delivery

b. Service:  When service is substantially complete

B. The Closing Process

1. End of accounting period process where the books are “closed” by transferring balances from revenues/expenses to Equity

2. Bookkeeper records (i) transactions into GJ, then (ii) Posts to GL

C. The Trial Balance and Six-Column Worksheet
	
	Beg Bal
	Transactions
	Ending Bal

	
	DR
	CR
	DR
	CR
	DR
	CR

	Cash
	X
	
	x
	x
	X
	

	AR
	X
	
	
	
	X
	

	Equipment
	X
	
	
	
	X
	

	Library
	X
	
	
	
	X
	

	AP
	
	X
	
	
	
	

	NW
	
	X
	
	
	
	

	Income
	
	
	X
	
	X
	

	Office Supplies Exp
	
	
	
	X
	
	

	
	
	
	
	
	
	

	Totals
	XX
	XX
	XX
	XX
	XX
	XX


V. The Statement of Owner’s Equity

A. Exam Note:  Actual name of the equity account on the exam is not that important to Lametti.  Just make sure it is called Equity or Owner’s Equity.

B. Standard Transactions impacting Owner’s Equity

1. Additional investment/withdrawal from company

2. Stock transactions (sell, buyback)

3. Dividends

4. Income/Loss

C. The Sole Proprietorship

1. Typical transactions:  Drawing/payout

D. Partnership

1. Typical transactions:  Drawing/payout

E. Corporation

1. Typical transactions:  Dividends/Income or Loss

2. Business Corporations Act

a. How businesses are formed in MI

3. Par Value

a. MI no longer requires par value

1) MI follows the Model Business Corporations Act (MBCA)

b. Even those companies who started with it, can delete it now

4. Contributed Capital

a. Shares with Par Value

b. No-Par Shares

5. Stocks

a. Common Shares

1) Characteristics

a) Usually voting rights
b) Right to receive dividends if declared

c) Right to share in assets upon dissolution after everyone else

b. Preferred Shares

1) Usually have priority during liquidation

2) Often have fixed distributions

3) Some are convertible to common

6. Earned Capital

a. Income and losses 

VI. Accrual Accounting

A. Introduction

1. Assumptions

a. Economic Entity Assumption:  Accounts presuppose they can separate activities of business from its owners
b. Monetary Unit Assumption:  Enables a business to conduct economic activity.  Assume US dollar.  Never adjust for inflation
c. Periodicity Assumption:  Time periods are artificial
d. Going Concern Assumption:  Normal operations will continue indefinitely
B. Basic Principles

1. Historical Cost Principle:  All assets/liabilities are recorded at cost
a. FMV would be too speculative

2. Objectively or Verifiability Principle: 

a. Objectivity:  Provides additional support for historical cost

1) Ideal situation is 2 or more qualified persons examine the same data and reach same conclusions

b. Verifiability:  Corollary to objectivity, prefers accounting treatments which can be supported by available and reliable evidence. 
3. Revenue Recognition Principle:  Revenue recognition occurs when (i) an exchange has occurred (delivery), or (ii) transaction is substantially complete.
4. Matching Principle:  Accountants compute the result of operations seeking as much accuracy as possible; thus, match expenses used to generate revenues earned.
5. Consistency Principle:  Accounting entities must give economic events the same accounting treatment from period to period.
a. Restricts an entity from changing accounting methods between accounting periods
6. Full Disclosure Principle:  Any fact important enough to influence an informed reader’s judgment
a. Present the item as a line item on F/S

b. Parenthetical disclosure

c. Explanatory footnote
7. An Emerging Fair Value or Relevance Principle:  Current financial accounting technically uses a so-called “mixed –attribute” system that combines historical cost reporting with fair value model
C. Modifying Conventions

1. Materiality

a. Precise attention to theory can impose unreasonable cost/burdens

b. Audit Definition:  The amount of the difference that would result in an investor changing their mind after finding out the amount

c. Includes both Quantitative and Qualitative components

1) Take into account the size of item v. size of business
2. Conservatism

a. Accountants have tried to avoid overly optimistic F/S

b. Conservatism counsels the accountant to choose the approach least likely to overstate assets and income

c. Remember:  This convention only applies when uncertainty or doubt exists
3. Industry Practices

a. Follow the principles used by the industry to increase matching.  
D. Deferral of Expenses and Income

1. Deferral:  Delays the recording of income or expense into a subsequent period

2. Expenses

a. Any expense paid in advance creates an asset (Prepaid Exp)

b. Depreciation Accounting

1) Depreciation:  Process for allocating use/wear on an asset

2) Amortization:  Process for allocating use/wear on an intangible

3) Depreciation = (Cost – Salvage) / Useful Life

3. Revenues

a. Any revenue received in advance creates a liability (Unearned Revenue)

b. Should be allocated on a monthly basis, but depends on the accounting cycle of the business

E. Accrual of Expenses and Income

1. Seeks to allocate revenues and expense to accounting periods regardless of when cash was spent or received

2. Cash Method (opposite of accrual)

a. All recording occurs when cash is spent/received
3. Expenses
	Rent Expense
	5,000

	     Accrued Rent Payable
	     5,000

	Recognize expense


	Accrued Rent Payable
	15,000

	     Cash
	     15,000

	Paid obligation 


4. Revenues
	Accrued Rent Receivable
	5,000

	     Rent Income
	     5,000

	Earned money not yet paid


	Cash
	15,000

	     Accrued Rent Receivable
	     15,000

	Finally paid on money earned


5. Income Tax Accounting

1) Owners must allocate applicable taxes to the period in which that revenue was earned

	Income Tax Expense
	210

	     Accrued Income Tax Pay..
	     210

	Income tax expense not yet paid


6. Zero Coupon Bond Example
a. Purchase
	Zero Bond
	31,000

	     Cash
	     31,000

	Purchase of zero coupon bond


b. First Year
	Accrual Interest Inc. Rec.
	3,100

	     Interest Income
	     3,100

	Recognition of 1 years interest income


c. 2nd Year

	Accrual Interest Inc. Rec.
	3,400

	     Interest Income
	     3,400

	Recognition of 2 years interest income


d. 3rd Year

	Accrual Interest Inc. Rec.
	3,800

	     Interest Income
	     3,800

	Recognition of 3 years interest income


e. 4th Year

	Accrual Interest Inc. Rec.
	4,200

	     Interest Income
	     4,200

	Recognition of 4 years interest income


f. 5th Year

	Accrual Interest Inc. Rec.
	5,000

	     Interest Income
	     5,000

	Recognition of 5 years interest income


	Cash
	50,000

	     Accrual Interest Inc. Rec
	     19,000

	     Zero Bond
	     31,000

	Recognition of 5 years interest income


g. By the end of this 5th year, we’ll have a total of $50,000 CASH

VII. Accounting for Merchandise Inventory

A. Major difference:  The use of “Sales” and “COGS” accounts rather than just “Income”

B. Sales (4 Separate Accounts)
1. Sales Returns


Returns

2. Sales Allowances


Discounts

3. Sales Returns and Allowances
Combined

4. Net Sales

C. Cost of Goods Sold (COGS)
1. Perpetual Inventory System
Continuous recording of sales transactions

2. Periodic Inventory System

a. Take inventory at end of period – beginning inventory, the difference is the COGS

D. Gross Profit and the Multi-Step Income Statement

1. Multi-step Income Statement

a. Gross Profit = Net Sales – COGS

b. Net Income = Gross Profit – COGS

c. Additional Separation

1) Operating activities

2) Non-operating activities

2. Single-step Income Statement

a. Revenues – includes both operating/non-operating

b. Expenses – includes COGS, operating expenses, and losses

E. Periodic Inventory System

1. You take inventory at the end of the period and “back into” COGS

2. Relevant Accounts

a. Opening Inventory

b. Purchases

c. Net Purchases

d. Purchase Returns and Allowances

e. Net Purchases

f. COGS

1) Created at the end of the period

2) Close into COGS:  Opening inventory, purchases, purchase R&A

g. Ending Inventory

VIII. The Statement of Cash Flows

A. GAAP Methods (Direct/Indirect)

1. Direct

a. Starts with Cash Sales or Cash Revenues

b. Usually more work because the company must separate Cash Sales from Credit Sales.  They basically need to keep a separate set of books

2. Indirect

a. Starts with Net Income

b. Add back Depreciation

c. Add/Subtract changes to
1) AP, AR, etc.

B. The Purpose of the Statement of Cash Flows

1. Provides information on where cash is going, where it came from, and current position.
2. Cash is King

C. Cash and Cash Equivalents

1. These are any sort of cash instrument (CD, Bank Deposit, or other instrument that matures in 3 mos or fewer)

D. 3 Classifications of the Statement of Cash Flows

1. Operating Section
a. Income, Depreciation, A/P, A/R, etc.

b. Anything used to make the company money in its line of business

2. Investing Activities

a. Fixed Asset transactions (Buy/Sell a Building, Plant, Equipment, Land)

b. Marketable securities used for investment (not money markets or CDs)

3. Financing Activities

a. Borrowings

b. Additional paid-in/draws

4. Disclosures

a. Interest paid

b. Taxes paid

c. Non-cash transactions

CHAPTER 2:
The Development of Accounting Principles and Auditing Standards
I. Importance to Lawyers
A. There is a difference between Accounting Principles and Auditing Standards
B. CPA – Certified Public Accountant

1. Education plus Certification Exam

C. Difference between Lawyer v. CPA

1. Lawyers are supposed to advocate, CPAs should be independent

	Lawyer
	CPA

	Exam

4 year degree, 3 year JD, 7 years

Organization: ABA

· Some guidance, professional responsibility requirements.

· State bar determines those requirements for each state

· State bar defers to the state Supreme Court for rules

· Once you are an attorney, you may join committees in the ABA

· ABA does not make rules, only makes recommendations

Loyalty to clients

Work Product immunity

Duty to client

No Duty to 3rd Parties
	Exam

150 hour rule (1 extra year, 5 years)

Organization: AICPA

· State licensing

· AICPA doe not set accounting principles – everything is derived from the institute

No Loyalty to clients

No Work Product immunity

Duty owed to 3rd Party Users

Independence Required


D. Independent Auditors (Big 4)

1. DT, PW, EY, KPMG

2. Section 201 SOX:  Audit firms can no longer provided extra services to their audit clients (only Tax)

II. The Need for Accounting Principles and Auditing Standards
A. Management determines the Accounting Principles that will be used
1. The CPA determines if those principles agree with those that are “generally accepted”

B. Auditors

1. Assess a company’s Internal Controls

a. Systems, policies, and procedures that an enterprise uses ot assure that an appropriate person authorizes transactions and once authorized, the properly executed and record the transaction

1) Internal Controls – Accurate and complete transactions

2) Authorization – Appropriate persons authorizing transactions
III. Generally Accepted Accounting Principles

A. The Establishment of Accounting Principles
1. Securities and Exchange Commission

a. 1933 Securities Act

b. 1934 Securities Exchange Act

c. SEC can override other rules created by other bodies

1) SEC gets authority direct from Congress

2) SEC jurisdiction regulated by Regulation D
a) (i) $10M in assets, (ii) 500 shareholders

d. SOX – Sarbanes Oxley

1) Audit Committee

a) Board members of a company who can perform audit functions.  

b) Board members must be independent.

c) Strengthened by SOX

d) Auditors now hired exclusively by Audit Committee, not management
2. The Private Sector – FASB helps set guidelines and standards
a. Not all businesses fall under the SEC jurisdiction (bank, etc)

b. FASB operates under 2 principles

1) #1: Attempts to respond to needs of entire economic community

2) #2: Operates in full public view

c. FASB is not proactive, normally reactive and operates independently of the AICPA

d. AICPA continues to help establish accounting principles by providing guidance

e. Rule 203

1) States that an independent auditor cannot issue an unqualified opinion if the F/S depart from any GAAP developed by FASB and GASB, and which materially affects the statements taken as a whole (unless the auditor can demonstrate unusual circumstances would otherwise cause misleading statements – rare)
3. Congress
a. Always retains the right to legislate accounting principles and standards.  However, they have rarely ever mandated any specific accounting treatment (before SOX that is)
4. International Accounting Standards Committee

a. Foreign countries with high inflation usually use Market Value v. Book

b. Foreign countries have different financing traditions, thus different concerns

1) Japan/German are primarily financed through banks

c. IASC – International Accounting Standards Committee

B. How do Accounting Principles become “Generally Accepted”?

1. What goes into determining GAAP – Experience, reasons, custom, usage, and practical necessity develop principles.  GAAP does not imply precision.
a. Practice

b. Usage

c. Customs

2. The Hierarchy

a. Category A – Official pronouncements (AICPA, SEC)

b. Category B – Expert accountant pronouncements which have been exposed to public comments and body under A cleared it.

c. Category C – Similar to B, but not exposed to public comment

d. Category D & E – Specific circumstances and practices

3. Regulatory Accounting Practices

a. Various federal/state bodies have their own requirements:  (ie. Banks)

1) They issue their own requirements

2) Often these business need to keep 2 sets of books

C. Who Selects Among Generally Accepted Accounting Principles?

1. Management selects the accounting practice

2. Independent auditors might have influence on accounting practices

IV. Governmental Accounting Standards Board

A. They come out with their own standards
B. 4 Governmental Units involved

C. Example

1. MSU has to follow these standards

2. If something is spelled out in the accounting standards

3. If something is not addressed in the GASB standards, then you follow FASB

V. Generally Accepted Auditing Standards
A. The Independent Auditor’s Role

1. Independence

a. Auditors owe no duty to the corporation.  They owe a duty to Shareholders and the public

b. Independence Standards Board - ISB

B. The Audit Process

1. 3 Phases to an Audit

a. Planning the Audit and Assessing Internal Control

1) Assess the enterprise’s Internal Controls

2) Vouching – Auditor selects a transaction to determine whether the underlying data supports the recorded entry

3) Tracing – Follow a transaction through the process to determine whether the business has properly recorded/accounted for the data

4) COSO Report

5) Internal Control under the Federal Securities Laws

a) Section 13(b)(2)(A) – Requires all registrants to make and keep books, records, and accounts, which reasonably detail, accurately and fairly reflect the transactions and disposition of the assets.

· Rule 13(b)(2)-1 prohibits falsifying records

· Rule 13(b)(2)-2 forbids false/misleading statements during an audit by mgmt

b) Section 13(b)(2)(B) – Requires registrants to devise and maintain a system of internal accounting control sufficient to provide reasonable assurances that the enterprise.

“Reasonable Detail and Reasonable Assurances”

b. Implementing the Audit Program

1) Detailed procedures that the auditor will perform
a) Primarily a materiality judgment and risk assessment

b) Most large firms use a Standard Audit Program which is then tailored for their client

c) Also develop Working Papers

c. Reporting the Audit Results

1) The auditor finally prepares an Audit Report.  Typical material includes:
a) F/S are managements responsibility

b) Auditor will give an Opinion based on audit

c) Auditor followed GAAS

d) F/S represent fairly, in all material respects, the financial position, the results of operations, and cash flows in conformity with GAAP

2. 5 Categories of F/S Assertions

a. The reported assets/liability exist and the recorded transactions occurred during the particular accounting period

b. The F/S present all transactions and accounts

c. The listed assets represent the enterprise’s rights and the reported liabilities show the business’s obligations

d. The F/S record the enterprise’s assets, liabilities, revenues, and expenses at appropriate amounts

e. The enterprise has properly classified, described and disclosed the F/S’s component

3. What happens when an Auditor finds something wrong?

a. Alerts the company to the issue and tells them to fix the problem

1) Once fixed, then ok to give Unqualified Opinion

b. If company will not adjust, then Auditor must make a choice (3) :

1) Issue a Qualified Opinion

a) “Everything is in accordance with GAAP, except ___”

b) If severe enough, then Auditor can inform the SEC who will force the company to make the adjustment or impose fines/penalties.

2) Issue an Adverse Opinion

a) “We think the company is wrong and we disagree with their principles”

3) Issue a Disclaimer

a) “No enough information to issue an opinion”

c. Material Misstatement or Fraud
1) Intentional alteration in F/S

2) Misappropriation of assets

3) Auditors Duty

a) Should be able to discover the fraud or underlying transaction

b) Theft – Reporting Options (2)

· Explanatory paragraph in Audit Report

· Disclosure in F/S

c) If transaction is not material

· Report fraud to management

· If fraud caused by management, then to the board

C. The Establishment of Generally Accepted Auditing Standards

1. Securities and Exchange Commission

2. The Accounting Procession

D. Components
1. Auditing Standards

a. 10 Basis Standards fall into 3 Groups

1) General Standards (3),

a) Proficiency – Must have adequate training and proficiency

b) Independence – Independent attitude

c) Due Professional Care – Professional skepticism

2) Standards of Fieldwork (3), and

a) Plan and Supervise – Adequately plan and supervise

b) Study and Evaluate – Internal controls reliable?

c) Obtain Competent Evidence – Inspect, observe, inquire

3) Standards of Reporting (4).

a) Compliance with GAAP – Express opinion on compliance

b) Consistent – Identify inconsistencies

c) Informative Disclosures – Disclosures on F/S

d) On the Whole – Forest, not trees

2. Auditing Procedures

a. Testing is very important.  Must look at specific transactions, count physical inventories, and confirm assets

b. Techniques

1) Make inquiries

2) Perform inspections

3) Confirm items with 3rd parties

4) First hand observations

c. What questions should be asked?

1) What is the inventory purchase process?

2) Who is responsible for cutting the checks?

3) How are A/R & A/P balances verified?

d. Who do you question?

1) Ask management first, 

2) Then go to the grunts

e. Examples – Actual Accounts

1) Cash

a) Confirm balances with bank (good – 3rd party)

b) Do bank reconciliation

c) If Cash heavy business (amusement park)

· Count the cash

· Test with other verification methods

2) A/R

a) Confirms receivables with clients (good – 3rd party)

3) Equipment

a) Look at the equipment, see it, touch it.

E. Who Selects the Auditing Procedures?

1. Audit Manager selects the Auditing Procedures, Develops the Plan, Supervises the underlings, and renders the opinion
F. The Expectation Gap

1. “Present Fairly”

a. The Auditor’s Responsibility to Detect and Report Errors, Fraud, and Illegal Acts

b. BUT, investors believer an audit will/should find everything

2. Materiality Measurements

a. Old Skool:

1) < 5% of Income before Tax is immaterial

2) > 10% of Income before Tax is material

b. New Skool:

1) Auditors must take into account both Qualitative & Quantitative Factors in determining what is material

c. Facts and Circumstances Test

1) Look at total mix of facts to determine if these circumstances substantially alter the results

2) Would an investor be swayed or change their mind as result of this difference

3) Some things might not make a quantitative material difference, but might make a qualitative difference

a) Something that changes a loss into an earnings

b) Involves concealment of an unlawful transaction
c) Determines the registrant’s compliance with regulatory requirements

d) Masks a change in earnings or other trends

G. Audit Reports

1. Standard Report

a. Opinion paragraph is the most important paragraph

b. Unqualified Opinion is the best available

2. Alternatives to Standard Unqualified Opinion

a. Explanatory Language Added to an Unqualified Opinion

1) Use of another auditor’s work

2) Change in accounting principles

3) F/S avoid using promulgated accounting principles to avoid misleading presentation

b. Qualified Opinion

1) “Except for” or “with the exception of”

2) Inadquate accounting records prevent auditor from performing a complete audit

3) Auditor could not observe the counting of the physical inventory

4) Departure from GAAP

5) Bad news for company

c. Adverse Opinion

1) When an enterprise departs from GAAP, an auditor can issue either an Adverse Opinion or a Qualified Opinion, depending upon materiality

2) Very bad news for the company

d. Disclaimer of Opinion

1) Auditor has not performed an examination sufficient in scope to enable the auditor to form an opinion on the F/S

2) Bad new for the company

VI. Alternatives to Audits

A. Reviews
1. Usually a comparison of entities ratios with prior years numbers

2. Minimal assurance because auditor does not investigate the F/S
3. Usually for Forecasting or Projections

a. Forecast – Best guess

b. Projections – Extrapolation based on given assumptions

B. Compilations
1. Accountants prepares F/S statements based on information supplied by mgmt

2. Minimal assurance because auditor does not investigate the F/S

CHAPTER 3:
The Time Value of Money
CHAPTER 4:
Introduction to Financial Statements Analysis and Financial Ratios

I. Importance to Lawyers
A. Financial ratios are often used as contractual provisions.  Lawyer must understand the ratios to negotiate a proper contract.
B. Loan agreements often use ratios in their contracts

C. Lawyers should be on the look out for:

1. Missing F/S or Disclosures

2. Carefully read the footnotes

3. Report of the Independent Auditor/Accountant
II. Analytical Tools and Techniques

A. General Comments about Reading Financial Statements

1. Always look for a complete set of F/S

2. If any are missing, the inquire further – Very suspicious

3. Review more than just 1 accounting period

a. Look at the trends

b. Provides comparative information

c. General direction of the company

4. Notes or Footnotes

a. Contains additional disclosures and accounting policies adopted by the enterprise

b. Important Questions:

1) “Do the accounting policies fit the industry?”

2) “If accounting policy changed, was it only for F/S reasons and how much did it change?”

c. Look for additional information 

1) Acquisitions

2) Pension and Retirement benefits

3) Operating lease commitments

4) Financial information about different business segments

5) Contingencies – reflect uncertain future events such as litigation or guarantees, which would adversely effect the company if it came to life

5. Report of Auditor

a. Review the report to find out exactly what type of report you are reading

b. No report – Very suspicious

B. Annual Reports

1. Prepared for shareholders and to be shareholders

2. Proxy rules require registrants to solicit proxies to send, either previously or concurrently, annual reports

3. Annual Report Details

a. Audited F/S

b. Quarterly financial data – 5 years

c. Historical summary of selected financial data

d. Description of the business

e. Business segment information

f. Information about executives and board

g. Historical data about the market prices of the business’s equity securities and dividends

h. Managements discussions and analysis of the F/S

4. Other Standard Sections

a. Business profile

b. Financial highlights

c. Letter to the owners

d. Operational overview

e. Historical summary of Financial data

f. Management’s discussion and analysis

g. Management’s report

C. 3 Analytical Procedures

1. Trend Analysis

a. Compares F/S over several periods
2. Common-Sized Analysis

a. Vertical Analysis – Reduce F/S to series of percentages of a base amount
3. 4 Financial Ratios

Analyze ratios instead of hard code numbers
a. Liquidity Ratios

1) Looks to whether a company can cover anticipated operating expenses and other short-term debt

2) Use

a) Compare to industry average

b) Compare to prior periods

3) Ratios

a) Current Ratio

CA / CL
b) Working Capital

CA – CL 
c) Acid Test


Cash + ST Inv + AR / CL
b. Leverage Ratios (Coverage)
1) Leverage - looks to the ability of a business to cover anticipate operating expenses (similar to Liquidity)

2) Coverage – Measure the relative claims that creditors and owners hold on the business’s assets

3) Ratios

a) Debt to Equity

TL / OE or LTD / OE
b) Debt to Total Assets
TL / TA or LTD / OE
c) Net Book Value

OE / CS Outstanding
c. Activity Ratios

1) Looks to how effectively the business uses its assets
2) Ratios

a) Receivable Turnover
Credit Sales / Avg. A/R
b) Inventory Turnover

COGS / Avg. Inv
d. Profitability Ratios

1) Looks to how effectively the business operates
2) Ratios

a) Earnings per share

NI / CS Outstanding
b) Price to Earnings

FMV share / EPS
c) Return on Sales

NI / Sales
d) Gross Profit Percentage
GP / Sales
e) Return on Assets

NI / Average Assets
f) Return on Equity

NI / Average Equity
III. The Balance Sheet


A. Changes in Owner’s Equity

1. Remember transactions that effect OE are:  Income/Loss/Additional Investment/Dividends

a. These transactions also directly impact the B/S

2. Net Profit – is basically a comparison between the net assets of 2 periods (excluding additional investment/dividend impacts)

3. Net Worth Method

a. IRS uses this method to catch tax evaders.  Basically, you can see if someone gained substantially more assets than they reported to gain just by counting.

4. FASB No. 130

a. Calls greater attention to changes in equity from non-owner sources during a period by requiring an enterprise to report all such changes in equity in a financial statement and to display this so-called “comprehensive income” with the same prominence as other F/S

B. Analytical Terms and Ratios - Cautions
1. Must really look at the particular industry when evaluating numbers

2. Must look at previous periods for that company also

IV. The Income Statement - Results of Operations

A. Prior Period Adjustments

1. GAAP limits prior period adjustments to virtually corrections of errors

2. Most items must go through I/S

a. List them separately or as notes on F/S

B. Discontinued Operations

1. Must be segregated on I/S

2. Refers to a distinct business or other operational segment that an enterprise decides to sell or eliminate.

C. Extraordinary Items

1. Both Usual and Infrequent
a. Usual – High degree of improbability

b. Infrequent – Not likely to happen in the future

D. Changes in Accounting Principles and Estimates

CHAPTER 5:
Legal issues Involving Shareholders’ Equity and the Balance Sheet
I. Important to Lawyers
II. Distributions and Legal Restrictions

A. Statutory Restrictions

B. Insolvency Tests

C. Relationship of GAAP to Statutory Restrictions

D. Contractual Restrictions

III. Drafting and Negotiating Agreements and Legal Documents Containing Accounting Terminology and Concepts

CHAPTER 6:
Revenue Recognition and Issues Involving the Income Statement
I. Importance to Lawyers
II. The Basics of Expense Recognition

A. Alternative Theories for Deferring Expenses for Financial Accounting Purposes

1. “Cause and Effect” Relationships

2. Systematic and Rational Allocation

B. Deferred Losses

III. Essential Requirement for Revenue Recognition

A. A Bona Fide Exchange Transaction with an Outsider 

1. In General

2. Shams

B. Distinguishing between Sales Revenue and Interest in Deferred Payment Transactions

1. Doubt about the Ultimate Receipt of Cash

a. Installment Method

b. Cost Recovery Method

c. Summary Comparison of Accrual, Installment, and Cost Recovery Methods

d. Related Party Transactions

C. Exception to the Bona Fide Transaction Requirement:

1. Passive Investments

a. Available-for-Sale Securities and Comprehensive Income

b. Held to Maturity Debt Securities

c. Comparison of Accounting Treatments for the Different Categories of Debt and Marketable Equity Securities held as Passive Investments

2. Long-Term Holdings of Equity Securities

a. Consolidated Financial Statements

b. Equity Method

3. Losses

CHAPTER 7:
Contingencies
I. Importance to Lawyers
II. The Financial Accounting Rules

III. Securities Disclosure Issues

IV. Audit Inquiries and Relevant Professional Standards

CHAPTER 8:
Inventory
CHAPTER 9:
Long-Lived Assets and Intangibles
I. Intangibles
A. Identifiable Intangibles

B. Unidentifiable Intangibles

II. Lease Accounting

A. Classification

B. Treatment of Lessees

C. Treatment of Lessors

III. Write-Downs and the “Big Bath”

A. The Problem

B. The New Rules

1. Assets Used in Operations

2. Assets Held for Disposal

3. Goodwill

C. Financial Statement Presentation







5 Types Opinions


Unqualified


Explanatory 


Qualified


Adverse


Disclaimer











3 Phases to an Audit


Planning


Implementation


Reporting





5 Assertions


Existence


Ownership


Completeness


Valuation


Classification











3 Characteristics of Liabilities


Involve a present duty


Obligates the entity


Transaction for Measurement











4 Financial Statements


Balance Sheet


Income Statement


Statement of Changes in OE


Statement of Cash Flows











3 Requirements for Asset


Control


Future benefit


Transaction for Measurement
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