ACCOUNTING

Basic Journal Entries
Purchase

Debit Purchased Asset

Credit Cash or A/P

Pay off A/P or any Liability
Debit A/P

Credit Cash

Receive Cash on A/R

Debit Cash

Credit A/R

Taking loss on asset when resold

Debit Loss on Disposition of Asset (price obtained – salvage value)

Credit Asset (?)

Dealing with Expenses

Pay Bill for Current Expense (Rent)
Debit Rent Expense

Credit Cash

Pay E’ee Salary/Wages for Pd

Debit Secy Expense

Credit Cash

Prepay Year of Expenses

Debit Full or Partial Month Expense

Debit Prepaid Expense (11 mos. or remaining pd) (asset)
Credit Cash (full amt)
Prepay E’ee Salary/Wages

Debit Secy Expense (current pd)

Debit Prepaid Secy Expense (future pds, subject to adjustment)

Credit Cash

Take Out a Loan

Debit Cash (or A/P directly)

Credit Notes Payable

Debit Interest Expense for Full or Partial Month (1/12 x int x Note)

Credit Interest Payable for Full or Partial Month (liability)

Adjustments for Interest

Debit Interest Expense (current pd./term x int x Note)

Credit Interest Payable (liability)

Receive but Fail to Pay a Bill for Current Pd. (Rent)

Debit Rent Expense

Credit Rent Payable (Accrued Rent Payable, A/P to LL)

Pay Outstanding/Past Pd.’s Bill

Debit Rent Expense

Credit Cash

Extraordinary Expense

Debit Extraordinary Expense

Credit Cash
Prior Pd. Adjustment (Expense) – no error
Debit Extraordinary Expense/Prior Period Expense (expense)

Credit Cash
Prior Pd. Adjustment (Expense) –  error
Debit Earned Surplus

Credit Cash



Prof’l Income & Sales
Receive Pmt for Services Rendered

Debit Cash

Credit Prof’l Income (+)

CLOSE OUT to P/L

Receive Item for Services Rendered

Debit Asset/Item Received

Credit Prof’l Income (+)

CLOSE OUT to P/L

Receive Retainder/Advance

Debit Cash

Credit Client Advances (liability)

Complete Work to Earn Retainer

Debit Client Advance (liability)

Credit Prof’l Income

CLOSE OUT to P/L

Sale of Merchandise/Inventory

Debit Cash or A/R (asset)

Credit Sales Income (income)

CLOSE OUT to COGS (Expense) and then P/L

Capitalization & Expensing

Capitalizing part of an expenditure 
(= prepayment of an expense/cost)
Debit Expense (Salary Expense)

Debit Prepaid Expense (asset) (Prepaid Salary)

Credit Cash or A/P

Capitalizing entire expenditure (future benefit test)

Debit Building (asset)

Credit Cash or A/P

CAPITALIZE COSTS of ASSET too
Depreciating an asset (aka amortizing)
Debit Depreciation Expense (expense)
Credit Accumulated Depreciation (contra-asset)
CLOSE OUT to P/L

Amt = (1) SL, (2) DDB, (3) Group SL, (4) Retail

Writing down an asset (= Extraordinary Expense)
Debit Loss (Obsolescence) (expense)

Credit Asset or Credit Accumulated Depreciation

CLOSE OUT to P/L


Dealing with Income/Revenue Recognition 
(Substantial Completion, Long-Term Construction Ks (p.408))
Uncollectable Accts on A/R (est. bad debts & subsequent default)
Debit Bad Debt Expense (expense) (estimated)
Credit Allowance for Doubtful Accts (contra-asset) 

= Credit Reserve for Bad Debts (same) (estimated)
Default Occurs on A/R - if accounted for in Reserve for Bad Debt
Debit Reserve for Bad Debt/Allowance for Doubtful Accts

Credit A/R

Reversing Reserve for Bad Debt – someone pays unexpectedly
Debit Reserve for Bad Debt/Allowance for Doubtful Accts

Credit Bad Debt Expense

Extraordinary Income
Debit Cash

Credit Extraordinary Income

Prior Pd. Adjustment (Income) – no error
Debit Cash

Credit Extraordinary Income/Prior Period (income)
Prior Pd. Adjustment (Income) –  error
Debit Cash

Credit Earned Surplus

Capital Contributions & Deductions
Charity

Debit Equity

Credit Asset Given/Cash

Influx of New $/Capital Contribution (Proprietorship/Pship)
Debit Cash

Credit Equity/Proprietorship

Issue Shares for Cash (or Asset) @ Par Value

Debit Cash

Credit Capital Stock/Legal Capital/Stated Capital
      Common Stock, $ X par value

Issue Shares for Cash (or Asset) > Par Value

Debit Cash

Credit Capital Stock/Legal Capital/Stated Capital
      Common Stock, $ X par value

Credit Additional Paid-In Capital

Debit Cash $1000

Credit Stated Capital, $100 par $100

Credit Additional Paid In Capital $900

A.
ASSETS & LIABILITIES

ASSET

· TEST = (1) acquired in a transaction (measurable), (2) control over it, (3) rxably expect it to provide future benefit
· GAAP requires recording @ historical cost, not PV

· Write downs & the big bath – permanent impairment/decline in value of asset

· Write down:  Debit Loss (Obsolescence) (Expense), Credit Asset or Credit Accumulated Depreciation

LIABILITY

· TEST = (1) oblig. Arose in transaction (measurable), (2) existing duty/oblig., (3) obligates you to provide future benefit to another

· Exists – only when good/service is delivered to customer
· CONTINGENCIES
· Asserted by a 3d pty?  

· Probable liability – immediately count as liability if (a) likely and (b) can estimate value
· Reasonably possible – MUST disclose in footnote, do NOT accrue

· Remote – ignore, perhaps footnote at most

· Debit Expense (Litigation/Environmental Expense), Credit Accrued Contingent Liability (Litigation/Envi Liability)
LITIGATION EXPENSES/CLAIMS

· Pending claims – (1) materiality, (2) pd. giving rise to the claim, (3) likelihood of unfavorable outcome, (4) ability to rxably est. loss

· Unasserted claims

B.
INCOME

REVENUE RECOGNITION & DEFERRAL OF INCOME

· RECOGNIZE REVENUE when (1) exchange transaction occurs (delivery) & (2) substantial completion (GAAP)
· GAAP TEST = (1) bona fide exchange trans. w/outsider has occurred, (2) enterprise has received cash or rt to receive cash or can easily convert consideration to cash, AND (3) enterprise has SUBSTANTIALLY COMPLETED earnings process (≠ SEC)
· Substantially complete – passage of title from seller to buyer, delivery of goods or services to customer, perhaps only after installation, “any rxable cut-off point consistently applied”

· Not substantially complete – exchange of promises

· EXCEPTION = Percent-of-completion method

· EARLY recognition (increases income now) – public companies may jump the gun in order to OVERSTATE earnings.

· LATE recognition (decreases income/taxes now) – private co. may try to postpone income recognition to UNDERSTATE earnings

· IRS:  Deferral of income is allowed when permitted by GAAP – not required to accelerate all income to year when received.  

· GAAP consistency, conservatism & matching:  Conservatism (GAAP), wanting to reduce income for tax purposes, wanting to match expenditures with income on those expenditures, & showing big returns to s/hs

CONTRA-REVENUE:  SALES RETURNS & ALLOWANCES, RESERVE FOR BAD DEBT/ALLOWANCE FOR DOUBTFUL ACCOUNTS, DEPRECIATION
· Reserve for Bad Debt = Allowance for Doubtful Accounts

· Accumulated Depreciation – keep running tally against FULL value of undepreciated asset
· Asset



140,000 (Historical Cost)

· Less Accumulated Depreciation 
  32,500 (Yr1 AD + Yr2 AD)

C.
EXPENSE

COGS EXPENSE

INCOME STATEMENT
Sales


420,000
Less:  Cost of Goods Sold
     Opening Inventory
580,000
     Purchases
0

     Goods Available for Sale
580,000
     Less:  Closing Inventory
280,000
300,000

Gross Profit


120,000
Less:  Operating Expenses


34,000

Net Income


86,000

· To minimize income & taxes ( Show Lower Closing Inventory (to understate income, understate closing inventory!)

· COGS expense is higher when lower closing inventory

· To maximize income ( Show Higher Closing Inventory (to overstate income, overstate closing inventory!)

· COGS expense is lower when higher closing inventory

EXPENDITURES & DEFERRAL OF LOSSES:  Capitalize or expense?
· Huge loss (non-temporary) in Yr3 – what do you do?  RULE = Expense immediately.  

· GAAP requires immediate recognition of loss in current pd.

· Args for capitalization = Some statutes/regulated ind. require capitalization, against GAAP. (Medicare case) Future benefit?

· Args against capitalization = FUTURE BENEFIT is incidental or non-existent, just terms of an agmt & not statutory

· Yr5 stock/bondholders will argue that a loss should have been expensed in Yr2 b/c now they are stuck with it in Yr5, reducing income.  POSSIBLE win for stock/bondholders.

CAPITALIZATION v. EXPENSING
· TEST = future benefit

· Unidentifiable intangibles (goodwill, advertising, training) = INTERNAL costs are expensed immediately, costs of ACQUIRING from 3d pty are capitalized, over no more than 40 years/APB No. 17

· Capex (repairs, improvements) = Does expenditure create a new asset, restore an underlying asset, extend existing asset?

· Bad to hide expenses as assets (WorldCom)
· MUST capitalize interest costs of loans as part of the historical cost of acquiring the asset.  May have imputed interest if installment pmts.  FAS No. 34.
	Capitalize
	Current Expense (“write off immediately”)

	· Acquired goodwill/APB No. 17

· borderline – specially trained e’ee under K

· Intangibles (copyrights, patents, trademarks) ( 
amortize – straight line
· Capital assets/tangible fixed assets (computers, bldg) ( depreciate
· INCLUDE: Purchase price, commissions, transportation/installation costs, legal, i-banking, & other fees
· Capital expenditures (additions – adding new wing, improvements – replacing crappy floor with improved floor, replacements – replace with same type)
· Interest on borrowed funds re: capital assets FAS No. 34
· Costs under a long term K
	· Self-generated goodwill/APB No. 17

· Training costs for new e’ee

· Advertising costs – usu. expensed b/c no certain future benefit (def. expense internal advertising costs, large initial ad campaigns for new products/APB 17/AICPA) (borderline: commission ad agency for existing product w/certain future benefit)
· R&D costs

· Training costs

· Amortization of intangibles = non-cash expenditure
· Depreciation of capital assets = non-cash expenditure

· Costs pre-K – not guaranteed you’ll get K & costs are incurred whether you get it or not 


EXPENSING ASSETS:  AMORTIZATION & DEPRECIATION (expensing assets over time)
· KEY: NOT required to use same method on financials as on taxes.  On financials, use SL, on taxes, use accelerated, except for intang.
· Straight line (maximizes income) (amortization of intangibles) – 4 years of useful life ( 1/depreciable years n
· Accelerated (minimizes income/taxes)

· Sum of the years – 4 years of useful life ( depreciable years n/[n(n+1)]
Yr1 = 4/10 x (cost minus salvage), Yr2 = (3/10 x cost minus salvage), 
Yr3 = 2/10 x (cost minus salvage), Yr4 = (1/10 x cost minus salvage)

· Double-declining – 4 years of useful life ( 2 x (1/depreciable years n) = 2 x (1/4) = ½ 
Yr1 = ½ x (cost), Yr2 = ½ x remaining cost, Yr3 = ½ x remaining cost, Yr4 = remaining cost LESS salvage, 
BUT do NOT depreciate below salvage value – cease depreciation when you reach salvage value
· Straight line = 

12,000, 2,000 salvage: 2,500, 2,500, 2,500, 2,500

· Sum of the years = 
12,000, 2,000 salvage: 4,000, 3,000, 2,000, 1,000

· Double-declining = 
12,000, 2,000 salvage: 6,000, 3,000, 1,000, 0

· Group method

· Cannot depreciate land, but can depreciate improvements

EXTRAORDINARY INCOME/EXPENSES

· MUST explain all in MD&A

· Type 1 – Prior pd adjustments – included in P/L & income stmt, subject only to “error” exception

· WHEN: Extraordinary income or loss in a year for events that occurred in a prior year
· Examples:  Restructuring expenses, write offs for bad investments, write offs for obsolete inventory, lost huge litigation, won large settlement, pmt received on written off A/R (See also CONTINGENCIES)

· RSLT: Include in income, do not bypass income stmt – restate old fin/stmts to make the adjustment and if it predates the earliest year included then make prior pd adjustment (bypassing income stmt) in earliest year and carryforward

· Bypassing abolished 1997 SFAS No. 16

· If income:  Yr3 – big lawsuit settlement from Yr1 comes in ( 
· If Yr1 included in fin/stmts:  Restate Yr1 & Yr2

· Debit Cash, Credit Extraordinary Income/Prior Period Income (income)
· If Yr1 NOT included in fin/stmts:  Prior pd adjustment to Yr2
· Debit Cash, Credit Earned Surplus (BYPASS)

· If expense: 

· Debit Extraordinary Expense/Prior Period Expense (expense), Credit Cash

· Debit Earned Surplus, Credit Cash (BYPASS)
· EXCEPTION: Error in math or accounting ( use bypass so NO effect on income stmt

· If it was an acctg error not to recognize a CONTINGENT LIABILITY in Yr2 when litigation claim became likely & estimable amt ( then you had an ERROR in Yr2.  BYPASS INCOME STMT and report in Yr3 under Earned Surplus.  

· Yr2 error ( Yr3 (if -): Debit Earned Surplus, Credit Cash OR (if +): Debit Cash, Credit Earned Surplus

· Type 2 – Discontinued operations
· TEST = termination of a distinct component of a business by way of being sold or otherwise transferred, abandoned, eliminated, or designated for sale

· RSLT: Include in income (results from the sale) as special category of income called “Discontinued Operations” and restate (reclassify) old, related income from continuing operations in other included fin/stmts IF BOTH: 
· (1) Sale has or will eliminate the components’ operations and cash flows from entity’s ongoing relations AND

· (2) Enterprise will not have andy significant continuing involvement in the components’ operations

· Examples of distinct component, discontinued:

· Discontinued – close branch permanently

· Not discontinued – close one branch to open new one in same area
· Type 3 – Extraordinary items – use only if not prior pd adjustment nor discontinued operations
· TEST =  BOTH (1) unusual in nature and (2) infrequent in occurrence ( if only ONE, then MUST footnote it but not EI (GAAP, APB No. 30)
· Unusual = hgh degree of abnormality & somewhat unrelated to biz’s typical activities, Infrequent = enterprise does not expect recurrence in FOS future

· Not extraordinary – write offs of receivables, losses due to labor strikes, Hurricaine Katrina

· Extraordinary – 9/11

· Debit Cash, Credit Extraordinary Income OR Debit Extraordinary Expense, Credit Cash
BAD DEBT EXPENSE

· Set off against a contra-asset acct, Reserve for Bad Debts or Allowance for Uncollectable Accts
D.
EQUITY

DIVIDENDS

· Not required to value assets at historical costs when calculaing dividends
· Okay to borrow funds to pay a dividend

· Borderline: do prepaid taxes count as assets for purposes of balance sheet insolvency test?  

· Statutory limitations – legal capital system: cannot distribute stated capital

· Insolvency tests – (1) equity insolvency test, and (2) balance sheet insolvency test

· Equity insolvency – cash-flows & whether able to pay debts as they come due

· Balance sheet insolvency – can make distribution without making liabilities > assets

· Restrictive covenants – lenders
E.
ACCOUNTING THEMES

ACCOUNTING CHANGES

· RQMT = (1) explain change & why PREFERABLE, (2) how it affects income and per-share amounts for current period & any prior pd retrospectively adjusted, AND (3) any cumulative effect on retained earnings as of beginning of earliest pd presented in reports

· Preferable – FASB/GAAP change may require accounting change, otherwise, burden on you to justify the switch

· Change – FIFO to LIFO, not a change – new, non-recurring event

· Change in accounting principle – RESTATE prior financials included together – consistency/comparison ( Yr3 accounting change:  
In Yr1 – change would reduce income by $100M, in Yr2 – byt $300M.  Old rule let you charge it all against income in Yr3.  SFAS 154
· Change in estimate – Do NOT restate prior financials

GAAP

· Consistentcy

· Conservatism

· Matching

1

