PAGE  
3

Libby Chapter 5
Communicating and Interpreting Accounting Information
Instructor Comments

Chapter 5 provides context for financial reporting.  It discusses key actors:  management, auditors, FASB, SEC, PCAOB, financial analysts, potential investors and creditors.  The characteristics of useful accounting information are introduced (relevance and reliability, consistency and comparability).  The financial statement disclosure process is discussed, including annual reports and SEC reports (principally quarterly 10-Q and annual 10-K reports).  Callaway Golf Company’s financial statements are used throughout the chapter to illustrate U.S. GAAP-based financial reporting.  
U.S. GAAP and IFRS
The International Accounting Standards Board issues International Financial Reporting Standards (IFRS).   The FASB and IASB have agreed to convergence, in which both groups will work toward creating a single set of high quality financial statements.  Discussion in the U.S. currently is related to the question of will adopt IFRS.  If the U.S. does adopt IFRS, it will not happen before 2018.  This text concentrates on U.S. GAAP and does not use IFRS references.  Some differences between US GAAP and IFRS are shown on p. 244.  
U.S. GAAP, Codification

U.S. GAAP is referenced and codified.  Use of the Codification is beyond the scope of this course.  

Classified Financial Statements

The text provides templates for a classified balance sheet and a classified income statement (pp. 235 & 237).  Students should know these formats after completing chapter 5.  Students should know the standard account titles on each statement.  Each different classification is a way of aggregating information so that it is more meaningful.  For the statements of cash flows, at this time just note the three main categories:

· cash flow from operating activities,
· cash flow from investing activities, 
· cash flow from financing activities
Chapter 12 provides a more in-depth review of the statement of cash flows.  

The text provides a brief description of financial information about a company, including the 10-K (annual report) and 10-Q (quarterly report) that are filed by public companies with the SEC.  This course discusses material that appears in the financial statements and in notes thereto.  
Demonstration Problem.  The Microsoft demonstration problem is a good check to see if you know where standard items appear on the financial statements and the classified financial statement format.
Return on Assets (ROA) 

ROA and its components is a key concept from this chapter.  YOU SHOULD MEMORIZE THE COMPUTATIONS AND BE ABLE TO COMPUTE ROA AND ITS COMPONENTS ANYTIME DURING THE COURSE.  Additional information is available via the web; e.g.,  
http://www.investopedia.com/terms/r/returnonassets.asp  

ROA (pp. 245-248) is a common summary statistic used to track firm performance.  ROA reports net income per dollar of average total assets.
	ROA 
	=
	Net Income

	
	
	Average Total Assets


ROA can be decomposed into profit drivers (profit levers), which are other ratios (decomposing ROA is sometimes called DuPont analysis or decomposition analysis).

	ROA
	=
	Net Profit Margin
	X
	Total Asset Turnover (1)

	
	
	
	
	

	Net Income
	=
	Net Income
	X
	Net Sales

	Average Total Assets
	
	Net Sales
	
	Average Total Assets


(1) Also called Asset Turnover
The following shows how the algebra works as the two ratios combine into ROA.

	ROA
	=
	Net Profit Margin
	X
	Total Asset Turnover

	
	
	
	
	

	Net Income
	=
	Net Income
	X
	Net Sales

	Average Total Assets
	
	Net Sales
	
	Average  Total Assets


NET PROFIT MARGIN (also called net profit margin ratio or profit margin ratio) equals the amount of net income generated by each dollar of net sales.(Net Income ÷Net Sales)  All other things being equal (e.g., a static analysis), net profit margin can be increased (decreased) by:
· Increasing (decreasing) sales volume

· Increasing (decreasing) sales prices

· Decreasing (increasing) cost of goods sold and operating expenses
TOTAL ASSET TURNOVER (or asset turnover ratio) is an efficiency measure, the amount of sales per dollar of average total assets.(Net Sales ÷Average Total Assets)  All other things being equal (e.g., a static analysis), total asset turnover increased (decreased) by:
· Centralizing distribution to reduce inventory kept on hand
· Consolidating production facilities in fewer factories to reduce the amount of assets necessary to generate each dollar of sales.

See ROA and component computations for Microsoft on p. 249 (demonstration problem).
Earnings Per Share 
EPS (see also chapter 4, p. 177) is computed as follows:

	EPS
	=
	Net Income Available to Common Stockholders

	
	
	Weighted Average Number of Common Shares Outstanding During the Period


If the company has preferred dividends, then the amount of preferred dividends declared (discussed in Chapter 11), the preferred dividends declared are subtracted in the numerator.  

At this point in the text, the authors do not discuss the fact that many companies compute and report two EPS amounts:  Basic EPS and Diluted EPS.  Companies that have securities outstanding that could be exchanged or converted into common stock must report these two amounts.  The computations of Basic and diluted EPS are not considered in the textbook.  However, these amounts are shown in most financial statement to which students may refer.  
Earnings per share is shown on the Income Statement, just below net income. 

Common-Sized Financial Statements  

A common tool of financial analysis is to convert financial statements to percentages (common sizes) so that financial statements across time and across companies can be more easily compared.  For an income statement, net sales generally is set at 100%, and all other items scaled to it.  On a balance sheet, total assets is set at 100% (and, therefore, so is total liabilities and stockholders’ equity), and all other items are scaled to it.  
We will use this process in Chapter 13 (e.g., see p. 652).  
Income Statement Format

The exact income statement format is not prescribed in U.S. GAAP.  Thus, we see variations in the way income statements are presented.  We will adopt the following general model for income statement presentation.  As a major take-away from this chapter, you should know this format and be able to reproduce it without notes or other sources of information.  Alternative statement titles are:  statement of income, statement of operations, and statement of earnings.
	
	Net sales

	-
	Cost of goods sold

	=
	Gross profit (also described as gross margin)

	-
	Operating expenses (sometimes labeled as Selling, General & Administrative Expenses)

	
	     Selling, general & administrative, and other operating expenses

	=
	Operating income (also described as income from operations)

	±
	Nonoperating revenues and (expenses)

	
	     Interest income

	
	     Gains

	
	     (Interest expense)

	
	     (Losses)

	=
	Income before income taxes

	-
	Income tax expense (or provision for income taxes)

	=
	Net income.  

	
	Earnings Per Share



	
	Note:  for companies that have extraordinary items and/or discontinued operations, two other amounts might be shown, and they are shown net of tax.  Net income is replaced with another subtotal, income from continuing operations.  



	=
	Income before income taxes

	-
	Income tax expense

	
	Income from continuing operations (if not continuing operations, may be referred to as income before extraordinary items)

	±
	Discontinued operations, net of tax

	±
	Extraordinary items, net of tax

	=
	Net income
Earnings Per Share


Note:  the FASB and IASB have agreed in the joint Financial Reporting project to eventually eliminate extraordinary items.  
Example
Shown below is an example income statement.  In practice, you will find many variations of the format below.  

	Smith Co.

Statement of Income

For the Year Ended December 31, 2014

	Net sales
	 $  28,975,000 

	Cost of goods sold
	18,443,827 

	Gross profit 
	10,531,173 

	Operating expenses
	

	     Selling, general & administrative, and other 
	3,664,312 

	Operating income (1)
	6,866,861 

	Nonoperating revenues and (expenses) (2)
	

	     Interest income
	17,845 

	     Gains
	226,380 

	     (Interest expense)
	(27,982)

	     (Losses)
	(15,330) 

	Income before income taxes
	7,067,774 

	Income tax expense
	2,261,688 

	Net income
	    $    4,806,086 

	Earnings Per Share
	$1.87

	(1) Also described as income from operations
	


(2) Sometimes described as Other Income and Other Expense
Review the Chipotle Statement of Income (p. 177), Apple (p. 237), American Eagle Outfitters (p. B-12), and Urban Outfitters (p. C-4) for Income Statement Examples.  Note the similarities and differences in the formats.  

To illustrate common sized financial statements, a financial analyst would use Excel to provide a common size income statement.  Note, net sales = 100%.  Chapter 13 emphasizes financial statement analysis, and preparing common size statements is discussed.   
	Smith Co.
	
	

	Statement of Income
	
	

	For the Year Ended December 31, 2014
	
	

	Net sales
	$28,975,000 
	
	100.0%

	Cost of goods sold
	18,443,827
	
	63.7%

	Gross profit 
	10,531,173
	
	36.3%

	Operating expenses
	
	
	

	     Selling, general & administrative, and other 
	3,664,312
	
	12.6%

	Operating income
	6,866,861
	
	23.7%

	Nonoperating revenues and (expenses) 
	
	
	

	     Interest income
	17,845
	
	0.1%

	     Gains
	226,380
	
	0.8%

	     (Interest expense)
	(27,982)
	
	(0.1%)

	     (Losses)
	(15,330)
	
	(0.1%)

	Income before income taxes
	7,067,774
	
	24.4%

	Income tax expense
	2,261,688
	
	7.8%

	Net income
	$4,806,086 
	
	16.6%


Note:  the common sized percentage associated with net income, 16.6%, is also net profit margin (return on sales); see the discussion previously regarding ROA and its components.  

	
	
	

	Net Profit Margin
	=
	Net Income

	
	
	Net Sales


Balance Sheet Format

The exact balance sheet format is not prescribed in U.S. GAAP.  Thus, we see variations in the way balance sheets are presented.  We will adopt the following general format for balance sheet presentation.  As a major take-away from this chapter, you should know this format and be able to reproduce it without notes or other sources of information.  An alternative statement title is statement of financial position.
	Company Name

Balance Sheet

December 31, 2014

	ASSETS

	Current Assets

	     List

	Noncurrent Assets

	     List

	Total Assets

	

	LIABILITIES AND STOCKHOLDERS’ EQUITY

	Current Liabilities

	     List

	Noncurrent Liabilities

	     List

	Total Liabilities

	Stockholders’ Equity

	     Common Stock

	     Additional Contributed Capital

	     Retained Earnings

	     Accumulated Other Comprehensive Income

	Total Stockholders’ Equity

	Total Liabilities and Stockholders’ Equity


Review the Consolidated Balance Sheets for Chipolte (p. 179), American Eagle Outfitters (p. B-11), and Urban Outfitters (p. C-3).  Note the similarities and differences in the formats.  
A simplified balance sheet from chapter 4 (taken from M4-8, p. 195) is shown below with common percentages computed (a topic in Chapter 13).  .  
	ROMNEY'S MARKETING COMPANY

Balance Sheet

December 31, 2015

Assets

Current Assets:

Cash

$1,500 

7.32%

Accounts receivable

2,200

10.74%

Interest receivable

100

0.49%

Prepaid insurance

1,600

7.81%

     Total current assets

5,400

26.35%

Notes receivable

2,800

13.67%

Equipment (net of accumulated depreciation, $3,000)

12,290

59.98%

Total Assets

$20,490 

100.00%

Liabilities and Stockholders' Equity

Liabilities

Current Liabilities:

Accounts payable

$2,400 

11.71%

Accrued expenses payable*

3,920

19.13%

Income taxes payable*

2,700

13.18%

Unearned rent revenue*

500

2.44%

     Total current liabilities

9,520

46.46%

Long-term liabilities

0

0.00%

     Total liabilities **

9,520

46.46%

Stockholders’ Equity

Contributed Capital

3,700

18.06%

Retained Earnings

7,270

35.48%

     Total Stockholders’ Equity

10,970

53.54%

Total Liabilities and Stockholders’ Equity

$20,490 

100.00%

*Assume all are current liabilities
	
	
	


** In most financial statements, the subtotal Total Liabilities is not presented

Note total assets = total liabilities and stockholders’ equity = 100%

CHAPTER LEARNING OBJECTIVES (from Textbook)
After studying this chapter, you should be able to:
5-1 Recognize the people involved in the accounting communication process (regulators, managers, directors, auditors, information intermediaries, and users), their roles in the process, and the guidance they receive from legal and professional standards. 

5-2 Identify the steps in the accounting communication process, including the issuance of press releases, annual reports, quarterly reports, and SEC filings, as well as the role of electronic information services in this process. 

5-3 Recognize and apply the different financial statement and disclosure formats used by companies in practice and analyze the gross profit percentage. 

5-4 Analyze a company’s performance based on return on assets and its components and the effects of transactions on financial ratios.
CHAPTER TAKE-AWAYS (From Authors)
1.
Recognize the people involved in the accounting communication process (regulators, managers, directors, auditors, information intermediaries, and users), their roles in the process, and the guidance they receive from legal and professional standards.

Management of the reporting company must decide on the appropriate format (categories) and level of detail to present in its financial reports. Independent audits increase the credibility of the information. Directors monitor managers’ compliance with reporting standards and hire the auditor. Financial statement announcements from public companies usually are first transmitted to users through electronic information services. The SEC staff reviews public financial reports for compliance with legal and professional standards, investigates irregularities, and punishes violators. Analysts play a major role in making financial statement and other information available to average investors through their stock recommendations and earnings forecasts. 

2.
Identify the steps in the accounting communication process, including the issuance of press releases, annual reports, quarterly reports, and SEC filings as well as the role of electronic information services in this process.

Earnings are first made public in press releases. Companies follow these announcements with annual and quarterly reports containing statements, notes, and additional information. Public companies must file additional reports with the SEC, including the 10-K, 10-Q, and 8-K, which contain more details about the company. Electronic information services are the key source of dissemination of this information to sophisticated users.

3.
Recognize and apply the different financial statement and disclosure formats used by companies in practice.

Most statements are classified and include subtotals that are relevant to analysis. On the balance sheet, the most important distinctions are between current and noncurrent assets and liabilities. On the income and cash flow statements, the distinction between operating and nonoperating items is most important. The notes to the statements provide descriptions of the accounting rules applied, add more information about items disclosed on the statements, and present information about economic events not included in the statements.

4.
Analyze a company’s performance based on return on assets and its components.

ROA measures how well management used the stockholders’ investment during the period. Its two determinants, net profit margin and asset turnover, indicate why ROA differs from prior levels or the ROAs of competitors. ROA analysis also suggests strategies to improve ROA in future periods.

