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Study Sessions

Study Session 1
Study Session 2-3
Study Session 4-5
Study Session 6-9

Study Session 10-11
Study Session 12-13
Study Session 14-15
Study Session 16-17
Study Session 18

Study Session 19

Modules

Ethical and Professional Standards

Quantitative Methods

Economics
Financial Reporting and Analysis
Corporate Finance
Portfolio Management
Equity
Fixed Income

Derivatives

Alternative Investments

Weights(2019)

15%
10%
10%
15%
10%
6%
11%
11%
6%
6%

Weights(2020)

15%
10%
10%
15%
10%
6%
11%
11%
6%
6%



Brief Introduction

Content
» Study session 6
v’ Reading 19: Introduction (¥ v%)
v’ Reading 20: Financial Report Standards (%)
» Study session 7
v'Reading 21: Understanding the 1/S (5% ¥ ¥x)
v Reading 22: Understanding the B/S (3 3 7<)
v’ Reading 23: Understanding the C/F (¥ vx v¥)
v'Reading 24: Financial Analysis Techniques (¥ v v )



Brief Introduction

Content (Cont.)

» Study session 8
v'Reading 25: Inventories (¥ ¥ %)
v'Reading 26: Long-Lived Assets (3 % 7¥)
v Reading 27: Income Taxes (3% 3% %)
v'Reading 28: Long-Term Liabilities and Leases (7 ¥x ¥<)

» Study session 9
v'Reading 29: Financial Reporting Quality (%)

v Reading 30: Financial Statements Analysis : Applications (3%)
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Frinancial statement Analysis: An Introduction

The Roles of Financial Reporting and FSA

Tasks:

» Describe the roles of financial reporting and financial statement analysis;

» Describe the roles of financial statements, the importance of supplementary
information:

» |dentify and describe information sources used in financial statement

analysis.
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The roles of financial reporting and FSA

Financial statements

(Including footnotes ) .
An Introduction PFinancial Reports and Other i Supplementary information ®
Sources of Information

Other Information Sources
Financial Statement Analysis Framework
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Roles of Financial Reporting Analysis

Definition of financial reporting

» The way companies provide information to wide range of
users, such as investors, creditors, and other interested parties

about:

v’ Financial position
v Financial performance

v Changes in financial position of an entity

The role of financial reporting analysis

» Use financial reports and other information to evaluate
company’s performance and financial position for the purpose

of making economic decisions.

11



Key rinancial Information for Analysis

e Balance Sheet

* Statement of Comprehensive income

Financial  (ash Flow Statement

Statements | |
» Statement of Changes 1n Equity

Financial Reporting * Footnotes

Sunp] Management discussion
4bp ementaq{ and analysis (MD&A)

Informations
FSA - Auditor’s report
Proxy Statement
Conference call
Other Information Press release

Webcasts

Interim reports
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slimmary

> Importance: i<

» Content:
v Financial Reporting Vs. Financial Reporting Analysis;

» Exam tips:
vV RKEEMRASTANTT, BERXZE T B

13



)

— i DX
7 4 VTWEE}& o dm *’.i

Frinancial Statement Analysis: An |Il!l'0[|llﬂi0ll

Tasks:

» Describe the key financial statements.
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» Presents a company’s current financial position by disclosing
the resources the company controls (Assets) and its obligations
to lenders or other creditors (Liabilities) at a specific point in
time.

» Elements on Balance sheet:

v Assets are the resources controlled by the firm.
v" Liabilities are amounts owed to lenders and other creditors.
v' Owner's equity is the residual interest in the net assets of an

entity that remains after deducting its liabilities.




Assets = Liabilities + Owners’ Equity

!

Obligations of the entity to
lender and other creditors.

Economic resources which Residual interest of a firm
owned by a business and calculated as Assets minus
future economic benefit Liabilities, also called net
expected to flow to the assets.

entity.

17



Income Statement

» Also known as profit and loss (P&L) statement.
» Presents information on the financial results of a company’s
business activities over a period of time.

» Net income is known as the bottom line.




Income Statement

Income — expenses = Net Income

> Income = Revenue + Other Income + Gain

v Revenue: The amount charged for the goods delivered or
service rendered in the ordinary activities of business

» Expenses = Expenses from ordinary activities of business +

Other Expense + LosS

v Expense: the outflows and depletion of assets, or incurrence

of liabilities in the course of business activities

19



Relationship hetween FHinancial Statements - 1

Balance sheet

Income statement

Revenue
Liability

— Dividend

(Expenses)

Net Income /

— A Retained Earnings

BASE Rule:
Ending R/E = Beginning R/E + Net Income — Dividend




Relationship between Financial Statements

Assets == Liabilities_,., = Equity,_

|
| |

Capital_,, =+ Retained earnings_., = Accumulated OCI, 4

|
| \

Retained earnings,,, il

end

end

ARetained earnings

|
| \

Net income == Dijvidend declared

k
| \

Revenue Expense




Practice 1

Golden Investment Co. reported the following financial statement

information:
December 31, 2016:
Assets S90,000
Liabilities 65,000
December 31, 2017:
Assets 102,000
Liabilities 75,000
During 2017:
Stockholder 5,000
Investments
Net income ?

Dividends 8,000




Practice 1

Calculate Golden’s net income and the change in stockholders’

equity for the year ended December 31, 2017.

Net income Change in stockholders' equity
A. ($3,000) 52,000 increase
B. S5,000 S2,000 decrease

C. S5,000 S2,000 increase




Practice 1

Answer: C

Stockholders’ equity, as of December 31, 2016, was $25,000
(S90,000 assets — $65,000 liabilities) and stockholders’ equity, as
of December 31, 2017, was $27,000 ($S102,000 assets — S75,000
liabilities). Stockholders’ equity increased $2,000 during 2017.
Net income for 2017 was $5,000 ($27,000 ending equity + $8,000
dividends — $5,000 stockholder investments — $25,000 beginning

equity).




Gash Flow Statement

» Reports the company’s sources and uses of cash over a period
of time.

» Elements on Cash Flow Statement
v" Cash flows from operating activities (CFO)
v" Cash flows from investing activities (CFI)

v Cash flows from financing activities (CFF)




Relationship between Financial Statements - 2

. Cash flow from operations (CFO)

. Cash flow from investing (CFl)
Cash flow from financing (CFF)

Change in cash balance
+ Beginning cash

= Ending cash




Statement of Changes in Equity

» Presents each component of equity’s beginning balance,

any changes during the period, and the ending balance.

» The basic components of owners’ equity are paid-in capital

and retained earnings.

Capital Retained Earning

Beginning 4000 2000 6000
Net Income 300 300
Owner 2000 2000

Contribution
Ending 6000 2300 8300




T-account
» Asset = Liability + Equity
v A Asset = A Liability + A Equity
v Ending R/E = Beginning R/E + Net Income — Dividend
v Ending Cash = Beginning Cash + Cash Flow In — Cash Flow Out

» Double Entry Accounting




slimmary

> Importance: < v ¥
» Content:

v Four financial statements:
v Relationships between financial statements

» Exam tips:
V KEZEEZWMMONMEEZEM, EREZELHILLER.
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Frinancial statement Analysis: An |Il!f0l|ll0“0ll

Other Information Sources

Tasks:

» Describe the objective of audits, the types of audit reports, and the
importance of effective internal controls;

» |dentify and describe information sources used in financial statement
analysis;

» Describe the steps in the financial statement analysis framework.

30
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Financial statements

(Including footnotes ) .
An Introduction PFinancial Reports and Other i Supplementary information ®
Sources of Information
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Financial Statement Analysis Framework
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» Provide information that is essential to understanding the
primary statements
v’ Basis of preparation of financial statements
v’ Significant accounting policies and methods

v’ Significant accounting estimates

v’ Explanatory information of statements' line items

v Additional disclosures (financial instruments, contingencies,
acquisitions, related parties, segments, etc)

v Footnotes must be audited.

32



MD&A/Management Commentary/management

report(ing)/operating and financial review

» Including the nature of business, past performance, and
future outlook. (contents other than financial excerpts are

typically unaudited)

v Highlight any favorable or unfavorable trends,

v’ |dentify significant events and uncertainties that affect the
company's liquidity, capital resources, and results of
operations.

v’ Information about off-balance-sheet obligations and

contractual commitments.
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suppliemental Disclosure
Audit

» An independent review of an entity’s financial statements

» Reasonably assure the statements are fairly presented (free
from misstatement and in accordance with accounting
principle)

» Must provide opinion on company’s internal controls for US

listed companies

34



slipplemental Disclosure

Auditor’s opinion

» Unqualified opinion (clean opinion): Free from material
omissions and errors, fairly presented, give a “true and fair
view".

» Qualified opinion: If statements make some exceptions to the
accounting principles.

» Adverse opinion: If statements materially depart from
accounting standards and are not presented fairly.

» Disclaimer of opinion: unable to express an opinion due to

scope limitation.

35



Practice

Which type of audit opinion would be issued if there is scope
limitation imposed on auditors?

A. Unqualified opinion

B. Disclaimer opinion

C. Adverse opinion

Answer: B
When a scope limitation occurred, auditor should issue disclaimer

opinion for the financial statements.




Other Relevant Information

Interim reports

» quarterly reports

Proxy statement

» Matters to vote in a shareholders' meeting

Press release

» Earnings' announcement

SEC filling

Conference call

Information from other sources regarding economy, industry,
the company, and competitors.

37



Financial Statement Analysis Framework

1. Purpose and Context of Analysis

2. Collect Data

. Process Data

3

. Analyze/Interpret Data

a

. Conclusions and Recommendations

a W

Update analysis periodically




slimmary

> Importance: i<

» Content:
v Disclosure of footnotes, MD&A;
v Objective of audits of financial statements, the types of audit
reports;

v' Steps in the financial statement analysis framework.

» Exam tips:
V REZ RN, BRFET#

39
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summary for the Whole Reading

The roles of financial reporting and FSA

B/S

Financial statements | |/S
(Including footnotes )

_ CF/S

An Introduction 2omerEs
Financial Reports an.d Other | MD&A
Sources of Information % Supplementary information =
| ——‘ Audit ( Gf=TEN)

Other Information Sources

Financial Statement Analysis Framework




|

I Financial Reporting >tandards

e —_—

standards-Setting Bodies andl
Regulatory Authorities

Tasks:

» Describe the objective of financial statements, the importance of financial

reporting standards;

» Describe roles of financial reporting standard-setting bodies, regulatory

authorities;
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FMimlman: rinancial Reporting SIan!Iards

The Objective of Financial Reporting \

> Standard-setting bodies B
and regulatory authorities \

IASB Conceptual Framework ®

Effective Financial Reporting |#

Financial Reporting

Standards




standard-setting Bodies

» Financial Accounting Standards Board (FASB)
v Sets U.S. GAAP

» |International Accounting Standards Board (IASB)

v Sets IFRS




Regulatory Authorities

» Government agencies have the enforcement power (IASB and
FASB don’t have)

v The Securities and Exchange Commission (SEC) in the U.S.

» Most national authorities are members of the International
Organization of Securities Commissions (I0SCO).

v" Protect investors

v Ensure that markets are fair, efficient, and transparent

v Reduce systemic risk




» Form S-1 (Securities Offerings Registration Statement)

v’ Registration statement filed for issuing new securities.

» Form DEF-14A (proxy statement)

v Proposals need to vote
v’ Executive compensation
v’ Details of security ownership

> Form 8-K

v Acquisitions and disposals of major assets.

v Changes in its management.

v Changes in corporate governance.




SEC filings required
> Form 10-K

v Annual financial statements. (Audited)
» Form 10-Q

v Quarterly financial statements. (Not necessarily audited)

> Form 144

v Notice of the proposed sale of restricted securities or

securities held by an affiliate of the issuer in reliance on

Rule 144.




Gonvergence of Glohal Financial Reporting Standards

» Many aspects of IFRS and U.S. GAAP have converged over the
past decade.

» Effective in 2008, the SEC adopted rules to eliminate the
reconciliation requirement for foreign private issuers’ financial
statements prepared in accordance with IFRS as issued by the
|ASB.

» Previously, any non-US issuer using accounting standards other

than US GAAP was required to provide a reconciliation to US

GAAP.




> Importance: <
» Content:
v The role of financial reporting standard-setting bodies,
regulatory authorities, I0SCO;
v SEC fillings;
» Exam tips:
v EELSEC fillings MR, BESR=HETS
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The International Financial Reporting
standards Framework

Tasks:

» Describe the IASB’s conceptual framework;

» Describe qualitative characteristics of financial reports, constraints on

financial reports, and required reporting elements;
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The International Financial Reporting Standards Framework

Qualitative characteristics: two fundamental characteristics

1. Relevance
v’ Information is relevant if it would potentially affect or make
a difference in user’s decisions. If omission or misstatement
of information could influence decisions, it is considered
material.
2. Faithful representation
v Complete (all information necessary is depicted), neutral

(without bias), and free from error.

51



The International Financial Reporting Standards Framework

Qualitative characteristics: four enhancement characteristics

1. Comparability
v’ Financial statements are presented in a consistent manner
among firms and over time.
2. Verifiability
v Independent and knowledgeable observers using the same

methods can obtain similar results.

52



The International Financial Reporting Standards Framework

Qualitative characteristics: four enhancement characteristics

3. Timeliness
v’ Information is available to decision makers prior to they

make a decision.

4. Understandability
v Can understand the information the statements with a

reasonable business and economic knowledge.

53



Practice 1

Under the International Accounting Standards Board's (IASB's)
Conceptual Framework, one of the qualitative characteristics of

useful financial information is that different knowledgeable users

would agree that the information is a faithful representation of
the economic events that it is intended to represent. This
characteristic is best described as:

A. verifiability.

B. understandability.

C. comparability.

Answer: A

Hd



» Valuation

v Historic cost === mMinimal judgement (Reliable)

v Fairvalue  ammp considerable judgement (Relevant)

> Measurement

v’ Asset/Liability approach B/S
v Revenue/Expense approach  1/S

B Standard setter focus on Asset/Liability approach

33



> Importance: <
» Content:
v |ASB’s conceptual framework;
» Exam tips:
v IFRSHENERFEURERFTES L FE, TEFE
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Frinancial Reporting Standards

IASB General Requirements for
Financial Statements

Tasks:

» Describe general requirements for financial statements under IFRS.

57
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Financial Reporting
Standards




» Assets

» Liabilities
» Equity

» Revenue

» Expense

59



Required Financial Statements

» Balance sheet
» Statement of comprehensive income
v' Comprehensive income
= Net Income + Other comprehensive income
1. asingle statement of comprehensive income: Reports all
items that impact shareholders’ equity but are not the
result of transactions with shareholders
2. two statements: an income statement and a statement of
comprehensive income that begins with profit or loss from
the income statement
» Cash flow statement
» Statement of changes in owners’ equity

» Footnotes



Classified balance sheet
» A classified balance sheet should to distinguish between

current and non-current assets and liabilities.

Minimum information

» The minimum line item disclosures on the face of, or in the
notes to, the financial statements are required.

Comparative information

» Comparative information should be provided for prior periods.




General Features of Financial Statements
Aggregation

» Aggregation of similar items, separation of dissimilar items.

No offsetting
» Assets and liabilities, income and expenses, are not offset

unless required or permitted by standards.

Reporting frequency

» Reporting must be prepared at least annually.




Going concern basis

» Assume the company will continue in business for the
foreseeable future.

Accrual basis of accounting

» assumes that financial statements should reflect transactions
in the period when they actually occur, not necessarily when

cash movements occur.




» Cash movement prior to accounting recognition
v' Unearned revenue (deferred revenue): 125z E
v Prepaid expense (deferred expense): {252 <E

» Cash movement after accounting recognition
v Unbilled revenue (accrued revenue): ZERIZZEIINE

v Accrued expenses: FEIRSZ{GIE




Unearned revenue (Deferred revenue)

TO Tl

|
Cash 1 Revenue 1
Unearned revenue } Unearned revenue |

Prepaid expense (Deferred expense)

TO Tl
t |

Cash Expense 1
Prepaid expense 1 Prepaid expense |




Accrued revenue (Unbilled revenue)

T T
' %
Revenue 1 Cash !
Accounts Receivable 1 Accounts Receivable |

Accrued expense

TO Tl
| |

Expense 1 Cash
Payable 1 Payable |




> Importance: < i

» Content:
v General requirements for IFRS;
v Accrual Accounting.

» Exam tips:
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summary for the Whole Reading

The Objective of Financial Reporting

w FASB-US GAAP

| w IASB-IFRS
Standard-setting bodies __{_
and regulatory authorities | v SEC-SEC Filings
Financial Reporting 105CO
Standards

2 Conceptual Framework
e
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IASB Conceptual Framework [cf ©eneral Requirements for
Financial Statements

Characteristics

Effective Financial Reporting ‘{ Barriers

-




Tasks:

» Describe the components of the income statement and alternative formats

of that statement;

» Distinguish between the operating and non-operating components of the

Income statement.
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Mindmap: Understanding the I/3

 Components and Format \
General Principles of Revenue / Expense Recognition
"~ Five Steps in Recognizing Revenue

P Basic Earning Per Share

Understanding

Income Statement

Earning Per Share { P Diluted Earning Per Share
Analysis of Income Statement

~ Comprehensive Income




Gomponents and Format

Net income = revenues + other income + gains
— ordinary expenses — other expense — losses
+/- gain (loss) from unusual or infrequent Items
+/— gain (loss) from discontinued operation

» Revenues are the amounts charged for the sale of goods or
services in the ordinary activities of a business.
v Revenue adjusted for estimated discounts is net revenue.
» Expenses reflect outflows, depletions of assets.

v Expenses are grouped together by their nature or function.

71



Multi-Step I/3 ¥s. Single-Step I/5

Single-Step 1/S (S)

Revenue

Total Revenue

Purchase

Marketing Expense

Depreciation
Interest Expense
Tax Expense
Total Expense

Net Income

5000
5000

(1800)
(800)
(400)
(500)
(300)

(3800)
1200

Multi-Step 1/S (S)

Revenue 5000
Cost of Good Sold
(COGS) (2000)
Gross Profit 3000
SG&A (1000)
EBIT 2000

Interest Expense (500)

Earning Before Tax 1500
(300)
1200

Tax Expense

Net Income

72



Multi-Step I/S — More Detailed

Income Statement

Net Revenue
- Cost of Good Sold (COGS)
Gross Profit

- SG&A

Operating Income

+/- Other income (expense)
+/- gain (loss)
+/- Unusual or Infrequent Items

Earning Before Interest & Tax

- Interest Expense

Earning Before Tax

Income Statement (continue)

Earning Before Tax

- Tax Expense

Net Income from Continuing
Operations

+/- Gain (loss) from
discontinued operation
(Net of Tax)

Net Income

73



Unusual or infrequent items (continuing operations)

» Reported “above the line” and presented on a pretax basis.

v Impairments, write-offs, write-downs

v’ Restructuring costs

v G/L from the sale of assets

/74



Non-Recurring items

Discontinued operations (presented on net of tax)

» When a company disposes of or establishes a plan to dispose
of one of its component operations and will have no further
involvement in the operation:

v During the phaseout period: Any loss or gain should be
recoghized in the discontinued operations

v" On the actual disposal date: Any loss or gain on the sale of
the business should be recognized in the unusual or

infrequent items (above the line).

75



> Importance: < i
» Content:
v' Components of the income statement and alternative
presentation formats of that statement;
v" Financial reporting treatment and analysis of changes in
accounting policies.
» Exam tips:
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General Principles of
Revenue Recognition & Expense Recognition

Tasks:

» Describe general principles of revenue recognition

» Describe general principles of expense recognition and implications of expense

recognition choices for financial analysis

17
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Mindmap: Understanding the I/3

 Components and Format

General Principles of Revenue / Expense Recognition \

"~ Five Steps in Recognizing Revenue

Understanding

P Basic Earning Per Share

Earning Per Share '{ P Diluted Earning Per Share

Analysis of Income Statement

Income Statement

~ Comprehensive Income




Revenue Recognition - General Principles

Accrual method of accounting

» Revenue is recognized when it is earned and expenses are
recognized when it is incurred.

» Accrual accounting does not necessarily coincide with the

receipt or payment of cash.

79



» A general principle of expense recognition is matching principle
v' COGS
v Depreciation and amortization
v Doubtful account

v Warranties

» Period expenses: cannot be directly tied to revenue generation,
should be expensed in the period incurred.

v Admin cost




Aggressive Accounting & Gonservative Accounting

» Aggressive accounting policies means increase the assets, revenue and
decrease liabilities and expense.
v" Earlier revenue recognition mmp Aggressive

v’ Later expense recognition mEp Aggressive

v’ Later revenue recognition = Conservative

v’ Earlier expense recognition ™ Conservative




> Importance: <
» Content:
v General principles of revenue recognition
v'  General principles of expense recognition
» Exam tips:
v T BN ER A By R
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FUnderstanding the I/5

Tasks:

» Describe accounting standards for revenue recognition
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Mindmap: Understanding the I/3

 Components and Format

General Principles of Revenue / Expense Recognition

"~ Five Steps in Recognizing Revenue \

Understanding

P Basic Earning Per Share

Earning Per Share '{ P Diluted Earning Per Share

Analysis of Income Statement

Income Statement

~ Comprehensive Income




Ghen's Very Important Tips

» The requirement for this task in our CFA exam is just

“describe”, but the accounting is really complex

» So we will just focus on the examples in the text book




Revenue Recognition - Five Steps

Five Steps In recognizing revenue:

1. ldentify the contract(s) with a customer.
2. ldentify the performance obligations in the contract.
3. Determine the transaction price.

4. Allocate the transaction price to the performance

obligations in the contract.

5. Recognize revenue when (or as) the entity satisfies a

performance obligation.




Revenue Recognition - Exampie 1

» Builder Co. enters into a contract with Customer Co. to
construct a commercial building.

» Builder Co. identifies various goods and services to be provided,
such as pre-construction engineering, construction of the
building’s individual components, plumbing, electrical wiring,
and interior finishes.

» Question

v With respect to “Identifying the Performance Obligation,”
should Builder Co. treat each specific item as a separate

performance obligation to which revenue should be allocated?




Revenue Recognition - Exampie 1

> Answer

v The standard provides two criteria, which must be met, to
determine if a good or service is distinct for purposes of
identifying performance obligations.

1. First, the customer can benefit from the good or service either

on its own or together with other readily available resources.

2. Second, the seller’s “promise to transfer the good or service to

the customer is separately identifiable from other promises in

the contract.”

v" In this example, the second criterion is not met.




Revenue Recognition - Example 2

» Builder Co.’s contract with Customer Co. to construct the
commercial building specifies consideration of S1 million.
» Builder Co.’s expected total costs are $700,000.
» The Builder incurs $420,000 in costs in the first year.
» Question
v Assuming that costs incurred provide an appropriate
measure of progress toward completing the contract, how
much revenue should Builder Co. recognize for the first year?
» Answer
v The Builder has incurred 60% of the total expected costs
(S420,000/5700,000) and will thus recognize $S600,000 (60%

x S1 million) in revenue for the first year




Revenue Recognition - Example 3

» Assume that Builder Co.’s contract with Customer Co. to
construct the commercial building specifies consideration of S1
million plus a bonus of $200,000 if the building is completed
within 2 years.

» Builder Co. has only limited experience with similar types of
contracts and knows that many factors outside its control (e.g.,
weather, regulatory requirements) could cause delay.

» Builder Co.s expected total costs are $700,000. The Builder
incurs $420,000 in costs in the first year.

» Question
v Assuming that costs incurred provide an appropriate

measure of progress toward completing the contract, how
much revenue should Builder Co. recognize for the first year?

90



Revenue Recognition - Example 3

> Answer
v The standard addresses so-called “variable consideration” as

part of determining the transaction price.

v" A company is only allowed to recognize variable consideration if
it can conclude that it will not have to reverse the cumulative
revenue in the future.

v" In this case, Builder Co. does not recognize any of the bonus in
yvear one because it cannot reach the non-reversible conclusion
given its limited experience with similar contracts and potential

delays from factors outside its control.
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Revenue Recognition - kxampie 4

» Assume all facts from Example 3. In the beginning of year two,
Builder Co. and Customer Co. agree to change the building floor
plan and modify the contract.

» As a result the consideration will increase by $150,000, and the

allowable time for achieving the bonus is extended by 6 months.

» Builder expects its costs will increase by $120,000.

» Also, given the additional 6 months to earn the completion
bonus, Builder concludes that it now meets the criteria for
including the $200,000 bonus in revenue.

» Question

v How should Builder account for this change in the contract?
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Revenue Recognition - kxampie 4

» Answer
v The converged standard provides guidance on whether a change

In @ contract is a new contract or a modification of an existing

contract.

* To be considered a new contract, the change would need to
involve goods and services that are distinct from the goods
and services already transferred.

v" In this case, the change does not meet the criteria of a new
contract and is therefore considered a modification of the
existing contract, which requires the company to reflect the

Impact on a cumulative catch-up basis.
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Revenue Recognition - kxampie 4

> Answer

v Therefore, the company must update its transaction price and
measure of progress.

* Builder’s total revenue on the transaction (transaction price)
is now $1.35 million (S1 million original plus the $150,000
new consideration plus $200,000 for the completion bonus).

* Builder Co.’s progress toward completion is now 51.2%
(S420,000 costs incurred divided by total expected costs of
$820,000).

v Based on the changes in the contract, the amount of additional

revenue to be recognized is $91,200, calculated as (51.2% %

S1.35 million) minus the $600,000 already recognized.
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Revenue Recognition - kxampie o

» Assume a Company operates a website that enables customers
to purchase goods from various suppliers.

» The customers pay the Company in advance, and orders are
nonrefundable.

» The suppliers deliver the goods directly to the customer, and the
Company receives a 10% commission.

» Question

v Should the Company report Total Revenues equal to 100% of
the sales amount (gross) or Total Revenues equal to 10% of

the sales amount (net)?
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Revenue Recognition - kxampie o

> Answer

v Revenues are reported gross if the Company is acting as a
Principal and net if the Company is acting as an Agent.

v" In this example, the Company is an Agent because it isn’t
primarily responsible for fulfilling the contract, doesn’t take any
inventory risk or credit risk, doesn’t have discretion in setting
the price, and receives compensation in the form of a

commission.

v Because the Company is acting as an Agent, it should report only

the amount of commission as its revenue.




> Importance: < 5%
» Content:

v Accounting standards for revenue recognition
» Exam tips:

Vo T RN A T AL R
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FUnderstanding the I/5

Tasks:

» Describe how earnings per share is calculated.
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Mindmap: Understanding the I/3

 Components and Format

General Principles of Revenue / Expense Recognition

"~ Five Steps in Recognizing Revenue

P Basic Earning Per Share \
Earning Per Share '{ P Diluted Earning Per Share

Analysis of Income Statement

Understanding

Income Statement

~ Comprehensive Income




» EPS is the most commonly used corporate profitability

performance measure for publicly-traded firms

* Basic EPS
 Diluted EPS

» A simple capital structure contains no potentially dilutive

securities.

* Firm reports only basic EPS.

» A complex capital structure contains potentially dilutive

securities.

* Firm must report both basic and diluted EPS.




_ N|-Div oreferred stock
BasiC EPS =

Weighted average number of common shares outstanding

» Weighted average number of common share outstanding
* New issue, repurchase is weighted by time (days or months)
* Stock dividend/split is not weighted by time, instead it
should adjust the number of common share which exist
before the stock dividend or split.

(Eg: 3-for-2 split: two shares split to three shares)
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Basic EPS

Example:
» Golden Investment Co. had 1,000,000 shares outstanding at

the beginning of last year, during the year, Golden Investment

Co. has following equity related activities:

Common Stock (in ‘000 shares)

Jan. 1t 1,000 outstanding
Mar. 15t +600 (new issue)
May. 15t 2-for-1 split

Jul. 1%t -400 (repurchase)
Oct. 15 10% stock dividend

» What’s the weighted average number of shares outstanding at

the end of the year? 102



Answer: The weighted average number of common stocks outstanding during the
vear is calculated as following:

Common Stock (in Subtotal
‘000 shares) (in ‘000)

Jan. 1t 1,000 outstanding x12/12 x2 x1.1 =2,200

Mar. 15t  +600 new issue x10/12 x2 x1.1 +1,100

May. 15t 2-for-1 split
Jul. 15t -400 repurchase

x06/12 x1.1 -220

Oct. 15 10% stock dividend

The weighted average number of common stock 3,080
outstanding 103



> Importance: < v< %
» Content:

v" Calculation of basic EPS.

» Exam tips:
v ItEHAKEPS, (LHitEH! )




rllmlersmnding the I/5

Tasks:

» Describe between dilutive and antidilutive securities, and describe the

implications of each for the earnings per share calculation.
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Mindmap: Understanding the I/3

 Components and Format

General Principles of Revenue / Expense Recognition

"~ Five Steps in Recognizing Revenue

Understanding

P Basic Earning Per Share

Earning Per Share { P> Diluted Earning Per Share \

Analysis of Income Statement

Income Statement

~ Comprehensive Income




» Dilutive securities decrease EPS if exercised or converted into

new common stock

v Convertible preferred stock
v Convertible debt
v" Stock options / Warrants

» Anti-dilutive securities increase EPS if exercised or converted
into common stock. (Don’t include such security in the

computation of dilutive EPS)

» Diluted EPS can not be higher than Basic EPS
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Orange Company’s net income for 2004 was $7,600,000 with
2,000,000 shares outstanding. The average share price in 2004
was S55. Orange had 10,000 shares of eight percent $1,000 par
value convertible preferred stock outstanding since 2003. Each
preferred share was convertible into 20 shares of common stock.

Orange Company’s diluted earnings per share (Diluted EPS) for

2004 is closest to:
A. S3.45
B. $3.40
C. 53.80




Answer: B

Conv. perferred stock :
(7,600,000-10000*8%*1000+10000*8%*1000)/
(2,000,000+10,000*20)=3.45

Basic EPS=(7,600,000-10,000*8%*1000)/2,000000=3.4

So, Anti-diluted!

Diluted EPS=3.4

Basic EPS=3.4
110
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(NI - Div.preferred )+ (Convdebt interest)(1—t)
Weighted Shares from

average |+| conversion of

Diluted EPS =

shares conv. debt
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EBIT S1,000
Interest exp. 0
EBT S1,000
Tax exp. 400
@40%

NI S600

After-tax interest on convertible debt

1/S (partial) | No Debt Vs. | Debt Difference
FInancing Financing

$1,000

After-tax Interest on Gonvertibie Debt

200 S200 (Exp. increase)

S800

320 S80 (Tax saving)

S480 S120 (Actual cost of

debt financing)

Actual cost of debt financing $120 = $200 - S80, Tax saving S80 =
S200%40%. Actual cost of debt financing = $200 - $S200%40% =
S200%(1 — 40%) = Interest exp. X(1 — tax rate)
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Golden Service Inc. had net income $1,250,000, and pays non-
convertible preferred stock dividend $120,000. The company had
a weighted average of 500,000 common shares outstanding
during the year. There was $750,000 of 8% convertible bonds
outstanding, convertible into a total of 60,000 shares. Assuming
the tax rate of 30 percent, calculate Golden Service’s diluted EPS:
A.S2.13.

B. $1.94.

C. 52.09.
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Answer: C

. NI—nonconv.ps dividend $1,250,000—120,000
Basic EPS = e e T

. = —=$2.26
Weighted average No.CS 500,000

Diluted EPS

NI — nonconv. ps dividend + conv. bonds interest X (1 — t)
Weighted average No. CS + shares from conv. bonds

~ $1,250,000 — 120,000 + $750,000 X 8% X (1 — 30%)
B 500,000 + 60,000

= $2.09
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Options and Warrants
1.9 BEM: FEFRE NMEINR SRR ES
2. 3353 FRISZ: 7o

(NI - Div preferred )

Diluted EPS = .
Weighted |
Shares issuable
average |+ |
from option | warrants
shares
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Treasury Stock Method for Options and Warrants

» Funds received from the exercise of the options would be
used to hypothetically repurchase shares in the market at the

average market price.

» The netincrease in the number of shares: the difference
between the number of shares issued and the number of

shares hypothetically repurchased.




Example - Options / Warrants

The following relates to a company’s common equity over the course of the year:

* Qutstanding shares, at start of the year 2,000,000
* Stock options outstanding, at start & end of the year 100,000
e Exercise price: S5.00

* Shares issued on April 1 300,000
* Shares repurchased (treasury shares) on July 1 200,000

* Average market price of common shares for the year $20/share

If the company’s net income for the year is $5,000,000, its diluted EPS is closest
tO:

A.S2.17.
B. $2.20.
C.S2.27.
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Example - Options / Warrants

Answer .
mm
Jan. 15t 2,000,000 x12/12 =2,000,000
outstanding
Apr. 15t + 300,000 (new issue) %x9/12 +225,000
Jul. 1t -200,000 X06/12 - 100,000
(repurchase)
The weighted average number of common 2,125,000

stock outstanding

Stock Option {H1EAFESEENE = 100,000-5%100,000/20=75,000
Diluted EPS=5M/ (2.125+(100,000-5%100,000/20))=2.27




Diluted EPS (Cont.)

Basic EPS

net income - preferred
dividends /f

— _J#_——%Eﬁ:&,ﬁ%_
4 g Q“‘-""-‘-EE%;?E

"weighted

average
_ shares

\

\

. 7
shares from
conversion of

conv. pfd. shares

A

Include only if
security is dilutive

I

convertible | ( convertible
preferred debt (1-t )

dividend g Int erest

shares from shares i
+| conversion of |+| I1ssuable from

conv. debt options/warrants ,

Include only if

security is dilutive
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» Only those securities that would reduce EPS below basic EPS
if converted are used in the calculation of diluted EPS.
* Convertible preferred stock: is dividends/new shares <
pasic EPS?
* Convertible debt: is interest (1 — t)/new shares < basic EPS?
* Options and warrants: is avg. market price > exercise price?

» If the answer is yes, the security is dilutive.




> Importance: < v< v%
» Content:

v" Calculation of dilutive EPS.
» Exam tips:
V T EREFEREEPS, (W HITEMA! )
v OWIR S A SRR M FEPSH T, H i BT
R AL 7
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Analysis of Income Statement
& Gomprehensive Income

Tasks:

» Convert income statements to common-size income statements.

» Describe, calculate, and interpret comprehensive income.
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"~ Five Steps in Recognizing Revenue

Understanding

P Basic Earning Per Share

Earning Per Share '{ P Diluted Earning Per Share

Analysis of Income Statement
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~ Comprehensive Income \




Common-Size Income Statement

» Express each income statement item as a percentage of
sales.
» Used to analyze changes in cost structure, profitability and

company’s strategies.

Income
. Year 1 Year 2 Industry Av

COGS 58% 63% 60%
SG&A 19% 24% 20%
Net income 8% 12% 10%




Comprehensive income

» Comprehensive income includes both net income and other

comprehensive income.

Other comprehensive income

» Foreign currency translation gains and losses.

» Adjustments for minimum pension liability (DB plan).

» Unrealized gains and losses from cash flow hedging derivatives.
» Unrealized gains and losses from available-for-sale securities.

» Valuation Surplus for long-lived asset (IFRS only).




Comprehensive Income (S)
Net Income 100
Gain in foreign currency translation
Adjustment for minimum pension liabilities

Unrealized loss from cash flow hedging derivatives

Unrealized gain from available for sale securities

Comprehensive Income 120




Practice 1

An analyst gathered following information about TWG, a cake

manufacturer:

ltems (for the current year)
Net iIncome
Dividend Paid
Realized loss from available-for-sale security
Actuarial gain from DB plan
Unrealized gain from trading security
Unrealized loss from cash flow hedging
derivatives

What's the comprehensive income of TWG?




Practice 1

Answer.

The calculation is showing below:

Iltems
Net income
Actual gain from DB plan
Unrealized loss from cash flow hedging - 100
derivatives

Comprehensive Income




> Importance: < <
» Content:

v Evaluate a company’s financial performance using
common-size income statements and financial ratios based
on the income statement;

v' Calculate, and interpret comprehensive income.

» Exam tips:
v % Z common size F| 1 & W 44 ik U 3 (Zk T Revenue)
V ITEZ A m (X TOCIHE B Wit 2 2 X %) o
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