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Please see Appendix for any Acronyms not Identified in Context.
Generally Accepted Accounting Principles (GAAP)
Conventions, Rules, Guiding Principles

· Objective: So that Investors and Users can make Informed Decisions.  Third-parties who must rely on financial statements and information have a right to be assured that the data are free from bias and inconsistency, whether deliberate or not.  This requires:
· Full and Fair Disclosure

· Consistency and Comparability between Entities
· GAAP is the standard framework of guidelines for financial accounting primarily used in the U.S.A. It includes the standards, conventions, and rules accountants follow in recording and summarizing transactions, and in the preparation of financial statements.  One key aspect of GAAP is an emphasis on "general" as a practical realization of variability in method. GAAP accommodates some variation in applied accounting methods as long as the methods generally adhere to this set of principles, which are more broad than specific.  

· GAAP embodies the historical cost, accrual basis of accounting (although there are now various requirements for certain transactions, assets, and/or liabilities to be reported at fair value).

· GAAP establishes general principles for:

· Recognition of a transaction, event, or condition

· Measurement

· Presentation and classification

· Disclosure
Who/What Establishes GAAP?

· Financial Accounting Standards Board (FASB) – the current principal authority

· American Institute of CPAs (AICPA) – often addresses specialized industries or specialized transactions

· Securities and Exchange Commission (SEC) – has authority to establish disclosure for public companies, and oversees certain other standards setters

· Other Bodies and Other Literature

· Interpretations and interpretive guidance issued by FASB, SEC, AICPA

· Industry practice develops over time

· Some accounting guidance even appears woven into the auditing literature

GAAP Hierarchy

· Level “A” is the highest, gradually working down.  If by some unusual chance a “higher level GAAP” source is different from a lower level, follow the higher level.

· Level A – SFAS, FINs, APBs, and ARBs

· Level B – FASB Technical Bulletins, AICPA Industry A&A Guides and SOPs

· Level C – ACSEC Practice Bulletin, EITFs

· Level D – AICPA Accounting Interpretations, FASB Q&As, Industry Practice

· Level E – Others (Large public accounting firms, educational institutions, etc.)

Additional Rules for Public Companies

· The rules and interpretive releases of the Securities and Exchange Commission (SEC) have authority similar to Level A pronouncements for SEC registrants. In addition, the SEC staff issues Staff Accounting Bulletins (SABs) representing practices followed by the staff in administering SEC disclosure requirements. The SEC's Chief Accountant has also said that the SEC staff would challenge any accounting that differs from a consensus of the FASB Emerging Issues Task Force, because the consensus position represents the best thinking on areas for which there are no specific standards.
· Regulation S-X – the principal accounting regulation of the SEC, containing substantially all the requirements for financial statement, related footnotes, and supplemental financial schedules required for inclusion in documents filed with the SEC.

· Regulation S-K – describes financial and other information required in documents filed with the SEC.  For example, it describes requirements for Management’s Discussion and Analysis, Selected Financial Data, and Description of the Business.
· FRRS – the Financial Reporting Releases are designed to communicate the SEC’s positions on certain accounting and auditing principles and practices.
· AAERs – Accounting and Auditing Enforcement Releases are released by the SEC in connection with enforcement actions brought against registrants and accountants.
· SABs – Staff Accounting Bulletins represent interpretations and practices followed by the SEC’s Division of Corporate Finance and Office of the Chief Accountant in connection with disclosure requirements of the federal securities laws.  They are not an official part of Reg S-X, and are not “rules” of the Commission.  However, they serve an important function in that they advise the public of current Staff practices and interpretations.
· Forms and instructions themselves (particularly with regards to disclosure).
Overriding Concepts

Entity

· Corporations
· Partnerships

· LLPs, LLCs

· Proprietorships

· Consolidated Groups 

Reporting Period and Operating Cycle

· Refers to the period of time needed to convert cash into materials and services, then into products, then by sale into receivables, and finally back into cash when collected.

· Operating cycle: generally a year -- most common periods:  

· 365 days

· 52/53 weeks ending either on the last specific day of a given month (“the last Saturday in December”), or the closest specific day to the actual month-end (“the closest Friday to October 31”)
· Periods: annual or interim
· Private companies – generally two years comparative

· Public companies:

· Smaller reporting companies (new) – two years’ comparative

· Other public companies – two years’ balance sheets, three operations, stockholders’ equity, and cash flows

· Required periods can differ in certain circumstances:

· Registration statements may require updated reviewed interim “stub” periods

· Financial statements of acquired companies may not be as extensive, depending on size of acquisition compared to the purchaser
· Non-standard periods:

· Inception-date forward

· Development phase (includes cumulative information)

· Change in year-end

Accrual Accounting and the Matching Principle

· Recording of financial effects in period of transaction as opposed to when paid or received – for example, record the sale of widgets when the sale is completed, not when the cash is received.
· Matching: Expenses should be matched with the revenues they generate or the periods they benefit – for example, wages paid to production workers become part of the cost of the products they build, and are not expensed until the inventory is sold.

· Systematic and rational allocation over time -- for example, the cost of a computer is depreciated on a straight-line or other systematic method over the period it is expected to be used.

· Immediate – some costs are expensed immediately, either because the period benefited is very short, or at the time the liability becomes recognizable, no future benefit is expected – for example, most office supplies are expensed. 
Historical Cost/Fair Value

· Generally transactions are reported at their historical cost.
· Certain items required to be reported at fair value (FV) – common examples include marketable securities and certain other investments, certain equity instruments classified as liabilities, and long-lived assets that have been impaired.
· Move towards FV Accounting – new professional pronouncements:

· SFAS 157, Fair Value Measurements: SFAS 157 defines fair value, establishes a framework for measuring fair value in accordance with GAAP, expands disclosures about fair value measurements, and applies under other accounting pronouncements that require or permit fair value measurements. SFAS No. 157 does not require any new fair value measurements, but may change current practice for some entities.  Implementation for non-financial assets and liabilities has been deferred until fiscal years beginning after November 15, 2008, with the remainder of SFAS No. 157 effective for financial statements issued for fiscal years beginning after November 15, 2007, with early adoption permitted.  

· SFAS 159, The Fair Value Option for Financial Assets and Financial Liabilities — Including an Amendment of FASB Statement No. 115:   SFAS No. 159 permits an entity to choose to measure many financial instruments and certain other items at fair value. Most of the provisions in SFAS No. 159 are elective; however, the amendment to SFAS No. 115, Accounting for Certain Investments in Debt and Equity Securities, applies to all entities with available-for-sale and trading securities. The fair value option established by SFAS No. 159 permits all entities to choose to measure eligible items at fair value at specified election dates. A business entity will report unrealized gains and losses on items for which the fair value option has been elected in earnings at each subsequent reporting date. The fair value option (a) may be applied instrument by instrument, with a few exceptions, such as investments otherwise accounted for by the equity method, (b) is irrevocable (unless a new election date occurs), and (c) is applied only to entire instruments and not to portions of instruments. SFAS No. 159 is effective for fiscal years beginning after November 15, 2007. 

Going Concern

· Assumption that entity IS a going concern

· ‘Going concern’ opinion or references

· Liquidation accounting – reduce assets to their net sale value assuming immediate sale 

· Example “going concern” paragraph:

“The accompanying financial statements have been prepared assuming that the Company will continue as a going concern.  As discussed in the Summary of Accounting Policies, the Company has sustained cumulative losses from operations and has a shareholders’ deficit and negative working capital at December 31, 2007. These conditions raise substantial doubt about its ability to continue as a going concern.  Management’s plans regarding those matters are also described in Note 1.  The financial statements do not include any adjustments that might result from the outcome of this uncertainty.”
Consistency and Comparability

· Within the entity’s financial statements

· Comparable period to period

· Changes in accounting policy

· Classification (short term vs. long term)
Substance over Form

· Transactions must be accounted for consistent with their economic substance.
· Potential “exceptions”

· Software and revenue recognition

· Certain equity transactions

Conservatism

· Accounting conservatism is traditionally defined by the adage "anticipate no profit or gain, but anticipate all losses." 

· Historical “bias” of accountants.
· GAAP looks for the right answer, not necessarily the most conservative one.
Revenue Recognition

· Revenue is generally recognized when it is realized or realizable and the earnings process is complete.
· Focus of scrutiny

· Subject of most restatements

· Revenue recognition criteria
· Persuasive evidence of an arrangement exists (contracts, purchase orders, etc.).
· Delivery has occurred or services have been rendered (seller has completed its responsibilities, etc.)
· The seller’s price to the buyer is fixed or determinable (future connections not expected, etc.)
· Collectibility is reasonably assured (at the time of sale – not the same as a debt that goes bad)
Materiality

· Magnitude of misstatement or omission which would have changed or have influenced user of accounting information.
· Quantitative measures – for example,  x % of revenue, or of pre-tax profit, or net income.  Some common measures used are 5% of pre-tax income, 1-2% of revenues, etc.

· Qualitative measures – does a difference change a trend (increasing revenues or profits, for example), or change income to a loss?  Is the difference in a line item or area of focus, such as revenue?  Does the difference result in violation of a loan covenant, or a change in another “sensitive” measurement, such as analysts’ expectations?  If so, a much smaller degree of error or difference can be tolerated.
· In SAB 99, the SEC states that use of a percentage ceiling test alone to make materiality determinations about an item is not acceptable. The SEC Staff has no objection to the use of a percentage threshold as an initial assessment of materiality.  However, SAB 99 stresses that evaluations of materiality require registrants and auditors to consider all of the relevant circumstances, and that there are many circumstances in which misstatements below that percentage threshold could be material.
· SFAS 154, Accounting Changes and Error Corrections, calls for “retrospective application” for voluntary changes in accounting principle unless otherwise prescribed by a new accounting pronouncement, and uses the term “restatement” to refer to revision of previously issued financial statements to correct an error.  Retrospective application means that a change in accounting principle is treated by restating comparative financial statements (as far back as is practicable) to reflect the new method as though it had been applied all along. Corrections of errors (as opposed to a change in estimate), are also treated by restating prior periods; however, they are specifically identified as “restatements.”
· SAS 107, Audit Risk and Materiality in Conducting an Audit, deals with the auditor’s consideration of materiality in designing and conducting audits, and “…recognizes that some matters, either individually or in the aggregate, are important for fair presentation of financial statements in conformity with generally accepted accounting principles, while other matters are not important.”
Full Disclosure

· Not only the numbers, but the surrounding facts.
· Enough to make the financial and other information “not misleading.”

The Accounting Cycle
Company Information, Records and Accounting System

· Provide information needed to prepare financial statements

· Systems differ, but aim is the same

· Processes and controls can be automatic, manual, or a combination

· Frauds result from break in the flow of information through the system

Source Documents 
· Usually begin outside accounting department – and even outside the company itself

· Examples of internally generated source data could be payroll timecards or logs, checks, bank deposit slips, invoices, etc.

· External examples of source documents could include bank statements, vendor invoices, customer purchase orders, broker statements, etc.

· In trying to determine the validity or reliability of financial data, externally-produced information is generally considered more reliable than internal information.
Journals and Ledgers 
· Accounts are set up to set up to record and maintain information from or about transactions or sets of transactions.
· Accumulate information about sets of transactions or balances in accounts.
· May record transactions in a journal or ledger first, then “post” to general ledger.
Journal Entries and Adjustments

· Record transactions

· Could be one by one, particularly for significant transactions (for example, recording the purchase of another business).
· Set of like transactions

· Used to adjust results of standard system
· Periodic recurring entries – either the same amounts or from the same source (for example, a monthly estimate of depreciation expense)

· Reversing entries – often used to accrue amounts which will be reversed the next month and replaced with that month’s amounts (for example, recording estimated uninvoiced or unvouchered – meaning not yet entered into the accounts payable system – legal fees)
· Used to record items not susceptible to standard system – for example, recording the write down of goodwill due to an annual impairment analysis
General Ledger 

· Set of all accounts

· Result of all journals and adjustments
· Usually electronic now – the name relates back to big “ledger” books, with a page for each account.
Trial Balance 
· Point in time summary
· Often prior to final analysis or adjustments

Financial Statements

· Prepared from trial balance(s)

· Consolidation workpapers

· Disclosure information also accumulated

· Basic financial statements

· Balance sheet

· Statement of operations

· Statement of changes in equity

· Statement of changes in cash flows
· Could include other special statements as well

Internal Controls – General Concepts

Control Environment

· “Tone at the top”

· Organization structure

· Involvement of board of directors and audit committee

· Personnel policies and practices

· Company level controls 

Objectives of Internal Control within the Accounting System

· Only valid transactions are identified and recorded

· Transactions are described in sufficient detail for timely financial reporting 

· Transactions are properly recorded at appropriate amounts in the appropriate period

· Transactions and the related disclosures are properly presented in the financial statements

Control Procedures

· Authorization

· Segregation of duties

· Adequate documents and records to ensure proper recording

· Safeguards  over access to and use of assets and records

· Monitoring

Sarbanes-Oxley (SOX) Section 404

· Management’s assessment

· Auditors’ assessment

· Accelerated filers

· Other public companies

· Effect on private companies

GAAS (and Other Levels of Care)

Outside Accountants’ Levels of Care

Compilation

· A compilation report states that the CPA has compiled the financial statements in accordance with SSARS, that a compilation is limited to presenting  in the form of financial statements information that is the representation of management, and the CPA does not express an opinion or any other form of assurance on them.
· Do not have to include footnotes or cash flows, but that limitation must be mentioned in the report.
· The CPA does not have to be independent, but that limitation must be mentioned in the report.
· The CPA’s responsibility is to see that the financials are free from obvious material misstatement.
Review 

· A review report states that the CPA has reviewed the financial statements in accordance with SSARS, that a review consists principally of inquiries of company personnel and analytical procedures, that a review is substantially less in scope than an audit, and that the CPA is now aware of any material modifications that should be made in order to be in conformity with GAAP.
· CPA must be independent

· Must include notes and cash flows

Audit

· The audit opinion states that the CPA has audited the accompanying financial statements in accordance with GAAS, and that those financial statements present fairly the financial position and results of operations of the audited entity in accordance with GAAP. 

· The auditor evaluates whether financial statements prepared by management are fairly presented in accordance with GAAP.  The auditor has a responsibility to plan and perform the audit to obtain reasonable assurance about whether the financial statements are free of material misstatement (whether caused by error or fraud).

· May also audit system of internal controls.

· An audit report is the highest level of assurance the CPA can offer.  
Other Reports and Financial Information

· Management's discussion and analysis (MDA)

· Other financial information in a document

· Pro-forma financial statements or information

The Audit Itself

Purpose -- Verification of management's accounting assertions

· Existence:  does what is in the account actually exist?  For example, is there really inventory at all the locations in the amounts indicated?

· Completeness: have all the transactions for the period been recorded?  For example, did all the potential legal expenses get recorded, or have they forgotten to accrue for the boutique firm handling the separation matter?
· Valuation:  what is it really worth?  A great example today is auction-rate securities, which may not be worth what the Company paid for them.
· Rights and obligations: who really has title, or owes the obligation, at the given point in time?  Sometimes, for GAAP purposes, these are not necessarily legal rights – for example, certain leased assets are capitalized on the books of the lessee even though legal title remains with the lessor.  
· Presentation and disclosure: Balances not only must be properly measured but also adequately described and disclosed. Trade (customer) receivables, employee advances, employee loans, and a loan to a related party are all receivables. However, the presentation of each must reflect the individual characteristics of the transactions, because their import to and implications on the business can be very different.
An audit is NOT an examination of each transaction.
An audit is designed to provide reasonable assurance that material errors or irregularities are detected.
Procedures to Verify Assertions

· Testing system

· Testing transactions

· Confirmations

· Observing physical inventory

· Inquiries

· Analytical procedures

· Other evidence 

The Audit Report

· Unqualified/Clean opinion “…the financial statements present fairly…”
· Qualified/Modified Opinions

· Except for:

· Scope Limitation (for example, auditor did not “observe” beginning of year inventories for a new client)

· Departure from GAAP (for example, significant uncertainty)
· Explanatory Paragraphs:

· Going concern – doubt about the entity’s ability to continue

· Change in accounting principle or application that affects comparability

· Correction of an error 

· Different opinion than previously expressed

· Supplementary information required by FASB or GASB

· Certain issues related to other information in a document

· Reference to another or a predecessor auditor

· Emphasis of a matter 
· Disclaimer/Scope Limitation “…the scope of our work was not sufficient to enable us to express, and we do not express, an opinion …”
· Adverse option/GAAP Departure “…the financial statements mentioned do not present fairly…”

The Audit Staff

· Engagement partner

· Concurring reviewer (public companies, some private companies)

· Manager

· Senior

· Staff

· Other consultants and experts 

Audit Workpapers

· AS3: written record of basis for opinion

· Permanent file documentation

· Planning and general information
· Document detailed systems evaluation, transaction reviews, and internal controls
· Audit program

· Detail workpapers – document procedures performed and evidence obtained

· Document significant findings or issues, actions taken to address them, and bases for conclusions

· Document and resulting changes in approach, sampling, scope, etc.
· Reporting information

· CAJEs, EJEs, RJEs, AJEs, PAJEs

· Consolidation workpapers

· Report workpapers

· Summary memoranda

APPENDIX – SOME OF THOSE WEIRD ACCOUNTING and BUSINESS-RELATED ACRONYMS:

Selected Definitions and Explanations/Examples

404 – Section 404 of the Sarbanes-Oxley Act of 2002.  This is the section that requires a publicly-held registrant to document, test, examine and opine on the effectiveness of its system of internal controls.  Currently, accelerated filers must do so – and their IRPAF also issues an opinion on the Company’s internal controls as well.  Beginning with fiscal years ending after December 15, 2007, non-accelerated filers also submit management’s assessment of the Company’s IC system.  The SEC has proposed that two years later, their auditors will also opine on the Company’s IC.

AAERs – Accounting and Auditing Enforcement Releases are released by the SEC in connection with enforcement actions brought against registrants and accountants.

ACSEC – Accounting Standards Executive Committee.

AICPA – American Institute of Certified Public Accountants.

AIN – AICPA Accounting Interpretation.

AJEs – Adjusting Journal Entries.

APB – Accounting Principles Board Opinion.

ARB – Accounting Research Bulletins.

ASB – Auditing Standards Board of the AICPA.

ASR – Accounting Series Release.  The ASRs covered a wide range of accounting and enforcement topics, and some are still referred to today.  However, in 1982 they were replaced with FRRs and AAERs.

CAJEs – Client Adjusting Journal Entries.

CD – Control Deficiency.  A deficiency in internal control over financial reporting exists when the design or operation of a control does not allow management or employees, in the normal course of performing their assigned functions, to prevent or detect misstatements on a timely basis.
CJEs – Consolidation Journal Entries.

CMA – Certified Management Accountant.

CPA – Certified Public Accountant.

EBITDA – Earnings before interest, taxes, depreciation, and amortization.  This is a measurement often favored by analysts and investors; interest and taxes are added back as they are often considered outside of the realm of “normal” operations, and depreciation and amortization are added back because they are non-cash items.

EDGAR – Electronic Data Gathering And Retrieval system.  EDGAR  performs automated collection, validation, indexing, acceptance, and forwarding of documents and other submissions by companies and others who are required by law to file forms with the SEC.

EDI – Electronic Data Interchange.  This is the electronic exchange of information between companies – for example, purchase orders and shipment information.
EITF – Emerging Issues Task Force.  This is a part of the FASB that deals with “emerging” or unusual issues.  Sometimes the issues are strange twists of existing accounting rules; other time, they truly deal with new types of transactions or economic conditions that haven’t been significant previously.

EJEs – Elimination Journal Entries.

EPS – Earnings Per Share.  Very simply (ignoring a lot of potential complications), it’s the amount of profit or loss attributable to each share of stock.

FAS – Financial Accounting Standard, or Financial Accounting Series, issued by the FASB.  “Financial Accounting Series” appears on the cover page of the pronouncements above “Statement of Financial Accounting Standards No. XX” in actual titles.  This term is used interchangeably with SFAS and sometimes “FASB No. XX” in referring to the standards.

FASB – Financial Accounting Standards Board.

FIFO – First-In, First-Out.  This is the most common method of inventory valuation, and assumes that what came in first goes out first.  For example, if you buy two widgets at $20 each and then two at $25 each, then sell three of your total, FIFO would say the one that’s left is one of the $25 ones.

FIN – Financial Interpretation of the FASB.

FRR – Financial Reporting Release.

FRRS – the Financial Reporting Releases communicate the SEC’s positions on certain accounting and auditing principles and practices.

FSP – FASB Staff Positions.

FTB – FASB Technical Bulletins.

FV – Fair Value.

GAAP – Generally Accepted Accounting Principles.  Here, usually means those generally used in the United States (otherwise, specific country should be identified).

GAAS – Generally Accepted Auditing Standards. A set of systematic guidelines used by auditors when conducting audits on companies' finances, ensuring the accuracy, consistency and verifiability of auditors' actions and reports.
IAS – International Accounting Standard, issued by the IASB.

IASB – International Accounting Standards Board.  The IASB has been the global standard-setter since 2001, replacing the IASC.

IC – Internal Controls.  
IFRS – International Financial Reporting Standards, issued by the IASB.  

MD&A – Management’s Discussion and Analysis.

MW – Material Weakness.  A deficiency, or a combination of deficiencies, in internal control over financial reporting, such that there is a reasonable possibility that a material misstatement of the company's annual or interim financial statements will not be prevented or detected on a timely basis.
NRV – Net Realizable Value.  Generally represents sales value less costs of disposal.

OCBOA – Other Comprehensive Basis of Accounting.  GAAP requires accrual-based accounting; common OCBOAs include the cash or modified-cash method of accounting, and the income-tax basis method of accounting.  

PAJEs – Proposed Adjusting Journal Entries – can also be used for Passed Adjusting Journal Entries.
PCAOB – Public Company Accounting Oversight Board.  Sometimes called "Peekaboo," the PCAOB is a private-sector, non-profit corporation created by the Sarbanes-Oxley Act of 2002 to oversee the auditors of public companies. Some of its more significant powers include: registering public accounting firms that audit public company issuers; setting auditing, quality control, ethics, independence and other standards relating to the preparation of audited reports; conducting inspections of IRPAFs; and conducting investigations and disciplinary proceedings concerning, and impose appropriate sanctions where justified upon, IRPAFS and associated persons.
RJEs – Reclassification Journal Entries.

SAB – Staff Accounting Bulletin.  “Staff” here refers to the Staff of the SEC.  Although technically, pronouncements of the SEC apply only to public company registrants, they tend to “trickle down” to private companies as well.  There are very few circumstances a private company would treat an accounting or disclosure item significantly differently from a position recommended by a SAB. 

SAS – Statement on Auditing Standards.  Promulgated by the AICPA, these are the “rules” for auditors of private companies.  Additionally, if the PCAOB has not covered a specific topic, auditors follow the SASes. 

SD – Significant Deficiency.  A deficiency, or a combination of deficiencies, in internal control over financial reporting that is less severe than a material weakness, yet important enough to merit attention by those responsible for oversight of the company's financial reporting.

SEC – Securities and Exchange Commission.

SFAS – Statement of Financial Accounting Standards.

SOP – Statement of Position, issued by the AICPA.  There are two types – those dealing with accounting matters (for example, SOP 97-2, Software Revenue Recognition), and those dealing with specific auditing/reporting matters (for example, SOP 04-1, Auditing the Statement of Social Insurance).

SOX – Sarbanes-Oxley Act of 2002.

SSARS – Statements on Standards for Accounting and Review Services, promulgated by the AICPA.
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