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PREFACE TO THE SEVENTH EDITION


This book was originally written over thirty-five years ago in response to the demand by successful businesspeople for additional education in the areas of finance and accounting. Over the last three-plus decades, the demand for financial education by students, lawyers, public policy makers, and individual investors has increased markedly, and this book has evolved to help fill that demand. As this seventh edition goes to press, the recent events in the global economy, including the still slow global recovery from the 2008 recession, the election of reform-minded Modi in India, the continuation of the hydraulic fracturing and slant drilling revolutions in the U.S. energy markets, the risky mixture of high stock prices and low interest rates, and the heavy fines meted out to U.S. banks, such as Bank of America, due to alleged action or inaction from the 2008 recession, have made it more important than ever for nonfinancial executives, lawyers, public policy makers, individual investors, and citizens to take the time to understand how companies (broadly defined) account for their financial operations and make (or at least should make) the financial decisions that affect us all.


While billion-dollar fines for malfeasance garner headlines, it is important to remember that most corporations play by the rules. Those rules, including financial accounting rules, securities laws, and common law antifraud provisions, provide a framework for honest companies to account for and report their financial results to their investors and the public at large. This book is intended to provide readers with the fundamental skills needed to understand the rules of the game as played by the majority of those honest participants. The text is specifically designed to appeal to managers, students, and professionals who are relatively untrained in finance and feel the need to become better versed in order to enhance their business and managerial skills. Our experience in conducting executive-level seminars for this audience and interacting with business professionals without formal finance training suggests that the book will appeal to individuals in all types of organizations who currently work in various nonfinancial functional areas such as marketing, production, law, and human resources management. This book also will be useful for small business entrepreneurs who want to develop fundamental skills in financial control and financial planning. Finally, a variety of independent professionals, such as engineers, attorneys, and medical practitioners, may find the book useful for managing the financial side of their profession.


In addition to practicing nonfinancial managers and executives, college, law, and public policy students with no prior formal training in accounting and finance will find the book useful. The book could serve as the core text in a one-semester undergraduate course, or it may be assigned as supplementary or background reading for a more intensive finance course. The book may be particularly appropriate for finance courses with a heavy case-study emphasis where little straight text is normally provided. Finally, for graduate students with little or no formal education in finance, this book is an excellent source for learning the fundamentals of finance and accounting.


In keeping with the objectives of the book, the text does not purport to provide a comprehensive treatment of the fields of finance and accounting. The overriding objective of this book is to present the nuts and bolts of finance and accounting concepts in order to provide usable information with immediate practical significance. To this end, every attempt has been made to provide a practical guide from which managers, investors, and executives may draw useful knowledge to be used in the normal course of business. In a similar vein, business students may find it helpful to use this book to develop a set of practical accounting and finance skills that may be applied to the analysis of business problems.


The first six editions of this book have been used successfully at a number of colleges and universities for MBA and undergraduate finance courses, continuing education courses in finance for nonfinancial managers, in business courses for nonbusiness majors, and in small business management and entrepreneurship courses. The book also has been used extensively for in-house corporate training programs in finance. The third and fourth editions of the book have been translated into Spanish and Portuguese, and these editions have achieved some success in Europe and Latin America. The sixth edition was translated into Chinese. The book also has been purchased by thousands of individuals for independent study. The broad acceptance of the book, evidenced by sales in excess of 140,000 copies of the first six editions, has provided the motivation for this seventh edition.


With the preparation of this seventh edition, we would like to thank the many students and teachers who have provided feedback from their experiences with the first six editions of the book. To accounting consultant Leo Jubb, MBA, CPA, and treasurer of the Sherwood Forrest Club, many thanks for his detailed review of all the accounting chapters. To Steven Strauss, CPA/PFS, our thanks for his review of the tax chapter. Any remaining errors are in spite of Leo and Steve’s best efforts to keep us on the straight and narrow and are our responsibility alone. To Eliza Phillips, Georgetown University class of 2014, our thanks for her assistance with the seventh edition. Finally, we would like to thank Courtney Marie Droms, class of 1999 from the McDonough School of Business at Georgetown University, and PhD, 2009, from the Moore School of Business at the University of South Carolina, for her assistance with word processing and in putting together the spreadsheets that are available with this edition via our website at www.msb.edu.


WILLIAM G. DROMS


JAY O. WRIGHT


Washington, DC


August 2014
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Contemporary Financial Management


(R)EVOLUTION OF THE FINANCE FUNCTION


The field of financial management experienced significant change during the twentieth century, change that has accelerated in the first decade and a half of the twenty-first century. From 1900 to 1920, financial managers were concerned mostly with the legal issues surrounding the issuance of stocks and bonds. This focus of attention reflected the primitive nature of the capital markets in the early 1900s, the wave of mergers and consolidations occurring at that time, and the lack of what now is considered routine full disclosure of accounting and financial information about companies offering securities to the public. The 1920s saw a wave of corporate expansion, new technologies such as the television, and new financial instruments such as the first mutual funds. With the Crash of 1929 and the Depression of the 1930s, the main focus of financial management shifted to the defensive aspects of business survival.


The early post–World War II period marked the beginning of the transition to the current emphasis on analyzing the financial implications of business decisions and maximizing the value of the firm. In the 1970s and early 1980s, experience with rapid inflation and high interest rates focused increased attention on the financial implications of long-term investment decisions. In 1974, the annual rate of increase in the Consumer Price Index hit double digits (12.2 percent) for the first time since the temporary inflationary surge following the end of World War II. Although double-digit inflation has not been seen again since 1979 and 1980 (13.3 and 12.4 percent, respectively), coping with the impact of inflation and managing the cost of capital continue to be important responsibilities of contemporary financial managers.


Beginning in August 1982, the world saw global stock markets enter a twenty-five-year bull market as disinflation, a revolution in telecommunications (including the breakup of AT&T, the privatization of many national telecommunications carriers, and the advent of the internet), and better macroeconomic management created ideal conditions for entrepreneurs, private equity managers, and public company executives to build value for shareholders. The early 1980s also saw the introduction of asset securitization on a large scale, a powerful process by which the cash flows of assets such as mortgages are repackaged and sold to investors through the capital markets. The full impact of this revolution is just now being appreciated.


In the twenty-first century, several significant trends continue to affect corporate financial management. First is the continuing globalization of business in general and financial management in particular. No major U.S. or foreign corporations do business solely within the confines of their own country. China’s continued rise and India’s promise both have enormous intermediate and long-term implications. Dealing with multiple currencies and capital markets in which investment capital moves across borders at an increasing pace, facing fewer and fewer barriers; a wide variety of accounting systems and tax laws; and a multitude of political risk environments is now a normal part of the responsibilities of a corporate financial manager. This globalization of business does not change the fundamental theories of corporate financial management, but it does have a substantial impact on corporate financial practice and domestic financial markets.


A second major trend impacting financial management in the early years of the twenty-first century is the fallout from the accounting and financial scandals of the past several years. Enron and WorldCom were the first two major corporate bankruptcies related to allegations of widespread fraud, cover-ups, and criminal behavior by senior executives of these corporations and their auditors. Since then, AIG, Bear Stearns, Lehman Brothers, Merrill Lynch, Washington Mutual, IndyMac, and Wachovia were all either sold in a fire sale or went bankrupt because of excessive leverage and poor (and possibly fraudulent) financial management. Massive fraud on the scale of the Enron case has been shown to be the exception and not the rule, and new financial and accounting regulations imposed by the SEC (Securities and Exchange Commission) under the Sarbanes-Oxley Act and Dodd-Frank Act have had a major impact on the conduct of corporate America. Nevertheless, these new regulations have not prevented greed, stupidity, or poor financial management. And as the Bernard Madoff Ponzi scheme demonstrated, regulation with somnolent regulators is in many ways worse than no regulation at all. Restoring the public’s trust in the integrity of public financial markets will take time and is predicated on crafting a new framework built on sound financial principles and transparency while accounting for human greed and fear.


The only thing certain about the future is that finance and industry will continue to change, offering new challenges and opportunities to financial managers. The importance of competent financial management to the success and even survival of the modern business organization cannot be overemphasized. It is no accident that presidents and board chairpersons of large, successful corporations increasingly rise to their positions by coming up the “finance side of the house.” In smaller businesses, experience has shown that the early survival of a new business and prosperity in its developing stages are strongly dependent on effective financial planning and control. The most common reason cited for the high failure rate experienced by new ventures is lack of financial expertise. Similarly, financial administration is receiving increased attention by governmental units at all levels. Financial management in all types of nonprofit corporations and organizations is also benefiting from increased attention. Competent financial planning and management are critical components of success in any organization that brings people together to achieve a common goal.


A volatile stock market, turbulent economic times, and massive federal deficits have focused increased attention on the financial implications of nearly all business decisions. Knowledge of financial management principles and techniques has become even more important during our current era of economic uncertainty. Functional specialists in such diverse areas as marketing, production, and human resources management have become increasingly sensitive to the bottom-line implications of their management decisions.


GOALS OF FINANCIAL MANAGEMENT


This book adopts the conventional perspective that the primary goal of a corporate financial manager should be to maximize the value of the firm’s outstanding common stock. While there are exceptions (B-corporations and L3Cs come to mind), the financial manager, along with other senior managers, normally has a fiduciary obligation to make decisions that are in the best interests of the owners of the firm—that is, the common stockholders. Management may best serve these interests by maximizing the value of the stock owned by these stockholders.


It is important to note that maximizing the value of the outstanding common stock is not simply a matter of increasing total profits. Management could simply issue additional shares of stock, for example, and invest the proceeds in long-term government bonds. The profits of the firm would increase, but there would now be more stockholders with whom these new profits would have to be shared. If the rate of return on the government bonds were lower than the firm’s normal rate of return on investment, as is most likely, earnings per share would be diluted, and the common stock would decline in value. Hence, management must be concerned with the impact of its decisions on earnings per share rather than focus only on total profits.


The goal of value maximization cannot even be reduced to a matter of maximizing earnings per share. Management also must consider the timing of increased earnings. It is well-known that time is money, and management must consider the fact that a dollar of increased earnings received two years from now is less valuable than a dollar of increased earnings received six months from now. The timing of future earnings has a substantial impact on stock value, and management must consider the present value of future earnings when making decisions on behalf of the stockholders.


Management must also consider the risk that the firm assumes in its business affairs. Economic theory, common sense, and the history of firms such as Bear Stearns all argue that a dollar of risky profit is less valuable than a dollar of certain profit. When looking at the firm overall, management must contend with two general categories of risk: business risk and financial risk. Business risk is the risk imposed by the business and economic environment in which the firm operates. A high-technology firm, for example, faces a great deal more business risk than does an electric utility. Expected future demand for electricity is significantly less difficult to predict than expected future demand for most high-technology products.


Financial risk is the risk imposed by the manner in which the firm is financed. In general, the more debt a firm employs, the greater the risk of insolvency (temporary or permanent) and hence the riskier the capital structure of the firm. A firm that is heavily debt financed may not have the financial strength to ride out a prolonged sales decline, economic recession, or, in an age of mark to market, significant fluctuations in asset values. The degree of debt financing employed also has important implications for the dividend policy of the firm, which plays an important role in establishing the value of the stock.


In addition to considering business risk and financial risk in isolation, management must also consider the interaction of the two forms of risk. A well-run firm must strive to maintain an appropriate balance between business and financial risk. Thus, a firm facing a relatively low level of business risk can be much more aggressive in employing debt financing than a firm facing a relatively high degree of business risk. A firm such as McDonald’s, which is relatively recession resistant, can safely employ a higher level of debt financing than a firm such as General Motors, which is severely impacted by the economic cycle.


As in all other areas of endeavor requiring judgment, successful financial management requires a fine balance of a number of factors. There are no cut-and-dry rules or regulations that will guarantee success or unfailingly point to the one correct decision. However, it is possible to at least describe the overall objective toward which corporate financial managers should strive: maximization of earnings per share of common stock subject to considerations of business and financial risk, timing of earnings, and impact on dividend policy. All the decision-making techniques described in this book are oriented toward the achievement of this objective.


ORGANIZATION AND STRUCTURE OF THE BOOK


This book is designed to present a set of fundamental concepts and techniques in accounting and finance and to do so in sufficient detail that the reader can extract usable information and develop practical skills. Every attempt has been made to make the book a hands-on text from which managers may draw practical knowledge to use in the normal course of business. Similarly, college students may be expected to use this book to develop a set of practical accounting and finance skills that may be applied to the analysis of a variety of business problems.


The book is divided into seven parts. This introductory chapter, along with a chapter concerning the tax environment of business, constitute Part I. Part II is composed of three chapters covering the fundamentals of financial accounting. The first two, Chapters 3 and 4, deal with the organization and interpretation of financial statements and the basic tenets of accounting regarding the use of financial statements as a financial information system. Chapter 5 provides separate treatment of a number of key accounting topics that have important implications for financial managers.


Part III deals with financial analysis. Chapter 6 provides the fundamental tools and techniques of financial statement analysis. A case study, drawn from experience with an actual company, illustrates the application of these techniques. In Chapter 7, techniques for forecasting the future financial condition of the firm are presented and illustrated with another case study. Fundamentals of breakeven analysis are presented in Chapter 8.


Part IV covers the important topic of working capital management. Chapter 9 deals with working capital policy, and Chapter 10 explores the major techniques of working capital management.


Part V deals with the analysis of long-term investment decisions. Chapter 11 explains the mathematics of compound interest. Chapters 12 and 13 discuss capital budgeting techniques, the cost of capital, and the application of capital budgeting techniques to a variety of practical problems.


Part VI focuses on long-term financing decisions. Chapter 14 deals with the process by which financial assets are valued in the marketplace. Chapter 15 discusses the theory and practice of valuing closely held businesses and presents a business valuation case study. Chapter 16 explores the major sources and forms of long-term financing.


Part VII covers selected special topics. Chapter 17 reviews some of the basic principles of sound corporate governance and risk management. Chapter 18 explores certain applications of finance in the international arena. Chapter 19 explains finance and accounting applications in the area of mergers and acquisitions. Finally, Chapter 20 explores recent regulatory developments.


CONCLUSION


Although this book is strongly oriented toward financial management of corporations, most of the principles espoused are equally applicable to nonprofit corporations and organizations and to governmental units. In particular, fundamental principles of accounting are similar across a broad spectrum of organizations. Similarly, analytical techniques for interpretation of financial data and basic budgeting concepts are of interest to a wide variety of organizational units. Control of the long-term financial course of the organization is also a vital area of concern for most organizations.


Most of the areas treated in this book are also of as much interest to small businesses as to large businesses. In fact, the three detailed case studies presented in Chapters 6, 7, and 15 are set against the background of small, growing businesses. Although financial management in the small firm often confronts a somewhat different set of problems and opportunities from those confronted by a large corporation, many financial decisions facing the small firm are actually quite similar to those faced by larger corporations. For example, while small firms do not normally have the opportunity to publicly sell issues of stocks or bonds to raise funds, the analysis required for a long-term investment decision such as the purchase of heavy equipment, or the evaluation of lease-buy alternatives, is essentially the same regardless of the size of the firm. Once the decision is made, the financing alternatives available to the firm may differ, but the decision process will be generally similar.


In any event, we hope that the following pages will provide you with helpful suggestions, techniques, and guidelines for successful financial management, which—when tempered with individual experience and the unique requirements of a particular industry—should enhance your ability to effectively manage or analyze the financial resources of an organization.


SUMMARY


Competent financial management is critical to the success and survival of a wide variety of organizations. In the business community, selecting the chief financial officer for advancement to chief executive officer has become increasingly common. For nonfinancial executives and managers, an understanding of the basics of financial management has become even more important during the current era of economic uncertainty. The goal of business financial management is to maximize the value of the firm. Successful financial management requires a balance of a number of factors, and no simple rules or solution algorithms will guarantee financial success under all circumstances. The overall goal toward which corporate financial managers should strive is the maximization of earnings per share, subject to considerations of business and financial risk, timing of earnings, and dividend policy. All the principles and techniques of this book are oriented toward that objective. Although the book is focused on business financial management for uniformity of illustration, most of the underlying principles are equally applicable to nonprofit organizations and governmental units. Such concepts as the fundamental principles of accounting, analytical techniques for interpretation of financial data, basic budgeting concepts, financial planning and control, and the analysis of long-term investment opportunities are applicable to many different types of organizations. Financial managers in business, government, and the nonprofit sector can profitably harness the principles and techniques offered in this book to manage the financial resources of their organizations effectively.


KEY POINTS
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The Tax Environment


It is important to understand the tax environment within which the financial manager operates because few business decisions are unaffected by tax considerations. This chapter presents a brief overview of the major elements of the tax structure affecting financial planning and financial decision making. Providing a detailed description of the Internal Revenue Code or guidance relative to the preparation of tax returns is well beyond the scope of this book. The objective here is only to provide a brief sketch of the most important points of the tax system and an understanding of the necessary connection between financial planning and tax planning.


ORGANIZATIONAL FORM AND TAXES


There are four basic forms of business ownership in the United States: the sole proprietorship, the partnership, the corporation, and the limited liability company. Each form of ownership has various advantages and disadvantages. Perhaps the greatest advantage of the sole proprietorship, which is the most frequently encountered form of organization in terms of total numbers of businesses, is the ease with which it is formed. As the name implies, the sole proprietorship is owned and operated by a single individual. Formation of a sole proprietorship is extremely simple, and the profit earned by the proprietor is normally treated as ordinary income for tax purposes. The principal disadvantage of a sole proprietorship is that the owner is solely liable for all obligations of the business. Thus, if the business is sued, the owner is solely responsible for any liability resulting from the outcome of the suit. This liability extends to the owner’s personal assets as well as business assets. Additional disadvantages of the sole proprietorship include certain tax disadvantages. For example, many fringe benefits such as medical insurance are not regarded by the Internal Revenue Service as a business expense to the sole proprietorship.


A partnership shares most of the advantages and disadvantages of the sole proprietorship. The main difference between a partnership and a sole proprietorship is that the partnership has two or more owners, each of whom owns a given percentage of the company. As one might expect, the addition of more owners often complicates matters. In the absence of a written agreement to the contrary, all partners share equally in the profits or losses of the company. Similarly, important decisions are also shared, sometimes complicating the decision-making process somewhat. An additional complicating factor is that, from a legal viewpoint, the partnership is terminated if one partner dies or withdraws from the partnership. The partnership must then be reconstituted as a new partnership following settlement of the terminated partner’s account. (Such settlements are occasionally complex and difficult.) From an income tax point of view, partnership income is taxed the same as sole proprietorship income—that is, each partner’s share in the profits of the partnership is treated as ordinary income for tax purposes.


The corporate form of organization is by far the most significant in terms of dollars of sales, assets, profits, and contribution to the gross domestic product. The most important legal aspect of the corporation is its limited liability. A corporation is a “legal person.” It exists independently of its owners under the law. Personal assets of corporate stockholders (owners) generally cannot be seized to settle claims against the corporation, and capital can be raised in the corporation’s name. Shares of stock are transferable among owners, and the corporation continues independently of stock sales or stockholder deaths. The limited liability and perpetual life characteristics of the corporation make this form of organization almost mandatory for large firms.


Limited liability companies (LLCs) are relatively new entities, the creation of new state laws passed over the past twenty-five years. An LLC has the advantage of the flexibility and tax treatment of a partnership (for example, no double taxation), while conferring limited liability upon the LLC’s owners (which are generally called “members”). LLCs are frequently used for start-up companies and real estate ventures, as they allow tax losses to flow to the members, subject to any passive loss limitations. LLCs have no numerical limit to the number of their members.


Low-profit limited liability companies (L3Cs) and benefit corporations (B corporations) are also relatively new entities, which endeavor to bridge the gap between for-profit and nonprofit entities. L3Cs and B corporations are for-profit companies with stated goals of performing socially beneficial purposes. B corporations are only available as a corporate form in certain states in the U.S.


From an income tax point of view, the most important differences among the organizational forms described above relate to the way in which the income from a given business is taxed. The profits from sole proprietorships, partnerships, and limited liability companies are taxed as personal income to the proprietor, partners, or members. Corporate profits, however, are taxed at the corporate rate independently of the individual owners’ income.


CORPORATE INCOME TAXES


The basic corporate income tax structure is actually quite simple, although the various tax laws governing how corporate taxable income is determined are quite complex. The laws also are subject to frequent revision by Congress. Major revisions of the tax code have been particularly numerous in recent years. The objective here is to introduce the fundamental characteristics of the tax system.


The current corporate income tax rate is 15 percent on the first $50,000 of income, 25 percent on the next $25,000, 34 percent on the next $25,000, 39 percent on the next $235,000, 34 percent on the next $9,665,000, 35 percent on the next $5,000,000, 38 percent on the next $3,333,333, and 35 percent on all income above $18,333,333. Exhibit 2.1 summarizes the current federal corporate income tax rate. The 5 percent extra tax in the $100,000 to $335,000 income bracket eliminates the benefit of lower tax rates on corporate income of less than $75,000. In an analogous manner, the extra 3 percent tax in the $15,000,000 to $18,333,333 bracket eliminates the benefit of the lower 34 percent tax rate on corporations with incomes below $10,000,000.


EXHIBIT 2.1   FEDERAL CORPORATE INCOME TAX RATE
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The structure of the federal corporate income tax rate provides a tax break for small corporations, since the first $100,000 of income is taxed at an average rate of only 22.25 percent. The increase in the tax rate once the first $335,000 of income is reached results in a progressive tax structure on the first $335,000 of income, after which the tax rate is a flat 34 percent for taxable incomes up to $10,000,000. At incomes above $10,000,000, the tax rate goes to a flat 35 percent rate. Exhibit 2.2 illustrates the marginal tax rate (tax on each additional dollar of income) and the average tax rate (total tax as a percentage of income) for corporate incomes up to $1,000,000.


EXHIBIT 2.2   MARGINAL AND AVERAGE CORPORATE TAX RATES


[image: EXHIBIT 2.2 MARGINAL AND AVERAGE CORPORATE...]


The difference between the average and the marginal tax rates illustrated in Exhibit 2.2 may be best explained by an example. If a corporation has taxable income of $200,000, its tax liability is determined as follows:
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In this example, the average tax rate is 30.63 percent ($61,250/$200,000), but the marginal tax rate is 39 percent, since the second $100,000 is taxed at the 39 percent rate.


Given this relatively simple corporate tax structure, one is often perplexed to find that the indicated tax rate actually paid by a given corporation (often referred to as the “effective tax rate”) may be substantially less than the “statutory rate” indicated in the corporate tax rate schedules. There are many reasons for this discrepancy, the chief of which are listed in Exhibit 2.3.


EXHIBIT 2.3   DIFFERENCES IN ACTUAL VERSUS STATUTORY TAX RATES


1.   Income less than $75,000 is taxed at less than 35 percent.


2.   Earnings of some subsidiaries and affiliates—for example, foreign subsidiaries—may be taxed at rates of less than 35 percent until earnings are repatriated.


3.   Between 70 and 100 percent of income received from dividends paid on stock owned in other corporations is not taxable to the receiving corporation.


4.   Net losses from prior years may be carried forward.


5.   Some income may be from tax-exempt bonds.


Fortunately, any discrepancy between the tax rate actually paid (the effective rate) and the normal corporate rate (the statutory rate) is usually explained in the footnotes to the financial statements.


As can be seen from Exhibits 2.2 and 2.3, the corporate tax environment is much more complex when examined a bit further. While the objective is not for the reader to become an expert, some attention should be paid to a few of the more important details alluded to in the exhibits. A closer look at earnings from foreign affiliates, corporate capital gains and losses, operating losses carried forward (and backward), and intercorporate dividend taxation is appropriate. The reader should be aware that the corporate tax rules are subject to action by Congress, especially in light of certain recent M&A activity, which appears to have been done primarily for tax purposes.


Earnings from Foreign Affiliates


Some tax advantages are available to U.S. corporations doing business abroad through a foreign subsidiary. Income from a foreign subsidiary is normally not taxed in the United States until it is remitted to the parent corporation in the form of dividends. The obvious advantage to the parent is that earnings may be reinvested in the subsidiary and taxes deferred until a cash return is provided to the parent.


Under the Tax Reform Act of 1984, Congress removed most of the tax benefits formerly associated with domestic international sales corporations (DISCs) and established new tax benefits for foreign sales corporations (FSCs). In order for a corporation to qualify as a DISC, at least 95 percent of its gross receipts must be from exports, and certain other technical requirements have to be met as well. The 1984 act did not abolish DISCs but limited their tax benefits and imposed an interest charge to tax-deferred earnings. A DISC shareholder must now pay interest on the amount of the shareholder’s DISC-related deferred tax liability.


Congress passed the FSC Repeal and Extraterritorial Income Exclusion Act of 2001 in order to comply with a ruling by the World Trade Organization that FSC provisions provide an illegal export subsidy to U.S. corporations. The old FSC tax rules have been replaced with new rules providing for partial exclusion of extraterritorial income from taxable gross income of U.S. corporations. The tax benefits of the new rules are generally comparable with the benefits available under the old FSC rules. Gross income for tax purposes may exclude extraterritorial income to the extent that such income qualifies under the act as qualifying foreign trade income. Qualifying foreign trade income is subject to a series of technical rules that limit the amount of foreign income that may be excluded from U.S. taxable income. The net result of the rules is to provide a lower tax rate on foreign income than on domestic income. However, on repatriation of foreign profits to the United States, a U.S.-based company may face a surtax that mitigates the benefit of foreign-sourced income.


In early 2014, debate over the corporate tax rate has increased due to several high-profile mergers in which U.S. corporations merged into smaller corporations located in tax-friendly jurisdictions. This phenomenon has become referred to as the practice of “tax inversion.” In the U.S., tax inversion occurs when a U.S.-based company either purchases a foreign target, or establishes a holding company in a country with a favorable corporate tax environment in order to take on the lower foreign tax rate. For instance, when AbbVie Inc. (research-based biopharmaceutical company based in Chicago) proposed buying drug manufacturer Shire (based in corporate tax-friendly Dublin, Ireland), AbbVie was able to reduce U.S. corporate taxes while accessing overseas profits through reincorporation in Ireland, the country of acquisition. Another example of these so-called “tax inversions” can be found in Pennsylvania-based pharmaceuticals company Mylan Inc.’s planned purchase of the Abbott Laboratories generics business, in which Abbott would transfer its assets to a new Netherlands-based company that will include Mylan’s existing businesses as well.


Corporate Capital Gains and Losses


Corporate capital assets are defined as assets not normally bought and sold in the ordinary course of a corporation’s business. Thus, security investments generally are capital assets, but items of real and depreciable property used in the business are not. Prior to the Tax Reform Act of 1986, corporate capital gains and losses were subject to a variety of special tax treatments. The most important one was that long-term capital gains (gains on assets held for more than one year) were taxed at a rate lower than the tax rate applied to ordinary income.


The Tax Reform Act of 1986 eliminated the preferential treatment given to corporate capital gains and applied the same tax rate to all sources of income. However, the Internal Revenue Code still requires that capital gains and losses be separately identified and reported.


Operating Loss Carry-Back and Carry-Forward


The provision of the tax laws commonly referred to as the tax loss carry-back and carry-forward provision was designed to avoid penalizing companies that have widely fluctuating profits and losses. This provision allows ordinary operating loss to be carried back three years and forward for up to twenty years to offset taxable income in previous or future years. The law is written such that the loss must be carried back first to the earliest year (three years ago), then to the second earliest year, and then to the year immediately preceding the loss year. Any remaining loss may then be carried forward to offset profits in the succeeding fifteen years. Under some circumstances, it is possible for the corporation to “elect out” of the carry-back requirement and under other circumstances (set forth in Section 382 of the Internal Revenue Code) for loss carry-forwards and carry-backs to be sharply limited after a change of ownership control of the corporation.


To illustrate, suppose that Hoya Manufacturers earned annual profits of $100,000 before tax in each of the three consecutive years 2010, 2011, and 2012. If Hoya’s effective tax rate were 20 percent in each of the three years, the corporation would have paid taxes of $20,000 in each year. If Hoya were to suffer a $450,000 loss in 2013, the loss first would be carried back to 2010, reducing the 2010 profit from $100,000 to zero and resulting in a refund of $20,000 in taxes. The remaining loss of $350,000 ($450,000 less $100,000 “used up” in 2010) would be carried back to 2011 next and then to 2012. Profits and taxes in each of these two years would also be reduced to zero, and an additional $40,000 in previous tax payments would be refunded. Finally, the remaining $150,000 loss ($450,000 less $100,000 [2010] less $100,000 [2011] less $100,000 [2012]) would be carried forward to offset tax liabilities in future years beginning with 2013.


Intercorporate Dividend Taxation


The tax rule on intercorporate dividend taxation is quite simple and easy to understand. If a corporation (investor) owns less than 20 percent of the stock in another corporation (investee), 70 percent of the dividends paid from the investee corporation to the investor corporation are generally tax free. If the investor owns at least 20 but no more than 80 percent of the stock of the investee, 80 percent of the dividends are tax free. If the investor owns more than 80 percent of the investee, all of the dividends are tax free, as the investee is considered a consolidated subsidiary.


The purpose of this provision of the tax law is to eliminate the possibility of triple taxation of a corporation’s income. The investee corporation must pay corporate taxes on its income before paying out dividends—this is the first tax. The second tax would occur if the investor corporation had to pay a corporate income tax on the dividends received from the investee corporation. The third tax would occur when the investor corporation paid dividends to its stockholders, who would then have to pay their personal income tax on dividends received. The intercorporate dividend exclusion was designed to alleviate just this problem.


Corporate Taxes and Personal Taxes


From a financial management viewpoint, the major concern with the personal-tax structure is to compare personal taxes levied on sole proprietorships, partnerships, or LLCs with the income tax liability under a corporate form of organization. Accordingly, discussion of the personal-tax structure will be quite brief. No attempt will be made to discuss any of the details of the individual income tax structure, the various deductions allowed individuals, and so forth. Only a brief outline of the structure will be presented.


PERSONAL INCOME TAXES


An individual contemplating owning his or her own business must compare the expected tax rates on sole proprietorship, partnership, or limited liability company income to the corporate tax rate. Exhibit 2.4 presents the personal income tax rate schedules for 2013. Although many readers of this book are probably only too well aware of these rates, a brief comment is nonetheless appropriate.


The personal-tax rate starts lower than the corporate-tax rate in the lowest brackets (15 percent for corporate income of less than $50,000 and 10 percent in the lowest personal brackets for all filing statuses). Prior to 2013, at higher income levels, the highest personal rate of 35 percent never exceeded the highest corporate rate of 35 percent. In general, then, there was little tax incentive for forming a corporation as opposed to a limited liability company. However, under the 2010 Affordable Care Act and the 2013 Budget Compromise, the highest personal rate has been increased to 43.4 percent (including a 3.8 percent healthcare surtax on net investment income over the modified adjusted gross income threshold). This increase has revived the benefit of having a C corporation relative to a pass-through entity. Time will tell to what extent businesses will elect one form over the other due to these tax changes.


EXHIBIT 2.4   TAX RATE SCHEDULES FOR INDIVIDUALS AND MARRIED COUPLES
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A realistic comparison of corporate- and personal-tax rates is somewhat more complicated than this suggests. If a sole owner were organized as a corporation, the corporation would pay that person a salary on which he or she would then pay a personal-tax rate. Corporate income remaining after the owner’s salary would then be taxed at the corporate rate. And of course, if the corporation pays a salary to an owner, the owner can offset some of that salary with his or her allowed deductions from taxable income, such as home mortgage interest, real estate taxes, and other legal deductions. As a general rule, realistic tax comparisons require a detailed computation of potential tax liability under all options, taking all the current tax requirements into account. This is a job best left to professional accountants or tax advisors.


Profits reinvested in the corporation are available to finance future growth of the corporation or to pay future dividends. Corporate profits paid out as dividends are taxed twice: once at the corporate rate and once again when the dividend recipient pays his or her personal-tax rate on dividends received. Owners of a closely held corporation are almost always better off if they avoid dividend payments and draw profits out of the corporation solely in the form of salaries, reinvesting excess profits. Unfortunately, the IRS has guidelines as to what constitutes “reasonable” salaries and a “reasonable” level of reinvested earnings. If the IRS rules that the owners of a closely held corporation are paying themselves unreasonably high salaries or are reinvesting an unreasonably large amount of money in the corporation in order to avoid taxation of dividends, the IRS may require the owners to revise their tax returns and pay themselves a dividend. The interpretation of “reasonable” has been decided in relation to the value contributed by the owners and the legitimate future financing needs of the business.


SUBCHAPTER S CORPORATIONS


A final provision of interest in the tax law is the provision for Subchapter S corporations. Subchapter S of the Internal Revenue Code allows some incorporated businesses to elect to be taxed as sole proprietorships or partnerships. The main requirements to qualify for Subchapter S treatment are as follows:


       1.   The corporation may not have more than one hundred stockholders, all of whom must be individuals, and the firm may have only one class of stock.


       2.   The corporation must be a domestic corporation and must not be affiliated with any group eligible to file consolidated tax returns.


       3.   The corporation may not derive over 20 percent of its gross receipts from royalties, rents, dividends, interest, annuities, and gains on sale of securities.


SUMMARY


The four forms of business ownership are the sole proprietorship, the partnership, the corporation, and the limited liability company. Profits earned by sole proprietors, partners, and members of limited liability companies are taxable as ordinary income to the proprietor, partner, or member.


Corporate profits are taxed at the corporate rate, regardless of the individual income of the owners.


The basic structure of the corporate income tax is quite simple, but the myriad laws governing the determination of corporate income are highly complex. The current corporate-tax rate progresses from 15 to 39 percent. Discrepancies between the statutory tax rate and the effective tax rate actually paid by a corporation are explained in the footnotes to the corporation’s financial statements. The most common discrepancies stem from earnings from foreign affiliates, operating losses carried forward, and intercorporate dividend taxation.


Individuals starting their own businesses must compare the expected tax liability of a proprietorship, partnership, or limited liability company with the liability of a corporation. Sole owners or partners organized as a corporation draw a salary from the corporation and then pay their personal-tax rate on the salary. A Subchapter S corporation allows some corporations to elect to be taxed as a sole proprietorship or partnership. A limited liability company often combines the best of single-level taxation with limited liability.


KEY POINTS
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	SOLE PROPRIETORSHIP


	       Taxed at individual rate







	PARTNERSHIP


	       Taxed at individual rate







	CORPORATION


	
       Taxed at corporate rate


       Advantage of limited liability








	LIMITED LIABILITY COMPANY


	
       Taxed at individual rate


       Advantage of limited liability








	SUBCHAPTER S CORPORATION


	
       Taxed at individual rate


       Advantage of limited liability








	MARGINAL TAX RATE


	       Tax on each additional dollar of income







	AVERAGE TAX RATE


	       Total tax due divided by income
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Financial Accounting Fundamentals
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Introduction to Financial Statements


OBJECTIVES OF FINANCIAL ACCOUNTING


The preparation and presentation of corporate financial statements is governed by the standards of financial accounting. Within the guidelines provided by generally accepted accounting principles (GAAP), the objective of financial accounting is to present fairly the financial position of a company to current and potential stockholders, creditors, security analysts, and other interested parties. Financial statements of larger companies normally are certified by independent certified public accountants (CPAs) as having been audited using generally accepted auditing standards and (in most cases) found to fairly present the financial condition of the company, in accordance with generally accepted accounting principles.


The term generally accepted accounting principles has historically been somewhat debatable in the field of financial accounting. Although the phrase has enjoyed common usage for many decades, there has been no single definition or all-inclusive listing of principles that are universally acceptable to theorists and practitioners. As a working definition, GAAP has been defined as a set of objectives, conventions, and principles that have evolved over the years to govern the preparation and presentation of financial statements. These principles apply to the area of financial accounting as distinct from other areas of accounting, such as tax accounting, managerial accounting, and cost accounting.


This working definition of GAAP emphasizes the evolutionary nature of accounting rules and regulations. Generally accepted accounting principles are subject to varying interpretations and applications, and it is quite possible that two different companies in the same industry may account for the same transaction in different ways yet both be within the guidelines provided by GAAP. For example, within the area of depreciation accounting, one firm may account for depreciation of its capital equipment on a straight-line basis, while another in the same industry may account for depreciation according to one of several accelerated methods. Depreciation itself is a relatively complex topic that will be treated in some detail in Chapter 5. For now, it is sufficient to observe that depreciation in accounting is simply a means of allocating the cost of long-lived assets to the number of accounting periods in which the asset is expected to be used.

OEBPS/images/half.jpg
Fmance and
Accounting for
Nonfinancial
Managers





OEBPS/images/line.jpg





OEBPS/images/f0021-01.jpg
SCHEDULE X—SINGLE FILING STATUS

TAXABLE OF THE
INCOME OVER: BUT NOT OVER: TAX RATE: AMOUNT OVER:
$0 $8,925 10% $0
8,925 36,250 $892.50 + 15% 8,925
36,250 87,850 4,991.25 + 25% 36,250
87,850 183,250 17,891.25 + 28% 87,850
183,250 398,350 44,603.25 + 33% 183,250
398,350 400,000 115,686.25 + 35% 398,350
400,000 116,163.75 + 39.6% 400,000
SCHEDULE Y1—MARRIED FILING JOINTLY
TAXABLE OF THE
INCOME OVER: BUT NOT OVER: TAX RATE: AMOUNT OVER:
$0 $17,850 10% $0
17,850 72,500 $1,785.00 + 15% 17,850
72,500 146,400 9,982.50 + 25% 72,500
146,400 223,050 28,457.50 + 28% 146,400
223,050 398,350 49,919.50 + 33% 223,050
398,350 450,000 107,768.50 + 35% 398,350
450,000 125,846.00 + 39.6% 450,000
SCHEDULE Y2—MARRIED FILING SEPARATELY
TAXABLE OF THE
INCOME OVER: BUT NOT OVER: TAX RATE: AMOUNT OVER:
$0 $8,925 10% $0
8,925 36,250 $892.50 + 15% 8,925
36,250 73,200 4,991.25 + 25% 36,250
73,200 111,525 14,228.75 + 28% 73,200
111,525 199,175 24,959.75 + 33% 111,625
199,175 225,000 53,884.25 + 35% 199,175
225,000 62,975.50 + 39.6% 225,000
SCHEDULE Z—HEAD OF HOUSEHOLD
TAXABLE OF THE
INCOME OVER: BUT NOT OVER: TAX RATE: AMOUNT OVER:
$0 $12,750 10% $0
12,750 48,600 $1,275.00 + 15% 12,750
48,600 125,750 6,652.50 + 25% 48,600
125,450 203,150 25,865.00 + 28% 125,450
203,150 398,350 47,621.00 + 33% 203,150
398,350 425,000 112,037.00 + 35% 398,350
425,000 121,364.50 + 39.6% 425,000

Note: Tax schedules effective for tax year 2013
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First $50,000 at 15% = $7,500
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