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INTRODUCTION / SUMMARY

A. The Ohio Dealer in Intangibles Tax is the exclusive Ohio business tax
imposed on financial securities brokerage firms, which enjoy broad
exemption from the major Ohio business taxes.

As a "dealer in intangibles," the appellant securities brokerage firm, UBS Financial

Services, Inc., flca Paine Webber, Inc. ("UBS"), is broadly exempted from Ohio's major business

taxes, including the corporate franchise tax, the personal property tax, and the recently enacted

commercial activities tax. See R.C. 5733.01(A) (granting blanket exemption from corporate

franchise taxation); R.C. 5725.26 (granting a nearly all-encompassing exemption from personal

property taxation imposed under R.C. Chapter 5711, except for dealer-owned tangible personal

property leased to businesses subject to the personal property tax); and R.C. 5751.01(E)(4)

(granting blanket exemption from the commercial activities tax).
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In this appeal for the 1999 through 2001 tax years, the financial securities giant contests

its liability for the sole business tax' that Ohio imposes on it: the dealer-in-intangibles tax

("DIT"), annually levied under R.C. 5725.13. For interstate securities brokers like UBS, which

are engaged in business both in and outside of Ohio, determination of the Ohio DIT liability

entails a two-step calculation.

B. For interstate securities brokers like UBS, the computation of the tax
requires a determination of the broker's over-all net worth as multiplied by
a unique-to-the-tax statutory apportionment fraction to derive an Ohio
"fair value" of the shares of the dealer.

The calculation of DIT liability requires the interstate dealer to annually report the "fair

value" of its shares, as measured by the capital employed by the dealer in Ohio, as of December

31st of the calendar year that immediately precedes the tax year. See R.C. 5725.13, 5725.14, and

5725.15; and the BTA Decision and Order at 4, f.n. 4, citing Household Finance Corp. v.

Porterfield (1970), 24 Ohio St.2d 39, UBS Appx. 10-23. To determine the Ohio fair value of the

shares is a two-step process. The first step is to detennine the total value of the dealer's shares,

commonly referred to as the dealer's "net worth." In the vernacular, the net worth amount

answers the starting-point question: "How big is the pie?"

The second step requires the interstate dealer to multiply its total net worth (i.e., the

"pie") by a statutory apportionment fraction in order to derive the fair value of the capital

employed by the dealer in Ohio (the Ohio "slice"). See former R.C. 5725.14 as in effect for the

Enjoying broad exemption from the major business taxes, UBS does not, however, entirely
escape non-DIT Ohio tax liability. Like most natural persons and corporate entities with a
taxable presence in Ohio, dealers in intangibles are subject to the generally applicable sales and
use taxes and real property taxes, which are imposed on businesses and non-businesses alike.
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tax years at issue. In other words, application of the apportionment formula set forth in R.C.

5725.14 determines Ohio's fair-share slice of the net-worth pie.

Under that statutory apportionment formula as in effect for the tax years at issue, UBS

and other dealers in intangibles primarily engaged in buying and selling securities were required

to determine their Ohio fair-share slice using a unique-to-the-tax statutory apportionment

fraction. Specifically, for the tax years at issue, the numerator of the fraction was "the aggregate

of all commissions charged plus one percent of all other receipts" attributable to the

brokerage firm's Ohio business activity, and the denominator was that same measure but as

attributable to the broker's business activity "everywhere." (Emphasis added.) Former R.C.

5725.14z .

hi other words, for dealers in intangibles whose primary business was engaging in buying

and selling securities, the Ohio apportionment factor had four components: (1) the Ohio-sitused

annual aggregate amount of "commissions charged"; (2) the Ohio-sitused annual aggregate

amount of "all other receipts" multiplied by 1%; (3) the total annual aggregate amount

"everywhere" of "commissions charged"; and (4) the total annual aggregate amount

"everywhere" of "all other receipts" multiplied by 1"/o.

z As noted by the BTA in its decision below, effective for the 2003 tax year, former R.C 5725.14
was amended to eliminate the "one percent of all other receipts" components of the
apportionment fraction. That is, for all post-2002 tax years, the apportionment factor is based
solely upon "commissions." See Am. Sub. H.B. No. 405, effective March 14, 2002, 149 Ohio
Laws, Part IV, at 6624; BTA Decision and Order at 5, f.n. 5.
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amount assessed by the Commissioner, of which UBS itself had self-reported and paid

$1,153,824 with its timely-filed DIT returns for the tax years at issue.3

D. The Commissioner's apportionment-factor interpretation under former R.C.

5725.14 was a long-standing administrative practice uniformly complied with by the
brokerage industry for at least the last 50 years of the statute's existence, and, as

such, is entitled to great deference.

Under the Commissioner's long-eatablished, long-accepted administrative interpretation,

the "receipts" of a brokerage dealer's sales of securities on "its own account," as principal, are its

revenues from the sales, i.e., its gains or losses from the sales. In stark contrast, under UBS'

interpretation, the costs incurred to purchase the securities would also be included as "receipts,"

in addition to UBS' profits on the sales of the securities. That is, the full "cash proceeds" of the

security sales would be deemed the "receipts."

In its decision below the BTA expressly found that the testimony presented by former

Ohio dealer-in-intangibles administrator Michael Sachs established that the "commissioner has

for several decades interpreted the term `receipts' to mean the gain or losses on the transactions."

BTA Decision and Order at 12. In its opening brief, UBS attempts to impugn the credibility of

former Administrator Sachs, but this attack is wholly without substance. Having had over thirty

years of experience with the dealer-in-intangibles tax, Mr. Sachs' testimony was clear and

' UBS submitted calculations of the total tax reductions it was claiming pursuant to its petition
for reassessment, as presented to the Tax Commissioner, and as resubmitted to the BTA as an
exhibit. See the Commissioner's statutory transcript at 11, Supp. 8, and BTA Ex. 1, tab 11, Supp.
1088. Those calculations show a total claimed-reduction in tax for the three years from
$1,937,905.88 to $168,247. The reduction to $168,247, however, included a slight amount
attributable to the Commissioner's inclusion of "leasehold improvement" assets in the net worth
calculation. In its opening brief, UBS has abandoned the leasehold improvements issue. See UBS
Br. 2, f.n. 1. Under UBS' apportionment-factor position, the amount of DIT tax arising from the
inclusion of the "leasehold improvement" assets would be only an additional $1,952. Thus, under
its current position as set forth in its opening brief filed with this Court, UBS would be entitled to
eliminate the entire amount of the increases in its DIT liability of $784,082.24 assessed by the
Commissioner upon audit, as well as to receive a refund of all but $170,209 of the $1,153,824 in
taxes it voluntarily self-reported and paid per its DIT retums for the tax years at issue.
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C. Under UBS' apportionment-factor interpretation, its sole Ohio business tax
obligations (its dealer-in-intangibles tax liabilities) for its substantial Ohio
business presence would suddenly be reduced to only $32,203 for the 1999 tax
year; $47,426 for the 2000 tax year; and $90,580 for the 2001 tax year.

UBS' opening brief is masterful in its level of abstraction. Notably absent from UBS'

opening brief is a full disclosure of the tax consequences that would arise from this Court's

adoption of the UBS position. If UBS' apportionment-fraction interpretation were correct, it

should have reported only $170,209 in dealer-in-intangibles tax, rather than the $1,937,905.88

amount assessed by the Commissioner, of which UBS itself had self-reported and paid

$1,153,824 with its timely-filed DIT retums for the tax years at issue.3

D. The Commissioner's apportionment-factor interpretation under former R.C.
5711.14 was a long-standing administrative practice uniformly complied with by
the brokerage industry for at least the last 50 years of the statute's existence, and,
as such, is entitled to great deference.

Under the Commissioner's long-established, long-accepted administrative interpretation,

the "receipts" of a brokerage dealer's sales of securities on "its own account," as principal, are its

revenues from the sales, i.e., its gains or losses from the sales. In stark contrast, under UBS'

interpretation, the costs incurred to purchase the securities would also be included as "receipts,"

' UBS submitted calculations of the total tax reductions it was claiming pursuant to its petition
for reassessment, as presented to the Tax Commissioner, and as resubmitted to the BTA as an
exhibit. See the Commissioner's statutorytranscript at 11, Supp. 8, and BTA Ex. 1, tab 11, Supp.
1088. Those calculations show a total claimed-reduction in tax for the three years from
$1,937,905.88 to $168,247. The reduction to $168,247, however, included a slight amount
attributable to the Commissioner's inclusion of "leasehold improvement" assets in the net worth
calculation. In its opening brief, UBS has abandoned the leasehold improvements issue. See UBS
Br. 2, f.n. 1. Under UBS' apportionment-factor position, the amount of DIT tax arising from the
inclusion of the "leasehold improvement" assets would be only an additional $1,952. Thus, under
its current position as set forth in its opening brief filed with this Court, UBS would be entitled to
eliminate the entire amount of the increases in its DIT liability of $784,082.24 assessed by the
Commissioner upon audit, as well as to receive a refand of all but $170,209 of the $1,153,824 in
taxes it voluntarily self-reported and paid per its DIT returns for the tax years at issue.
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in addition to UBS' profits on the sales of the securities. That is, the full "cash proceeds" of the

security sales would be deemed the "receipts"

In its decision below the BTA expressly found that the testimony presented by former

Ohio dealer-in-intangibles administrator Michael Sachs established that the "commissioner has

for several decades interpreted the term `receipts' to mean the gain or losses on the transactions."

BTA Decision and Order at 12. In its opening brief, UBS attempts to impugn the credibility of

former Administrator Sachs, but this attack is wholly without substance. Having had over thirty

years of experience with the dealer-in-intangibles tax, Mr. Sachs' testimony was clear and

unequivocal that the Commissioner and the brokerage industry itself have, for at least the last

fifty years, always considered the "receipts" from securities sales on the broker's own account to

be the gains and losses from those sales, rather than the entire cash proceeds.

In urging a radical departure from the long-standing administrative interpretation of the

Commissioner, with which the brokerage industry has uniformly complied for at least the last 50

years, UBS would have this Court believe that everyone in the brokerage industry, including

UBS itself, for all those decades "got it wrong." If UBS' position were to be accepted -- which it

asserted for the first time during the Commissioner's field audit in 2001 -- it would certainly

come as a surprise to the industry. It would mean that the Ohio brokerage industry voluntarily,

but erroneously, had paid countless millions of dealer-in-intangibles taxes over all of those

previous decades.
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E. In stark ontrast with the Commissioner's long-standing administrative
interpretation of the apportionment statute, UBS's interpretation is in
derogation of the General Assembly's objective that the apportionment
fraction fairly measure the capital used by UBS in its Ohio activities.

Under UBS' interpretation, suddenly, for each of the tax years at issue, over two trillion

dollars' worth of additional "other receipts" would be included in the denominator of UBS'

apportionment factor as non-Ohio "other receipts," with only a few million dollars' worth of

additional "receipts" added to the numerator. St. 11, Supp. 8; Ex. 1 tab 11, Supp. 1088. Including

these vast sums of sales proceeds in the denominator would thus have the effect of rendering

virtually meaningless the other component measures set forth by the General Assembly in the

apportionment fraction. UBS's "commissions" income amounts, as well as the amounts of all

other kinds of income that UBS received for services rendered, would have almost no effect in

determining Ohio's fair share of UBS' total net worth.

UBS' interpretation would thwart the General Assembly's objective in enacting the

apportionment statute -- to fairly measure the capital employed by UBS in this state. As with all

apportionment statutes, former R.C. 5725.14 is to be construed, if possible, to effectuate the

legislative intent that the taxpayers' Ohio business activity be fairly measured. Rio Indal v.

Lindley (1980), 62 Ohio St.2d 283, 286; Champion Spark Plug Co. v. Lindley (1982), 70 Ohio

St. 2d 82, 84-85; Wesnovtek Corp v. Wilkins (2005), 105 Ohio St.3d 312, 313. This consideration

should be of paramount importance here. Under the BTA's and Commissioner's holdings,

former R.C. 5725.14, as applied to UBS' facts, does just that, whereas UBS' interpretation of the

statute would not.

The grossly distortive effect on the Ohio apportionment fraction that would arise from

considering as "receipts" the cash proceeds, rather than the revenues from the sales, is

6



particularly evident when one realizes the nature of UBS' "principal" sales of securities. UBS'

sales of securities "on its own account" or "principal sales" consist largely of wholly-

computerized, virtually simultaneous-occurring buy/sell transactions that UBS engages in as a

"market maker." As the Commissioner's expert SEC financial disclosure/accounting witness,

Dr. Ray Stephens, testified and his "Securities Turnover" study detailed, on average, UBS' entire

inventory of securities held on its own account turned over completely each trading day. See

BTA Exhibit A 4, Supp. 1093. Moreover, as measured as a percentage of the sales proceeds

amount, UBS derives very little income from these "principal sales" transactions. In fact, for the

three taxable years at issue, UBS' average return on its "principal sales" was only 0.05% of the

cash sales price -- a rate of return typically generated from minor processing services, not from

capital assets truly held for sale.

In sum of this point, the Commissioner's interpretation achieves the General Assembly's

objective under former R.C. 5725.14 to fairly measure the capital used by the dealer in this state,

whereas UBS' interpretation would fail miserably. As evidenced by the $100-plus million of

commission income generated by UBS' Ohio branch offices over the three taxable years at issue,

UBS devotes considerable capital in Ohio to generate commission sales in Ohio, as well as

considerable capital in generating management fees and interest income. Yet, under UBS'

approach, these commissions, management fees and interest amounts would be relegated to

insignificance in determining UBS' Ohio apportiomnent factor. They would be dwarfed by the

gross cash proceeds from UBS' "market maker" transactions, which generate a miniscule return

^ In its "Table of Contents" to its Supplement Volumes, UBS erroneously identified the
Commissioner's sixteen BTA Exhibits by using the numbers 1-16, rather than the letters A-P. In
this brief, we will refer to the Commissioner's BTA exhibits by letter, consistent with the way
they were identified, marked and admitted into evidence at the BTA hearing.
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on the sales price and entail the employment of very little of UBS' capital in relation to the gross

sales prices of these securities.

F. The reasonableness and lawfulness of the Commissioner's and BTA's
interpretation of the statutory phrase "commissions charged plus 1% of all other

receipts" in former R.C. 5725.14 is strongly supported by a textual reading and
analysis of the statute itself.

As we detail factually and legally in the following sections of this brief, the

Commissioner's interpretation reflects both the common and technical usage of the phrase

"receipts." Indeed, regarding the term's technical usage, the BTA expressly found the testimony

of the Commissioner's expert SEC-financial disclosure and accounting witness, Dr. Ray

Stephens, to be "credible and probative of the issue," to the effect that "receipts" as used for

financial security industry purposes means the "revenues" or "gains and losses" from the sales of

the securities. BTA Decision and Order at 12.

Moreover, the Commissioner's interpretation for the term "receipts" as used in former

R.C. 5725.14 gains even greater textual support when it is read in pari materia with the

remainder of the statutory phrase. Commission revenues are a form of "receipts," so it naturally

follows that "other receipts" means other kinds of "revenues." In other words, when the term

"receipts" is read in conjunction with the other terms of the statutory apportionment fraction, it

confirms the common and technical usage of that term.

For these substantive reasons, the BTA's decision affirming the Commissioner should be

affirmed. Additionally, we note a separate and independent basis that partially would bar UBS

from obtaining the reduction in taxes that it seeks.

8



G. UBS' filing of the petition for reassessment conferred UBS only with a right to the
Commissioner's review and redetermination of the additional tax liability assessed
by the Commissioner upon audit, not with a right to contest the tax that it had
reported and paid per its returns.

In filing a "petition for reassessment" to contest the Commissioner's amended assessment

certificates, which increased the liability that UBS had self-reported on its returns, UBS did not

thereby obtain the right to a review and redetermination by the Commissioner of the originally

assessed tax liability as reported by UBS. The plain meaning of the relevant statutes and this

Court's precedent require that result. This is the position that the Commissioner expressed in his

BTA brief. See BTA Decision and Order at 6. Accordingly, in its decision below, the BTA

agreed with the Commissioner that UBS is jurisdictionally barred in the current proceedings

from obtaining a refund of the taxes that it self-reported and paid with its returns.

The BTA, however, appears to have further held that its consideration of the

apportionment factor issue was jurisdictionally barred altagether. If so, the Commissioner

disagrees with the BTA's jurisdictional ruling to the extent that it may be interpreted as holding

that UBS was jurisdictionally barred from raising its apportionment-factor challenge as a defense

to the increases in tax liability resulting from the Commissioner's issuance of amended

assessment certificates. In other words, in our view, UBS was not jurisdictionally barred from

asserting its apportionment-factor challenge as a "shield" to contest the liability imposed by the

Commissioner upon audit pursuant to the amended assessment certificates. But, UBS was barred

from asserting that challenge as a "sword" to obtain a refund of the taxes that it voluntarily

reported and paid with its returns.
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We now proceed with the Statement of Case and Facts, the Procedural Posture section of

which provides substantial detail of the assessment and audit proceedings in order to provide the

Court with the context for the jurisdictional issue involved here.

STATEMENT OF CASE AND FACTS

A. Procedural Posture

1. Upon audit, the Commissioner increased UBS' self-reported DIT liability
for each of the tax years, making adjustments both to UBS' reporting of the
total net worth and the Ohio apportionment factor.

Through an audit of UBS' 1999-2001 DIT retums, the Commissioner's field auditors

discovered that, for each of the three tax years, UBS had taken an unlawful over- 40% "haircut"

off the Ohio-sitused "aggregate commissions" part of the numerator of the apportionment

factor5. Additionally, the auditors increased UBS' self-reported total net-worth amounts to

include UBS' booked "leasehold improvements" assets, which UBS had omitted from the net-

worth calculations it had reported on its DIT returns6.

By reason of the over-40% increase to the "aggregate commissions" component of the

numerator of the apportionment fraction, the total numerator amount for each of the tax years

increased by almost the same amount (the lack of a complete one-to-one correspondence is

attributable to the second component of the numerator, i.e., the relatively miniscule amounts of

5 See, e.g., ( 1) the Tax Commissioner's agents' field audit report under the caption
"Verification of `Exhibit A"', Supp. 88; (2) the BTA testimony of UBS witness Louis DeVico,
Supp. 795; and (3) UBS Br. 3, first full paragraph. UBS' income statements and supporting
documentation, as reviewed by the Commissioner's agents upon audit (and included as exhibits
to the field audit report), plainly showed attribution by UBS of those commissions to UBS' Ohio
offices. Id.

`See the Commissioner's field audit report under the caption "Fair Value Adjustments,"
Supp. 89.
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UBS' Ohio-sitused "all other receipts," which were not increased upon audit). Specifically, for

the 1999-2001 tax years, the Commissioner increased the Ohio apportionment factor from the

percentages reported by UBS in its returns for those tax years, as follows: for the 1999 tax year

from 2.04% to 3.37%, St. 94, 531, Supp. 71, 499; for the 2000 tax year from 2.0072% to

3.332%, St. 98, 553, Supp. 75, 521; and for the 2001 tax year from 2.0017% to 3.26%, St. 56,

581, Supp. 39, 549.

Coupled with the field auditors' net-worth audit adjustments regarding the omitted

"leasehold improvement" assets, the field audit resulted in a $784,082 increase of UBS' DIT

liability from the $1,153,823 of taxes that UBS had voluntarily reported and paid with its returns

for those tax years. The lion's share of the increases was attributable to the "aggregate

commissions" adjustment. The Commissioner issued his amended assessment certificates for

each of the tax years on July 20, 2001 reflecting his field auditors' findings. These amended

assessment certificates increased the "preliminary" assessment certificates that the

Commissioner had previously issued for the 1999, 2000, and 2001 tax years on May 3, 1999;

May 1, 2000; and May 7, 2001, respectively. Following shortly after UBS' timely filing of its

DIT returns for those tax years, the Commissioner had issued his preliminary assessment

certificates reflecting UBS' own self-reporting of its DIT liability^.

' For the amended assessment certificates for the 1999-2001 tax years issued on July 20, 2001,
see Supp. 485 (1999 tax year); Supp. 507 (2000 tax year); and Supp. 530 (2001 tax year). For the
preliminary assessment certificates, each issued by the Commissioner following closely after
UBS' filing of its DIT return for the particular tax year, see Supp. 492 (1999 tax year); Supp. 514
(2000 tax year); and Supp. 543 (2001 tax year). Finally, to see that the amount of tax self-
reported by UBS for each of the tax years exactly matches the amount set forth on the

preliminary assessment certificates, see the first page of each of the returns, Supp. 494 (1999
return); Supp. 517 (2000 return); and Supp. 545 (2001 retum).
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2. Pursuant to UBS' petition for reassessment, UBS sought not only to
challenge the Commissioner's over-40% increase in UBS' assessment
liability arising upon audit, but also sought to drastically reduce its own
self-reported liability voluntarily paid per its returns.

As we will detail in the Law and Argument section, infra, pursuant to R.C. 5725.15 and

R.C. 5711.31, whenever the Commissioner issues a DIT assessment in an amount greater than

the Ohio fair share amount self-reported by the dealer in its annual DIT return, the dealer may

file a "petition for reassessment" contesting the increase. UBS did so in the present case.

Following the Commissioner's issuance of his amended assessment certificates on July 20, 2001,

UBS filed a petition for reassessment dated September 27, 2001 covering the 1999-2001 tax

years. Supp. 19-22.

In its petition, UBS challenged the Commissioner's increases in the assessment liability

regarding both the computation of UBS' total net worth and the Ohio apportionment factor

applied to that net worth. Regarding the net-worth calculation, UBS contested the

Commissioner's inclusion of the book value of "leasehold improvements." UBS asserted that it

had properly excluded the book value of those assets from its DIT returns, so that its net worth

amount for each tax year should be reduced back to the amount it had self-reported on its return.

The Commissioner rejected this contention in his final determination, and upon appeal

the BTA affirmed. BTA Decision and Order at 13-14. UBS preserved that challenge in its

appeals to this Court but, by way of its opening brief, has unceremoniously abandoned that

challenge by footnote. See UBS Br. 2, f.n.l ("[t]his issue is no longer being pursued").
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Regarding the Ohio apportionment factor, UBS contested the Commissioner's

determination in two ways. First, UBS asserted that, in its DIT returns for each tax year, it had

acted reasonably and lawfully in omitting 40% of the "commissions" income reported on its own

books and records as "Ohio" commission income. In support, UBS argued that its reporting of

only 60% of these commissions was reasonable because 40% of the activities generating these

Ohio-designated commissions assertedly were performed outside of Ohio. Thus, UBS requested

that the Commissioner reduce the Ohio-sitused "aggregate commissions" back to the amounts it

had self-reported. In the Tax Commissioner's administrative proceedings on the petition, UBS,

however, abandoned that argument, and, consequently, it was not addressed in the

Commissioner's final determination, nor appealed to the BTA.

Instead, UBS relied upon a second, independent argument. Namely, UBS argued that,

even if the Commissioner lawfully had included in the numerator of the apportionment fraction

all of the commissions that UBS' own books and records had designated as "Ohio"-sitused

commissions, nonetheless, no increase in the apportionment factor would be warranted. Indeed,

UBS asserted that, not only was no increase in the Ohio apportionment factor warranted, but that

UBS itself erroneously had overstated the Ohio apportionment factor for each of the tax years.

According to UBS, in self-reporting its Ohio apportionment percentage it had erroneously

understated the denominator of the fraction by a factor of approximately fifteen-fold, or 1,500%,

for each of the tax years. See "Attachment B" to UBS' November 6, 2002 letter from UBS' in-

house tax representative, Lou DeVico, to the Commissioner's Appeals Division counsel, William

F. Gross, in support of the petition. St. 11, Supp. 8.

Namely, UBS claimed that its own determinations of the "all other receipts" amounts in

the numerator and denominator of the apportionment factor attributable to its sales of securities
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as "principal" were drastically understated. (UBS explained that such "principal" sales are those

for which it sells as owner, rather than as broker.) In filing its DIT returns, UBS had followed its

own long-standing practice, as well as the Commissioner's, of reporting as the "receipts" for

these transactions the revenues that it derived from the sales, i.e., the gains and losses from the

sales. After being caught taking its 40%-plus "haircut," UBS asserted that it, instead, should have

reported the entire cash sales proceeds as the "receipts" from those transactions, rather than just

the revenue amounts.

Having advanced this argument only in a general and informal way during the audit

stage, Mr. DeVico quantified it in his attachments to his November 6, 2002 letter by setting forth

revised apportionment factors that reflected this position, St. 11, Supp. 8, and supporting

documentation, St. 12-14, Supp. 9-12. Under this position, the Ohio apportionment factors would

be reduced for the 1999, 2000 and 2001 tax years to only 0.2273%; 0.2902%; and 0.3217%,

respectively. St. 11, Supp. 8.

B. Statement of Facts

1. In its opening brief, UBS has materially distorted and ignored the evidence
presented in direct conflict with the BTA's own factual findings.

Even at first blush, UBS' blithe assurance to this Court in its opening brief that "no facts

are in dispute," UBS Br. 8, is puzzling. After all, the Commissioner, as appellee in the current

appeal, only now, through the filing of the present merit brief, sets forth his own factual

statement and analysis for this Court, so that UBS had no basis to have made that statement.

But more fundamentally, UBS' characterizations and analyses of the facts, throughout its

opening brief, materially distort, ignore, and conflict with the evidentiary record generally, as
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well as with the BTA's specific factual findings. Indeed in sub-sections 2-5, infra, we focus on

four major areas in which UBS' opening brief materially distorts or ignores the actual facts

concerning the apportionment factor issue, including characterizations in direct conflict with the

BTA's findings.

2. The Commissioner's statutory interpretation of former R.C. 5725.14 was a long-
standing, uniform construction in effect for at least the last 50 years of the statute's
existence and was met with universal acceptance from the securities brokerage
industry over that time, except for UBS's novel interpretation in the present case.

For at least the last 50 years for which former R.C. 5725.14 was in existence, and as far

back in history as could be shown through probative evidence, the Tax Commissioner has

interpreted that statutory apportionment provision ("commissions charged plus 1% of all other

receipts") to mean commission income plus 1% of all other income or revenues. Thus, under this

statutory interpretation, the aggregate gains and losses arising from a broker's sale of securities

on its own account. i.e., the broker's income or revenues from such sales transactions, constitute

its "receipts" for such transactions.

In the evidentiary proceedings below, the Board was provided with the strongest

probative source of evidence on this point: (1) the testimony of Michael Sachs, whose direct, 30-

year Department of Taxation-experience with the dealers in intangibles tax spanned four

decades, including his supervision of the tax on behalf of the Tax Commissioner from 1981

through his retirement in 2004, see Tr.II 186-196, Supp. 984-994; and (2) the Tax

Commissioner's instructions to the filing of the returns, Form 980-A for the 1995 tax year and

thereafter, setting forth that administrative interpretation, Tr.II 210-212, Supp. 1008-1010; see,

e.g., the Form 980-A enclosed and mailed to dealers in intangibles with the 1995 tax year return,
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under the caption of the instruction "Exhibit C," in reference to the return schedule in which the

apportionment fraction is detennined. Supp. 1214-1215 (included as part of BTA Ex. B) 8.

Throughout Mr. Sachs' tenure and that of his mentor, John Knox, the previous long-time

dealer-in-intangibles-tax supervisor (whose own 22-year experience with the tax dated to the late

1950s or early 1960s, Tr.II 192-193, Supp. 990-991), the Commissioner uniformly gave the

apportionment statute, former R.C. 5725.14, the same administrative interpretation as is

challenged by UBS here. Tr.II 210-211, Supp. 1008-1009.

Mr. Saks further testified that the dealer in intangibles tax instructions, labeled "Tax

Form 980-A," were attached with each tax return and that such returns with instructions were

sent out annually to all dealers that had filed retums in the previous year, as well as to any other

entities desiring a blank retum. Tr.Ir 199, Supp. 997. The BTA evidentiary record included blank

tax returns, with the Tax Forms 980-A attached, setting forth the Commissioner's administrative

interpretation, for all tax years dating back to 1995 -- the earliest tax year for which the

Commissioner, at the time of the BTA hearing in this case, still maintained blank returns and

Form 1980-A instructions. Tr.II 200-201, Supp. 998-999, Exs. B-I, Supp. 1204-1382.

The BTA evidentiary record shows that, until the present case, no securities brokerage

firm had ever, to the Tax Commissioner's staffs knowledge, challenged the Commissioner's

administrative interpretation. In the words of Mr. Sachs, "everyone in the industry was told to

file that way, and all audits were performed that way [in accordance with the Tax

eThe instruction booklet, Form 980-A, that was mailed with the 1995 tax year return, and for
every tax year thereafter through the last tax year that former R.C. 5725.14 applied (the 2002 tax
year), contained the following language: "To calculate the Ohio percentage of business for
brokers, [use] 100 percent of commissions charged plus 1"/o of all other income eamed in Ohio,
divided by 100% of commissions charged everywhere plus 1% of all other income everywhere."
Ex. B, Supp. 1215."
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Commissioner's administrative interpretation]." Tr.II 213, Supp. 1011. To his own personal

knowledge, throughout his entire 30-year career, and that of his predecessor, John Knox, "no one

until now [in the present case] has ever questioned it." Id. 9

Furthermore, upon even a cursory review of a completed broker's dealer in intangibles

tax return any such challenge to the Commissioner's administrative interpretation would have

been revealed, so that it is unlikely that it would have eluded a Tax Commissioner audit. The

tremendous dollar amount increase in the denominator of the apportionment fraction resulting

' By the time the present case was being prepared for the BTA hearing in this case, in 2004, the
Department of Taxation's own intemally-maintained research archives did not contain any
information or documentation conceming the Commissioner's administrative practices regarding
the apportionment issue prior to John Knox's tenure with the Ohio dealer-in-intangibles tax
beginning in the late 1950s. In its opening brief filed with this Court, however, UBS attaches a
copy of an excerpt from a 1941 edition of Pages Annotated conceming the General Code
predecessor to former R.C. 5725.14, G.C. 5414-4, which includes a "Comment" from the then-
Tax Commissioner, William Evatt. The language that UBS relies upon is Commissioner Evatt's
statement that "[s]ince some brokers both deal and sell on commission, it was considered that
one per cent of the gross receipt of outright sales should have approximately the same weight as
the gross commissions charged.***." UBS Br. 12-13.

UBS then claims that the commentary language supports UBS' interpretation of the
apportiomnent statute, but that claim is highly debatable, at best. First, given the reasoning of
Commissioner Evatt, his comment strongly supports the Commissioner's interpretation.
Specifically, Commissioner Evatt appears to be stating that 1% of the "gross receipt" from the
outright sale of a security is a proxy for the average rate of return of income earned on the sale.
Yet, as we detail in Sub-Section 5 of this Statement of Facts section, infra, for the three taxable
years at issue, the income from UBS' sales of security on its own account, on average,
represented only 0.05% of the sales price of the securities sold. So, in Commissioner Evatt's
view, UBS' interpretation would overweight UBS' sales in the apportionment fraction by a
factor of twenty-fold.

Moreover, whatever Commissioner Evatt meant by his comment, his commentary in 1941 does
not change the Commissioner's long-standing administrative practices thereafter. As found by
the BTA, and as established by the testimony of Administrator Sachs, for at least the last 50
years that former R.C. 5725.14 was in existence, the Commissioner's uniform administrative
practice was to define "receipts" as revenues or income, not as the entire cash proceeds.
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from adoption of UBS's statutory interpretation (in UBS's case 1% of approximately 2 trillion

dollars, i.e., $20 billion, for each of the three tax years) would have been an obvious "flag" that

the taxpayer broker was taking such a position. Tr.II 215-216, Supp. 1013-1014.

In fact, if securities brokerage firms truly thought that the statutory interpretation that has

been advanced by UBS here was a supportable one, they would have had every incentive to

challenge the Tax Commissioner's interpretation. Under adoption of UBS's statutory

interpretation, its Ohio apportionment factor would be reduced by over 90%, resulting in a

corresponding tax liability reduction. Such large savings in dealer in intangibles tax would be a

serious inducement for any securities brokerage company engaged in like "market making"

activity to that engaged in by UBS in the OTC (over-the-counter) market (i.e., the kinds of

"principal transactions" engaged in by UBS here).

Moreover, the total absence of decisional law adds confirmation to Mr. Sachs'

unequivocal, first-hand testimony. Prior to the present appeal, no cases existed in which any

dealer in intangibles had questioned the Commissioner's interpretation of the apportionment

statute. In sum, the evidence establishes that the Commissioner's administrative interpretation of

the statute was long-standing, uniform, and universally accepted, except for UBS's challenge in

this case.

Additionally, in its opening brief, UBS attempts to attack Mr. Sachs' credibility by

suggesting that he was incorrect in his testimony in a few respects, and that his allegedly

incorrect testimony misled the BTA, but UBS' attacks do not stand up when Mr. Sachs' BTA

testimony is reviewed. Contrary to UBS' suggestion, Mr. Sachs was completely accurate in his

testimony and the BTA was not, and could not have been, misled.
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UBS' misguided attempt to impugn Mr. Sachs' testimony entails a few steps. First, UBS

erroneously suggests that Mr. Sachs testified that the Form 980-A instructions prior to the 1995

tax year expressly set forth the same language appearing in the instructions for the 1995 tax year

Fonn 980-A and thereafter. But in this regard, UBS erroneously confuses Mr. Sachs' testimony

concerning the contents of the returns themselves (Form 980) with his testimony concerning the

instructions to those returns (Form 980-A). See UBS Br. 14, citing Mr. Sachs' testimony at Tr.II,

202, Supp. 1000.

In this regard, the testimony that UBS cites in its brief in support of its contention

concerns the contents of the 1995 tax year return, i.e., Form 980, as distinguished from the

instructions to the return, Form 980-A. In testifying that the Fonn 980 for the 1995 tax year

would be "substantially similar to the returns for the prior years," Mr. Sachs was not referring to

the contents of the Form 980-A. Rather, on that subject, Mr. Sachs testified later in the BTA

hearing transcript. Regarding the contents of the Form 980-A, Mr. Sachs' testimony forthrightly

testified that he did not know whether, prior to the 1995 tax year, the Form 980-A instruction

booklet contained the same specific instruction concerning the apportionment factor as did the

Form 980-A instructions enclosed with the 1995 returns and thereafter. Specifically, he testified

"I couldn't tell you, but I could attest to '95 forward." Tr.II 211, Supp. 1009.

Moreover, UBS's apparent procurement, outside the evidentiary record, of purported

reproductions of Forms 980-A in use by the Commissioner prior to the 1994 tax year, even if

constituting accurate reproductions of those Forms, does not impugn Mr. Sachs' testimony in

any way. Nor in any way do they suggest that the Commissioner's long-standing administrative

practice differed from Mr. Sachs' testimony.
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The contents of those Forms 980-A simply parrot the statutory language, i.e., the

instruction requires securities brokers to set forth their commissions at 100% and their other

"receipts" at 1%. Thus, the contents of those Forms 980-A do not conflict in any way with Mr.

Sachs' testimony. Namely, that, throughout his 30-year tenure, and throughout the tenure of his

predecessor, John Knox, dating back to the late 1950s or early 1960s, the Commissioner's

uniform administrative practice, universally complied with by the securities brokerage industry,

was for brokers to report the gains and losses, or revenues, from their sales of securities as their

"receipts."

3. The uniform practice and usage within the securities brokerage industry, as
mandated for GAAP and SEC financial statement disclosure purposes, is that the
aggregate gains and losses from the sales of securities on its own account constitute
the broker's revenues or income from such transactions.

As the BTA expressly found and as UBS's own witness, Thomas Stampfli, openly

acknowledged and Dr. Ray Stephens, the Commissioner's expert witness, further confirmed, in

the securities brokerage industry, the "trading profits" on a brokerage firm's sales of securities

on its own account, i.e., the aggregate gains and losses on those sales, constitute the broker's

"revenues" from those transactions. See, BTA Decision and Order at 11; Mr. Stampfli's

testimony at Tr.I 87, Supp. 642, and Dr. Stephens' testimony at, e.g., Tr.II 117-118, Supp. 915-

916"0

10 Similarly, the fees and aggregate underwriting gains or losses arising from IPOs (initial public
offerings) and other like investment banking activities constitute the "revenues" from those
securities sales/ underwriting transactions. See Dr. Stephen's testimony at, e.g., Tr.II 130-131,
Supp. 928-929 (referencing numbered paragraph 4.57 captioned "Underwriting Income or Loss,"
of page 106 of the AICPA "Audit and Accounting Guide" for "Brokers and Dealers in
Securities," Ex. P (hereafter often referred to as "AICPA guidelines"), Supp. 1094-1110; Mr.
Stampfli's testimony at Tr.I 63-64, Supp. 618-619.
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Accordingly, the aggregate gains and losses are reported as "revenues"I I on the securities

brokers' audited financial statements (which are reported to the SEC and widely distributed to

shareholders and other users of financial statements), as well as on the brokers' profit and loss

statements and supporting documentation detail. Indeed, a review of UBS's own financial

statements and supporting documentation establishes its adherence to this usage of the term

"revenues." Tr.I 87, Supp. 642; Tr.II 118-119, Supp. 916-917; St. 450, 457, Supp. 425, 432

(pertinent pages of UBS's parent corporation's 1999 annual report relating to "Management's

Discussion and Analysis," and "Consolidated Statements of Income," respectively); St. 339-341,

Supp. 314-316 (pertinent pages of UBS's glossary of terms used in its chart of accounts relating

to "trading profits); and St. 133-294, Supp. 110-271 (UBS's profit and loss report detail for the

tax years at issue).

As Dr. Stephens further testified, Generally Accepted Accounted Principles (GAAP) and

Generally Accepted Auditing Standards (GAAS) require that, regarding security broker's sales

of securities on its own account, "revenues" means the aggregate gains and losses from the sales.

The GAAP and GAAS standards are the controlling authority for purposes of financial statement

disclosure purposes. As Dr. Stephens explained, as part of the CPA-auditor's certification of the

financial statements as being in compliance with GAAS, the auditor must follow GAAP, TR.II

147, 148, Supp. Supp. 945-946.

" As Dr. Stephens explained, the term "revenues" is generally used for purposes of financial
statement presentation, rather than "income." More specifically, the term "income" is generally
modified in some way to indicate a particular type of income. But, regardless of the modifier,
"revenues" may be a broader term than "income" because, in its general use, the term "income"
means "revenues minus expenses," Tr.II 145, Supp. 943. However, as Dr. Stephens testified, as
applied to the categories of income set forth in AICPA guidelines for securities brokers, the
terms "income" and "revenues" equate. Tr.II 145-147, Supp. 943-945.
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In support of his testimony as to the meaning of revenues within the securities brokerage

industry and as required under GAAP and GAAS, Dr. Stephens identified the relevant excerpts

of the AICPA [American Institute of Certified Public Accountants] Audit and Accounting Guide

for Brokers and Dealers in Securities, Ex.P, Supp. 1094-1110. He testified that, for GAAP, the

AICPA guidelines were the highest existing source of authoritative guidelines for the industry,

and that AICPA guidelines specify how the securities brokers account for various items on their

audited financial books and records. Tr.II 108, Supp. 906. The AICPA guidelines define the

"revenues" or income from the broker's sales of securities on its own account as constituting the

aggregate gains and losses from the sales. See paragraph 4.56 of page 106 of the guidelines,

Ex.P, Supp. 1098, and UBS's own description of these revenues in its 1999 annual report of

"principal transactions," St. 450, 457, Supp. 425, 432. They likewise do so for the various other

kinds of business activities engaged in by securities brokers, e.g., commission sales, asset

management, investment banking, lending, etc., see generally Ex. P and the Commissioner's

cross-examination of Mr. Stampfli.

4. The BTA expressly found as "credible and probative" Dr. Stephen's expert
testimony concerning the meaning of "receipts" as used in the securities brokerage
industry for financial purposes to be the "revenues" received in cash (or cash-
equivalents) of the brokers, and, thus, as applied to "receipts" from the sales of
securities on the brokers' own account, means the aggregate gains and losses from
those sales received by the brokers in cash (or cash equivalents).

The BTA expressly found Dr. Stephens' expert testimony concerning the meaning that

the term "receipts" has acquired in the securities brokerage industry to be "credible and

probative." BTA Decision and Order at 12. Dr. Stephens testified that the meaning of "receipts"

within the brokerage industry, for financial purposes under GAAP, is a special meaning, among
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the general definitions of that term in common parlance. Specifically, the term "receipts" means

"revenues received in cash." E.g., Tr.II 140, Supp. 938. Thus, as applied to the brokers' sales of

securities on their own accounts, such receipts (or "revenues received in cash") constitute the

amounts received by the brokers from the gain or loss on the sales of the securities, and do not

also include the amounts received by the brokers for the recovery of the costs of the securities

sold. See Dr. Stephens' testimony at, e.g., Tr.II 141, Supp. 939.

Dr. Stephens testified that the term "receipts" as used for financial purposes under GAAP

is a "term of art" as the presiding attorney-examiner explained "term of art" to mean (i.e., "[a

term that] takes a meaning different from the vernacular used elsewhere in society, Tr.II 137,

935."). That is, "receipts" in Dr. Stephen's understanding may have multiple meanings in

common parlance, but as it is used for financial/accounting purposes, it has acquired that special

meaning.

Dr. Stephens further testified that the securities brokerage industry uses the term

"receipts" for purposes of cash flow analyses and the presentation of the "statement of cash

flow," a standard financial document in any audited, certified financial statements. Tr.Il 129-

130, Supp. 129-130; St. 461 (UBS' parent corporation's 1999 annual report's "Consolidated

Statements of Cash Flow"). In determining a broker's (or any other business concern's) cash

flows, the "revenues" from its various business activities are added together with the existing

cash and cash equivalents, and the various cash disbursements and expenses are deducted in

order to compute the total cash flow "receipts" from operations. Id.

The definition of the term "receipts" in the operational cash flow analyses and financial

statement disclosures, as required under GAAP, emanates from the accounting profession's

highest authoritative source on this subject: The Financial Accounting Standards Board's
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(FASB's) Statement of Financial Accounting Standards No. 95, captioned "Statement of Cash

Flows," T.C. Appx. 1-66 (obtained from the FASB official website, http: //www.fasb.org.)1Z.

Thus, Dr. Stephens' testimony as to the meaning of "receipts" derives from his expert

understanding of the meaning of "receipts" for purposes of GAAP, as defined in the securities

brokerage industry. Moreover, for this expert understanding, he has utilized the very highest

authority under GAAP.

5. The inclusion within the apportionment fraction of the costs of the securities
sold, as part of the "receipts" from a broker's sales of securities on its own
account, would disproportionately skew the apportionment fraction so that it
could not fairly reflect the broker's business activity within or without Ohio

The gross sales proceeds from its security sales that UBS urges constitute its "receipts"

from those sales (approximately 2 trillion dollars, on average, for the three tax years at issue) are

figures that are not directly stated in any document in the evidentiary record. These figures are

nowhere to be found on UBS's own internal accounting records, including its profit and loss

statement detail and balance sheet detail for the subject tax years, St. 128-294, Supp. 105-272.

Nor are they found otherwise in the evidentiary record13, or in its audited financial statements

filed with the SEC and issued to its shareholders. Indeed, in its annual report for 1999, UBS's

12 As FASB's official website "home" declares, FASB's mission is to "establish and improve
standards of financial accounting and reporting for the guidance and education of the public,
including issuers, auditors, and users of financial information." Accordingly, its official
publications, including the attached Statement No. 95, are readily accessible and printable to the
general public, in furtherance of FASB's "educational" mission.

" The closest that UBS comes to documenting any hard figures setting forth such gross sales
proceeds is its "costs of securities sold" summaries for each year, captioned as such, St. 13-15,
Supp. 10-12, reproduced (but without these captions) as Ex. 1, tabs 13-15, Supp. 1090-1092.

But, "cost of securities sold" is only a component of the total sales proceeds from the sales; the
total sales proceeds also include the aggregate gains and losses from those sales.
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parent corporation provided a powerful explanation for the absence of such gross sales figures.

In the section titled "Management's Discussion and Analysis" at page 7, St. 450, Supp. 425, the

following revealing explanation concerning its "principal transactions" was provided:

For financial reporting purposes, principal transactions revenues include
realized and unrealized gains and losses on trading positions and principal
investing activities, including hedges. In assessing the profitability of its
trading activities, the Company [UBS's parent and its various subsidiaries,
including UBS, the taxpayer here] views net interest and principal
transactions revenues in the aggregate. (Emphasis added.)

In other words, for purposes of analyzing profitability, UBS does not find pertinent the

total gross proceeds from the sales of its securities on its own account. Rather, it looks to the

"revenues" from the securities sales, i.e., the aggregate gains and losses from those sales.

The reason for this is most apparent when one realizes the remarkably rapid inventory

turnover of its entire securities portfolio and the infinitesimal return these transactions yield, as a

percentage of the sales prices. This is shown from Dr. Stephens' inventory tumover analysis, Ex.

A, Supp. 1093, for which he used UBS's own figures as set forth in the summary schedule

submitted below. See the summary schedules with hand-written additions and deletions, St. 12,

Supp. 9, and without such hand-written additions and deletions, St. 303, Supp. 280.

Specifically, based upon 210 trading days per year, the turnover of the portfolio over the

three years at issue ranged from 0.8 to 1.2 days. Id. Moreover, the costs of securities sold ranged

from 1.9 trillion to 2.2 trillion dollars annually, meaning that, for each trading day, an average of

between $10-15 billion of securities were sold. Id. Yet, revenues stated for this activity on UBS's

parent's 1999 annual report showed total revenues, i.e., the aggregate gains and losses from these

transactions, ranging from $0.86 billion to $1.1 billion annually over the 1997-1999 period. See

St. 457, Supp. 432 (the "Consolidated Statements of Income"). This equates to an average return
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on such sales of a whopping 0.05% -- a rate of return typically generated from minor processing

services, not from capital assets truly held for sale.

Suddenly, under UBS's novel statutory interpretation, for the tax years at issue, on

average about two trillion dollars would be added to the "all other receipts" category -

representing the costs of the securities sold attributable to UBS's sales of securities on its own

account. The two trillion dollar figure would then be multiplied by 1%, equaling $20 billion, and

this figure would be added to the denominator (which measures the broker's business activity

everywhere). Consequently, the Ohio's business activity percentage would be drastically reduced

by reason of the grossly disproportionate weighting of UBS's principal transactions business

relative to the revenues generated from that activity as compared to the revenues generated from

its other activities.

This gross overweighting of the principal transactions, and consequent gross

underweighting of commissions and revenues from all other of the broker's business activities, is

shown from a consideration of UBS's over-all revenues, as reflected by the financial statements

in the evidentiary record. Specifically, the "Consolidated Statements of Income" in UBS's parent

corporation for the 1999 annual report, St. 457, Supp. 432 provides a good representation of the

over-all revenue picture for the three-year period from 1997-1999. As shown from review of that

audited financial statement, revenues from "commissions" ranged from about 50% to 90%

higher than revenues from "principal transactions," yet, under UBS's interpretation, over 90% of

the denominator of the apportionment factor, for all three tax years, would be attributable to

UBS's principal transactions. The commissions would be relegated to the role of a very poor

step-sister.
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But this is not all; under UBS's statutory interpretation the inverse correlation between

the revenue-generating significance of the business activity to its weighting in the apportionment

factor is even more pronounced when one compares "principal transactions" to the broker's

business activities other than its "commissions" business. For example, revenues from "principal

transactions" range from approximately 25% to 90% greater than revenues from "asset

management" for the three year period, but, under UBS's statutory interpretation, the weighting

of the principal transactions business activity in the denominator of the apportionment fraction

would be of a magnitude of over 20,000% greater than the revenues from asset management1a

14 Here is the computation of the "over 20,000%" figure, in rough numbers:
First, determine the influence of the "principal transactions" activity in the denominator

of the apportionment fraction. Under UBS's statutory interpretation, the denominator of the
apportionment fraction would be increased by an average of about $20 billion, i.e., the $2 trillion
for the costs of the securities sold in UBS's principal transactions multiplied by 1% = $20
billion. This figure would be added together with 1% of the aggregate gains and losses from
those transactions already included in the denominator under the Commissioner's statutory
interpretation. These aggregate gains and losses from the principal transactions average about $1
billion annually. So, 1% of $1 billion = $10 million plus $20 billion = $20.01 billion,
representing the portion of the denominator of the fraction attributable to UBS's principal
transactions activities.

Second, determine the influence of the "asset management" activity in the denominator
of the fraction. Over the three year period, the revenues from that activity generated, on average,
approximately $700 million. Under both the Commissioner's and UBS's statutory
interpretations, this amount would then be multiplied by 1% = $7 million, or .007 billion. The
$.007 billion would be the amount of the denominator attributable to UBS's asset management

activity.
Finally, compare the respective influences of the "principal transactions" activity and the

"asset management" activity on the denominator, i.e., the $20.01 billion figure relative to the
.007 billion figure. The former is 28,580% greater than the latter.
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In sum, UBS's approach would unreasonably reduce the Ohio apportionment percentage

to an incredibly small fraction of any such Ohio fair-share amount15 by disproportionately

weighting a relatively minor revenue-generating aspect of UBS's securities business.

6. The Commissioner's and BTA's jurisdiction arises from UBS's filing of a
petition for reassessment from the Tax Commissioner's issuance of
deficiency assessments for the tax years at issue. As expressly found by the
BTA, UBS did not file an amended DIT return, nor did it file an application
for final assessment.

UBS's notice of appeal to the Board from the Tax Commissioner's final determination was

an appeal from the Tax Commissioner's resolution of UBS's "petition for reassessment"

concerning deficiency assessments issued to UBS for the 1999-2001 tax years. The

Commissioner's final determination expressly so provides. St.1, Supp.2. These deficiency

assessments increased UBS's dealer in intangibles assessment liability from the amounts that

UBS itself had reported on its dealer in intangibles tax returns filed for those tax years. See Ex.

1, tabs 1-3, Supp. 1034-1075. After UBS filed its tax returns for the tax years at issue, the

Commissioner's agents conducted a field audit resulting in the Commissioner's issuance of

amended assessment certificates reflecting additional tax liability arising from increases in total

assessed value. Ex. 1, tabs 5-7, Supp. 1079-1081.

In the written communications between UBS and the Commissioner thereafter, UBS and

the Commissioner both clearly communicated that UBS was seeking a petition for reassessment

of the assessment liability arising from the field audit. In response to the Commissioner's

issuance of the deficiency assessments, UBS filed a letter dated September 27, 2001, St. 35-37,

1sFor the 1999-2001 tax years at issue, the Ohio percentages of the business activity would be
reduced from 3.26%, 3.32%, and 3.37%, respectively, see St. 56, 63, 70, Supp. 39, 46, 53, to
about 1/5 of 1%, see Ex.l, tab 11, Supp. 1088.
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protesting the increase in the assessment liability occasioned by the Commissioner's issuance of

the amended assessment certificates, and by letter dated October 18, 2001 UBS expressly stated

that such September 27, 2001 letter was intended by UBS to constitute a written petition for

reassessment. St. 33-34. In so filing, UBS expressly did not pay the additional tax, penalties or

interest concerning the deficiency assessments, as that was not a jurisdictional requirement under

the petition for reassessment requirements. The Commissioner's personnel agreed, in a follow-up

letter to UBS dated November 6, 2001, that no such payment of the deficiency assessments was

required to confer jurisdiction upon the Commissioner to review the petition for reassessment,

but noted a separate duty upon a taxpayer to pay the additional tax pursuant to R.C. 5725.22. St.

32.

The Commissioner also formally advised a third party, the state treasurer, of UBS's filing

of its petition for reassessment. As required under R.C. 5711.31, the Commissioner, by notice

dated November 8, 2001, informed the treasurer that UBS had filed a petition for reassessment

(referred in the notice to the treasurer as an "application for review and redetermination" -- the

statutory terminology previously codified in R.C. 5711.31 to describe petitions for reassessment)

concerning the deficiency assessments. St. 31, Supp. 26.

Finally, UBS expressed this same understanding in proceedings at the BTA evidentiary

hearing. UBS' manager of state and local tax, Lou DeVico, testified to his understanding that the

proceedings below entailed review of UBS's petition for reassessment. Tr. 1187, Supp. 885.

Any further facts will be referenced directly to the evidentiary record in the Law and

Argument section, which follows.
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LAW AND ARGUMENT

Proposition of Law No. 1:

The BTA and Tax Commissioner acted reasonably and lawfully in holding that,
under the dealer-in-intangibles tax apportionment statute of former R.C. 5725.14, the

"receipts" from a security broker's sales of securities on its own account as principle
are the revenues from the sales, i.e., the gains and losses from the sales, and do not
also include the costs previously incurred by the broker to purchase the securities.

A. The Commissioner's interpretation of a broker's gains and losses from its sales of
securities on its own account as constituting "receipts" within the meaning of the
statutory phrase "commissions charged plus one percent of all other receipts"
accords with the common usage of the term "receipts" and with the technical
usage the term "receipts" has acquired in the securities brokerage industry.

The common and technical usage of the term "receipts" as used within the phrase

"commissions charged plus one percent of all other receipts" in former R.C. 5725.14 establish

that the Commissioner's interpretation of that unique statutory apportionment language follows

from a plain reading of the statute. Even without reading the words "all other receipts" in fuller

context, the word "receipts" is commonly used, by itself, to mean "[s]omething received;

INCOME." This exact definition is found in the pre-eminent legal dictionary of our times. See

Black's Law Dictionary, (7`h Ed. 1999) 1274, T.C. Appx. 67-68.

Moreover, and even more fundamentally, the Commissioner's interpretation of the statute

accords with the technical meaning that term has acquired within the securities brokerage

industry, and, thus, shall be construed accordingly. See R.C. 1.42: "[w]ords and phrases that

have acquired a technical or particular meaning, whether by legislative definition or otherwise,

shall be construed accordingly."

As expressly found by the BTA below, in UBS' securities brokerage industry, the term

"receipts," as applied to the sales of securities by the broker on its own account ("principal

transactions"), means the broker's gains or losses from the sales of the securities. BTA Decision
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and Order at 12. In so finding, the BTA expressly relied upon the testimony of Dr. Ray Stephens

as "probative and credible." Id.

In this regard, Dr. Stephens testified that, as applied to the sales of securities, the term

"receipts" within the brokerage industry means "revenues received in cash," and, further, that the

broker's "receipts" from principal transactions are the "revenues" from those transactions, i.e.,

the broker's aggregate gains and losses from those sales. To support his testimony, Dr. Stephens

used the best possible documentary sources. See the detailed discussion in Section B.3 and B.4

fully supporting his testimony, including UBS' own financial records and the most authoritative

publications under Generally Accepted Accounting Principles (GAAP) and Generally Accepted

Auditing Standards (GAAS).

B. Reading the entire statutory phrase "commissions charged plus one percent of all
other receipts" in pari materia further cements the Commissioner's plain reading
of the statute.

As the evidentiary record reflects in detail ( see, e.g., the AICPA guidelines, Ex. P, and

UBS' own glossary for its P/L chart of accounts, St. 324-391, Supp. 299-366, "commissions" are

indisputably a form of revenues or income, as are interest, management fees and investment

banking service carnings. The Commissioner and UBS are in accord as to the meaning of the

term "receipts" relative to these business activities: the "receipts" for purposes of the statutory

apportionment fraction mean the "revenues" from those activities. Thus, when the phrase

"commissions charged plus *** all other receipts" is read together, the natural reading of the

phrase is that "receipts" refer to kinds of revenues, because commissions are a kind of revenues.

Moreover, when we realize that the receipts for all other of the kinds of business activities that
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generate a broker's earnings are "revenues" too, this natural association is even further

strengthened.

The Latin phrase noscitur a sociis ("it is known by its associates") is appropriately

applied here. Specifically, "the meaning of words may be indicated or controlled by those with

which they are associated." Renfroe v. Ashley (1958), 167 Ohio St. 472, 474. Similarly, "in

accordance with the maxim noscitur a sociis, the meaning of a word may be ascertained by

reference to the meaning of words associated with it; and again, according to a similar rule, the

coupling of words together shows that they are to be understood in the same sense." Myers v.

Seaberger (1887), 45 Ohio St. 232, 236.

C. As a long-standing, universally-accepted administrative interpretation, the
Commissioner's application of the plain meaning of the statute is entitled to great
weight and shall not be set aside unless judicial construction makes it imperative
to do so.

As the BTA expressly found in its decision below, BTA Decision and Order at 12-13,

and as we detail in Section B. 2 of the Statement of Case and Facts, the Commissioner's

administrative interpretation is a long-standing one, at least as far back as the late 1950s or early

1960s. Moreover, it has been universally met with acceptance by the securities brokerage

industry, except for this case. Under these facts, the Commissioner's interpretation is entitled to

"great deference." Griggs v. Duke Power Co. (1971), 401 U.S. 424.

Indeed, Ohio jurisprudence has long recognized this principle and stated it most

strongly. As far back as Indus. Comm'n v. Brown (1915), 92 Ohio St. 309, 311 the Court applied

this principle: "Administrative interpretation of a given law, while not conclusive, is, if long

continued, to be reckoned with most seriously and is not to be disregarded and set aside unless

judicial construction makes it imperative so to do."
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The Court has explicitly applied this same principle, using virtually the same language, in

regard to the Tax Commissioner's 23-year-old administrative interpretation of an estate tax

statute, as follows: "[s]uch long standing administration practices are not only persuasive, but

should not be set aside unless judicial construction makes it imperative to do so [citation

omitted]." In re Packard (1953), 174 Ohio St. 349, 356; BTA Decision and Order at 12-13.

The Court's adherence to this principle is just as true today as it was almost a century ago

in Brown, supra. The Court continues to accord this same deference to long-standing

administrative interpretations: "[i]t is a fundamental tenet of administrative law that an agency's

interpretation of a statute that it has a duty to enforce will not be overhxrned unless the

interpretation is unreasonable." State ex rel. Clark v. Great Lakes Constr. Co. (2003), 99 Ohio

St.3d 320, at ¶10. Similarly, "[1]egislative inaction in the face of long-standing [administrative]

interpretation suggests legislative intent to retain the existing law." Maitland v. Ford Motor Co.

(2004), 103 Ohio St.3d 43, at ¶26.

The merits of UBS's alternative construction must be decided against this backdrop of

judicial deference to long-standing administrative interpretations; only if such construction of the

statute is required from a plain reading of the statute, would it provide a proper basis for setting

aside the Commissioner's long-standing one. As we show above, a textual reading of the statute

should compel adoption of the Commissioner's interpretation, even if it were not a long-

standing, and, until this case, universally accepted one. But we submit that the Commissioner's

construction is not just one based on a plain reasonable reading of the statutory language, it is

compelling for another fundamental reason: the manifestly absurd results that are created under

UBS's interpretation, wholly contrary to the General Assembly's objective under tax

apportionment statutes.
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D. The Commissioner's interpretation results in a far "fairer" measure of a
securities broker's Ohio business activity than does UBS's alternative
interpretation, and accords with Ohio decisional law recognizing that the
goal in construing an apportionment statute is to "best effectuate the purpose
of the legislation to tax the fair value of the business transacted in Ohio."

The Ohio case law establishes a fiu-ther guide to statutory interpretation compelling this

Court's rejection of UBS's alternative construction of the dealer-in-intangibles-tax

apportionment statute in effect for the tax years at issue: tax apportionment statutes shall be

construed, if possible, to effectuate the legislative intent that the taxpayers' Ohio business

activity be fairly measured. Rio Indal v. Lindley (1980), 62 Ohio St.2d 283, 286 ("[o]ur objective

is to best effectuate the purpose of the legislation to tax the fair value of the business transacted

in Ohio. We believe this construction achieves this objective."); Champion Spark Plug Co. v.

Lindley (1982), 70 Ohio St. 2d 82, 84-85; Wesnovtek Corp v. Wilkins (2005), 105 Ohio St.3d

312, 313 ("[i]n order to fairly tax corporations that do business in more than one state, the

statutory framework measures the extent of a corporation's Ohio business activity [citation

omitted]").

As we detail in Section B. 5, UBS's approach would unreasonably and unfairly reduce

UBS's Ohio apportionment percentage to an incredibly small fraction of any reasonable measure

of its Ohio's fair-share percentage. It would do so by vastly over-weighting a relatively minor

revenue-generating aspect of UBS's securities business. Borrowing from the words of the Court

in Rio Indal, UBS's construction "not only ignores the object of the *** apportionment statute

*** it subverts it" by so grossly distorting the apportionment fraction that the measure of Ohio

business activity is reduced, for each of the tax years, from over 3.2% to 1/5 of 1%. Rio Indal, 62

Ohio St.2d at 285-286; see also, the more generalized established principle, applicable to all

legislative enactment: "* ** if the language of a statute fairly permits or unless restrained by the
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clear language thereof," the statute must be construed so as to avoid unreasonable or absurd

consequences ***,"City ofCanton v. Imperial BowlingLane (168), 16 Ohio St. 2d 47, paragraph

four of the syllabus).

Thus, for this additional compelling statutory-construction reason, the BTA should affirm

the Commissioner's interpretation. Under UBS's construction, the objective of the legislation

not only would be ignored, it would be subverted.

Prooosition of Law No. 2:

By filing a petition for reassessment pursuant to R.C. 5725.15 and R.C. 5711.31, a dealer in
intangibles may contest a deficiency assessment issued by the Tax Commissioner in
response to the Commissioner's audit of the taxpayer's return, but the filing of the petition
does not additionally grant to the taxpayer the right to a review and redetermination by the
Commissioner of the originally assessed tax liability as reported by the taxpayer. Wright

Aeronautical Corp. v. Glander (1949), 151 Ohio St. 29, paragraph one of the syllabus, followed;

Accord, Internat. Business Machines Corp. v. Zaino (2002), 94 Ohio St.3d 152.

UBS's administrative appeal below was a petition for reassessment. It is from the

Commissioner's final determination of that petition that UBS appealed to the Board and then to

this Court. The course of conduct of the Commissioner and UBS in the Tax Commissioner's

administrative proceedings establishes that the nature of UBS's administrative appeal below was

as a petition for reassessment. The Commissioner's course of conduct included notifying the

state treasurer of UBS's petition for reassessment, as required by law. We detail the evidentiary

record reflecting the actions of the parties, including numerous written communications that

expressly refer to the proceedings as entailing a petition for reassessment, in sections A.1 and 2

and B. 6 of the Statement of Case and Facts.

As applied to the dealers in intangibles tax, the pertinent statutes for "petitions for

reassessment" are R.C. 5725.15 and R.C. 5711.31. As provided in the last paragraph of R.C.

5725.15, whenever the Commissioner's assessment valuation exceeds the valuation amount
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reported by the taxpayer dealer in intangibles on its report (i.e., the dealer in intangibles tax

return), the dealer may contest the increase by "proceed[ing] as provided in section 5711.31 of

the Revised Code." In turn, R.C. 5711.31 provides that the dealer may file a"petition for

reassessment" concerning such increased assessment.

The statutory language presently contained in R.C. 5711.31, in pertinent part, mirrors the

statutory language of Section 5394 of the General Code that was at issue in Wright Aeronautical,

supra. The only pertinent change in the relevant statutory language is that in the General Code

section the term "petition for reassessment" is labeled as an "application for review and

redetermination." We have attached to the appendix of this brief a copy of the General Code

provision for the Court to compare for itself the relevant statutory language.

In applying the same relevant language in Section 5394 as is currently set forth in R.C.

5711.31, the Court in Wright Aeronautical set forth the following law as paragraph one of the

syllabus:

Section 5394, General Code, does not grant a right to a review and
redetermination by the Tax Commissioner to a taxpayer, except where
property has been assessed which is not listed in or is omitted from a return, or
where the value of the property listed has been increased, or where a claim
duly made for deduction from book value, or depreciated book value has been
refused.

Accordingly, in applying the syllabus law, the Court affirmed the BTA's determination

denying the taxpayer's claim to a refund of the taxes that it had reported as due and owing with

its return. The Court upheld the BTA's ruling for both substantive and jurisdictional reasons,

including the jurisdictional failure of the taxpayer to have sought a refund of the previously paid

taxes by filing an application for final assessment pursuant to Section 5395, General Code (now

re-codified as R.C. 5711.26). Id. at 43.
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In the present case, by filing a petition for reassessment, but not filing an application for

final assessment, UBS has followed the same jurisdictionally limiting path as did the taxpayer in

Wright Aeronautical. The petition for reassessment granted UBS a right to the Tax

Commissioner's review and redetermination of the increase in the assessment. But, it did not

additionally grant UBS a right to the Commissioner's review and redetermination of the

originally assessed liability as determined pursuant to UBS's returns. Accordingly, Wright

Aeronautical should be controlling here.

We also rely upon the Court's recent decision in IBM (2002), supra. IBM is of particular

guidance for it establishes the Court's continued adherence to the distinctions between refund

claims and petitions for reassessment under the tax law relating to the rights granted taxpayers to

the Commissioner's review and redetermination of tax liabilities. To be sure, IBM involves R.C.

5733.1 l(B), the "petition for reassessment" statute of the corporate franchise tax law, rather than

R.C. 5711.31, so it is not directly controlling here, but the decision's clear jurisdictional

distinction between "petitions for reassessment" and "refund claims" strongly buttresses the

continuing vitality of Wright Aeronautical, supra.

In IBM, the Court held that by filing a petition for reassessment pursuant to R.C.

5733.11(B) a corporate franchise taxpayer may contest a deficiency assessment, but that, by so

doing, "no refand of the money paid with the filing of the franchise tax returns is available ***"

94 Ohio St.3d at 155. Instead, "if IBM wanted a refund on the amounts it paid with its returns it

should have filed for a refund under R.C. 5733.12(B)." Id. So, likewise, UBS here should have

filed for a refund under the application for final assessment statute, R.C. 5711.26, which would

have granted UBS a right to the Commissioner's review and redetermination of any previously
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paid assessment liability as well as a right to the Commissioner's review and redetermination of

the increase in that assessment liability upon audit.

In sum, even if UBS's statutory interpretation challenge were substantively correct, the

claim for refund of the taxes that it voluntarily reported and paid per its returns for the subject tax

years would be properly denied for this jurisdictional reason. Only the increased liability

imposed pursuant to the amended assessment certificates would be appropriately granted here.

By filing its petition for reassessment, UBS was not granted a right to the Commissioner's

review and redetennination of that prior assessment liability.

Finally, we note here the proper course for UBS to have followed in order to have the

right to the Conunissioner's review of UBS' dealer-in-intangibles tax liability it reported on its

returns for the tax years. Namely, in order to properly contest its own self-reporting of its DIT

liability on its timely-filed returns for the 1999-2001 tax years, UBS had two separate ways to

have achieved that objective.

First, UBS could have timely filed an application for final assessment pursuant to R.C.

5711.26. This is so, regardless of whether or not the Commissioner had already issued his

amended assessment certificates. The availability of this remedy regarding the dealer-in-

intangibles tax is expressly set forth in R.C. 5711.26, in pertinent part, as follows:

*** [TJhe tax commissioner may, within the time limit in section
5711.25 of the Revised Code, and shall, upon application filed within
such time limitation in accordance with the requirements of this
section, finally assess the taxable property required to be returned by
any taxpayer, fmancial institution, dealer in intangibles, or domestic
insurance company as to which a preliminary or amended assessment
has been made by or certified to a county treasrurer or certified to the
auditor of state * * *. (Emphasis and underlining added.)
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Second, UBS could have filed amended DIT returns for those tax years prior to the

Commissioner's issuance of the amended assessment certificates increasing its DIT liability

upon audit. See Lincoln Elec. Co. v. Limbach (1993), 66 Ohio St.3d 176, motion to clarify

granted (1993), 67 Ohio St.3d 1205. UBS chose neither course. In fact, at no time has UBS ever

filed an application for final assessment or an amended return for any of the tax years, and the

time for timely doing so has long passed.
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CONCLUSION

For all these reasons, the BTA acted reasonably and lawfully in affirming, on substantive

grounds, the Commissioner's determination of UBS' Ohio apportionment fraction for the 1999-

2001 tax years. Consequently, on these substantive grounds, the BTA's decision upholding the

Commissioner's final determination should be affirmed.

As a protective matter, in the event that the Court determines that the BTA's affirmance

of the Commissioner on substantive grounds was unreasonable or unlawful, the BTA's

altemative basis for affirmance of the Commissioner's final determination, on jurisdictional

grounds, is reasonable and lawful to a partial extent and should be affirmed to that extent.

Namely, the BTA reasonably and lawfully held that UBS did not obtain the right to a

reduction of the dealer-in-intangibles tax liability that it had reported and paid per its timely filed

returns for the subject tax years. Therefore, in the event that the Court determines that the BTA's

affirmance of the Commissioner on substantive grounds is unreasonable or unlawful, the

reduction in UBS' assessment liability should be limited to the amount of additional tax assessed

by the Commissioner pursuant to his issuance of amended assessment certificates upon audit.

Respectfully submitted,

MARK DANN
Attoruev^CJeneral

BARTON A. HUBBA'RD (0023141)
Assistant Attorney General
30 East Broad Street 25'h Floor
Columbus, Ohio 43215
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FAS 95: Statement of Cash Flows

FAS 95 Summary

This Statement establishes standards for cash flow reporting. It supersedes APB Opinion
No. 19, Reporting Changes in Finmicial Position, and requiies a statement of cash flows as part
of a full set of financial statements for all business enterprises in place of a slatement of changes
in financial position.

This Statement requires ihat a statement of eash flows classify cash receipts and
payments according to whether they stem from operating, investing, or financing activities and
provides definitions of each category.

This Statement encourages enterprises to report cash flows from operating acFivities
directly by showing major classes of operating cash receipts and payments (the direct method).
Enterprises that choose not to show opeiating cash receipts and payments are required to report
the same amount of net cash flow from operating activities indirectly by adjusting net income to
reconcile it to net cash flow from operating activities (the indirect or reconciliation method) by
removing the effects of (a) all deferrals of past operating cash receipts and payments and all
accruals of expected futnre operating cash receipts and payments and (b) all items that are
included in net inoome that do not affect operating cash receipts and payments. If the direct
method is used, a reconciliation of net income and net cash flow from operating activities is
required to be provided in a separate schedule.

This Statement requires that a statement of cash flows report the reporting currency
equivalent of foreign currency cash flows, using the current exchange rate at the time of the cash
flows. The effect •of exchange rate changes on cash held in foreign currenoies is reported as a
separate item in the reconciliation of beginning and ending balances of cash and cash
equivalents.

This Statement requires that information about inveshing and financing activities not
resulting in cash receipts or payments in the period be provided separately.

This Statement is effective for annual financial statements for fiscal years ending after
July 15, 1988. Restatement of financial slatements for earlier years piovided for comparative
purposes is encouraged but not required.
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INTRODUCTION

1. This Statement establishes standards for providing a statement of cash flows in
general-purpose financial statements. This Statement supersedes APB Opinion No. 19,
Reporting Changes in Financial Position, and requires a business enterprise to provide a
statement of cash flows in place of a statement of changes in financial position. It also requires
that speuified information about noncash invesfing and 8nfmcing transactions and other events
be provided separately.

2. Opinion 19 permitted but did not require enterprises to report cash flow information in the
statement of changes in financial position. Since that Opimon was issued, the significance of
information about an enterprise's cash flows has increasingly been recognized In FASB
Concepts Statement No. 5, Recognition andMeasurement in Financial Statements of Business
lntennrises, paragraph 13, the Board says, "A foll set of finanoial sfatements for a period should
show: ... Cash flows during the period." - Moreover, certain problems have been identified in
current practice, including the ambigaity of terms such as firrra's, lack of comparability arising
from diversity in the focus of the statement (cash, cash and short term investments, quick assets,
or working capital) and the resulting differences in definitions of fnnds flows from operating
activities (cash or working capital), differences in the fonnat of the statement (sources and uses
format or activity format), variations in classifications of specific items in an activity format, and
the reporting of net changes in amounts of assets and liabilities rather than gross inflows and
outflows. The lack of clear objectives for the statement of changes in financial position has been
suggested as a major cause of that diversity.

STANDARDS OF FINANCIAL ACCOUNTING AND REPORTING

Scope

3. A business enterprise that provides a set of financial statements that reports both financial
position and results of operations shall also provide a statement of cash flows for each period for
which results of operations are provided. This Statement supersedes or amends the accounting
pronouncements listed in Appendix D.

Purpose of a Statement of Cash Flows

4. The primary purpose of a statement of cash flows is to provide relevant infonnation about
the cash receipts and cash payments of an enterprise during a period.
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5. The information provided in a statement of cash flows, if used with related disclosures and
information in the other 8nancial statements, should help investors, creditors, and others to
(a)assess the enterprise's ability to generate positive future net cash flows; (b) assess the
enterprise's ability to meet its obligations, its ability to pay dividends, and its needs for exdemal
financing; (c) assess the reasons for differences between net income and associated cash receipts
and payments; and (d) assess the effects on an enterprise's financial position of both its cash and
noncash imesting and financing transactions during the period.

6. To achieve its purpose of providing information to help investors, creditors, and others in
making those assessments, a statement of oash flows should report the cash effects during a
petiod of an enterprise's operations, its investing transactions, and its financing transactions.
Related disclosiares should report the effects of investing and financing transactions that affect an
enterprise's financial position but do not directly affect cash flows during the period A
reconciliation of net income and net cash flow from operating activities, which generally
provides infonnation about the net effects of operating transactions and other events that affect
net income and operating cash flows in d.ifferent periods, also should be provided.

Focus on Cash and Cash Equivalents

7. A statement of cash flows shall explain the change during the period in cash t and cash
equivalents. The statement shall use descriptive terms such as cash or cash mnl cash eguivalente
rather than ambiguous terms such as fentds. The total amounts of cash and cash equivalents at
the beginning and end of the period shown in the statement of cash flows shall be the same
amounts as similarly titled line items or subtotals shown in the statements of financial position as
of those dates.

& For purposes of this Statement, cash equivalents are short-tenn, highly liqnid investments
that are both:

a Readily convertible to known amounts of cash
b. So near their maturity that they present insignificant risk of changes in value because of

changes in interest rates.

Geneially, only investments with original maturities 2 of three montbs or less qualify under that
definition.

9. Examples of items commonly considered to be cash equivalents are Treasury bills,
commercial paper, money market funds, and federal funds sold (for an enterprise with banking
operations). Cash purchases and sales of those investments generally are part of the enterprise's
eash management activities tather than part of its operating, investing, and financing activities,
and details of those transactions need not be reported in a statement of cash flows.

10. Not all investments that qualify are required to be treated as cash equivalents. An
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enteaprise shall establish a policy concerning which short-term, highly liquid investments that
satisfy the definition in paragraph 8 are treated as cash equivalents. For example, an enterprise
liaving banking operations might decide that all imestments that qualify except for those
purchased for its trading account will be treated as cash equivalents, while an enterprise whose
operations consist laigely of investing in short-term, higbly liquid investments might decide that
all those items will be treated as investments rather than cash equivalents. An enterprise shall
disclose its policy for determining which items are treated as cash equivalents. Any change to
that policy is a change in accounting principle that shall be efl'ected by restating financial
statements for earlier years presented for comparative purposes.

Gross and Net Cash Flows

11. Generally, information about the gross amounts of cash receipts and cash payments during
a period is more relevant than information about the net amounts of cash receipts and payments.
However, the net amount of related receipts and payments provides sufficient infonnation not
only for cash equivalents, as noted in paragtaph 9, but also for certain other classes of cash flows
specified in paragraphs 12, 13, and 28.

12. For certain items, the tnmover is quick, the amounts are large, and the maturities are short.
For certain other items, such as demand deposits of a bank and customer accounts payable of a
broker-dealer, the enterprise is substantively holding or disbursing cash on behalf of its
customers. Only the net changes duting the period in assets and liabilities with those
characteristics need be reported because knowledge of the gross cash receipts and payments
related to them may not be necessary to understand the enterprise's operating, investing, and
financing activities.

13. Items that qualify for net reporting because their tomover is quick, their amounts are
large, and their maturities are short are cash receipts and payments pertaining to (a) investments
(other than cash equivalents), (b) loans receivable, and (c) debt, providing that the original
maturity of the asset or liability is three months or less.3

Classification of Cash Receipts and Cash Payments

14. A sfatement of cash flows shall classify cash receipts and cash payments as resulting from
investing, financing, or operating activities.4

Cash. Flows from Investing Activitles

15. Investing activities include making and collecting loans and acqniring and disposing of
debt or equity insttuments and property, plant, and equipment and other productive assets, that
is, assets held for or used in the production of goods or services by the enterprise (other than
materials that are part of the enterprise's inventory).

Copyright O 1987; Finnncd Accounting Standerdc Boerd Not ror redialributian

Page 7

Appx. 7



16. Cash inflows from investing activities are: 5

a. Receipts from collections or sales of loans made by the enterprise and of other entities' debt
instruments (other than cash equivalents) that were purchased by the enterprise

b. Receipts from sales of equity instruments of other enterprises and from returns of
investment in those instruments

c. Receipts from sales of property, plant, and equipment and other productive assets.

17. Cash outflows for investing activities are:

a Disbursements for loans made by the enterprise and payments to acquire debt instmments of
other entities (other than cash eqaivalents)

b. Payments to acquire equity instruments ofother enterprises

c. Payments at the time of purchase or soon before or after purchase 6 to acquire property,
plant, and equipment and other productive assets?

Cash Flows from Finandng Activities

18. Financing activities include obtaining resources from owners and providing them with a
retum on, and a return of, their investment; borrowing money and repaying amounts borrowed,
or otherwise settling the obligation; and obtaining and paying for other resources obtained from
creditors on long-term credit.

19. Cash inflows from financing activities are:

a. Proceeds from issuing equity inshuments
b. Proceeds from issuing bonds, morfgages, notes, and from other short- or long-term

borrowing.

20. Cagh outflows for Snancing activities are:

a Payments of dividends or other distributions to owners, including outlays to reacquire the
entecpnse's equity mstruments

b. Repayments of amoimts borrowed
c. Other principal payments to creditors who have extended long-term credit.8

Cash Flows from Operating Actlvities

21. Operating activities include all transactions and other events that are not defined as
investing or financing activities in paragraphs 15-20. Operating activities generally involve
producing and delivering goods and providing services. Cash flows from operating activities are
generally the cash effects oftransactions and other events that enter into the deterlnination of net
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income.

22. Cash inflows from operating activities are:

a. Cash receipts from sales of goods or services, including receipts from collection or sale of
accounts and both short- and long-term notes receivable from customen, arising from those
sales

b. Cash receipts from returns on loans, other debt inshuments of other entities, and equity
securities-interest and dividends

c. All other cash receipts that do not stem from hansactions defined as investing or financing
acFivities, such as amounts received to setfle lawsuits; proceeds of insnrance settlements
except for those that are directly related to investing or financing activities, suchas from
destruction of a building; and refiulds from suppliers.

23. Cash outflows for operating activities are:

a. Cash payments to acquire materials for manufaoture or goods for resale, including principal
payments on accounts and both short- and long-term notes payable to suppliers for those
materials or goods

b. Cash payments to other suppliers mid employees for other goods or ser,vices
c. Cash payments to govermnents for taxes, duties, fines, and other fees or penalties
d. Cash payments to lenders and other creditors for interest
e. All other cash payments that do not stem from transactions defined as investing or financang

activities, such as payments to settle hiwsuits, cash contributions to charities, and cash
refunds to customers.

24. Cerlain cash receipts and payments may have aspecfs of more than one class of cash
flows. For example, a cash payment may pertain to an item that could be considered either
inventory or a productive asset. If so, the appropriate classification shall depend on the activity
that is likely to be the predominant source of cash flows for the item. For example, the
acquisition and sale of equipment to be used by the enterprise or rented to others generally are
investing activities. However, equipment sometimes is acquired or produced to be used by the
enterprise or rented to others for a short period and then sold. In those circumstances, the
acquisition or production and subsequent sale of those assets shall be considered operating
activities.

Foreign Currency Cash Flows

25. A statement of cash flows of an enterprise with foreign currency tfansactions or foreign
operations shall report the reporting currency equivalent of foreign currency cash flows ueing the
exchange rates in effect at the time of the cash flows. An appropriately weighted average
exchange rate for the period may be used for translation if the result is substantially the same as
if the rates at the dates of the cash flows were used.9 The statement shall report the effect of
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exchange rate changes on cash balances held in foreign currencies as a separate part of the
reconciliation of the change in cash and cash equivalents during the period.

Content and Form of the Statement of Cash Flows

26. A statement of cash flows for a period shall report net cash provided or used by operating,
investing, and financing activities 10 and the net effect of those flows on cash and cash
equivalents during the period in a manner that reoonciles beginning and ending cash and cash
equivalents.

27. In reporting cash flows from operating activities, enterprises are encouraged to report
major classes ofgross cash receipts and gross cash payments and their arithmetic smn-the net
cash flow from operating activities (the direct method). Enterprises that do so should, at a
minimum, separately report the following classes of opending cash receipts and payments:11

a. Cash collected from customers, including lessees, licensees, and fhe like
b. Interest and dividends received
c. Other operating cash receipts, if any
d. Cash paid to employees and other suppliers of goods or services, including suppliers of

insnrance, advertising, and the like
e. Interest paid
f. Income taxes paid
g. Other operating cash payments, if any.

Enterprises are encouraged to provide further breakdowns of operating cash receipts and
payments that they consider meaningful and feasible. For example, a retailer or manufactirer
might decide ta fnrfher divide cash paid to employees and suppliers (category (d) above) into
payments for costsof inventory and payments for selling, general, and administrative expenses. •

28. Enterprises that choose not to provide infonnation about majaa classes of operating cash
receipts and payments by the direct method as encouraged in paragraph 27 shall determine and
report the same amount for net cash flow from operating activities indirectly by adjusting net
income to reconcile it to net cash flow from operating activities (the indirect or reconciliation
method). That requires adjusting net income to remove (a) the effects of all deferrals of past
operating eash receipts and payments, sach as changes during the period in inventory, deferred
income, and the like, and all accruals of expected future operating cash receipts and payments,
such as changes during the period in receivables and payables,12 and (b) the effects of all items
whose cash effects are investing or financing cash flows, such as depreciation, amortization of
goodwill, and gains or losses on sales of property, plant, and equipment and discontinued
operations (which relate to investing activities), and gains or losses on extinguishment of debt
(which is a financing activity).
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29. The reconciliation of net income to net cash flow from operating activities described in
paragraph 28 shall be provided regardless of whether the direct or indirect method of reporting
net cash flow from operating activities is used. That reconciliation shall separately report all
major classes of reconciling items. For example, major classes of defeixals of past operating
cash receipts and payments and accraals of expected futuce operating cash receipts and
payments, including at a minimum changes during the period in receivables perfaimng to
operating activities, in imentory, and in payables pettaining to operating activities, shall be
separately reported. Enterprises are encouraged to provide finther breakdowns of those
categories that they consider meaningfill. For example, changes in receivables from customers
for an enterprise's sale of goods or services might be reported separately flom changes in other
operating receivables. In addition, if the indirect method is used, amounts of inten:st paid (net of
amounts capitalized) and income taxes paid during the period shall be provided in related
disolosures.

30. If the direct method of reporfing net cash flow from operating activities is used, the
reconciliation of net income to net cash flow from operating activities shall be provided in a
separate schedule. If the indirect method is used, the reconciliation may be either reported
within the statement of cash flows or provided in a separate schedule, with the statement of cash
flows reporting only the net cash flow from operating activities. If the reconciliation is presented
in the statement of cash flows, all adjustments to net income to deterlnine net cash flow from
operating activities shall be clearly identified as reconciling items.

31. Except for items described in paragraphs 12 and 13, both investing cash inflows and
outflows and financing cash inflows and outflows shall be reported separately in a statement of
cash flows-for example, outlays for acquisitions of property, plant, and equipment shall be
reported separately from proceeds from sales of property, plant, and equipment; proceeds of
borrowings shall be reported separately from repayments of debt; and proceeds from issuing
stock shall be reported separately from outlays to reacquire the enterprise's stock.

Informatton about Noncash Investing and Financing Activities

32. Information about all investing and financing activities of an enterprise during a period
that affect recognized assets or liabilities but that do not result in cash receipts or cash payments
in the period shall be reported in related disclosures. Those disclosures may be either natrative
or summarized in a schedule, and they shall clearly relate the cash and noncash aspects of
transactions involving similar items. Examples of noncash investing and financing transactions
are converting debt to equity, acquiring assets by assuming directly related liabilities, such as
purchasing a building by inciuring a mortgage to the seller, obtaining an asset by enteiing into a
capital lease; and exchanging noncash assets or liabilities for other noncash assets or liabilities.
Some transactions are part cash and part noncash; only the cash portion shall be reported in the
statement of cash flows.
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Cash Flow per Share

33. Financial statements shall not report an amount of cash flow per share. Neither cash flow
nor any component of it is an alternative to net income as an indicator of an enterprise's
performance, as reporting per share amounts might imply.

Effective Date and Transition

34. The provisioas of this Statement shall be effective for annual financial statements for
fiscal years ending after July 15, 1988. Earlier application is encouraged. This Statement need
not be applied in Snaneial statements for interim periods in the initial year of application, but
cash flow infomlation for those interim periods shall be restated if reported with annual8nancial
statements for that fiscal year. Restatement of comparative annual financial statements for
earlier years is encouraged but not required.

The provisions of this Statement need
not be applied to immateriat items.

This Statement was adopted by ilee qffirmative votes offour members of ihe Fmrnacial
Accounting Stwdards Board. Messrs. Lauver, Leisenring and Swierfnga drssented.

Messrs. Lauver, Leisenring, and Swieringa dissent to this Statements requirements to
classify interest and dividends received and interest paid as cash flows from operating activities.
They believe that interest and dividends received are returns on investments in debt and equity
securities that should be classified as cash inflows from investing activities. They believe that
interest paid is a cost of obtaining financial resources that should be classified as a cash outflow
for financing activities.

Messrs. Lauver, Leisenring, and Swieringa also dissent to this Statement's requirement to
classify oertain cash receipts and payments according to the nature of an earlier transaction
rather than according to the nature of the cash receipts and payments. Under this Statemenf, an
enterprise that sells merchandise in one year for an iastallment note receivable and receives
principal payments on the note in subsequent years wt31 classify those principal payments as
operating cash inflows. They believe that ihose principal payments should be classified as cash
inflows from investing activities because they represent a retnrn of the enterprise's investment in
the installment note. Classifying those principal payments as operating cash inflows denies
receipt of the installment note as a noncash investing activity, is inconsistent with the enterprise's
recovery of its investment in that note, and is inoonsistent with the treatment of the receipt of
principal payments on other investments in debt instruments as cash inflows from investing
activities. They also note that this Statement will result in similar inconsistencies for the
purchase of inventory in exchange for a note payable.

Messrs. Lauver and Swieringa also dissent to this Statemeni's permitted use of the
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indirect method of reporting net cash flow from operating activities. They believe that by
pernutting the continued use of the indirect method, the Board has foregone the opporhmity to
make a significant contribution to the quality of financial reporting and to enhanced user
undesstanding of cash flows from operating activities. Reporting information about cash
received from cust.omers, cash paid to suppliers and employees, income taxes paid, and other
operating receipts and payments (the (hrect method) provides a description of the operating
activities of an entity during a period that is both more informative and more consistent with the
primary purpose of a statement of cash flows, which is described in paragraph 4 of this
Statement as "to provide relevant information about the cash receipts and cash payments of an
enterprise during a period."

Because the indirect method does not result in reporting separately major classes of gross
operating oash flows, Messrs. Lauver and Swieringa believe that method is inconsistent with the
conclusion in paragraph 11 that " generally, information about gross amounts of cash receipts
and cash payments during a period is more relevant than information about the net amounts of
cash receipts and payments." F7uther, permitting use of the indirect method makes this
Statement internally inconsistent becmise major classes of gross cash flows from investing and
financing activities are required to be reported separately while major classes of gross operating
cash flows are not In addition, presenting a reconciliation of net inoome and net cash flow from
operating activities within the statement of cash flows rather than in a separate schedule results
in including the effects of certain noncash transactions and other events within the statement of
cash flows. Messrs. Lauver and Swieringa believe ihat is confusing and counter to the primary
purpose of a statement of cash flows.

Mr. Lauver believes the intemal inoonsistencies in the provisions of this Statement
conceming the classification of cash flows identified in the preceding paragraphs result from
putting other objectives ahead of the Statement's stated objective of providing relevant
information about cash receipts and payments. He believes that by adopting the view that the
cash effects of ttansaotions and events that enter into the determination of net income are cash
flows from operating activities (paragraph 21), this Statement, in spite of comments to the
contrary (paragraph 33), attempts to establish net cash from operating activities as an altemative
perfomtance indicator, an objective that he believes is undesirable. Further, that objective makes
each of the three categories misleading by excluding from investing and financing categories
cash receipts and payments that stem from invesling and financing aotivities and ought to be
included in those categoiies. The result is that none of the three required categories of cash
flows is aptly named and all of them are, therefore, likely to be misunderstood.

Mr. Lauver observes that a statement of cash flows involves no issues of recognition,
measurement, or estimation; by de5nition it includes only the effects of identifiable,
nnquestioned transactions. In that oircumstance, the financial reporting function involves only
two tasks. The first is to aggregate similar cash receipts and payments to faailitate
communication and understanding and to do so consistently. The second is to accurately
characterize the various aggregations so that they are unlikely to be misunderstood. He believes
this Statement fails to do either.
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Members ofihe FinancialAccomttngStarrdanls Board.•

Dennis R. Beresford, Chairman
Victor H. Brown
Raymond C. Lauver
James J. Leisenring
David Mosso
C. Arthur Northrop
Robert J. Swieringa

Appendix A: BACKGROUND INFORMATION

35. As part of its work on the conceptual fiamework, the FASB issued a Discussion
Memorandum in December 1980, Reportfng Frazds FJows, Liquidity, and Funmcial Flexibility,
which discussed fitnds flow reporting issues. Major issues raised in the Discussion
Memorandum relating to funds flow reporting included (a) the concept of fnnds that should be
adopted as the focus of the funds flow statement, (b) the reporting of transactions that have no
direct impact on funds, (c) the approaches for presenting information about funds flows, (d) the
presentation of information about funds flows from operations, (e) the separation of fnnds flow
information about investing activities into outflows for mairdenance of operating capacity,
expansion of operating capacity, or nonoperating purposes, and (1) summary indicators of funds
flows. The Board received 1901etters of comment in response to the Discussion Memorandum.
In May 1981, a pablic hearing was held to discuss -the issues raised in the Discussion
Memorandum. Thirty-two individuals and organizations appeared at the hearing.

36. In November 1981, the Board issued an Exposure Draft of a proposed concepts Statement,
Reporting Income, Cash Flows, arrlFuzmcial Position ofBusmessFriterprfses. That Exposure
Dtaft discussed the role of a funds statement and guides for reporting components of fimds

flows, concluding that funds flow reporting should focas on cash rather ihan on working capital.
One hundred twenty-six conmtent letters were received in response to the November 1981
Exposue Draft. After considering those comment letters, the Board decided not to issue a final
Statement on that eubject. Instead, the Board chose to consider the subject in oonnection with its

sfudy of recogcdtion and measurement concepts. In December 1983, the Board issned another
Exposure Draft of a concepts Statement, Recognition and Measurement in Firumcial Statements
of Busbeess Enterprises, which also discussed the role of the cash flow statement. One hundred
four comment letten were received on that Exposure Draft In December 1984, the Board issued
FASB Concepts Statement No. 5, Recognition and Measurement in Financial Statementt of
Business Enteiprises, which includes general guidance on a statement of cash flows and
concludes that, in concept, a cash flow statement should be part of a full set of financial
statements.
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37. During its deliberations on the 1981 Exposure Draft, the FASB decided that detailed cash
flow reporting issues should be addressed only at the standards level, but deferred consideration
of the standards project uatil the results of a voluntary initiative by the Financial Executives
Institute(FEI) were assessed. In late 1981, the FEI encouraged its members to change to a focus
on cash and short-term investments in their funds statements. It also encouraged enterprises to
experiment with alternative formats, such as grouping items by operating, investing, and
financing activities. That experimentation with cash flow reporting in statements of changes in
financiai position was in keeping with the existing authoritative literature, Opinion 19, which
allowed flexibility in the focus and form of the statement.

38. hi 1984, the Financial Executives Research Foundation of the FEI published The Fwrls
Statement.• Stnicture and Use, a research study on fimds statements that solicited views of both
preparels and users on virtually all of the issues perrainin.g to funds flows discussed in the
Discussion Memorandum and that analyzed the results of the experimentation encouraged by the
FEI. The study pointed out several areas of diversity in current practice, including different
definitions of funds, difl'erent definitions of cash and cash,Jlow from operations, and different
forms of presentation in the statement.

39. In Apri11985, the Board added to its agenda a cash flow reporting project oflimited soope
to (a) establish the objectives of a statement of cash flows, (b) define the few major components
of cash flows to be presented in the statement, and (c) decide whether to require a staiement of
cash flows as part of a fiill set of financial statements for all enterprises.

40. In May 1985, the FASB staff organized a Task Force on Cash Flow Reporting. In June
1985, the FASB staffmet with the task force to discuss appropriate objectives for a statement of
cash flows. In November 1985, the staff met again with the task force to discuss the
identification and definition of the major elements of cash flows, the classification of certain
transactions, the reporfing of nonoash tfansactions, and the methods for presenting cash flow
from operating activities. In March 1986, an Advisory Group on Cash Flow Reporting by.
Financial Institutions was organized. In April 1986, the FASB staff met with the advisory group
to discuss whether a statement .of cash flows should be included in a complete set of financial
statements of a financial insfitution as well as other cash flow reporting issues related to 5nancial
institutions. In March and April 1986, the staffcommunicated with the FASB Small Business
Advisory Group and the Technical Issues Committee of the Private Companies Practice Section
of the American Institute of Certified Public Accountants (AICPA) on whether a statement of
cash flows should be required of small businesses as part of a full set of financial statements.

41. The Board issued an Exposure Draft, Statement of Cash Flows, in July 1986. It proposed
standards for cash flow reporting to require a statement of cash flows as part of a fnll set of
finanoial statements of all business enterprises in place of a statement of changes in financial
position.

42. The Board received more than 450 comment letters in response to that Exposure Draft. In
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December 1986, the FASB staff met with an informal group of securities analysts who specialize
in financial institutions to discuss users' needs for information about a financial institution's cash
flows. In January 1987, the FASB staff held a special meeting to discuss the numerous
comments received on the manner of reporting cash flows from operating activities.
Representatives of the Financial Analysts Federation, the Financial Executives Institute, the
National Association of Accountants, and the Robert Morris Associates participated in that
meeting. In Febmaty 1987, the FASB staff met with the task force to discuss comments
received on the Exposure Draft, and in March 1987, the staff met with the Advisory Group on
Cash Flow Reporting by Financial InsFitutions.

43. The Board considered the comment letters and information obtained at those meetings in
developing this Statement Appendix B disousses the basis for the Board's conclusions,
including changes made to the provisions of the 1986 Exposure Draft.
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Appendix B: BASIS FOR CONCLUSIONS

Introduction

44. This appendix discusses factors deemed significant by membeis of the Board in reaching
the conclusions in this Statement. It includes descriptions of alternatives considered by the
Board with reasons for accepting some and rejecting others. Individual Board members gave
greater weight to some factors than to others.

Need for Cash Flow Information

45. The Board deoided to require a statement of cash flows as part of a full set of financial
statements on the basis of the objectives and concepts set forth in FASB Concepts Statement No.
1, Objectives ofF»aQncialReporting by Business Enterprises, and Concepts Statement 5.

46. Paragraph 37 of Concepts Statement 1 states that

Finanoial reporting should provide information to help present and potential
investors and creditors and other users in assessing the amounts, timing, and
uncertainty of prospective cash receipts from dividends or interest and the
proceeds from the sale, redemption, or maturity of securities or loans. The
prospects for those cash receipts are affected by an enterprise's ability to generate
enough cash to meet its obligations when due and its other cash operating needs,
to reinvest in operations, and to pay cash dividends....

Pmagraph 39 statee that:

... since an enterprise's ability to generate favorable cash flows affects both
its ability to pay dividends and interest and the market prices of its securities,
expected cash flows to investors and creditors are related to expected cash flows
to the enterprise in which they have invested or to which they have loaned funds.

Paagraph 49 states that:

Finencial reporting should provide information about how an enterprise
obtains and spends cash, about its borrowing and repaymertt of bon•owing, about
its capital [equity] transactions, including cash dividends and other disttibutions
of enterprise resources to owners, and about other factors that may affect an
enterprise's liquidity or solvency.

Copyrigbt 0 1987, Fin®riat Accounting Smdvdc Boerd Not for rediNibutlca

Page 18

Appx. 18



47. Paragraph 13 of Concepts Statement 5 states that the "amount and variety of information
that financial reporting should provide about an entity require several financial statements." A
full set of financial statements for a period should show cash flows during the period. Paragraph
52 describes the role ofinfonnation in the statement of cash flows as follows:

It provides useful information about an entity's activities in generating cash
through operations to repay debt, distribute dividends, or reinvest to maintain or
expand operating capacity; about its financing activifies, both debt and equity,
and about its investing or spending of cash Important uses of information about
an entity's current cash receipts and payments include helping to assess factors
such as the entity's liquidity, financial flexibility, profitability, and risk.

Statements of Cash Plows and Other Information on Liquidity, Flnandal I•7eldbility, Profltablltty,
and Risk

48. The statement of cush flows is not the only financial statement that provides information
on liquidity, financial flexibility, profitability, and risk. Concepts Statement 5 discusses the
complementary role of the other financial statements:

A statement of financial position provides infonnation about an entity's assets,
liabilities, and equity and their n:lationships to each other at a moment in time.
The statement delineates the entity's resource structure-major classes and
amounts of assets-and its financing struohue-major classes and amounts of
Habifities and equity. [paragraph 26]

Important uses of infoanation about an entity's financial position include
helping users to assess factors such as the enfity's liquidity, financial flexibility,
profitability, and risk. [paragraph 29]

Financial statements complement each other. For example:

a. Statements of financial position include information that is often used in
assessing an entity's liquidity and financial flexibility, but a statement of
financial position provides only an incomplete picture of either liquidity or
financial flexibility unless it is used in conjimction with at least a cash flow
statement. . . .

c. Statements of cash flows commoaly show a great deal about an entity's
current cash receipts and payments, but a cash flow statement provides an
incomplete basis for assessing prospects for future cash flows because it
catmot show interperiod relationships. Many current cash receipts, especially
from operations, stem from activities of earlier periods, and many current cash
payments are intended or expected to result in future, not current, cash
receipts. Sffitements of eamings and comprehensive income, especiaUy if
used in conjunction with statements of financial position, usually provide a
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better basis for assessing future cash flow prospects of an entity than do cash
flow statements alone. [paragraph 24, subpamgraphs b and d and footnote
references omitted]

Cash Instead of Working Capital

49. In light of those objectives and concepts, which were reinforced by the Board's
obsetvation of a trend in practice toward statements of changes in financial position that focused .
on cash flows, the Board concluded that a statement of cash flows should be required to help
investors, creditors, and others assess future cash flows, provide feedback about actual cash
flows, evaluate the availability of cash for dividends and investrnent and the enterprise's ability
to finence growth from internal sources, and identify the reasons for differences between income
and net cash flows. Nearly all of the respondents to both the Discussion Memorandum and the
Exposare Draft 13 agreed with those objectives of a sFatement of cash flows.

50. To achieve those objectives requires that the statement focus on flows of cash rather than
flows of working capital. An overwhehning majority of respondents agreed with that focus.
Many made negative conunente on the usefulness of working capital as a concept of funds,
generally questioning its relevance since positive working capital does not necessarily indicate
liquidity nor does negative wotking capital necessarily indicate illiquidity.

Cash and Cash Equivalents

51. Cash is the most useful concept of funds because decisions of investors, creditors, and
others focus on assessments of future cash flows. However, enterprises commonly invest cash in
excess of immediate needs in short-term, highly liquid investments, and whether cash is on hand,
on deposit, or invested in a short-term financial instrument that is readily oonvertible to a known
amount of cash is largely irrelevant to users' assessments ofliquidity and future cash flows. The
Board therefore decided that a statement of cash flows should focus on the aggregate of cash and
cash equivalents.

52. Respondents to the Exposure Draft generally agreed with the focus on cash and cash
equivalents. Many, however, asked the Board to provide more guidance on which short-term,
Mghly liquid investments qualify as cash equivalents. Others questioned whether particular
instruments, such as marketable equity securities that management intends to hold for only a
short period of time, might qualify.

53. The Board agreed to provide more guidance on the short-term, highly liquid investments
that qualify as cash equivalents. In developing the guidance in paragraph 8 of this Statement, the
Board noted that the objective of enterprises' cash management programs generally is to eam
interest on temporarily idle funds rather than to put capital at risk in the hope of benefiting from
favorable price changes that may result from changes in interest rates or other factors. Although
any limit to the maturity of items that can qualify as cash equivalents is somewhat arbitrary, the
Board decided to specify a limit of three months or less. The Board believes that that limit will
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reanlt in treating as cash equivalents only those items that are so near cash that it is appropriate
to refer to them as the "equivalent" of cash.

54. Some respondents to the Exposure Draft expressed concern that a reader of the financial
statements might not be able to relate the amount of cash and cash equivalents in the statement of
cash flows to a line item in the statement of financial position. The Board agreed that being able
to trace the change in cash and cash equivalents in the statement of cash flows to related amounts
in successive statements of financial position is desirabl.e. It therefore decided to require that the
total amounts of cash and cash eqnivalents at the beguming and end of the period shown in the
statement of cash flows be the same amounts as similarly titled line items or subtotals in the
statements of financial position as of those dates.

55. Banks and other financial institutions commonly carry three-month Treasury bdlls,
commercial paper, and similar short-term financial instruments in their trading and investments
accounts, in which they are commingled with longer-term investments. Those institutions
generally contend that purchases and sales of those items are part of their trading or investing
activities-not part of their cash management program-and they prefer not to treat those items
as cash equivalents in a statement of cash flows, which would require segregating them from
other items in their teading and investment acconnts.

56. The Board noted that the reason for foeusing a statement of cash flows on cash and cash
equivalents is to recognize and accommodate common practices in cash management.
Accordingly, the Board agreed that items that meet the definition of cash equivalents that are
part of a larger pool of investrnents properly considered investing activities need not be
segregated and treated as cash equivalents. Because that decision will result in differences
between enterprises in the items treated as cash equivalents, fhe Board decided that each
enterprise should disclose its policy for treating items as cash equivalents.

Scope

57. Respondents from financial institutions, particularly commeroial banks, generally said that
a statement of cash flows would not be useful for their industry. Some commentators
specifically mentioned that a statement of cash flows would be particularly useful for small
businesses, but a few asked that small businesses be exempted from at least some provisions of
the Exposure Draft. A,few respondents to the Exposure Draft referred to the fiLct that investrnent
companies were permitted to provide a statement of changes in net assets rather than a sfatement
of changes in financial position and asked that they be exempted from a requirement to provide a
statement of cash flows.

Flnandal Institutions

58. Financial institutions, particulady connnercial banks, have long oontended that their
statements of changes in financial position are not meaoingful. In response to the Exposnre

Copyright 019g7. Fiaanrial Accounting 3enderds Boerd Not for redistributi m

Page 21

Appx. 21



Draft, most asserted that a statement of cash flows would be equally meaningless. Banks 14
generally have contended that the nature of their business and the resulting naturik of their cash
flows are significatltly different from the cash flows of nonflnancial enterprises and that those
differences render information about a banks cash flows virhlally meaningless. Banks who
responded to the Exposure Draft generally said that their cash flows are much more complex and
interrelated than those of other enterprises and that a bank's cash flows are much larger in
relation to net income and net assets than are the cash flows of a nonfinancial enterprise. They
commented that a bank creates money through its lending activities. That, they said, makes cash
the "product" of a bank's eaming activities, just as finished goods are the product of a
manufacturei s eamin& activities. Accordingly, banks often asserted that a statement of cash
flows for a bank is analogous to a combined statement of cash and inventory flows for a
nonfinancial company. For those reasons, banks argued that a statement of cash flows would not
prove helpfulin evaluating their liquidity.

59. The Board considered, but was not persuaded by, the azguments that a statelhent of cash
flows of a financial institution, especially a bank, would not provide useful information. The
Board concluded that the differences between the activities of banks and the activities of other
business enterprises do not warrant excluding banks from a requirement to provide a statement
of cash flows as part of a fall set of financial statements. The Board recognizes that banks are
unique in some ways, just as each other kind ofbusiness enterprise has unique attributes. While
a bank is unique in the sense that cash can be viewed as its product, a bank needs cash for
essentially the same reasons a manufacturer does-to invest in its operations, to pay its
obligations, and to provide retams to its investors. To survive, a bank-like a
manufacturer-must generate positive (or at least neutral) cash flows from its operating,
investing, and finmlcing activities over the long run.

60. A bank raises cash from depositors, money market operations and other puzohases of
funds, issuing long-term debt and equity securities, loan repayments by borrowers, investment
sales and maturities, and net interest and fees earned. It uses cash to meet deposit withdrawals,
liability maturities, loan commitments, and for investment and other purposes. Those cash flows
are integral to a bank's investing (largely lending) activities and its financing (largely borrowing
and deposit gathering) activities and should be reflected in its financial statements. As is true for
nonbank enterprises, a bank's net cash flow from operating activities may differ significantly
from its net inoome because of noncash revenue and expense items, such as interest accruals,
depreciation, amortization of goodwill, provision for probable credit losses, and defesed income
taxes. While the cash flows of a bank may be larger, the turnover faster, and the reliance on
borrowed funds greater than for a nonfinancial enterprise, the Board decided that the substance
of a bank's cash flows is similar to that of a nonfinancial enterprise. Concerning the relative size
of a bank's cash flows, the Board noted that a banks assets and liabilifies also are much larger in
relation to its equity than is common for nonfinancial enterprisea; that does not mean that the
gross amounts of a bank's assets, liabilities, and changes in them are unimportant information.

61. The Board considered the argument that the solvency of a bank depends more on
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maintaining an adequate spread between the cost of fiutds and interest received than on adequate
cash flows. The Board noted that maintenance of an adequate margin between expenses and
revenues is essential to the viability of all enterprises and is not unique to banks and other
financial institutions.

62. The Board also considered the argument that other information such as interest rate
sensitivities and matarity schedules of loans and borrowings is more useful than astatement of
cash flows in assessing a bank's liquidity, financial flexibility, profitability, and risk and that this
other information should therefore be substituted for a statement of cash flows. The Board
acknowledged the potential usefidness of that information but rejected the argument for
subsfitution, noting that, as Concepts Statement 5 states, the assessment of liquidity, financial
flexibility, profitability, and risk for any enterprise requires more infomiation than just a
statement of cash flows. 15

63. The Board also considered the proposal in the AICPA Pxposure Draft of a proposed
Statement of Position, Reporting Faads Flows, Liquidity, and Finmcial Flexrbility for Banks
(October 1, 1985), cited by several respondents to the Exposure Ihaft, that a funds flow
statement for banks should focus on changes in "earning assets" (for example, loans and
investments in securities) rather than cash. The Board rejected that proposal, noting that a
sfatement with that focus would not be a statement of cash flows and would be analogous to
providing a statement for a manufacturing company that focused on changes in inventories and
fixed assets as if they constituted "funds."

64. Banks who responded to the Exposure Draft generally said that they do not now have the
systems in place to obtain all the information on gross cash flows pertaining to loans and various
other items that would be needed to comply with the provisions of the Pxposme Draft If the
Board decaded not to exempt them from a requirement to provide a sFatement of cash flows, the
banks asked to be permitted to report net rather than gross cash flows for more items t}han the
Exposure Draft perrnitted. They also asked for more flexibility in designating items as cash
equivalents.

65. After considering the comments of financial institutions and other enterprises on the
Exposure Draft, the Board decided to permit all enterprises to report net rather than gross cash
flows for the items specified in paragraphs 12-13 and discussed in paragraphs 78-80 of this
appendix. The Board also decided to permit all enterprises a specified degree of flexibility to
establish a poliay on what items are treated as cash equivalents, as provided in paragmph 10 and
disoussed in paiagraphs 52-56 of this appendix.

Small Businesses

66. The Board considered information provided by its Small Business Advisory Group and
others in deciding whether small businesses should be exempted from providing a statement of
cash flows. Many commentators said that cash flow information is particularly useful for small
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businesses, and very few asked that small business be exempted from a requirement to provide a
statement of cash flows as part of a fnll set of financial statements. The Board concluded that a
statement of cash flows is useful to those who use the financial statements of small businesses
and that no exemption should be provided.

Investment Companies

67. As mentioned in paragtaph 57, a few respondents to the Exposure Draft asked that
investment companies be pennitted to subsfitate a statement of changes in net assets for a
statement of cash flows. The Board noted that the content and fonnat of the two statements are
quite different While the Board reoognizes that information about some investrnent companies'
cash flows may be less important than similar information for other kinds of enterprises, the
Board decided that infonnation about cash flows is still relevant and that investment companies
should not be exempted from a requirement to provide a statement of cash flows.

Not.ror-Proflt Organtaatlons

68. The Exposure Draft did not include not-for-profit organizations witbin its scope. A few
respondents to that document said that a statement of cash flows is also useful for not-for-profit
organizations and suggested that those organizations be included in the scope of the final
Statement.

69. Exclusion of not-for-profit organizations from the scope of this document means onlythat
the Board has not yet decided whether not-for-profit organizations should be required to provide
a sfatement of cash flows. The Board has completed work on concepts of finanaial reporting for
not-for-profit organizations and is enn•ently considering cerlain standards issues. The FASB
sfaffis correntty working with a task force of the AICPA that is developing a paper on financial
statement display for not-for-profit organizations. That paper will consider, among other things,
whether not-for-profit organizations should report cash receipts and payments and, if so, how.
Upon consideration of that paper, the Board wiU decide whether to add to its agenda a project on
financial statement display for not-for-profit organizations.

Noncash Transactions

70. Noneash transactions commonly recognized in financial statements include conversion of
debt to equity, acquisitiout of assets by assuming liabilities including capital lease obligations,
and some of the nomnonetaty transactions addressed in APB Opinion No. 29, Accotmtft for
Nonmonetary TransacHons. Those tiansactions result in no cash inflows or outflows in the
period in which they occur but generally have a significant effect on the prospective cash flows
of a company. For example, a capitalized lease obligation requires future lease payments in
cash, and conversion of debt to equity generally will eliminate nondiscretionary payments of
interest on the debt. The net effect on assets and liabilities of assuming debt to acquire an asset
is simihw to that of borrowing cash to buy the asset.

Copytight 0 1987,Finmcid Accouuting 5lendudt Boerd Not for redistibutioo

Page 24

Appx. 24



71. Many respondents to the Discussion Memorandum said that certain types of noncash
transactions should be treated as cash flow equivalents and that they should be included in the
body of the statement. That generally is the way in which those transactions have been reported
in the statement of changes in financial position imder Opinion 19. Other respondents, however,
said that noncash transaotions should be disclosed in the notes to a statement of cash flows
because to include them in the statement would complicate it and limit its ability to provide
meaningful information about cash flows.

72. The Exposure Draft required noncash investing and financing transactions to be disclosed
either in the statement of cash flows or in a separate schedule to provide more complete
information about an enterprise's investing and financing activities during the period. Ifincluded
in the statement of cash flows, the Exposure Draft required that the reporting distinguish
between activities that involved cash receipts and payments in the current period and those that
did not.

73. A majority of the respondents to the Exposure Draft who addressed this issue urged that
noncash transactions be excluded fiom the statement of cash flows and reported in a separate
schedule. They generally said that to iriclude those transactions witbin the statement would
unduly complicate it and detract from its ob,jective of providing information about an enterprise's
cash receipts and cash payments during a period.

74. The Board agreed that excluding noncash transactions from the statement of cash flows
would better achieve the statement's objective without resulting in implementation difficulties.
This Statement thus requires that information about noncash investing and finanoing transactions
be reported in related disclosures. If there are only a few such transactions, it may be convenient
to include them on the same page as the statement of cash flows. Otherwise, the transactions
may be reported elsewhere in the financial statements, olearly referenced to the statement of cash
flows.

Emphasis on Gross Cash Receipts and Cash Payments

75. The Board decided that, in general, meaningfui assessments of cash flows require
reporting of gross, rather than net, cash receipts and cash payments.16 For example, reporting
only the net change in property, plant, and equipment would obscure the invesfing activities of
the enterprise by not disclosing separately the capital expenditures and proceeds from sales of
assets.

76. For a few items, information on both cash receipts and cash payments may be no more
relevant than information about only the net change. For example, the gross payments and
receipts from purchasing and selling short-tenn, highly liquid investments-cash
equivalents-are, in essence, merely movements from one form of "cash" to another and thus are
not meaningfully reported as cash flows. For other items, the gross cash flows may be frequent
and large in relation to other cash flows, and for others, such as demand deposits in a bank, the
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enterprise is holding or disbursing cash on behalf of its customers. For items with those
characteristics, the net cash flow during a period generally is sufficient to assess an enterprise's
liquidity.

77. The Exposare Draft, noted that the issue of which cash flows should be reported gross and
which can be netted without unduly obscuring useful infonnatiion is of special significance to
banks and other financial institutions. For those enterprises as well as for nonfinancial
enteiprises, the Board decided that information about gross cash flows should generally be
presumed to be relevant. However, reporting only net cash flows is acceptable for certain items.
Bkamples include assets and liabilities in which the amounts are turned over very quickly,
sometimes overnight, or in which an enterprise receives and pays cash for the convenience of a
clutomer (for exmnple, the demand deposits of a bank or the customer accounts payable of a
broker-dealer). The Exposure Draft indicated that those items are common for financial
institutions. Accordingly, the Exposure Draft discuased the very limited netting of cash flows
that it pemitted in the context of financial institutions.

78. Many respondents to the Exposure Draft said that nonfinancial enterprises also may have
items for which the turnover is quick, the maturities are short, and the amounts are large.
Short-term debt such as revolving credit arrangements and commercial paper obligations were
frequently cited examples. Respondents generally expressed the view that net reporting of those
items also should be permitted. In addition, as discussed in paragraph 64, financial institutions
who responded to the Exposure Draft generally asked the Board to pennit more reporting of net
cash flows foritems such as loans, investments, and short-term debt.

79. The Board generally agreed ihat nonfinancial as well as financial enterprises may have
items for which the gross cash flows are not sufficiently relevant to require reporting them. For
very short-term investments, loans, and debt, relatively insignifican.t differences in the matnrities
of items may resalt in large differences in gross cash flows between enterprises or between
periods that are not particularly meaningful. For example, an enterprise that issues seven-day
commercial paper and rolls it over every week would report financing cash inflows and outflows
four times those of an enterprise that issues one-month paper. While all gross cash flows are
potentially relevant, the large reported differenees in situations such as that described may not be
sufficiently meaningfiul to require reporting ofgross cash flows. The Board therefore decided to
pemrit cash flows stemming from all investments, loans, and debt with original maturities of
three months or less to be reported net

80. Some respondents speei$cally asked that cash flows stemming from credit card
receivables be reported net The Board noted that credit card receivables, including those with
extended payment terms, might be considered to fall within the'category of loans with original,
scheduled maturities of three months or less since they generally may, at the customets option,
be paid in full when flnst billed without incurring interest charges. As a practical expedient, the
Board decided to permit cash flows stemming from credit card receivables to be reported net
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Classification of Cash Receipts and Payments

81. The Board believes that a statement of cash flows is more usefial if cash flows are
classified into meaningfnl groups. The usefalness of classification in financial statements is
addressed by Concepts Statement 5, paragraph 20:

Classification in financial statements facilitates analysis by grouping items
with 'essentially similar characteristics and sepaiating items with essentially
different eharacteristics. Analysis aimed at objectives such as predicting
amounts, timing, and uncertainty of firtlrre cash flows requires financial
infonnation segregated into reasonably homogeneous groups. For example,
components of financial statements that consist of items that have similar
characteristics in one or more respects, such as continuity or recwence, stability,
risk, and reliability, are likely to have more predictive value than if their
chamcteiistics are dissimilar.

82. A popular classification of cash (or fimds) flows in the past has been to separate sources
from uses of cash (or funds). Many companies, especially smaller ones and financial
institutions, continue to use that classification, which enables investoss, creditors, and others to
identify the total funds (however defined) obtained and disposed of during the period. The
disadvantage of a sources and uses classification is that it does not focus on categories of related
cash flows. Investors, creditors, and others consider the relationships among cerfain components
of cash flows to be imporfarlt to their analysis of financial performance. Also, the sources and
uses classification has sometimes led to a listing of changes in balance sheet amounts that
explains little about the enterprise's ability to meet obligations and pay dividends or about its
needs for external financing.

83. Classification of cash flows according to whether they stem from operating, investing, or
fmancing activities has become more popular in recent years. One reason the Board cited for
adding this project to its agenda was that transactions were not being classified comparably
across companies and that clearer guidelines for elassificafion of cash flows were necessary.

84. The Board decided that grouping cash flows provided by or used in operating, investing,
and financittg aativities enables significant relationehips within and among the three kinds of
activities to be evaluated. It links cash flows that are often perceived to be related, such as cash
proceeds from borrowing transaotions and cash repayments of borrowings. Thus, the statement
reflects the cash flow effects of each of the major activities of the enterprise. Those relationships
and trends in them provide information useful to investors and creditors. Almost all of the
respondents to the Exposure Draft agrced that cash flows should be classified as operating,
investing, and financing.

85. The Exposure Draft provided general guidelines for classifying cash flows. Some
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respondents asked the Board to provide more precise definitions. Others asked that enterprises
be given more flexibility to classify their cash flows in accordance with what they consider to be
the nature of their business.

86. While there is widespread agreement that the classification of cash flows according to
whether they stem from operating, investing, or finanaing activities provides useful information,
the Board notes that the three categories are not clearly mutually exclusive. For items at the
margin, a reasonable case often may be made for altemative classifications. Paragraphs 88-90
and 93-96 discuss oerlain of those items. The Board concluded that, in general, comparability
across enteiprises in classifying similar items is desirable. This Statement therefore provides
somewhat more precise definitions of the three categories of cash flows than did the Exposure
Draft

87. Notwithslanding the desirability of reasonably clear and precise definitions of the three
categories of cash flows, the Board recognizes that the most appropriate classification of items
will not always be clear. In those circumstances, the appropriate classification generally should
depend on the nature of the activity that is likely to be the predominate source of cash flows for
the item. For example, the presamption is that the acquisition or production of productive assets
is an investing activity. However, produative assets are sometimes acquired or produced to be a
direct source of the enterprise's revenues, such as assets to be rented to others for a short period
and then sold. In those circumstances, the nature of those assets may be similar to inventory in a
retailing business. Accordingly, the acquisition or production and subsequent sale of such assets
are appropriately classified as operating activities.

Interest Paid and Received

88. The Exposure Draft required interest paid and interest and dividends received to be
classified as cash flows from operating activities. That classification is consistent with the view
that, in general, cash flows from operating activities should reflect the cash effects of
tansactions and other events that enter into the determination ofnet income.

89. Some respondents to the Exposure Draft favored classifying interest paid as a cash
outflow for financing activities and interest and dividends received as cash inflows from
investing activities. Those respondents generally said that interest paid, like dividends paid, is a
direct consequence of a finanoing decision and thus should be classified as a cash outflow for
fimmcing activities. That is, both interest and dividends are retums on the capital provided by
creditors and investors, and both should be classified with returns oj those amounts because the
distinction between retums oj and retums on investment is largely irrelevant in the context of
cash flows. Respondents made similar comments for irderest and dividends received.

90. The Board coasidered those views and, as mentioned in paragraph 86, noted that a
reasonable case can be made for altetnative classifications of certain items. However, the Board
also noted that virtually all enterprises classify interest received and paid as operating cash flows
under Opinion 19. In particular, interest received and paid were commonly considered to be
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operating cash flows of banks and other financial institutions. In addition, the Board perceived
widespread support for the notion that operating cash flows should, insofar as possible, include
items whose effects are included in determining net income to facilitate an understanding of the
reasons for differences between net income and net cash flow from operating activities and net
income. The Board therefore was not convinced that changing the prevalent practice in
classifying interest received and paid would necessarily resutt in a more meaningful presentation
of cash flows. This Statement does, however, require that the amount of interest paid during a
period (net of amounts capitalized) be disclosed, which will permit users of financial statements
who wish to consider inteiest paid as a financing cash outflow to do so.

Income Taxes Pald

91. The Exposure Draft required all income taxes paid to be classified as operating cash
outflows. A few respondents saggested allocating income taxes paid to investing and financing
ttansactions.

92. The Board decided that allocation of income taxes paid to operating, investing, and
Snancing activities would be so complex and arbitrary that the benefits, if any, would not justify
the costs involved. Tlus Statement requires that the total amount of income taxes paid be
disclosed for reasons discussed in paragraph 121.

Installment Sales and Purchases

93. A somewhat difficult classification issue arises for installment sales and purchases of
inventory by an enterprise for which cash inflows or outflows may ooour several years after the
date of the transaction. Those ttansactions can be viewed as having aspects of both operating
and investing activities (for a sale by the enterprise) or operating and financing activities (for a
purchase by the enterprise). The, Exposare Draft treated cash flows stemming from installment
sales and purchases in accordance with that view. Only cash flows occurring "soon before or
after" the time of sale or purchase would have been operating cash flows. Subsequent principal
payments on the related notes would have been investing cash inflows or financing cash
outflows.

94. Some respondents to the Exposure Draft suggested that the classification of a cash receipt
or payment should be determined by the original purpose for which it is received or paid. Thus,
all cash flows related to the sale or purchase of inventory would be opernting cash flows
regardless of when they were received or paid. Those respondents generally pointed out that,
uader the approach in the Exposure Draft, cumulative net cash flow from operating activities
over the life of an enterprise that finances most of its sales under installment plans might be
negative. They considered that to be an inappropriate and confining result

95. The Board agreed that all cash collected from customers or paid to suppliers from the sale
or purchase of inventory should be classified as operating cash flows. That classification is
consistent with the notion that operating cash flows generally•should include items that are
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included in net income.

96. A related issue involves principal payments on a seller-financed mortgage on productive
assets. Some have argued that all such principal payments should be classified as investing cash
outflows rather than financing cash outflows. They said that they consider that classification to
be more consistent with classifying all principal receipts and payments on sales and purchases of
inventory as operating cash flows. The Board decided, however, that all principal payments on
mortgages should be classified as financing cash outflows. The reason for #hat conclusion is
largely pragmatic-the Board believes that it would be unduly burdensome to require enterprises
to keep track of seller-financed veisus third-party mortgages throughout the generally long
period of time that a mortgage is ouistanding. Some also consider all principal payments on =
mortgages to be financing cash outflows.

Maintenance and Expansion lnvestment Expenditures

97. The Board considered whether to require further classification ofinvestment expenditures
into expenditures for maintenance of existing capacity and expenditures for expansion irdo new
capacity. That further classification would provide information designed to be used by investors,
creditors, and others in calculating an mnount sometimes described as "discretionary cash flow,"
with the idea that maintenance expenditures are nondiscretionary and only the cash remaining
atter such expenditnres is free for discretionary purposes, such as paying dividends.

98. Most respondents said that the cash flows related to investing activities should not be
allocated between those for maintenance of capacity and those for expansion. They said that
those allocations would necessarily be arbitrary and the costs to compile the infonnation would
exceed the benefits provided.

99. The Board noted that substantial implementation difficulties would result if all enterprises
were required to distinguish between expenditures for maintenance and those for expansion and
that the subjectivity involved in making that distinction could result in numbers that would be
unreliable. Accordingly, the Board decided not to require that disclosure.

Foreign Currency Cash Flows

100. The purpose of a sfatement of changes in financial position under Opinion 19 was to
explain all important changes in financial position, regardless of whether they directly affected
cash or working capital. That purpose suggested that the effects of changes in exchange rates on
items reported in the statement of changes in flnancial position should be disclosed if material.
Opinicn 19 permitted a degree of flexibility in the statement of changes in financial position, and
enterprises used altemative formats and terminology to report the effects of exchange rate
changes.

101. The purpose of a statement of cash flows, on the other hand, is to report cash receipts and
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cash payments during a period, classified into meaningfixl categories. The effects of exchange
rate changes on assets and liabilities denominated in foreign currencies, like those of other price
changes, may affect the amount of a cash receipt or payment. But exchange rate changes do not
themselves give rise to cash flows, and their effects on items other than cash thus have no place
in a statement of cash flows. To achieve its objective, a statement of cash flows should reflect
ihe reporting currency equivalent of cash receipts and payments that occur in a foreign ourrency.
Because the effect of exchange rate changes on the reporting cmrency equivalent of cash held in
foreign currencies affects the change in an enteiprise's cash balance during a period but is not a
cash receipt or payment, the Board decided that the effect of exchange rate changes on cash
should be reported as a separate item in the reconciliation of beginning and ending balances of
cash.

102. Some respondents to the Exposare Draft objected to the requirement to report the
reporfing carrency equivalent of foreign currency cash receipts and payments. They generally
said that they do not obtain cash flow infonnation from their foreign subsidiaries but rather
prepare the consolidated statement of changes in financial position from the consolidated balance
sheet and income statement, perhaps supplemented by certain information about gross increases
and decreases in asset and liability accounts after translation to U.S. dollars. Other respondents
supported the Exposure Dta$'s requirement only for foreign subsidiaries whose functional
currency is other than the reporting currency. For foreign subsidiaries whose fimctional currency
is the reporting currency, they generally favored some variation of a method that would include
in the statement of cash flows the effects of exchange rate changes on all items classified as cash
flows from operating, investing, and financing acfivities.

103. The Board noted that exchange rate changes affect only the amount of a cash receipt or
payment (tbat is, the effects of rate changes are not themselves cash flows) regardless of whether
the asset or liability on which an effect arises is held directly by a domestic enterprise, by a
foreign subsidiary whose functional cuaency is the reporting currency, or by a foreign subsidiary
whose fnnctional currency is other than the reporting currency. Accordingly, this Statement
clarifies that the requirement to report the reporting currency equivalents of cash receipts and
payments denominated in foreign currencies applies to all such cash flows.

104. The Board considered the assertions that the requirements concerning reporfing cash
receipts and payments that occur in a foreign currency would be unduly burdensome because
they would require enterprises to obtain cash flow information from their foreign subsidiaries.
Although Opinion 19 did not directly address how to report the effects of exchange rate changes,
the Board noted that Opinion 19 did requue the reporting of gross funds flows, including, for
example, both outlays to acquire property, plant, and equipment and proceeds from disposing of
property, plant, and equipment That is, while Opinion 19 reqin'red that the effects of exchange
rate changes be included in a statement of changes in financial position, it did not necessarily
provide that those effects should be reported in a way that results in line items that are not funds
flows but rather are net changes, or gross increases and decreases, in translated asset and liability
accounts. The Board therefore believes that fall compliance with Opinion 19 would reqirire
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obtaining some inforrnation about the cash flows of foreign subsidiaries. As exchange rates
change, the methods that some respondents advocate might report, for example, an asset
acquisition or disposition in a period in which none occuried and might even report an asset
acquisition when in fact a disposition occurred. Whether or not Opinion 19 intended that resuit,
it is inapproptiate in a statement intended to report cash receipts and payments.

105. The Board is aware that enterprises use various approximation techniques to meet the
present requirements of reporting foreign-cun•ency denominated assets, liabilities, revenues,
expenses, and other items in the income statement and the statement of financial position. For
example, appropriately weighted average exchange rates generally are used to tranelate revenues
and expenses. Such methods also are acceptable in complying with the provisions of this
Statemerd concenung foreign-cuirency-denominated cash flows provided that it is reasonable to
expect that the iesults are substantially the same as if more precise data were used.

Reporting Net Cash Flow from Operating Activities

106. The Board considered two principal alternatives for reporting net cash flow from
opeiating activities. The direct meihoci shows as its principal components operating cash
receipts and payments, such as cash received from customen; and cash paid to supplieis and
employees, the sum of which is net cash flow from operating activities. The indirect method
sfarts with net income and adjusts it for revenue and expense items that were not the result of
operating cash tnulsactions in the current period to reconcile it to net cash,Jlow from operating
activities. The indirect method thus does not disclose operating cash receipts and payments.
Palagfaph 10 of Opinion 19 permitted either method, but the indirect method prevailed in
practice under that Opinion.

107. The principal advantage of the direct method is that it shows operating cash receipts ond
payments. Knowledge of the specific sources of operating cash receipts and the purposes for
which operating cash payments were made in past periods may be useful in estimating future
operating cash flows. The relative amounts of major classes of revenues and expenses and their
relatiohship to other items in the Snancial statements are presumed to be more useful than
information only about their arithmetic sum-net income-in assessing enterprise performance.
Likewise, amounts of major classes of operating cash receipts and payments presumably would
be more useful than information only about their arithmetic sum-net cash flow from operating
activities-in assessing an enterprise's ability to generate sufflcient cash from operating activities
to pay its debt, to reinvest in its operations, and to make distributions to its owners.

108. The principal advantage of the indirect method is that it focuses on the differences
between net income and net cash flow from operating activities. Concepts Statement 1,
paragraph 43, states that:

The primary focus of financial reporfing is information about an enterprise's
perfonnance provided by measures of eamings [comprehensive income] and its
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components. Investors, creditors, and others who are conoerned with assessing
the prospects for enterprise net cash inflows are especially interested in that
information. Their interest in an enteiprise's future cash flows ... leads primarily
to an interest in information about its earnings [comprehensive income] rather
than information directly about its cash flows. Financial statements that show
only cash receipts and payments during a short period, such as a year, cannot
adequately indicate whether or not an enterprise's performance is successful.

Some investors and creditors may assess future cash flows in part by first estimating future
income based in part on reports of past income and then converting those fature income
estimates to estimates of fulure cash flows by allowing for leads and lags between cash flows
and income. Information about similar leads and lags in the past are likely to be helpfal in ihat
process. Identifying differences between income items and related cash flows also can assist
investrns and creditors who want to identify the differenoes between enterprises in the
measurement and recognition of noncash items that affect income.

109. Many providers of financial statements have said that it would be costly for their
companies to report gross operating cash receipts and payments. They said that they do not
presently collect information in a manner that will allow them to detennine amounts such as cash
received from customers or cash paid to suppliers directly frotn their acoounting systems.

110. The Exposure Draft said that the Board recognized the advantages of both approaches and
concluded that neither method provided benefits suYT'xcient to justify requiring one and
prohibiting the other. Enterprises therefore would have been permitted to use either m ethod.

111. A majority of respondents to the Exposure Draft asked the Board to require use of the
direct method. Those respondents, most of whom were commercial lenders, generally said that
amounts of operating cash receipts and payments are particularly important in assessing an
entmprise's external boirowing needs and its ability to repay borrowings. They indicated that
creditors are more exposed to fluctuations in net cash flow from operating activities than to
fluctuations in net income and that information on the amounts of operating cash receipts and
payments is important in assessing those fluctuations in net cash flow operating activities. They
also pointed out that the direct method is more consistent with the otjective of a statement of
cash flows-to provide information aboat cash receipts and cash payments-than the indirect
method, which does not report operating cash receipts and payments.

112. Both commerc.ial lendeis and eqaity analysts who responded to the Exposure Ihaft asked
that more detail on cash flows from operating activities be required. Some said that degree of
detail is more important thanmanner.ofpresentation.

113. Most of the providers of financial statements who addressed the issue supported allowing
a choice between the direct and indirect methods. They generally said that requiring the direct
method would impose excessive implementation costs and that they believe that the indirect
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method provides more meaningful information.

114. Because of the extensive attention in the comment letters on the E7tposure Draft to the
manner of reporting operating cash flows, the Board gave particular consideration to that issue in
its deliberations leading to the issuance of this Statement. As mentioned in paragraph 42, the
FASB staff held a special meet'mg with representatives of interested groups of constituents to
obtain more infomtation about the benefits and costs of the direct and indirect methods. Because
most enteipfises said that they caimot now obtain amounts of gross operating cash receipts and
payments directly from their accounting systems, the Board considered means by which those
amounts might be deternuned indirectly. Together with other efforts, the FASB staff
commissioned an infonnal interview sarvey of a limited number of entetprises conceming the
potential costs they might incur in indiiectly determining amounts of opeiating cash receipts and
payments.

Tndireetly Determining Amounts af operating Cash Receipts and Payments

115. Given sufficiently defailed information, major classes of operating cash receipts and
payments may be determined indirectly by adjusting revenue and expense amotutts for the
change during the period in related asset and liability accounts. For example, cash collected
ffom customers may be determined indirectly by adjusiing sales for the change during the period
in receivables from customers for the enteiprise's delivery of goods or services. Likewise, cash
paid to suppliers and employees may be determined indirectly by adjusting cost of sales and
expenses (exclusive of depreciation, interest, and income taxes) for the change during the period
in inventories and payables for opefating items. That procedure, of course, reqaires the
availability of information concernulg the change during the period in the appropriate classes of
receivables and payables.17 The more detailed the categories of operating cash receipts and
paymente to be reported, the more complex the procedure for determining them,

116. Based on information available to the Board during its deliberations, it seems likely that
amounts of opeiating cash receipts and payments at the m;n;roum level of detail specified in
paragraph 27 often may be determined indirectly without incuwring unduly burdensome costs
over those involved in appropriately applying the indirect meihod. For example, determining net
cash flow from operating activities by the indirect method requires the availability of the total
amount of operating receivables. That is, any receivables for investing or financing items must
be segregated. Witbin the total amount of operating receivables, information on receivables
from customers for an enterprise's delivery of goods or services may well be available separately
from those for interest and dividends. Thus, it may be possible to determine indirectly cash
collected from customers and interest and dividends received using much the same information
needed to determine net cash flow from operating activities using the indirect method.

117. The same procedure may be used to determine cash paid to suppliers and employees.
Determin;ng net cash flow from operating activities by the direct method requires the availability
of the total amount of payables pertaining to operating activities. Within that amount, payables
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to suppliers and employees may well be available separately firom those for interest and taxes.
The Board understands, however, that determining operating cash payments in more detail than
the min;n,um specified in paragraph 27 might involve significant incremental costs over those
already required to apply the indirect method because information on subcategories of payables
to suppliers and employees may not be available.

118. The Board believes that many enterprises may well be able to determine amou.nts of
operating cash receipts and payments at the minimum level of detail that this Statement
encourages (paragraph 27) indirectly at reasonable cost by the procedure discussed in the
foregoing paragtaphs. But few, if any, companies have experimented with the procedure, and
the degree of difficulty encountered in applying it undoubtedly would vary depending on the
nature of an enterprise's operations and the features of its cwrent accounting system.

Conclusion on Reporting Net Cash F1ow from Operating Activities

119. The Board believes that both the direct and the indirect methods provide potentially
important infoanation. The more comprehensive and presumably more useful approach would
be to use the direct method in the statement of cash flows and to provide a reconciliation of net
income and net cash flow from operating activities in a separate schedule--thereby reaping the
benefits of both methods while maintaining the focus of the sFatement of cash flows on cash
receipts and payments. This Statement therefore encourages enteiprises to follow that approach
But most providers and users of financial statements have litfle or no experience and only limited
familiarity with the direct method, while both have extensive experience with the indirect
method. Not only are there questions about the ability of eid.eiprises to detennine gross amounts
of operating cash receipts and payments, as aheady discussed, but also little information is
available on wMch specific categories of operating cash receipts and payments would be most
meaningful.

120. Major change in financial reporting often is the result of an evolutionary process, which
may involve interactions between the voluntary efforts of providers of financial statements and '
the actions of standards setters. Many areas of financial reporting, and reporfing cash flows in
parFicular, have benefited from the voluntary efforts of enterprises to improve their reporting
praotioa. The Board decided that further movement toward a more comprehensive approach to
reporting operating cash flows should be permitted to develop as both providene and users of
financial statements gain experience with information on cash flows prepared in accordance with
the provisions of this Statement.

121. To provide inforfnation about the gross amounts of at least those operating cash flows that
are likely to be readily available, this Statement requires enterprises that use the indirect method
of reporting net cash flow from operating activities to disclose amounts of interest and income
taxes paid. The Board believes that that information usually will be readily available. This
Statement also requires enterprises that use the indirect method to report separately changes in
inventory, receivables, and payables. With that information, useis may be able to make their
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own rough approximations of operating cash receipts and payments at a minimum level of detail
using the indirect procedure discussed in pacagiaphs 116 and 117.

Cash Flow per Share

122. The Board considered whether cash flow per share should be reported. The Board
concluded that reporfing cash flow per share would falsely imply that cash flow, or some
component of it, is a possible altemative to ean-lings per share as a measure of performance. The
Board also noted other problems with calculating cash flow per share, including differing
opinions about the appmpriate numerator for the indicator (for example, whether it should be net
cash flow from operating activities or an amount after deducting principal repayments on debt)
and the appropriate denominator for the indicator (for example, whether it should be the same as
the number of shares outstanding used for the eamings per share calculation).

123. A major problem in reporting cash flow per share data is investor understanding.
hwestors over many years have become accustomed to seeing operating data per share computed
only for earnings. Moreover, the measurement problems associated with reporting earni igs on a
per share basis have been considered and largely settled. To report other data on a per share
basis invites the danger that investors, crediton:, and others may confuse those measures with the
conventional accountmg measure of eamirlgs per share.

124. F.amings per share focuses attention on earnings available for common stockholders, and
that concept guides the calculation of, and adjustments to, the numerator and denominator of the
ratio. Eamings is suitable for the numerator of the ratio because the concepts underlying its
calculation, such as capital maintenance (the distinction between the return oj capital and return
on capital), focus on return to stockholders on their investment Net cash flow from operating
activities is not compaiable to net income because recovery of capital is not a factor in its
calculation, and net cash flow from operating activities includes both returns on and retums of
investment

125. A majority of the respondents to the Exposure Draft who addressed the issue agreed that
cash flow per share should not be reported. A few, however, asked whether the Board intended
to preclude reporting of per unit amounts of cash flow disttibutable under the terms of a
partnership agreement or other agreement between an enterprise and its owners. Reporting a
contraetually detennined per unit amount is not the same as reporting a cash flow per share
amount intended to provide information useful to all investors and creditors and thus is not
precluded by this Statement.

Effective Date and Transition

126. The Exposure Draft would have been effective for fiscal years ending after June 30, 1987
and would have required enterprises to effect the change in accounting by restating financial
statements for earlier years presented for comparative purposes.
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127. Some respondents to the Fxposare Draft said that restatement of prior years' finallcial
sLatements for their companies would be difficult and expensive, if not virhlally impossible,
because certain data on gross cash flows were not collected for earlier peiiods. The major
problem areas mentioned were foreign subsidiaiies' cash flows and gross cash flows pertaining
to loans and deposits of banks. Because of the need to develop systems for gathering that
information, those respondents generally asked that the effective date of a final Statement be
deferred at least a year from that in the lbcposure Dra1L A few banks asked that the effective
date be deferred until years 'ending after December 15, 1989. They said that they needed
additional time to get data-gathering systems in place by the begirmitg of the year of adoption.

128. The Board recognizes that some enterprises wiIl need to develop data-gathering systems
and thus decided to make this Statement effective for fiscal years ending after July 15, 1988 and
not to require its application in interim statemerds during the year of adoption. The Board,
however, decided against a furtlter delay of the effective date. The Board noted that reasonable
approximations are generally acceptable.

129. The Board also was persaaded by respondents that requiring restatement of prior years'
financial statements might be unduly burdensome for some enterprises and thus decided to
encourage but not require restatement. However, not restating prior years' statements of changes
in financial position to comply with the provisions of this Statement may result in a significant
degree of noncomparability and may also make for an awkward presentation. For example, an
enterprise that formerly presented its statement of changes in financial position in a sources and
uses format and considered "funds" to be working capital might find it difficult to present those
statements on the same page as a statement of cash flows. The Board therefore expects that
enterprises with the ability to restate generally will do so.

Appendix C: II.LUSTRATIVE EXAMPLES

130. This appendix provides illustrations for the preparation of statements of cash flows.
Exmnple 1 illustrates a statement of cash flows under both the direct method and the indirect
method for a domestic manufacturing company. Example 2 illustrates a statement of cash flows
under the direct method for a manufactraing company with foreign operations. Example 3
illustrates a statement of cash flows under the direct method for a financial institution. These
illustrations are intended as eammples only. Also, the illustrations of the reconciliati.on of net
income to net cash provided by operating activities may provide detailed information in excess
of that required for a meaningSil presentation. Other forrnats or levels of detail may be
appropriate for particular circumstances.
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Example 1

131. Presented below is a statement of cash flows for the year ended December 31, 19X1 for
Company M, a U.S. corporation engaged principally in manufacturing activities. This statement
of cash flows illustrates the direct method of presenting cash flows from operating activities, as
encouraged in paragraph 27 ofthis Statement.

COMPANY M
CONSOLIDATED STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31,19X1
Increase(Decrease) in Cash and Cash Equivalents

Cash flows from operating activities:
Cash received from customess $13,850
Cash paid to suppliers and employees (12,000)
Dividend received from affiliate 20
Interest received 55
hitaest paid (net of amount capitalized) (220)
Income taxes paid (325)
Insurance proceeds received 15
Cash paid to settle lawsuit for patent infiingement (30)

Net cash provided by operating activities

Cash flows from invesfing activities:
Proceeds from sale offacility 600
Payment received on note for sale of plant 150
Capital expenditures (1,000)
Payment for purchase of Company S, net of cash acquired 1,925)

Net cash used in investing activities

Cash flows from financing activities:
Net borrowings under lirie-of-credit agreement 300
Principal payments under capital lease obligation (125)
Proceeds from issuance of long-term debt 400
Proceeds from issuance of common stock 500
Dividends paid 200

Net cash provided by financing activities

$1,365

(1,175)

875

Net incre.ase in cash and cash eqnivalents 1,065

Cash and cash equivalents at begirming ofyear 600
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Cash and cash equivalents at end of year l1 _665

Reconciliation of net income to net cash provided by operating activities:

Net income $ 760
Adjustments to reconcile net income to net cash provided by

operating activities:
Depreoiation and amortization $ 445
Provision for losses on accounts receivable 200
Gain on sale of facility (80)
Undistributed eamings of at&liate (25)
Payment received on installment note receivable for sale
of inventory 100

Change in assets and liabilities net of effects from purchase
of Company S:

Increase in accounts receivable (215)
Decrease in inventory 205
lncreasein prepaid expenses (25)
Decrease in accounts payable and accrued expenses (250)

Increase in interest and income taxes payable 50
hicrease in deferred taxes 150
Increase in other liabilities 50

Total adjustments 605
Net cash provided by operating activities ^1_365

Supplemental schedule of noncash investing and fmancing activities:

The Company purchased all of the capital stock of Company S for $950. In eonjunetion with the
acquisition, liabilities were assumed as follows:

Fair value of assets acquired $1,580
Cash pxid for the capital stock (950)

Liabilities assumed S 630

A capital lease obligation of $850 was incuned when the Company entered into a lease for new
equipment

Additional common stock was issued upon the conversion of $500 of long-term debt.

Disclosure of accounting policy:
For purposes of the statement of cash flows, the Company considers all highly liquid debt
instnnnents purchased with a maturity of three months or less to be cash equivalents.
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132. Presented below is Company M's statement of cash flows for the year ended December
31, 19X1 prepared using the indirect method, as described in paragraph 28 of this Statement.

Company M
Consolidated Statement of Cash Flows

For the Year Ended December 31,19X1
Increase (Decrease) in Cash and Cash Equivalents

Cash flows from operating activities:
Net income
Adjustments to reconcile net income to net cash provided

by operating activities:
Depreciation and amortization
Provision for losses on accounts receivable
Gain on sale of facility
Undistributed earnings ofatT'iliate
Payment received on installment note receivable for sale

of inventory
Change in assets and liabilities net of effects from

parchase of Company S:
Increase in accoulds receivable
Decrease in inventory
Increase in prepaid expenses
Decrease in acconnts payable and accrued expenses

Increase in interest and income taxes payable
Inczeasein deferredtaxes
Increase in other liabilities

Total adjustments
Net cash provided by operating activities

$ 445
200
(80)
(25)

100

(215)
205
(25)

(250)
50

150
50

Cash flows from investing activities:
Proceeds from sale offacility 600
Payment received on note for sale of plant 150
Capital expenditures (1,000)
Payment for purchase of Company S, net of cash acquired 925

Net cash used in investing activities

Cash flows from financing activities:
Net borrowings under line-of-credit agreement 300
Principal payments under capital lease obligation (125)
Proceeds from issuance oflong-tetm debt 400
Proceeds from issnance of common stock 500

$ 760

605
1,365

(1,175)
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Dividends paid 200)
Net cash provided by financing activities 875

Net increase in cash and cash equivalents 1,065
Cash and cash equivalents at beginning ofyear 600
Cash and cash equivalents at end of year $1_665

Supplemental disclosures of cash flow information:

Cash paid during the year for:
Interest (net ofamount capitalized) $220
Income taxes 325

Supplemental schedule of noncash investing and financing activities

The Company purchased all of the capital stock of Company S for $950. In conjunction with the
acquisition, liabilities were assumed as follows:

Fair value of assets acquired $1,580
Cash paid for the capital stock 950)
Liabilities assumed $ 630

A capital lease obligation of $850 was incurred when the Company entered into a lease for new
equipment.

Additional common stock was issued upon the conversion of $500 of long-term debt.

Disclosure of accounting policy:

For purposes of the statement of cash flows, the Company considers all highly liquid debt
instruments purchased with a maturity ofthree months or less to be cash equivalents.

Copyright C 1987, Financial Acconntlng Stcnderdr Bord Not for redistribufim

Page 41

Appx. 41



133. Summarized below is financial information for the current year for Company M, which
provides the basis for the statements of cash flows presented in paragraphs 131 and 132:

Company M
Consolidated Statement of Financial Position

l[llbl 12/31IX1 Chaugg
Assets:

Cash and cash eqiuvalents $ 600 $ 1,665 $1,065
Accounts receivable (net of allowance for losses

of $600 and $450) 1,770 1,940 170
Notes receivable 400 150 (250)
Inventory 1,230 1,375 145
Prepaid expenses 110 135 25
Investrnents 250 275 25
Property, plant, and equipment, at cost 6,460 8,460 2,000
Accumulated depreciation 100 300 (200)

Property, plant, and equipment, net 4,360 6,160
-

1,800
Intangible assets 40 175 135

Total assets $8_760 $11_875 $} 17

Liabilities:
Accounts payable and accrued expenses $1,085 $ 1,090 $ 5
Interestpayable 30 45 15
Income taxes payable 50 85 35
Short-term debt 450 750 300
Lease obligation - 725 725
Long-tenn debt 2,150 2,425 275
Deferred taxes 375 525 150
Other liabilities 225 275 50

Totalliabilities 4365 5,920 1555

Stockholders' equity:
Capital stock 2,000 3,000 1,000
Retained eamings 2.395 2.955 560

Total stockholders' equity 4.395 5.955 1.560
Total liabilities and stockholders' equity $8_760 -JILM $3_115
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Company M
Consolidated Statement of Income

For the Year Ended December 31,19X1

Sales $13,965
Cost of sales (10,290)
Depreciation and amortization (445)
Selling, general, and adminisfrative expenses (1,890)
Interest expense (235)
Equity in earnings ofafl•iliate 45
Gain on sale offacility 80
Irderest income 55
Insurance proceeds 15
Loss from patent infiingementlawsuit 30

Income before income taxes 1,270

Provision for income taxes 510

Net income $ 760

134. The following hansactions were entered into by Company M during 19X1 and are
reflected in the above financial statements:

a. Company M wrote off $350 of accounts receivable when a customer filed forbankniptcy. A
provision for losses on accounts receivable of $200 was included in Company M's selling,
general, and administrative expenses.

b. Company M collected the third and final annual inslallment payment of $100 on a note
receivable for the sale of imentory and collected the third of four annual installment
payments of $150 each on a note receivable for the sale of a plant. Interest on these notes
through December 3 Y totaling $55 was also collected.

c. Company M received a dividend of $20 from an affiliate accounted for under the equity
method ofaccounting.

d. Company M sold a facility with a book value of $520 and an criginal cost of $750 for $600
cash.

e. Company M constructed a new facility for its own use and placed it in service.
Accumulated expenditares during the year of $1,000 included capitalized interest of $10.

f. Company M entered into a capital lease for new equipment with a fair value of $850.
Principal payments under the lease obligation totaled $125.

g. Company M purchased all of the capital stock of Company S fbr $950. The acquisition was
recorded under the purchase method of accounting. The fair values of Company S's assets
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and liabilities at the date of acquisition are presented below:

Cash $ 25
Accounts receivable 155
Inventory 350
Property, plant, and equipment 900
Patents 80
Goodwill 70
Accounts payable and accrued expenses (255)
Long-term note payable 375)

Net assets acquired sSQ

h Company M borrowed and repaid various amounts under a line-of-credit agreement in
which borrowings are payable 30 days after demand. The net increase dnring the year in the
amount borrowed against the line-0f-credit totaled $300.

i. Company M issued $400 oflong-term debt securities.
j. Company M's provision for income taxes included.a deferred provision of $150.
k. Company M's depreciation totaled $430, and amortization of intangible assets tntaled $15.
1. Company M's s elling, genelal, and administrative expenses included an accrual for incentive

compensation of $50 that has been deferred by executives until their retirement. The related
obligation was included in other liabilities.

m. Company M oollected insuruice proceeds of $15 from a business interruption claim that
resulted when a storm precluded shipment of inventory for one week.

n Company M paid $30 to settle a lawsuit for patent infiingement
o. Company M issued $1,000 of additional common stock of which $500 was issued for cash
. and $500 was issued upon conversion oflong-term debt.

p. Company M paid dividends of $200.

135. Based on the 'financial data from the preceding example, the following computations
illustrate a method of indirectly determining cash received from customers and cash paid to
suppliers and employees for use in a statement of cash flows under the direct method.

Cash received from customers during the year:

Customer sales $13,965
Collection of installment payment for sale ofinventory 100

Gross accounts receivable at beginnirlg ofyear $2,370
Accounts receivable acquired in purchase of Company S 155
Accounts receivable written off (350)
Gross accounts receivable at end of year 2 390)
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Excess of new accounts receivable over collections 215
from oustomers

Cash received from customers during the year

Cash paid to suppliers and employees during the year:

Cost of sales
Geneial and administrative expenses $1,890
Expenses not requiring cash outlay (provision for uncollectible
accounts reoeivable) 200
Net expenses requiring cash payments

Inventory at begmning ofyear (1,230)
Inventory acquired in purchase of Company S (350)
Inventory at end of year 1.375

Net decrease in inventory $om Company M's operations

Adjustments for changes in related acxmals:
Account balances at begimling of year
Accounts payable and accrued expenses $1,085
Other liabilities 225
Prepaid expenses 110

Total 1,200

Accounts payable and accrued expenses acquired in
purchase of Company S 255

$13 ,850

$10,290

1,690

(205)

Account balances at end of year
Accounts payable and accrued expenses 1,090
Other liabilities 275
Prepaid expenses 135

Total (1.230)
Additional cash payments not included in expense 225

Cash paid to suppliers and employees during the year _12 000

Example 2

136. Presented below is a eonsolidating statement of cash flows for the year ended December
31, 19X1 for Company F, a multinational U.S. corporation engaged principally in manufactaring
activities, which has two wholly owned foreign subsidiaries- Subsidiary A and Subsidiary B.
For Subsidiary A, the local carrency is the functional can-ency. For Subsidiary B, which
operates in a highly inflationary economy, the U.S. dollar is the functional currency.
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Company F
Consoltdating Statement of Cash Flows
For the Year Ended December 31, 19X1

Increase (Decrease)in Cash and Cash Equivalents

Parent
Comam

Subsidiary
A

Subsidlary
B Ellminations ConsoBdated

Cash flows from operating activities:
Cash received from customers $4,610 0 $888 n $561 R $(430) $5,629
Cash paid to suppliers and employees (3,756) s (806) ° (370) ° 430 (4,502)
Interest paid (170) (86) (135) - (391)
Income taxes paid (158) (25) (21) - (204)
Interest and dividends received 57 - - (22) 35
Miscellaneous cash received (paid) - 45 (5) - -AO

Net cash provided by operating activities 583 16 30 (22) 607

Cash flows from investing activities:
Proceeds &om sale of equipment 150 116 14 - 280
Payments for purchase of equipment 450 258 15 ^ 723

Net cash used in investing activities (300) (142) (1) - (443)

Cash flows ffoin financing activities:
Proceeds from issuance of short-term debt 20 75 - - 95
Intercompanyloan- (15) - 15 - -
Proceeds from issuence oflong-te[m debt - 165 - - 165
Repayment of long-term debt (200) (105) (35) - (340)
Payment of dividends 120 22 - 22 (120)

Net cash provided by (used in) financing
activities (315) 113 (20) 22 (200)

Effect of exchange rate changes on casfi 96 (5 b - 4

Net change in cash and cash equivalents (32) (4) 4 - (32)
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Cash and cash equivalents at beginning of year 255 15 5

C:ash and castt equivalents at end of year S 223 S 11 s 9

a The computation of this emount is provided in paragraph 145.

b The computation of this auount is provided in paragraph 146.

Reconciliation of net income to net cash provided by operating activities:

s

- 275

S 243

Parent
Companv

Subsidiary
A

Subsidiary
B FJinllnations Consolidated

Net incane $417 $50 $(66) $(37) $364
Adjustments to reconcile net ineome to
net cash provided by operating adivities:

Depreciation and amortization 350 85 90 - 525
(Gain) loss on sale of equipment (115) - 25 - (90)
Writedown of facility to net realizable value 50 - - - 50
Exchange gain - - (115) - (115)
Provision for defetred taxes 90 - - - 90
Increase in accounts receivable (85) (37) (9) - (131)
(Increase) decrease in inventory (80) (97) 107 15 (55)
Increase (decrease) in accounts payable

and accrued expenses (41) 16 (6) - (31)
Increase (decrease) in interest and taxes
payable -0 -(D 4

Net cash provided by operating aetivities m m
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Disclosure of accounting policy:

Cash in excess of daily reqairements is invested in marketable securities consisting of Treasury bills with maturities ofthree months
or less. Such investments are deemed to be cash equivalents for purposes of the statement of cash flows.

137. Summarized below is financial information for the cuffent year for Company F, wlrich provides the basis for the statement of
cash flows presented in paragraph 136.

Company F
Consolldating Statement of Financial Position

December 31, 19X1

Parent

Sanaw

Subsidiary
A

Subsldiary
I B Elimip@t(Qpg Consolidaterl_

Assets:
Cash and cash equivalents $ 223 $ 11 $ 9 $- $ 243
Accountsreceivable - 725 95 20 - 840
Interconipany loan receivable 15 - - (15) -
Inventory 630 281 96 (15) 992
Investments 730 - - (730) -
Property, plant, and equipment, net 3,305 1,441 816 - 5,562
Other assets 160 11 - 171

Total assets $5.788 $1.839 ,^L $f7601 $7 808

Liabilities:
Accounts payable and acciued expenses $ 529 $ 135 -$ 38 $ -

.

$ 702
Interest payable 35 11 4 - 50
Taxespayable 45 5 2 - 52
Short-term debt 160 135 - - 295
Intercompany debt - - 15 (15) -
Long-term debt 1,100 315 40 - 1,455
Defelred taxes 342 = _ = 342
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Total liabilities 2,211 601 99 (15) 2,896

Stockholders' equity:
Capital stock 550 455 275 (730) 550
Retained eamings 3,027 554 567 (15) 4,133
CLmulative translation adjustmeut - 229 229

Total stockholders' equity 3.577 1.238 842 745 4.912
Total liabilities and stockholders' equity S5_788 $1.839 lui $(7601 57.808

Company F
Consolidating Statement of Income

For the Year Ended leaemba 31, 19%1

Parent
Comanv

Subsidiary
A

Subsldlary
B F.liminaHnnc ( ongopdatgl

Revenues $4,695 $925 $570 $(430) $5,760
Cost of sales (3,210) (615) (406) 415 (3,816)
Depreciation and amortization (350) (85) (90) - (525)
General and a(kminiairative expenses (425) (110) (65) (600)
Interest expense (165) (90) (135) - (390)
Interest and dividend income 57 - - (22) 35
Gain (loss) on sale of equipment 115 - (25) - 90
Miscellaneous income (expense) (50) 45 (5) - (10)
Exchange gain 115
Income before income taxes 667 70 (41) (37) 659
Provision for income taxes 250 20 25 - 295
Net income LA1Z L-14 LlSz9 lw Llfd
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138. The U.S. dollar equivalents of one unit of local currency applicable to Subsidiary A and to Subsidiary B are as follows:

Subsidiary A Subsidiary B

1/1/X1 .40 .05
Weighted average .43 .03
12/31/X1 .45 .02

The computation of the weighted-average exchange rate for Subsidiary A excludes the effect of Subsidiaiy A's sale of inventory to the
parent company at the begimting of the year discussed in paragraph 142(a).

Cepyiight O 1987. Finmmoel Accounting Stendadc Bovd Notforredistlibution

Page 50



139. Comparative statements of financial position for the parent company and for each of the foreign ®ubsidiaries are presented below.

COMPARATIVE STATEMENTS OF FINANCIAL POSITION

ParmtCemaanv Subd&arvA SabddirvA Sn6d&aevB C..bri .arv8
LeenlCurra.ev 4.S.Ddlvs LoealCmrmev IIS.D^_..

I(j/Xi ]j(j3/X] Cboneej11A1 lm]A1 HartYfl l= -32&MSh9gg4 la(XI 33133(Xl ChBBges llllKl 12531X1 Shsm64
Assets

Cesh md cash equivaleots S 255 S 223 S(32) LC 38 LC 25 LC (13) $ 15 S 11 9 (4) LC 100 LC449 LC 349 S 5 S 9 8 4
Accountsreceivable 640 725 85 125 210 85 50 95 45 700 1.000 300 35 20 (15)
Iffiercompany loaa teceivable - 15 15 - - - - - - - - - - - -
laveutoty 550 630 80 400 625 225 160 281 121 2,900 3,200 300 203 96 (107)
Inveatmeate 730 730 - - - - - - - - - - - - _
Propetty, plant, and equipmeat,
aet 3,280 3,305 25 3,075 3,202 127 1,230 1,441 211 6,200 5,900 (300) 930 816 (114)

Cther ascets 114 160 114) 2S 25 = 14 11 1 - - -
Total assets 5^.625 55188 SlSs L93 663 ..Id'9.= LS424 51.965 SLS32 S.VA ISS $GQ lrS:3L 593 i.L fi43 5312's 5911 S[T^.
Liabilities:

Accouats payable and accrued
expeases S 570 S 529 S(41) LC 263 LC 300 LC37 $ 105 S 135 S 30 LC2,100 LC1,900 LC(200) S 105 S 38 S (67)

lntetest payable 40 35 (5) 15 24 9 6 11 5 200 200 10 4 (6)
Tazes payable 43 45 2 25 12 (13) 10 5 (5) - 120 120 2 2
Shott-term debt 140 160 20 125 300 175 50 135 85
lntetcompaay debt - - - 500 500 15 15
Longiatm debt 1,300 1.100 (200) 550 700 150 220 315 95 3,000 2,000 (1,000) 150 40 (110)
Defetredtaus --= _z8 90 _

Tote1 Gakilities 2,345 2,211 (134) 978 1,336 358 391 601 210 5.300 4,720 (580) 265 99 (166)

Sockhdden' equity:
Capital stock 550 550 - 1.300 1,300 - 455 455 - 1,375 1,375 - 275 275 -
Retained eatnings 2,730 3,027 297 1,385 1.451 66 526 554 28 3,225 4,454 1,229 633 567 (66)
Cumnlativettanslation adjustmeat - 93 _229 -ja

Totalsteckholders'equity im 3577 :51^8S 2751 6 1-074 1.239 1k4 9 G94 5829 1223 908 -M 469
Total liatilities aad ctackholden'

equity 5.143 I93.651 LC4.087 L0424 51465 A1.ST2 $324 SC9-900 L414.592 IQ42 f1123 U91 Sf2e21

x
^
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140. Statements of income in local currency and U.S. dollan; for each of the foreign
subsidiariea are presented below.

STATEMENTS OF INCOME
FOR THE YEAR ENDED DECEMBER 31,19X1

Subsidiary A . Subsidiary B
Local

Currencv
U.S.

Dollars
Local

Curren^v
U.S

Dol lars

Revenues LC2,179 $ 925 " LC19,000 $ 570
Cost of sales (1,458) (615) b (9,667) (406)
Depreciation and amortization (198) (85) (600) (90)
General and adminishutive expenses (256) (110) (2,167) (65)
Interest expense (209) (90) (4,500) (135)
Gain (loss) on sale of equipment - - 150 (25)
Miscellaneousincome (expense) 105 45 (167) (5)
Exchange gain - 115

Income before income taxes 163 70 2,049 (41)
Provision for income taxes (4'n 20 (820) [25)
Netincome LC 116 $-A j^ LW

141. The following ttansactions were entered into during the year by the parent company and
are reflected in the above financial statements:

a. The parent company invested cash in excess of daily requirements in Treasury bills. Interest
earned on such investments totaled $35.

b. The parent company sold excess property with a net book value of $35 for $150.
c. The parent company's capital expenditures totaled $450.
d. The parent company wrote down to its estimated net realizable value of $25 a facility with a

net book value of $75.
e. The parent company's short-term debt consisted of commercial paper with maturities not

exceeding 60 days.
f. The parent company repaid long-term notes of $200.
g. The parent company's depreciation totaled $340, and amortizaficn of intangible assets

totaled $10.
h. The parent company's provision for income taxes included deferred taxes of $90.
i. Because of a change in product design, the parent company purchased all of Subsidiary A's

beginning inventory for its book value of $160. All of the inventory was subsequently sold
by the parent company.
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j. The parent company received a dividend of $22 from Subsidiary A. The dividend was
credited to the parent company's income.

k The parent company purchased from Subsidiary B $270 of merchandise of which $45
remained in the parent company's inventory at year-end. Intercompany profit on the
remaining inventory totaled $15.

1. The parent company loaned $15, payable in U.S. dollars, to Subsidiary B.
m. Company F paid dividends totaling $120 to shareholders.

142. The following transactions were entered into during the year by Subsidiary A and are
reflected in the above financial statements. The U.S. dollar equivalent of the local currency
amount based on the exchange rate at the date of each transaction is included Except for the
sale of inventory to the parent company (transaction (a) below), Subsidiary A's sales and
purchases and operating cash receipts and payments occurred evenly throughout the year.

a Because of a change in product design, Subsidiary A sold all of its beginning inventory to
the patenf company for its book value of LC400 ($160).

b. Subsidiary A sold equipment for its book value of LC275 ($116) and purohased new
equipment at a cost of LC600 ($258).

c. Subsidiary A issued an additional LC175 ($75) of 30-day notes and renewed the notes at
each matuuty date.

d. Subsidiary A issued long-term debt of LC400 ($165) and repaid long-term debt of LC250
($105).

e. Subsidiary A paid a dividend to the parent company of LC50 ($22).

143. The following transactions were entered into during the year by Subsidiary B and are
reflected in the above financial statemente. The U.S. dollar equivalent of the local eurrency
amount based on the exchange rate at the date of each trnnsaction is included. Subsidiary B's
sales and operating coh receipts and payments occurred evenly throughout the year. For
convenience, all purchases of inventory were based on the weighted-average exchange xate for
the year. Subsidiary B uses the FIFO method ofinventoryvaluation.

a Subsidiary B had sales to the parent company as follows:

Local
Currencv

U.S.
Dollars

Intercompany sales LC9,000 $ 270
Cost of sales 4 50 180)

Gross profit LC4_500 $ 90

b. Subsidiary B sold equipment with a net book value of LC200 ($39) for LC350 ($14). New
equipment was purchased at a cost of LC500 ($15).
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c. Subsidiary B borrowed $15 (LC500), payable in U.S. dollars, from the parent company.
d. Subsidiary B repaid LC1,000 ($35) oflong-tenn debt.

144. Statements of cash flows in the local currency and in U.S. dollars for Subsidiary A and
Subsidiary B are presented below.

STATEMENTS OF CASH FLOWS
FOR THE YEAR ENDED DECEMBER 31,19X1

Increase (Decrease) in Cash

Subsidiarv A Subsidiarv B
Local

(Darrency
U.S.

DoJltTs
Local

Currcw
U.S

I241lrrS

Cash flows from operating activities:
Cash received from customers LC2,094 a $888 A LC18,700 a $5612
Cash paid to suppliers and employees (1,902)9 (806) 9 (12,334) o (370) a
Interest paid (200) (86) b (4,500) (135) b
Income taxes paid (60) (25) b (700) (21) b
Miscellaneous receipts (payments) 105 45 b 16 5) 6

Net cash provided by operating
activities 37 16 999

--

30

Cash flows from investing activities:

Proceeds from sale of equipment 275 116 c 350 14 c
Payments for purchase of equipment 600 258 c 500 15 c

Nd casfi used in investing activities (325) (142) (150) (1)

Cash flows from financing activities:
Net increase in sfiort-tertn debt 175 75 c - -
Proceeds from intereompany loan - - 500 15 c
Proceeds from issuance of long-term debt 400 165 c - -
Repayment of long-temt debt (250) (105) c (1,000) (35) c
Payment of dividends 5p (22) c

Nd casfi provided by (used in)
fmancing activities 275 113 (500) (20)

Effect of exchange rate changes on cash - 9 d = (Sl d

Net increase (decrease) in cash (13) (4) 349 4

Castiatbeginning ofyear 38 15 100 5

Casfi at end of year LC 25 $ 11 LC 449 L-2
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Reconciliation of net income to net cash provided by operating activities:

Subsidiary A Subsidiaiy B
Local

Currencv
U.S.

ars
Locai

Currencv
U.S

Dollars

Net income LC116 $50 LC1,229 $(66)
Adjustments to reconcile net income to net

cash provided by operating activities:
Depreciation and amortization 198 85 a 600 90 b
(Gain) loss on sale of equipment (150) 25 b

F5[change gain - (115) c
Increase in accounts receivable (85) (37)° (300) (9) a
Increaso deaease in inventory (225) (97) a (300) 107 d
Increase (decrease) in accounts payable

and acaued expenses 37 16° (200) (6) a
Increase (decrease) in interest and taxes

payable (4) +'a 120 q °

Net cash provided by operating activities I&.,1 LC222 m

145. Presented below is the computation of cash received from customers and cash paid to
suppliers and employees as reported in the consolidating statement of cash flows for Company F
appearing in paragraph 136.

SubsidinrvA Subatd[srvB
Parmt

C24IDII801

Local
CarrmcY

U.S.

LoILa

LocW

S9rPenSY

U.S.

DoU91:g

Crah reedved from customers daring
the yesr:

Revenues $4,695 LC2,179 $925 LC19,000 $570

lncreasein aocounfs :oceiveble _f$1) ($1) G3Z) l;344) --(2).

Casfi received fiom customecs S4,610 LC2.094 7&1$.I40 x5^k1

Cmh paid to suppnas and ®ptoyees
dariug the yeir:

Cost of sales $3,210 LC1,458 $615 LC 9,667 5406
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Effect ofexchaage mte changes on cost of
sales - - - - (116

Genergl and admiaistrative expenses 425 256 110 2.167 65
Total operating expenses requiring cash

payments 3,635 1,714 725 11,834 355
Increase in inventory 80 225 97 300 9
(Increase) dacrease in eccounts payable

snd acaued expenses 41 !37) 16 200 6
Cash paid to suppliers and employees $3.756 LC1.902 ^g¢ LC12_334 S370

146. Presented below is the compntation of the effect of exchenge rate changes on cash for
Subsidiary A and Subsidiary B:

COMPUTATION OF EFFECT OF EXCHANGE RATE CHANGES ON CASH

Subsidiarv A Subsidlarv B

Hffed on beginning cash balance:
Beginning cash balance in local currency LC 38 LC100
Net change in exchange rate during the year x_05 x. 3

Effed on beginning cash balance $2 $(3)

Effed from operating activities during the year:
Cash provided by operating adivities in local currency LC 37 LC 999
Year-end exchange rate x.45 x .02

Operating cash flows based on year-end
exchangerate $ 16 a $ 20

Openating rash flows reported in the statement
of cash flows 16 3
Effect from opaating activities during the year 0 (10)

Effed from investing activities during the year:
Cash used in investing activities in local currency LC(325) LC(150)
Year-end exdlange rate x. 45 x. 02

Investing cash flows based on year-end
exchange rate $(146) $(3)

Investing cash flows reporled in the statement
of cash flows ( 142) (1)
Effed from investing activities during the year (4) (2)

Effect from fmancing activities during the year:
Cash provided by (used in) financing activities

in local currency LC 275 LC(500)
Year-end exchange rate x. 45 x. 02
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Financing castt flows based on year-end
exchange rate $124 $(10)

Financing casb flows reported in the statement
of cash flows 113 f20)
Effect from financing activities tfilring the year 11 10

Effect of exchange rate changes on cat#1

Example 3

147. Presented below is a statement of cash flows for Finattcial Institation, Inc., a U.S.
coipolation that provides a broad range of financial services. This statement of cash flows
illustrates the direct method of presenting cash flows from operating activities, as encouraged in
paragraph 27 of this Statement.

FINANCIAL INSTITUTION, INC.
STATEMENT OF CASH FLOWS

FOR THE YEAR ENDED DECEMBER 31, 19X1
Increase (Decrease) In Cash and Cash Equivalents

Cesh flows fro}n operating activ@ies:
Io.terest received $5,350
Fees and commissions received 1,320
Finmciug revenue received under lesses 60
Interest paid (3,925)
Cash paid to supplieis and employees (795)
Income ta4es paid (471)

Net cash provided by operating activities S 1,539

Cash flows 5um investing activities:
Proceeds ftom sales of tmding andinvestment seoulities 22,700
Pu[chase of erading md •mvestment securities (25,000)
Net inwesse in credit card receivables (1,300)
Net decrease in customer loans with maturities of

3 months or less 2,250
Prmcipal collected on longerteml loans 26,550
Longer term loans made to customers (36,300)
Pmchase of assets to be leased (1;500)
Principal payments received under leases 107
Capitul expenditures (450)
Proceeds from sale ofproperty, plant,

and equipment 260
Net cesh used in investing activities (12,683)
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Cash flows from finencing activ@ies:
Net incresse in demand deposits,
NOW accounts, and savings accounts 3,000

Proceeds Srom seles of certificates of deposit 63,000
Payments far moLuing certificates of deposit (61,000)
Net increase in fedeml funds purchased 4,500
Net increase in 90-day boaowings 50
Proceeds from issuance ofnonrecourse debt 600
Principal payment on nonrecourse debt (20)
Proceeds from issuance of 6-monthnote 100
Proceeds from issumce oflong-tetm debt 1,000
Repayment of long4etm debt (200)
Proceeds from issusace of common stock 350
Payments to acquirt treesory stodc (175)
Dividends paid (240)
Net cash provided by financing activities 10 965

Net dernease in cash and cash equivalents (179)

Cad, and cash equivalents ct beginning ofyea 6.700

Cssh and cash equivalents at end of year S 6.521

Reconc0intion of net iucome to net crsh provided by operatlng adhdttes:

Net income
Adjustments to reconcile net income to net cash

provided by operating activities:
Deprecigtion $100
Provision far probable credit losses 300
Provision for defencdtaxes 58
Gain an sale of trading and investment sewrrties (100)
Gain on sale of equipment (50)
Increase m tacespayable 175
lnaease m interest receivable (150)
Increase m interest payable 75
Deereese in fees and commissionsreceivable 20
Increase in acemed expenses 55

Total adjustmeot
Net cash ptovided by operating activities

Supplemental schedule of noncastt lnvestlltg and flnanctng activities:

$1,056

483
S1"539

Conversion of long-temt debt to comman stock S 500
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Disclosure of accounting policy:

For purposes of ieporting cash flows, cash and cash equivalents include cash on hand, amounts
due from banks, and fedeial fimds sold. Gener.dly, federal funds are purchased and sold for
one-day periods.

148. Summarized below is financial information for the current year for Financial Institution,
Inc., which provides the basis for the statement of cash flows presented in paragraph 147:

FINANCIAL INSTITUTION, INC.
STATEMENT OF FINANCIAL POSITION

1LIQt1 1213 1 Chffl=
Assets:

Cash and due from banks $ 4,400 $ 3,121 $(1,279)
Federal funds sold 2.300 3,400 1.100

Total cash and cxsh equivalents 6,700 6,521 (179)
Invesiment and trading securities 9,000 11,400 2,400
Credit card receivables 8,500 9,800 1,300
Loans 28,000 35,250 7,250
Allowance for credit losses (800) (850) (50)
Interest receivable 600 750 150
Fees and conmtissions receivable 60 40 (20)
Investment in d'vect financing lease - 421 421
Inve9mentinleveragedlease - 392 392
Plant, property, and equipment, net 525 665 140

Total assets $52.585 $64.389 311_804

Liabilities:
Deposits $38,000 $43,000 $ 5,000
Federal funds purchased 7,500 12,000 4,500
Short-tam borrowings 1,200 1,350 150
Interest payable 350 425 75
Acaued expenses 275 330 55
Taxespayable • 75 250 175
Dividends payable 0 80 80
Long-tenn debt 2,000 2,300 300
Deferred taxes - 58 58

Total liabilities 49,400 59,793 10,393

Stockholders' equity:
Commonstock 1,250 2,100 850
Treasury stock 0 (175) (175)
Retained eamings 1.935 2.671 736

Total stodtholders' equity 3185 4.596 1.411
Total liabilities and stodcholders' equity $52.585 $64.389 $Ij.804
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FINANCIAL INSTITUTION, INC.
STATEMENT OF INCOME

FOR THE YEAR ENDED DECEMBER 31,19X1

Revenues:
Interest income $5,500
Fees and conunissions 1,300
Gain on sele of investment securities 100
Lease income 60
Gain on sale of equipment 50

Totalrevenues $7,010

F7cpenses:
Interest expense 4,000
Provision for probable aedit losses 300
Operatingexpenses 850
Depreciation 100
Total expenses - 5250

Income before income taxes 1,760
Provision for income taxes 704
Net income $1_056

149. The following transactions were entered into by Financial Institution, Inc., during 19X1
and are reflected in the above finaneial statements:

a. Financial Institution sold traduig and investment securities with a book value of $22,600 for
$22,700 and purchased $25,000 in new trading and investment securities.

b. Financial Institution had a net decrease in short-term loans reeeivable (those with original
maturities of 3 montbs or less) of $2,250. Financial Institution made longer term loans of
$36,300 and collected $26,550 on those loans. Financial Institution wrote off $250 ofloans
as uncollectible.

c. Financial Institution purchased property for $500 to be leased under a direct financing lease.
The fust annual rental payment of $131 was collected. The portion of the rental payment
representing interest income totaled $52.

d. Financial Institution purchased eqlripment for $1,000 to be leased under a leveraged lease.
The cost of the leased asset was financed by an equity investment of $400 and a long-term
nonrecourse bank loan of $600. The first annual rental payment of $90, of which $28
represented principal, was collected and the first annual loan installment of $74, of which
$20 represented principal, was patd. Pretax income of $8 was recorded.

e. Financial Insfitution purchased new property, plant, and equipment for $450 and sold
property, plant, and equipment with a book value of $210 for $260.
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f Customer deposits with Financial Institution consisted of the following:

1/1/ 1 12131lX1 Increase

Demand deposits $ 8, 000 $ 8,600 $ 600
NOW accounts and savings accounts 15,200 17,600 2,400
Certiticates of deposit 14.800 16 ,800 2.000

Total deposits $38_000 $43.000 $5_000

Sales of certificates of deposit during the year totaled $63,000; cerfificates of deposit with
principal amounts totaling $61,000 matured. For presentation in the statement of cash
flows, FSnancial Institution chose to report gross cash receipts and payments for both
certificates of deposit with maturities of three months or less and those with maturities of
more than tbree months.

g. Short-term borrowing activity fbr Financial Insfitution consisted of repayment of a $200
90-day note and issuance of a 90-day note for $250 and a 6-month note for $100.

h Financial Institution repaid $200 of long-term debt and issaed 5-year notes for $600 and
10-year notes for $400.

i. Financial Institution issued $850 of common stock, $500 of which was issued upon
conversion oflong-term debt and $350 ofwhich was issued for cash.

j. Financial lnstitution acquired $175 of treasary stock.
k Financial hlstitation declared dividends of $320. The fourth quarter dividend of $80 was

payable the following January.
1. Financial hwtitution's provision for income taxes included a deferred provision of $58.
m. In accordance with patagraph 7, footnote 1, of this Statement, interest aid includes amounts

credited directly to demand deposit, NOW, and savings accounts.

Appendix D: AMENDMENTS TO EXISTING PRONOUNCEMENTS

150. This Statement supersedes Opinion 19 and the three AICPA Accounting Interpretaticais of
Opinion 19.

151. This Statement amends the following pronouncements as follows:

a APB Opinion No. 28, Interim Firwwfal Reportrng. In pmagmph 33, the two references to
the phrasefunds flow data are replaced by the phrase cashfiow data.

b. FASB Statement No. 7, Accounting crrrd Reporting by Development Stage Enterprises. In
paragraph 11(c), the phrase A statement of changes in frnmrcial position, showing tyie
sources and uses of finrmcial resources is replaced by the phrase A statement of cash Jlows,
showing the cash irlJlows and cash eartJlows. Footnote 8 is deleted.
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152. Many pronouncements issued by the Accounting Principles Board (APB) and the FASB
contain references to the phrase (a) a complete set offinancial statements thatpresent frnancial
position, results of operations, and changes in fmancfal position, (b) statement of changes in
financial position, or (c) changes m frnancial position. All such references appearing in
paragraphs that establish sfandards or the scope of a pronouncement are hereby ieplaced by
references to the phrase (a) a complete set offinancial statements that present financial position,
results of operation,r, and cash flows, (b) statement of cash flows, or (c) cash flows, respectively.
That conclusion requires amendments to the following existing pronouncements:

a APB Opirrion No. 20, Accowrting Changes, paragcaph 3.
b. APB Opinion No. 22, Disclosure ofAccountingPoltcies, paragraphs 6, 7, 8, and 12.
c. Opinion 28, paragraph 2.
d. Statement 7, paragraph 10.
e. FASB Statement No. 14, Financial Report/ng for Segments oJ a Business Erterprise,

paragraphs 3 and 7 (as amended by FASB Statement No. 24, Reporting Segrnent
Info' rrnation in Finmcial Statements T7mtAre Presented in Another Enterprise's Financial
Report).

f Statement 24, paragraphs 1 and 5 and footnote 2.
g. FASB Statement No. 69, Disclosures about Oil and Gas Proc&rcingActivities, footnote 3.
h. FASB Technical Bulle[in No. 82-1, Disclosure of the Sale or Purchase qf Tax Benefits

through Tcar Leases, paragraph 4.

153. Some pronouncements issued by the APB or FASB contain references to the phrase (a) a
complete set offmancial statements, (b) afull set offrnowial statements, or (c) a complete set of
annual faurncial st2tements without a specific reference to the phrase changes in fmancfal
positfon. Because this Statement redefines what consfitutes a complete or fiill set of financial
statements, this Statement effectively amends the intent of those pronouncements even though
the terminology in those pronouncements was not changed. The affected pronouncements are as
follows:

a Statement 7, footnote 6.
b. FASB Statement No. 21, Suspension of the Reporting of Eanrings per Share and Segment

Infonnation byNonpublic Enterprises, footnote 4.
c. FASB Statement No. 36, Disclosure ofPensionInfoniation, paragraph 8.
d. FASB Statement No. 57, Related Party Disclosures, footnote 2.
e. Statement 69, paragtaphs 7, 8, and 41.
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Footnotes

FAS95, Footnote 1--Consistent with common usage, cash includes not only curcency on hand
but demand deposits with banks or other financial institutions. Cash also includes other kinds of
acoounts that have the general characteristics of demand deposits in that the customer may
deposit additional funds at any time and also effectively may withdraw funds at any time without
ptior notice or penalty. All charges and credits to those accounts are cash receipts or payments
to both the entity owning the account and the bank holding it. For example, a bank's granting of
a loan by crediting the proceeds to a custome>'s demand deposit account is a cash payment by the
bank and a cash receipt of the customer when the entry is made.

FAS95, Footnote 2-Orrgna1 mahrrlty means original maturity to the entity holding the
investment. For example, both a three-month U.S. Treasury bill and a three-year Treasury note
purchased three months from maturity qualii'y as cash equivalents. However, a Tieasury note
purchased three yeass ago does not become a cash equivalent when its remaining maturity is
three months.

FAS95, Footnote 3--For this purpose, amounts due on demand are considered to have maturities
of thxee months or less. For convenience, credit card receivables of financial services
operations--generally, receivables resulting from cardholder charges that may, at the cardholder's
option, be paid in fiill when first billed, usually within one month, without incurring interest
charges and ihat do not stem from the enterprise's sale of goods or services-also are considered
to be loans with original maturities ofthree months or less.

FAS95, Footnote 4--Each cash receipt or payment is to be classified according to its natore
without regard to whether it stems from an item intended as a hedge of another item. For
example, the proceeds of a borrowing are a ffnancing cash inflow whether or not the debt is
intended as a hedge of an investment, and the purchase or sale of a futures contraot is an
investing activity without regard to whether the contract is intended as a hedge of a finn
commitment to purchase inventory.

FAS95, Footnote 5-Receipts from disposing of loans, debt or equity inatruments, or property,
plant, and equipment include directly related proceeds of insucance settlements, such as the
proceeds of insomnce on a building that is damaged or destroyed.

FAS95, Footnote 6--Generally, only advance payments, the down payment, or other amounts
paid at the time ofpurchase or soon before or after purchase ofproperly, plant, and equipment
and other productive assets are investing cash outflows. Incurring d'uectly related debt to the
seller is a financing tnumaction, and subsequent payments ofprincipal on that debt thus are
financing cash outflows.

FAS95, Footnote 7--Payments to acquire productive assets include interest capitalized as part of
the cost of those assets.
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FAS95, Footnote 8--Refer to footnote 6 which indicates that most principal payments on
seller-financed debt directly related to a purchase ofproperty, plant, and equipment or other
productive assets are financing cash outflows.

FAS95, Footnote 9--Paragraph 12 of FASB Statement No. 52, Foreign Currency Translation,
recognizes the general impracticality of translating revenues, expenses, gains, and losses at the
exchange rates on dates they are recognized and permits an appropriately weighted avenage
exchange rate for the period to be used to translate those elements. This Statement applies that
provision to cash receipts and cash payments.

FAS95, Footnote 10--Separate disclosure of cash flows pertaining to extraordinary items or
discordirmed operations reflected in those categories is not required. An enterprise that
nevertheless chooses to report separately operating cash flows of discontinued operations shall
do so consistently for all periods affected, which may include periods long after sale or
liquidation of the operation.

FAS95, Footnote 11--Paragraphs 115-118 in Appendix B and paragraph 135 in Appendix C,
respectively, discuss and illustrate a method by which those major classes of gross opeiating
cash receipts and payments generally may be determined indirectly.

FAS95, Footnote 12--A4ustments to net income to determine net cash flow from operating
activities shall reflect accruals for interest earned but not received and interest inctured but not
paid. Those accrua]s may be reflected in the statement of financial position in ehanges in assets
and liabilities that relate to invesling or financing activities, such as loans or deposits. However,
interest credited directly to a deposit account that has the general chaacteristics described in
paragraph 7, footnote 1, is a cash outflow of the payor and a cash inflow of the payee when the
entry is made.

FAS95, Appendix B, Footnote 13--Unless otherwise indicated, references throughout this
appendix to respondents generally include respondents to both the Discussion Memorandum and
the 1986 Exposure Draft.

FAS95, Appendix B, Footnote 14-For convenience and because most of the c:ontroversy over
funds statements for financial institutions has focused on commercial banks, thia seotion uses the
tenn btmlts. Most of the points discussed, however, apply also to thrifts and other kinds of
financial institutions.

FAS95, Appendix B, Footnote 15--The Board is considering in another project on its agenda the
lands ofinfotmation about financial instruments that should be disclosed in the financial
statements of both financial and nonfinancial enterprises to help in assessing, among other
things, liquidity, finencial flexibility, profitability, and risk.
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FAS95, Appendix B, Footnote 16--Presenting cash flow from opeiating activities by the indirect
method, which this Statement penmits, results in net reporling of operating cash receipts and
payments. The basis for the Board's decision to permit continued use of the indirect method is
discussed in paragraphs 106-121.

FAS95,Appendix B, Footnote 17--For the resulting operating cash receipts and payments to be
accurate, the effects of all nonpsh entries to accounts receivable and payable, inventory, and
other balance sheets accounts used in the calculation must be eliminated. For example, the
change in accounts receivable would have to be determined exclusive of any bad debt write-offs
and other noncash charges and credits to customer accounts during the period.

FAS95, Par. 140, Appendix C, Footnote a--This amount was computed as follows: .

Sale to parent company at beginning of year LC 400 @.40 = $160

Sales to customers LC1,779 @.43 =765

Total sales in U.S. dollars $925

FAS95, Par. 140, Appendix C; Footnote b--This amount was computed as follows:

Cost of sale to parent company at begimi'vig of year LC 400 @ .40 = $160
Cost ofsales to customers LC1,058 @.43 =455
Total cost of sales in U.S. dollars $615

FAS95, par. 144, Statement of Cash Flows, Footnote a-The computation of this amount is
provided in paragnaph 145.

FAS95, Par. 144, Statement ofCash Flows, Footnote b-This amount represents the U.S. dollar
equivalent of the foreign currency cash flow based on the weighted-average exchange rate for
the year.

FAS95, Par. 144, Statement ofCash Flows, Footnote c--This amount represents the U.S. dollar
equivalent of the foreign currency cash flow based on the exchange rate in effect at the time of
the cash flow.

FAS95, Par. 144, Statement ofCash Flows. Footnote d--The computation of this amount is
provided in paragraph 146.

FAS95, Par. 144, Reconciliation of net income to net cash provialed by opetatfng activities,
Footnote a-This amount represents the U.S. dollar equivalent of the foreign currency amount
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based on the weighted-average exchange rate for the year.

FAS95, Par. 144, Reconcilration ofnet income to net cashprovidedby operatingackvities,
Footnote b-This amount represents the U.S. dollar equivalent of the foreign cusency amount
based on historical exchange rates.

FAS95, Par. 144, Reconciliation ofnet income to net cashprovided by operatrng acti vittes ,
Footnote c--This amount represents the U.S. dollar equivalent of the foreign currency cash flow
based on the exchange rate in effect at the time of the cash flow.

FAS95, Par. 144, Reconciliation of net income to net cashprovidea by opemling activities,
Footnote d-This amount represents the difference between begmning and ending inventory
after remeasurement into U.S. dollars based on historical exchange rates.

FAS95, Appendix C, Footnote a--This adjustment represents the difference between cost of sales
remeasured at historical exchange rates ($406) and cost of sales tlanslated based on the
wei.glded-average ex.change rate for the year ($290). The adjustment is necessary because cash
payments for inventnry, which were made evenly throughout the year, were based on the
weighted-average exchange rate for the year.

FAS95, Far. 146, Appendix C, Footnote a--This amount includes the effect of rounding.
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rebellion

or tradition. S. Hist. Disobedience of a legal
command or summons.

rebus sic stantibus (ree-bas sik stan-ta-bas).
[Law Latin "things standing thus"] Civil &
int'l law. The principle that all agreements are
concluded with the implied condition that they
are binding only as long as there are no mqjor
changes in the circumstances. See CLAUsA RE-
BUS SIC STANTIBUS.

rebut, ub. To 'refute, oppose, or counteract
(something) by evidence, argument, or contrary
proof <rebut the opponent's expert testimony>
<rebut a presumption of negligence>.

rebuttable prestunption. See PResUmPTiom

rebuttal, n. 1. In-court contradiction of an ad-
verse party's evidence. 2. The time given to a
party to present contradictory evidence or ar-
guments. Cf. CASE-IN-CHIEF.

rebuttalevidence.SeeEvmRNcE.

rebuttal witneee. See wtTTrFSS.

rebutter. 1. Common-law pleading. The defen-
dant's answer to a plaintiff's surrejoinder; the
pleading that followed the rejoinder and surre-
joinder, and that might in turn be answered by
the surrebutter. 2. One who rebuts.

recall, n. 1. Removal of a pubHc official from
office by popular vote. 2. A manufacturer's
request to consumers for the return of defeative
products for repair or replacement. S. Revoca-
tion of a judgment for factual or legal rea-
sons. - recall, vb.

recall election. See el.ECr1ON.

recali exclusion. See sisterahip exclusion under
EXCLUSION (3).

recant (ri-kant), vb. 1. To withdraw or re-
nounce (prior statements or testimony) for-
mally or publicly <the prosecution hoped the
eyewitness wouldn't recant her corroborating
testimony on the stand>. 2. To withdraw or
renounce prior statements or testimony for-
mal]y or publicly <under grueling cross•erami-
nation, the witnesa recanted>. - recanta-
tion, n.

reeapitaliiation, n. An adjustment or recasting
of a corporation's capital structure - that is,
its stocks, bonds, or other securities - through

1274

amendment of the articles of incorporation or
merger with a parent or subsidiary. e An eum
ple of recapitalization is the elimination uf'un.
paid preferred dividends and the creation of a
new claes of senior securities. - recapitalizq
ub. Cf. REORGANIZATION (2).

leveraged recapitalization. Recapital'va.
tion whereby the corporation substitutes debt
for equity in the capital structure, usu. to
make the corporation less attractive as a tst.
get for a hostile takeover. - Also termW
lcveraging up.

recaption. 1. At common law, lawful eeizure of
another's property for a second time to eer.yls
the performance of a duty; a second dietress
See uis'rRess. 2. Peaceful retaking, without lt
gal procesa, of one's own property that Les
been wrongfully taken.

recapture, n. 1. The act or an instance of retak•
ing or teacquiring; recovery. 2. The lawful tek-
ing by the government of earnings or pro6fe
exceeding a specified amount; esp., the govenr
ment's recovery of a tax benefit (sueh as a
deduction or credit) by taxing income or prop-
erty that no longer qualifies for the benefit. 8.
Int 1 law. The retaking of a prize or 6ooty so
that the property is legally restored to its origt
nal owner. See POSTLIDfINIUM (2). - r'eoaptm'0.
vb,

recapture clause. 1. A contract provision thet
limits prices or allows for the recovery of goodb„
if market conditions greatly differ from whet
the contract anticipated. 2. A commercial•leese;<.
provision that grants the landlord botha Pa':_

'centage of the tenant's profits above a fira;.=
amount of rent and the right to terminate tbe:
lease - and thus recapture the property -^^
those profits are too low.

receipt n I The act of receiving 8010, . .
<my receipt of the document was delayed
two days>. 2. A written acknowledgment
something has been received <keep the
for the gift>.

accountable receipt. A receipt couPl®d "!l
an obligation.

warehouse receipt. See wAREHOU98

3. (usu. pl.) Something received; ]NCAW
the daily receipts in the ledger>.
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TAXATION 88§ 5394

requ/res them to be destroyed at the end of 8ve
years instead of being sold as waste paper.

See notea, O.C. 16898, citing State ex rel. Oreen-
ward Realty Co. v. Zangerle.

SEC. ru394. Appeal to commissioner from
assessment; hearing; certificate of determination;
notice by tax commissioner; "taxpayer" defined.
Whenever the assessor shall assess any prop-
erty not liated in or omitted from a return, or
whenever the aesessor shall assess any item or
elass of taaable property listed in a return by
thetarpayer in excess of the value or amount
thereof as so listed, or without allowing a elaim
dnly made for deduction from the net book
value of accounts receivable, or depreeiated book
value of personal property used.in busliness, so
listed, the assessor shaII give notice thereof to
the taxpayer by maiL Within thirty days after
the mailing of snch notioe such taxpayer may
make application in writing to the tax commie-
sioner for review and redetermination of the
assessments so made. The mailing of the notice
herein prescribed shall be•prima faeie evidence
of the receipt of the same by the person to
whom such notice is addressed. Upon the filing
-of such applieation, the tax commissioner shall
fix a time and a place not more than fifty miles
.distant from the taxpayer's residence or at the
office of the tax commissioner in Columbue if
such taxpayer eonaents thereto in writing, at
whiuh the taxpayer may be heard, and shall give
reasonable notice thereof by mail to the tax-
payer. Upon such hearing the commissioner may
make such correction in the assessment, including
any penalty, as he may deem lawful and proper
or. he may atljrm the assessment. In either event
Le shall transmit a certificate of hia determina-
tion to the taxpeyer, and if no appeal is taken
therefrom as provided by law, or upon the
-9nai determination of an appeal whiah may
be taken, he ahall tranmtit to the auditor of
state or to the proper eounty anditor, a copy
•of suoh certifloate as the case may require, who
:shall make up or correct his reoords, tax liste
.and dnplicates, as the case may require, in ao-
-0ordance therewith.

The deeieion of the commissioner upon eneh
applieation for review or redetermination shall
be flnal with reepeet to the assessment of all
ta:able property listed in the return of the taz-
payer and ahall constitute to that extent the
final determination of the commissioner with
:espect to such assesement; but nothing herein
:eball be so construed, nor shall the final judg-
ment of the board of tax appeals or any court
to whioh gmh final determ9nation may he ap-
pealed be deemed to preclude the subsequent
aesessment in the manner authorized by law of
any taxable property which eueh.taxpayer failed
to list in guch retmv or whioh the assessor has
IIot,theretofore assessed,

When an applieation for review and redeter-
mination is filed pursuant to this section, the
tax commissioner shall notify the auditor and
treasurer of state or the auditor and treasurer
of each county on the tax list or lists, or dupli-
cate or duplicates on which any part of such
assessment is entered. After receipt of such
notice the treasttrer of state or the treasurer of
any such county may accept any amount ten-
dered as taxes with respect to the assessment
concerning which such application is then pend-
ing, and if snch tender is not aeeepted no penalty
shall be assessed because of the non-payment
thereof. The aaeeptanee of such tender, how-
ever, shall be without prejudice to the claim for
taxes upon the balanee of such assessment. As
used in this section, the word "taxpayer" ahall
include finaneial institutions and dealers in in-
tangibles, as defined respectively in seetions 5407
and 54141 of the General Code.

HIeTORY.-.114 v. 714 (798)i 116 V. g8e1 119 V.
84 (41). 91. F,R. 7-4-41. Former { 68&f reDealed.
1e8 v. 786 (Se8), 6 6&

See O.C. 66 6877, 5398, 5896, 6414-6, 5414-15, 6811,
6611-1 which refer to this section.

References to Page's Digest aad Ohio jurisprudence
Review and correction of aeeeaement, in general:

1P/icp Taxation § 233 et seq.; o•.mR Taxation
§ 257 et eeq .

pomvere of auditor: Mu;p Taxation §288.
Change of valuation: ji;6O Taxation § 238.

Cottnty board of revision, powers: J)kGE:P Taxa-
tion § 227; o•.tua Taxation § 259.

Review of proceedings: 7)^a* Taxation §280.
Review bq tax commiseion: 1@>sE^,Taxation § 248;

0•.NR Taxation § 262.
State tax commission: $+)1GPj Taxation §225;

O,ruR Taxation § 169.
Notice of aaseeement: pwoo Taxation § 188;

o..niR Tasatton § 268.
See note, O.C. 6 689ft-1. citing Pollak Steel Co.

v. Tax Comm.
See note, G.C. 16377, citing Laimbaeh v. Evatt.
See notee, O.C. 6 6896, clting Sherbrook Dlstrib.

Cc. T. Evatt.
Whero taxpayei• falls to make claim tn writing

at time of making his raturn for deduction from
depreciated book value of personal pruperty and
tasiag authorities do not eeeass any item or alass
of Droperty listed fn return ln excees.of value or
amount tbereof as so listed, no duty reats upon
tax aommieeloner to make final leses6ment cer-
tlacate. Where no final aeeessment aertlaeate is
made preliminary aeeeeement beaoryas anal by
operation of lew: Willys-Overland Motora, Iaa V.
P1vatR 141 O.S. 408, 86 O.O. 648, 48 N.ID.(2d) 468
Camrmlag 24 O.O. 618 (3.T.A.)1.

General Code 66894 providee the yrooednte for
a review by the tax commlesforter, where a tax
seeeeecr aseeeeee any item or clase of texable
property listed In a return by the taxpayer 1n ex-
ceea of the value or amount thereof as so listed
or without anowing a claim duly made for deduo-
tlon from net book value of eccounte roaelvabtq
or depreclatad book value of personal property
used fn buetneee: Dllles Bank Co. v. >?)vett, 146 O.S.
179, ao 0.0. 876. ... N.H.(Sd) ....

When the tax commissioner aeeeeses credits.m
excess of the value listed In the return,the tax-
payer has the right to appeal unQer O.C. 66894:
Alack-Clawson Co.v, Evatt, 80 0.0. 148. 8 O.supp•
96 (B.T:A.). ^ - , . .. ^
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§ 5725.14 Annuat return of resources by
dealer in intangibles; gross reoefpts; consolidated
returns.

Each dealer in intangibles shall return to the tax
commissioner between the fust and second Mondays
of March, aunuaRy, a report exhibiting in detail, and
under appropriate heads, his resources and liabilities
at the close of business on the thirty-first dayof Decem-
ber next preceding.

If a dealer in intangibles maintains separate business
offices, whether within this state only or within and
without this state, said report shall also show the gross
receipts from business done at each such office during
the year ending on the Ihirty-&tst day of December
next preceding.

"Gross receipts'" as used in this section and section
5725.15 of the RevLsed Code, means, in the case of a
dealer in intangibles prinoipally en gaged in the business
of lending money or discounting lcans, the aggregate
amount of loans effected or discounted; in the case of
a dealer in intangibles principally engaged in the busi-
ness of selling or buying stocks, bonds, and other similar
securities either on his own account or as agent for
another, gmss receipts means the aggregate amount
of all commissions cbarged plus one per cent of the
aggregate amount of all other receipts.

As used in this section and section 5725.15 of the
Revised Code business is considered done at an office
when it origlnates at such office, but the receipts from
business orlginating at one office and consummated at
another office shall be divided equitably between sucb
offices.

An incorporated dealer in intangibles which owns or
controls frfty-one per cent or more of the common
stock of another incorpomted dealer in intangibles may,
under uniform regulations prescribed by the tax com-
missioner, make a consolidated return for the purpose
of sections 5725.01 to 5725.26, inclusive, of the Revised
Code. In such case the parent cnrporation maldng such
return is not required to include In its resources any of
the stocks, : securiGes, or other obligations of its subsid-
iary dealets, nor permitted to.include in its Itabilities
any of its own securities or other obllgations belonging
to Its subsidiaries.

HLSTOHY:CC15414d;114v714(751);115v574;119v34;
128 v 375; 1 4 3; Bureau of Code Bevisiuu. Eff 10.1-
53.

Cross-References to Related Sections
Assessment of capital and shares of dealer in intangibles, RC

§ 5725.15.
Failure of dealer in intangibles to make report, RC 15725.17.

Ohio Administrative Code

Consolidated returns by incorporated dealers in intangibles.
' OAC 5703-3-06..
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OHIO REVISED CODE GENERAL PROVISIONS
CHAPTER 1. DEFINITIONS; RULES OF CONSTRUCTION

CONSTRUCTION

ORCAnn. 1.42 (2007)

§ 1.42. Common and technical use

Words and phrases shall be read in context and construed according to the rules of grammar and common usage.
Words and phrases that have acquired a technical or particular meaning, whether by legislative definition or otherwise,
shall be construed accordingly.
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TITLE 57. TAXATION
CHAPTER 5711. LISTING PERSONAL PROPERTY

Go to the Ohio Code Archive Directory

ORC Ann. 5711.26 (2007)

§ 5711.26. Making certain final assessments

Except for taxable property conceming the assessment of which an appeal has been filed under section 5717.02 of the
Revised Code, the tax commissioner may, within the time limitation in section 5711.25 ofthe Revised Code, and shall,
upon application filed within such time limitation in accordance with the requirements of this section, finally assess the
taxable property required to be returned by any taxpayer, financial institution, dealer in intangibles, or domestic insur-
ance company as to which a preliminary or amended assessment has been made by or certified to a county treasurer or
certified to the auditor of state or as to which the preliminary assessment is evidenced by a return filed with a county
auditor for any prior year; and the commissioner may finally assess the taxable property of a taxpayer, financial institu-
tion, dealer in intangibles, or domestic insurance company who has failed to make a return to a county auditor or to the
department of taxation in any such year. Application for final assessment shall be filed with the tax commissioner in
person or by certified mail. If the application is filed by certified mail, the date of the United States postmark placed on
the sender's receipt by the postal employee to whom the application is presented shall be treated as the date of filing.
The application shall have attached thereto and incorporated therein by reference a true copy of the most recent prelimi-
nary or amended assessment, whether evidenced by certificate or return, to which correction is sought through the issu-
ance of a final assessment certificate. The application shall also have attached thereto and incorporated therein by refer-
ence evidence establishing that the taxes, and any penalties and interest thereon, due on such preliminary or amended
assessment have been paid. By filing such application within the time prescribed by section 5711.25 of the Revised
Code, the taxpayer has waived such time limitation and consented to the issuance of his assessment certificate after the
expiration of such time limitation.

For the purpose of issuing a final assessment the commissioner may utilize all facts or information he possesses, and
shall certify in the manner prescribed by law a final assessment certificate in such form as the case may require, giving
notice thereof by mail to the taxpayer, financial institution, dealer in intangibles, or domestic insurance company. Such
final assessment certificate shall set forth, as to each year covered, the amount of the final assessment as to each class of
property and the amount of the corresponding preliminary or last amended assessment. If no preliminary or amonded
assessment was made, the amount listed in the taxpayer's return for each such class of property shall be shown. If the
amount of any final assessment of any such class for any year exceeds the amount of the preliminary or amended as-
sessment of such class for such year, the difference shall be designated a "deficiency," and if no preliminary or amended
assessment has been made, each item in the final assessment certificate shall be so designated. If the final assessment of
any such class for any such year is less in amount than the preliminary or amended assessment thereof for such year, the
difference shall be designated an "excess." The commissioner shall add to each such deficiency assessment the penalty
provided by law, computed on the amount of such deficiency.

A copy of the final assessment certificate shall be transmitted to the treasurer of state or the proper county auditor,
who shall make any corrections to his records and tax lists and duplicates required in accordance therewith and proceed
as prescribed by section 5711.32 or 5725.22 ofthe Revised Code.

An appeal may be taken from any assessment authorized by this section to the board of tax appeals as provided by
section 5717.02 of the Revised Code. When such an appeal is filed and the notice of appeal filed with the commissioner
has attached thereto and incorporated therein by reference a true copy of any assessment authorized by this section as
required by section 5717.02 of the Revised Code, the commissioner shall notify the treasurer of state or the auditor and
treasurer of each county having any part of such assessment entered on the tax list or duplicate.

Upon the final determination of an appeal which may be taken from an assessment authorized by this section, the
commissioner shall notify the treasurer of state or the proper county auditor of such final determination. The notification
may be in the form of a corrected assessment certificate. Upon receipt of the notification, the treasurer of state or the
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county auditor shall make any corrections to his records and tax lists and duplicates required in accordance therewith
and proceed as prescribed by section 5711.32 or 5725.22 ofthe Revised Code.

The assessment certificates mentioned in this section, and the copies thereof, shall not be open to public inspection.
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Page I

TITLE 57. TAXATION
CHAPTER 5711. LISTING PERSONAL PROPERTY

ORC Ann. 5711.31 (2007)

§ 5711.31. Notice of assessment; petition for reassessment; final determination

Whenever the assessor assesses any property not listed in or omitted from a retum, or whenever the assessor assesses
any item or class of taxable property listed in a return by the taxpayer in excess of the value or amount thereof as so
listed, or without allowing a claim duly made for deduction from the net book value of accounts receivable, or depreci-
ated book value of personal property used in business, so listed, the assessor shall give notice of such assessment to the
taxpayer by mail. The mailing of the notice of assessment shall be prima-facie evidence of the receipt of the same by the
person to whom such notice is addressed. With the notice, the assessor shall provide instructions on how to petition for
reassessment and request a hearing on the petition.

Within sixty days after the mailing of the notice of assessment prescribed in this section, the party assessed may file
with the tax commissioner, in person or by certified mail, a written petition for reassessment, signed by the party as-
sessed, or by that party's authorized agent having knowledge of the facts. If the petition is filed by certified mail, the
date of the United States postmark placed on the sender's receipt by the postal employee to whom the petition is pre-
sented shall be treated as the date of filing. The petition shall have attached thereto and incorporated therein by refer-
ence a true copy of the notice of assessment complained of, but the failure to attach a copy of such notice and incorpo-
rate it by reference does not invalidate the petition. The petition also shall indicate the objections of the party assessed,
but additional objections may be raised in writing if received prior to the date shown on the final determination by the
commissioner.

Upon receipt of a properly filed petition, the commissioner shall notify the treasurer of state or the auditor and treas-
urer of each county having any part of the assessment entered on the tax list or duplicate.

If the petitioner requests a hearing on the petition, the commissioner shall assign a time and place for the hearing and
notify the petitioner of such time and place, but the commissioner may continue the hearing from time to time as neces-
sary.

The commissioner may make corrections to the assessment, as the commissioner finds proper. The commissioner
shall serve a copy of the commissioner's final determination on the petitioner in the manner provided in section 5703.37
of the Revised Code. The commissioner's decision in the matter is final, subject to appeal under section 5717.02 of the
Revised Code. The commissioner also shall transmit a copy of the commissioner's final determination to the treasurer of

state or applicable county auditor. In the absence of any further appeal, or when a decision of the board of tax appeals or
of any court to which the decision has been appealed becomes final, the commissioner shall notify the treasurer of state
or the proper county auditor of such final determination. If the final determination orders correction of the assessment,

the notification may be in the form of a corrected assessment certificate. Upon receipt of the notification, the treasurer
of state or the proper county auditor shall make any corrections to the treasurer's or auditor's records and tax lists and
duplicates required in accordance therewith and proceed as prescribed by section 5711.32 or 5725.22 ofthe Revised
Code.

The decision of the commissioner upon such petition for reassessment shall be final with respect to the assessment of
all taxable property listed in the return of the taxpayer and shall constitute to that extent the final determination of the
commissioner with respect to such assessment. Neither this section nor a final judgment of the board of tax appeals or
any court to which such final determination may be appealed shall preclude the subsequent assessment in the manner
authorized by law of any taxable property which such taxpayer failed to list in such retum, or which the assessor has not
theretofore assessed.
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As used in this section, "taxpayer" includes financial institutions, dealers in intangibles, and domestic insurance com-
panies as defined in section 5725.01 of the Revised Code.
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TITLE 57. TAXATION
CHAPTER 5725. FINANCIAL INSTITUTIONS; DEALERS IN INTANGIBLES; INSURANCE COMPANIES

DEALERS IN INTANGIBLES

ORC Ann. 5725.13 (2006)

§ 5725.13. Taxable property of dealers in intangibles

The following property shall be listed and assessed at its fair value and taxed only in the manner prescribed in sections
5725.01 to 5725.26, inclusive, of the Revised Code:

(A) The shares of the stockholders in an incorporated dealer in intangibles having an actual place of business in
this state, to the extent represented by capital employed in this state;

(B) The shares of the stockholders, partners, or members of an unincorporated dealer in intangibles having an ac-
tual place of business in this state, the capital stock of which is divided into shares held by the owners, to the extent rep-
resented by capital employed in this state;

(C) The property representing capital employed in this state by an unincorporated dealer in intangibles whose
capital stock is not divided into shares, having an actual place of business in this state.
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CHAPTER 5725. FINANCIAL INSTITUTIONS; DEALERS IN INTANGIBLES; INSURANCE COMPANIES
DEALERS IN INTANGIBLES

ORC Ann. 5725.14 (2006)

§ 5725.14. Annual return of resources by dealer in intangibles; gross receipts; consolidated returns

(A) As used in this section and section 5725.15 ofthe Revised Code:

(I) "Billing address" of a customer means one of the following:

(a) The cust.omer's address as set forth in any notice, statement, bill, or similar acknowledgment shall be pre-
sumed to be the address where the customer is located with respect to the transaction for which the dealer issued the
notice, statement, bill, or acknowledgment.

(b) If the dealer issues any notice, statement, bill, or similar acknowledgment electronically to an address other
than a street address or post office box address or if the dealer does not issue such a notice, statement, bill, or acknowl-
edgment, the customer's street address as set forth in the records of the dealer at the time of the transaction shall be pre-
sumed to be the address where the customer is located.

(2) "Commissions" includes but is not limited to brokerage commissions, asset management fees, and similar fees
charged in the regular course of business to a customer for the maintenance and management of the customer's account.

(3) "Gross receipts" means one of the following:

(a) In the case of a dealer in intangibles principally engaged in the business of lending money or discounting
loans, the aggregate amount of loans effected or discounted;

(b) In the case of a dealer in intangibles principally engaged in the business of selling or buying stocks, bonds,
or other similar securities either on the dealer's own account or as agent for another, the aggregate amount of all com-
missions charged.

(B) Each dealer in intangibles shall return to the tax commissioner between the first and second Mondays of March,
annually, a report exhibiting in detail, and under appropriate heads, the dealer's resources and liabilities at the close of
business on the thirty-first day of December next preceding. In the case of an unincorporated dealer in intangibles, such
report shall also exhibit the amount or value as of the date of conversion of all property within the year preceding the
date of listing, and on or after the first day of November converted into bonds or other securities not taxed to the extent
such nontaxable bonds or securities may be shown in the dealer's resources on such date, without deduction for indebt-
edness created in the purchase of such nontaxable bonds or securities.

If a dealer in intangibles maintains separate business offices, whether within this state only or within and without
this state, the report shall also show the gross receipts from business done at each such office during the year ending on
the thirty-first day of December next preceding.

For the purposes of this section and section 5725.15 of the Revised Code, business is considered done at an office
when it originates at such office, but the receipts from business originating at one office and consummated at another
office shall be divided equitably between such offices.

(C) For the purposes of this section and section 5725.15 ofthe Revised Code, in the case of a dealer in intangibles
principally engaged in the business of selling or buying stocks, bonds, or other similar securities either on the dealer's
own account or as agent for another, the dealer's capital, surplus, and undivided profits employed in this state shall bear
the same ratio to the dealer's total capital, surplus, and undivided profits employed everywhere as the amount described
in division (C)(1) of this section bears to the amount described in division (C)(2) of this section:

(1) The sum of the commissions earned during the year covered by the report from transactions with respect to
brokerage accounts owned by customers having billing addresses in this state;

(2) The sum of the commissions earned during that year from transactions with respect to brokerage accounts
owned by all of the dealer's customers.
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(D) An incorporated dealer in intangibles which owns or controls fifty-one per cent or more of the common stock
of another incorporated dealer in intangibles may, under uniform regulations prescribed by the tax commissioner, make
a consolidated return for the purpose of sections 5725.01 to 5725.26, inclusive, of the Revised Code. In such case the
parent corporation making such return is not required to include in its resources any of the stocks, securities, or other
obligations of its subsidiary dealers, nor permitted to include in its liabilities any of its own securities or other obliga-
tions belonging to its subsidiaries.
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TITLE 57. TAXATION
CHAPTER 5725. FINANCIAL INSTITUTIONS; DEALERS IN INTANGIBLES; INSURANCE COMPANIES

DEALERS IN INTANGIBLES

ORCAnn. 5725.15 (2006)

§ 5725.15. Tax commissioner to ascertain and assess all shares and. capital of dealer in intangibles

Upon receiving the report required by section 5725.14 of the Revised Code, the tax commissioner shall ascertain and
assess all the shares of such dealers in intangibles, the capital stock of which is divided into shares, representing capital
employed in this state, and the value of the property representing the capital, not divided into shares, employed in this
state by such dealer in intangibles, according to the aggregate fair value of the capital, surplus, and undivided profits as
shown in such report, including in the case of an unincorporated dealer, the value of property converted into nontaxable
bonds or securities within the preceding year, without deduction for indebtedness created in the purchase of such non-
taxable bonds or securities.

If a dealer has separate offices, whether within this state only or within and without this state, the commissioner shall
find the amount of capital employed in each office in this state, which shall bear the same ratio to the entire capital of
such dealer, wherever employed, as the gross receipts of such office bears to the entire gross receipts of such dealer,
wherever arising.

The aggregate book value of the capital, surplus, and undivided profits of a dealer in intangibles as shown in such
report shall be taken as the fair value thereof for the purpose of the assessment required by this section, unless the com-
missioner finds that such book value is greater or less than the then fair value of said capital, surplus, and undivided
profits. Claim for any deduction from book value of capital, surplus, and undivided profits must be made in writing by
the dealer in intangibles at the time of making his retum.

Whenever the commissioner assesses the fair value of the capital, surplus, and undivided profits of a dealer in intangi-
bles at an amount in excess of the book value thereof as shown by its report, or disallows any claim for deduction from
book value of such capital, surplus, and undivided profits, he shall give notice and proceed as provided in section

5711.31 ofthe Revised Code.
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TITLE 57. TAXATION
CHAPTER 5725. FINANCIALINSTITUTIONS; DEALERS IN INTANGIBLES; INSURANCE COMPANIES

DOMESTIC INSURANCE COMPANIES

ORC Ann. 5725.22 (2006)

§ 5725.22. Treasurer of state to maintain intangible property tax lists; collection and payment of taxes

The treasurer of state shall maintain an intangible property tax list of taxes levied by section 5707.03 of the Revised
Code and certified by the tax commissioner pursuant to sections 5711.13, 5725.08, 5725.16, and 5727.15 ofthe Revised
Code, and a separate list of taxes levied by section 5725.18 ofthe Revised Code and certified by the superintendent of
insurance pursuant to section 5725.20 of the Revised Code. Upon receipt of any assessment certified to him, the treas-
urer of state shall compute the taxes at the rates prescribed by law and enter the taxes on the proper tax list. He shall
collect and the taxpayer shall pay all such taxes and any interest applicable thereto. Payments may be made by mail, in
person, or by any other means authorized by the treasurer of state. The treasurer of state shall render a daily itemized
statement to the tax commissioner of the amount of taxes collected and the name of the domestic insurance company or
assessment certificate number of the person from whom collected. The treasurer of state may adopt rules conceming the
methods and timeliness of payment.

Each tax bill issued pursuant to this section shall separately reflect the taxes due, interest, if any, due date, and any
other information considered necessary. The last day on which payment may be made without penalty shall be at least
twenty but not more than thirty days from the date of mailing the tax bill. The treasurer of state shall mail the tax bill,
and the mailing thereof shall be prima-facie evidence of receipt thereof by the taxpayer.

The treasurer of state shall refund taxes as provided in this section, but no refund shall be made to a taxpayer having a
delinquent claim certified pursuant to this section that remains unpaid. The treasurer of state may consult the attotney
general regarding such claims. Refunds shall be paid from the tax refund fund created by section 5703.052 [5703.05.2]
of the Revised Code.

(A) Within twenty days after receipt of any preliminary assessment certified to him, the treasurer of state shall is-
sue a tax bill, but if such preliminary assessment reflects a late filed tax retum, the treasurer of state shall add interest as
provided in division (A) of section 5725.221 [5725.22. 11 ofthe Revised Code and issue a tax bill.

(B) Within twenty days after receipt of any amended or final assessment certified to him, the treasurer of state
shall ascertain the difference between the total taxes computed on such assessment and the total taxes computed on the
most recent assessment certified for the same tax year. If the difference is a deficiency, the treasurer of state shall add
interest as provided in division (B)(1) of section 5 725.221 [5725.22.11 ofthe Revised Code and issue a tax bill. If the
difference is an excess, the treasurer of state shall add interest as provided in division (B)(2) of section 5725.221
[5725.22.11 of the Revised Code and certify the name of the taxpayer and the amount to be refunded to the director of
budget and management for payment to the taxpayer. If the taxpayer has a deficiency for one tax year and an excess for
another tax year, or any combination thereof for more than two tax years, the treasurer of state may determine the net
result after adding interest, if applicable, and, depending on such result, proceed to mail a tax bill or certify a refund.

(C) If a taxpayer fails to pay all taxes and interest, if any, on or before the due date shown on the tax bill but
makes payment within ten calendar days of such date, the treasurer of state shall add a penalty equal to five per cent of
the taxes due. If payment is not made within ten days of such date, the treasurer of state shall add a penalty equal to ten
per cent of the taxes due. The treasurer of state shall prepare a delinquent claim for each tax bill on which penalties were
added and certify such claims to the attorney general for collection. The attomey general shall transmit a copy of each
claim to the tax commissioner or the superintendent of insurance and proceed to collect the delinquent taxes, penalties,
and interest thereon in the manner prescribed by law.
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TITLE 57. TAXATION
CHAPTER 5725. FINANCIAL INSTITUTIONS; DEALERS IN INTANGIBLES; INSURANCE COMPANIES

DOMESTIC INSURANCE COMPANIES

ORCAnn. 5725.26 (2007)

§ 5725.26. Tax on real estate of financial institutions and dealers in intangibles

The real estate of a financial institution or dealer in intangibles shall be taxed in the place where it is located, the same
as the real estate of persons is taxed, but the taxes provided for in Chapters 5725. and 5733. of the Revised Code, shall
be in lieu of all other taxes on the other property and assets of such institution or dealer, except personal property tax-
able under Chapter 5711. of the Revised Code and leased, or held for the purpose of leasing, to others if the owner or
lessor of the property acquired it for the sole purpose of leasing it to others.

For reports required to be filed under section 5725.14 ofthe Revised Code in 2003 and thereafter, nothing in this sec-
tion shall be construed to exempt the property of any dealer in intangibles under section 5725.13 ofthe Revised Code
from the tax imposed under section 5707.03 of the Revised Code.
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TITLE 57. TAXATION
CHAPTER 5733. CORPORATION FRANCHISE TAX

Go to the Ohio Code Archive Directory

ORCAnn.5733.01 (2007)

§ 5733.01. Tax charged against corporations, business trusts and certain limited liability companies

(A) The tax provided by this chapter for domestic corporations shall be the amount charged against each corporation
organized for profit under the laws of this state and each nonprofit corporation organized pursuant to Chapter 1729. of
the Revised Code, except as provided in sections 5733.09 and 5733.10 of the Revised Code, for the privilege of exercis-
ing its franchise during the calendar year in which that amount is payable, and the tax provided by this chapter for for-
eign corporations shall be the amount charged against each corporation organized for profit and each nonprofit corpora-
tion organized or operating in the same or similar manner as nonprofit corporations organized under Chapter 1729. of
the Revised Code, under the laws ofany state or country other than this state, except as provided in sections 5733.09
and 5733.10 ofthe Revised Code, for the privilege of doing business in this state, owning or using a part or all of its
capital or property in this state, holding a certificate of compliance with the laws of this state authorizing it to do busi-
ness in this state, or otherwise having nexus in or with this state under the Constitution of the United States, during the
calendar year in which that amount is payable.
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TITLE 57. TAXATION
CHAPTER 5733. CORPORATION FRANCHISE TAX
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ORC Ann. 5733.12 (2007)

§ 5733.12. Crediting of payments; filing of refund applications

(B) Except as otherwise provided under divisions (C) and (D) of this section, an application to refund to the corpo-
ration the amount of taxes imposed under section 5733.06 of the Revised Code that are overpaid, paid illegally or erro-
neously, or paid on any illegal, erroneous, or excessive assessment, with interest thereon as provided by section 5733.26
of the Revised Code, shall be filed with the tax commissioner, on the form prescribed by the commissioner, within three
years from the date of the illegal, erroneous, or excessive payment of the tax, or within any additional period allowed by
division (C)(2) of section 5733.031 [5733.03.1], division (D)(2) of section 5733.067 [5733.06.71, or division (A) of sec-
tion 5733.11 ofthe Revised Code. For purposes of division (B) of this section, any payment that the applicant made be-
fore the due date or extended due date for filing the report to which the payment relates shall be deemed to have been
made on the due date or extended due date.

On the filing of the refund application, the commissioner shall determine the amount of refund to which the appli-
cant is entitled. If the amount is not less than that claimed the commissioner shall certify the amount to the director of
budget and management and treasurer of state for payment from the tax refund fund created by section 5703.052
[5703.05.21 of the Revised Code. If the amount is less than that claimed, the commissioner shall proceed in accordance
with section 5703.70 of the Revised Code.
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TITLE 57. TAXATION
CHAPTER 5751. COMMERCIAL ACTIVITY TAX
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ORC Ann. 5751.01 (2007)

§ 5751.01. Definitions

As used in this chapter:

e taxpayer, required to register or pay tax under this chapter. "Taxpayer" does not include excluded persons.

(E) "Excluded person" means any of the following:

(4) A dealer in intangibles, as defined in section 5725.01 of the Revised Code, that paid the dealer in intangi-
bles tax levied by division (D) of section 5707.03 of the Revised Code based on one or more measurement periods that
include the entire tax period under this chapter;
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Annual report of resources and liabilities of dealers in intingibles
to department; "groas receipts" defined; receipts of business;
consolidated return may be made, when.

Sec. 5414-4. Each dealer in intangibles shall'return to the depart-
ment of taxation between the first and second Mondays of March, annually,
a report *** exhibiting in detail, and under appropriate heads, his
resources and liabilities at the close of business on the thirty-first day of
December, next preceding. In the case of an unincorporated dealer in
intangibles, such report shall also exhibit the amount or value as of 1he
date of conversion of all property within the year preceding the date of
listing and on or after the first day of November converted into bonds or
other securities not taxed to the extent such non-taxable bonds or securities
niay be shown in his resources on such date, without deduction for in-
•debtedness created in the purchase of such non-taxable bonds or securities.

If a dealer in intangibles maintains separate business offices, whether
within this state only or within and outside of this state said report shall
also show the gross receipts from business done at each such office during
the year ending on the thirty-first day of December next preceding.

The term "gross receipts" as used in this and the succeeding section
shall, in the case of a dealer in intangibles, principally engaged in the
business of lending money or discounting loans, mean the -aggregate
amount of loans effected or discounted; in the case of a dealer in in-
tangibles, principally engaged• in the business of selling or buying stocks,
bonds and other similar securities either on his own account or as agent
for another, said term as so used means the aggregate amount of all com-
missions charged plus one per centum of the aggregate amount of all
other receipts.

Within the meaning of this and the succeedin^ section, business shall
be considered to be done.at an offu:e when it originates at such office;_
but the receipts from business originating at one office and consummated
at another office shall, for the purpose of such sections, be davided
equitably between such offices.

An incorporated dealer in intangibles which owns or controls fifty-one
per centum or nvore of the common stock of another incorporated dealer
or dealers in intangibles may under uniform regulations to be prescribed
by the tax conunissioner make a consolidated return or returns for the
purpose of this chapter. In such case the parent corporation making such
return shall not be required to include in its resources any of the stocks,
securities or other obligations of its subsidiary dealers, not permitted to
include in its liabilities any of its own securities or other obligations be-
longing to its subsidiaries.
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" ec. 5389. [Determination of trae value
of acconnts receivable; "income yleld" deEaed.]
In the case of aceounts receivable, the book
value thereof less book reserves, if any, shall be
listed and shall be taken as the true value thereof
unless the assessor shall find that such net book
value is greater or lees than the then trne value
of saoh accounts receivable in money. In the
aeee of personal property used in business, the
book value thereof, if any, leas book depreaia-
tion, at such time or times, shall be listed and
saoh depreciated book value skall be taken to
be the trae value of such property, nnleea the
assessor shall find that such depreciated book
value is greater or leee than the then true value
of snch property in money. Claim for any deduc-
tion from net book value of aeoonnte receivable
or depreciated book value of personal property
must be made in writing by the taxpayer at the
time of making return; and when sneb return
is made to the county anditor and reqaiied by
this chapter to be transmitted to the eomntie-
sioner for aeeesament, the county auditor shall,
ae deputy of the eommissioner, investigate such
olaim and shall enter thereon, or attaah thereto;
in anab form as the commiseioner may preaoribe,
hie Endinge and reaommendationa with respect
thereto; when such retarn.ia made to the eom-

missioner such claim for dednetion from depreci-
ated book value of personal property ehall be
referred to the anditor of eaeh county wherein
the property affeoted thereby is listed as suoh
deputy, for investigation and report.

"Income yield" as used in section 6888 of the
General Code and elsewhere in this title means
the aggregate amount paid as income by the
obligor, trastee or other source of payment to
the owner or owners, or holder or holders of an
investment, whether inolnding the taipayer or
not, during such year, and includes the following:

In the case of an obligation bearing interest,
the amount of interest separately charged and
paid during snoh year, if any, exclusive of pay-
ments on the principal; inthe case of ehares of
stock, the dividenda so paid or distributed, other
than dietribntions in liquidation, whether saeh
payment or distri.bntioa is in oaeb, notes, dehen-
tares, bonds, oth9r property or shares of stock,
ezcepting etock of like kind and character of
the corporation declaring the dividend; in the
caee of annuities or other obligations for period-
ioal installment payments inoluding both prin-
eipal and interest, not separately ohnrged and
paid, four per eentom of half the prineipal used
to parabase the same, or, if there be no such.
prinoipal,or the annnity or obligation was pur-
chased and payments made thereunder prior to
January 1, 1933, four per oentam of half of the
preaent worth of such annnity or periodical in-

_ stallment payments ifeommated, which shall be
ealonlated, as of the date on which snoh invest-
ment is required by this chapter to be flrat listed,
with interest at four per centnm per annam and,
in the ease of annuities for life or lives, aoeording
to the combined annuity four per cent table; in
the eaee of equitable intoreet in lands, divided
into sbares evidenoed by transferable oerti8cates,
the oash distribntions of income so made-, in the I
case of an equitable interest in a fund made up
in whole or in part of investments, the entire
distribution of income by the trsetee to the

owner of the equitable hltexest to the extent

represented by the net inaome received by the
trustee from investments, deposits not taxed At

the source, ourrent aecounta receivable and other
taaable intangibles as defined in tbia title; in

the oase . of royalties under patents and eopy-

rights, five per eentumOt half lehf
value sball besuch patents or copyrigh ,

oalcnlated by the use of Hoskold's formula,
applied to the gross royalties paid during suoh
year, with sinlung fund at four. per centum per
annum and interest per
annnm, and assuming for the purpose oP everY

such calculation a remaining Iife of seventeen

years as to patents and of twenty-eight years ae.

to copyiights. At the reqnsst of the oommie-

eioner or of any county anditor, the superintend-

ent of insurance shall, uaon being furnished with
a statement of the facts, compute, upon a basis

eqnivalent to that herein prescribed, the income
yield of any investment to which the interest
is not charged and paid separately from the
principal thereof, and the assessor shall be gov-
erned by the computation so made.

H1aTOSYt8.8. Q;ID7a9a= 88 v. 90; 114 V. 714
(qat), 116 v. 6e6. 91(ile v. Pt. 11 ID6S; 118 v. 9670
119 s. 34 (ae). 91. oR. 7-491..

Bee G.C. y 6389-1 which refers to this section.

Appx. 'f'^ &L
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