Chapter 1

The accounting system

Collects and processes financial information reports information to decision makers

1. For managers (internal decision makers)
2. For investors and creditors (external decision makers)


1. Financial accounting reports: Periodic financial statements and related disclosures

External decision makers: Investors, creditors, suppliers, customers, etc


2. Managerial Accounting Reports: Detailed plans and continuous performance reports

Internal Decision Makers: Managers throughout the organization


When studying the financial statements you should focus on these questions:

1. What categories of items (often called elements) are reported on each of the four statements? (What type of information does a statement convey, and where can you find it?)
2. What time period (monthly, quarterly, annual) is covered by the financial statements?
3. How are the elements within a statement related? These relationships are usually described by an equation that tells you how the elements fit together.
4. Why is each element important to managers’, owners’ or creditors’ decisions? (How important is the information to decision makers?) 


The four basic financial statements:

1. Statement of financial position: Reports the amount of assets (resources owned), liabilities (amounts owed), and shareholder’s equity of an accounting entity at a point in time. 

2. Income Statement: Reports the revenues less the expenses of the accounting period.

3. Statement of  Changes in Equity: reports the way that profit, distribution of profits (dividends), and other changes to shareholders’ equity affected the financial position of the company during the accounting period.

4. Statement of Cash flows: report inflows (receipts) and outflows (payments) of cash during the accounting period in the categories of operating, investing, and financing.


The Statement of Financial Position

Typical Account Titles

AssetsLiabilities
Trade payables
Accrued Expenses
Notes Payable
Taxes Payable
Deferred Revenue
Bonds Payable

Shareholders’ Equity
Share capital
Retained Earnings

Cash
Short-term investments
Trade receivables
Notes receivables
Inventory (to be sold)
Supplies
Prepayments
Long-term investments
Equipment 
Buildings
Land 
Intangibles


Elements

	Assets
· Economic resources controlled by the entity as a result of past business events from which future economic benefits may be obtained

Liabilities
· Debts or legal obligations of the entity that result from past business events

Shareholders’ Equity
· Amounts of financing provided by owners of the corporation and from earnings over time.




The Accounting Equation




A= Assets :Economic resources
L=Liabilities :Source of financing for economic resources: From creditors
SE= Shareholders’ equity :Source of financing for economic resources: From shareholders




The Statement of Comprehensive Income


Typical Account Titles


RevenuesExpenses
Cost of Goods sold
Wages expense
Rent expense
Interest expense
Depreciation expense
Advertising expense
Insurance expense
Repair expense
Income tax expense

Sales revenue
Fee revenue
Interest revenue
Rent revenue




Revenues

Earnings from the sale of goods or services.
Revenue is recognized in the period in which goods and services are sold, not necessarily the period in which cash is received.

Expenses

The dollar amount of resources used up by the entity to earn revenues during a period.
An expense is recognized in the period in which goods and service are used, not necessarily the period in which cash is paid.


Statement of Changes in Equity

Equity, beginning of the Period
Plus: Profit for the year
Plus: Other comprehensive income
Less: Dividends
Plus/Less: Other Changes, net
Equity, end of the year


Statement of Cash Flow

Because revenues reported do not always equal cash collected…and expenses reported do not always equal cash paid…profit is usually not equal to the change in cash for the period.

Statement of Cash Flows

+/- Cash Flow Operating Activities 
+/- Cash Flow Investing Activities
+/- Cash Flow Financing Activities

Relationships Among the Statements

1. Profit from the income statement results in an increase in ending retained earnings on the statement of changes in equity.
2. Ending retained earnings from the statement of changes in equity is one of the three components of shareholders’ equity on the statement of financial position.
3. The change in cash on the statement of cash flows is added to the beginning-of-year balance in cash to arrive at end-of-year cash of financial position.

Notes
All financial statements should be accompanied by notes which provide the reader with supplemental information about the financial condition and results of operations of the company.
Three types of notes:
1. Describe accounting rules applied 
2. Present additional detail about an item on the financial statements
3. Provide additional information about an item not on the financial statements.





Chapter 2 Investing and Financing Decisions and the Statement of Financial Position


Financial statements are intended to communicate the economic facts, measured in monetary units, in a standardized, formal way.

The statement of financial position communicates the results of a company by asking the following questions:

· What type of business activities cause changes in amounts reported on the statement of financial position from one period to the next?
· How do specific activities affect each of these amounts?
· How do companies keep track of these amounts?


Overview of Accounting Concepts

Objective of Financial Reporting

The primary objective of external financial reporting is to provide useful economic information about a business to help external parties make sound financial decisions.

Accounting Assumptions

1. The separate-entity assumption states that business transactions are separate from the transactions of the owners. Separation of the owners’ resources (and obligations) from those of the business entity is necessary for a proper evaluation of the entity’s results of operations and its financial position.

2. The unit-of-measure assumption states that accounting information should be measured and reported in the national monetary unit. The stable monetary unit assumption allows accountant to combine different amounts, even though the purchasing power of the monetary unit has changed over time.

3. The continuity (going concern) assumptions states that businesses are assumed to continue to operate into foreseeable future. Violation of this assumption means that assets and liabilities should be valued and reported on the statement of financial position as if the company were to be liquidated.


Basic Accounting Principle

The historical cost principle states that the cash-equivalent cost needed to acquire an asset (the historical cost) should be used for initial recognition (recording) of all financial statement elements.

The cost principle requires assets to be recorded at the historical cash-equivalent cost, which is cash paid plus the current monetary value of all non-cash considerations also given in the exchange, on the date of the transactions


$15,000         + $2,000                                               = $17,000
Cash Paid         Market Value of computer               Historical cost of New Car


Elements of the Classified Statement of Financial Position

Assets are economic resources controlled by an entity as a result of post transactions or events and from which future economic benefits may be obtained.

Typically, the assets of a company include the following:

1. Current assets (short-term)
a. Cash and Cash equivalents
b. Short-Term Investments
c. Trade and other receivables
d. Inventories



2. Non-current assets (long-term)
a. Property, plant, and equipment (at cost less accumulated depreciation)
b. Investment in associates
c. Financial Assets
d. Goodwill
e. Intangible assets
f. Other (miscellaneous) assets

Current assets: are assets that will be used or turned into cash, normally within one year. Inventory is always considered to be a current asset, regardless of the time needed to produce and sell it. 

· Companies lists assets in order of liquidity, which means how soon they can be transformed into cash.
· Cash and cash equivalents (highly liquid investments) appear first because they are the most liquid assets.
· Short-term investments represent the reported values for shares of other companies and other financial instruments as investments of excess cash.
· Any receivables represents an amount of money owed to the company. 
· Inventories refers to goods that (1) are held for sale to customers in the normal course of business, or (2) are used to produce goods or services for sale. Inventory is always considered to be a current asset, no matter how long it takes to produce and sell.
· Prepayments reflect available benefits that the company will use within one year.

Non-current assets: are considered to be long term because they will be used or turned into cash over a period longer than the next year.

· Property, plant, and equipment includes all land, buildings, machinery, and equipment such as tools, furniture, and other fixtures that will be used for the production, packaging, and storage of the company. These are also called fixed assets or capital assets (they have a physical form you can touch touch, and therefore each asset is tangible).
· Investment in associates: purchasing shares issued by other corporations for the purpose of exercising significant influence over their investing, financing, and operating decisions.
· Financial assets represents investments in shares or debt instruments issued by other companies that the firm intends to keep for longer than one year.
· Goodwill is an intangible asset that arises when a company purchases another business to control its operating, investment, and financing decisions. Goodwill reflects assets that are not easily identifiable and measured, such as customer confidence, quality products, reputation for good service, and financial standing of the acquired business.
· Intangible assets have no physical substance but have a long life. They usually are not required for resale but are directly related to the operations of the business. Intangible assets include such items as goodwill, franchises, patents, trademarks, and copyrights. Their values arise from the legal rights and privileges of ownership, which is recognized if they are purchased from external parties or as a result of internal development. 
· Other assets, when reported, will include a number of assets that are combined because of their relatively small values.

Liabilities are present debts or obligations of the entity that result from past transactions, which will be paid with assets or services. They represent future outflows of assets (mainly cash) or services to the creditors that provided the corporation with the resources needed to conduct its business. Liabilities are listed by order of time to maturity (how soon an obligation must be paid).

Typically, the liabilities of a company include the following:

1. Current liabilities (short-term)
a. Trade payables
b. Short-term borrowings
c. Income taxes payable
d. Accrued liabilities
e. Other current liabilities

2. Non-current liabilities (long-term)
a. Long-term borrowings
b. Deferred income tax liabilities
c. Provisions
d. Other liabilities

Current liabilities:  are obligations that will be paid in cash (or other current assets) or satisfied by providing service within the coming year.

· Trade payables, which represents the total amount owed to suppliers of materials that a firm used in producing and packaging its products for sale. 
· Short-term borrowings, represents short-term loans from banks. Bank loans are common when the company does not have a sufficient amount of cash to pay its creditors.
· Income taxes payable, is simply an estimate of the amount of taxes a firm is expected to pay to taxation authorities.
· Accrued liabilities, represent the total amount owed to suppliers for various types of services such as payroll, rent, and other obligations.
· Other current liabilities, when reported, will include a number of liabilities with relatively small amounts that are combined.

Non-current liabilities: are a company’s debts that have maturities extending beyond one year from the date of the statement of financial position.

· Long-term borrowings from banks and other lenders.
· Deferred income tax liabilities that arise from temporary differences between the profit measured in accordance with IFRS and taxable profit that is determined in conformity with applicable tax laws
· Provisions that are estimated liabilities characterized by uncertainty about the exact amount to be paid and the timing of the payment
· Other liabilities that include a number of other liabilities.


Shareholders’ Equity (owners’ equity or stockholders’ equity) is the financing provided by the owners and the operations of the business. One key difference between owners and creditors is that creditors are entitled to settlement of their legal claims on the corporation’s assets before the owners receive a penny, even if this consumes all the corporation’s assets.

Owners invest (purchase shares) in a company because they expect to receive two types of cash flow: dividends, which are distribution, of the corporation’s earnings ( a return on shareholders’ investment), and gains from selling their shares for more than they paid (known as capital gains). 

Typically the shareholders’ equity of a corporation includes the following:

1. Share Capital (or capital stock)
2. Retained earnings (accumulated earnings that have not been declared as dividends)
3. Other components

Share capital results from owners providing cash (and sometimes other assets) to the business.

Contributed surplus: shareholders contributing in excess of the amount allocated to share capital, such as premiums on shares issued. 
The sum of share capital and contributed surplus represents the contributed capital of the corporation.

Retained earnings refers to the accumulated earnings of a company that are not distributed to the owners and are reinvested in the business.






What type of business activities cause changes in financial statement amounts?

Nature of Business Transactions

Accounting focuses on specific events that have an economic impact on the entity. 
A transaction is (1) an exchange between a business and one or more external parties to a business or (2) a measurable internal event, such as adjustments for the use of assets in operations. Transactions include two types of events:

1. External events are exchanges of assets, goods, or services by one party for assets, services, or promises to pay (liabilities) by one or more other parties. 
2. Internal events include certain events that are not exchanges between the business and other parties but nevertheless have a direct and measurable effect on the accounting entity.
Signing a contract is not considered to be a transaction because it involves only the exchange of promises, not of assets such as cash, goods, services, or property. 

Accounts

An account is  standardized format that organizations use to accumulate the monetary effects of transactions on each financial statement item.

The chart of accounts is organized by financial statement element, with asset accounts listed first (by order of liquidity), followed by liabilities (by order of time to maturity), shareholders’ equity, revenue, and expense accounts in that order. 


How do transactions affect accounts?

The process for determining the effects of transactions is called transaction analysis.

Principles of Transaction Analysis

Transaction analysis is the process of studying a transaction to determine its economic effect on the entity in terms of the accounting equation.

The two concepts underlying the transaction analysis process follow:
1. Every transaction affects at least two accounts; it is critical to correctly identify the accounts affected and the direction of the effect (increase or decrease)
2. The accounting equation must remain in balance after each transaction.

Dual effects:
Most transactions with external parties involve an exchange by which the business entity both received something and gives up something in return. 

Balancing the Accounting Equation
The accounting equation must remain in balance after each transaction.

Step 1: Identify and classify accounts and effects
Identify the accounts affected (by their titles). Was each account an asset (A), liability (L), or shareholders’ equity (SE)
Determine the direction of the effect. Did the account increase (+) or decrease (-)
Step 2: Verify that the accounting equation, A=L+SE, remain in balance


Check examples on page 61


How do companies keep track of account balances?

During the accounting period, transactions that result in exchanges between the company and other external parties are analyzed and recorded in the general journal in chronological order, and the related accounts are updated in the general ledger. 

The direction of Transaction Effects

One very useful tool for summarizing the transaction effects and determining the balances for individual accounts is a T-account.

The T-account is a tool for summarizing transaction effects for each account, determining balances, and drawing inferences about a company’s activities.
· Each T-account has two sides: a left side, known as the debit side, and a right side, known as the credit side.
· The increase symbol, +, is located on the left side of the T accounts that appear on the left side of the accounting equation, and on the right side of the T for accounts that are on the right side of the equation
· The term debit (dr) is always written on the left side of each account, and the term credit (cr) is always written on the right side.

From this transaction analysis model, we can observe the following:

· Asset accounts increase on the left (debit) side. They have debit balances. It would be highly unusual for an asset account, such as inventories, to have a negative (credit) balance.
· Liabilities and shareholders’ equity accounts increase on the right (credit) side, creating credit balances.



Analytical tools

A Journal entry provides a summary of a transaction and its effects on various accounts, using the double-entry bookkeeping system. 
Transactions are recorded in chronological order in a general journal. 

Note the following:

· It is useful to include a date or some form of reference for each transaction. 


How is the statement of financial position prepared and analyzed?



Classified Statement of Financial Position

Debt-to-equity ratio:
It is important to know how much of the company’s assets financed by creditors and how much is financed by owners.  The debt-to-equity ratio is used to assess the debt capacity of a business. It is computed as follows:




In General The debt to equity ratio indicates how much debt has been used to finance the company’s acquisition of assets, relative to equity financing that is supplied by shareholders. Investors look not only at ratios over time for a specific company, but also at the debt-to-equity ratio of competitors for comparison purposes.
A few cautions The debt-to-equity ratio tells only part of the story with respect to risks associated with debt. The ratio is a good indication of debt capacity, but it does not help the investor understand whether the company’s operations can support the amount of debt that it has.











Chapter 3
Operating Decisions and the Income Statement

Understanding the Business

In developing operating and growth strategies, companies such as Nestle plan their companywide operations in terms of the elements of the income statement (specific revenues and expenses). These strategies are most often disclosed in the management discussion and analysis section of the annual report. 
To understand how business plans and the results of operations are reflected on the income statement, we need to answer the following questions:
1. How do business activities affect the income statement?
2. How are these activities recognized and measured?
3. How are these activities reported on the income statement?


How do business activities affect the income statement?

The Operating Cycle

The long-term objective for any business is to turn cash into more cash. For companies to stay in business, this excess cash must be generated from operations and not from borrowing money or selling non-current assets.

The OPERATING (CASH-TO-CASH) CYCLE is the time it takes for a company to pay cash to suppliers, sell goods and services to customers, and collect cash from customers.

Until a company ceases activities, the operating cycle is repeated continuously.
To measure income for a specific period of time, accountants follow the periodicity assumption, which assumes that the long life of a company can be reported in shorter time periods, such as months, quarters, and years. 

Elements of the Income Statement

Classification of the various income statement items helps financial statement users assess the company’s operating performance and predict its future probability.
The income statement includes three major sections:

1. Results of continuing operations
2. Results of discontinued operations
Profit (the sum of 1 and 2)
3.   Earnings per share
All companies report information for sections 1 and 3, while some companies report information in section 2, depending upon their particular circumstances.

Continuing Operations
This section of the income statement presents the results of continuing operations.

Operating Revenues
Increases in assets or settlement of liabilities from ongoing operations of the business are defined as revenues. Operating revenues result from the sale of goods or services. When revenues are earned assets, usually cash or trade receivables, often increase. Sometimes a company receives cash in exchange for a promise to provide goods or services in the future. At that point, revenue is not earned, but a liability account deferred revenue, is created. 

Operating Expenses
An expense is when an asset, such as equipment or supplies, is used to generate revenue during a period, or when an amount is incurred to generate revenues during a period, such as using electricity, even if the amount will be paid in the future. Expenses are necessary to generate revenues. Expenses are decreases in assets or increases in liabilities from ongoing operations and are incurred to generate revenues during the period. When an expense occurs, assets such as supplies inventory decrease (are used up) or liabilities such as salaries payable or utilities payable increase. 

Examples of Nestlé’s primary operating expenses:

1. Cost of goods sold is the cost of products sold to customers. The difference between sales revenues and cost of goods sold is known as gross profit or gross margin.
2. Operating expenses are the usual expenses, other than cost of goods sold that are incurred in operating a business during a specific accounting period. The expenses reported will depend on the nature of the company’s operations.  International Accounting Standard 1 requires companies to classify their expenses either by function- such as marketing and promotion, distribution, and administrative-or by nature of the expense. Classification by nature includes the three main costs of production: materials, labour, and property and equipment use.


Distribution expenses include a variety of expenses related to the distribution of the company’s products to its customers, such as the wages earned by distribution personnel and depreciation of delivery vehicles.
Marketing and administrative expenses include, for example, the salaries of marketing personnel and those who support the sales effort such as legal counsel, accountants, and computer technicians. They may also include promotion of the company’s products through various print and electronic media, rental of office space, insurance, utilities, plus other general operating expenses not directly related to production. 
Research and development expenses relate to the research and development of new products. 
Another subtotal, operating profit, also called profit from operations, is computed by subtracting operating expenses from gross profit. 
OPERATING PROFIT (profit from operations) equals net sales less costs of goods sold and other operating expenses. 

Non-operating items
Not all activities affecting an income statement are central to continuing operations.  Any revenues, expenses, gains, or losses that result from these other activities are not included as part of operating profit, but are instead categorized as other income or expenses. However, any interest or dividends earned on the investment is called investment income (or finance income). Likewise, borrowing money is a financing activity. However, the cost of using that money is called interest expense. 
Peripheral transactions → not central operations of the business 

Selling land for more than the original price results in a gain, not in revenue, because the sale of land is not a central operating focus for the business. The gain results in an increase in assets or decrease on liabilities from peripheral transaction. 

Income Tax Expense
Income tax expense is the last expense listed on the income statement. 
PROFIT BEFORE INCOME TAXES (pretax profit) equals revenues minus all expenses except income tax expense. Income tax expense is calculated as a percentage of profit before income taxes, reflecting the difference between income, which includes revenues and gains, and expenses and losses; it is determined by using applicable tax rates. 

Discontinued Operations

When the decision is made to discontinue a major component of a business, the profit or loss from that component, as well as any gain or loss on subsequent disposal, are disclosed separately on the income statement as discontinued operations.  

Non-controlling Interests

When Nestle owns a majority of the shares of another company, it becomes a controlling shareholder. The other shareholders are then known as non-controlling (or minority) shareholders and entitled to a proportionate share of the profit of the company in which they invested. Non-controlling interests refers to the portion of the consolidated profit that does not belong to the company but to the non-controlling shareholders. 

Earnings per Share
	
This ratio is widely used in evaluating the operating performance and profitability of a company. To compute earnings per share, profit is divided by the weighted average number of shares outstanding during the period. 


How are Operating Activities Recognized and Measured?

Cash Basis Accounting records revenues when cash is paid.  

Accrual Accounting

Problems can arose with cash basis accounting

Ex:

1. A customer paid cash in advance in advance of receiving a good or service→ the company has not performed the service or delivered the promised goods to earn revenue.
2. The company postponed the payment of utilities bills until the next period → the company has already used gas, electricity, and phone service to generate revenues (creating an expense), but the expense is not recorded because payment occurs in the next period. 

Cash basis financial statements are not very useful to external decision makers.

See diagrams on pages 110-111

Accrual basis accounting records revenues when earned and expenses when incurred, regardless of the timing of cash receipts or payments. 

The Revenue Principle

The Revenue Principle states that revenues are recognized when the significant risks and rewards are transferred to the buyer, it is probable that future economic benefits will flow to the entity, and the benefits will flow to the entity, and the benefits and the costs associated with the transaction can be measured reliably. 

Each activity within the company (purchase of raw materials, production, promotion, sale and collection from customers) contributes to the recognition of revenue.  Accountants attempt to identify the most critical event that leads to a flow of future benefits to the company from all these activities.

To guard against identification of critical events that may favour earlier recognition of revenue, and increase in profit, the following conditions must be satisfied, as per the revenue principle, to determine the point in time when revenue from the sale of goods should be recognized:

a. The entity has transferred to the buyer the significant risks and rewards of ownership of the goods
b. The entity retains neither continuing managerial involvement to the degree usually associated with ownership nor effective control over the goods sold
c. The amount of revenue can be measured reliably
d. It is probable that the economic benefits associated with the transaction will flow to the entity
e. The costs incurred or to be incurred in respect of the transaction can be measured reliably 


If any of the previous conditions is not met, revenue normally is not recognized and should not be recorded. 

The key to determining when to report revenues is whether or not the business has done what it promised to do. Thus, cash can be received (1) before the goods or services are delivered, (2) at the same time as the goods or services are delivered, or (3) after the goods or services are delivered. 

Check diagram p. 113


The Matching Process

The Matching Process requires that expenses be recorded when incurred in earning revenue. 

The matching process requires that when the period’s revenues are properly recognized according to the revenue principle, all of the resources consumed in earning those revenues should be recorded in that same period, a matching of costs with benefits. Expenses are recorded in the same period as the related revenues. The costs of generating revenue include expenses incurred such as the following:

· Salaries to employees who worked during the period (salaries expense)
· Utilities for the electricity used during the period (utilities expense)
· Milk, cocoa, sugar, and other ingredients used to produce nutrition and health foods that are sold during the period (cost of goods sold)
· Use of buildings and equipment for production purposes during the period (depreciation expense)

As revenues and cash receipts, expenses are recorded as incurred, regardless of when cash is paid.  Check diagram on page 116 
The Expanded Transaction Analysis Model


Transaction Analysis Rules

Exhibit 3.5 on page 117 includes all five elements: assets, liabilities, shareholders’ equity, revenues, and expenses. Retained earnings increase when profit is realized and decrease when a loss occurs. 

Need to emphasize on the following:

1. Revenue increase profit, thus increasing retained earnings and shareholders’ equity, which therefore have credit balances.
2. Expenses decrease profit, thus decreasing retained earnings and shareholders’ equity. Therefore, expenses have debit balances (opposite of the balance in retained earnings); that is, to increase an expense, you debit it, which decreases profit and retained earnings. You are adding to the expenses when you debit the account.
3. When revenues exceed expenses, the company reports profit, increasing retained earnings and shareholders’ equity. However, when expenses exceed revenues, a loss results that decreases retained earnings and thus shareholders’ equity.


When constructing and using the transaction analysis model, we maintain the direction rule and the debit-credit framework:

· All accounts can increase or decrease, although revenues and expenses tend to increase throughout a period. For accounts on the left side of the accounting equation, the increase symbol, +, is written on the left side of the T-account. For account on the right side of the accounting equation, the increase symbol, +, is written on the right side of the T-account.
· Debits (dr) are written on the left side of each T-account and credits (cr) are written on the right.
· Every transaction affects at least two accounts


Total Asset Turnover Ratio

Analytical Question How effective is management in generating sales from assets (resources)?
Ratio and Comparisons The total asset turnover ratio is useful in answering this question

Total Asset Turnover=
*Average total assets= (Beginning total assets + ending total assets) ÷2

In General: The total asset turnover ratio measures the sales from the use of assets. A high asset turnover signifies efficient management of assets; a low asset turnover ratio signifies less efficient management. Stronger financial performance improves the assets turnover ratio.
The total asset turnover ratio may decrease because of seasonal fluctuation, but a declining ratio may also be caused in changes in corporate policies lending to a rising level of assets.

Return on Assets (ROA)

Analytical QuestionHow well has management used the total invested capital provided by debtholders and shareholders during the period?




Both the total assets turnover ratio and the return on assets measure management’s effectiveness in utilizing the company’s resources: the first in generating revenue during the period, the second in generating after-tax return on the use of assets. 
In General: ROA measure how much the firm earned from the use of its assets. It is the broadest measure of profitability and management effectiveness, independent of financing strategy. Firms with higher ROA are doing better job of selecting new alternative investment options.

Statement of Cash Flows

Under Operating Activities 

+ Cash from customers
+ Cash from interest
- Cash to suppliers
- Cash to employees
- Cash for interest
- Cash for income taxes








Chapter 4 
Adjustments, Financial Statements, and the Quality Earnings

Auditors have to (1) assess the strength of the controls established by management to safeguard the company’s assets and ensure the accuracy of the financial records, and (2) evaluate the appropriateness of estimates and accounting principles used by management in determining revenues and expenses.

Since end-of-period adjustments are the most complex portion of the annual recordkeeping process, they are prone to error. External auditors examine the company’s records on a test, or sample, basis. 

Understanding the Business

Financial information is most useful for analyzing the past and predicting the future when it is considered by users to be of high quality. High-quality information is relevant (i.e., important in the analysis and available in a timely manner) and faithfully represents the substance of the underlying transactions (i.e., complete, neutral, and free from material error).
Users expect revenues and expenses to be reported in the proper period, based on the revenue principle and matching process. Revenues must be recorded when earned, and expenses must be recorded when incurred, regardless of when is received or paid. Most companies wait until the end of the period to record adjustments to revenue and expense accounts to reflect the proper amounts in the correct period.
Analysts, creditors, and investors assess the quality of financial information by determining how prudent the managers’ estimates and judgements are. Choices that do not overstate assets and revenues or understate liabilities and expenses are considered prudent.

Adjusting Revenues and Expenses

Accounting Cycle

The Accounting Cycle is the process used by entities to analyze and record transactions, adjust the records at the end of the period, prepare financial statements, and prepare the records for the next cycle.
During the accounting period, transactions that result in exchanges between the company and other external parties are analyzed and recorded in the general journal in chronological order (journal entries), and the related accounts are updated in the general ledger (T-accounts). 

Purpose and Types of adjustments

Purpose
Accounting systems are designed to record most recurring daily transactions, particularly those involving cash. However, cash is not always received in the period in which the company earns revenue; likewise, cash is not always paid in the period in which the company incurs an expense.

The solution to the problem created by such differences in timing is to record adjusting entries at the end of every accounting period, so that:

· Revenues are recorded when earned (the revenue principle)
· Expenses are recorded when they are incurred to generate revenue during the same period (the matching process)
· Assets are reported at amounts that represent the probable future benefits remaining at the end of the period.
· Liabilities are reported at amounts that represent the probable future sacrifices of assets or services owed at the end of the period

Adjusting entries are entries necessary at the end of the accounting period to identify and record all revenues and expenses of that period.


Revenues

Deferred Revenues: Previously recorded liabilities that were created when cash was received in advance and that must be adjusted for the amount of 
revenue actually earned during the period.

Accrued Revenues: Revenues that were earned but not recorded because cash was received after the services were performed or goods were delivered

Expenses

Deferred Expenses: Previously recorded assets, such as prepaid rent, supplies, and equipment, that were created when cash was paid in advance and that must be adjusted for the amount of expense actually incurred during the period though use of the asset

Accrued Expenses: Expenses that were incurred but were not recorded because cash was paid after the goods or services were used




Each of these types of adjustments involves two entries:

1. One for the cash receipt of payment
2. One for recording the revenue of expense in the proper period (through the adjusting entry)

When a customer pays for goods or services before the company delivers them, the company records the amount of cash received in a deferred revenue account. Deferred Revenues are previously recorded liabilities that need to be adjusted at the end of the accounting period to reflect the amount of revenues earned. Recognition of (recording) the revenue is deferred (postponed) until the company meets its obligation.

Examples:
· Deferred ticket revenues
· Deferred subscription revenue
Adjusting entry:
Liability and Revenue

Sometimes companies perform services or provide goods (i.e., earn revenue) before customers pay. Accrued Revenues are previously unrecorded revenues that need to be recorded at the end of the accounting period to reflect the amount earned and its related receivable account. 

Examples:
· Interest receivable
· Rent receivable
Adjusting Entry:
Asset and Revenue

Check example on page 165

Also note that adjusting entries affect one account on the statement of financial position and one account on the income statement, but cash is never adjusted. 

Many assets are deferred expenses that are used over time to generate revenues, including supplies, prepaid rent, prepaid insurance, buildings, equipment, and intangible assets such as patents and copyrights. Deferred Expenses are previously acquired assets that need to be adjusted at the end of the accounting period to reflect the amount of expense incurred in using the assets to generate revenue

Examples:
· Supplies
· Prepayments (e.g., rent, insurance)
· Buildings and equipment
Adjusting Entry:
Expense and Asset

Numerous expenses are incurred in the current period without being paid for until the next period.  Accrued Expenses are previously unrecorded expenses that need to be recorded at the end of the accounting period to reflect the amount incurred and its related payable account.

Examples:
· Interest payable
· Wages payable
· Property taxes payable

Adjusting Entry:
Expense and Liability

Check diagram on page 166

Adjustment Process 

Step 1: Identify the type of adjustment. Ask “was cash already received or paid prior to the end of the period?” or “Will cash be received or paid in the future?” If cash was received or paid, then deferred revenue and deferred expense accounts exist at then end of the period, but are overstated. On the other hand, if cash has not been received or paid, then revenues and expenses that have been accrued but have not been recorded are understated.
Step 2: Determine the amount of revenue that has been earned or expense that has been incurred during the period.
Step 3: Record the adjusting journal entry and post it to the appropriate accounts. 


Unadjusted Trial Balance

A Trial Balance is a list of all accounts with their balances, to provide a check on the equality of the debits and credits. 
Before adjusting the accounting records, managers normally review an unadjusted trial balance produced either manually or, more often, generated by computerized software. Debit balances are indicated in the left column and credit balances are indicated in the right column. Once equality is established, the accounts on the trial balance can be reviewed to determine whether any adjustments need to be recorded. 
Unlike supplies that are purchased and then used over a relatively short period, property, plant, and equipment represent deferred expenses that will be used over many years. Property, plant, and equipment increase when assets are acquired and decrease when they are sold. However, these assets are also used over time to generate revenue. Thus, a part of their cost should be expensed in the same period (the matching process). 

To keep track of the asset’s historical cost, the amount that has been used is not subtracted directly from the asset account. Instead, it is accumulated in a new kind of account called a contra account. 
A Contra Account is an account that is an offset to, or reduction of, the primary account. It is directly related to another account, but has a balance on the opposite side of the T-account. For property, plant, and equipment, the contra account is called accumulated depreciation. 
Since assets have debit balances, accumulated depreciation has a credit balance. 

	Account
	Cash received or paid in the past
	
	Revenue Earned or Expense Incurred (during the month)
	
	Cash to be Received or Paid in the Future

	Deferred Revenue
	Deferred revenue
	
	All or a portion may have been earned by month-end
	
	

	Trade Receivables
	
	
	Customer may owe Nestle for merchandise delivered but not recorded
	
	Accrued Revenue

	Prepayments
	Deferred expense
	
	All or a portion of the prepaid rent, insurance, and advertising may have been used by month-end
	
	

	Property, plant, and Equipment
	Deferred expense
	

	These non-current assets have been used during the month to generate revenues. A portion of their historical cost is recorded as an expense.
	
	

	Accrued Liabilities
	
	
	Nestle owes (1) amounts due for utilities used during the month but not yet billed and (2) wages to employees for work during the last week of January. Neither has yet been recorded as an expense.
	
	Accrued Expense

	Borrowings
	
	
	Nestle owes interest on borrowed funds
	
	Accrued expense

	Income taxes payable
	
	
	Income tax expense needs to be recorded for the period
	
	Accrued expense



First, we adjust the deferred revenues and accrued revenues and then the deferred expenses and accrued expenses, utilizing the three-step process previously discussed: (1) identify the original entry, if any, (2) create a timeline with relevant dates and amounts, and (3) identify the necessary adjusting entry.

CHECK TRANSACTIONS FROM PAGE 169 UNTIL 174

Materiality and Adjusting Entries

Materiality suggests that minor items that would not influence the decisions of financial statement users are to be treated in the easiest and most convenient manner. An item of information, or an aggregate of items, is material if it is probable that its omission or misstatement would influence or change a decision. Traditional rules of thumb in auditing profession imply that an item is material if it exceeds 1 to 1.5 percent of total assets or sales, or 5 to 10 percent of profit. 

Preparing and Analyzing Financial Statements

	Statement 
	Relationships among Elements of the Statements

	Income Statement
	Revenues + Gains – Expenses – Losses = Profit

	Statement of Changes in Equity (with focus on Retained Earnings)
	Beginning Retained Earnings + Profit – Dividends = Ending Retained Earnings

	Statement of Financial Position
	Assets = Liabilities + Shareholders’ Equity (Share Capital + Retained Earnings +Other components [including Cash])

	Statement of Cash Flows
	Change Cash = 
+/- Cash provided by or used in operating activities
+/- Cash provided by or used in investing activities
+/- Cash provided by or used in financing activities



Based on exhibit 4.5 on page 177 we note that the total debits equal the total credits in each of the columns. It is from these adjusted balances that we will prepare an income statement, a statement of changes in equity, and a statement of financial position, with supplementary cash flow information to accompany the statement of cash flows. 




Income Statement

The income statement is prepared first because profit is a component of retained earnings. You will note that the ratio earnings per share (EPS) is reported on the income statement. It is widely used in evaluating the operating performance and profitability of a company and is the only ratio required to be disclosed on the statement or in the notes to the financial statements.



Statement of Changes in Equity

The final amount from the income statement, profit, is carried forward to the retained earnings column of the statement of changes in equity.

Statement of Financial Position

The ending balances for share capital, retained earnings, and other components from the statement of changes in equity are included on the statement of financial position. The contra-asset account, accumulated depreciation, has been subtracted from the property, plant, and equipment account to reflect its carrying amount (or net book value) at month-end for financial reporting purposes. 

Disclosure

As presented in the previous chapters, the statement of cash flows explains the difference between the ending and beginning balances in the cash account during the accounting period. Put simply, the statement of cash flows is a categorized list of all transactions of the period that affected the cash account.
For complete disclosure, however, companies are required to provide additional information on the statement itself or in the notes to the statements.
In General:  Disclosure (on the statement or in the notes): (1) cash flows related to interest, dividends, and income taxes received and paid, and (2) a schedule of the nature and amounts of significant non-cash transactions (e.g., land exchanged for shares, acquisition of a building by signing a long-term mortgage payable).







NET PROGIT MARGIN RATIO

Analytical Question: How effective is management at controlling revenues and expenses to generate more profit on sales?


Net profit margin measures how much profit is earned as a percentage of revenues generated during the period. A rising net profit margin signals more efficient management of slaes and expenses. Differences among industries result from the nature of the products or services provided and the intensity of competition. Differences among competitors in the same industry reflect how each company responds to change in competition. The decisions that management makes to maintain the company’s net profit margin in the current period may have negative long-run implications.

RETURN ON EQUITY 

Analytical Question: How well has management used shareholder investment to generate profit during the period?



Average Shareholders’ Equity = (Beginning Shareholders’ Equity + Ending Shareholders’ Equity)/2

In General: ROE Measures how much the firm earned as percentage of shareholders’ investment. In the long run, firms with higher ROE are expected to have higher share prices than firms with lower ROE, all other things equal.


Closing the Books

Ending of the Accounting Cycle

The ending balance for the current period becomes the beginning account balance for the next period. PERMANENT (REAL) ACCOUNTS are the statement of financial position accounts whose ending balances are carried into the next accounting period. For example, the ending cash balance of one accounting period must be the beginning cash balance of the next accounting period. The only time a permanent account has a zero balance is when the item represented is no longer owned or owed. 
In contrast, revenue, expense, gain, loss, and dividend accounts are used to accumulate transaction effects for the current accounting period only; they are called temporary or nominal accounts. TEMPORARY (NOMINAL) ACCOUNTS  are income statement (and sometimes dividends declared) accounts that are closed to retained earnings at the end of the accounting period. This periodic clearing of the balances of the income statement accounts into retained earnings is done by recording closing entries. CLOSING ENTRIES transfer balances in temporary accounts to retained earnings and establish zero balances in temporary accounts.

The closing entries have two purposes:
1. To transfer profit or loss to retained earnings
2. To establish a zero balance in each of the temporary accounts to start the accumulation in the next accounting period

Accounts with credit balances are closed by debiting the total amount to income summary, and accounts with debit balances are closed by crediting the total amount to income summary. The balance of the income summary account reflects the profit (or loss) and is then closed to retained earnings. INCOME SUMMARY is a temporary account used only during the closing process to facilitate closing temporary accounts. 

Post-Closing Trial Balance

After closing process is complete, all of the income statement accounts have a zero balance. The ending balance in retained earnings now is up to date (matches the amount on the statement of financial position) and is carried forward as the beginning balance for the next period.
POST-CLOSING TRIAL BALANCE should be prepared as the last step of the accounting cycle to check that debits equal credit and all temporary accounts have been closed. 



CHAPTER 6
COMMUNICATING AND INTERPRETING ACCOUNTING INFORMATION


Understanding the Business

Successful companies such as Thomson Reuters learn to match their financial reporting to their business strategies. Thomson Reuters that when investors lose faith in the truthfulness of a firm’s accounting numbers, they also normally punish the company’s stock. Disclosure of an accounting fraud causes, on average, a 20 percent drop in the price of a company’s shares. 
Thomson Reuters also invests in corporate governance, the procedures designed to ensure that the company is managed in the interests of the shareholders. Corporate Governance refers to the procedures designed to ensure that the company is managed in the interests of the shareholders. Good corporate governance eases the company’s access to capital, lowering both the cost of borrowing (interest rates) and the perceived riskiness of investment in its shares. 


Players in the Accounting Communication Process

Regulators (CSA, AcSB, AASB, Stock Exchanges)

Canadian Securities Administrators (CSA). The CSA is a forum for the 13 securities regulators of Canada’s provinces and territories that was established to harmonize regulation of the Canadian capital markets. The CSA’s mission is to protect investors from unfair, improper, or fraudulent practices and to foster fair, efficient, and vibrant capital markets. 
External auditors ensure that companies prepare their financial reports in accordance with these standards, and their audit work is guided by International Standards on Auditing, which have been adopted by the Canadian Auditing and Assurance Standards Board as Canadian Auditing Standards. 
Stock exchanges also provide an essential quality assurance service to listed companies by undertaking ongoing surveillance of their reporting and trading activities. When they suspect non-compliance with accounting standards, the stock exchanges undertake independent investigations. As intermediaries, the stock exchanges may also enforce their rules through penalties ranging from temporary cease trade orders to fines and delisting companies.

Managers (CEO, CFO, and Accounting Staff)

These two officers must sign the statement of management responsibility that is included in the annual report. At Thompson Reuters and all publicly accountable enterprises, these two officers must personally certify that:

· Each report filed with the provincial securities commission does not contain any untrue material statement or omit a material fact and fairly presents in all material respects the financial condition, results of operations, and cash flows of the company
· There are no significant deficiencies and material weaknesses in the internal controls over financial reporting
· They have disclosed to the auditors and audit committee of the board any weaknesses in internal controls or any fraud involving management or other employees who have a significant role in financial reporting

The members of the accounting staff who actually prepare the details of the reports also have professional responsibility for the accuracy of this information, although their legal responsibility is smaller. 

Board of Directors (Audit Committee)

The Board of Directors, elected by the shareholders to represent their interests, is responsible for maintaining the integrity if the company’s financial reports. The audit committee of the board, which must be composed of non-management (independent) directors with financial knowledge, is responsible for hiring the company’s independent auditors.
If any company listed on a stock exchange is found guilty of knowingly violating any disclosure regulation, not only the company but also members of its board of directors and audit committee can be sued.

Auditors

The provincial securities commissions require publicly traded companies to have their statements audited by professional independent accountants following International Standards on Auditing.  By signing a unqualified (or clean) audit opinion, the audit firm assumes part of the financial responsibility for the fairness of the financial statements and related presentations.
Unqualified (Clean) Audit Opinion Auditors’ statement that the financial statements are fair presentations in all material respects in conformity with Canadian Auditing Standards. 

Information Intermediaries: Analysts and Information Services

Now most investors rely on sophisticated financial analysts and information and information services to gather and analyze information.

Financial Analysts  

Financial analysts receive accounting reports and other information about the company from electronic information services. The results of their analyses are combined into analysts’ reports.
Analysts’ reports normally include forecasts of share price and future quarterly and annual earnings per share; a buy, sell, or hold recommendation for the company shares; and explanations for these judgments.
Analysts are regularly evaluated based on the accuracy of their forecasts, as well as the profitability of their stock picks.
Earnings Forecasts are predicting of earnings for future accounting periods.
Analysts often work in the research departments of brokerage and investment banking houses. Many believe that decisions that are based on analysts’ advice cause stock market prices to react quickly to information in financial statements. A quick, unbiased reaction to information is called market efficiency in finance.
In general, financial analysts tend to make optimistic earnings forecasts in order to maintain a good relationship with the company’s management. 

Information Services

Canadian Companies actually file financial statements and other securities-related forms electronically with SEDAR (System for Electronic Document Analysis and Retrieval).

Users: Institutional and Private Investors, Creditors, and others

Institutional Investors are managers of pension funds, mutual funds, endowment funds, and other funds that invest on behalf of others. Institutional shareholders control the majority of publicly traded shares of Canadian companies.
Private Investors include individuals who purchases shares in companies.
Lenders (Creditors) include suppliers and financial institutions that lend money to companies. Lenders are often the primary external user group for financial statements of private companies. Institutional and private investors also become creditors when they buy a company’s publicly traded bonds and debentures. 
Financial statements play an important role in the relationships between customers and suppliers. Customers evaluate the financial health of suppliers to determine whether they will be reliable, up-to-date sources of supply. Suppliers evaluate their customers to estimate their future needs and ability top pay debts. 

The Disclosure Process

Press Releases

A Press Release is a written public news announcement normally distributed to major news services. The press release also includes condensed unaudited financial statements that form part of the formal quarterly report to shareholders, distributed after the press release.
Many companies follow these press releases with a conference call at which senior managers answer questions from analysts about the quarterly results.

When the actual earnings are published, the market reacts not to the amount of earnings but to the difference between actual earnings and expected earnings. This amount is called unexpected earnings.

Annual Reports

For privately held companies, annual reports are relatively simple documents photocopied on white paper. They normally include the following:

1. Basic financial statements: Income statement, statement of financial position, statement of changes in equity, and statement of cash flows
2. Related notes
3. Report of independent accountants (auditor’s opinion)

The annual reports of public companies are normally split into two sections. The first, “non-financial”, section usually includes a letter to shareholders from the chairperson and CEO, along with descriptions of the company’s management philosophy, products, successes (and occasionally its failures), and exciting prospects and challenges for the future. The second, “financial”, section includes the core of the report. Securities regulators set minimum disclosures standards for the financial section of the annual reports of public companies. The principal components of the financial section follow:

1. Summarized financial data for a 5 or 10 year period
2. Management’s Discussion and Analysis, covering financial condition and results of operations
3. The basic financial statements
4. Notes (Footnotes)
5. Report of Independent Accountants (Auditor’s Opinion) and the Management Certification
6. Recent stock price information
7. Summaries of the unaudited quarterly financial data 
8. Lists of directors and officers of the company and relevant addresses

The MD&A section contain important non-financial and strategic information to help users interpret the financial statements.

Quarterly Reports

Quarterly reports normally with a short letter to shareholders. This is followed by a condensed income statement for the quarter, which often shows less detail than the annual income statement, and a condensed statement of financial position dated at the end of the quarter. 

Reports to Securities Commissions

Public companies must also file periodic reports with the OSC and other provincial securities commissions. These reports include the annual report, quarterly reports, an annual information form, and information circular.

Guiding Principles for Communicating Useful Information

The first phase of the conceptual framework identifies relevance and faithful representation as the two fundamental qualitative characteristics, supported by four enhancing qualitative characteristics: Comparability, verifiability, timeliness, and understandability. 

Relevance

Information disclosed in financial statements is relevant if it can influence users’ decisions by helping them assess the economic effect of past activities and/or predict future events.  For example, the various elements of an income statement have predictive value if they help users predict future levels of profit or its subcomponents, such as operating profit.
Relevant Information can influence a decision; it has predictive and/or confirmatory value.
Determining material amounts if often very subjective and is viewed as an entity-specific aspect of relevance. 

Faithful Representation

Faithful representation suggests that information provided in financial statements must reflect the substance of the underlying transactions. The information must be complete, neutral, and free from material error. The usefulness of accounting information is enhanced when it is neutral; that is, free from bias in its measurement and presentation. Bias in measurement occurs when the item being measured is consistently understated or overstated. For example, a consistent understatement of amortization expense leads to a biased higher profit.

Comparability

Comparability of accounting information across businesses is enhanced when similar accounting methods have been applied. 

Verifiability

Information is VERIFIABLE if independent accountants can agree on the nature and amount of the transaction. 

Timeliness

Information that is not available to users in a timely manner loses its relevance because it would not be considered in making decisions. The relevance of accounting information for decision making declines as time passes.

Understandability

Information cannot be useful if it is not properly understood. It is assumed that users of accounting information have a reasonable understanding of business and economic activities and accounting and that they are willing to study the information with reasonable diligence. 


Constraints of Accounting Measurement

Cost

Companies produce and disseminate accounting information to users with the expectation that the benefits to users form using such information exceed the cost of producing it.

The Cost Constraint suggests that information should be produced only if the perceived benefits of increased decision usefulness exceed the expected costs of providing that information. 

Prudence

Prudence suggests that care should be taken not to overstate assets and revenues or understate liabilities and expenses. Users of financial statements often want to know about possible sources of trouble for the company. For example, creditors need to know how secure their investments will be if the company’s fortunes deteriorate, but they may not be interested in whether the company might do exceptionally well. More companies have perished through excessive optimism than through excessive caution. 

A Closer Look at Financial Statements and Notes

To make financial statements more useful to investors, creditors, and analysts, specific classifications of information are included in the statements. 

Classified Income Statement

Check page 308

When a corporation controls less than 100 percent of the voting shares of other corporations, the profit for the period is allocated between the company’s shareholders that hold a controlling interest and other shareholders that have a non-controlling interest. 

Profit Measurement

Until recently, the dominant approach to profit measurement has focused on measurements of revenues and expenses. The principles of revenue recognition, matching, and historical cost were predominant in measuring revenues, expenses, gains, and losses that are reported on the income statement. While the measurement of assets and liabilities at their current values is consistent with economic theory and leads to an estimation of economic profit, the actual determination of current value is not a simple task. Ideally, companies should measure their assets and liabilities at faire value or exit value, which is defined as “the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measurement date”. Because end-of-period valuations are not based on actual exchange transactions between the company and outside parties, the gains and losses that result from such valuations are usually reported separately in a statement of comprehensive income and distinguished from gains and losses that have been realized though actual transactions. 

Statement of Comprehensive Income

The income statement includes the results of operations for a specific accounting period as well as the effects of discontinued operations. The additional components of income reflect the financial effect of events that cause changes in shareholders’ equity  other than investments by shareholders or distributions to shareholders. Specifically, the elements of comprehensive income would include the following items, among others: 
· Profit, as reported on the income statement
· Unrealized gains or losses on translating the financial statements of companies that have operations in other countries but are controlled by the Canadian reporting entity
· Unrealized gains or losses on financial assets that are classified as available for sale
· Gains or losses on derivatives transactions that are designated as cash flows hedges
· Actuarial gains (losses) on defined benefit pension plans

Statement of Changes in Equity

The statement of changes in equity shows a summary of the changes to the various components of equity that occurred during the period because of transactions with shareholders (issuance of additional shares, repurchase of shares, declaration of dividends); the profit or loss that the company realized from its operating, investing, and financing activities; and the adjustments to asset and liability values that are not reflected in the profit or loss for the year.

Statement of Cash Flows

Companies cannot survive for a long time without generating positive cash flows from their operations. The cash flows from operating activities can be reported by using either the direct or indirect method. 

Operating Activities (indirect method)

Page 314 

Notes to Financial Statements

Notes to financial statements include three types of information:

1. Description of the key accounting policies (rules) applied to the company’s statements (without an understanding of the various accounting methods used, it is impossible to analyze a company’s financial results effectively).
2. Additional details supporting reported amounts in the financial statements (the second category of notes provides supplemental information concerning the data shown in the financial statements). Among other information, these notes may show revenues broken down by geographic region of business segments, describes unusual transactions, or offer expanded detail on a specific classification. 
3. Relevant financial information not disclosed in the statements (the final category of notes includes information that impacts the company financially but is not shown on the financial statements).



Chapter 7
Reporting and Interpreting Sales Revenue, Receivables, and Cash


Understanding the business

Net sales  (revenue) is reported first, and cost of sales (cost of good sold, cost of product sold) is separated from the remaining expenses. The income statement then reports gross profit (gross margin), which is net sales minus cost of sales.

Credit card, sales discounts, management of sales returns, and bad debts affect both net sales revenue on the income statement and cash and trade receivables on the statement of financial position. 

Net sales and receivables are predictors of the future success of a company.

Accounting for Sales Revenue

The revenue principle requires that revenues are recorded when:
1. The entity has transferred to the buyer the significant risks and rewards of ownership of the goods
2. The entity retains neither continuing managerial involvement to the degree usually associated with ownership nor effective control over the goods sold
3. The amount of revenue can be measured reliably
4. It is probable that the economic benefits associated with the transaction will flow to the entity
5. The costs incurred or to be incurred in respect of the transaction can be measured reliably.

When goods are shipped FOB (free on board) shipping point, title changes hands at shipment, and the buyer normally pays for shipment.
FOB destination point, title changes hands on delivery, and the seller normally pays for shipment. 

Revenues from good sold FOB shipping point are normally recognized at shipment
Revenues from goods sold FOB destination point are normally recognized at delivery

The appropriate amount of revenue to record is the cash equivalent sales price.

Sales to Consumers

Sales to consumers are for cash or credit card. The seller accepts credit cards as payment for a variety of reasons:
1. Increasing customer traffic at its stores
2. Avoiding the costs of providing credit directly to customers, including for record-keeping and bad debts
3. Lowering losses due to bad cheques
4. Avoiding losses from fraudulent credit card sales
5. Faster receipt of its money

A Credit Card Discount is the fee charged by the credit card company for services.


A Sales (or Cash) Discount is a cash discount offered to encourage prompt payment of an account receivable. 


2/10, n/30
2: Discount percentage
10: Number of days in discount period
n: Net (total sales less returns)
30: Maximum credit period

Sales Returns and Allowances is a reduction of gross sales revenues for return of or allowances for unsatisfactory goods. 

Reporting net sales check page 351

Gross Profit Percentage




How effective is management in selling goods and services for more than the costs to purchase or produce them?

The gross profit percentage measures how much gross profit is generated from every sales dollar.


Measuring and Reporting Receivables

Receivables can be classified in three ways

1. Trade or non-trade receivables. Trade Receivables are open accounts owed to the business by trade customers. A non-trade receivable arises from transactions other than the normal sale of merchandise or services.
2. Account or note receivable. An account receivable is created when there is a sale of products and services on open account to customers or when a company expects to receive payments from other parties. Notes Receivable are written promises that require another party to pay the business under specific conditions (amount, time, interest).
3. In a classified statement of financial position, receivables also are classified as either current or non-current.

Accounting for Bad Debts

Credit policies should be based on the trade-off between profit on additional sales and any additional bad debts. If the credit policy is too restrictive, it will result in a low rate of bad debts.
The matching process requires the recording of bad debt expense in the same accounting period in which the related sales are made. 
The Allowance Method  bases bad debt expense on an estimate of uncollectible accounts.

Recording Bad Debt Expense Estimates

It is recorded through an adjusting journal entry at the end of the accounting period.
Bad Debt Expense (Doubtful Accounts Expense) is the expense associated with estimated uncollectible trade receivables.
Allowance for Doubtful Accounts(Allowance for Doubtful Receivables, Allowance for Doubtful Debts) is a contra-asset account containing the estimated uncollectible trade receivable. 

Impaired Receivables- Writing off Specific Uncollectible Accounts

Throughout the year, when it is determined that a customer will not pay its debt, the receivable is considered impaired. When a specific receivable has been identified as uncollectible, it must be removed from the appropriate trade receivables account. At the same time, the previously established allowance for such a doubtful receivable is no longer needed and should be removed from the allowance for doubtful accounts.

Recovery of Accounts Previously Written Off

When a customer makes a payment on an account previously written off, the initial journal entry to write off the account is reversed for the amount that is collected and another journal entry is made to record the collection of cash. 

Check table on page 356

Estimating Bad Debts

Aging of Trade Receivables Method

Many companies estimate bad debt expense by examining the age of trade receivables that are outstanding. The total of the amounts estimated to be uncollectible under the aging method is the balance that should be in the allowance for doubtful accounts at the end of the period.

Percentage of Credit Sales Method

The average percentage of credit sales that result in bad debts can be computed by dividing total bad debts by total credit sales.

Bad Debt Expense = Credit Sales X Bad Debt Rate

Check comparison on page 360


RECEIVABLE TURNONVER RATIO CHECK PAGE 362

Internal Control and Management Responsibility

Internal Controls are the processes by which the company’s board of directors, management, and other personnel provide reasonable assurance regarding the reliability of the company’s financial reporting, the effectiveness and efficiency of its operations, and its compliance with applicable laws and regulations.

Control Over Trade Receivables

To guard against extending credit to non-worthy customers, the following practices can help minimize bad debts:
1. Require approval of customer’s credit history by a person independent of the sales and collection functions.
2. Monitor the age of trade receivables periodically, and contact customers with overdue payments
3. Reward both sales and collection personnel for speedy collections so that they work as a tem

Reporting and Safeguarding Cash

Cash is money or any instruments that banks will accept for deposit and immediate credit to the company’s account, such as a cheque, money order, or bank draft.
Cash Equivalents are short-term, highly liquid investments that are readily convertible to known amounts of cash and which are subject to an insignificant risk of change in value.

Cash management responsibilities include the following:
1. Accurate accounting so that reports of cash flows and balances may be prepared
2. Controls to ensure that enough cash is on hand to meet (a) current operating needs, (b) maturing liabilities, and (c) unexpected emergencies
3. Prevention of the accumulation of excess amounts of idle cash. Idle cash earns no revenue, therefore, it is often invested in securities to earn revenue (return) until it is needed for operations.
















Chapter 8
Reporting and Interpreting Cost of Sales and Inventory

Understanding the Business

The primary goals of inventory management are to have sufficient quantities of high-quality inventory available to serve customers’ needs while minimizing the costs of carrying inventory (production, storage, obsolescence, and financing). Low quality leads to customer dissatisfaction, returns, and a decline in future sales. Also, purchasing or producing too few units of a hot-selling item causes stock-outs which mean lost sales revenue and potential customer dissatisfaction.  


Chapter 11
Reporting and Interpreting Non-Current Liabilities

Non current liabilities are all of the entity’s obligations not classified as current liabilities. 

The use of long-term debt offers significant advantages to companies:
1. Shareholders maintain control. Debt does not dilute ownership and control of the company.
2. Interest expense is tax deductible. The deductibility of interest for tax purposes reduces the net cost of borrowing. 
3. The impact on earnings is positive. Money can often be borrowed at a low interest rate and invested at a higher rate. 

Financial leverage is the use of borrowed funds to increase the rate of return on owners’ equity; it occurs when the after-tax interest rate on debt is lower than the rate of return on total assets. 

Shareholders benefit from borrowing when the rate of return on assets exceeds that after-tax interest rate on the debt.

The following are the major disadvantages associated with issuing long-term debt:

1. Risk of bankruptcy. Interest payments to debt holders must be made each period whether the corporation earns profit or incurs a loss.
2. Negative impact on cash flows. Debt must repaid at a specific time in the future. Management must be able to generate sufficient cash to repay the debt or have the ability to refinance it.


Characteristics of long-term notes and bonds payable

Raising long-term debt form financial service organizations is known as private placement. This type of debt is called a note payable.

In many cases, a company’s need for debt capital exceeds the financial capability of any single creditor. In these situations, the company may issue publicly traded debt called bonds. 

Lenders often protect their interests by requesting that the debt be secured rather than unsecured.
Unsecured: means that if a debtor fails to make the required payment, or defaults, the lender cannot repossess any specific assets.

Secured debt provides the creditor with the right to foreclose on the debt and repossess the assets, or collateral, pledged by the company as security should the company violate the terms of its debt contract. 

A bond usually requires the payment of interest over its life, with the repayment of principal on the maturity date. 

The bond principal is (1) the amount payable at the maturity date and (2) the basis for computing periodic cash interest payments. The principal is also called the par value, face amount, and maturity date.  All bonds have a par value, which is the amount that will be paid when the bond matures.

A bond always specifies a stated rate of interest and the timing of periodic cash interest payments, usually annually or semi-annually.  Each periodic interest payment is equal to the principal times the stated interest rate. 

Types of bonds

1. A DEBENTURE (or UNSECURED BOND) is an unsecured bond; no assets are specifically pledged to guarantee repayment.
2. Secured bond: specific assets are pledged to guarantee of repayment at maturity.
3. CALLABLE BONDS may be called for early retirement at the option of the issuer.
4. CONVERTIBLE BONDS may be converted to other securities of the issuer (usually common shares).

When a company decides to issue new bonds, it prepares a bond INDENTURE that specifies the legal provisions of the bonds. These provisions include the maturity date, rate of interest rate to be paid, date of each interest payment, and any conversion privileges. 

When the bond is issued, the investor receives a bond certificate. The face of each certificate shows the same maturity date, interest rate, interest dates, and other provisions. 

A TRUSTEE is an independent party appointed to represent the bondholders. 

Players in the Bond Market

Most companies work with an underwriter that either buys the entire issue of bonds and then resells them to individual creditors (called a firm commitment underwriter), or simply sells the bonds or notes without any obligation to purchase them (called a best effort underwriter). 

Several agencies exist to evaluate the probability that a bond issuer will not be able to meet the requirements specified in the indenture. This risk is called default risk.  The higher the risk of default, the higher will be the interest rate required to successfully persuade investors to purchase the bonds, and the more restrictive will be the covenants protecting the bondholder. 

Bond prices change for two main reasons: changes in creditworthiness of the bond issuer and changes in interest rates. The creditworthiness depends on the operating, investing and financing decisions made by management. The most important interest rate is the rate at which the federal government can borrow money for the long term. This is the benchmark, risk-free rate of return on bonds because purchasers believe that the federal government will never fail to repay, or default, on its debt. The difference between the interest rate on debt instruments and the risk-free rate is called the spread. 


Reporting bond transactions

Each bond indenture specifies two types of cash payments:
1. Principal. This is usually a single payment made when the bond matures. It is also called the par or face value.
2. Cash interest payments. These payments are computed by multiplying the principal amount times the interest rates, called the contract, stated, or coupon rate of interest stated in the bond contract. The bond contract specifies whether these payments are made quarterly, semi-annually, or annually. 

The price at which the bond sell is neither determined by the company or the underwriter. The market determines the current cash equivalent of future interest and principal payments by using present value concepts. To determine the presend value of the bond, you compute the present value of the interest payments (an annuity) and add the two amounts. 
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