Financial Accounting

Week 1

What is accounting (5 functions)? 

Identify		Economic 		Operating
Measure		Business	 	Investing
Record		Activity      		Financing (Borrowing, Equity financing)
Classify				 
Communicate  			
					Preparation of 
Annual Financial  
Statements (External
Users – Banks etc.)


Principal Financial Statements

1) Statement of Financial Position (SFP or Balance Sheet)
i. Assets, Liabilities, Equity
ii. Assets = Liabilities + Shareholders Equity 

What is an asset?  Economic Resource owned by the company from which the company will get a future benefit. Ex: Building, Cash, Land, Machinery, Accounts Receivable (someone owes you, claim to cash), Vehicles, Supplies, Equipment, Inventory. Revenues create an inflow of assets. 

Current vs. Non Current Assets  Current is used this year

What is a liability  a debt or an obligation owed by the company, which requires the use of assets to extinguish. Ex: Accounts payable, Salaries Payable, Loans, Notes Payable, Taxes Payable, Mortgage Payable, Unearned Revue,

What is Equity  represents what is termed a residual ownership interest in the company. 


2) Income Statement (I|S or Income Statement)
i. How much did the company make
ii. Profit (Net Income) = Revenues – Expenses


Cost of Goods Sold Expense  Cost associated with the product sold. 
Classified Balance Sheet  Classify based on current or non current assets. 
****Current assets must be organized in terms of liquidity****

Current Assets in order of liquidity: 

1) Cash 
2) Temporary Investments/ marketable security (short term money investments bought with cash)
3) Accounts / Notes Receivable (sell off your receivables to a financial institution)
4) Inventory
5) Supplies
6) Prepaid Expense  (Ex: First and last month’s rent, Insurance)

Non Current Assets (are sometimes susceptible to depreciation) IPIO: 

1. Investments
2. Property Plant and Equipment (non-depreciable vs. depreciable)
3. Intangible Assets (Patents, Copyrights, Franchises, Websites, Software)
4. Other 


Exercise 2-2 Big Rock Brewery

*****Rule #1  put a heading**** (Name of the Company, Name of the Document, Date)

Big Rock Brewery
Statement of Financial Position (Partial)
December 31, 2010
(in thousands)
 
Exercise 2-6

Note words “Year ended” after date in heading for income statements
















Week 2

Assets (Current, Non Current) = Liabilities (Current, Non Current) + Shareholders Equity (Share Capital, Retained Earnings)

Classified Balance Sheet (Separate Current and non-current assets/liabilities) 

If the Retained Earnings are negative, you must call it a Deficit. 

Solvency: Will you have enough cash down the road to pay off your upcoming debts? You’re ability to have the cash when the liabilities come due. Slightly different than liquidity. 


**********Transaction Analysis (view PowerPoint)***********

Retained Earnings:

When Revenue (or Profit) increases, Retained Earnings also increase. Vice versa if revenues decreases.  
When cost of goods sold increases (indicated by a negative in assets), Retained earnings decreases. 

Depreciation of Assets: 

Original Cost – Estimated Residual Value
	Estimated Useful Life


T-Account

· Formulated for every account (Assets, Liabilities etc.)
· Assets always on left, Liabilities and shareholders equity on right. Left side is Debit (dr), right side is Credit (cr) 
· To debit an asset account means to increase it, if there is a reduction in the asset it is credited. 
· Ex: Increase inventory by 100= debit, Decrease inventory by 150 = credit
· Debit an asset for increase, Credit liability + Share Holders Equity for increase

· Debit = Credit.  
· Ex: Increase (debit) cash by 7500, Increase (credit) Common Shares by 7500. 

· Revenue – Expenses = Profit/loss
· Sales revenue: 
· Cash goes up by $200(debit) = Credit Sales account by $200
· Make a sale by financing = Accounts Receivable goes up (Debit) = Sales Revenue increases (credit) by same amount. 
· Open T-Account for Cost of Goods Sold. CGS for above sales is $220. Therefore debit CGS T table same amount. 
· All revenue will have a Credit. All Costs will have a Debit



General Journal

· Two columns
· First step before using T Table. On test if they say post on General Leger, simply means post to T tables (which make up the general leger).
· Ex:

Dr						Cr


Sept 17th	Cash		7500
		    Common Shares						7500
		    (to record Issuance of Common Shares)

In the accounting cycle: 

1. Record to General Journal. Remember to include a narrative indicating what the journal entry signifies.
2. Post to general leger (or t accounts)
3. Balance the t accounts. Then foot* the accounts

*Footing: A final balance when adding the debits and credits on an accounting balance sheet. Draw a horizontal line at the end of the t account, and record the final balance on left hand side at very bottom. 

Textbook example p144, E3-6

1. 	Equipment		8000
      Accounts Payable							8000  
   
2. 	Rent Expense		1600	
	     Cash								1600
3. 	Accounts Receivable		3800
	     Service Revenue							3800

4. 	Utilities Expense		500
	     Cash								500

5.	Cash				20 000		
	     Common Shares							20 000

6. 	Accounts Payable		8000
	     Cash								8000

7. 	Prepaid Expense (insur.)	500
	     Cash								500	

8. 	Cash				3500
	    Accounts Receivable 						3500

9. 	Dividend			500
	     Cash								500

10	Income Tax Expense		400					
	     Cash								400


Note: 

· Always ask are we buying an asset? Are we paying something off? If not it is an expense.
· Cannot have negative cash after footing, doesn’t make sense.

Review Chapter 3 for quiz next week, (review ratios) 











Week 4

The Accrual Basis of Accounting (Completion of Steps in Accounting Cycle)

· We recognize the impact of a transaction rather than when cash is received or paid
· Revenues are recognized when EARNED not when the cash is received
· Expenses are recognized when INCCURED not when the cash is paid

We will need to record adjusting entries at the end of the accounting period to record transactions that have taken place but which have not, as yet, been recorded in the accounting system.  In other words, revenues that are earned get recorded and expenses that are incurred get recorded. 

How often must adjustments be made?  Quarterly (IFRS), or Annually (ASPE)

Types of Adjustments: 

1. Prepayments: Expenses paid in advance, Cash received in advance
2. Accruals: Revenues earned but no cash received as yet, expenses incurred but not yet paid for or recorded

Cash vs. Accrual Basis

	
	Cash Basis
	Accrual Basis

	Service Revenue
	44 000
	52 000

	Expenses: 

Operating
Insurance
Tax

	

27500
2000
	

31 000
1000
4200

	Profit
	14500
	15800



*** We use accrual method***

	
	Debit
	Credit

	Jan 2 Truck
                   Cash

Depreciation
                  Accumulated 
                  Depreciation

	40 000


40000/5=8000
	
40 000


8000



Depreciation expense is recorded in the Income statement. Accumulated depreciation is recoded in the statement of financial position. 


Week 5


Merchandising Operations 

Retailing  current asset  cash
			          Temporary investments
			          Receivables
			          Merchandise Inventory Raw Materials
							       Work in progress
							       Finished goods
							       Cost of Goods Sold
							           (Income Statement)


Operating Cycle: Time between acquisition of inventory, and the sale of that product. 


Gross Profit = Revenues – Cost of Goods Sold


Income Statement formats (Example in p. 271 E5-8):  

1) Single-step format
i. Take all revenues and group them together
ii. Find total revenue
iii. Take all expenses and group them together
iv. Find total expenses and subtract from total revenue which then equals profit before taxes
v. Subtract income tax expense to find profit

***Note: Sales returns and allowances + Sales Discounts are subtracted from sales in revenues portion of income statement***


2) Multiple-step format
i. Net sales (sales-returns and allowances, sales discounts) –Cost of goods sold = gross profit
ii. Then subtract operating expenses to find profit from operations
iii. Then ad other revenues and gains (interest revenue, rent revenue) and subtract other expenses and losses. 

Why is the multiple step formula more informative? –Allows us to compare the company to industry averages, main competitors, or track your company over time; all by calculating the following ratios:

Gross Profit Ratio = Gross Profit/ Net Sales 
(Ex: for every 1$ of sales, my gross profit is .4 if GFR = .4)

Profit Ratio = Profit / Net Sales

EPS (Earning per Share) Ratio = Profit available to common shareholders/weighted average number of common shares
(Weighted average will already be given to you. Ex: 100 000 weighted average common shares issued during 2013 + Profit is 283 500. Take profit (283 500)/Weighted common shares (100 000) = $2.835)

Price Earnings Ratio = 


Tracking inventory

1) Perpetual Inventory System  real time, online. At any point in time a clerk can key in exactly how many products have left or been sold and managers can make decisions with real time info. There will be seller and buyer merchandise inventory t-tables, which will go up and down with every transaction. 

When does the title transfer, who owns the inventory?

F.O.B Shipping Point – As soon as the seller loads the inventory on the truck for example, the buyer is the owner. Buyer then has to pay for the shipping. 
F.O.B Destination - Buyer is not the owner until the inventory arrives at the destination.







Exercise 5-13 p.274-275, ***also do p.255***


 Buyer: 							Debit		Credit
 (Pele)
	June 10th 	Merchandise Inventory		5000
				Accounts Payable				5000

	June 11th	Merchandise Inventory**		250	
				Cash						250
	
	June 12th	Account Payable			500
				Merchandise Inventory			500

	June  19th 	Account Payable			4500
				Cash						4455
				Merchandise Inventory (buyer)		     45
			
 
** If you are a buyer and you are responsible for the shipping, shipping is not recorded as an expense. You must capitalize it because it is necessary in obtaining the inventory. Debit the same account (Merchandise Inventory).  


Seller 								Debit		Credit
(Duval)
	June 10th 	Account Receivable			5000
				Sales Revenue				5000
			Costs of Good Sold			3000
				Inventory					3000

	June 11th:  No entry, buyer is paying shipping
				
	
	June 12th	Sales Returns	(not returned to inv.)  500
				Account Receivable				500

	June 19th 	Cash					4455
			Sales Discount			     45 
Accounts receivable				4500




2) Periodic Inventory System  Does not give the owner real time, online information. Must count inventory at the end of the year. 
i. You don’t keep a running track of your inventory
ii. Instead, at the end of the accounting period you count your inventory
iii. Can only determine what you’ve sold by identifying what you have left. Assuming there is no theft, damages or shrinkage. 
iv. Use an account called purchases, instead of merchandise inventory. Purchases, Freight-In and Purchase returns are temporary accounts, which will be closed at the end of the accounting period. 
v. Ex: 
Buyer: 							Debit		Credit
 (Pele)
	June 10th 	Purchases				5000
				Accounts Payable				5000

	June 11th	Freight-In 				250	
				Cash						250
	
	June 12th	Account Payable			500
				Purchase Returns				500

	June  19th 	Account Payable			4500
				Purchase Discounts				     45
				Cash						4455
 

Seller 								Debit		Credit

(Duval)
	June 10th 	Account Receivable			5000
				Sales Revenue				5000
		
*Only compute CGS at end of period*

	June 11th:  No entry, buyer is paying shipping
				
	June 12th	Sales Returns	(not returned to inv.)  500
				Account Receivable				500

	June 19th 	Cash					4455
			Sales Discount			     45 
Accounts receivable				4500
Do Brief Exercises 5-5 + problems 5-2a, 5-7a

Week 6

Calculate Cost of Goods Sold (p. 257)

1) Start with Opening inventory
2) Add net purchases (formula on p254)
3) Ad them together to find cost of goods available for sale
4) Subtract ending inventory
5) Equals cost of goods sold

Review Rules for Ownership of Inventory in transit

· FOB Shipping Point
· FOB Destination
· Consigned Good  Bring your used goods and have a store sell them for you. If you put a good on consignment it is still yours. If you are given a good on consignment it is not. You are acting as an agent. 
· Goods on Approval  It is still the sellers inventory until approved by the buyer. 

Measures

Liquidity: 
· Current Ratio (p.64-65)
· Working capital (p64)
· Inventory Turnover Ratio (p. 317-318)
· =Cost of goods Sold / Average inventory
· Average inventory = (beginning + ending inventory) / 2
· If answer is “10” it means inventory turns over 10 times in a given year.
· Days in Inventory (p. 317-318) 
· 365 days/ Inventory Turnover

Do p6-11B (p. 345)

Solvency: 
· Debt to asset ratio (p.65-66)	
· Current/non-current liabilities/ Current/non-current Assets
· Determine how much of your assets is financed by borrowing







The LCNRV  (Lower of Cost or Net Revisable Value) Rule

· Net realizable value is equal to selling price less selling cost
· You have to adjust your inventory down to the lower of the 2 values
· Selling price less costs to complete and dispose

Cost Flow Assumptions (pp300 -306)

· Specific Identification (perpetual system only) 
· Jewelry, cars, big ticket items
· Deliberately selling items that have the lowest cost, and keeping those items with the highest costs in inventory
· FIFO
· Average Cost (periodic does not equal perpetual)

Example sheet:

1. Average Method (Periodic) = Weighted Average Method

Cost of Goods Available for Sale/ Number of Physical Units Available
= 1600 + 900+2000 + 2000…/ 200 + 100+ 200…
= 9900/1000
= 9.90 per unit (weighted unit)

Cost of Goods Sold = 770(250+520) x 9.9 = $7623

Ending Inventory = 230 units x  $9.9= 2277

2. 
	Date
	Units
	Cost 
	Total 
	Avg. Cost/Unit

	April 1st 
	200
	8
	1600
	

	April 7th 
     Subtotal

	100
300
	9
	900
2500
	8.33

	April 12th 
     Subtotal

	200
500
	10
	2000
4500
	9.00

	April 15th 
     Subtotal
	250
250

	9
	2250
2250
	9.00

	April 17th
     Subtotal
	200
450
	10
	2000
4520
	9.44

	
April 26th 
     Subtotal
	
200
650
	
11
	
2200
6450
	
9.92


****Continue until we go through all inventory transactions to find cost of ending inventory. Also remember to do purchase first if transactions are on the same day****

Cost of Goods available for sale – Ending Inventory = 9900-2346 = 7754

2. Using the FIFO method (Periodic = Perpetual)

Under FIFO 

 Start with your most recent purchase and work backwards until all units in the ending inventory are accounted for


1000 units available for sale
770 sold
230 left in ending inventory

230 must therefore be accounted for.  
April 29th 100x12 = 1200
April 26th 130x11= 1430
				2630 ending inventory

[bookmark: _GoBack]Cost of Goods Sold = 9900 CGA – 2630 Ending Inventory = 7270		
				




