Accounting reading notes


CHAPTER 1: Purpose and Use of financial statements.

Users and uses of accounting
· Accounting: System of information that identifies and records the economic events of an organization, then communicates them to a wide variety of interested users. 
· Accurate financial reporting.

Internal Users
· People who work for a company
· Financial directors
· Marketing managers
· Human resource personnel 
· Production supervisors
· Company officers
· Internal users must answer important questions
· Finance: is there enough cash to pay bills?
· Human resources: How many employees can we afford to hire this year?
· Marketing: How much should we sell our product for to maximize profits?
· Production: Which production line is the most profitable?
· Accounting provides internal reports:
· Financial comparisons of operating alternatives
· Projection of profit from new sales campaigns
· Analyses of sales costs
· Forecasts of cash needs

External Users
· Investors (shareholders) use accounting info for:
· Making decisions to buy, hold, or sell ownership interests
· “is the company earning enough to give me returns on my investments?”
· Lenders (creditors, bankers) use of accounting
· Evaluate risks of lending money
· “Will the company be able to pay its debts as they come due?”
· Suppliers use of accounting:
· Deciding whether to grant credit (sell on account) to a customer
· “Will the company be able to pay its debts as they come due?”
· Investors, lenders, and other creditors are primary or key external users of accounting info
· Labour unions want to know if the company can provide employment opportunities and pay salaries and benefits
· Customers want to know if a company will support its product lines and honor product warranties
· Taxing agencies (Canada Revenue Agency) want to know whether the company respects the tax laws
· Regulatory agencies (provincial securities commissions that regulate companies that sell shares to the public) want to know whether the company is operating legally

Ethical Behavior by Users
1. Recognize an ethical situation and the ethical issues involved
a. Respect organization’s or personal code of ethics to assess situation
2. Identify and analyze the main elements in the situation
a. Identify the stakeholders (people who may be harmed of benefited)
3. Identify the alternatives, and weigh the impact of each alternative on various stakeholders

Forms of business organization

Proprietorships
· Business owned by one person
· “sole proprietorship”
· Hair salons, plumbers, mechanics, farms, small retail stores
· Small amounts of capital is needed to start up a business as a proprietorship
· Owner (proprietor) receives any profits and suffers losses
· Personally liable for all debts of the business
· Unlimited liability 
· Business profits are reported as self-employment income and taxed on the owner’s personal income tax return 
· However, business records of the proprietorship must be kept separate from those related to the owner’s personal activities
· The reporting entity concept: separation of business and personal records
· Requires that the economic activity that can be identified with a particular company be kept separate and distinct from the activities of the owner(s) and all other economic entities.
· Applies also to partnerships and corporations
· Business dies with proprietor

Partnerships
· A business owned by more than one person.
· Partnerships are formed because one person does not have sufficient economic resources to start a business or because partners bring unique skills or resources to a business 
· There is a written partnership agreements that divides the partners’:
· Contributions
· How profit’s are shared, 
· provisions for withdrawals of assets and/or partners
· dispute resolution
· partnership liquidation
· Each partner has unlimited liability for all debts of the partnership, even if one created the debt
· Limited liability can be created for selected partners
· Pays personal income tax on respective shares of the profts

Corporations
· A business organized as a separate legal entity owned by shareholders
· Investors receive shares to indicate ownership claims
· Indefinite life
· Corporation and shareholders expenses are separate on reports
· Shares are easier to sell
· Shares are often traded on organized stock exchanges
· Tsx nasdaq dowjones
· Corporate shareholders are not responsible for corporate debts unless they have personally guaranteed them. 
· Shareholders have limited liability since they risk only losing the amount they invested into the company’s shares
· Corps pay income tax as a separate legal entities on any corporate profits 
· More favourable income tax treatment than other forms of business organization
· Public corporations: Distribute their financial statements to investors, lenders, other creditors, and other interested parties. 
· Shares are available to public and are traded on public stock exchanges
· Consolidated: The financial reports include all companies a company owns. (COMBINED, ESSENTIALLY)
· Individual accounting records for each company are produced
· To distinguish business activity of specific companies
· Private corporations: Shares are not available to general public and are not traded on public stock exchanges
· Never distribute financial statements publicly

Generally accepted accounting principles for corporations
· GAAP (generally accepted accounting principles) includes broad policies and practices as well as rules and procedures that have substantive authoritative support and agreement about how to report economic events. 
· GAAP is different for publicly traded and private corporations
· Publicly traded corps must use International Financial Reporting Standards (IFRS)
· A set of global accounting standards developed by the International Accounting Standards Board.
· Private corporations have a choice between IFRS or ASPE (accounting standards for private enterprises)
· ASPE set by Canadian Accounting Standards Board
· Most private corps choose ASPE
· McCains uses IFRS because its better suited for its global presence
· Proprietors and partnerships do not choose between IFRS and ASPE as their financial statements are generally only for internal use of the owners. 
· Corporations in North America are identified by LTD., INC., CORP., CO.,
· Brazil: SA
· Japan: SpA
· UK: plc (public limited corps) LTD (private corps)
· Germany: AG (public) GmbH (private)

Business Activities
· All business are involved in 3 types of activities:	
· Financing, investing, and operating.

Financing activities
· Debt financing: borrowing money
· Equity financing: issuing shares in exchange for cash
· Liabilities: Amounts owed to lenders and creditors in the form of debt or other obligations
· Operating line of credit: pre-arranged bank loan for a maximum amount that allowed a company to draw money than there is on hand in its bank account
· Bank indebtedness: When a company uses its operating line of credit to cover cash shortfalls and overdraws its bank account
· Loan payable (note payable): Basically, a loan
· Long-term debt:
· Mortgages payable
· Bonds payable
· Finance lease obligations
· Set up a payment schedule for loans
· Common shares: amount paid by investors for shares of ownerships
· Shareholders have no claim to corporate resources until the claims of lenders and creditors are satisfied,	
· Dividends are only issued when company pays lenders and creditors
· Company has no obligatios to buy back shares
· Company HAS obligation torepay debts


Investing Activities
· Investing activities involve the purchase (or sale) of long-lived assets that a company needs in order to operate
· Assets: Any resource that a company owns or controls
· Provides economic benefit for company
· Mining equipment
· Computers
· Vehicles
· Buldings
· Land
· (ALL OF THESE ARE LONG-LIVED ASSETS)
· Often referred to as property, plant, and equipment
· 
· Cash is an asset
· If a company has excess cash, it might choose to invest in debt securities (bonds) or equity securities (shares)
· Investments
· Short-term investments are generally classified as operating activities as they are incurred for the purpose of trading as part of the company’s revenue-producing activities. 
· Long-term investments are generally classified as investing activities
· Investing activities: Investing in long-lived assets to run the company

Operating activities
· Revenue=income
· Sales revenue (sales)
· Service revenue
· Interest revenue
· Rent revenue
· Account receivable: money a company receives
· Accounts receivable counts as asset because it will yield cash
· Some assets (typically with shorter lives) result from operating activities like trading investments and accounts receivable
· Interest receivables
· Rent receivables
· Income tax receivable (deferred tax assets) due from the federal government 
· Supplies are short-term assets
· Inventory: items ready for sale
· Also an asset
· Inventory consisting of items for resale is known as merchandise inventory
· Inventory sold is an expense called the cost of goods sold
· Expenses: the cost of assets that are consumed or services that are used in the process of generating revenues
· When an asset  is incurred, an asset will decrease or a liability will increase
· Necessary costs to produce and sell products
· Production costs
· General and administrative expenses (salaries, advertising, utilities, professional fees, rent, other costs associated with running the business
· Depreciation expense
· Depression expense (allocation of the cost of using the mine equipment and property)
· Finance costs (amounts of interest paid on various debts)
· Income tax
· Profit: when revenue is greater than expenses
· Loss: when expenses are greater than profit

BASICALLY
1. Financing activities: Borrowing cash from lenders by issuing debt, or using cash to repay debt. Cash can be raised from shareholders by issuing shares, or paid to shareholders by repurchasing shares or distributing dividends
2. Investing activities: Purchasing and disposing of long-lived assets such as property, plant, and equipment and purchasing and selling long-term investments
3. Operating activities: Day-to-day operations and include revenues and expenses and related accounts such as receivables, supplies, inventory, and payables

Communicating with Users
· 4 important financial statements
· Income statement: Reports revenues and expenses to show how successfully a company performed during a period of time
· Statement of changes in equity: Shows changes in each component of shareholder’s equity, as well as total equity, during a period of time
· Statement of financial position: A statement of financial position presents a picture of what a company owns (its assets), what it owes (its liabilities) and it’s net worth (it’s shareholders’ equity) at a specific point in time
· Statement of cash flows: A statement of cash flows show where a company obtained cash during a period of time and how that cash was used
· Notes to the financial statement: Clarify info presented in the [4] financial statements and provide additional detail. Additional info is reported here
· Financial statements are produced annually, quarterly, or monthly depending on the nature and purpose of the company
· Publicly traded companies must produce reports quarterly and annually
· Fiscal year: an accounting period one year in length
· Many companies use December 31st as the end of a fiscal year because that is when inventory or operations are low
· Most governments in Canada use March 31st as the end of a fiscal year

Income Statement (aka statement of earnings or statement of profit and loss)
· Reports the success or failure of the company’s operations for a period of time (annually, quarterly, or monthly) 
· First list revenues; second, list expenses
· List expenses in order from largest to smallest
· Expenses are deducted from revenues to determine profit or loss before income tax
· Income tax is shown separately, following profit or loss
· Divided by tax line
· Profit or loss is finally determined by deducting the income tax expense
· Profit is known as net income (especially by companies following ASPE)
· ALWAYS USE CENTS IN A COMPANY’S INTERNAL ACCOUNTING RECORD
· Exception: round totals to nearest dollar for financial reporting
· Amounts received from issuing shares are not revenues, and amounts paid out as dividends are not expenses.
· These are reported in the statement of changes in equity
· Use income statement to see if a company is profitable
· List
· Revenues
· Expenses
· Profit before income tax
· Income tax expense
· Profit
· 

Statement of Changes in Equity
· Shows the changes in total shareholder’s equity for the period + the changes in each component of shareholder’s equity during the period
· Starts with account balance at beginning of period
· Ends with account balance at end of period
· Shareholder’s equity: the ownership interest in a company
· Total shareholders equity = Share capital + retained earnings
· Share capital: Amounts contributed by the shareholders in exchange for shares of ownership
· Common + preferred shares
· Statement starts with beginning balance of share capital
· Then add or deduct changes in share capital due to shares issued or repurchases.
· Then show end balance
· Retained Earnings: The cumulative profit that has been retained in the     corporation
· (profit that has not been paid out to shareholders that has accumulated since the date of the company’s incorporation)
· If retained earnings are negative (more losses than profit) there is a deficit
· Statement of changes in equity show the amounts and causes of changes in retained earnings. 
· Begins with beginning balance of retained earnings
· Proft for the period is added and dividends are deducted to calculate the retained earning at the end of the period
· If a company faces a loss, it is deduced to arrive at the ending balance of retained earnings
· Statement of changes in equity report:
· How many shares were issued during the period
· How many were repurchased
· Shows dividednt payment practice
· Companies can pay all its current period profit, but they chose to pay profits to shareholders in portions to retain as much profit as possible
· If share capital is increasing, the company may have plans to expand
· A company looking for rapid growth will pay no, or a low, dividend
· LIST
	· 
	· Common shares
	· Retained earnings
	· Total equity

	· Balance, beginning date 
	· x
	· x
	· x

	· Issued common shares
	· x
	· 
	· x

	· Profit
	· 
	· x
	· x

	· Dividends
	· 
	· (x)
	· (x)

	· Balance, year end
	· x
	· x
	· x


· 

Statement of financial position (balance sheet)
· Reports assets and claims to those assets at a specific point in time
· Known as balance sheet for companies folliwing ASPE
· Claims to assets are subdivided into:
· Claims of lenders and other creditors (liabalities)
· Claims of shareholders (shareholder’s equity)
· Accounting equation:
· Assets = Liabilities – Shareholders’ equity
· Assets must be in balance with the claims to the assets
· Right hand of equation shows how the assets have been financed 
· Through debt by borrowing from lenders or creditors?
· Through equity from shareholders?
·  Profits retained in company?
· FORMAT
· Assets
· Cash
· Accounts receivable 
· Supplies
· Prepaid insurance
· Equipment
· Liabilities
· Accounts payable
· Salaries payable
· Interest payable
· Income tax payable
· Unearned revenue (cash received in advance for which the service has not yet been provided and there for is still owed)
· Notes payable
· Shareholder’s equity
· Common shares+ retained earnings
· A statement of financial position is dated at a specific point of time
· A statement of cash flows cover a period of time 
· Balance sheet is used to show the likelihood of lenders and creditors being repaid
· Managers use balance sheet to  determine whether inventory is adequate to support future sales and whether cash on hand is sufficient for immediate cash needs
· Also examine relationship between total liabilities and shareholder’s equity to determine whether they have the best proportion of debt and equity financing

Statement of cash flows
· Provide financial information about the cash receipts and cash payments of a business for a specific period of time.
· Reports the effects on cash of a company’s;
· Operating activities
· Result of transactions that create revenues and expenses (generating cash)
· Investing activities
· Purchase of long-lived resources (plant, property, and equipment)
· Financing activities during the period of time
· Borrowing or repaying long-term debt to lenders and issuing shares or distributing dividends to shareholders
· Compare the amount of cash provided by operating activities with the amount of cash used by investing activities. Any deficiency in cash from operating activities must be made up with cash provided by financing activities.
· Always ask
· Where did the cash come from during the period?
· How was the cash used during the period?
· What was the change in the cash balance during the period?
· LIST
· Operating activities
· Net cash provided by operating activities
· Investing activities
· Net cash provided by financing activities
· Financing activities (issue of x)
· Net cash provided by financing activities
· Net increase in cash
· Cash, beginning date
· Cash, year end (total)

Order in which financial statements must be prepared
1. Income statement
2. Statement of changes in equity
3. Statement of financial position
4. Statement of cash flows

Annual report
· Document that includes nonfinancial info about the company, as well as financial info
· Nonfinancial info:
· Company’s mission
· Goals
· Obectives
· Products
· People
· Financial
· Management discussions and analysis (MD&A)

Comparing IFRS and ASPE
	Key differences
	IFRS
	ASPE

	Accounting Standards
	Publicly traded corps must use IFRS; private corps can choose between IFRS and ASPE
	Private corps can choose to use IFRS or ASPE. Once the choice is made, it must be applied consistently

	Terminology
	The balance sheet is more commonly known as financial position and net income as profit 
	Statement of financial position is known as Balance sheet and profit as net income

	Statement of changes in equity vs statement of retained earnings
	A statement of changes in equity must be presented that shows the changes in all components of shareholder’s equity (share capital and retained earnings)
	A statement of retained earnings is presented that shows the change in only one component –retained earnings-of shareholder’s equity

	
	
	










































Chapter 2: Further look at financial statements

· As of jan 1, 2011 all Canadian public companies prepare statements according to IFRS
· Improves Canadian companies’ access to capital markets and hopefully lowering costs of doing business internationaly
· Global companies have to spend money translating Canadian GAAP prepared sheets to IFRS

The classified statement of financial position (balance sheet)
· Balance sheet – snapshot of company’s assets, liabilities, and SH equity at a point in time
· Classifications of all items on a statement of financial position
· Assets
· Current assets
· Investments
· Property, plant, equipment
· Intangible assets
· Goodwill
· Liabilities + SHE 
· Current liabilities
· Non-current liabilities
· Shareholders equity
· Share capital
· Retained earnings
· Classifications help users deermine;
· Whether the company has enough assets to pay its debts as they come due
· The claims of short and long-term creditors and lendors on the company’s total assets

Assets
· Assets: The resources a company owns or controls that will provide future economic benefits

Current assets
· Assets that are expected to be converted into cash or that will be sold or used up within one year of the company’s financial statement date or it’s operating cycle. Whatever is longer
· Operating cycle: The avg time it takes a company to go from cash to cash in producing revenue (usually less than  a year)
· Merchandising business: The time it takes to purchase inventory, pay cash to suppler, sell inventory on account, then collect cash from customers
· Service business: The time it takes to pay employees, provide service, then collect cash from customers
· Vineyards and airplane manufacturers can take longer than a year
· Common types of current assets
· Cash
· Short term investments: Investments in debt securities (bonds of another company or equity securities (shares of another company)
· Accounts receivable: Accounts owed to the company by customers who purchased products on services or credit
· Accured receivables: Amounts owed to the company for interest, sales, tax, rent, etc…
· Notes receivables: Amounts owed to the company for customers or others that are supported by a written promise to repay
· Inventory: good for hold by customers (unfinished and finished)
· Supplies: Office supplies + cleaning supplies
· Prepaid expenses: The cost of things like rent + insurance paid in advance of use
· Unused benefits available for use during the year
· Cash equivalents are very liquid investments in debt security that can be easily converted into cash

Non-current assets
· Assets not expected to be converted into cash, sold, or used by the business within one year of the financial statement date or its operating cycle.
· Common types of non-current assets
· Investments
· Multi-year investments in debt securities (loans, band notes, bonds, mortgages)
· Equity securities (shares) or other companies to hold for many years
· Properly, plant, equipment (fixed assets): tangible assets with long useful lives that are currently being used in operating
· Building, equipment, furniture
· Listed in order of permenancy
· Revaluation model: companies may choose to record assets at face value instead
· Depreciation: Calculated by systematically assigning a portion of the asset’s cost to costs expense each year
· Assets that are depreciated should be reported on the statement of financial position at cost less their accumulated depreciation
· Accumulated depreciation shows the amount of depreciation taken out so far over the life of the asset
· Depreciation is a contra asset account
· Balance is subtracted from the balance of the asset that it relates to
· Carrying amount: Difference between cost and accumulated depreciation (netbook value/book value)
· Cost - Accumulated depreciation = net book value
· Intangible assets + goodwill: Results from the acquisition of another company when the price paid for the company is higher than the face value of the purchased company’s net identifiable assets
· Generates no physical substance, but generates future value
· Not amortized and is separate from intangible assets
· Non-current receivables: Deferred income tax assets + property held for sale

Liabilities
Current liabilities
· Obligations that are to be paid or settled within a year of the company’s statement date or operating cycle
· Bank indebtedness: Short-term loan from a bank, typically occurring when a company uses an operating line of credit to cover cash shortfalls 
· Accounts payable: Accounts owed by the company to suppliers for purchases made on credit (account)
· accrued liabilities: Amounts owed by the company for salaries, interest, sales, tax, rent, income tax, etc..
· Notes payable: Accounts owed to banks, suppliers, or others  that are supported by a written promise
· Can be current or non-current
· Current maturities of long-term debt: If loan payable over a few years, current maturities of long-term debt owed for 1 year
· Used to examine if a company can pay off liabilities

Non-current liabilities
· Obligations that are expected to be paid or settled after a year
· Examples: 
· Notes payable (bank loans payable, mortgages payable, bonds payable)
· Lease obligations
· Pension + benefit obligations
· Deferred income liabilities
· Mortgages payable: Property pledges as a security for the loan
· Bonds payable: Used by large corps + gvmnt to borrow large sums of money
· Lease obligations: amounts to be paid in the future on long-term rental contracts used for equipment of other property
· Pension + benefit obligations: Amounts companies owe past and current employees for retirement benefits
· Deferred income tax liabilities: Income tax expected to be payable in a later year or years when a company prepares its future corporate income return
· Non-current liabilities are accompanied by notes

Shareholders’ equity
· Divided into share capital and retained earnings

Share capital
· Investments are recorded as common shares or preferred shares
· Total of all classes of shares = share capital

Retained earnings
· Cumulative profits that have been retained for use in a company are known as retained earnings 

List items in order of most liquid to least liquid
· International companies to use a reverse-liquidity order
· Show assets first, then shareholders’ equity, then liabilities
· Common shares are known as ordinary shares

Order of liquidity	
1. Current assets
2. Non-current assets
3. Current liabilities
4. Non-current liabilities 
5. Shareholders’ equity

Order of reverse liquidity
1. Non-current assets
2. Current assets
3. Shareholders equity
4. Non-current liabilities
5. Current liabilities 

Using the financial statements
· Ratio analysis: Expresses the relationship between selected items of financial statement data
· Liquidity rations: Measuring a company’s short-term ability to pay it’s maturing obligations and to meet unexpected needs for cash
· Solvency rations: Measuring a company’s ability to survive over a long period of time
· Profitability rations: Measuring a company’s operating success for a given period of time
· Ratios give clues about underlying conditions that might not be seen when items are examined alone
· Intracompany comparisons: Covering two years for the same company
· Intercompany comparisons: Based on comparisons with a competitor in the same industry 
· Industry average comparisons: Based on average ratios for a particular industry

Liquidity
· Liquidity ratios: Used to measure a compnay’s short-term ability to pay it’s maturing obligations and to meet unexpected needs for cash
· Used to look closely at the relationships of its current assets to it current liabilities

Working capital
· A measure of liquidity
· The difference between current assets and current liabilities
· When working capital is positive, there is a greater likelihood that the company will be able to pay its liabilities
· Working capital = current assets – current liabilities
· Higher amount = more liquidity

Current ratio
· Dividing current assets by current liabilities
· More dependable indicator of liquidity than working capital
· Two companies with the same amount of working capital may have significantly different current ratios
· Current ratio = Current assets/current liabilities
· 1.01	
· for every $1 of liabilities, sobey’s has $1 of assets
· Current ratio does not take into account the composition of current assets
· A decent current ratio does not reveal that a portion of the current assets may be tied up in uncollectable accounts receivable or slow-moving inventory
· Higher ratio suggests favorable liquidity 

Solvency
· Interesting to investors and long-term lenders
· Long-run solvency: A company’s ability to pay interest as it comes due and to repay the face value of debt at maturity
· Solvency ratios: measure of company’s ability to survive over a long period of time
· Some users evaluate solvency using a ratio of debt divided by shareholders equity. 
· Lower debt to equity ratio, the better a company’s solvency


Debt to total assets
· Debt to total assets ratio: Info about long-term debt paying ability
· Measures the percentage of assets that are financed by lenders and other creditors rather than by shareholders
· Financing by lenders and creditors (debt) is risker than financing provided by shareholders’ equity because debt must be repaid at specific times, whether the company is doing well or not. Equity is not repaid
· Calculate by dividing debt (current and non-current liabilities) by total assets
· Debt to total assets = total liability/total assets
· The higher the percentage, the greater the risk that the company may be unable to pay debts as they come due
· 54.88% = about 55 cents of every dollar was provided by a lender or creditor
· High debt to total assets is undesirable
· A solvency measurement that offers regarding a company’s cash generating ability is free cash flow
· Free cash flow describes the cash remaining from operating activities after adjusting for capital expenditures and dividends paid

Using the income statement
Profitability
· Profitability ratios: Measure of a company’s operating success for a specific period of time
· Two examples of profitability ratios:
· Earnings per share
· Price-earning ratio

Earnings per share (EPS)
· Measures the profit earned on each common share
· Reported only for common shareholders
· Calculated by dividing the profit available to common shareholders by the weighted avg number of common shares
· Earning per share = profit available to common shareholders/weighted average number of common shares
· If preferred shares exist, subtract them from profit before calculating common shares
· Earnings per share are presented in financial statements for publicly traded companies
· Reports in ASPE format do not have to show EPS
· No industry avg because EPS are not very meaningful between companies

Price-earning ratio (P-E RATIO)
· Can be compared across companies
· Measures the ratio of the stock market price of each common share to its earning per share
· Price earnings ratio = market price per share/earnings per share
· Used by investors for valuation process
· Shows what investors should expect of a company’s future profitability
· If high; investors think current profit levels will increase
· If low; investors will think profits will decline 

· EPS: A higher measure suggest improved performance. Values should not be compared across companies

· P-e ratios: A high ratio suggests the market expects good performance, although it may also suggest that share are overvalues

Framework for the preparation and presentation of financial statements
The standard-setting environment
· Conceptual framework for financial reporting
· A coherent system of interrelated objectives and fundamentals that can lead to consistent standards and that prescribes the nature, function, and limites of financial accounting statements
· What to present in financial statements, alternative ways of reporting economic events, and appropriate ways of communicating this info
· Different between countries
· The international accounting standards board (IASB)
· People who established IFRS
· Was founded to unify global standard setting

Conceptual framework for financial reporting
· The US is trying to develop a common conceptual framework
· Portions of the framework:
· Objective of financial reporting
· Qualitative characteristics of useful financial info 
· Underlying assumption
· Elements of financial statements
· Measurement of these elements of financial statements

Objective of financial reporting
· To provide financial info about a company that is useful to existing and potential investors, lenders, and other creditors in making decisions about providing resources to the company
· Provide info about economic resources + the claims against them
· Also, info about the effects of transactions and other events that change a company’s economic resources + claims
· Financial statements are prepared using the accrual basis of accounting
· Under the accrual basis of accounting, the effects of transactions a company’s economic resources + claims are recorded in the period when a transaction occurs and not cash is received or paid

Qualitative characteristics of useful financial info
· Identifies the types of info that are likely to be most useful to existing and potential  investors, lenders, and other creditors for their decision making
· Qualitative characteristics are divided into these that are fundamental and these that are enhancing

Fundamental qualitative characteristics
· Relevance
· Faithful representation
· Info has relevance if it will make a difference in users’ decisions
· Predictive value
· Confirmatory value
· Or both
· Predictive value: Helps users make predictions about future events
· Confirmatory value: Helps users confirm or correct their previous predictions or expectations
· Sales in a current year can be used as a basis to predict sales in the future
· Comparing sales to previous years can conflict if the process used to predict were valid
· Materiality: Info is considered material if it’s omission or misstatement can influence the decision of users 
· Faithful representation: Info must be complete (no omissions) and neutral (no biased toward one position or another) and free from material error

Enhancing qualitative characteristics
· Comparability: When users can identify and understand similarities in, and differences among items
· Verifiability: If different and knowledgeable and independent users can reach consensus that the info is faithfully represented
· Counting the cash that is stated
· Audits 
· Timeliness: Info must be made available to decisionmakers before it loses its ability to influence decisions
· Financial statements of public companies must be provided to investors 90 days before year end
· Understandability: Info must be classified, characterized, and presented clearly and concisely

Cost constraints on useful financial reporting
· Cost constraint: A pervasive constraing that ensured that the value of info provided in financial reporting is greater than the cost of providing it
· Benefits of financial reporting info should justify the costs of providing and using it
· Providing additional info could cost more money
Underlying assumptions
· Going concern assumption: Assures the company will continue in operation for the foreseeable future

Measurements of the elements of financial statements
· Historical cost
· Cost basis of accounting: Assets and liabilities should be recorded at their cost at the time of acquisition
· Fair value
· Fair value basis of accounting: Certain assets and liabilities should be recorded and reported at fair value (the price that would be received to sell an asset)
· At acquisition date, cost and fair value are generally the same
· After time the fair value becomes more useful
· Relevance + faithful representation are required to chose between cost and fair value
· Cost is the more faithful representation
· Fair value is more relevant
· 


























Acco chapter 3: The accounting info system
· Cash is a debit asset (balance sheet)
· Revenues have normal credit balances (Income statement)
· TAMFS: Timely, accurate, monthly, financial statements

Accounting transactions
· The system of collecting and processing transaction data and communicating financial info to decision-makers
· Factors that shape the system
· The type of business and transactions
· Size of company
· Amount of data
· Info that might mgmt. and other need
· Not all events are recorded and reported as accounting transactions
· Accounting transaction: When assets, liabilities, SE items change as a result from some economic event

Analyzing transactions
· Assets = liabilities + shareholders’ equoty
· Each accounting transaction will have a dual effect on equation. 
· Cash goes up, assets go down

Transaction (1): Investments by shareholders
· Investments result in an equal increase in assets and shareholder’s equity
· Cash increases as well as common shares

Transaction (2): Issue of a note payable
· Increase in assets (cash) + increase in liabilities

Transaction (3): Purchase of equipment
· Increase and decrease in assets
· Equipment up; cash down

Transaction (4): Receipt of cash in advance from customer
· Increase in cash; increase in unearned revenue (liability)
· Revenue should not be recorded until service or good has been provided
· If cash is received before good or service is delivered, it is listed as unearned revenue under liabilities
· There is a liability for work

Transaction (5): Payment of rent
· Cash down. Down in expense in retained earnings (SE)
· Retained earnings are increased by revenues and decreased by expenses and dividends 

Transaction (6): Purchase of insurance
· Assets increase (Prepaid insurance); assets decrease (cash)

Transaction (7): Hiring of new employees
· An accounting system has not occurred until employees actually start working

Transaction (8): Purchase of supplies on account
· “On account” or “on credit” = liability
· Assets (supplies) increase: Liabilities increase

Transaction (9): Services performed on account
· Accounts receivables (Asset) increase; revenue (SE) increase

Transaction (10): Payment of salaries
· Cash decreases (asset); salary expense (se  retained earnings) decrease

Transaction (11): Payment of dividend
· Cash (asset) decreases; SE decrease (dividends, duh)

Transaction (12): Collection of an account
· Cash (assets) increase; accounts receivables (asset) decrease
· Revenue is not recorded twice!

The account
· Account: an individual account record of increases and decreases in a specific asset, liability, or shareholders’ equity
· Accounts for cash
· Accounts receivable
· Accounts payable
· Service revenue
· Salaries expense
· Accounts consist of 3 parts
· Title of the account
· Left side or debit side
· Right side or credit side
· Called T account due to its alignment

Debits and credits
· Debit: Dr.
· Credit: Cr.
· Entering amount of left= debiting; entering amount on right = crediting
· Debit balance if debit accounts recoded exceeds the total of credits amount recorded
· Vice versa for credit
· When recording transactions, two or more accounts are affected and their balance change
· Equality of debits and credits = the double-entry accounting system
· Debits must equal credits
· Assets = liabilities + share holders equity
· (Debits increase = credits increase)
· (credit decrease = debit decrease)

Assets
· Increases in assets entered on debit side
· Decreases in assets entered on credit side
· Asset accounts normally show debit balances
· Abnormal balance is correct
· Cash account will have a credit balance if company has overdrawn its bank balance
· Bank indebtedness

Liabilities and shareholders’ equity
· Liabilities and shareholders equity are increased by credits/ decreased by debits
· Increases on right, decreases on left
· Liability and equity accounts normally show credit balances

Increases in shareholders’ equity
· Common shares + retained earning both increase shareholders’ equity
· Common shares are issues for shareholder investors
· Retained earnings: Shareholders equity accumulated through profitable operating of the company
· Common shares, retained earnings and revenue are increased by credits and decreased by debits
· Normal balance in these accounts is a credit balance

Decrease in shareholders’ equity
· Dividends + expenses both decrease retained earnings, which then decreases shareholders’ equity
· Dividend + expense accounts have a normal debit balance because they are recorded by debit
· Dividends paid for by retained earning, which are debits
· Expenses are paid from revenue

Steps in the recording process
· Accounting cycles: Procedures used in recording process
· Step 1: Each transaction is analyzed to determine if it has an effect on the accounts
· Evidence of the transaction comes from a source document (sales slip, cheque, bill, cash, register tape)
· Step 2: Transaction info is recorded as a journal entry in the general journal (a book of original entry)
· Step 3: Info is then transferred from general journal to the appropriate accounts in the general ledger (A book of accounts)
· First 2 steps must be done manually
· SUM: Analyze business transactions  journalize the transactions  post to general ledger accounts

The journal (general journal)
· Transactions are recorded in chronological order (by date) then transferred to accounts
· Journal shows the debit and credit effects for each transaction
· Uses of journal
· It discloses the complete effect of a transaction in one place, including an explanation, and where applicable, identification of the source document 
· It provides a chronological record of transactions
· It will help prevent and locate errors, because the debit and credit accounts for each entry can be quickly compared
· Journalizing: Entering transaction date in the general journal
· Features of the journal entry
· The date of the transaction is entered in the date column
· The account to be debited is entered first at the left. The account to be credited is then entered on the next line, indented under the line above. The indentation differentiates debits from credits and decreases the chance of switching the debit and credit amounts by mistake
· The amounts for the debits are recorded in the debit (left) column, and the credits in the right
· Simple journal entry: When journal entry effects one debit and one credit (2 accounts)
· Compound entry: When 3 or more accounts are required in one journal entry
· Total debit and credit accounts must be equal
· Title account wisely!

The ledger
· The entire group of accounts maintained by a company is referred to as the ledger
· The ledger keeps all info about changes in specific account balances in one place
· General ledger: Contains all the assets, liabilities, shareholders’ equity, revenue, and expense accounts
· Each ledger has an identification number
· Company will use a loose-lead binder or card file for the ledger, each account on a separate sheet or card
· A column in excel is a ledger
· Ledger is arranged in the order in which accounts are presented in financial statements
· Most companies list their accounts in chart of accounts
· Chart of accounts
· Framework for accounting database
· Lists the accounts and account numbers that identify where the accounts are in the ledger
· Usual order
· Statement of financial position accounts
· Income statement amounts

Posting
· Procedure of transferring journal entries from general journal to general ledger
· The date and amount shown on the first line of a general journal is entered in the debit column of the appropriate account in the general ledger
· Same for credit
· Done in chronological + monthly order
· Cash accounts summarizes statement of cash flows

The trial balance
· 4th step in accounting cycle = preparing a trial balance
· Trial balance:  A list of the general ledger accounts and their balances at a specific time
· Prepared at the end of an accounting period
· Accounts are listed in the order they appear in the ledger
· Main purpose: To prove (Check) that debit = credit after posting
· Sum of debits must be equal to sum of credits
· Steps
· 1: List the account titles and their balances in the same order as the chart of accounts. Debit balance should be entered in the debit column and credit balances in the credit column 
· 2: Total the debit column and the credit column 
· 3: Ensure that the debit and credit column totals are equal (agree)
· Accounts with zero balances are normally not included
· Retained earnings on trial balance not same retained earning at end of period
· Retained earnings balance has not yet been updated for these items
· Thus the balance in retained earning represents the beginning of the period

Limitations
· Does not prove that all transactions have been recorded or that the general ledger is correct
· Trial balance may balance even when
· Transaction is not journalized
· A correct journal entry is not posted
· A journal entry is posted twice
· Incorect accounts are used in journalizing or posting
· Errors that cancel each others’ effect are made in recording the amount or a transaction
· ESP: Errors some place



































Chapter 4: 

Timing issues
· Mgmt needs monthly reports
· Large corps must present quarterly reports to shareholders
· Canada rev agency requires montly sales tax reports and annual income tax returns

Revenue recognition
· Under current acco standards, rev is recognized/recorded when, due to ordinary activities, an increase in future economic benefits arising from an increase in an asset or a decrease in a liability has occurred
· Revenue recognition: occurs when the sales or performance effort is substantially complete, the amount is determinable (measurable), and collection is reasonably assumed
· Ex: In merchandising, rev is earned when merchandise is sold
· When service is paid on credit, companes have accounts receivables when the service is performed until money is received
· Internatonal accounting standards board new standard for revenue recognition:
· Companies would recognize revenue upon the transfer of goods/services to customers
· “Contract” rather than an earnings “approach”
· Rev should be recorded when earned
· Recognizing rev too early overstates current period revenue; recognized it too late underestimates current period revenue 

Expense recognition
· Expenses are recognized in the income statement when, due to an ordinary activity,  there is a decrease in future economic benefits related to a decrease in an asset or an increase in a liability and this change can be measured reliably 
· Expense recognition is tied to charges in assets and liabilities
· Revs and expenses are not always recognized at the same time
· Think rent payable/expense
· Often expenses should “follow” revenues; that is, the effort (expense) should be matched with the result (revenue)
· Recognizing expenses too early overstates current period expenses; recognizing them too late underestimates current period expenses

Accrual vs cash basis of accounting
· Accrual basis accounting: Means that transactions affecting a company’s financial statements are recorded in the periods in which the evens occur, rather than when the company actually receives or pays cash
· Recognizing when revenues are earned rather than when cash is received
· Expenses are recognized in the period in which goods+services are used or consumed rather than when cash is paid
· Cash basis accounting: Revenue is only recorded when cash is received, and expense is recorded only when cash is paid
· Can  be misleading to financial statements because mgmt. can charge the rev +expenses that are reported by timing that receipt and payment of cash
· Profits can be increased by paying expenses in the following year
· Profits can be lowered and income tax reduced by asking customers to pay next year
· Cash basis accounting fails to record revs+expenses when related assets like accounts receivable and related liabilities like accounts payable rise 
· Accrual more truthful depiction of your work in that year

The basics of adjusting entries
· Adjusting entries update accounts at the end of the accounting period
· Make it possible to produce relevant financial info at the end of the accounting period
· Necessary because the trial balance may not contain complete data because: 	
· Some events are not recorded daily, because it would not be useful or efficient to so. Ex: the use of suppliers + the earnings of salaries by expenses
· Some costs are recorded during the accounting period, because the costs expire with the passage of time, rather than as a result of recurring daily transactions. Ex: rent, insurance, depreciation
· Some items may be unrecorded. An example is a utility service bill that will not be received until the next accounting period. The bill, however, covers services delivered in the current accounting period
· If company is using IFRS, adjustment entries are included quarterly, though many produce monthly reports
· If reporting under ASPE, adjusting entries must be included annually, can be done as often as company would like
· Company may need to count its remaining supplies, to calculate adjustment data
· Adjustment data are often not available until after the end of the period

Types of adjusting entries
· Classified under prepayment or accruals
· Prepayments
· Prepaid expenses: Expenses paid in cash and recorded as assets before they are used or consumed
· Unearned revenues: Cash received and recorded as liabilities before revenue is earned

Accruals
· Accrued revenues: Revenues earned but not yet received in cash or recorded
· Accrued expenses: Expenses incurred but not yet paid in cash or recorded

Adjusting for prepayments
· Prepayments increase current assets such as prepaid expenses and certin types f non-current assets such as buildings and equipment
· A prepayment can also be received rather than paid and in this case, a prepayment can increase current liabilities such as unearned revenue
· Adjusting entries for prepayments allocate a cost from an asset or liability account to an expense or revenue account, respectively
· This means that for prepayments made (eg prepaid expenses), the adjusting entry records benefit and consequently is not longer an asset – it has been used
· For prepayments received (eg unearned revenue), the adjusting entry records the revenue earned in the period and reduces the liability account where the unearned revenue was originally recorded
· This type of adjustment is necessary because the unearned revenue is no longer owed and consequently is no longer a liability – the service has been provided and the revenue earned

Prepaid expenses
· Costs that are paid for in cash before they are used are recorded as prepaid expenses
· When such a cost is incurred, an asset (prepaid) account should be increased (debited) – to show the service or benefit that will be received in the future – and the cash should be decreased (credited)
· Prepaid expenses that expire with time (insurance, rent, depreciable assets, supplies)
· Purposes of adjusting entries
· To record the expenses (expired costs) applicable to the current accounting period
· To show the remaining amounts (unexpired costs) in the asset account
· Until prepaid expenses are adjusted, assets are overstated and expenses are is understated
· An adjusting entry for prepaid expenses results in an increase (a debit) to a expense account and decrease (a cedit) to an asset account
· A cost can be an asset or an expense. If cost has future benefits (ie the benefits not yet expired) it is an asset. If the cost has no future benefits (ie the benefits have expired), it is an expense

Supplies
· Purchase of supplies = increase( a debit) to an asset account
· Supplies are used during an accounting period
· Recognized at the end of the accounting period
· Difference in the supplies (asset) account and the actual cost of supplies on hand (leftover) gives the suppliers used (an expense) for the period

Insurance
· Insurance paid in advance, often for a year
· At the end of the financial statement date, it is necessary to make an adjustment to increase (debit) insurance expense and decrease (credit) prepaid insurance for the cost of insurance that has expired during the period
· Divide insurance and decrease

Depreciation
· Period of using a certain piece of equipment or land: useful life
· Depreciation: The process of allocating the cost of a long-lived or non current asset such as property, plant, and equipment, to expense as its useful life
· Asset with specified useful are depreciated
· Depreciation used for property, plant, and equipment
· Amortization: For intangible assets
· Depletion: Natural resources
· Some companies (especially those reporting under aspe) use amortization instead of depreciation

Calculation of depreciation
· Straight line method of depreciation
· Cost/useful life (in years) = annual depreciation expense
· Accumulated depreciation each month until asset is fully depreciated
· If adjusting entry made, total assets, shareholders’ equity and profit will be overstated and depreciation will be understated

Statement presentation
· A contra account is an account offset (deducted) from a related account
· Ex: Accumulated depreciation – equipment
· Equipment 					$5000
· Less: Depreciation - equipment
· Carrying amount: Difference between cost of depreciable asset and its accumulated depreciation

Unearned revenue (deferred revenues)
· Cash received before revenue is earned is recorded by (crediting) a liability account for unearned revenues
· When a payment is received for services that will be provided in a future account period, cash should be increased (debited) and unearned revenue (a liability) should be increased (credited) to recognize the obligation that exists

Adjusting entries for accruals
· Adjusting entries for accruals are required in order to record revenues earned, or expenses incurred, in the current accounting period 
· Unlike prepayments, accruals have not been recognized through daily entries thus are not yet reflected in the accounts
· Adjustment entries for accruals will increase both a statement of financial position account an income statement account 

Accrued revenues (accruing a receivable)
· Revenues that have been earned and not yet received need to be recorded
· Accrued revs may accumulate (accrue) with the passing of time, as in the case of interest revenue, or they may result from services that have been performed but not yet billed or collected, such as fees
· May be unrecorded
· When is interest is earned, they do not involve daily transactions
· Fees may not be unrecorded because only a portion of the total service has been provided and the client will not be billed until completion
· Purpose of adjusting entry
· To show the receivable that exists at the statement of financial position
· To record the revenue that has been earned during the period
· Until adjustment is made, both assets and revs are understated
· SE and profit are also understated
· An adjusting entry for accrued revenues results an increase (debit) to an asset account and an increase (credit) to a revenue account account
· Record only when billed
· When money is received, the recording of the collection of cash should be recognized the money was earned in October and has already been recorded in the october 31 adjusting entry and should not be re-recorded
· Just credit the amount of cash from the cash received in the following month’s statement

Accrual expenses (accruing payable)
· Expenses incurred but not yet paid or recorded at the statement date need to be recorded
· Interest, rent, salaries, property tax, income tax
· Accrued expense for one company is accrued revenue for another
· Adjustments for accrued expenses are necessary to:
· Record the obligations that exist at the statement of statement of financial position date
· Recognize the expenses that supply to the current accounting period 
· Until adjustment is made, both liabilities and expenses are understated
· So are profit and shareholders’ equity
· An adjusting entry for accrued expense results in an increase (debit) to an expense account and increase (credit) to a liability account

Interest 
· Interest rates are always expressed in annual terms
· The amount of the interest accumulate is determined by 5 factors:
· The face value or principle amount of rate
· The interest rate, which is always expressed as an annual rate
· The length of the time that the note is outstanding (unpaid)
· Sometimes due monthly, sometimes when the principle is due
· Face value x annual interest rate x time in terms of years = interest
· Liability and expense
· Interest expense and interest payable
· Adjust payment in other months
· Eliminates liability for interest payable recorded in previous months
· Eliminates the note payable
Salaries
· Some types of expenses (salaries) are paid after the service have been performed and require an accrual adjustment when financial statements are prepared
· Adjustment period between paydays
· Liabilities and expense
· Salaries expense (debit), Salaries payable (credit)

Income tax
· Accrued based on the current years’ estimated profit
· Corps are required to pay corporate income tax in monthly installments
· Installment payment is normally based on the income tax that was payable for the prior year
· If not adjusted: Expenses and liabilities will be understated, profit and shareholders equity will be overstated

NOTE: each adjusting entry affects one statement of financial position and one income statement account






	
	Types of adjustments
	Reason for adjustments
	Accounts before adjustments
	Adjusting entry

	Prepayments
	Prepaid expenses
	Prepaid expenses, originally recorded in asset accounts, have been used
	Assets overstated; expenses understated
	Dr. Expense
Cr. Asset

	
	Unearned revenues
	Unearned rev, initially recorded in liability accounts, have been earned
	Liabilities overstated; revenues understated
	Dr. Liability
Cr. revenue

	Accruals
	Accrued revenues
	Revenues have been earned but not yet received in cash or recorded
	Assets understated; revenues understated
	Dr. Asset
Cr. Revenue


	
	Accrued expenses
	Expenses have been incurred but not yet paid or recorded
	Expenses understated; liabilities are understated
	Dr. Expense
Cr. Liability


SUMMARY OF BASIC RELATIONSHIPS


The adjusted trial balance and financial statements
· Adjusted trial balance: Done after adjusting all entries
· Purpose is to prove the quality of the total debit balances and the total credit balances in the ledger after all adjustments have been made
· Main source for the preparation of financial statements
· Financial statements can be prepared after adjusted trial balances

Closing the books
· Temporary accounts: Expenses, revenues, and dividends relate to activities over a particular accounting period
· All expense accounts
· All revenue accounts
· Dividends account
· Permanent accounts: All statements of financial position are permanent because they are carried over to the next year
· All asset accounts
· All liability accounts
· All shareholders equity accounts

Preparing closing entries
· At the end of an accounting period, temporary account balances are transferred to permanent shareholders’ equity accounts retained earnings
· Until the closing entries are made, the balance in the retained earnings will be its balance at the beginning of the period
· In addition to updating retained earnings to its ending balance, closing entries produce a zero balance in each temporary account
· Accounts are ready to record next periods transactions
· Permanent accounts are not closed because the future benefits of assets and obligations elating to liabilities still exist
· Before exp and rev accounts are closed into retained earnings, they are temporarily stored in income summary account
· Only profit or loss from income summary is then transferred to retained earnings
· Only dividends go right to retained earnings

4 steps to closing entries
1. To close revenue accounts: Debit each individual revenue account for its balance and credit income summary for total revenues. After this, all revenue accounts will have zero balances
2. To close expense accounts: Debit income summary for total expenses, and credit each individual expense account for its balance. After this, all revenue accounts will have zero balances
3. To close invome summary: Debit income summary for the balance in the account for credit if there is a loss and credit (debit) retained earnings. After this, the income summary account balance is zero
4. To close dividends account: Debit retained earnings for the balance in the dividends account, and credit dividends, thereby bringing the balance in this account to zero
· Do not close dividends to the income summary along with expense. Dividends are not expense and do not effect profit; they are a distribution of retained earinngs
· Closing entries can be prepaid from the general ledger or the adjusted trial balance
· NOTE: The retained earnings balance is presented in the adjusted trial balance is the beginning balance, not the ending balance
· 



· 
Check after closing entries are posted
1. The balance n the income summary account, immediately before the final closing entry to transfer the balance to the retained account should equal the profit (or loss) reported in the income statement
2. All temp accounts (dividends, revenues, expense, income summary) should have zero balances
3. The balance in the retained earnings account should equal the ending balance reported in the statement of changes in equity and statement of financial position

Other comprehensive income and accumulated other comprehensive income??
· Ifrs
· OCI (other comprehensive income)
· Similar to expenses and revs but are not used to determine profit
· Gains loses in foreign country
· If oci is used, the resulting amount would be added to profit to determine comprehensive income
· Accumulated other comprehensive income (AOCI)
· [bookmark: _GoBack]An account reported in the statement of changes in equity and shareholders’ equity
· 
Preparing a post-closing trial balance
· Post-closing trial balance lists all accounts and their balances after closing entries are journalized and posted
· Proves the equality of the permanent account balances that are earned forward into the next annual accounting period
· Only contains permanent-statement of financial position accounts





CHAPTER 1: Purpose and Use of
financial statements.
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