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BUSI 353

1.  Securities laws and regulations (public companies) dictate the requirement for _P___________________________________ reporting (quarterly, yearly).  Users (investors and creditors) _D_____________________________ it. 
2. ACCRUAL ACCOUNTING

2.1 Accrual accounting is necessary because if we relied only on a _C_____________ basis, then the timing/matching of events would not be in harmony.

Example:  If we sell goods on credit, the cash may be received 30 days after the sale transaction.  However, the cost of goods sold would have already been paid for, so a cash basis accounting would be misleading to the users.

2.2 Definition of “accrual accounting” = A method of accounting that records economic events when they _H_________________________ rather than only when cash exchanges occur.

We owe the money, though we don’t have to pay until later.  We own the asset, though we have not paid for it yet.

DR Computer

  CR  Accrued Liabilities

2.3  Deferrals fall under the category of accrual accounting
Deferral:  the delayed recognition of a cost as an _______________________________ or a receipt as _____________________________ even though cash flow has been realized.  The reason for a deferral is because the item has not yet contributed to the earnings process.
We paid the annual insurance premium in advance.

DR  Prepaid Insurance

  CR  Cash

We received the money but we have not yet earned the revenue.  
DR  Cash

  CR  Unearned Revenue

2.4  Accrual accounting involves reporting amounts before the completion of some or all of the cash cycles (Operating, Investing, Financing).  Reporting an amount before the actual realization of cash means trying to predict the future – necessitates the use of _E_________________________________.

Examples?

(a) How much of accounts receivable will become uncollectible?

(b) How long will our company use this item of equipment (useful life)?

(c) Net realizable value of inventory?

2.5  Because estimation is required, no such thing as “true” income since no one knows precise amounts.  So does that mean management has free reign to manipulate the F/S?

2.6  Conceptual Framework – free from bias (unbiased), neutral

Earnings management?  Management manipulation?
3.  Quality of Earnings and Earnings Management
· Cannot be measured relative to “true” earnings.
· Commonly measured in relation to cash flows but not necessarily the best way to assess.
· Comparing reported earnings to _U_____________________________ earnings
· Identifying unbiased vs. excessive accruals is the challenge.
4.  Subsequent Events and _C___________________________
· Cut-Off: Point in time at which one reporting period ends and the next begins
·  Events may occur between the cut-off and authorization of financial statements -- Known as the subsequent-events period
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Two types of subsequent events can be identified:
(a) those that provide evidence of conditions that existed at the end of the reporting period (adjusting events after the reporting period); and
(b) those that are indicative of conditions that arose after the reporting period (non-adjusting events after the reporting period)
Examples:
January 15 -- Bad Debt information.

January 17 – Issuance of stock by a public company.  Dismissal of employee.

5.  Financial Statements _P_________________________________ – What are they?

[image: image2]
· Central to the financial statements proper is the statement of financial position
Known as the balance sheet.
· Other statements track _F__________________ of items on the balance sheet
· _A__________________________ – connection of financial statements with each other
· Balance sheet is a direct result of double-entry accounting.  Remember that temporary accounts (I/S accounts) are tied to _R___________________________ earnings.
5.1  Balance Sheet
· Financial position at a point in time
· Composition of assets and claims on those assets
· Total assets = total financial claims
· Present current and non-current
· Flexibility exists                                  
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Tllustrator Ltd.
Balance Sheet

As at December 31
In $000's 2011 2010 -
Current assets
Cash and cash equivalents 1,215 11,405 *]
Trade and other receivables 15,820 13,600 o
Inventories 8.180 7.230
25,215 32,235
Non-current assets
Available-for-sale investments 3,620 3,200 o
Investments in associates 5,500 5,000 e
Grapevines 22,000 20,000 o
Property, plant, and equipment - net 34,000 30,500 o
Intangible assets i 1 o
Deferred income tax 27 24 o
65,148 58,725
Assets held for sale (discontinued operations) - 2,630 e
Total assets 90,363 93,590
—® Current liabilities -
Trade and other payables 10,700 9,450 *
Provision for warranties 90 80
‘Taxes payable 280 250 '—J_-
Current portion of finance lease obligation 370 340 o
Current portion of long-term debt 10,000 8,000 @
21,440 18,120
L e Non-current liabilities
Finance lease obligation 2,480 2,850 *
Long-term debt 20,000 30,000 ®
Deferred income tax 3,720 3,190 e
Employee pension benefits 1,470 1,350 o~
27,670 37,390
Liabilities of discontinued operations - 1,440
Total liabilities 49,110 56,950
Equity
Share capital (1,000,000 issued and outstanding) 15,000 13,000
Reserves 660 240
Retained earnings 25,593 23,400
Total equity 41,253 36,640
Total liabilities and equity 90,363 93,590
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5.2  Statement of Changes in Equity  (not required by _A___________; ASPE requires a Statement of Retained Earnings along with supplemental disclosure of changes in other equity accounts)
Five classes of transactions that change equity:
(a) Profit or loss 
(b) [image: image1.wmf]Other comprehensive income (not applicable to __________)
(c) Dividends
(d) Capital transactions 
(e) Effect of changes in accounting policy and correction of errors
What is “other comprehensive income”?
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Tllustrator Ltd.
Statement of Changes in Equity
For the year ended December 31

2011
Accumulated
Share  OCI on AFS Retained 2010
In $000's capital  securities* earnings Total Total
Profit for the year - - 2,393 2,393 1,386
Other comprehensive income
Net gains on available-
for-sale securities _ 420 _ 420 240
Total comprehensive
income = 420 2393 2813 1,626
TIssuance of common shares 2,000 - - 2,000 -
Dividends declared - - (200) (200) (200)
Net change in equity 2,000 420 2,193 4,613 1,426
Balance at January 1 13,000 240 23,400 36,640 35,214
Balance at December 31 15,000 660 25,593 41,253 36,640

*OCI = other comprehensive income
AFS = available-for-sale investments (see Chapter 7)
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5.3  Statement of Comprehensive Income

· Recent development in accounting introduced by IFRS (not _____________; ASPE has a “regular” income statement but no such thing as other comprehensive income)
· Provides measure of return on capital -- Measure of performance
· Present, at a minimum, subtotal for profit/loss and total comprehensive income
· Present a single statement or two parts
· Analysis of expenses should classify expenses according to their
· Nature – source of the expense - mandatory
· Function – use to which expense has been put – optional
· Additional required disclosure: EPS
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Tllustrator Ltd.
Statement of Comprehensive Income
For the year ended December 31

In $000's except per share amounts 2011 2010
r® Revenues 15,800 13,600
Cost of goods sold (8,000)  (7,000)
Gross margin 7,800 6,600
Delivery expenses 751)  (649)
Administration (1,357)  (1,246)
Operating profit 5692 4705
| @ Interest expense (2,850)  (3,450)
@ Income from associates 500 550
Profit before tax 3342 1,805
r® Income tax (1,003) (542)
Profit from continuing operations 2339 1,263 e
Income from discontinued operations 54 123 &
t®  Profit for the year 2,393 1,386
® Net gains from available-for-sale securities 420 240
~®  Total comprehensive income 2,813 1,626 -
® Basic earnings per share
Continuing operations $ 234 § 126 e
Profit for the year $ 239 § 139
Le Diluted earnings per share
Continuing operations $ 234 § 126
Profit for the year $ 239 $ 139
Operating expenses categorized by nature
Raw ateralconned 2,630 2310
Birglhips s 3458 2,913
Depreciation of property, plant, and equipment 3,400 3,050
Other 620 622
10,108 8,895

et o)
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5.4  Cash Flow Statement

· Helps understand change in financial position in terms of cash and cash equivalents
·  Net change explained in terms of
· Operating activities
· Investing activities
· Financing activities
· Prepared using direct or indirect method
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3-19  Cash flow statement for lllustrator

Tllustrator Ltd.
Cash Flow Statement
For the year ended December 31

In $000's 2011 2010
Cash flows from operating activities
e  Profit before tax from continuing operations 3,342 1,805
Profit before tax from discontinued operations 77 176
Profit before tax 3,419 1,981 e
Non-cash items
Depreciation of property, plant, and equipment 3,400 3,050
Income from associates (500)  (550)
Interest expense 2,850 3,450
Increase in liability for employee pension benefits 120 140
‘Working capital adjustments
(Increase) decrease in trade and other receivables  (2,220) (1,050)
(Increase) decrease in inventories (950)  (682)
Increase (decrease) in trade and other payables 1,250 470
Increase (decrease) in warranty provision 10 -
Income tax paid (469) @249
Net cash from (used in) operating activities 6,910 6,565 e
Le Cash flows from investing activities
Proceeds from net assets held for sale 1,190 =
Purchase of property,plant, and equipment (6,900) -
Investment in grapevines (2,000) (1,500)
Net cash from (used in) investing activities (7,710) (1,500)
~® Cash flows from financing activities
Payment of finance lease obligation (340)  (320)
Repayment of long-term debt (8,000) (6,000)
Proceeds from issuance of common shares 2,000 =
Interest paid (2,850) (3,450)
Dividends paid (200)  (200)
Net cash from (used in) financing activities (9,390) (9,970)
Net increase (decrease) in cash and cash equivalents  (10,190) (4,905)
Cash and cash equivalents, January 1 11,405 16,310
Cash and cash equivalents, December 31 1,215 11,405
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Cash Flow Statement Statement of Comprehensive Income
For the year ended December 31 For the year ended December 31
In $000's 2011 2010 In $000's 2011 2010
Net cash from operating activities 6,833 6,566 Revenues 15,800 13,600
Net cash from investing activities  (7,633)  (1,500) Cost of goods sold (8,000) (7,000)
Net cash from financing activities  (9,390) (9,970) Delivery expenses (751)  (649)
Balance Sheet Administration (1,357) (1,246)
Net increase (decrease) in cash  (10,190)  (4,905) A Db Interest expense @850) (3,450)
Cash and cash equivalents, Jan. I 11,405 16,310 Income from associates 500 550
Cash and cash equivalents, Dec. 31 _1,215 11,405 In $000's 2011 2010 Income tax (1,003)  (542)
T Current assets Income from discontinued operations 54 123
t—t—v Cash and cash equivalents 1,215 11,405 Profit for the year 2,393 1,386
‘Trade and other receivables 15,820 13,600 Other comprehensive income 420 240
Inventories 8,180 7,230 Total comprehensive income 2,813 1,626
252150321055 ; i
Non-current assets 65,148 58,725 S = - .
Statement of Changes in Equity
Assets held for sale - 2,630
T For the year ended December 31
Total assets 90,363 93,590
= 2011
Accum.
Current liabilities 21,440 18,120 Share OCI on Retained 2010
N e ehtliabilities 27,670 37,390 In $000's capital  AFS earnings Total Total
Liabilities of disc. operations - 1,440 Profit for the year = = 2,393 2,393 1,386
Total liabilities 49,110 56,950 Other comprehensive income
Equity Net gains on avail.-
Share capital 15,000 13,000 < for-sale securities = 420 = 420 240
Reserves 660 240 «| Total comprehensive
Retained earnings 25,593 23,400 «| LICOIT - 420 2,393 2813 1,626 +
Total equity 41,253 36,640 Issuance of com. shares 2,000 = = 2,000 =
Dividends declared = = (200) (200) (200)

Total liabilities and equity 90,363 93,590

Net change in equity 2,000 420 2,193 4,613 1,426
Balance at January 1 13,000 240 23,400 36,640 35214

Balance at December 31 15,000 660 25,593 41,253 36,640
i} t 1

Notes to the financial statements
1. Statement of compliance:
‘The financial statements of Illustrator Ltd. have been prepared in accordance with International Financial Reporting Standards (IFRS).
2. Significant accounting policies, estimates, assumptions, and judgments.
3. Specific disclosures cross-referenced to the four financial statements.
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5.5  Note Disclosures

· Integral part of the financial statements
· IAS 1 provides general requirements
· An explicit statement of compliance with IFRS
· A summary of significant policies
· Disclosures required by specific standards 
· Disclosures to enhance understanding
· Describes recognized items as well as unrecognized items (e.g. contingent liabilities)

· Future cash flow information

· Different bases of measurement
6.  Discontinued Operations

· Separate line items required for non-current assets and liabilities “held for sale” (on balance sheet) and discontinued operations (on statement of comprehensive income).
Example:

Today is December 31, 2013.  Management of a sporting goods manufacturer had decided, as of July 10, 2013, to dispose of its bicycle division.  The bicycle division is clearly distinguishable,  _O_______________________________ and for _____________________________________ purposes, from the remainder of the enterprise.

In the 2012 fiscal year, the bicycle division generated pre-tax profits of $27,000.  From January 1 to July 10, 2013, the bicycle division generated pre-tax profits of $35,000.  At the time of the decision to sell, July 10, 2013, the company had estimated that the bicycle division would incur losses before taxes of $10,000 but actual operations from July 11 to December 31, 2013, resulted in losses before taxes of only $5,000.  At December 31, 2013, the bicycle division is expected to incur future pre-tax operating losses of $75,000 (excluding a loss on disposal) covering the period from January 1, 2014 up to and including the expected date of disposal, June 17, 2014.

The division is available for sale right now but an actual sale is more likely to occur sometime between now and 12 months from now.  The selling price of the bicycle division is reasonable, according to business valuations performed by specialists.  At December 31, 2013, the bicycle division had the following recorded on its ledger:  current assets of $130,000, long-term assets of $286,000 (fair value less costs to sell =$300,000), and current liabilities of $120,000.  The company is taxed at 40%.


6.1  Important definitions:

Discontinued Operation
The results of operations of a component of an enterprise that either has been disposed of (by sale, abandonment or spin-off) or is classified as held for sale should be reported in discontinued operations if both of the following conditions are met:
(a)     the operations and cash flows of the component have been (or will be) eliminated from the ongoing operations of the enterprise as a result of the disposal transaction; and
(b)     the enterprise will not have any significant continuing involvement in the operations of the component after the disposal transaction.
     Only items meeting the above criteria should be reported in discontinued operations. 

Component – A component of an enterprise comprises operations and cash flows that can be clearly distinguished, operationally and for financial reporting purposes, from the rest of the enterprise.



6.2  Recognition, Measurement, Presentation, Disclosure

Recognition Issues

The assets and liabilities related to a discontinued operation, that represent a component of an enterprise, should be recognized (re-classified) as “held for sale” if several criteria are met.  The important criteria are: 

1. management commits to a plan to sell;

2. the assets and liabilities are available for immediate sale;

3. the sale is probable and is expected to be completed within one year; and

4. the selling price is reasonable in relation to current fair value.

Measurement Issues

The long-term (capital) assets related to a discontinued operation should be measured at the lower of: (a) carrying value (NBV), and (b) fair value less cost to sell (i.e. net realizable value).  Assets “held for sale” should not be _A______________________.

Future expected gains or losses should not be accrued.

Presentation

I/S -- The results of discontinued operations, less applicable __________________, should be reported as a separate element of income or loss for both current and ___________________ periods.

NOTICE:

· Intra-period tax allocation.

· Both current and prior period income statements are affected (Presentation of I/S only).

B/S -- The assets and liabilities of a discontinued operation classified as “held for sale” should be presented separately in the asset and liability sections, respectively, of the balance sheet.

Disclosure

A description of the facts and circumstances leading to the disposal, and the expected manner and timing of disposal.

Any amount of write-down of long-term assets.

Amount of revenue and pre-tax profit of the discontinued operation.

6.3  Back to the Example.



12/31/2012
7/10/2013


12/31/2013


06/17/2014

Step 1 – Is it a “Discontinued Operation”?  “Component”?  Distinct from operational perspective and for financial reporting purposes?

Step 2 – Has it been disposed of?  If not, does it meet the Recognition Criteria of “Held for Sale”?

Step 3 – Consider recognizing a Write-down of the long-term assets (include as part of current year)

No write down required because…
But what if the fair value less costs to sell was $250,000?  What would the impact be?
Step 4 – Presentation of prior years and current year operations (no future losses, please)

Step 5 – What needs to be disclosed?

6.4  Why have separate presentation of Disc Ops from the remainder of the statement of comprehensive income?  Why separate it for current year and prior years?

Hint:  Qualitative Characteristics of Useful Information.

7.  Accounting Changes

(a) Errors

Company reports an _I_______________________ amount given the info at the time.

(b) Changes in Accounting Policy

· Policy changes are made at the discretion of management. IFRS allows changes in accounting policy only if the change results in the financial statements providing reliable and more _R____________________________ information…
· Effect of the change applies to all prior years that are affected.

· (U.S. GAAP treats these changes retroactively _W__________________ restatement)

(c) Changes in Estimates
· Estimates based on the best information available at the time.  Not an error.
· New information could suggest that alternate estimates more accurate.
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7.1  Example of Error Correction:  In February 2014, it was identified that Any Business Company (ABC) had omitted a $100,000 expense that should have been recorded in 2012.  This happened because the shareholder personally paid for an expense of ABC.  The journal entry in 2012 should have been:  DR Expense $100,000, CR Payable to Shareholder $100,000 and the related taxes would be $40,000.   DR Income tax receivable $40,000, CR Income tax expense $40,000.  Net effect on the 2012 income statement is $60,000.  This net $60,000 should be part of opening retained earnings in 2013.

2012 – If presented, the financial statements in 2012 should be revised to show the relevant transaction.

2013 – Because Closing Entries for 2012 have already been done and the Opening Retained Earnings figure (at January 1, 2013) as originally stated did not show the net $60,000 impact, a correction entry needs to be made as follows:

DR  Income tax receivable




$40,000  

DR  Retained Earnings, Opening (Jan. 1, 2013)
$60,000**

  CR  Payable to shareholder





$100,000

2014 – Since 2014 financial statements have not yet been finalized, no entry/correction is required.  The Ending Retained Earnings in 2013 (which includes the correction of the 2012 error) will be used as the Opening Retained Earnings for 2014.

	ANY BUSINESS COMPANY
	
	
	
	

	STATEMENT OF CHANGES IN EQUITY (Retained Earnings Only)
	
	
	
	

	FOR THE YEAR ENDED DECEMBER 31, 2013
	
	
	
	

	
	
	
	
	
	2013

	
	
	
	
	
	

	
	Opening Balance, as Previously Reported, January 1
	
	
	
	23,400,000 

	
	
	
	
	
	

	
	Correction of an Error from 2012, net of taxes of $40,000
	
	
	
	(60,000)

	
	
	
	
	
	

	
	
	
	
	
	 

	
	Opening Balance, as Restated, January 1
	
	
	
	23,340,000 

	
	
	
	
	
	

	
	Net Income (Profit or Loss)
	
	
	
	2,393,000 

	
	
	
	
	
	

	
	Dividends
	
	
	
	(200,000)

	
	
	
	
	
	

	
	Capital transactions, Reserves, etc.
	
	
	
	0 

	
	
	
	
	
	

	
	RETAINED EARNINGS, Ending Balance, December 31
	
	
	
	25,533,000 
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IFRS
An enterprise distinguishes
items of other comprehensive
income from items included in
net income (profit or loss).

An enterprise presents

either: (i) a statement of
comprehens

ive income; or (ii)

an income statement plus a
statement of comprehensive
income that details the items of
other comprehensive income.
TAS 1 {16 requires an
enterprise to make an “explicit
and unreserved statement of
compliance” with IFRS.
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ASPE

There is no concept of “other
comprehensive income” in

ASPE. Therefore, there is also no
concept of comprehensive income.
An enterprise presents an income
statement.

Section 1400 16 requires an
enterprise to state that it has
prepared its financial statements
in accordance with ASPE.













Prepared by:  Douglas Yee
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