Chapter 1: The Accounting Environment: What is accounting and why is it done?

Accounting:  is a system for producing information about an entity (an economic unit of some kind), and communicating that information to people who want or need the information for making decisions. 

Accounting is needed because: 
· More information leads to better decisions
· Cannot gather all information
· Must be selective in information
· Cost/benefit of gathering information
· Must avoid information overload

Two fields of accounting:
Financial Accounting:
· Provides accounting information to people who are outside the entity 
· Used for investment decisions
· Follows conventional practices
· Offers some consistency to users
Managerial Accounting: 
· Provides accounting information to managers of the entity
· Used for internal decision making
· Pricing of products
· Expansion plans
· Production decisions
· Rules are set by company
· No conventions to follow
 
The Accounting Environment
· External environment or parameters
· Political
· Cultural
· Economical
· Competitive
· Regulatory
· Legal
· Characteristics of entities
· Size/Industry/Risk
· Customers/Suppliers
· Distribution Channels/Obligations
· Public vs. Private/Labour Force
· Stage in life cycle
· Ownership Structure/Capital Structure
· Financing Requirements
· Constraints faced by the entities
· Contracts/law
· Accounting rules
· Demands of powerful users
· Income tax act
· Securities legislation
· Moral/ethical considerations
· The entity itself
· Individual/proprietorship
· Partnership/corporation
· Not-for-profit organization
· Government 
· Stakeholders
· Owners
· Shareholders/partners/proprietors
· Managers/customers/competitors
· Employees/unions/creditors 
· Regulators/tax authorities/potential investors
· Contributors/governments/politicians
· Public/communities

Preparers of Information
· Management of entity
· Neutral observers

Auditors
· External auditors
· Reports on reliability of statements
· Must remain independent
· Internal auditors
· Work for management
· Are not independent

Generally Accepted Accounting Principles (GAAP)
· Principles
· Conventions
· Practices
· Procedures/Rules
· Limitations
· Not universal between jurisdictions
· Not followed by everyone
· Flexible by their nature









Accounting Reports/Financial Statements
· Balance Sheet
· Income Statement	
· Statement of Retained Earnings
· Cash Flow Statement
· Notes to the Financial Statements
· Qualitative Characteristics
· Understandability
· Relevance
· Reliability
· Comparability



















Chapter 2 Financial Statements: A Window on an Entity

Who Prepares Financial Statements?
· Public companies
· Private companies
· Government entities – federal, provincial, municipal
· Not-for-profit organizations

General Purpose Financial Statements (GPFS)
· Intended for all users
· Prepared in accordance with GAAP
· Prepared at least once per year
· Must be interpreted by user
Underlying Issues
· Consolidated statements
· Comparative years
· Fiscal period is identified
· Presented in monetary terms
Balance Sheet
· Financial position at a point in time
· Also known as “Statement of Financial Position”
· Assets (A)
· Liabilities (L)
· Owners’ Equity (OE)
· Accounting Equation (A = L + OE)
Assets
· Economic resources available to entity
· Provide future benefit
· Current assets
· Used up within one year (operating cycle)
· Non-current assets
· Benefits extend beyond one year
· Result from transaction with another entity
· Cost can be determined
· Must provide future benefit
· Benefit must be reasonably measurable
Liabilities
· Obligations incurred by entity
· Not necessarily a legal obligation
· Current liabilities
· Paid or satisfied within one year
· Non-current liabilities
· Paid or satisfied beyond one year
Owners’ Equity
· Shareholders’ equity in a corporation
· Partners’ equity in a partnership
· Proprietors’ equity in a proprietorship
· Direct Investment
· Cash Investment
· Investment of assets by owners
· Reinvestment of earnings
· Retained earnings in corporation
· Reduced by dividends declared

Analysis Issues
· Liquidity measure
· Ability to pay when due
· Working capital	
· Current assets - current liabilities

The Income Statement
· Results for an accounting period
· Unlike balance sheet
· Revenues - Expenses = Net income (a.k.a. “Bottom line”)
Revenue
· Economic benefit from providing goods or services
· Represents an increase in owners’ equity
Expenses
· Economic sacrifices made to earn revenues
· Using up an asset or incurring a liability
· Cash expenses
· Accrued expenses

Gross Margin
· Gross margin = sales – cost of sales
· Gross margin % =   Gross margin
				Sales

Statement of Retained Earnings
· Summarizes changes during the period
· Opening retained earnings
· Plus net income for period
· Less dividends declared
· Equals ending retained earnings
Cash Flow Statement
· Cash from operations
· Stated on an accrual basis
· Cash from financing activities
· From long-term liabilities and directly from investors
· Cash from investing activities
· Used to buy capital assets


Users of Financial Statements
· Shareholders
· Creditors/regulators
· Franchise owners
· Potential investors
· Employees






















Chapter 3: The Accounting Cycle

The Accounting Cycle
· Economic event
· Captured by accounting system
· Not captured by accounting system
· Processed within accounting system
· Organize 
· Summarize
· Classify
Cash vs. Accrual Accounting
· Cash accounting
· All transactions recorded only on exchange of cash
· Accrual accounting	
· Exchange of cash is not the critical event
· Transaction recorded when main economic event occurs
Accrual Accounting
· The basis for Generally Accepted Accounting Principles (GAAP)
· Record economic changes
· Record cash transactions
· Transactions on credit
· Long term assets used over time
· Advance payments
· Change in asset values
Adjusting Entries
· Not triggered by exchanges with outside entities
· Recorded at end of accounting period
· Four types of adjusting entries
· Deferred/prepaid expense
· Deferred revenue
· Accrued expense/liability
· Accrued revenue/asset
· Only required in preparing statements
· Never involve cash
· One balance sheet account and one income statement account
Deferred/Prepaid Expense
· Assets purchased benefit more than one accounting period
· Future benefits consumed as time passes
· Must match use of assets to revenues generated
Deferred Revenue
· Payments received in advance
· No revenue recognized on receipt of cash
· Revenue recognized on supply of goods or services
Accrued Expense/Liability
· Liability recognized before invoice received
· Economic event is consuming the goods or services
· Transferred to accounts payable or paid when invoice received
Accrued Revenue/Asset
· Revenue recognized before cash received or invoice issued
· Interest revenue
· Project revenues
Closing Entries
· Income statement accounts are temporary accounts
· Closing entries “close” temporary accounts
· Happens at end of accounting period
· Balance transferred to retained earnings or owners’ equity







































Chapter 4: Income Measurement and the Objectives of Financial Reporting

Revenue Recognition
· When revenue and the related expenses appear on the income statement
· Generally “recognition” is when a transaction or economic event is recorded in an entity’s accounting system
· Criteria
· Performance has occurred
· Amount of revenue can be reasonably estimated
· Costs can be reasonably estimated
· Collection is reasonably assured
· Two approaches
· Critical event approach
· When critical event occurs it triggers recognition of revenue and matching of expenses
· Delivery of goods or services
· Completion of production
· Cash collection
· Completion of warranty period or right-of-return period
· Using different “critical” events can change the results
· Users need to know how revenue is recognized
· The self-interest of the preparer can affect its choice

· Gradual approach
· When critical event approach not appropriate
· Percentage of completion method
· Revenue and expenses recognized in each accounting period
· Completed-contract method
· Revenue and expenses only recognized at the end of the contract

Why Does GAAP Have Choices? 
· Too complex to define “rule” for every transaction/situation
· Need to have room for judgment 
· Not possible to create absolute consistency and comparability

Gains and Losses
· When assets are sold
· Reported separately from revenues and expenses
· Only net result is reported
Expense Recognition
· Match revenues and expenses
· Accounting estimates play a role
· Bad debts expense
· Returns
· Warranty expense
· Product costs vs. Period costs

Financial Reporting
· Provide information to stakeholders
· Shareholders/creditors/employees/others
· Reflect the self interests of preparers
· May differ from stakeholders’ interests
· Must be kept in check
Reporting Objectives
· Tax minimization
· Follow the methods that help them pay the lowest amount of tax possible
· Stewardship
· Information to be provided to those who invest or lend money to the company, but are not part of the company.
· Management evaluation
· Evaluation of people managing the company
· Performance evaluation
· Evaluation in a broader scale (the performance of the whole company)
· Cash flow prediction
· Prediction of future cash flow
· Monitor contract compliance
· Required to meet terms of the contract
· Earnings management
· Earnings management allows managers to choose the accounting methods that are acceptable to under GAAP to meet their objectives or possibly self interest.
· Managing earnings to reduce income
· Managing earnings to increase income
· Managing earnings to smooth income
· Minimum compliance
· Providing minimum amount of information to comply with reporting requirements
Accounting Choices
· All choices are influenced by:
· Constraints
· GAAP
· Auditors
· Terms of a contract
· Facts
· Economic circumstances
· Must be interpreted 
· Ambiguity leads to choices
· Objectives
· After satisfying both
· The constraints and
· The facts
· Then the objectives of the preparer can significantly influence the choice
· Factors That Affect Choice
· Stakeholder needs
· Managers’ self interest

Analyzing Accounting Problems
· Assess the entity and its environment
· Create a framework for analysis 
· Identify the accounting problems
· Rank the problems by importance
· Analyze the problems
· Make and explain recommendations and link back 
Framework for Analysis
· Identify users and uses of information
· Identify the objectives of reporting 
· Rank the objectives by importance
· Consider the accounting implications
· Identify the constraints
Analyze the Problem
· Identify possible alternatives
· Determine which alternatives violate constraints
· Analyze each alternative re: facts
Make Recommendations
· Understand your role
· Understand the limitations of incomplete information
· Support your recommendations


























Chapter 5: Generally Accepted Accounting Principles [GAAP]

GAAP:
· “The accounting rules” which define acceptable accounting practices
· Defined in CICA Handbook (in Canada)
· Defined by the AICPA (in the US)
· Defined also by the International Financial Reporting Standards
· Canadian standard setters have a strategic plan to adopt International Financial Reporting Standards (IFRS)
· Users must know GAAP – its strengths and weaknesses
· Rely on the Competence of Preparers

Basic Assumptions	
· Unit-of-measure assumption
· Stated in a common monetary measure
· Nominal unit-of-measure
· Does not change over time
· Pro = Aggregates diverse information
· Con = Cannot measure some important aspects
· Entity assumption
· Must define entity
· Not necessarily a separate legal entity
· i.e., partnership or proprietorship
· Record only transactions/information of the entity
· Separate owner(s) from the entity
· Going concern assumption
· Entity will continue operations
· Valuations based on being in business
· Amortization over economic useful life
· If not a “going concern”
· Use liquidation values
· Significant impact on asset values
· Periodic-reporting assumption
· Must determine accounting period
· Could be one month
· Could be one quarter (3 months)
· Could be one year
· Challenge to assign revenue and expenses to periods
· Over life of enterprise – no difference

Qualitative Characteristics
· Understandability
· For users with a reasonable level of knowledge
· User should have a willingness to study the information
· Otherwise user should get advice
· Comparability
· Should be comparable to similar entities
· Should be comparable to previous periods
· Consistency in application of GAAP is presumed
· If not – must disclose the effect of the change
· However, estimates can change and they also can have an impact on comparability

· Relevance
· Predictive value
· Cash flow and earnings
· Feedback value
· Actual vs. Forecasts
· Timeliness
· In time to influence decisions
· Reliability
· To be useful must provide reasonable representation of facts
· Components of reliability
· Verifiability
· Representational faithfulness
· Neutrality or freedom from bias
Relevance v. Reliability
· Both are necessary for information to be useful
· Often a conflict or trade-off needed
· Example – fair value may be more relevant, but not as reliable

Measurement Conventions
· Valuation
· Replacement cost
· Net realizable value
· Present value of future cash flows
· Historical cost
· Full disclosure
· All relevant information for users
· Competitive pressures
· Confidentiality concerns
· Supplementary information in notes
· Does the efficient market hypothesis work? 
· Recognition
· WHEN a transaction is recorded
· Covers assets, liabilities, revenues and expenses
· Disclosure in notes IS NOT recognition
· Matching
· Associating costs and revenues in same period
· Relevant to expensing capital assets
· Period costs are a function of time
· Often results in estimates
· Conservatism
· Dampens the effects of natural optimism
· Assets and revenues not overstated
· Liabilities and expenses not understated
· Losses recognized as soon as known
· Intended to influence accounting estimates
· Write down of assets if value diminished
· Non-arm’s length transactions
· Arm’s length establishes fair market value
· Non-arm’s length transactions often called related party transactions
· Non-arm’s length values are suspect
· GAAP requires disclosure of all “related party transactions”
Materiality
· Based on impact on decisions for users of the information
· Too much detail leads to information overload
· Level of materiality differs from case to case
· GAAP only applies to material items

Auditors’ Report
· Unqualified opinion
· An unqualified opinion consists of:
· Introductory paragraph
· Scope paragraph
· Opinion paragraph
· Qualified opinion
· Auditor’s opinion provides “reasonable assurance” that the financial statements present fairly, in all material respects
· The financial position of the company
· The results from operations
· In accordance with GAAP
· Adverse opinion
· Denial of opinion
Other Assurance Reports
· Review engagement
· Special purpose reports
· To interested parties other than shareholders
· Report on compliance with certain covenants or agreements












Chapter 6: Cash Flow, Profitability, and the Cash Flow Statement

Cash Flow Statement
· Cash flows are grouped into  3 categories
· Cash flows from operations 
· Cash flows from investing activities
· Cash flows from financing activities

Cash Flows – Operations
· Cash inflows
· Amounts received from customers
· Tax refunds
· Interest collected
· Cash outflows
· Payments for inventory purchases
· Payments to other suppliers
· Payments to employees
· Taxes paid
· Interest paid

Cash Flows - Investing Activities
· Cash inflows
· Sale of capital assets
· Collection of principal on loans made by entity
· Proceeds on sale of securities held for investment purposes
· Cash outflows
· Purchase of capital assets
· Loans made to other entities
· Purchase of securities of other entities made for investment purposes
· Amounts spent on intangible assets
· Quite straightforward:
· Changes in long term asset accounts
· Do not net out positive and negative changes
· Includes only transactions affecting cash

Cash Flows - Financing Activities
· Cash inflows
· Proceeds from sale of shares to investors
· Proceeds from issuance of debt to investors
· Amounts received from long-term bank loans
· Cash outflows
· Dividends paid to shareholders
· Repurchase of entity’s shares from investors
· Repayment of debt principal
· Repayment of long-term bank loans
· Quite straightforward:
· Changes in long term liabilities and capital stock accounts
· Do not net out positive and negative changes
· Includes only transactions affecting cash

Components of Cash
· Cash on hand
· Cash in bank accounts
· Short-term, liquid investments
· Certain bank loans

Cash From Operations
· More complex
· Choice of presentation
· Indirect or direct method
· Direct method reports cash collections and disbursements in detail
· Indirect method starts with net income
· Adjusts net income for non cash items included 
· Adjusts for operating cash flows that are not included in net income

Indirect Method
· Adjustments Required 
· Transactions included in the calculation of net income not involving cash
Changes in non-cash current operating accounts	

Interpreting Cash Flows
· Used to predict future events
· Operating cash flow sustains the business
· Financing activities supports growth
· Investing activities are required to maintain position in the market

Can it be manipulated?
· The information is less susceptible to manipulation
· Cannot exercise judgement on the accounting for cash
· BUT – can manipulate the timing of cash transactions in anticipation of how it will look on the the Cash Flow Statement















Chapter 7: Cash, Receivables, and the Time Value of Money

Cash
· Most liquid asset
· Vital to financial health
· Includes near cash items
· Treasury bills
· Guaranteed investment certificates (GICs)
Cash Management
· Effective cash management is a key function of management
· Cash is an unproductive asset
· Chequing accounts pay no interest
· Must invest into productive uses
· Important stewardship responsibility of management
· Internal controls over cash
· Segregation of duties
· Regular bank reconciliations
· Security procedures
Is a Dollar a Dollar?
· Time value of money
· A dollar today > A dollar tomorrow
· Compounding interest
· Effects of inflation
· Effects of foreign currency fluctuations
· Effects of uncertainty of receipt
Time Value of Money
· Valuing cash flows that occur at different times can be viewed from two perspectives
· Future value
· Present value
Future Value of Investment
· Variables include:
· Number of periods (n)
· Interest rate (r)
· Amount of the investment (I)
· Formula:  FVn,r  =  (1 + r )n  x  I
· Future value tables
Present Value of a Receipt
· Variables include:
· Number of periods (n)
· Interest rate (r)
· Amount to be received (I)
· Formula:  PVn,r  =      1        x  I                     				
   (1 + r )n 
· Present value tables
Future Value of an Annuity
· Variables include:
· Number of periods (n)
· Interest rate (r)
· Payment amount (P)
· Future value annuity tables
Present Value of an Annuity
· Variables include:
· Number of periods (n)
· Interest rate (r)
· Payment amount (P)
· Present value annuity tables
Receivables
· Amounts owing to an entity
· Usually result from selling on credit
· Accounts receivable
· Current asset
· If due within one year
Other Receivables
· Due from shareholders
· Tax refunds
· Owing from investments
· Dividends
· Interest
· Proceeds due on sale of asset
Uncollectible Receivables
· Possible losses is a cost of credit sales 
· Must record the expense of the uncollectible amount
· Must reduce the asset
· Direct write-off method
· Dr. Bad Debt Expense/Cr. Accounts Rec.
· Not good matching
· Allowance method
· Estimates must be made
· Percentage of receivables
· Estimate by reviewing balances 
· Accounts receivable aging summary
· Adjust allowance to match estimate
· Balance sheet approach
· Percentage of (credit) sales
· Based on estimate of annual sales
· Income statement approach
· Consistently high or low  —  adjust %
· Better matching
· Allowance for uncollectible accounts
· Contra asset account
· Cannot identify specific accounts
· Used for valuation purposes
Valuing Receivables
· Valued at net realizable value (NRV)	
· Factors affecting value
· Non payment of accounts (bad debts)
· Refunds to dissatisfied customers
· Early payment discount
· Must make accounting estimates
Write-off of Receivable
· Specific account deemed uncollectible
· Reduce accounts receivable (Cr)
· Reduce allowance  (Dr)
· No effect on net receivables balance
Long-Term Receivables
· May contain periodic interest provisions
· Payment amount may contain
· Element of principle
· Element of interest
· Use time value of money to evaluate
Financial Statement Analysis
· Hidden reserves
· Manipulating accounting estimates
· Current and quick ratios
· Examine liquidity of firm
· Accounts receivable turnover ratio
· Average collection period
Average Collection Period
· Use credit sales to determine effect
· Focus only on true “trade” receivables
· Use average receivable balance
· Compare to credit policies of firm






















Chapter 8: Inventory
What is Inventory?
· Goods available for sale
· Goods available for production
· Materials used in supplying service
Types of Inventory
· Manufacturer:
· Raw materials
· Work in process
· Finished goods inventory
Inventory Costs
· Retailer
· Cost of goods purchased
· Handling costs / freight in 
· Manufacturer
· Materials 
· Labour 
· Overhead
GAAP for Inventory
· Alternatives exist in GAAP
· General rule = account for at “cost”
· “Laid-down” cost = costs to get ready for sale
· Delivery costs
· Stocking costs
· Allocation of overhead
Perpetual Inventory Systems
· Keeps ongoing tally of purchases and sales
· Inventory adjusted when transactions occur
· Can determine cost of goods sold at any time
Periodic Inventory System
· Adjustments made only at end of period
· Purchases accounted for separately
· Cost of goods sold determined indirectly
· Beginning Inventory + Purchases - Ending Inventory = Cost of Sales 
Internal Control
· Counting inventory
· Security procedures
· Access controls
· Inventory tracking sheets
· Separation of duties
Valuation Methods
· Specific identification
· Track each item separately
· Appropriate for high cost items
· Subject to manipulation by management
· Flow of costs exactly matches flow of goods
· Average cost
· All goods for the period have same cost	
· No differentiation between products
· Particularly appropriate in process environments	
· First in, first out  (FIFO)
· Balance sheet values are from most recent purchases
· Cost of goods sold are from oldest purchases
· Flow of costs matches flow of goods
· Last in, first out	(LIFO)
· Balance sheet values are from oldest purchases
· Cost of goods sold are from most recent purchases
· Flow of costs does not match intuitive  flow of goods
Which Method is Best?
· GAAP is ambiguous
· Method used should be the one that “results in the fairest matching of costs against revenues”
· GAAP does not indicate a preference
· Each method has strengths and weaknesses
· Managers have discretion
· Depends on the objectives of the users and preparers
· Each has different impact on the financial statements - it is important to be aware of these impacts 
· CICA project underway to provide more guidance
Cash Flow Impacts
· Cash flow remains the same 
· Individual values for cost of goods sold and inventory change with method
· Analytical values will change
Lower of Cost and Market
· Must report value of inventory at the lower of cost and market (LCM Rule)
· What is market value?
· Replacement cost
· Net realizable value (NRV)
Inventory write-downs
· Include in cost of sales or as a separate line on the income statement
· The historical  cost, transaction based value of inventory is replaced with market value
· Consistency lost
· Conservatism gained
Manufacturing Industry
· Absorption costing includes all overheads in inventory
· Direct costing includes only direct materials/labour and variable overhead in inventory
· Prime costing includes only direct materials/labour in inventory
Service Industry
· Examples – banks, insurance, hotels, professional services
· No real inventory – ready for sale
· But accumulate costs on balance sheet 
Market Value Method
· Value inventory at either replacement value or net realizable value
· “Holding” gains or losses reported
· Recognizes gains and losses before inventory is sold
· Usually not GAAP
Consignment Inventory
· Inventory held for resale, not bought
· Commission paid on sale
· Inventory does not belong to seller
· Typical in art world
Inventory and Taxes
· Should use same method as for financial reporting
· Must use method that best reflects matching of costs and revenues
· In Canada, cannot use LIFO
Financial Statement Analysis
· Inventory turnover ratio
· Cost of sales/average inventory
· Days inventory on hand
· 365/inventory turnover ratio


















Chapter 9: Capital Assets
What are Capital Assets?
· Contribute to earning revenues over more than one period
· Tangible assets have physical form
· Intangible assets have no physical form
Capital Assets Valuation
· Recorded at original (historical) cost
· Capitalized on balance sheet
· Alternative valuation methods
· Net realizable value
· Replacement cost
· Value in use
Definition of Cost
· All costs associated with asset being ready for use
· May include wages of employees
· Capitalize interest until asset is ready
Betterment vs. Repair
· Betterment may increase useful life
· Betterment may increase efficiency
· Betterment may increase effectiveness
· Repairs allow asset to operate as intended
Basket Purchases
· If a basket of assets acquired
· Must allocate costs among assets acquired
· Flexibility in allocation if uncertainty exists
· Self interest of preparer might influence
Amortization
· Allocates cost of asset to periods
· Depreciation if tangible asset
· Amortization if intangible asset
· Depletion if natural resources
Attributes of Amortization
· Reflects the usage being made of asset
· Utilization of economic value of asset
· Match costs to revenues
· Reflects the obsolescence of the asset
· Amortize only cost less residual value
Amortization Methods
· Straight line
· Amortize in equal increments
· Amortize over useful life to residual value
· Implies equal contribution of asset to earning power each year
· Accelerated
· Amortize more in early years
· Amortize over useful life to residual value
· Implies more contribution of asset to earning power in early years
· Declining balance method is typical
· Usage based
· Amortize based on usage of asset
· Amortize over useful life to residual value
· Implies contribution to earning power in proportion to output
· Units of production is a typical form
· Decelerated
· Amortization lower in early years
· Amortize over useful life to residual value
· Intended to offset higher other costs in early years
· Real estate is typical where interest is high in early years
Statement Presentation
· Depreciation of tangible asset is a contra asset account
· Amortization of intangible asset is offset against the asset account
· No cash flow impact
· Amortization expense disclosed separately
Amortization and Income Tax
· Income tax act specifies depreciation for tax purposes
· Called “capital cost allowance”
· Divides assets into classes
· Specifies rate for each class
Capital Cost Allowance
· Declining balance method
· Ignores residual value
· Half year rule applies
· Does not necessarily match GAAP
· No choice in method or rate
Intangible Assets
· Knowledge assets
· Intellectual capital of a business
· Only capitalize assets acquired
· Development costs are an exception
Goodwill
· Intangible asset
· Only results from acquisition of a company
· Excess of purchase price over fair market value of net assets acquired
Oil and Gas Industry
· Capitalize costs of exploration and development
· Two methods of capitalizing
· Successful efforts
· Full costing
Disposal of Capital Asset
· Remove all aspects of asset and amortization from books
· Gain results if asset sold for more than net book value
· Loss results if asset sold for less than net book value
Write-Down of Assets
· If net recoverable amount less than net book value
· Must be permanent impairment of value
· Entry made to accumulated depreciation account
Capital Assets & Cash Flow
· Reported in investing activities section
· Purchase is a use — sale is a source
· Gains or losses are not cash flows
· Proceeds on disposal are the only cash inflow
Why is there Choice?
· Present information that is useful to stakeholders
· But can allow managers to meet own objectives
Financial Statement Analysis
· Choices that can affect the financial statements
· What costs get capitalized
· How capital assets are amortized
· Estimates of useful life and residual value
· The existence of unrecorded assets (especially intangible assets) 
· Write-downs and write-offs of capital assets
	Return on Assets
	=
	Net Income + After-tax Interest Expense

	
	
	Total Assets

















Chapter 10: Liabilities

What are Liabilities?
· Require sacrifice of resources
· Are unavoidable
· Result from past transactions or events
· Example – amounts owed to supplier for inventory
Valuation of Liabilities
· Long-term — at their present value
· Current liabilities — at face value
Current Liabilities
· Bank and other demand loans
· Accounts payable
· Collections on behalf of third parties
· Income taxes payable
· Dividends payable
· Accrued liabilities
· Unearned revenue
Disclosure
· Segregate current liabilities by major class
· Accounts payable and and accrued liabilities are usually shown together
· GAAP does not dictate detailed disclosure
Long-term Liabilities
· Debt Instruments
· Bonds
· Debentures
· Mortgages
· Notes payable
Bond Characteristics
· Obligation to pay periodic interest and principal
· Face value
· Maturity date
· Coupon rate
· Frequency of payment
Proceeds From Bonds
· Company may receive more or less than face value
· Determined by effective interest rate
· Amount of interest required by lender given the risk and current market rates
· May be more or less than face rate
Effective Rate vs. Face Rate
· Coupon rate < effective rate
· Proceeds to company < bond face value 
· Coupon rate > effective rate
· Proceeds to company > bond face value
· Coupon rate = effective rate
· Proceeds to company = bond face value
Other Characteristics
· Callable feature
· Option of the company
· Convertible feature
· Retractable feature
· Option of the purchaser
· Restrictive covenants
Pricing of Bonds
· Price equals PV of cash flow to buyer
· Discount rate is equal to market rate
· Cash flow is interest and principal
  PV of interest stream + PV of principal =  Proceeds on issuance of bond
Bonds Sold at a Discount
· Principal amount $5,000,000, five years
· Coupon rate  9% paid semi-annually
· Effective rate 10% (market conditions)
· PV interest = PVA 5, 10 = 225,000 x 7.72173
· PV principal = PV 5, 10  = 5,000,000 x 0.61391
· Price = $1,737,389 + $3,069,550
· Proceeds = $4,806,939 
Bonds Sold at a Premium
· Principal amount $5,000,000, five years
· Coupon rate  9% paid semi-annually
· Effective rate 8% (market conditions)
· PV interest = PVA 4, 10 = 225,000 x 8.11090
· PV principal = PV 4, 10  = 5,000,000 x 0.67556
· Price = $1,824,953 + $3,377,800
· Proceeds = $5,202,753 
Bonds Sold at Par
· Principal amount $5,000,000, five years
· Coupon rate  9% paid semi-annually
· Effective rate 9% (market conditions)
· PV interest = PVA 4.5, 10 = 225,000 x 7.91272
· PV principal = PV 4.5, 10  = 5,000,000 x 0.64393
· Price = $1,780,362 + $3,219,650
· Proceeds = $5,000,000 (rounding) 
Accounting for Bonds
· Bond discount or premium 
· Must be reduced to zero at maturity
· Two methods to amortize
· Straight line method
· Effective interest method 
Straight-line Method
· Amortization the same each period
· Amortization divided by number of periods
· Interest expense the same each period
· Over life equals interest payments plus premium or minus discount
Effective Interest Method
· Amortization changes each period
· Difference between interest expense and cash payment of interest 
· Interest expense changes each period
· Book value of bonds times effective interest rate
Accruing Interest
· Year end adjustment required
· Must match interest cost to period
· Interest payable is a current liability 
Early Retirement of Debt
· Market value of long-term debt may differ from book value
· Can purchase debt on open market for less than book value
· Must eliminate debt premium or discount 
An Example – Mortgages
· Usually require a blended payment of interest and principal
· On each payment date, payment is         divided between interest and principal
· Over life of mortgage, entire principal is repaid
· Interest expense is recorded each payment period


















Chapter 11: Owner’s Equity
Corporations
· Separate legal and taxable entity
· Ownership rests with shareholders
· Incorporated entity
· Taxes on profits paid by company
· Shareholders not liable for debts of company 
Proprietorships
· Ownership rests with one individual
· Not an incorporated entity
· Taxes on profits paid by individual
· Individual is liable for debts of business 
Partnerships
· Ownership rests with partners
· Not an incorporated entity
· Taxes on profits paid by partners individually
· Partners liable for debts of partnership 
Limited Partnerships
· Same characteristics as partnership
· Except limited partners are not liable for debts of partnership
· General partner runs partnership
· Limited partners invest in partnership 
Limited Liability Partnerships
· Often used by professional
· Examples, accountants, lawyers
· Innocent partners shielded from personal liability if not involved
Not-for-profit Organizations
· An entity whose objective is to provide services, not to make a profit
· Does not have “owners”
· Does not have shareholders’ equity
Equity
· Represents ownership of corporation
· Share in profits through dividends
· Dividends at the discretion of board of directors
· Entitled to distribution on winding up
· After debtholders are satisfied
Common Shares
· Represent the residual ownership of the company
· Common shareholders elect board of directors
· No guaranteed dividend
· Entitled to what is left over after obligations to debtholders and preferred shareholders 
Preferred Shares
· Have rights that must be satisfied before common shareholders
· Usually have specified dividend rate	
· Must be paid before dividend can be paid to common
· Preferred treatment on distribution of assets on winding up
· No participation in “upside” of company 
Preferred Shares Features
· Certain features may be offered
· Cumulative as to dividends
· Convertible into common shares
· Redeemable at discretion of company
· Retractable at discretion of shareholder
· Participating in profits
· Features are negotiated prior to issue 
Share Repurchases
· Corporation buys back its own shares from current shareholders
· Method of using excess cash 
· Reduces number of shares outstanding
· Increases earnings per share (EPS)
· Communicates belief that shares are undervalued in marketplace
Retained Earnings
· Profits reinvested into corporation
· All profits less dividends declared over life of corporation
· Usually no direct entries to retained earnings (limited exceptions)
Dividends
· Distribution of profits to shareholders
· All shareholders of a class get same amount per share
· Can be cash, property or stock
· Not expensed for accounting or tax purposes
· Are discretionary
· When declared they become a liability
· 3 important dates
· Date of declaration
· Date of record
· Date of payment
Stock Dividends
· Each shareholder receives additional shares
· Percentage ownership remains constant
· Decrease retained earnings account increase capital stock account
Stock Splits
· Like a large stock dividend
· No accounting entries made
· Reduces stock price in proportion
· Makes shares more affordable
· No real economic significance
Accounting Changes
· Change in accounting policy
· Examples - revenue recognition, inventory cost flow assumption, amortization method
· Change in estimate
· Examples – useful lives of assets, bad debt expense, warranty expense
· Change in Policy
· Retroactive adjustment with restatement
· Disclosure
· Change in Estimate
· Prospective only
· No disclosure
Comprehensive Income
· Comprehensive income – change in equity from transactions and economic events that do not include owners
· Two parts
· Net income
· Other comprehensive income
Leverage
· Use of debt to increase return to	 owners
· Use “someone else’s money”
· If cost of borrowing is less than return from business, excess goes to owners
· However, leverage creates an obligation to pay interest
Employee Stock Options
· Gives recipient right to buy shares in the future at a set price
· Exercise price is the price specified
· Expiry date is when the options must be exercised by or they expire
· Recorded as expense when granted at fair value
· When exercise price > market price –   “in the money”
· When exercise price < market price – “out of the money”
Economic Consequences
· Accounting has economic consequences
· Management compensation
· Compliance with covenants
· Selling price of business
· Taxes
· Rate changes if regulated
· Eligibility for government subsidies
· Ability to raise capital
Financial Statement Analysis
· Book value does not equal fair value
· Some assets are not recorded at all
· Few are recorded at their fair value
· Price to Book Ratio (PB Ratio)
= Stock market value of company
				Book value
· Earnings per share (EPS)
Basic earnings per share
	= 	Net income – Preferred dividends
		Weighted-average number of common shares
· Fully diluted earnings per share
· Return on equity (ROE)
		= 	   Net income – preferred dividends
			Average common shareholder’s equity








