FINAL EXAM COMM217 NOTES

Chapter 1 Financial Statements and Business Decisions 
Accounting
System that collects and processes (analyzes, measures, and records) financial information about an organization and reports that information to decision makers

Accounting entity
Organization for which financial data are to be collected

Structure of financial statement 
1. Name of the entity
2. Title of the statement 
3. Specific date of the statement 
4. Unit of measure 

IFRS--International financial reporting standards
Guidelines for the measurement rules used to develop the information in financial statements

Securities and Exchange Commission 
The U.S. government agency that determines the financial statements that public companies must provide to shareholders and the measurement rules that they must use in producing those statements

Ontario securities commission (OSC) 
The most influential Canadian regulator of the flow of financial information provided by publicly traded companies in Canada 



Accounting standards board (AcSB) 
The private-sector body given the primary responsibility to set the detailed rules that become accepted accounting standards 

International accounting standards board (IASB) 
An independent standard-setting board that is responsible for the development and publication of International Financial Reporting Standards 

Report to management (management certification) 
Indicates management’s primary responsibility for financial statement information and the steps to ensure the accuracy of the company’s records 

Audit report (report of independent auditors) 
Describes the auditors’ opinion of the fairness of the financial statement presentations and the evidence gathered to support that opinion 

Audit
An examination of the financial reports to ensure that they represent what they claim and conform to IFRS

Chapter 2 Investing and Financing Decisions and the Statement of Financial Position
Qualitative characteristics of accounting information 
· Relevance 
Relevant information can influence a decision; it has a predictive and/or confirmatory value 
· Material amounts
Amounts that are large enough to influence a user’s decision 
· Faithful representation 
Suggests that information provided in financial statements must reflect the substance of the underlying transactions, which may differ from their legal form
· Comparability of accounting information across businesses is enhanced when similar accounting methods have been applied 
· Information is verifiable if independent accountants can agree on the nature and amount of a transaction 
· Timely information enhances the information’s ability to predict future values and to confirm past values
· Understandability is the quality of information that enables users to comprehend its meaning 

The cost constraint 
Suggests that information should be produced only if the perceived benefits of increased decision usefulness exceed the expected costs of providing that information 

Separate-Entity Assumption
States that the activities of each business must be accounted for separately from the activities of its owners 

Unit-of-Measure Assumption
States that accounting information should be measured and reported in the national monetary unit 

Continuity Assumption
States that businesses are assumed to continue to operate into the foreseeable future

Historical Cost Principle
Requires assets to be recorded at the historical cash-equivalent cost, which is cash paid plus the current monetary value of all non-cash considerations also given on the date of the exchange 

Assets 
Economic resources controlled by an entity as a result of past transactions or events from which future economic benefits may be obtained 
Current assets (short term) turned into cash normally within one year. Inventory is always considered to be a current asset, regardless of the time 
a- Cash 
b- Short-term investment 
c- Trade and other receivables 
d- Inventories 
e- Prepayments 
f- Other current assets 
Non-current assets (long term) turned into cash over a period longer than next year 
a- Property, plant, and equipment
b- Financial assets 
c- Goodwill 
d- Intangible assets 
e- Other (miscellaneous) assets

Liabilities 
Debts or obligations of the entity that result from past transactions and that will be paid with assets or services 
Current liabilities (short term) satisfied by providing service within the coming year or paid cash
a- Trade and other payables 
b- Short-term borrowings
c- Income taxes payable
d- Accrued liabilities 
e- Provisions 
f- Other current liabilities 
Non-current liabilities (long term) maturities extending beyond one year from the date of the statement of financial position 
a- Long-term borrowings 
b- Deferred income tax liabilities 
c- Provisions 
d- Other liabilities 

Shareholders’ equity 
The financing provided by the owners and the operations of the business 
Includes the following;
1- Contributed capital 
2- Retained earnings (accumulated earnings that have not been declared as dividends)
3- Other components 
Contributed Capital
Results from shareholders providing cash (and sometimes other assets) to the business
 
Retained Earnings: 
Refers to the accumulated earnings of a company that are not distributed to the shareholders and are reinvested in the business 

Transaction 
An exchange between a business and one or more external parties to a business or (2) a measurable internal event, such as adjustments for the use of assets in operations

Account
Standardized format that organizations use to accumulate the monetary effects of transactions on each financial statement item 
-Receivables
-Payables
-Prepayments
-Deferred

Transaction Analysis
Process of studying each transaction to determine its economic effect on the entity in terms of the accounting equation 
1. Every transaction affects at least two accounts; it is critical to correctly identify the accounts affected and the direction of the effect (increase or decrease)
2. The accounting equation must remain in balance after each transaction
 
Dual effects 
The idea that every transaction has at least two effects on the basic accounting equation is known as the dual effects concept. 

Keep track of account balances                     
During the period;                                        After the period;
1-Analyze                                                     1- Adjust 
2-Record                                                       2- Prepare
3-Post                                                            3- Close 

T-Accounts
Tool for summarizing transaction effects for each account, determining balances, and drawing inferences about a company’s activities 

Debit: left side of an account           Credit: right side of an account 












Chapter 3 Operating Decisions and the Statement of Earnings
Operating Cycle
The time it takes for a company to pay cash to suppliers, sell goods and services to customers, and collect cash from customers

Periodicity Assumption
Means that the long life of a company can be reported in shorter periods 

Statement of earnings includes three major sections; 
1- Results of continuing operations
2- Results of discontinued operations
Net earnings (sum of 1-2)
3- Earnings per share

Revenues: increases in assets or settlements of liabilities from ongoing operations

Expenses: decreases in assets or increases in liabilities to generate revenues during the period 

Gross profit: net sales less cost of sales

Earnings from operations: operating income equals net sales less cost of sales and other operating expenses

Gains and losses are results of discontinued operations
Gains: increases in assets or decreases in liabilities from peripheral transactions

Losses: decreases in assets or increases in liabilities from peripheral transactions

Earnings before income taxes: pretax earnings equals revenues minus all expenses except income tax expense
Cash Basis Accounting: 
Records revenues when cash is received and expenses when cash is paid 

Accrual Basis Accounting 
Records revenues when earned and expenses when incurred, regardless of the timing of cash receipts or payments 

Revenue principle (p.114)
States that revenues are recognized when the significant risks and rewards of ownership are transferred to the buyer, it is probable that future economic benefits will flow to the entity, and the benefits and the costs associated with the transaction can be measured reliably 

Matching process (p.116)
Requires that expenses be recorded when incurred in earning revenue














Chapter 4 Adjustments, Financial Statements, and the Quality of Earnings 
 Accounting cycle (p.165)
Process used by entities to analyze and record transactions, adjust the records at the end of the period, prepare financial statements, and prepare the records for the next cycle. 

Adjusting entries
Entries necessary at the end of the accounting period to identify and record all revenues and expenses of that period 
*4 types of adjusting entries 
Deferred revenues
Previously recorded liabilities that need to be adjusted at the end of the accounting period to reflect the amount of revenues earned.
Ex: Deferred ticket revenue/deferred subscription revenue 
Adjusting entry: liability↓ and Revenue ↑

Accrued revenues
Previously unrecorded revenues that need to be recorded at the end of the accounting period to reflect the amount earned and its related receivable account
Ex: Interest receivable, rent receivable 
Adjusting entry: Asset↑ and Revenue↑

Deferred expenses
Previously acquired assets that need to be adjusted at the end of the accounting period to reflect the amount of expense incurred in using the assets to generate revenue
Ex: Supplies, prepayments, buildings and equipment 
Adjusting entry: Expense↑ and Asset ↑

Accrued expenses 
Previously unrecorded expenses that need to be recorded at the end of the accounting period to reflect the amount incurred and its related payable account
Ex: Interest payable, Wages payable, Property taxes payable 
Adjusting entry: Expense↑ and Liability↓

Trial balance
List of all accounts with their balances that provides a check on the equality of the debits and credits
Contra Account
An account that is an offset to, or a reduction of, the primary account

Carrying Amount 
Book value of an asset is the difference between its acquisition cost and accumulated depreciation, its related contra account

Materiality
Suggests that minor items that would not influence the decisions of financial statement users are to be treated in the easiest and most convenient manner

Permanent Accounts 
Statement of financial position accounts whose ending balances are carried into the next accounting period 
Temporary Accounts
Statement of earnings accounts that are closed to retained earnings at the end of the accounting period 

Closing Entries
Transfer balances in temporary accounts to retained earnings and establish zero balances in temporary accounts 

Income Summary (p.186)
Temporary account used only during the closing process to facilitate closing temporary accounts
Chapter 6 Communicating and Interpreting Accounting Information
Board of directors (audit committee)
Elected by the shareholders to represent their interests, is responsible for maintaining the integrity of the company’s financial reports

Unqualified audit opinion 
The auditors’ declaration that the financial statements are fair presentations in all material respects in conformity with IFRS

Institutional investors 
Managers of pension funds, mutual funds, endowment funds, and other funds that invest on behalf of others

Private investors
Include individuals who purchase shares in companies

Lenders (creditors)
Include suppliers and financial institutions that lend money to companies 

Press release
Written public news announcement normally distributed to major news services 

Chapter 7 Reporting and Interpreting Sales Revenue, Receivables, and Cash 
Sellers accepts credit cards as payment for many reasons
1- Increasing customer traffic at its stores
2- Avoiding the costs of providing credit directly to customers, including for record-keeping and bad debts
3- Lowering losses due to bad cheques
4- Avoiding losses from fraudulent credit card sales (Normally, the credit card company absorbs any losses if the seller follows the credit card company’s verification procedure) 
5- Receiving money faster (Since credit card receipts can be directly deposited in its bank account, the seller receives cash payments faster than it would if it provided credit directly to consumers)
Credit Card Discount
Fee charged by the credit card company for its services 

Sales Discount
Cash discount offered to encourage prompt payment of a trade account receivable 

Early Payment Incentive 
2/10, n/30
2= discount percentage
10=number of days in discount period 
N= total sales less returns
30= maximum credit period

Sales returns and allowances: 
Reduction of gross sales revenues for return of or allowances for unsatisfactory goods 
*Accumulated in a separate account called sales returns and allowances

Gross Profit Percentage 
Gross profit/Net sales 

Trade Receivables
Open accounts owed to the business by trade customers

Note Receivable: 
Written promise that requires another party to pay the business under specific conditions (amount, time, interest) 
Accounting for bad debts
Allowance Method
Bases bad debt expense on an estimate of uncollectible accounts

Bad Debt Expense (doubtful accounts expense)
The expense associated with estimated uncollectible trade receivables 

Allowance for Doubtful Accounts
A contra-asset account containing the estimated uncollectible trade receivables 

Aging of Trade Receivables Method
Estimates uncollectible accounts based on the age of each trade receivable 
*to estimate bad debts

Internal Control
Refers to the process by which the company’s board of directors, management, and other personnel provide reasonable assurance regarding the reliability of the company’s financial reporting, the effectiveness and efficiency of its operations, and its compliance with applicable laws and regulations

Cash
Money or any instrument the banks will accept for deposit and immediate credit to the company’s account, such as cheque, money order, or bank draft

Cash Equivalents
Short term, highly liquid investments that are readily convertible to known amounts of cash and that are subject to an insignificant risk of change in value 

Cash Management 
1- Accurate accounting so that reports of cash flows and balances may be prepared
2- Controls to ensure that enough cash is on hand to meet (1) current operating needs, (2) maturing liabilities, and (3) unexpected emergencies
3- Prevention of the accumulation of excess amounts of idle cash. Idle cash earns no revenue; therefore, it is often invested in securities to earn revenue (return) until it is needed for operations 
Effective Internal Control of Cash: 
1- Separation of duties related to cash handling and recordkeeping
A. Complete separation of the tasks of receiving cash and disbursing cash ensures that the individual responsible for depositing cash has no authority to sign cheques
B. Complete separation of the procedures of accounting for cash receipts and cash disbursements ensures, for example, that those handling sales returns do not create fictitious returns to conceal cash shortages
C. Complete separation of the physical handling of cash and all phases of the accounting function ensures that those either receiving or paying cash have no authority to make accounting entries 
2- Prescribed policies and procedures

Bank Statement: 
A monthly report from a bank that shows deposits recorded, cheques cleared, other debits and credits, and a running bank balance 

Bank Reconciliation
Process of verifying the accuracy of both the bank statement and the cash accounts of a business 
1- Bank service charges
2- NSF cheques
3- Interest 
4- Deposits in transit 
5- Outstanding cheques 
6- Errors


Chapter 8 Reporting and Interpreting Cost of Sales and Inventory
Inventory
Tangible property held for sale in the normal course of business or used in producing goods or services for sale

Merchandise Inventory
Includes goods held for resale in the ordinary course of business

Raw Materials Inventory
Includes items acquired for the purpose of processing into finished goods

Work-in-Process Inventory
Includes goods in the process of being manufactured

Finished Goods Inventory 
Includes manufactured goods that are complete and available for sale 

Direct Labour
Refers to the earnings of employees who work directly on the products being manufactured

Factory Overhead
Includes manufacturing costs that are not raw material or direct labour costs 

Cost of Goods Available for Sales
Refers to the sum of the cost of beginning inventory and the cost of purchases for the period 

Cost of Sales Equation
Beginning Inventory + New Purchases – Ending Inventory = Cost of sales

Internal Control of Inventory
1- Separation of responsibilities for inventory accounting and physical handling of inventory
2- Storage of inventory in a manner that protects it from theft and damage
3- Limiting access to inventory to authorized employees
4- Maintaining perpetual inventory records
5- Comparing perpetual records to periodic physical counts of inventory

Perpetual Inventory System 
Detailed inventory record is maintained, recording each purchase and sale during the accounting period 

Periodic Inventory System
Ending inventory and cost of sales are determined at the end of the accounting period based on a physical count

Three generally accepted inventory costing method are available to determine the cost of sales; 
1- Specific identification
2- First-in, First-out (FIFO)
3- Weighted average
Specific identification method: identifies the cost of the specific item that was sold 

FIFO
Assumes that the oldest units (first costs in) are the first units sold 

Weighted-Average Cost Method
Uses the weighted-average unit cost of the goods available for sale for both cost of sales and ending inventory


Net realizable Value
Expected sales price less estimated selling costs

Lower of Cost and Net Realizable Value (LCNRV)
Valuation method departing from the cost principle; it serves to recognize a loss when the net realizable value drops below cost

Purchase Returns and Allowances
Reduction in cost of purchases associated with unsatisfactory goods 

Purchase Discount
Cash discount received for prompt payment of an account 

Chapter 9 Reporting and Interpreting Property, Plant, and Equipment; Natural Resources and Intangibles

Long-Lived Assets 
Tangible or intangible resources owned by the business and used in its operations to produce benefits over several years. 
Eg. Property, Plant, Equipment, and intangible position 
Tangible Assets
Physical Substance
Land 
· Reported separately on the statement of financial position
· No depreciation
· Impaired in value 
Building, fixtures and Equipment
· Reported separately on the statement of financial position 
· Details in a note on annual report

Biological resources
Ex: Gold, diamonds, oil, etc. 
-These experience depletion


Measuring and recording acquisition cost
Cost Principle 
All reasonable and necessary costs incurred in acquiring a long-lived asset, placing it in its operational setting, and preparing it for use should be recorded in a designated asset account
· When a company purchases a land: all incidental costs by purchaser should be included in the cost 
· Eg. Legal fees, title insurance, delinquent taxes, surveying fees, etc. 

Acquisition Cost
Net cash-equivalent amount paid or to be paid for the asset 

If Wesjet buys an aircraft…
For Cash 
Aircraft (+A) … $28,000,000
	Cash (-A) … $28,000,000
For Debt
Aircraft (+A) … $28,000,000
	Note Payable (+L) … $28,000,000 
For Equity (give x amount of shares to the company)
Aircraft (+A) … $28,000,000
	Common Shares (+SE) … $28,000,000

As soon as the asset is available for use, the accumulated construction costs will be depreciated over its productive life. The amount of interest that is included in the cost of construction is called capitalized interest. 
Capitalized Interest
Interest on borrowed funds directly attribuable to construction until the asset is ready for its intended use. 

Basket Purchase 
Acquisition of two or more assets in a single transaction for a single lump sum 
For example, Westjet buys building and land $3,000,000. However, the market value is $1,890,000 for the bulding and $1,260,000 for the land which equals $3,150,000.
Building
Market value/ Total market value = 1,890,000/ 3,150,000 = 60%
Land
Market value/Total market value = 1,260,000/ 3,150,000= 40%

60% x 3,000,000 (Total Cost)= $1,800,000 Building
40% x 3,000,000 (Total Cost)= $1,200,000 Land

Land (+A) …….. $1,200,000
Building (+A) … $1,800,000
	Cash (-A) …………………. $ 3,000,000

Repairs, Maintenance, and Betterments 
Most assets require substantial expenditures during useful life

Expenditure
Payment of money to acquire goods or services

Ordinary Repairs and Maintenance – or revenue expenditures 
· Expenditures for normal operating keep-up of long-lived assets
· These cash outlays are recorded as expense 
· Recurring in nature, involving relatively small amounts 
· Eg. Routine maintenance 
Extraordinary repairs or betterments 
· Infrequent expenditures that increase the assets economic usefulness in the future 
· Involve large amount of money 
· Improve an assets’ economic usefulness in the future through either increased efficiency or longer life 
· Eg. Complete replacement of a machine 
Betterments 
Costs incurred to enhance the productive or service potential of a long-lived asset 

Capital Expenditures
Increase the productive life, operating efficiency, or capacity of the asset and are recorded as increases in assets accounts, not as expenses
· There is no clear line distinguishes between capital expenditures and revenue expenditures
· Make subjective decision as to: is it an expense or an asset?

Depreciation 
Process of allocating the acquisition cost of buildings and equipment over their useful lives by using a systematic and rational method
· Depreciation is a concept of cost allocation
· Under the cost principle, the cost of a long lived asset is recorded as its current market value only on the acquisition date

Depreciation expense (E) … $18,000,000
	Accumulated depreciation (A) … $18,000,000

The periodic depreciation expense throughout the assets’ useful life are accumulated in the contra-asset account ‘accumulated depreciation’ and deducted from the related assets’ acquisition cost

Carrying Amount
Acquisition cost of an asset less accumulated depreciation and any write-downs in asset value 
Cost – Acc. Dep. = carrying amount

Calculation of Depreciation Requires
1. Acquisition cost
2. Estimated useful life to the company
3. Estimated residual (salvage) value at the end of the asset’s useful life to the company
2/3 accounts are estimates. Therefore, depreciation expense is an estimate 

Estimated Useful Life 
· Expected service life of an asset to the current owner
· Eg. expect the building to last 40 years and the car 20 years
Residual (salvage) Value
· The amount the company expects to recover upon disposal of the asset at the end of its estimated useful life 
· The expected value of the sale of an asset at the end of its estimated useful life 
· Eg. Buildings are able to maintain a high residual value, whereas specialized machines often have low residual value because they depreciate rapidly
Depreciation Method 
Straight-Line Depreciation
Method that allocated the cost of an asset in equal periodic amounts over its useful life

Formula: see graph copybook

· Depreciation expense is a constant amount each year
· Accumulated depreciation increases by an equal amount each year
· Carrying amount decreases by the amount each year until it equals the estimated residual value
· Fixed expense – constant each year 


Units-of-Production Method 
Allocate the cost of an asset over its useful life based on a multiple of the straight-line rate (often 2 times) 

Formula: see graph copybook

· Accumulated depreciation, not residual value, is included in the formula. Therefore, as accumulated depreciation increases, then carrying amount decreases
· Declining amounts over time 
Double-Declining method
Formula: see graph copybook

Change in Depreciation Estimate p.486
Substitute the carrying amount from the original acquisition cost, the new residual value for the original amount, and the estimated remaining useful life for the original estimated useful life
Measuring Asset Impairment 
Fair Value
Reflects the amount at which an asset can be bought or sold between two knowledgeable, willing parties in an arms’-length transaction

Value in Use
Measured as the present value (or cash equivalent) of future cash flows expected to be derived from use of the asset over time 

Impairment
Occurs when events or changed circumstances cause the carrying amount of these assets to exceed their recoverable amount, which is the higher of its value and its fair value less costs to sell 
· If carrying amount ≥ Recoverable amount, the asset is impaired
Loss due to impairment of assets (-SE) … 7,000,000 
	 Aircraft (-A) …………………………………..$7,000,000
Disposal of Property, Plant, and Equipment 
· A business may voluntarily decide not to hold a long-live asset for its entire life 
· Disposals of long-lived asset seldom occur on the last day of the accounting period 
· A business may also dispose of an asset involuntarily as a result of a casualty such as storm, fire, accident, etc.
Requires two entries 
1. Adjusting entry to update depreciation expense and accumulated depreciation accounts
2. Entry to record disposal 
Depreciation expense (-E) ……..… $71,000
	Accumulated depreciation (-XA) ……… $71,000 
Cash (+A)………………………. $1,900,000
Accumulated depreciation (+XA)..$295,000
Loss on sale of asset (-SE)………..$405,000
	Aircraft (-A)……………………………..$2,600,000
Gains or losses on disposal occurs because
1. Depreciation expense is based on estimates that may differ from actual experience
2. Depreciation is based on original cost, not current market value 

When trading assets
Computer hardware (A)……………………… $4,600
Accumulated depreciation – Vehicule (XA)…. $16,000
Loss on disposal of assets (SE)……………….. $1,000
	Vehicule (A)……………………………………….. $20,000
	Cash (A)……………………………………………..$1,600

Natural Resources and Intangible Assets
Assets that occur in nature, such as mineral deposits, timber, oil and gas (Wasting assets)

Depletion
Systematic and rational allocation of the cost of a natural resource over the period of exploitation
Oil inventory (A) … $6,000,000
	Oil reserve (A) … $6,000,000 
	*or car accumulated depletion (XA)

Deplation Rate
Dividing the total acquisition and development cost by the estimated units that can be withdrawn economically from the resource (same as the unit-of-production method

Acquisition and Amortization of Intangible Assets 
Amortization
Systematic and rational allocation of the acquisition cost of an intangible asset over its useful life 

Definite Life 
Patent amortization expense (E) … $40,000
	Patent (A) ………………………….. $40,000
	*or Accumulated amortization (XA)
Indefinite Life 
· Not amortized
· Tested for possible impairment at least annually 
Loss due to impairment …. $30,000
	Copyright ………………… $30,000

Intangible Assets
Goodwill
The excess of the purchase price of a business over the market value of its identifiable assets and liabilities 
Purchase price – fair market value of identifiable assets and liabilities = goodwill reported


Trademark
Exclusive legal right to use a special name, image, or slogan
· Purchased trademarks that have definite lives are amortized on a straight-line basis over their estimated useful life (up to 40 years period) 

Patents
Granted by federal government for an invention. It is an exclusive right given to the owner to use, manufacture, and sell the subject of the patent 
· A patent that is purchased is recorded at cost

Copyright 
Exclusive right to publish, use, and sell a literary, musical or artistic work
· Same principles/guidelines as patent

Franchise 
Contractual right to sell certain products or services, use certain trademarks, or perform activities in a geographical region 

Technology
Includes costs of computer software and web development 

Licenses and operating rights 
Obtained through agreements with governmental units and agencies permit owners to use public property in performing their services

Research and development expense – Not an intangible asset 
If an intangible asset is developed internally, the cost of research is recorded as an expense

Leaseholds
Rights granted to a lessee under a lease contracts. Leasehold improvements: recorded as an asset
Chapter 10 Reporting and Interpreting Current Liabilities 
Liabilities
Debts or obligations arising from past transactions that will be paid with assets or services 

Current Liabilities 
Short term obligations that will be paid within the normal operating cycle or one year, whichever is longer
· Within one year normally 

Liquidity
Ability to pay current obligations

Trade Payables 
Transactions made on credit, with cash payments occurring after the goods or services have been provided

Accrued Liabilities
Expenses that have been incurred but have not been paid at the end of the accounting period
1. Income Taxes Payable 
· Current portion and a deferred portion 
2. Taxes other than income taxes 

Cash (A) …. 44.80 
	Sales Revenue (R) …. 40.00
	GST payable (L) ……. 2.00
	PST payable (L) …….. 2.80 
3. Payroll Liabilities
· At the end of each period; earned salaries that have not been paid
· May be reported as a separate item or as accrued liabilities
4. Employee Deductions 
· Amount of income tax withheld from the employees’ salary is recorded by the employer as a current liability between the date of deduction and the date as which the amount held is remitted to the government 
· CPP (Canada Pension Plan)
· QPP (Quebec Pension Plan) 

Compensation expense (E) …………. 1,800,000
	Liability for income taxes withheld (L) …………. 450,000
	CPP payable (L) …………………………………. 71,000
	EL payable (L) ……………………………………. 35,000
	Cash (A) ………………………………………… 1,244,000
The employer must also contribute an equal amount of CPP contributions and 1.40 times the employees’ contributions to EL.
Compensation expense (E) ……………… 120,000
	CPP payable (L)……………………………… 71,000
	EL payable (L) ………………………………. 49,000

Notes Payable 
When company borrows money, a format written contract is made. The obligations supported by the written notes is a note payable
· Creditors are willing to lend cash because they will earn interest as compensation for giving up the use of their money for a period 

Time Value Money
Interest that is associated with the use of money over time 
Borrower: Interest is an expense
Creditor: Interest is a revenue

To Calculate Interest
1. The principal (cash that was borrowed)
2. Annual interest rate 
3. Time period for the loan 
Interest = Principal X Annual Interest Rate (in decimal) X Time (in years)

Cash (A) …. 100,000
	Note payable short term (L) …. 100,000

Eg. $100,000 X 6% X 2/12 = $1,000

Interest expense (E) … 1,000
	Interest payable (L) … 1,000

Deferred Revenues 
Revenues that have been collected but not earned, they are liabilities until the goods or services are provided
Cash (A) … 81.6
	Deferred warranty revenue (L) … 81.6
If 74.7 is earned at the end of the period 
Deferred warranty revenue … 74.7
	Revenue for extended warranty … 74.7

Provision 
Liability of uncertain timing or amount
Recognized when these conditions are met; 
1. An entity has a present obligation as a result of past events 
2. It is probable that cash or other assets will be required to settle the obligation 
3. Reliable estimate can be made of the amount of the obligation
Estimate: 
Warranty expense (E) ……. 5,405,000
	Provision for product warranty (L) … 5,405,000
When knowing the cost to satisfy warranty obligations
Provision for product warranty … 4,490,000
	Cash ………………………………….. 4,490,000
Contingent Liabilities and Commitments 
Possible liability that is created as a result of a past event; it is not an effective liability until some future event occurs.
· Eg. Lawsuits, environmental problems, tax disputes

Whether a situation produces a provision or a contingent liability depends on 2 factors: 
1. Probability of the future economic sacrifice 
2. The ability of management to estimate the amount of the liability reliably 
*Table: level of certainty of the present obligation p. 550

Commitments 
Reflect contractual agreements to enter into transactions with other parties
· To buy or sell goods and services or to make specific payments are not normally recorded in all accounting system as long as there is no exchange transaction 
· Commitments to pay or receive cash are relevant to financial statement users and help them in predicting the company’s future cash flows

Working Capital 
[bookmark: _GoBack]Difference between current assets and current liabilities
· Important for managers and financial analysts 
· Significant impact on the health and profitability of a company 
· Too little working capital  -- runs the risk of not being able to meet its obligations to creditors 
· Too much working capital – may tie up resources in unproductive assets and incur additional costs

Deferred Income Tax Assets and Liabilities
1. Product warranty costs that are recognized as a liability and an expense for financial reporting purposes when the related products are sold, but are deductible for tax purposes only when payments under the warranty are made 
2. Long lived assets, including development costs, which are usually depreciated by using the straight-line method for financial reporting purposes, but are depreciated on an accelerated basis (capital cost allowance: CCA) for tax purposes
· Temporary difference between depreciation expense and CCA
· The main issue: timing of the recognition of revenues and expenses for financial reporting in tax purposes 
· These temporary difference cause the income tax expense to be different from income tax payable 
Difference between Income Tax Expense and Income Tax Payable is called deferred income tax 
Income tax expense (E) ….. 10,000,000
	Deferred income taxes (L) …….. 2,000,000
	Income tax payable (L)…………..8,000,000

Present value concepts
The current cash equivalent of an amount to be received in the future, or a future amount discounted for compound interest 

Future value
The sum to which an amount will increase as a result of compound interest

Annuity
A series of equal amounts of cash that are paid or received at equally distant point in time 
1. An equal dollar amount each interest period 
2. Interest periods of equal length (year, half-year, or month) 
3. Equal interest rate each interest period 
*Present value table is important!

Chapter 11 Reporting and Interpreting Non-current Liabilities 
Characteristics of long-term notes and bonds payable
Bond Principal
The amount payable at the maturity of the bond. It is also the basis for computing periodic cash interest’s payments 

Par value/face amount
Other names for bond principal or the maturity value of a bond
Stated Rate
The rate of interest per period specified in the bond contract

Types of Bonds
Unsecured Bond (debenture)
No assets are pledged as a guarantee of repayment at maturity

Secured Bond
Specific assets are pledged as a guarantee of repayment at maturity

Callable Bond
Bond may be called for early retirement by the issuer 

Convertible
Bond may be converted to common shares of the issuer

Indenture
Bond contract that specifies that legal provisions of a bond issue 
· When a bond is issued, the investor receives a bond certificate
· Bond Certificate: bond document that each bondholder receives

Trustee
Independent poorly appointed to represent the bondholders 

Bond Dealers 
1. Sell bonds to institutional investors such as banks, insurance companies, and mutual and pension funds
2. Create a secondary market for bonds by trading them for their own account in response to supply and demand by institutional investors 

Default Risk 
The higher the risk of default, the higher will be the interest rate required to successfully persuade investors to purchase the bond 
· Bond prices change for two main reasons 
1. Changes in creditworthiness 
2. Changes in market interest rate 
Reporting Bond Transactions 
Two types of cash payments 
1. Principal
2. Cash interest payments—Coupon rate is the stated rate of interests on bonds
Market Interest Rate
Current rate of interest on a debt when incurred
*Also called yield or effective-interest rate

Bond Premium
Difference between selling price and par value when the bond is sold for more than par 

Bond Discount
Difference between selling price and par value when the bond is sold for less than par 

Eg. $100,000 bonds; 7% interest rate
· 6% sells at premium $107,481
· 7$ sells at par $100,000
· 8% sells at discount $92,206

Bonds Issued at Par
Bonds sell at their par value when buyers are willing to invest on them at the interest rate stated on the bond 
Cash (A) … 400,000
	Bonds payable (L)… 400,000

Bonds interest expense (E) … 12,000
	Cash (A) …………………….. 12,000

Bonds Issued at a Discount
Bonds sell at a discount when the market rate of interest demanded by the buyers is higher than the stated interest rate offered by the issuer 
Cash (A) ……………………… 345,644
Discount on bonds payable (XL).. 54,356
	Bonds payable (L) ………………. 400,000
Effective interest method (at a discount) 
Amortizes a band discount or premium on the basis of the effective interest rate 
1. Compute interest expense 
Interest expense = Unpaid balance X Effective interest rate X n/12 
N= # of months in each period
2. Compute the amortization amount 
Amortization of bond discount = Interest expense – interest paid (accrued)
Bond interest expense (E) …. 13,826
	Discount on bonds payable (XL) … 1,826
	Cash (A) ………………………….. 12,000

Bonds Issued at a Premium 
Bonds sell at a premium when the market rate of interest is lower than the stated interest rate 
Cash (A) ................... 465,417
	Premium on bonds payable (L)… 65,417 
	Bonds payable (L) ……………… 400,000
Bond interest expense (E)
Premium on bonds payable (L)
	Cash (A)
Basic difference between effective-interest amortization of a bond discount a bond premium is that amortization of a discount increases the carrying amount of the liability and the amortization of a premium reduces it 
Retractable Bonds 
May be turned into early retirement at the option of the bondholder

Bonds payable (L)………………… 400,000
Loss on redemption of bonds (SE)… 30,428
	Discount on bonds payable (XL)……… 26,926
	Cash (A)……………………………….. 404,000

Lease Liabilities 
Operating lease 
Does not transfer substantially all the risks and rewards of ownership 

Finance lease 
Transfers substantially all the risks and rewards of ownership from the lessor to the lessee 
Must satisfy the following conditions: 
1. Ownership of the asset is transferred to the lessee at the end of the lease term 
2. The lease contract provides the lessee with an option that purchase the asset is the future at a price that is expected to be sufficiently lower than its fair market value at the time the option becomes exercisable 
3. The lease form is for the major part of the assets’ economic life even if title is not transferred 
4. The present value of the minimum lease payments is substantially all of the fair value of the leased asset when the lease is signed 
5. The leased assets are of such a specialized nature that only the lessee can use them without major modifications
Leased equipment (A) 25,000,000
	Lease payable (L)  ……… 25,000,000
Employees Retirement Benefits 
Defined Contribution Program 
The employer makes cash payments to an investment fund. When employers retire, they are entitled to a portion of the fund 

Defined Benefit 
An employee’s retirement benefit are based on a percentage of his or her pay at retirement or certain amount of money for each year of employment 

*Reporting interest expense on bonds by using the straight-line amortization method 
Straight-line Amortization 
Of bond discount or premium is a simplified method that allocates an equal amount to each interest period 
ALL FORMULAS
1. Interest payment = Principal X CR X Time
2. Interest Expense = Carrying amount X MR X Time 
3. Discount amortized = Expense – Payment 
4. Unamortized discount = unamortized last year – discount amortized 
*If it is a premium: unamortized last year + discount amortized 
5. Carrying value : Face value – unamortized discount 

Chapter 12 Reporting and Interpreting Shareholders’ equity
Benefits of Share Ownership 
1- A voice in management – vote at shareholders’ meeting 
2- Dividends – a part of companies’ net earnings 
3- Residual Claim – receive a proportionate share of the distribution of remaining assets upon liquidation of the company

Authorized, Issued, and Outstanding Shares 
Authorized number of shares
Maximum number of shares that can be issued, as specified in the charter of the corporation 

Issued Shares 
Refers to the number of shares that have been issued 

Outstanding Shares 
Total number of shares that are owned by shareholders on any particular date 
Common Shares
Basic voting shares issued by a corporation; called residual equity because the rank after preferred shares for dividend and liquidation distributions 

Per Value
Nominal value per share specified in the charter; it serves as the basis for legal capital 

No Par Value Shares 
Shares that have no par value specified in the corporate charter 

Legal Capital 
Permanent amount of capital defined by law that must remain invested in the business; it serves as a cushion for creditors 

Initial Sale of Shares 
Initial Public Offering (IPO)
Very first sale of a company’s share to the public
· Once the shares of company are traded on established markets, additional sales of new shares to the public are called seasoned new issues/secondary share offerings.
Most Sales of shares to the public are cash transactions
Cash (A)  4,500,000
	Common shares (SE) 4,500,000
Sale of shares in Secondary Markets: not recorded by the company. However, management look at transactions very closely.

Repurchase of Shares 
To increase the market price of shares 
Common shares (SE) …………… 1,700,000
	Cash (A) ……………………………… 1,500,000
	Contributed surplus (SE) …………………200,000
Common shares (SE)……. 1,700,000 
Contributed surplus (SE)… 200,000
Retained earnings (SE)…… 100,000
	Cash (A) ………………………. 2,000,000

Dividends on Common Shares 
Dividend Declaration 
1- Declaration date – board officially approved a dividend 
2- Date of record – corporation prepares the list of current shareholders as shown on its record; dividends paid to the shareholders who own shares on that date 
3- Payment date – cash dividend paid to the shareholders of record

Declaration of Dividends 
Dividends declared – Common (SE) ……. 439,700,000
	Dividends payable – Common (L) …………….. 439,700,000
When payment is made: 
Dividends payable – Common (L) ……… 439,700,000
	Cash (A) ………………………………………… 439,700,000

Two Fundamental Requirements For Payment of Cash Dividends 
1- Sufficient Retained Earnings 
2- Sufficient Cash 

Stock Dividends And Stock Splits 
Stock Dividends 
Distribution of additional shares of a corporation’s own equity 
Eg. 10% stock dividend on common share issued; 100,000 shares; $20/share
Dividends declared – Common (100,000*20%*20) (SE) 200,000
	Stock dividend to be issued (SE) …………………………. 200,000

Issuance and Distribution 
Stock dividend to be issued (SE) 200,000
	Common Shares (SE) ……………. 200,000

Stock Splits 
· Not dividends 
An increase in the total number of authorized shares by a specified ratio; it does not decrease retained earnings 
· Eg. 2-1 split / 3-1 split 

Preferred Shares 
Shares that have specified rights over common shares 
· Preferred shares do not grant voting rights 
· Permits them to raise funds without diluting common shareholders control of the company
· Preferred shares are less risky than common shares. Priority for dividends and distribution 
· Preferred shares are fixed dividend rate; stated value of $x

Convertible Preferred Shares 
Preferred shares that are convertible to common shares at the option of the holder 

Redeemable/Callable Preferred Shares 
At some future date at the option of the issuing corporation 

Retractable Preferred Shares
Preferred shares have the right to receive the redemption price from the corporation at a specific future date 


Dividends on Preferred Shares 
Current Dividend Preference 
Feature of preferred shares that grants preferred shareholders priority for dividends over common shareholders 
First = preferred shares 
Second = common shares 

Cumulative Dividend Preference 
Feature of preferred shares that requires specified current dividends not paid in full to accumulate for every year in which they are not paid. These cumulative preferred dividends must be paid before any common dividends can be paid.

Dividends in Arrears 
Dividends on cumulative preferred shares that have not been declared in prior years 

Chapter 13 Analyzing Financial Statements 
Product Differentiation 
Under this strategy, companies offer products with unique benefits, such as high quality or unusual features or style. These unique benefits allow a company to charge higher prices. In general, higher prices result in higher profit margins, which lead to higher returns on equity.

Cost Advantage
Under this strategy, companies attempt to operate more efficiently than their competitors, allowing them to offer lower prices to attract customers. The efficient use of resources is captured in the total asset turnover ratio, and as the ROE model illustrates, a high total asset turnover ratio leads to higher return on investment 

Component percentage
Expresses each item on a particular financial statement as a percentage of a single base amount

ALL RATIOS!!!!!!!
