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Chapter 1
1. How accounting makes it possible to use scarce resources more efficiently
· Accounting provides reliable, relevant and timely information to managers, investors, and creditors so that resources are allocated to the most efficient enterprises
· Accounting also provides measurements of efficiency (profitability) and financial soundness
2. The meaning of “stakeholder” & key stakeholders in financial reporting and what is at stake for each one
· Stakeholder: parties who have something at risk in the financial reporting environment
· Anyone who prepares, relies on, reviews, audits, or monitors financial info
· Key stakeholders (traditional users of financial info):
· Investors – investment
· Creditors – loan
· Management – job, bonus, reputation, salary, access to capital markets by company
· Securities Commissions & Stock Exchanges – reputation, effective and efficient capital marketplace
· Analysts & Credit Rating Agencies – reputation, profits
· Auditors – reputation, profits (companies are their clients)
· Standard setters – reputation
3. Objective of financial reporting
· To communicate information that is useful to key decisions maker such as investors and creditors in making resource allocation decisions (including assessing management stewardship) about the resources and claims to resources of an entity and how these are changing
4. How information asymmetry and bias interfere with the objective of financial reporting
· Information symmetry: all stakeholders should have access to the same info in order to ensure that good decisions are made in the capital marketplace
· Why information asymmetry exists: 
· Of necessity, management has access to more info so that it can run the company and they must ensure they don’t give away info that can harm the company, such as in a lawsuit, where disclosure might cause the company to lose
· Moral hazard theory: Management bias whereby management act in its own self-interest, such as wanting to maximize management bonuses
· Information asymmetry may cause:
· Capital markets to be less efficient
· Stock prices to be discounted or costs of capital to increase
· Detract good companies from raising capital in the particular market where relevant info is not available (adverse selection)
· The efficient markets hypothesis is felt to exist only in a semi-strong form, meaning that only publicly available info is assimilated into stock prices
· Aggressive accounting – when managers decide to downplay the negative and focus on the positive (in form of overstated assets and/or net income, understated liabilities and/or expenses, or carefully selected note disclosures that emphasize only positive events)
· Conservative accounting – opposite of aggressive accounting
5. The need for accounting standards
· GAAP (generally accepted accounting principles): a set of standards that is generally accepted and universally practiced
· Without this set of standards each enterprise would have to develop their own set of standards and readers of financial statements would have to become familiar with every company’s particular accounting and reporting practices which would make it almost impossible to prepare statements that could be compared
· Accounting standards help deal with the information asymmetry problem
6. Major entities that influence the standard-setting process and how they influence financial reporting
· The Canadian Accounting Standards Board (AcSB): the main standard-setting body in Canada for private companies, pension plans, and not-for-profit organizations. Its mandate comes from the Canada Business Corporations Act and Regulations as well as provincial acts of incorporation.
· The International Accounting Standards Board: established IFRS for public companies
· International Financial Reporting Standards (IFRS): public companies’ GAAP that public companies must follow in order to access capital markets
· Provincial securities commissions: monitor the access to capital markets by public companies and require public companies to use IFRS in order to access capital markets 
· The Financial Accounting Standards Board (FASB): influences IFRS standard setting
· Private companies may choose to use IFRS (especially if planning to go get access to capital markets eventually) 
· Public companies that list on the U.S. stock exchange may choose to follow U.S. GAAP
7. & 8. 	The meaning of GAAP (Generally Accepted Accounting Principles) & the significance of professional judgment in applying GAAP
· Either principles that have substantial authoritative support, such as the CICA Handbook, or those arrived at through the use of professional judgment and the conceptual framework
· Professional judgment plays an important role in Accounting Standards for Private Enterprises (ASPE) and IFRS since much of GAAP is based on general principles, which need to be interpreted
9. Challenges and Opportunities of Accounting
· Challenges: oversight in the capital markets, centrality of ethics, standard setting in a political environment, principles-based versus rules-based standard setting, the impact of technology, and integrated reporting
· All of these require the accounting profession to continue to strive for excellence and to understand how accounting adds value in the capital marketplace
Chapter 2
1. Usefulness and main components of a conceptual framework for financial reporting
· A conceptual framework is needed to (1) create standards that build on an established body of concepts and objectives, (2) provide a framework for solving new and emerging practical problems, (3) increase financial statement users’ understanding of and confidence in financial reporting, and (4) enhance comparability among different companies’ financial statements
· The first level deals with the objective of financial reporting – the “why”
· The second level includes qualitative characteristics of useful info and elements of financial statements – bridge between levels 1 and 2
· The third level includes foundational principles and conventions – the “how”
2. Qualitative characteristics of accounting information
· The overriding criterion by which accounting choices can be judged is decision usefulness; that is, the goal is to provide the info that is the most useful for decision-making
· Fundamental characteristics (2 characteristics that MUST be present):
· Relevance
· Representational faithfulness
· Enhancing Characteristics (may be trade-offs): 
· Comparability
· Verifiability
· Timeliness
· Understandability 
3. The basic elements of financial statements
· Assets: the three essential characteristics are:
1. There is some economic benefit to the entity
2. The entity has control over the benefit
3. The benefits result from a past transaction or event
· Liabilities: the three essential characteristics are:
1. They represent a present duty or responsibility
2. The duty or responsibility obligates the entity, leaving it little to no discretion to avoid it
3. The transaction or event results from a past transaction or event
· Equity is a residual interest in an entity that remains after deducting its liabilities from its assets
· Revenues are increases in economic resources, either by inflows/other enhancements of an entity’s assets or by settlement of its liabilities, which result from an entity’s ordinary activities.
· Expenses are decreased in economic resources, either by outflow/reductions of assets or by the incurrence of liabilities that result from an entity’s ordinary revenue-generated activities
· Gains are increases in equity (net assets) from an entity’s peripheral or incidental transactions and from all other transactions and other events and circumstances affecting the entity during a period, except those that result from revenues or investments by owners
· Losses are decreases in equity (net assets) from an entity’s peripheral or incidental transactions and from all other transactions and other events and circumstances affecting the entity during a period, except those that result from expenses or distributions to owners
· Comprehensive Income includes net income and other comprehensive income
· Other comprehensive income is made up of revenues, expenses, gains, and losses that are recognized in comprehensive income but not in net income. Examples:
· Unrealized holding gains and losses on certain securities and property, plant, and equipment (revaluation method)
· Certain gains and losses related to foreign exchange instruments, foreign operations, and certain types of hedges
· Certain gains and losses related to remeasurement of defined benefit plans and liabilities measured at fair value
4. The Foundational Principles of Accounting
· Economic Entity: the assumption that the activities of a business enterprise an be kept separate and distinct from its owners and any other business unit
· Control: the entity has the power to make decisions and reap the benefits or be exposed to the losses (which are variable)
· Revenue recognition: revenue is generally recognize when it’s (a) earned, (b) measureable, and (c) collectible/realizable
· Matching principle: the assumption assists in the measurement of income by assuring that costs (related to long-lived assets) incurred in earning revenues are booked in the same periods to facilitate timely reporting
· Monetary unit: the assumption that money is the common denominator by which economic activity is conducted, and that the monetary unit gives an appropriate basis for measurement and analysis
· Going concern: the assumption that the business enterprise will have a long life
· Historical cost principle: existing GAAP requires that many assets and liabilities be accounted for and reported based on their acquisition price
· Fair value principle: assets and liabilities are valued at fair value – that is, an exit price – and viewed from a market participant perspective
· Full disclosure principle: accountants follow the general practice of providing info that is important enough to influence in informed user’s judgment and decisions

5. Factors that contribute to choice and/or bias in financial reporting decisions
· Choice is the result of many things, including principles-based standards, measurement uncertainty, and increasingly complex business transactions
· If there is no primary source of GAAP for a specific decision, then professional judgment must be used, making sure that the accounting policies chosen are consistent with the primary sources of GAAP and the conceptual framework
· Financial Engineering is the process of legally structuring a business arrangement or transaction so that it meets the company’s financial reporting objective which can be a dangerous practice since it often results in biased info
· Fraudulent Financial Reporting often results from pressures on individuals or the company which may come from various sources, including worsening company, industry, or economic conditions; unrealistic internal budgets; and financial statement focal points related to contractual, regulatory, or capital markets expectations
· Weak internal controls and governance also contribute to fraudulent financial reporting
6. Current trends in standard setting for the conceptual framework
· The IASB And FASB will continue to work toward a common conceptual framework
· The project on objectives and qualitative characteristics is complete
· The boards are focusing on defining elements and the recognition/measurement frameworks
7. How fair value is measured (Appendix 2A)
· Fair value measurement is a market-based approach that incorporates the specific attributes of the asset/liabilities being measures, the valuation premise (how the asset/liability is to be used), the principal market, and the valuation technique
· Since market prices are not always available, valuation models are used to measure the value
· Inputs to these models are either observable in the market or not
· Observable inputs are most useful since they are most objective
· The fair value hierarchy established three levels of inputs, with level 1 being the highest and best type of input (based on observable market prices). Because level 3 inputs are more subjective, additional disclosures are required
· Valuation models include discounted cash flow and options pricing models
Chapter 3
1. Basic accounting terminology
· Event – generally the source or cause of changes in assets, liabilities, and equity
· Transaction – an external event involving a transfer or exchange between two or more entities or parties
· Account – a systematic arrangement that accumulated transactions and other events
· Permanent and temporary accounts – Permanent accounts are asset, liability, and equity accounts; they appear on the statement of financial position whereas temporary accounts are revenue, expenses, and dividend accounts; except for dividends, they appear on the statement of comprehensive income and are closed at the end of each fiscal year
· Ledger– the book containing the accounts
· Journal – the book of original entry where transactions and other selected events are first recorded
· Posting – the process of transferring the essential facts and figures from the journal to the ledger accounts
· Trial balance – a list of all open accounts in the ledger and their balances
· Adjusting entries – entries that are made at the end of an accounting period to bring all accounts up to date on an accrual accounting basis so that the correct financial statements can be prepared
· Financial statements – statements that reflect the collecting, tabulating, and final summarizing of the accounting data
· Closing entries – the formal process for reducing temporary accounts to zero and then determining net income or net loss and transferring it to an owner’s equity account
2. Double-entry rules
· The left side of any account is the debit side; the right side is the credit side
· All asset and expense accounts are increased when debited and decreased when credited
· All liability and revenue accounts are increased when credited and decreased when debited
· Shareholders’ equity, Common Stock and Retained Earnings are increased on the credit side, whereas Dividends is increased on the debit side
3. How transactions affect the accounting equation
· In a double-entry accounting system, for every debit there must be a credit and vice versa
· The basic accounting equation for corporations: Assets = Liabilities + Shareholders’ Equity
· The effect of individual transactions on the statement of financial position can be explained using the basic accounting equation
· The shareholders’ equity portion of the equation can also be expanded to illustrate the effect of transactions on components of equity such as common shares and retained earnings
· Whenever a transaction occurs, the elements of the equation change, but the equality of the two sides of the equation remains unaffected.
4. The steps in the accounting cycle and the steps in the recording process
· (1) Identification and measurement of transactions and other events
· (2) Journalizing
· (3) Posting
· (4) The unadjusted trial balance
· (5) Adjustments
· (6) The adjusted trial balance
· (7) Statement preparation
· (8) Closing
· The first 3 steps in the accounting cycle form the basis of the recording process used by most medium-sized companies
· The simplest journal form is a chronological listing of transactions and events that are expressed as debits and credits to particular accounts that are then transferred (posted) to the general ledger
· To help prepare financial statements, an unadjusted trial balance should be prepared at the end of a specific period after the entries have been recorded in the journals and posted to the general ledger
5. The reasons for and preparation of adjusting entries
· Adjusting achieves a proper matching of revenues and expenses, which is needed to determine the correct net income for the current period and to achieve and accurate statement of the end-of-the-period balances in assets, liabilities, and owners’ equity accounts
· When preparing adjusting journal entries, you must first determine how the original transaction was recorded
· If a statement of comprehensive income account was used initially, an adjustment may be required to set up the proper statement of financial position account at the end of the period
6. How the type of ownership structure affects financial statements
· The type of ownership structure that a business enterprise uses determines the types of accounts that are part of the equity section
· In a corporation, ordinary or common shares, contributes surplus, retained earnings, and accumulated other comprehensive income are commonly shown separately on the statement of financial position
· In a proprietary or partnership, an owner’s capital account is used to indicate the investment in the company by the owner(s)
· An owner’s drawings or withdrawal account may be used to indicate withdrawals by the owner(s)
· These two account are grouped or netted under owners’ equity
7. Preparing closing entries and other matters to the closing process
· In the closing process, all of the revenue and expense account balances (income statement items) are transferred to a clearing account called Income Summary, which is used only at the end of the fiscal year
· Revenues and expenses are matched in the Income Summary account
· The net result of this matching, which represents the net income or net loss for the period, is then transferred to a shareholders’ equity account (retained earning for a corporation and capital accounts for proprietorships and partnerships)
· Under a perpetual inventory system these are a few additional items to consider:
· The balance in the inventory account should represent the ending inventory amount
· When the inventory records are maintained in a periodic inventory system, a purchases account is used; the inventory account is unchanged during the period
· The inventory account balance represents the beginning inventory amount throughout the period and must be adjusted at the end of the period by closing out the beginning inventory amount and recording the ending inventory amount
8. 10-column work sheet and financial statements
· This 10-column work sheet provides columns for the first trial balance, adjustments, adjusted trial balance, statement of comprehensive income, and statement of financial position
· The work sheet does not replace the financial statement, it is simply the accountant’s informal device for accumulating and sorting the information that is needed for the financial statements 
Chapter 4
1. How firms create value and manage performance
· A business is based on a basic model of obtaining financing, investing in assets, and using those assets to generate profits
· Different industries have different business models; even within an industry, different businesses may have different strategies for generating revenues
· Some businesses and industries are risker than others and companies must decide on how to manage these risks which costs money and reduces profits
· Capital markets demand greater returns from riskier businesses
2. How users use info about performance to make decisions
· Users use info about performance to evaluate past performance and profitability and to provide a basis for predicting future performance
· They also use info to help asses risk and uncertainty regarding future cash flows
3. The concept of and assessing quality of earnings/information
· The concept of quality of earnings is used by analysts and investors to asses how well the reported income reflects the underlying business and future potential
· When assessing the quality of earnings, consider all information about a company
· High-quality earnings have various attributes:
· Unbiased and objectively determined
· Reflect the economic reality
· Reflect primarily the earnings generated from ongoing core business activities
· Closely correlate with cash flows from operations
· Based on sound business strategy and business model
· Presentation: transparent (no attempt made to mislead) and understandable
· Where the info is biased, this degrades the quality
4. The differing perspectives on how to measure income
· There are various ways of measuring income, including operating income, net income, and comprehensive income
· IFRS recognizes the concept of comprehensive income but this is not included under ASPE
· Other comprehensive income consists of a set list of items identified under IFRS essentially dealing with certain unrealized gains/losses
· Changes in revaluation surplus under the revaluation method for property, plant, and equipment
· Certain gains and losses on measurement of defined benefit pension plans
· Gains and losses arising from translating the financial statements of certain foreign operations
· Gains and losses on hedging instruments for certain hedges – recycled to net income
· Gains and losses on remeasuring FV-OCI investments – recycled to net income under IAS 39
· Under IFRS, some of these items are recycled (reclassified) to net income and some are not
5. Measuring and reporting results of discontinued operations
· The gain or loss on disposal of a business component involves the sum of the following:
· (1) The income or loess from operations to the financial statement date
· (2) The gain or loss on the disposal of the business component
· These items are reported net of tax among irregular items in the income statement
· Related assets are identified on the balance sheet where material
· Under IFRS, non-current assets are reclassified to current assets
6. Measuring income and preparing the income statement and the statement of comprehensive income
· There are many ways to present the income statement and the statement of comprehensive income
· GAAP lays out certain minimum requirements but beyond that, a company has some leeway to present the information as it wishes
· The goal is to ensure that the statements present info about performance in a transparent manner, including presenting items such that users can see which are ordinary versus peripheral activities
· IFRS allows the statement of comprehensive income to be presented in a combined statement or two statements
· By convention, companies use what is known as a single-step method or a multiple-step method (or a variation of the two)
· IFRS requires entities to provide info about either the nature or function of expenses	
· When info is provided using function of expenses, additional disclosures should be made regarding the breakdown of the nature of expenses as the latter has good cash flow predictive value
· The entity should choose the method that best reflects the nature of the business and industry
7. Statement of retained earnings and the statement of changes in equity
· The retained earnings statement should disclose net income (loss), dividends, prior period adjustments, and transfers to and from retained earnings (appropriations) – required under ASPE
· The statement of changes in equity shows all changes in all equity accounts including accumulated other comprehensive income (OCI) – required under IFRS and takes place of the retained earnings statement 
8. How disclosures and analysis help users of financial statements assess performance
· Disclosures include notes and supplementary info
· They provide background and explanatory info necessary to understand the business
· Investors and analysts use quality of earnings analysis to help determine a company’s value
9. Differences in accounting between IFRS and ASPE and potential changes
· The IASB may eventually change the way financial statements are presented
· The major statements, including balance sheet, income statements, and statement of cash flows, would be classified according to business and financing activities
· The IASB is also working to harmonize the definition of “component” for purposes of discontinued operations
ASPE:
· Can present expenses according to their nature or function, free to choose but should choose option that is the most transparent
· Held-for-sale assets and liabilities are classified as current or non-current depending on the nature unless the assets have been sold prior to the completion of financial statements
· Discontinued operation component includes operating segments, reporting units, subsidiaries, asset groups, and operations with no assets – must provide noting that operations and cash flows must be or will be eliminated and the enterprise must have no significant continuing involvement
· OCI/Comprehensive Income is not recognized – either part of net income or separate component of shareholders’ equity
· EPS is not mentioned
· Statement of retained earnings is required
IFRS:
· IFRS requires that the entity present an analysis of expenses based either on nature or function
· Held-for-sale assets and liabilities are reclassified as current 
· Discontinued operation component includes major lines of business or geographical areas and business acquired with an intent to resell
· Certain items must be classified as either comprehensive income or net income and entities are required to prepare as statement of comprehensive income
· Basic and diluted EPS must be presented in the statements 
· The statement of changes in equity is required
10. Differences between the cash basis of accounting and the accrual basis of accounting
· The accrual basis of accounting provides info about cash inflows and outflows associated with earnings activities as soon as these cash flows can be estimated with an acceptable degree of certainty; aids in predicting future cash inflows by reporting transactions and events with cash consequences at the time the transactions and events occur, rather than when the cash is received and paid
· The cash basis focuses on when the cash is received or dispersed, and therefore it is not the nest predictor of future cash flows if the company has irregular cash flow patterns
Chapter 5
1. The statement of financial position and statement of cash flows from a business perspective
· SFP provides info about a company’s liquidity and solvency in order to assess the risk of investing (or increasing investment) in a company. In addition, the SFP provides details about the company’s financial structure, such as whether it is financed by debt or equity
· SFP is useful for analyzing a company’s liquidity, solvency, and financial flexibility
· A company’s statement of cash flows may be used to asses its earnings quality and obtain information about its operating, investing, and financing activities
2. Uses and limitations of a statement of financial position
· The SFP provides info about the nature and amounts of investments in enterprises resources, obligations to creditors, and the owners’ equity in net resources
· The SFP contributes to financial reporting by providing a basis for:
· Calculating rates of return
· Evaluating the enterprise’s capital structure
· Assessing the enterprise’s liquidity, solvency, and financial flexibility
· The SFP has limitations including:
· Often does not reflect the current value, because accountant shave adopted a historical cost basis in valuing and reporting many assets and liabilities
· Judgments and estimates must be used in preparing a SFP. The collectability of receivables, the saleability of inventory, and the useful life of long-term tangible and intangible assets are difficult to determine
· The SFP leaves out many items that are of financial value to the business but cannot be recorded objectively, such as human resources, customer base, and reputation
3. The major classifications of a statement of financial position
· The SFP’s general elements are assets, liabilities, and shareholders’ equity
· The major classifications within the SFP are:
· On the asset side
· Current assets
· Investments
· Property plant, and equipment
· Intangible assets
· Other assets
· On the liability side
· Current liabilities
· Long-term liabilities
· On the shareholders’ equity side (in a corporation)
· Shares
· Contributed surplus
· Retained earnings
· Accumulated OCI
4. Classified statement of financial position
· The most common format lists liabilities and shareholders’ equity directly under assets on the same page
5. Statement of financial position information that requites supplemental disclosures
· 5 types of information are normally supplemental to account titles and amount presented on the SFP
· Contingencies – material events that have an uncertain outcome
· Accounting policies – explanations of the valuation methods that are used or the basic assumptions that are made for inventory valuation, amortization methods, investments in subsidiaries, and so on
· Contractual situations – explanations of certain restrictions or covenants that are attached to specific assets or, more likely, liabilities
· Additional Information – clarification by giving more detail about the composition of SFP items
· Subsequent events – events that happen after the date of the SFP
6. Major disclosure techniques for the statement of financial position
· There are 4 methods of disclosing pertinent information in the SFP:
i. Parenthetical explanations – additional info or description is often provided by giving explanations in parentheses that follow an item
ii. Notes - notes are used if additional explanations or descriptions cannot be sown more conveniently as parenthetical explanations
iii. Cross-reference and contra items – a direct relationship between an asset and a liability is cross-referenced on the SFP
iv. Supporting schedules – often a separate schedule is needed to present more detailed information about certain assets or liabilities because the SFP provides just a single summary item
7. The purpose and content of the statement of cash flows
· The main purpose of the statement of cash flows is to provide relevant info about an enterprise’s cash receipts and cash payments during a period
· Reporting the course, uses, and net increase or decrease in cash let investors, creditors, and others know what is happening to a company’s most liquid resource
· Cash receipts and cash payments during a period are classified in the statement of cash flows into 3 different activities:
1. Operating Activities – involve cash effects of transactions that enter into the determination of net income
2. Investing activities – include making and collecting loans and acquiring and disposing of investments (both debt and equity) and property, plant, and equipment
3. Financing activities – involved liability and owners’ equity items and items
a. Obtaining capital from owners and providing them with a return on investment
b. Borrowing money from creditors and repaying the amounts borrowed
8. Preparing a statement of cash flows using the indirect method
· This involved determining cash flows from operations by starting with net income and adjusting it for noncash activities, such as changes in A/R (and other current assets/liabilities) balances, depreciation, and gains/losses
· It is important to look carefully at prior years’ operating activities that might affect cash this year, such as cash collected this year from last year’s credit sales and cash spent this year from last year’s accrued expenses
· The cash flows from investing and financing activities can then be determined by analyzing changes in SFP accounts and the cash account
9. The purpose and content of the statement of cash flows
· Creditors examine the statement of cash flows carefully because they are concerned about being paid
· The amount of net cash flow provided by operating activities in relation to the company’s liabilities helpful in making this assessment (about being paid)
· In addition, measures such as a free cash flow analysis provide creditors and shareholders with a better picture of the company’s financial flexibility
10. Differences in accounting between ASPE and IFRS
· Both sets of standards account for and present items on the SFT and statement of cash flows as well as they both largely require the same SFP elements be presented
· The only difference in presentation of SFP is that IFRS requires presentation of biological assets, investment properties, and provisions
ASPE
· SFP and statement of cash flows require essentially the same items to be presented
· Current vs. non-current liabilities  if the company has refinanced debt by the issue date of the financial statements, may present as non-current
· Cash flow statement  equity investments are excluded from cash and cash equivalents. Interest and dividends included in net income and are treated operating activities and those booked through RE are treated as financing activities
· Cash flow per share  prohibited
· Disclosure of date of financial statements authorized for issue  not required
IFRS:
· The following items are required to be presented in SFP under IFRS:
· Investment property
· Biological assets
· Provisions
· Current vs. non-current liabilities  if no unconditional right to defer payment of financial liability beyond one year as at the balance sheet date, must show as current asset
· Cash flow statement  certain preferred shares acquired within a short period of maturity date might be classified as cash and cash equivalents. IFRS allows flexibility in how to treat interest and dividends (may be classified as operating, financing, or investing activities) 
· Cash flow per share  no prohibition on disclosure of this number
· Disclosure of date of financial statements authorized for issue  might disclose date that the financial statements were authorized for issue
11. Significant changes planned by the IASD regarding financial statement presentation
· The IASB has been planning to change the way financial statements are presented by issuing a new standard
· However, the project was paused in 2011 “until the IASB concludes its ongoing deliberations about its future work plan.” The major statements including SFP, income statement, and statement of cash flows, are eventually expected to be classified according to business and financing activities
12. The major types of financial ratios and what they mean
· Ratios express the mathematical relationship between one quantity and another, in terms of a percentage, a rate, or a proportion
· Liquidity ratios measure the short-term ability to pay maturing obligations
· Activity ratios measure how effectively assets are being used
· Profitability ratios measure an enterprise’s success or failure
· Coverage ratios measure the degree of protection for long-term creditors and investors
Chapter 6
1. The economics and legalities of selling transactions from a business perspective
· The analysis of a transaction from a business perspective should begin with what is being sold to the customer (goods or services) and note also the nature and amount of consideration
· When one party is in better bargaining position than the other, it may be able to negotiate concessions such as more lenient payment terms
· These concessions often complicate the accounting as they introduce measurement uncertainty in many cases
· Selling transactions are based on contractual arrangements between a buyer and a seller
· Contracts create rights and obligations under law that must be considered when accounting for the transactions
· In addition to the contractual law, rights and obligations may exist under other forms of the law, such as common law or contract law – these should also be considered
2. Analyzing and determining whether a company has earned revenues
· Under current accounting standards, the revenues are earned when the risks and rewards of ownership are passed or when the company has done what it said it would do to be entitled to the revenues
· Where sale of goods are involved, legal title and possession provide evidence of this
· The accounting is more complex when the contract is a long-term contract and when it involved both goods and services
· The percentage-of-complete method is commonly used for long-term contracts
· The completed contract method is used under ASPE and although IFRS does not mention this method, it is acceptable to recognize revenues at the end of a contract if there is one significant event
· IFRS requires the zero-profit method when the outcome is not determined
· Earnings Process – the actions a company takes to add value
· Earnings Approach: focuses on the earnings process itself and how value is added
· Revenue is recognized when:
1) Performance is substantially complete
2) The transaction can be measures
3) Collection is reasonably assured
· Contract-based approach: focuses on the creation of contractual rights and obligations that are created by sales contracts
· The net contract position is initially recognized (through assets and corresponding liabilities) when the contract has been entered into
· Revenue is substantially recognized as the contract obligations are fulfilled
· If there is uncertainty of collection or the inability to measure the related revenue, then sales are not booked
3. Issues relating to measurement and measurement uncertainty
· Under accrual accounting, revenue may only be recognized when reliably measurable
· There are many reasons that measurement uncertainty exists including the inability to reliably measure the revenue itself (for example, barter transactions or price protection clauses) and inability to measure costs or uncertainty relating to the outcome of the contract itself (contingencies)
· In the latter case, extreme uncertainty may indicate that the contract or business deal has not yet been completed
· Where the sale involved more than one element (such as goods and services), then the selling price must be allocated to the respective parts of the sale using an allocation method such as the relative fair value method or residual method
4. How to account for sales where there is collection uncertainty
· Collectability issues also create measurement uncertainty and must be considered when recognizing and measuring sales transactions 
· When collectability cannot be assured and/or the related revenue is not measureable in terms of collection or credit risk, then no sale is booked
5. Preparing journal entries for consignment sales and long-term contracts
· Under consignment sales, the risks and rewards remain with the seller and, therefore, revenues are not recognized until the goods are sold to a third party
· Special accounts separate inventory on consignment
· To apply percentage-of-completion method to long-term contracts, a basis is needed for measuring the progress toward completion at particular interim dates
· One of the most popular input measures that is used to determine the progress toward completion is the cost-to-cost basis
· Using this basis, the percentage of completion is measures by comparing costs incurred to date with the most recent estimate of the total cost to complete the contract
· The percentage of total estimated costs that the costs incurred amount to is applied to the total revenue or estimated total gross profit on the contract to arrive at the revenue or the gross profit amounts to be recognized to dates
· Under the complete contract method, revenue and gross profits are recognized only when the contract is completed
· Costs of long-term contracts in process and current billings are accumulated, but there are no interim charges or credits to income statement accounts for revenues, costs, and gross profit.
· The annual entries to record costs of construction, progress billings, and collections from customers would be identical to those for the percentage-of-completion method, with one significant exception: revenue and gross profit are not recognized until the end of the contract
· The zero-profit method (IFRS) is used when the outcome of the contract is not determinable
· Recoverable revenues equal to cost are recognized
6. How to present sales transactions in the income statement and preparing basic disclosures
· Transactions where the seller is acting as a principal in the sale should be accounted for on a gross basis
· Where the seller is acting as an agent (putting buyers and sellers together), the transaction should be booked on a net basis
· Consideration should given to whether the seller has the risks and rewards of ownership of the product being sold
· Transactions are treated as revenues when they relate to the entity’s ordinary activities and are treated as gains when they deal with ancillary activities
· In general, revenues and gains are booked to net income except in very limited circumstances
7. Current trends in standard setting for revenue recognition including the contract-based approach
· IASB and FASB are currently studying a new model for revenue recognition: the contract-based model, which is felt to be conceptually superior
8. Differences in accounting between ASPE and IFRS
ASPE
· Recognition  the earnings approach requires recognition when performance is achieved, that is, when risks and rewards have passed and services are rendered, measurable, and collectible
· Percentage-of-completion and completed-contract methods allowed for long-term contract
· Warranty costs have historically accrued as costs/obligation when revenues recognized. Most recently, these may have been accounted for as bundled sales (unearned revenues)
· Measurement  at transaction or consideration price, which is generally assumed to be fair value
· Where payment is received over time, ASPE notes that the amount should be discounted using a prevailing market rate
· Barter transactions are measured at fair value when transaction has commercial substance
· Accounting for biological assets is not explicitly discusses
· Bundled assets are bifurcated using relative fair value or residual value method
· The methods to account for long-term contracts that are allowed under ASPE are:
· Percentage-of-completion
· The completed-contract methods
IFRS
· Recognition  earnings approach requires recognition when risks and rewards passed and services are rendered, there is no continuing involvement, and services are measurable and collectible
· More detailed guidance is given regarding construction accounting, including percentage-of-completion method
· Zero-profit method is used where the outcome is not determinable
· Clear direction is given regarding whether to account for long-term real estate contracts as sale of service or goods
· Warranty costs have historically been recognized as costs/obligations when revenues recognized
· Most recently, these may have been accounted for as bundled sales (unearned revenues)
· Measurement  at fair value, which is assumed to be transaction price unless onerous contract (onerous contracts are contracts that are no longer profitable to the company and they should be re-measure and a loss should be recognized right away)
· Where payment is received over time, IAS 18 provides specific guidance as to how to calculate the discount rate
· Barter transactions are measured at fair value when products/services exchanged are dissimilar
· Biological assets (living animals or plants) are valued at fair value less costs to sell under IAS 41 (even before they are sold)
· Bundled sales are bifurcated using relative fair value or residual value method
· Methods to account for long-term construction projects are percentage-of-completion and zero-profit method (when outcome is undeterminable). Completed-contract is not mentioned under IFRS but it is acceptable if there is one significant event  
Chapter 7
1. Understanding cash and accounts receivable form a business perspective
· Companies often have a significant amount of accounts receivable, which requires time and effort to manage and control
· Companies strive to ensure that their collection policy is restrictive enough to minimize large losses in the form of uncollectible accounts receivable, while not being so restrictive that it interferes with the ability to attract new customers
· Typical accounts receivable related categories include trade receivables, loans receivable, and nontrade receivables (including items like interest receivable, amounts due from officers and advances to employees
2. Financial assets and items that are considered cash and cash equivalents and how they are reported
· Financial assets are a major type of asset defined as cash, a contractual right to receive cash or another financial asset, an equity holding in another company, or a contractual right to exchange financial instruments under potentially favorable conditions
· To be reported as cash, an asset must be readily available to pay current obligations and not have any contractual restrictions that would limit how it can be used in satisfying debts
· Cash consists of coins, currency, and available funds on deposit at a bank
· Negotiable instruments such as money orders, certified cheques, cashier’s cheque, personal cheques, and bank drafts are also viewed as cash
· Savings accounts are usually classified cash 
· Cash equivalents include highly liquid short-term investments (that is, those maturing three months or less from the date of purchase) that can be exchanged for known amounts of cash and have an insignificant chance of changing value
· Examples include treasury bills, commercial paper, and money-market funds
· In certain circumstances, temporary bank overdrafts may be deducted in determining the balance of cash and cash equivalents
· Cash is reported as a current asset on the SFP, with foreign currency balances reported at their Canadian dollar equivalent at the date of the SFP
· The reporting of other related items is as follows: 
1) Restricted cash: legally restricted deposits that are help as compensating balances against short-term borrowing are stated separately in Current Assets. Restricted deposits held against long-term borrowing arrangements are separately classified in non-current asset wither in Investments or Other Assets 
2) Bank overdrafts: these are reported in the Current Liabilities section and may be added to the amount reported as accounts payable
3) Cash equivalents: this item is often reported together with cash as “cash and cash equivalents”
3. Receivables and the different types of receivables from an accounting perspective
· Receivables are claims held against customers and other for money, goods, or services
· Most receivables are financial assets
· The receivables are described in the following ways
1) Current or non-current
2) Trade or non-trade (interest receivable, amounts due from officers, advances to employees)
3) Accounts receivable or notes or loans receivable 
4. Accounting issues related to the recognition and measurement of accounts receivable and how to account for them
· The entity becomes a party to the contractual provisions of the accounts receivable financial instruments only when it has legal claim to receive cash or other financial assets so, timing of A/R is intertwined with the timing of recognition of revenue
· For most companies when the sale is recognized, either cash is received (realized) or an account receivable is recognized
· Two issues that may complicate measurement of A/R are:
1) The availability of discounts (trade and cash discounts)
2) The length of time between the sale and the payment due dates (the interest element)
· Ideally, receivables should be measured initially at their fair value, which is their present value (discounted value of the cash to be received in the future
· Receivables that are created by normal business transactions and are due in short term are excluded from present value requirements
5. Accounting issues related to the impairment in value of accounts receivable and how to account for them
· Short-term receivables are reported at their net realizable value – the amount that is expected to be received in cash, which is not necessarily the amount that is legally received
· Determining net realizable value requires estimating uncollectible receivables and any future returns or allowances and discounts that are expected to be taken
· The adjustments to the asset account also affect the income statement amounts of bad debt expense, sales returns and allowances, and sales discounts
· The assessment of impairment is usually based on an aged accounts receivable report, with higher percentages of uncollectible accounts indicated for older amounts outstanding
· Even if a company estimates bad debt expense each period as a percentage of sales, the accounts receivable at the date of the SFP are analyzed to ensure the balance in the allowance account is appropriate
6. The accounting issues related to the recognition and measurement of short-term notes and loans receivable
· The accounting issues related to short-term notes receivable are similar to those of accounts receivable
· However, because notes always contain an interest element, interest income must be properly recognized
· Notes receivable either bear interest on the face amount (interest-bearing) or have an interest element that is the difference between the amount lent and the maturity value (non-interest bearing)
7. The accounting issues related to the recognition and measurement of long-term notes and loans receivable
· Long-term notes and loans receivables are recognized initially at their fair value (the present value of the future cash flows) and subsequently at their amortized costs
· Transaction costs are capitalized
· This requires amortizing any discount if the item was issued at less than its face vale, or any premium if it was issued for an amount grater than its face value, using the effective interest method
· The straight-line method may be used under ASPE
· Amortization of the premium (or discount) results in a reduction (or increase in) interest income below (or above) the cash amount received
8. To accelerate the receipt of cash from receivables, the owner may transfer the receivables to another entity for cash
· The transfer of receivables to a third party for cash may be done in one of the following ways:
1) To designate or pledge receivables as security for the loan
2) Sale (factoring or securitization) of receivables: Factors are finance companies or banks that buy receivables from businesses and then collect the remittances directly from the customers
· Securitization is the transfer of receivables to a special purpose entity that is mainly financed by highly rated debt instruments
· In many cases, transferors have some continuing involvement with the receivables they sell
· For the transfer to be recorded as a sale, IFRS focuses on whether the risks and rewards of ownership have been transferred to the transferee
· ASPE focuses on whether the transferor has surrendered control and has continued involvement with the receivables
Transfer of receivables under ASPE:
1) The transferred assets have been isolated from the transferor (put beyond reach of the transferor and its creditors even in bankruptcy or receivership) ASPE 3856 B5 (a)
2) The transferee has obtained the right to pledge or to sell either the transferred assets or beneficial interests in the transferred assets ASPE 3856 B5 (b)
3) The transferor does not maintain effective control over the transferred assets through either:
i. An agreement that both entities and obligates the transferor to repurchase or redeem them before their maturity
ii. The ability to unilaterally cause the holder to return specific assets, other than through a cleanup call		-	ASPE 3856 B5 (c)

· In order for a transfer of receivables to be considered a sale, the following conditions must be followed:
· If the entity transfers substantially all the risks and rewards of ownership of the accounts receivable, the entity shall derecognize the accounts receivable. An entity transfers substantially all the risks and rewards of ownership of the A/R if and only if it either:
I. Transfer the contractual rights to receive the cash flows of the A/R; or
II. Retains the contractual rights to receive cash flows from A/R, but has a contractual obligation to pay the cash flows to one or more recipients. Three additional conditions must also be met:
i. The entity has no obligation to pay amounts to the eventual recipients unless it collects equivalent amounts from the original A/R
ii. The entity is prohibited by the terms of the transfer contract from selling or pledging the original asset other than as security to the eventual recipients for the obligation to pay them cash flows
iii. The entity has an obligation to remit any cash flows it collects on behalf of the eventual recipients without material delay
9. How receivables and loans are reported and analyzed
· Disclosure of receivables requires the valuation accounts be appropriately offset against receivables, that the receivables be appropriately classified as current or non-current, and that pledged or designated receivables be identified
· As financial instruments, specific disclosures are required for receivables so that users can determine their significance to the company’s financial position and performance and can assess the nature and extent of associated risks and how these risks are managed and measured
· Private entities require less disclosures than those reporting under IFRS
· Receivables are analyzed in terms of their turnover and age (number of days outstanding), and in terms of relative changes in the related sales, receivables, and allowance accounts
10. Differences in accounting between ASPE and IFRS and what changes are expected in the near future
· The two sets of standards are very similar, with minor differences relating to what is included in cash equivalents
· ASPE does not require the use of the effective interest method, whereas IFRS does for financial asset investments that are not held for trading purposes
· Impairment provisions is one issue that remains under study by IFRS; the eventual resolution may generate additional difference between IFRS and ASPE
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