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Chapter 1
Financial Accounting/Reporting – process that culminates in the preparation of financial reports that cover all of the enterprise’s business activities and that are used by both internal and external users

Managerial Accounting – process of identifying, measuring, analyzing, and communicating financial information to internal decision-makers

Stakeholders – parties who have something at risk in the financial reporting environment (such as salary, job, reputation, or investment); anyone who prepares, relies on, reviews, audits, or monitors financial information. 

Objective of General-Purpose Financial Reporting - to provide financial information about the reporting entity that is useful to present and potential equity investors, lenders, and other creditors in making decisions in the capacity as capital providers (referred to as decision-usefulness approach)

Stewardship – management is accountable to investors for the custody and safekeeping of the company’s economic resources and for the efficient and profitable use

Information asymmetry – when not all stakeholders have equal access to all relevant information i.e. management has more information than others since they run the company

Accounting standards – help reduce information asymmetry by requiring that transactions and events be recognized, measured, presented, and disclosed in a specific way

Generally Accepted Accounting Principles (GAAP) – a common set of standards and procedures that have been developed and are generally accepted and universally practiced; not only do they includes specific rules, practices, and procedures for particular circumstances, but also broad principles and conventions that apply generally, including underlying concepts

Standard Setting – process used to develop GAAPs – rules, practices, and procedures for all companies to follow

Canadian Accounting Standards Board (AcSB) – develops GAAPs known as ASPE (Accounting Standards for Private Enterprises) for Canadian Private Companies, pension plans, and not-for-profit entities
· sets GAAP in Canada and produces a variety of authoritative material, including the most important source of GAAP: the CICA Handbook (Canadian Institute of Chartered Accountants)
· Before 2011, responsible for setting standards for public and private entities as well as for not-for-profit entities
· As of 2011, only responsible for developing standards for private enterprises, not-for-profit enterprises, and pension plans.

International Accounting Standards Board (IASB) – develops GAAPs known as IFRS (International Financial Reporting Standards) for non-private companies (private and not-for-profit companies can choose to use IFRS if they want to)

Accounting Standards Oversight Council (AcSOC) – oversees AcSB activities. Provides input to AcSB activities and reports to the public

 Professional Judgment – plays an important role in ASPE and IFRS since much of GAAP is based on general principles, which need to be interpreted

Chapter 2
Qualitative Characteristics of Accounting Information
2 Fundamental Qualitative Characteristics
Relevance – accounting info must be capable of making a difference in a decision. 
· Info either has predictive value (helps users make predictions about the final outcome of past, present, or future events) or feedback/confirmatory value (helps users confirm or correct their previous expectations
· Info must also be material which refers to how important a piece of info is

Representational Faithfulness – accounting info must be representationally faithful to the extent that it reflects the underlying business substance of an event or transaction (referred to as transparency). Info must be:
· Complete – statements should include all info necessary to portray the underlying events and transactions
· Neutral – info cannot be selected to favor one set of interested parties over another
· Free from material error – info must be reliable.

Enhancing Qualitative Characteristics 
Comparability – info should be reported and measured in a similar way to enable users to identify the real similarities and differences

Verifiability – knowledgeable, independent users reach consensus regarding the accounting for a particular transaction. 
· Hard Numbers are numbers that are easy to verify with a reasonable degree of accuracy. 
· Soft numbers are numbers that have more measurement uncertainty.

Timeliness – accounting info should be available to decision-makers before it loses its ability to influence their decisions (allow users to view info throughout the year more often rather than just at the year-end for annual financial statements)

Understandability – accounting info must be of sufficient quality and clarity that it allows reasonably informed users to see its significance. 

Basic Elements of Financial Statements
*Assets – must have these three essential characteristics in order to be classified as an asset:
1. There is some economic benefit to the entity
2. The entity has control over that benefit
3. The benefits result from a past transaction or event

*Liabilities - must have these three essential characteristics in order to be classified as a liability:
1. They represent a duty of responsibility (obligation)
2. The duty or responsibility obligates the entity, leaving it little or no discretion to avoid it
3. The transaction or event results from a past transaction or event

*Equity – residual interest in a company after deducting liabilities from assets (SE = A – L) 

*Revenues – 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 – decreases in economic resources, either by outflows/reductions of assets OR by the incurrence of liabilities that result from an entity’s ordinary revenue-generating activities

*Gains – increases in equity (net assets) from an entity’s peripheral or incidental transactions 

*Losses – decrease in equity (net assets) from an entity’s peripheral or incidental transactions 

Comprehensive Income – includes net income and other comprehensive income (any revenues, expenses, gains or losses that are not included in net income but are included in comprehensive income)




The 10 Foundational Principles
These 10 concepts explain when and how financial elements and events should be recognized, measured, and presented/disclosed.

Recognition/Derecognition: deals with the act of including something on the entity’s statement of financial position or income statement (derecognition is taking something off of the entity’s statement)
1. Economic Entity Assumption: allows us to identify an economic activity with a particular unit of accountability (company, division, or individual)
2. Control: the standard notes that an investor has control over an investee when it has the following:
· Power over the investee
· Exposure, or rights, to variable returns from its involvement with the investee
· The ability to use its power over the investee to affect the amount of the investor’s returns
3. Revenue recognition and realization principles: determining when revenue should be recognize  revenue is recognized when the following 3 conditions are met:
· Earnings process is substantially complete
· Revenue is measurable
· Revenue is collectible (realized or realizable)
4. Matching Principle: matching costs appropriately with the revenues they produce

Measurement: since accrual accounting is followed, most numbers are soft and inexact, so we use measurement tools to analyze financial information
5. Periodicity Assumption: implies that an entity’s economic activities can be divided into artificial time periods
6. Monetary Unit Assumption: money is the common denominated for economic activity and is an appropriate measure for accounting measurement and analysis
7. Going Concern Assumption: assumes that a business will continue to operate for a foreseeable future
8. Historical Cost Principle: transactions are initially measured at the amount of cash that was paid or received or the fair values that were ascribed to the transactions when they took place
9. Fair Value Principle: calls for the use of fair value information in financial statements, as it is often more useful than the historical cost

Presentation and Disclosure: More information isn’t always better as it can lead to information overload, where too much info can result in the reader to not digest all the info
10. Full Disclosure Principle: anything that is relevant to decisions should be included in financial statements 
Financial Reporting Issues
a) Principles Based Approach: IFRS and ASPE are based on principles
· 1st benefit  all decisions should theoretically be consistent if they start from the same foundational reasoning
· 2nd benefit  GAAP is flexible, however, it is argued that these are too flexible and that it results in a lack of comparability
b) Financial Engineering: the process of legally structuring a business arrangement or transaction so that it meets the company’s financial reporting objectives
· Done using complex legal arrangements and financial instruments
· This has moved from being a potentially acceptable practice to a potentially fraudulent activity
c) Fraudulent Financial Reporting: Financial statements shouldn’t be used to portray something that is not there
· Good financial reporting is the result of well-reasoned and supported analysis
d) Economic or Business Environment: sometimes companies experience sudden drops in revenues and/or market share (for various reasons)
· There is the temptation to recognize revenues when you shouldn’t
e) Other Pressures: budgets put pressure on management  negative influence that can affect accounting decisions
· As a result, control measures are needed, such as: audit committees, internal audit functions, vigilant and knowledgeable top management

Chapter 3
Basic Equations
A(DR) = L(CR) + SE(Common Shares + RE – Dividends + Revenues – Expenses)(CR)
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The Accounting Cycle
1. Identification and measurement of transactions and other events
2. Journalizing – General Journal, Cash Receipts Journal, Purchases Journal, Sales Journal, Other Special Journals
3. Posting – General ledger (monthly), subsidiary ledger (daily)
4. Trial balance preparation
5. Adjustments – accruals, prepayments, estimated items
6. Adjusted trial balance
7. Statement Preparation – Income Statement, Retained Earnings, Balance Sheet, Cash Flows
8. Closing – temporary accounts
9. Post-closing trial balance (optional)
10. Reversing Entries (optional)

External Events: involve interactions between an entity and its environment, such as a transaction with another company, change in price of a product that a company buys or sells, or a floor or earthquake (i.e. purchasing truck from another company)
Internal Events: occur within an entity, such as using buildings, machinery in either operations, or transferring or consuming raw materials in production processes (i.e. depreciation on a truck)

Posting: transferring items posted in the journal to the ledger
Ledger: collection of all the asset, liability, Shareholder’s Equity, Revenue, and Expense Accounts
Trial Balance: list of the general ledger accounts and their balances at a specific time period listed in order that they appear on ledger and is balanced but does not prove that all transactions have been recorded or that the ledger is correct
Adjusting Entries: needed to ensure that the revenue recognition principle is followed and that proper matching occurs, required every time statements are prepared. Reasons:
· Not efficient to journalize events daily (ex. using supplies)
· Some events expire with the passage of time rather than daily transactions
· Some items are unrecorded
Prepaid Expenses: expenses paid in cash and recorded before they are used or consumed
Unearned Revenue: revenues received in cash and recorded as liabilities before they are earned
Accrued Revenue: revenues earned but not yet received in cash or recorded
Accrued Expenses: expenses incurred but not yet paid in cash or recorded
Bad Debts: expenses for impaired accounts receivable estimated in the period the related revenue is earned
Unrealized Holding Gain or Loss: gain/loss on fair value – NI investments is estimated at the end of an accounting period and recorded as an increase/decrease to the investment account with a corresponding gain/loss in the Statement of Comprehensive Income
Unrealized Holding Gain or Loss – OCI: gain/loss on fair value – OCI Investments estimated at the end of an accounting period and recorded as an increase/decrease to the investment account with a corresponding gain/loss in OCI on the Statement of Comprehensive Income
Closing the Accounts:
1. Close Revenues to Income Summary (DR revenues, CR Income Summary)
2. Close Expenses to Income Summary (DR Income Summary, CR Expenses)
3. Close Income Summary to Retained Earnings (DR Income Summary, CR Retained Earnings)
4. OCI items are closed out to Accumulated OCI
5. Close Dividends to Retained Earnings (DR Retained Earnings, CR Dividends)

Inventory and COGS
Perpetual Inventory System: purchases and sales are recorded directly in the inventory account as they occur
Periodic Inventory System: a purchase account is used, and the inventory account is unchanged during the period

Calculation of COGS
BI								$xxx
Purchases						xxx
Less: Purchase returns and allowances 	xxx
Less: purchase discounts			xxx	xxx
Net Purchases					xxx
Plus: Freight-In					xxx
Cost of goods purchased					xxx
Cost of Goods Available for sales				xxx
Less: Ending Inventory					xxx
Cost of Goods Sold						$xxx

Post-closing Trial Balance: consists of only permanent accounts: assets, liabilities, and owner’s equity

Reversing Entries: made at the beginning of the next accounting period and is the exact opposite of the related adjusting entry from the end of the last period (Optional)

Chapter 4
Usefulness of the Income Statement
Income Information helps interested parties predict the amount (figures), timing (periods), and uncertainty (discount rates) of future cash flows
· For evaluating past performance (historical data and performance)
· For predicting future performance (at certain rates applied to revenue and cost)
· For determining the risk (uncertainty/discount rates/inflation rates/industry/general economic) of achieving future cash flows
· Information about the various components of income – revenues, expenses, gains, and losses – is helpful for assessing the likelihood that particular cash flows will continue in the future

Limitations of the Income Statement
· Companies omit items from the income statements that they cannot measure reliably (such as unrealized gains/losses on certain investment securities, the value of brand recognition, customer service, and product quality)
· Income numbers are affected by the accounting methods employed
· Income measurement involves judgment (ex: bad debt expenses, depreciation method)

Concepts of Income Measurement
· Expenses based on nature and those based on function (not revenues)
· All-inclusive approach: any gain or loss, whether related to operations or not, should be included in the calculation of net income
· Current Operating Performance Approach: net income should include only regular, recurring earnings from normal operations; irregular gains and losses and other items, such as a change in accounting principle, should be closed directly to retained earnings
· The accounting profession has adopted a modified all-inclusive approach where all changes in net assets except the following are included in net income:
· Capital transactions (investments by owners or distributions to owners
· Corrections of errors from prior periods (ex: inventory error)
· Certain changes in net assets (ex: change in fair value of available for sale investments)
· OCI (Other Comprehensive Income) – presented on a separate statement OR combined with net income in a comprehensive income statement of income (gain/loss on revalued PPE, from hedging activities or investments)

Discontinued Operations – Results from disposal of a segment of the business

Examples of disposals of segments:
· ASPE – a component of an entity where the operations, cash flows, and financial elements are clearly distinguishable from the rest of enterprise
· IFRS – line of business or geographical area of operations (one of rental apartment buildings, hotel chains, divisions, subsidiary (legal entity), etc.)
Examples of disposals that DO NOT qualify as disposals of segments:
· Single assets not directly generating its own cash flow (head office building, a piece excavator of construction fleet, etc.)

Under ASPE, in order to be presented as discontinued operations, the entity must not have continuing involvement
Continuing Involvement might be evidenced whether the entity remains an ownership interest in the disposal component or where it provides management services

Disposal of segments are reported net of tax in the income statement immediately below income from continuing operations
Results of the disposal are reported in two components:
a) Income or loss from operation of the discontinued segment up to the measurement date, net of tax
b) Gain or loss from disposal of the discontinued segment, net of tax

Assets held for sale (just on the UFE or called CFE now
· Treated as a discontinued operation if an approved, detailed plan exists to dispose of it within one year
· If these conditions do not exist, the assets will be measured and presented separately (similar to discontinued operations) but any related gain or loss is reported as part of income from continuing operations
Under ASPE, assets (and related liabilities) that meet the definition of held for sale are presented separately as held for sale on the balance sheet, and retain their original classification as current or non-current assets of liabilities
Under IFRS, assets held for sale are generally classified as current assets

Income Statement Format: Disclosure of the Intermediate Components of Income
· Multiple Step format
· Single Step format
· The difference between the two formats affects only the presentation of items before income from continuing operations (GAAP permits the use of either format)
· Presentation of items after income from continuing operations
· Discontinued Operations
· Other Comprehensive Income (only if a combined income statement of comprehensive income is being prepared)
· GAAP requires presentation of these items net of tax

Unusual Gains and Losses
Include:
· Government expropriation
· Earthquake
· Fire
· Flood
· Strom 
· Lawsuit
· Lottery
· NOT Strike or Union Issues
Items that are unusual or infrequent but not both and result primarily from decisions of management or owners (inventory valuation and investment strategies)
· In a multi-step statement: reported in the “Other Revenues and Gains” or “Other Expenses and Losses” section before income from operations
· These items may not be presented (net of tax) based on materiality
· Extraordinary items are material, nonrecurring items that are significantly different from the entity’s typical business activities. Under US GAAP, they are presented separately on the income statement in order to provide enough detail to have predictive value. Under IFRS, extraordinary items are not allowed, and under ASPE, there is no guidance. All items are either presented as income from continuing operations or discontinued operations.


NOTES:
Earnings Approach – a method of determining the value of an organization by calculating the net present value (NPV) of expected future profits or cash flows.
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