Chapter 1 – The Purpose and Use of Financial Statements
Users of Accounting
· Internal vs external users:
· External users do not work for company, but need financial information to make decisions (ex. Investors, lenders, creditors)
· Internal users work for the company and need the following 4:
· Finance – Is there enough cash to pay the bills?
· Marketing – What price should we sell iPads for to maximize profits?
· Human Resources – How many employees can we afford to hire this year?
· Production – Which product line is the most profitable?

Forms of Business Organization
· Reporting entity concept – Required for business economic activity to be separate from personal
· Proprietorships – A business owned by one person (sole proprietorship)
· Business profits are reported as self-employment income + taxed on personal income tax return
· Small amount of capital needed to start
· Owner is personally liable (unlimited liability) for debts
· Partnerships – Business owned by more than one person, formalized by written agreement
· Usually, each partner has unlimited liability (sometimes can be limited if specified)
· Often created to pool capital and resources
· Corporations – A business organized as a separate legal entity owned by shareholders
· Indefinite lifespans – Corps will continue regardless of owner death, etc.
· Ease of transferring ownership – Easy to invest; shareholders can invest small amounts
· Limited liability – Shareholders aren’t responsible for corporate debts, not as much risk
· Corporations are taxed separately from their owners + receive more favourable tax treatment
· Public corporations – Shares are publicly traded, must distribute financial statements to investors, interested parties, and the general public
· Private corporations – Shares are not public, “closely held”, and therefore less transparency = more difficulty raising funds

	
	Proprietorship
	Partnership
	Corporation

	Ownership
	1 Individual
	2+ Individuals
	 Many

	Liability
	Unlimited
	Unlimited (usually)
	Limited

	Life
	Limited
	Limited
	Indefinite

	Ease of raising capital
	Hard
	Easier
	Easiest

	Income tax
	Paid by individual
	Paid by partners
	Paid by entity



Generally Accepted Accounting Principles for Business Organizations
· GAAP – Include broad policies, rules, practices, procedures on how to record economic events
· IPO corps must use IFRS, and private corps can use IFRS or ASPE
· Proprietorships and partnerships generally follow ASPE, but statements are usually for internals

Business Activities
· Two main ways of raising capital:
1. Debt financing (borrowing money)
2. Equity financing (selling shares)
· Liabilities – Happen when you use debt financing; obligations owed to lenders
· Bank indebtedness – Using line of credit (pre-arranged bank loan)
· Loan payable – Short term loan to pay back to bank (smaller amounts of money)
· Long-term debt – Mortgages payable, bonds payable, finance lease obligations
· Common shares – The amount paid by investors for shares of ownership in a company
· Belongs to a class of shares called share capital
· Shareholders can’t get paid until lenders are (it’s their legal right)
· Most of the time, companies will pay ROI (dividends) to shareholders if everything else is satisfied
· Activities:
· Assets – Resources a company owns/controls (benefits can be short or long lived)
1. Property, plant, equipment, etc.
· Intangible assets – Assets without physical substance, but represents a privilege
1. Goodwill
· Cash – Most liquid
1. If excess, can be invested in debt securities (bonds) or equity securities (shares)
· Revenue – Increases in economic benefits
1. Sales, service, interest, rent revenue
· Account receivable – Assets to be received at a later date
1. Can also be things like rent, income tax, or interest receivable
· Supplies – Short term asset used in day-to-day operations
· Merchandise inventory – Items not yet sold, held for future sale to customers
1. When items are sold, they incur an expense called the ‘cost of goods sold’; the item is no longer giving any future benefit to the company since it is gone
· Expenses – Cost of assets consumed/used in the process of generating revenue
1. COGS, operating expenses, interest expense, income tax expense, etc.
· Short-term Liabilities:
· 
· Salaries payable (to employees)
· Accounts payable (to suppliers)
· Sales tax payable (to provincial/federal Gov.)
· Dividends payable (to shareholders
· Property tax payable (to municipal Gov.)
· Income tax payable (to Gov.)
· Sales tax payable (to provincial/federal Gov.)
· Profit: Revenues – Expenses = Profit OR Loss
· Can be known as net earnings/net income
· Summary of Business Activities:
· Financing – Borrowing cash or using cash to repay debts, issuing shares, etc.
· Investing – Purchasing/disposing of long-lived assets (property, plant, equipment)
· Operating – Day-to-day operations, revenues/expenses, receivables, etc.

Communicating with Users
· Income statement – Reports revenues and expenses to show company performance during a period of time (specifically operating activities)
· Important; allows for investors or banks to predict future profits
· Statement of Changes in Equity – Shows changes in shareholders’ equity (common shares, retained earnings), as a well as total equity
· Shareholder’s equity is composed of:
1. Share capital – The actual amount $ contributed by shareholders
2. Retained earnings – Cumulative profit of corp. not paid to shareholders
· Share capital is composed of two types of shares:
1. Common shares (assumed if there is only one type specified)
2. Preferred shares
· Beginning C.S. + C.S. Sold – C.S. repurchased = C.S., end of period
· Retained earnings, beginning + Profit – Dividends = Retained earnings, end of period
· Statement of Financial Position – Formerly known as Balance Sheet; Presents a snapshot of assets, liabilities, and shareholders’ equity at a specific point in time
· [bookmark: _GoBack]Statement of Cash Flows – Shows where a company obtained cash during a period of time + how that cash was used
· Financial statements should be provided annually (fiscal year) and sometimes quarterly
· 
