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4 Financial Statements

· Balance Sheet
· Income Statement
· Statement of Shareholders equity
· Cash Flow Statement

Creating financial statements → Information → Making decisions

Who uses financial statements?

· Managers
. HR director
. Marketing director
. Finance director
· Auditors
· Stakeholders
. Shareholders
. Creditors 
. Investors

Forms of Business Organization

· Partnership (Professional scenarios - Law firm)
· Sole proprietorship (Small businesses)
· Corporation's: Separate legal entity owned by shareholders
. Public: list and trade their shares on public stock exchange
. Private: don’t list or trade their shares on public stock exchange
Reporting entity concept - money belongs to the company not the owner

IFRS: International - Financial - Reporting - Standards (Public)
GAAP: General - Accepting - Accounting - Principles (US GAAP) (Public)
ASPE: Accounting - Standards for - Private - Enterprises (Private)






Types of Business Activity

1. Financing Activities: Obtaining and repaying funds that are necessary for the business
- Raise Capital
· Equity
· Loan Debt

     2. Investing Activities: Obtaining resources and assets in order to operate the business
· Equipment
· Building     

    3. Operating Activities: Main day-to-day activities of the business which generate revenues  and cause expenses to occur
· Sale of merchandise
· Purchase of good for resale.

	Elements of Financial Statements
· Liability
· Equity
· Assets
· Revenue
· Expenses

Content and Purpose of the Financial Statements
Order of preparations
1. Income statement
2. Statement of changes in Equity
3. Statement of Financial position
4. Statement of Cash flows

1. Income statement
· Reports success or failure of the company's operations over a specific time
· Also commonly known as the statement of earnings or statement of profit and loss 
· Profit is also known as net income (especially for companies reporting under ASPE) or net earnings
· Must be prepared first as profit is a required component to complete the statement of changes in equity 
· Summarizes all revenues and expenses for the period[image: creen Shot 2017-01-17 at 1.16.26 PM.png]


2. Statement of Changes in Equity
· Shows the amounts and causes of the changes in shareholders equity for the period as well as changes in each component of shareholders equity
· Shareholders equity: share capital, retained earnings, other equity items
· Covers a period of time 
· Must be completed after income statement and prior to the statement of financial position

	Retained Earnings at beginning of period
	+/- Profit
	- Dividends
	= Retained earnings at end of period



	
	3. Statement of Financial position
· Shows what the business: 
. 1. owns ( assets)
. 2. owes ( liabilities) 
. 3. net worth ( shareholders’ equity) 

· Assets = Liabilities + Shareholders’ Equity (The accounting equation).
· Prepared as at a specific point in time
· Also commonly known as the balance sheet (especially for companies reporting under ASPE)

	4. Statement of Cash Flows
· Shows cash increases and decreases from
1. Operating activities
2. Investing activities
3. Financing activities
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Asset is:
· A resource controlled by the company
· As a result of past events
· And from which future economic benefits are expected to flow to the company

	Classification of asset
· Current: expected to be converted into cash, sold, or used up within one year of the company’s financial statement date or its operating cycle, whichever is longer 
. Cash, receivables, inventory, supplies prepaid expenses

· Non-current: assets that are not classified as current assets
. Long term investments, property, equipment

Statement of Financial Position

5 Types of Assets

· Current
. Cash, Accounts Recivable, Prepaid expenses

· Investments
. Multi-year investments in
. Debt securities: loans, notes, bonds, mortgages  
. Equity securities: shares of other companies

· PPE (Property, Plant and Equipment)
. Tangible assets with relatively long useful lives.  
. Used in operating the business 
. Examples:  Land  Buildings  Equipment  Furniture  
· Usually listed in order of permanency 
· The cost of property, plant, and equipment is allocated over its estimated useful life. This cost allocation is called depreciation  
. Assets that are depreciated should be reported at carrying amount (=cost- accumulated depreciation)  
. The cost of long-lived assets with indefinite lives is not depreciated (e.g. land)
· Intangible assets	
. Non-current assets that do not have physical substance and represent a privilege or a right held by the company  	
. Examples: Patents, copyrights, trademarks, licenses 
. Generate a future value to the company 
. Amortized if they do not have an indefinite life

· Goodwill
. Results from the acquisition of another company.  
. Is the difference between the price paid for the company and the fair value of the assets less the liabilities acquired from the purchased company.  
. Not amortized 

Liabilities
· Current liabilities
. Bank indebtedness: short term loan from a bank (operating line of credit).  - 
. Accounts payable: amounts owed by the company to suppliers for purchase made on credit (account)  
. Accrued liabilities: amounts owed by the company for salaries, interest, rent,…
. Unearned revenue: cash received before revenue is earned 
. Notes payable: are amounts owed to banks but also to suppliers or others, that are supported by a written promise to repay
. Can be current or non-current.  current maturities of long term debt: When a company has a long term loan, the portion of the payment that is due within the current year is classified as current maturities of long term debt

· Non current liabilities
. Bonds payable: ised by large corporations to borrow large sums of money
. Mortgage payable: have property pledged as security for the loan
. Lease obligations: amounts to be paid in the future on long term rental contracts used for equipment or other property 
. Pension and benefit obligations: amounts companies owe past and current employees for retirement benefits

Shareholders Equity
· Is the residual interest in the assets of an entity after deducting all its liabilities
· It is composed of: 
. 1. Share capital includes all class of shares issued
. 2. Retained earnings =Accumulated profit - any losses - dividends paid 
. 3. Other equity items example: accumulated other comprehensive income (loss)





Analyzing a Company’s Financial Statement data

· Three general types of ratios

1. Liquidity ratios
· measure the short term ability to pay obligations as they become due
· Two measurements
. Working Capital = Current assets - Current Liabilities
. Current ratio = Current assets / Current Liabilities

0. Solvency ratios
· measure the ability to survive over a long period of time through paying interest as it comes due and repaying the face value of debt at maturity
· Measurement
. Debt to total assets = Total liabilities / Total assets

0. Profitability ratios
· Measure a company’s operating success for a given period of time
· Two measurements
. Earnings Per Share = Profit available to common sharholders / Weighted average number of common shares
. Price - earnings ratio = Market price per share /Earnings per share

Objective of Financial Reporting
· To provide information useful to existing and potential investors, lenders and other creditors in making decisions about providing resources to the company

Qualitative Characteristics

	Fundamental
	Enhancing

	1.Relevance
· Has the ability to make a difference in a decision scenario
	1. Comparability
· results when users can identify and understand similarities in and differences among items.

	2.Faithful representation
· Finacial Statements should reflect the economic reality of what happened
	2. Verifiability
· different knowledgeable and independent users can reach consensus that the information is faithfully represented


	
	3. Timeliness
· information must be available to decision makers before it loses its ability to influence decisions

	
	4. Understandability
· the information is classified, characterized and presented clearly and concisely



The cost constraint 
· information will be presented only when the benefit associated with it exceeds the cost of providing it. 
The going concern assumption  
· the business will continue operating in the foreseeable future
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Recording Process

1. Analyze business transactions
2. Journalize the transactions
3. Post to general ledger accounts
4. Prepare a trial balance

Transaction Analysis

· Accounting transactions occur when assets liabilities or shareholders equity items change as a result of some economic event
· Each transactions has a dual effect on the accounting equation
. Accounting Equation [Assets = Liabilities + Shareholders Equity]

Debits and Credits

· An account is an individual accounting record of increases and decreases in a specific asset, liability, or shareholders’ equity item  
· The normal balance of an account is always on its increase side

The Ledger

· contains all of the asset, liability and shareholders’ equity accounts, as well as revenue and expense accounts
· provides management with the balances (or subtotals) in various accounts
· Posting in the general ledger:  
. third step in the recording process
. the process of transferring journal entries to the ledger accounts
. it accumulates the effects of journal transactions in the individual ledger accounts

Trial Balance

· Provides a list of accounts and their balances at a specific time  
· proves the mathematical equality of debits and credits after posting 
· accounts in the trial balance are listed in the same order as they are listed in the general ledger  
· the retained earning amount shown in a trial balance would be as at the beginning of the period
· uncovers errors in journalizing and posting
· can not uncover errors, when:  
. a transaction is not journalized,  
. a correct journal entry is not posted,  
. a journal entry is posted twice,  
. incorrect accounts are used in journalizing and posting, 
. or  offsetting errors are made in recording the amount of a transaction.
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Cash versus accrual basis accounting 

Cash versus accrual basis accounting

Cash basis accounting: 
· events are recognized in the period that cash is paid or received.  
. Revenue is recorded only when cash is received.  
. Expenses are recorded only when cash is paid. 

Accruals basis accounting:
· transactions are recorded in the periods in which the events occur.  
. Revenue is recorded when earned, rather than when cash is received
. Expenses are recorded when goods or services are consumed or used, rather than when cash is paid

Cash basis accounting can lead to misleading information for decision making:
· Revenue and expenses can be manipulated by timing the receipt and payment of cash

Accrual basis of accounting is central to all accounting standards
· Revenue is recorded when earned  
· Expenses are recorded when goods or services are consumed or used  
· Need some standards that define when we should recognize revenues and expenses

Timing Issues

Revenue recognition  
· Revenue is recognized (recorded) when there is an increase in future economic benefits arising from an increase in an asset or a decrease in a liability, due to ordinary activities

Criteria for recognition
1. The sales or performance effor is substantially complete
2. The anount is dttermunable (measurable)
3. Collection is reasonably assured

Expense recognition
· Expenses are recognized
. There is a decrease in future economic benedits due to an ordinary activity
. A decrease in an asset or 
. An increase in a liability
· This change can be measured reliably

· often coincide with revenue recognition (matching), but not always
. when there is a direct association between the expenses incurred and the generation of revenue, expenses are matched to revenues
. otherwise, expenses are recognized in the period the related liability arises

Adjusting Entries
· Some events are not recorded daily
· Some costs don’t result from recurring daily transactions
· Some items may be unrecorded

· Record adjusting entries to update accounts at the end of the accounting period
· Adjusting entries ensure that revenue recognition and expense recognition are properly applied

Types of Adjusting Entries
1. Prepayment
· prepaid expenses (prepayments paid)  
· unearned revenue (prepayments received)
    2. Accruals
· accrued expenses (incurred but not yet paid in cash or recorded)  
· accrued revenues (earned but not yet received in cash or recorded)

Prepaid Expenses
· Are paid for in cash before they are uses
· Expire with the passage of time (insurance, depricitation) or through use (supplies)

	
Original Entry
	DR. Asset Account
		CR. Cash

	Adjusting Entry
	DR. Expense account
		CR. Asset account

Depreciation  
· Depreciation is the process of allocating the acquisition cost of a long-lived or non current asset to expense over its useful life.  
· It is not a valuation concept.  
· Adjusting entry for depreciation: 
Dr. Depreciation expense 
Cr. Accumulated depreciation 

· Straight line method of depreciation: 
Depreciation= (cost-residual value)/estimated useful life

DIDNT FINISH THIS CHAPTER
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Inventory System

· Merchandising involves purchasing products (inventory) to resell to customers
· A merchandising company keeps track of its inventory to determine what is available for sale (inventory) and what has been sold (Cost of Goods Sold)
· Two systems to account for inventory:  
. Perpetual  
. Periodic

	Perpetual 
	Periodic

	Detailed records of the cost of each inventory purchase and sale are maintained
	Detailed records are not kept throughout the period.

	Cost of goods sold is determined each time a sale occurs
	Cost of goods sold determined only at the end of the accounting period

	Inventory records are upto-date and provide timely information to management
	The physical inventory count at the end of the accounting period determines ending inventory



Recording Purchases of Merchandise

1. Purchases 
2. Sales taxes 
· GST, PST, HST
· Do not form part of the cost of the merchandise
3. Freight costs  
· Costs of transporting the goods to the buyer’s place of business.  Freight terms state who pays the freight charges



	FOB shipping point
	FOB destination

	Goods are delivered by the seller to the point of shipping
	Goods are delivered by the seller to their destination

	The buyer pays the freight costs to get the goods from the point of shipping to the destination
	The seller pays the freight costs to get the goods from the point of shipping to the destination

	The buyer is responsible for any damage that may occur along the way
	The seller is responsible for any damage that may occur along the way

	Freight cost is part of the cost of purchasing the inventory
	Freight cost is an operating expense for the seller



4. Purchase returns and allowances  
· Purchase return:  
. The buyer returns the goods to the seller and receives a cash refund or credit.  
· Purchase allowance:  
. The seller gives an allowance (deduction) from the purchase price.

	Perpetual
	Periodic

	DR Cash or A/P
         CR Merchandise inventory
	DR Cash or AP
           CR Purchase returns 



5. Disocunts 
· Quantity discount:
. gives a price reduction according to the volume of the purchase
. Not recorded separately – discounted price is recorded as cost of purchase
· Purchase discount:  
· offered to encourage early payment of a balance due
· Example: 2/10, n/30
· recorded separately when payment is made

	Perpetual
	Periodic

	DR A/P
         CR Cash
         CR Merchandise inventory
	DR AP
           CR Cash
           CR Purchase returns 



Recording Sales of Merchandise

1. Sales

	Perpetual
	Periodic

	DR Cash or A/R
         CR Sales (to record the sale

DR Cost of goods sold
         CR Merchandise inventory (to record the cost of merch sold)
	DR Cash or AR
           CR Sales

NO entry



2. Sales taxes
· are collected on behalf of the federal and the provincial governments and must be periodically remitted to theses authorities
· are not recorded as revenue, but recorded as a liability (e.g., sales taxes payable) until they are paid to the government

3. Freight costts
· IF FOB destination point:
. Freight charges are paid by the seller
. The seller prepares the following entry

	Perpetual
	Periodic

	DR Freight
         CR Cash or A/P
	DR Freight
           CR Cash or A/P






4. Return of sold merchandise  
· The seller:  
. Returns cash to the buyer, or  
. Reduces the buyer’s accounts receivable. 
Use of a contra revenue account: sales returns and allowances

	Perpetual
	Periodic

	DR Sales and allowances
         CR Cash or A/R

DR Merchandise Inventory
        CR Cost of goods sold
	DR Sales returns and allowances
           CR Cash or A/R

No entry



5. Discounts
· Quantity discount
. No seperate entry is made
· Sales discount
. Use Sales discount account
. Contra revenue account to sales
. Normal balance: debit

	Perpetual
	Periodic

	DR Cash
DR Sales Discounts
         CR A/R
	DR Cash
DR Sales discounts
           CR A/R



Income Statement Presentation

Two different forms of the income statement: 
1. Single step income statement: 
Data are classified into two categories:  
· Revenues 
· Expenses 
· 
2. Multiple-step income statement: 
Shows several steps in determining profit or loss: 
· 1. Net sales 
· 2. Gross profit 
· 3. Profit from operations 
· 4. Non-operating activities 
· 5. Profit

· Under IFRS, expenses should be classified either by nature or by function.  
. By nature: salaries, transportation, depreciation, advertising.  
. By function: expenses are reported according to the activity for which they were incurred (cogs, administrative, selling)

Evaluating Profitability 
1. Gross Profit Margin Measures the gross profit expressed as a percentage of net sales. 
· Gross profit margin = Gross profit Net sales 
2. Profit Margin Measures the percentage of each dollar of sales that results in profit. 
· Profit margin = Profit Net sales
[bookmark: _GoBack]
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