Chapter 1: The Purpose and Use of Financial Statements

Internal and external users
Internal:
Users within the company; Accounting information helps make decisions:
- Whether to purchase new equipment
- Whether to hire new employees
- Determine sale prices
External:
Users outside the company; Accounting information helps make decisions:
- Is the company earning enough to give me proper return on investment
- Will the company be able to pay its debts as debts come due

Forms of Business
Proprietorship: Owned by one person
Partnership: Two or more owners (ASPE)
Corporation: A legal entity owned by shareholders (ASPE)
- Public: List shares on public stock exchanges (IFRS)
- Private: Does not list shares on stock exchanges (ASPE)

Types of Business Activities
Financing Activities: Obtaining and repaying funds to finance operations
2 Primary sources are:
- Debt: Borrowing money from lenders and creditors which creates liability
- Equity: Issuing (selling) corporation’s ownership interests to shareholders
Investing Activities: Obtaining resources or assets needed to operate
Examples: 
Purchase or sale of long-term investments or long-lived assets
Operating Activities: Main day-to-day activities of the business

Types of Financial Statements
Income Statement: Reports revenues and expenses to show company success in a period of time
Revenues – Expenses = Profits (Loss) 

Statement of Changes in Equity: Shows the changes in each component of shareholders equity, as well as total equity, during a period of time
Initial Common Shares + CS sold – CS repurchased = End CS
Initial Retained Earnings + Profits – Dividends = End Retained Earnings

Statement of Financial Position: presents what the company owns (assets), owes (liabilities) and the resulting difference (shareholders equity) at a point in time
Assets = Liabilities + Shareholders Equity

Statement of Cash Flows: Shows where a company obtained cash and how it was used during a period of time.
Relationships Between Statements

· Profit (loss) from income statement is reported in statement of changes in equity. 
· Ending balances of each component of shareholders’ equity from statement of change in equity is reported in statement of financial position.
· Cash balance reported in the statement of financial position agrees to end cash balance on statement of cash flows.

	Differences
	IFRS
	ASPE

	Accounting Standards
	Public Corps must use IFRS
Private Corps can choose either
	Proprietorships and partnerships usually follow.
Once chosen, must be used consistently

	Terminology
	Statement of Financial Position 
Net income
	Balance sheet
Profit

	Statement of changes in equity vs. Statement of Retained Earnings
	Shows all components of shareholders equity, retained earnings and share capital
	Shows only changes in retained earnings





























Chapter 2: A Further Look at Financial Statements

Classified Statement of Financial Position:
Current Assets: Assets expected to turn into cash or used up within 1 year of SFP
· Cash
· Trading investments: 
· Accounts receivable
· Notes and loans receivable
· Merchandise inventory
· Supplies
· Prepaid expenses
Non- Current Assets: Not expected to be turned into cash or used up within 1 year of SFP
· Investments
· Property, Plant and Equipment
· Intangible assets and goodwill
· Other assets
Current Liabilities: Obligations to be paid within one year of statement date 
· Bank indebtedness
· Accounts payable
· Unearned revenue
· Notes and loans payable
· Current maturities of long-term debt
Non-Current Liabilities: Obligations expected to be paid after one year 
· Notes payable (long term)
· Lease obligations
· Pension and benefit obligations
· Deferred income tax liabilities
Shareholders Equity: 
· Shareholders Equity
· Retained Earnings

	Order of Liquidity
	Order of Reverse Liquidity

	Current Assets
Non-Current Assets
Current Liabilities
Non-Current Liabilities
Shareholders Equity
	Non- Current Assets
Current assets
Shareholders Equity
Non-Current Liabilities
Current Liabilities



Ratios:
Working Capital = Current Assets- Current Liabilities
Current Ratio = Current Assets/Current Liabilities
Debt to Total Assets = Total Liabilities /Total Assets
Earnings per Share = Profit Available to Common Shareholders/Weighted Average # of CS
Price-Earnings Ratio = Market Price per Share/Earnings per Share
Chapter 3: The Accounting Information System

Accounting Transactions: 
Occur if assets, liabilities, or shareholder’s equity change as a result of an economic event.

1. Analyzing Transactions:
Each transaction has a duel effect on the accounting equation in order to maintain balance
Assets = Liabilities + Shareholders Equity

The Account (T Account): 
Individual accounting record of increases & decreases in a specific asset, liability or SE item

Debits and credits:
[image: Ch3_1.jpg]

2. The Journal:
Method of recording that shows the debit & credit effects on accounts for each transaction
· Entered in chronological order
· Debit and credit in one transaction must be equal
· Brief explanation of transaction

The Ledger:
Contains all the asset, liability, shareholders equity, revenue, and expense accounts
Order: Asset accounts, liability accounts, equity accounts, dividends, revenues, expenses


Posting (Journal  Ledger):
Shows all debits and credits in each separate account in chronological order. 
In a T Account

Trail Balance:
A list of general of general ledger accounts and their balances at a specific time
· List the account titles and their balances in the same order as general ledger
· Total the debit column and credit column balances 
· The total balances must be equal


Chapter 4: Accrual Accounting Concepts

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.
Occurs when these conditions are met:
1. The sales or performance effort is substantially complete
2. The revenue amount is determinable or measurable
3. The collection of the revenue is reasonably assured
Revenue should be recorded when it is earned, i.e. when the service is performed

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

Accrual vs. Cash Basis of Accounting:

Cash:
Events are recognized in the period that cash is paid or received
Accrual:
Transactions are recorded in the period that the events occurred

Accrual basis is central to all accounting standards

Adjusting Entries:
Recorded to update accounts at the end of the accounting period

Types:
Prepayments:
Prepaid Expenses: Paid for in cash before use, expire with the passage of time
Original Entry: Dr. Assets, Cr. Cash     Adjusting Entry: Dr. Expense, Cr. Assets
Unearned Revenue: Cash that’s been received before revenue is earned
Original Entry: Dr. Cash, Cr. Liability   Adjusting Entry: Dr. Liability, Cr. Revenue
Accruals:
Accrued Revenue: Revenues that have been earned but not yet paid for
Adjusting Entry: Dr. Asset, Cr. Revenue
Accrued Expenses: Expenses incurred but not yet paid or recorded at statement date
Adjusting Entry: Dr. Expense, Cr. Liability




Closing the Books
At the end of each period the temporary account balances are transferred to the permanent shareholders’ equity account Retained Earnings through the preparation of closing entries.

The closing process
1. Close revenue accounts:
· Debit each individual revenue account
· Credit Income summary for total revenues.
2. Close expense accounts: 
· Debit Income summary for total expenses 
· Credit each individual expense account.
3. Close income summary account:
· Debit (credit) Income summary 
· Credit (debit) retained earnings.
4. Close the dividend account: 
· Debit retained earnings 
· Credit dividends.

Post Closing Trial Balance:
List all permanent accounts and their balances after closing entries are journalized & posted
Proves the equality of total debit balances and total credit balances after closing entries have been made






















Chapter 5: Merchandising Operations

2 Types of Systems:
Perpetual:
· Detailed records of the cost of each inventory purchase and sale are maintained
· Cost of goods sold is determined each time a sale occurs
· Inventory records are up to date and provide timely information management
Periodic:
· Detailed records are not kept throughout the period
· Cost of goods sold is only calculated at the end of the accounting period
· The physical inventory count at the end of the accounting period determines ending inventory

Recording Purchases of Merchandise
1.  Purchases
Perpetual: Dr. Merchandise inventory, Cr. Cash or A/P
Periodic: Dr. Purchases, Cr. Cash or A/P
2.  Sales taxes: Do not form part of the cost of merchandise
3. Freight Costs: 
The cost of transporting goods to the buyer’s place of business
FOB Shipping Point: Seller delivers to PoS; buyer pays cost from PoS; part of cost for B
FOB Destination: Seller delivers to buyer; seller pays freight; operating expense for S
Perpetual: Dr. Merchandising inventory, Cr. Cash or A/P
Periodic: Dr. Freight in, Cr. Cash or A/P
4. Purchase Returns and Allowances
Perpetual: Dr. Cash or A/P, Cr. Merchandise inventory
Periodic:  Dr. Cash or A/P, Cr. Purchase returns or allowances
5. Discounts:
Quantity Discount: Price reduction based on volume of purchase. Recorded as CoP
Purchase Discount: Encourages early payment. Recorded separately when payment made
Perpetual: Dr. A/P, Cr. Cash and Merchandise Inventory
Periodic: Dr. A/P, Cr. Cash and Purchase discounts

Recording Sales of Merchandise:
1. Sales
Perpetual: Dr. Cash or A/R, Cr. Sales     Dr. COGS, Cr. Merchandise Inventory
Periodic: Dr. Cash or A/R, Cr. Sales
2. Sales Taxes: Recorded as sales taxes payable (liability) until paid to the government
3. Freight Costs (FOB Destination)
Perpetual and Periodic: Dr. Freight out, Cr. Cash or A/P
4. Return of sold merchandise
Perpetual: Dr. Sales returns and allowances, Cr. Cash or A/R    Dr. Merch. Inv., Cr. COGS
Periodic: Dr. Sales returns and allowances, Cr. Cash or A/R  
5. Discounts
Perpetual and Periodic: Dr. Cash, Dr. Sales discounts, Cr. Account Receivable
Income Statement Presentation:

Single Step Income Statement: Data Classified into 2 Categories. Revenues, Expenses

Total Revenues – Total Expenses --> Income before Tax – Tax Expense = Profit
** Net Sales = Gross Sales – Sales returns and allowances – Sales discounts

Multiple Step Income Statement: Shows several steps in determining profit or loss
· Net Sales
· Gross Profit
· Profit from operations
· Non-Operating Activities
· Profit

Net Sales
 – Cost of goods sold
Gross Profit
- Operating Expenses
Profit from Operations
+/- Revenues (Expenses)
Profit before Income Tax
-Tax Expense
= Profit

Evaluating Profitability:

Gross Profit Margin = Gross Profit/ Net Sales
Measures gross profit expressed as a percentage of net sales

Profit Margin = Profit/Net sales
Measures the percentage of each dollar of sales that results in profit














Chapter 6: Reporting and Analyzing Inventory

Determining Inventory Quantities:
1. Taking a physical inventory of goods on hand:
· All companies need to determine quantity of inventory at end of each accounting period
· Involves counting, weighing or measuring each kind of inventory on hand
· A good system of internal control minimizes errors in counting inventory
2. Determining ownership of goods:
· Goods in Transit: Should be included in the inventory of the company that has legal title to the goods at the date of count
· Consigned Goods: Consignee sells items for cosigner in exchange for a fee, without ever taking legal ownership of the goods; Counted in inventory of cosigner

Inventory Cost Determination Methods:
1. Specific Identification:
· Used when goods are not interchangeable; Used in perpetual inventory system
· Tracks actual physical flow of goods, reports inventory at its actual cost
2. First-In, First-Out Cost Method (FIFO):
· Assumes first goods purchased are the first to be sold and recognized as COGS
· Used in perpetual or periodic systems, both give same results
3. Average Cost Method:
· Assumes that it is not possible to measure a specific physical flow of inventory
· Used under both inventory systems
· Cost of goods available for sale/Units available for sale = Weighted average unit cost
· In perpetual system: Moving average is calculated after every new purchase
· In periodic system: Only 1 average is calculated; Allocation made at end of period
Average Cost or First-In, First- Out?
· Company should consider whether method corresponds to physical flow of goods
· Whether the inventory cost on the SFP is close to the recent costs
· Use method consistently for all inventories

Effects on Financial Statements (During a period of rising prices):
	Income Statement
	Specific Identification
	FIFO
	Average Cost

	Cost of goods sold
	Variable
	Lower
	Higher

	Gross Profit
	Variable
	Higher
	Lower

	Profit
	Variable
	Higher
	Lower

	SFP
	
	
	

	Cash
	Same
	Same
	Same

	Ending Inventory
	Variable
	Higher
	Lower

	Retained Earnings
	Variable
	Higher
	Lower





Presentation and Analysis of Inventory:
Value inventory at the lower of cost and net realizable value (LCNRV)
Net Realizable Value = Selling Price – Costs Required to Make Goods Ready for Sale
This rule should be applied to individual inventory items as opposed to total inventory

Steps:
· Determine cost of inventory, using specific identification, FIFO or average cost
· Determine net realizable value (NRV)
· Compare cost and NRV, determine if NRV is lower than cost
· If NRV< Cost, report inventory on financial statements as NRV rather than cost
To record decline in inventory value from original cost to NRV (Write Down): 
· Dr. COGS
· Cr. Merchandise inventory
Is reversible if conditions that causes inventories to be written down no longer exist

Reporting Inventory:
· Statement of Financial Position
· At the lower of cost and NRV
· In the Notes to the Statements
· Total amount of inventory
· COGS
· Cost determination method
· Amount of write downs or reversals

Inventory Ratios:
Inventory Turnover = COGS / Average inventory

Days in Inventory = 365 / Inventory Turnover


















Chapter 8: Reporting and Analyzing Receivables:

Accounts Receivables are:
· Amounts owed by customers on an account
· Result from the sale of G&S
· Expected to be collected within 30 days
· Usually the most significant claim held by a company
A receivable is recorded when service is provided on account or at point of sale of merchandise on account
Receivables are reduced when 
· Cash is collected
· The customer takes advantage of a sales discount
· Customer returns the product
Receivables are increased when
· Customer must pay interest charge because can’t pay in full within specified time period
Some accounts receivable become uncollectible
· Losses from uncollectible accounts are debited to account: Bad Depts Expense
 To Record:
1. Direct Write off method: Dr. Bad Depts Expense / Cr. Accounts Receivable
2. Allowance method: Dr. Bad Depts Expense / Cr. Allowance for Doubtful Accounts
Estimating Uncollectible accounts:
1. Percentage of Total Receivables: Management estimates the percentage of outstanding receivables that will result in losses from uncollectible accounts 
2. Aging the accounts receivable: Classifies the outstanding accounts by age and applies percentages to these categories based on past experience

After estimate is determined: Adjusting entry can be recorded
Adjusting entry amount is the difference between the required balance and the existing balance in the allowance account

Accounts Receivable
Less Allowance for doubtful Accounts:  a contra-asset account
Net realizable value: Collectible potion of accounts receivable at statement date

Recording the write-off of an uncollectible:
· Actual uncollectible are debited to ADA and credited to Accounts Receivable at the time the specific account is written off as uncollectible
· A write-off reduces both AR and ADA equally, NRV on the SFP remains the same
· 
Recovery of an uncollectible account: 2 entries are required
· Write off is reversed; If partial payment is received, only that amount is reinstated 
· Dr. Accounts Receivable / Cr. Allowance for Doubtful Accounts
· The collection is recorded in the usual manner
· Dr. Cash / Cr. Accounts Receivable

Notes Receivable:
· Formal instruments of credit issued as evidence of debt
· Normally require payment of interest and extend for 30 days or longer
· May be current or non- current assets depending on their due dates
· Notes and accounts receivable resulting from sales are called trade receivables

A promissory note is a written promise to pay a specified amount of money on demand or at a definite time
The party making the promise is called The Maker: Note Payable
The party to whom payment is to be made is called The Payee: Note Receivable
 
At the time the note is received, it is recorded at the face value with no interest added
As time passes, interest revenue accrues on the note; Rates are stated as an annual rate
Interest = Face Value of Note x Annual Interest Rate x Time in Terms of One Year
Adjusting journal entry: Dr. Interest Receivable / Cr. Interest Revenue

Honored note: Dr. Cash / Cr. Notes Receivable, Interest Receivable, Interest Revenue
Dishonored Note: Dr. AR / Cr. Notes Receivable, Interest Receivable, Interest Revenue
No hope of collection: Dr. ADA / Cr. Notes receivable, Interest Receivable
Notes receivable are reported at their NRV; if eventual collection is in doubt, record BDE and ADA

Statement Presentation of Receivables:
- Each major type of receivable should be identified in SFP on in the notes to the financial statements
- Short-term receivables are reported in the current assets section of the SFP following cash and short-term investments
- Only NRV of receivable need be disclosed
- Helpful to report gross amount of receivables and ADA in SFP or notes to financial statements
- BDE is recorded in the Operating Expense section of the income statement
- Interest revenue is recorded in the non- operating section

5 Steps to Managing Receivables:
1. Determine to whom to extend credit
2. Establish payment period
3. Monitor collections
4. Evaluate liquidity of receivables
a. Receivables Turnover = Net Credit Sales / Average Gross Receivables
b. Average collection period = 365 / Receivables turnover
5. Accelerate cash receipts from receivables when necessary
a. Loans secured by Receivables
i. Borrow $ from a bank by using receivables as collateral
b. Sales of Receivables
i. Securitization: give receivables to investors in return for cash
ii. Factoring: Sell the receivables to a factor
Chapter 9: Reporting and Analyzing Long-Lived Assets:

Property, Plant and Equipment (PPE):
· Long-lived resources
· Have physical substance (definite size and shape)
· Used in the operations of a business
· Are not intended for sale to customers
· AKA fixed assets or capital assets
Operating Expenditures:
· Benefit only a current period
· Are required to maintain an asset in its normal condition and often recur
· Are expensed
Capital Expenditures:
· Benefit future periods
· Include costs that increase the life of an asset or its productivity or efficiency
· Normally larger than operating expenditures, occur less frequently
· Are capitalized (included in the asset account)
PPE are originally recorded at cost:
1. Purchase price, including taxes and duties, less discounts and rebates
2. Expenditures necessary to transport asset and make ready for intended use
3. Estimated cost of future obligations to dismantle, remove or restore at end of UL
Often Subdivided into 4 Classes: Land, Land improvement, buildings, equipment
Land: Costs can include
· Cash purchase price
· Closing costs like title, legal fees and survey costs
· Costs incurred to prepare land for its intended use
Cost of land is not depreciated because it an has unlimited useful life
Land Improvements:
· Costs of structural additions to land
· Decline in service potential; require maintenance and replacement to keep value
· Examples: driveways, fences, sidewalks and parking lots
Land improvements are recorded separately from land and depreciated
Buildings:
· All necessary expenditures relating to the purchase or construction of a building
· If building is purchased, costs are: Purchase price, closing costs, readying costs
· If built, costs are: Contract price, architect fees, building permits, excavation costs 
Equipment: 
· Purchase price
· Freight charges
· Insurance during transit
· Expenditures required in assembling, installing and testing the unit

Annual costs such are licenses and insurance are operating expenses



Accounting for PPE
The cost model: ASPE
· Records PPE at cost at acquisition
· Depreciation is recorded each period
· Assets are carried at carrying amount (cost – accumulated depreciation)
Revaluation Model: ASPE or IFRS
· Carrying amount of PPE is adjusted to reflect its fair value
· Can be applied only to assets whose fair value can be reliably measured
· Revaluation gains are recorded in OCI and can be reversed later

Depreciation: process of allocating the cost of a long-lived asset over its UL in a rational and systematic manner. Dr. Depreciation Expense / Cr. Accumulated Depreciation
Cost: Purchase price plus all costs necessary to get asset ready for use
Useful Life: Period of time over which an asset is expected to be available for use or the number of units of output that are expected to be obtained from an asset
Residual Value: Estimate of the amount that would be received from selling the asset in the condition it is expected to be in at end of UL

Depreciation Methods:
Straight-Line Depreciation: equal amount of depreciation expensed each year of UL as long as cost, UL and residual value don’t change.
Annual Depreciation = (Cost – Residual value) / Estimated UL measure in years
Diminishing-Balance Method: Produces a decreasing annual depreciation expense over an asset’s UL. Depreciation is calculated based on the assets carrying amount, which diminishes each year as accumulated depreciation increases
Annual depreciation expense = carrying amount x (straight-line rate x multiplier)
Units of Production Method: 
1. Determine the depreciation amount per unit: (Cost – RV) / Estimated units of output
2. Multiply depreciation amount per unit by the units produced during the year to find annual depreciation

Impairments: M
If Carrying amount > Recoverable amount (assets fair value – selling costs of similar assets)
The asset is impaired. Impairment loss = Carrying amount – recoverable amount
Journal entry to record an impairment loss: Dr. Impairment loss / Cr. Accumulated Deprec.
Reported in income statement as part of profit form continuing operations.
IFRS allow reversal of a previously recorded impairment loss
IFRS – must be tested annually. ASPE – Must be tested only if impairment clearly exists

Sale of PPE
1. Update depreciation
2. Calculate the carrying amount
3. Calculate gain or loss (difference between the proceeds and carrying amount)
4. Record the disposal
Gain: Dr. Cash, Accumulated Depreciation / Cr. Asset account, Gain
Loss: Dr. Cash, Accumulated Depreciation Loss / Cr. Asset Account

Retirement of an Asset:
- Recorded as a special case of sale in which no cash is received
 -If the asset is retired before its fully depreciated, there is a loss on disposal, which is the carrying amount at the date of disposal
- If carrying amount = 0, journal entry is required to remove accounts related to retired asset
- If the company is using fully depreciated asset, it continues to be reported until retired

Financial Statements Presentation:
Statement of Financial Position
- Reported as:
· Property, Plant and Equipment
· Intangible Goods
· Goodwill
- Disclose cost and accumulated depreciation of each major class of assets
- Disclose depreciation methods and useful lives or rates in notes
Income Statement
Depreciation expense, gains/losses on disposal and impairment losses – operating section
Statement of Cash Flows
Cash flows from the purchase and sale of long-lived assets – reported in investing section

Methods for Evaluating the Use of Assets
1. Return on Assets: Overall measure of profitability. Profit generated/$ invested in assets
Return on Assets = Profit / Average Total Assets
2. Asset Turnover: How efficiently a company can generate sales with a given amount of assets. How many dollars of sales are generated by each dollar invested in assets
Asset Turnover = Net Sales / Average Total Assets

Profit Margin x Asset Turnover = Return on Assets
















Chapter 10: Reporting and Analyzing Liabilities
Liabilities are present obligations that result from past transactions
1. Current Liabilities: debt that will be paid within one year from:
a. Existing current assets (cash)
b. Through the creation of other current liabilities (note payable)
2. Non-Current Liabilities: Debts that do not meet both aforementioned criteria

Operating Line of Credit:
· Pre-authorization by the bank that allows borrowing of money up to a pre-set limit
· Interest is charged at a floating rate on any amounts used from the line of credit
· Security, called collateral, is usually required by the bank in the event of default
· Bank indebtedness is a negative or credit bank balance. It’s a current liability on SFP
· No special journal entry is required to record an overdrawn amount
Sales Taxes:
· Federal Goods and Services Tax (GST)
· Provincial Sales Tax (PST or QST)
· Combined into one in some provinces (HST)
· Retailer collects the sales tax from the customer when the sale occurs and remits the tax to federal or provincial collecting authorities
Property Taxes:
· Taxes are charged by the municipal and provincial governments and are calculated at a specific rate for every $100 of the assessed value of the property
· Paid annually
· Journal Entries:
· 1. At reception of the bill, record the expense for the period that has already passed
· Dr. Property Tax Expense / Cr. Property Tax Payable
· 2. At payment of the bill, record the payment of the expense and prepayments
· Dr. Property Tax Payable, Property Tax Expense, Prepaid Property Tax / Cr. Cash
· 3. At year end, adjust the prepaid tax
· Dr. Property Tax Expense / Cr. Prepaid Property Tax
Payroll:
1. Net Pay
· Management personnel are paid salaries, expressed as specific amount per week, month or year
· Employees paid hourly or by production are paid wages
· Salaries + Wages = Gross Pay (Gross Earnings)
· Gross Pay – Payroll Deductions = Net Pay
2. Employee Payroll Deductions
· Required by law to be withheld from employees’ pay
· Withheld for taxes, CPP or EI
· Dr. Salaries Expense / Cr. Income Tax Payable, CPP Payable, EI Payable
3. Employer Payroll Obligations
· Employers pay costs like employers’ share of CPP or EI or Worker Compensation
· Dr. Employee Benefits Expense / Cr. CPP Payable, EI Payable

Until these payroll deductions are remitted to collectors, they are Current Liabilities
Short-Term Notes Payable:
· Obligations in the form of written notes
· Used instead of Accounts Payable if lender wants written proof of obligation
· Notes and loans are often used interchangeably
· Frequently issued to meet short term financing needs; usually involve interest
· Notes due within one year are Current Liabilities
· Can have floating interest rate, usually fixed
Journal Entries:
1. Record issue of note: Dr. Cash / Cr. Notes Payable
2. Record accrued interest: Dr. Interest Expense / Cr. Interest Payable
3. Record payment: Dr. Notes Payable, Interest Payable, Interest Expense / Cr. Cash
Current Maturities of Non-Current Debt
· Current portion of a non-current debt should be recorded Current Liabilities
· A journal entry is not required to recognize this classification

Financial Statement Presentation
· Current Liabilities are the first category under liabilities on SFP
· List main types of liabilities separately within this category
· Listed in order of liquidity (due dates)
· Non–current liabilities are reported in a separate section following current
· Interest rates, maturity dates and assets pledged as collateral -  in notes

Analysis:
Liquidity Ratios: Measure a companies ability to pay current obligations and meet $ needs
Current Ratio = Current Assets / Current Liabilities

Solvency Ratios: Measure a company’s ability to repay long-term debt 
Debt to Total Assets = Total liabilities / Total Assets

Times Interest Earned = (Profit + Interest Expense + income Tax Expense) / Interest Expense
Indication of company’s ability to meet interest payments as they come due















Chapter 11: Reporting and Analyzing Shareholders’ Equity

Authorized share capital: 
· Number of authorized shares a corporation is able to sell is shown in articles of incorporation
· May be specified as unlimited amount or a specific number
· Authorization of share capital does not result in a formal accounting entry
· Number of share authorized must be shown in shareholders equity section in SFP
Issue of Shares:
· Issued shares are authorized shares that have been sold
· IPO share sales go straight to company
· Secondary market shares are traded between investors
· Common measure of fair value of total equity is # of shares x Share price
Common Shares: 
· If issued for cash, all proceeds are credited to Common Shares
· If issued for noncash, must be recorded at cash equivalent price
Dividends: distribution of retained earnings to shareholders on pro rata basis
· Generally reported as an annual dollar amount per share
· Cash dividends are the most common in practice, stock dividends are also declared
Cash Dividends: distribution of cash to shareholders
· Solvency test: 
· Must have sufficient cash/assets to pay liabilities after distribution of dividends
· NRV of assets must exceed the total liabilities and share capital
· Declaration of Dividends:
· Board of directors has full authority to determine distribution of retained earnings
· Dividends are not a liability until declared
· Entry for Cash dividends:
· Declaration date: Dr. Cash Dividends / Cr. Dividends
· Record date: to identify entities that will receive dividends. No entry
· Payment date: Dr. Dividends Payable / Cr. Cash
Stock Dividends: Distribution of corporation’s own shares to shareholders
· Results in decrease of RE and increases in Share Capital
· Does not decrease total shareholders equity or total assets
· On Declaration date: Dr. Stock Dividends / Cr. CS Dividends Distributable
· On Payment date: Dr. CS Dividends Distributable / Cr. Common Shares
Stock Splits: no effect on journal, number of shares increases

Financial Statement Presentation:
SFP: In shareholders equity section, we report:
Contributed Capital, RE, Accumulated other comprehensive income
Statement of Changes in Equity: Disclose changes in total shareholders equity, and changes in each shareholders equity account:
Contributed capital, RE, accumulated other comprehensive income

Contributed Capital:
· Share Capital: Preferred and common shares. Info about legal capital, number of shares authorized, shares issued are reported for each class of shares
· Additional Contributed Capital: Amounts contributed from reacquiring and retiring shares, or from other shareholder transactions
Retained Earnings: 
· Cumulative profits retained in the company since incorporation
· Normal balance is a credit, but if a deficit exists it is reported as a deduction from SE
Accumulated Other Comprehensive Income (AOCI):
· Gains and losses that bypass profits but affect SE
· Includes all changes in SE during period except changes that result from sale or repurchase of shares or payment of dividends
· Comprehensive income reported separately in statement of comprehensive income
· AOCI is reported as separate component of SE

Evaluate Dividends and Earnings Performance:
Dividend Record:
· Payout Ratio: Measures the percentage of profits distributed in the form of cash dividends to common shareholders. Higher is better if investor is looking for income
· Payout Ratio = Cash Dividends / Profit

Dividend Yield: Measures the profit generated by each share, based on the market price of each share. Higher is better if investor is looking for income
Dividend Yield = Dividend per Share / Market Price per share

Earnings Performance:
Earnings Per share: 
Earnings per share = Profit available to common shareholders / Weighted AVG # of CS
Weighted average number of common shares is calculated by # of shares x Fraction of year 

Return on Common SE: Measures profitability from the common shareholders viewpoint
Return of Common SE = Profit available to common shareholders / AVG common SE
Profit available to common shareholders is profits – preferred dividends.













Chapter 13: Statement of Cash Flows
Purpose: to help investors, creditors and others assess
· Reasons for the difference between profits and cash provided or used by operations
· Investing and financing transactions during the period, or why assets and liabilities have increased or decreased
· The company’s ability to generate future cash flows
Content: Cash receipts, cash payments, net change in cash
Statement of cash flows classifies cash receipts and payments into 3 types of activities
· Operating: 
· Receipts: Sale of G&S, interest on debts, trading investments
· Payments: inventory, expenses, employees, trading investments, taxes
· Investing
· Receipts: Disposal of PPE, sale of long term debt, collection of principal
· Payments: Purchase PPE, long term debt or equity investments, make loans
· Financing
· Receipts: Sale of shares, issue of debt
· Payments: Dividends, redeem long term debt or reacquire shares.

Noncash activities that do not affect cash are not reported but are reported in note to financial statements. Issue of debt or shares to purchase assets, conversions of debt into equity, exchanges of PPE

Operating Activities Section: Profits must be converted from accrual basis to cash basis

1. The Indirect Method: Converts total profit from an accrual basis to a cash basis
Profit +/- Adjustments = Net Cash used by Operating Activities
Adjustments:
Noncash Expenses and Revenues: 
Noncash expenses reduce profits but not cash; noncash expenses are added back to profit. Noncash revenues are deducted from profit
Losses and Gains: all gains from investing and financing activities must be eliminated from profits to arrive at cash from operating activities, so they aren’t counted twice. 
+ Losses and/or – gains on income statement
Changes in Current Asset or Liability Accounts:
Increase in current asset account: deduct increase from profits
Decrease in current asset account: add decrease amount to profits
Increase in current liability account: add increase to profits 
Decrease in current liability account: deduct decrease amount from profits

2. The Direct Method
Net cash provided by operating activities is calculated by adjusting each item in the income statement from the accrual basis to the cash basis
Cash Receipts:
· From customers: Revenue +/- decrease or increase in Accounts Receivable
· Other cash receipts: Must be adjusted for any receivable amounts as was done above

Cash Payments
To Suppliers: 
Find purchases during the year
· Adjust COGS for change in inventory; Increase added, decrease deducted from COGS
Determine cash payments to suppliers
· Adjust purchases for the change in accounts payable
· Increase in AP is deducted from COGP to arrive at cash payments to suppliers
· Decrease in AP is added to Cost of goods purchased
Operating Expenses:
Prepaid Expenses: 
· Any increase is added to operating expenses
· Any decrease is deducted from operating expenses
Accrued expenses payable:
· Increase in accrued liability account is deducted from operating expenses
· Decrease is added to operating expenses

Investing Activities Section
Individual inflows and outflows from investing activities are reported separately
Determine the net cash provided (used) by investing activities by analyzing changes in non-current asset accounts. Acquisitions are uses of cash; disposals are sources of cash.

Financial Activities Section
Individual inflows and outflows of financing activities are reported separately
Determine the net cash provided (used) by analyzing changes in non- current liability and SE accounts

Using Cash Flows to Evaluate a Company:
Liquidity: 
Cash Current Debt Coverage Ratio: higher is better
= Cash provided (used) by operating activities / Average current liabilities
Solvency:
Cash Total Debt Coverage Ratio: measures long-term debt paying ability on a cash basis
= Cash provided (used) by operating activities / Average Total liabilities

Free Cash Flow: measures discretionary cash flow remaining from operating activities available to use to expand operations, reduce debt, go after opportunities, or pay additional dividends.
= Net Cash provided (used) by operating activities – Net capital expenditures – dividends

Net Capital Expenditures = Amounts paid for the acquisition of PPE – Any Recoveries from sale of these assets





Chapter 14: Performance Measurement
Comparative Analysis
Horizontal analysis (Trend Analysis)
Horizontal % of Base period amount = Analysis period amount / Base period amount
Horizontal % change for period = (Analysis period –Prior Period) /Prior period amount
Vertical Analysis (common size analysis)
Vertical % of Base amount = Analysis Amount / Base amount

3 types of comparisons:
Intracompany basis: comparisons within a company
Intercompany basis: comparisons between one or more companies
Industry averages:

Ratio Analysis
Liquidity Ratios: Measure short term ability to pay maturing obligations and to meet unexpected needs for cash
1. Working Capital = Current Assets – Current Liabilities
2. Current Ratio = Current Assets / Current liabilities
- Measure short-term ability to pay obligations
3. Cash Current Debt Coverage = Cash provided (used) by OA / AVG Current Liabilities
- Better indicator of liquidity
4. Receivables Turnover = Net Credit Sales / AVG Gross Receivables
- Measures the number of times on average, that receivables are collected during the year
5. AVG Collection Period = 365 / Receivables Turnover
6. Inventory Turnover = COGS / AVG Inventory
- Measures the number of times on average that inventory is sold during the period
7. Days in Inventory = 365 / Inventory Turnover

Solvency Ratios: 
1. Debt to Total Assets Ratio = Total Liabilities / Total Assets
- Measures the percentage of assets financed by lenders and other creditors
2. Times Interest Earned = (Profit + Interest Exp. + Income Tax Exp.) / Interest Exp.
- Ability of a company to meet interest payments as they come due
3. Cash Total Debt Coverage = Cash Provided (used) buy OA / AVG Total Liabilities
- Company’ s ability to repay its liabilities from cash generated from operating activities
4. Free Cash Flow = Net Cash Provided (used) by OA – Net Capital Exp. – Dividends paid
- Cash remaining from operating activities after adjusting for capital exp. and dividends









Profitability Ratios:
1. Return on Common SE = (Profit – Preferred Dividends) / AVG Common SE
- Measures profitability from common shareholders viewpoint
2. Returns on Assets = Profit / Average Total Assets
- Amount of profit generates by each dollar invested in assets
3. Profit Margin = Profit / Net Sales
- Percentage of each dollar of sales that results in profit
4. Asset Turnover = Net Sales / AVG Total Assets
- Dollars of sales generated by each dollar invested in assets
5. Gross Profit Margin = Gross Profit / Net Sales
- Company’s ability to maintain adequate selling price above COGS
6. Earnings Per Share = (Profit – Preferred Dividends) / Weighted AVG # of CS
- Profit earned on each common share
7. Price-Earnings Ratio = Share Price / Earnings Per Share
- Ratio of market price of each common share to its earnings per share
8. Payout Ratio = Cash Dividends / Profit
- % of profits distributed in the form of cash dividends to common shareholders
9. Dividend Yield = Dividend per Share / Market Price per Share
- Reports rate of return a shareholder earned from dividends during the year

Limitations of Financial Analysis
1. Alternative Accounting Policies: companies can choose from a large number of acceptable accounting policies, which result in differing financial positions
2. Professional Judgment: management must be professional in choosing the most appropriate accounting principle in order to avoid biased or inaccurate information
3. Comprehensive Income: Most financial ratios exclude these measurements
4. Inflation: our accounting information system does not adjust data for price level changes
5. Diversification: Some companies are to diverse to effectively evaluate
6. [bookmark: _GoBack]Economic Factors: can have a significant effect on a company’s performance, management must try to control changes to minimize these factors
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