Financial Accounting Chapter 2

Account Definitions:

Accounts Payable: how much the company owes to supplier(s)

Accounts Receivable: how much customer(s) owe the company 

Accumulated Depreciation: the total lost value from depreciation in relation to assets owned by the company

Building/Land/Machinery & Equipment: acquisition cost of the asset when originally purchased

Capital Stock: refers to the initial investment made by investors/owners of the company for the fiscal year

Cash: how much money you have in account 

Cost of Goods Sold: is the purchased or production costs of items originally bought to be resold

Depreciation Expense: is the lost value of assets for the fiscal year

Dividends Payable: is the distribution of a company’s profit to shareholders that they have not yet paid (debt to the shareholders)

Franchise: is an asset that an owner purchases to use another company’s name and sell products with a royalty fee

Income Tax Expense: is how much the company must pay to the government for the fiscal year’s operation

Insurance Expense: how much the company has paid towards insurance for the year

Interest Expense: is how much the company paid in interest for the year

Interest Income: is how much the company earned off of loans they have lent out

Interest Payable: is the interest that must still be paid and has not yet been paid off

Interest Receivable: is the interest that is still owed to the company but they have not yet received

Inventories: is the purchase cost for goods that are ready for sale (asset account)
Long-term Debt: the money that is owed to others but is not due for over one year

Long-term Investments: company buys investments that they plan to hold for many years and sell in the future

Patents: is a technology that a company purchased that allows them to produce or sell a specific product 

Prepaid Expenses: is an advanced payment made to service providers. Is an asset account, not an expense

Rent Expense: is the expense for renting of housing or land

Rental Revenues: is revenue earned from renting out space or land or buildings, etc

Retained Earnings: is accumulated profit that the company has earned yet has not been distributed to shareholders

Salaries Expense: is the money that has been paid off towards salaries

Sales: refers to the revenue earned from the principle business from selling products or services

Short-term Investments: this means that investments which are bought are going to be sold within one year

Unearned Revenue: is an advanced payment made by the customer, however, the company’s service or products have not yet been supplied

















IN-CLASS EXERCISES

1.
Ottawa Corporation
Income Statement
For the year ended December 31, 2016

Sales											$1,370,000
Cost of Goods Sold									 (756,000)
Gross Margin										$614,000

Expenses
	Depreciation							$58,000
	Insurance							4,000
	Rent								11,000
	Salaries							115,000	188,000

Operating Income									$426,000
Interest Expense									(54,000)
Interest Income									7,000
Rental Revenues									36,000
Net Income before taxes								$415,000

Income Tax Expense									(165,000)

Net Income										$250,000


· An income statement measures the operation performance of a company over a fiscal year

XYZ Company
Statement of Changes in Shareholder’s Equity
For the year ended December 31, 2016

Capital Stock	Retained Earnings	Total

Balance Jan 1, 2016			$100,000	$250,000	=	$350,000
Net Income						450,000	=	450,000
Issue of capital stock			200,000			=	200,000
Purchase of capital stock		(50,000)			=	(50,000)
Dividends						(120,000)	=	(120,000)
Balance Dec 31, 2016			$250,000	$580,000	=	$830,000

Retained Earnings Formula: 
Beginning balance of retained earnings
+ profit of current fiscal year
- dividends paid out
= Ending balance of retained earnings

Example:

Company issued $250,000 of Capital Stock during the year and declared a total of $50,000 of dividends.

X = $612,000 - $250,000 = $362,000
Y - $50,000 = $220,000 I Y = $270,000

Ottawa Corporation
Statement of Changes in Shareholder’s Equity
For the year ended December 31, 2016
					Capital Stock	Retained Earnings	Total

Balance Jan1, 2016			$362,000	$270,000	=	$632,000
Issue of capital stock			250,000			=	250,000
Net Income						250,000	=	250,000
Dividends						(50,000)	=	(50,000)		
Balance Dec 31, 2016			$612,000	$470,000	= 	$1,092,000

· A statement of changes in S/E reconciles each account in shareholder’s equity from the beginning of year balance to the end of year balance

Statement of Financial Position:

Assets = Liabilities + Shareholder’s Equity

Structure:

Assets:

Current Assets
· Cash
· Short-term investments
· Accounts receivable
· inventory
· prepaid expenses


Non-Current Assets
· property, plant and equipment
· intangible assets (patents, trademarks, copyrights)
· long-term investments

Liabilities:

Current Liabilities
· accounts payable
· taxes payable
· salaries payable
· dividends payable\
· unearned revenue

Non-current Liabilities
· bonds payable
· long-term notes payable

Shareholder’s Equity

Contributed Capital
Capital Stock: any amounts invested in the company by shareholders.

Retained Earnings
Retained Earnings: the cumulative total of the net income earned by a company but not distributed to shareholders since its inception.

Ottawa Corporation
Statement of Financial Position
December 31, 2016

ASSETS
Current Assets		
	Cash										$48,000
	Short-term investments							131,000
	Accounts Receivable								89,000
	Interest Receivable								9,000
Inventories									155,000
Prepaid Expenses								12,000
											444,000

Non-current Assets
	Long-term investments							25,000
	Land										202,000
	Building						$1,116,000
	Less accumulated depreciation			(389,000		727,000
	Machinery and Equipment				615,000
	Less accumulated depreciation			(151,000)		464,000
	Patents									109,000	
	Franchise									29,000
											1,556,000
		
											$2,000,000
	
LIABILITIES & SHAREHOLDER’S EQUITY

Current Liabilities
	Accounts Payable								$136,000
	Dividends Payable
	Interest Payable
	Unearned Revenue

Long-term Debt
Shareholder’s Equity
	Capital Stock
	Retained Earnings


Relationships between Income, Financial Position, and Changes in Shareholder’s Equity:

· Profit from income statement increases value of shareholder’s equity
· This also adds value to financial position from the shareholder’s equity section of the balance sheet

Liquidity: nearness to cash, ability of the firm to pay current debt

Solvency: ability of the firm to pay both current and long-term debt

Liquidity Ratios:

Working Capital = Currents Assets – Current Liabilities

Current Ratio = Current Assets / Current Liabilities

[bookmark: _GoBack]Quick Ratio (a.k.a. acid test ratio) = (Cash + Short-Term Investments + Accounts Receivable) / Current Liabilities
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