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Chapter 1: May 03 2017, Financial Statements and Business Decisions

There are players in every company. 
1. Investors: People that invests in the company
2. Creditors: People/company that lend money to the company for a specific length of time 
The difference is that the investors are trying to be shareholders or stockholders (owner of the company) and the creditors are only the lenders of the company and want to make money of the interest they charge.
The business operations: Which are done by the managers
1. Purchase materials and labor
2. Manufacture products
3. Sell products to customers
4. Collect cash from customers and pay creditors.
Business owners (called Investors or shareholders) look for two sources of possible gain:
1. Sell ownership interest in the future for more than they paid for (stock exchange) 
2. Receive a portion of the company’s earnings in cash (dividends) 
Dividend: is a part of the profit that are returned to the shareholders 
Creditors: Lend money to a company for a specific length of time and gain by charging interest on the money loaned. (Bankloan Company / BankInterest Company) 

Manufacturers either make the parts needed to produce its products or buy the parts from suppliers

The Accounting system:
 Collects and processes financial information about an organization and then;
Reports information to decision makers 
1. Managers (Internal decision makers)
2. Investors and creditors (External decision makers) 

The accounting system is divided in two 
1. Financial accounting: Reports periodic financial statements and related disclosures. It is designed for external decision makers
2. Managerial Accounting Reports: Detailed plans and continuous performance reports. It is designed for internal decision makers. 

Account: An organized format used by companies to accumulate the dollar effects of transactions: separate file for each Cash, Equipment, Inventory, Notes Payable. Every transaction that relates to any of these subjects are classified in one file. 




The Four Basic Financial Statements:
1. Statement of financial position (balance sheets): Reports of the amount of ASSETS (resources owned), LIABILITES (amounts owned), and SHAREHOLERS’ EQUITY of an accounting entity at a point in time

2. Statement of earnings (income statement) –Comprehensive Income: Reports the revenues less the expenses of the accounting period


3. Statement of changes in equity: Reports the way that profit, distribution of profit(dividends), and others changes to shareholders’ equity affected the financial position of the company during the accounting period. 

4. Statement of cash flows: Reports inflows (receipts) and outflows (payments) of cash during the accounting period in the categories of operating, investing, and financing. 

When studying the financial statement, you should

Statement of financial position: 
-Reports the financial position (assets, liabilities, and shareholders’ equity) of an accounting entity at a point in time
-An accounting entity is the organization for which the financial data are to be collected
Assets: economic resources controlled by the entity as a result of past business events, and from which future economic benefits can be obtained.
Cash, short-term investment, trade receivable, notes receivables, inventory (to be sold), Supplies, Prepaid Expenses, Long-term investments, Land, Equipment, Buildings, Intangibles
Liabilities: the entity’s obligations that result from past business events. They arise primarily from the purchase of goods or services on credit and through cash borrowings to finance the business
Trade Payables, Accrued Liabilities, Notes payable, Taxes Payable, Deferred Revenue, Bonds Payable
Shareholders’ Equity: indicates the amount of financing provided by owners of the business, as well as earnings over time. It arises from three sources:
1. Contributed Capital (The investment of cash and other assets in the business by the owners
2. Retained Earnings (The amount of earnings reinvested in the business; not distributed to shareholders in the form of dividends)
3. Other components 

Assets (A) (The economic Resources) = Liabilities (L) + Shareholders’ Equity (SE) (the two are sources of financing or claims against the company’s economic resources)
 

Structure:
1. Name of the entity
2. Title of the statement
3. Specific date of the statement (at June 16,2017)
4. Unit of measure (in thousands of Canadian dollars)




The Statement of Earning – Comprehensive Income
-It reports the change in shareholders’ equity during a period from business activities other than investments by shareholders (such as the issuance of shares) or distribution to shareholders (Such as dividends)
-The statement of comprehensive income reports the change in the shareholders’ equity during a period from business activities, excluding exchanges with shareholders.
The statement of earnings reports the revenues and expenses of the accounting period.
It is divided in two parts
1. Reports the accountant’s primary measure of a company’s performance: revenues generated less the expenses incurred during the accounting period. They measure the performance as Net earnings. 
2. Reports other comprehensive income which compromises other items that are not recognized in the statement of earnings.
*A company can present all items of incomes and expenses in either 1 or 2 related statements.
Revenues: ALWAYS CREDIT
 earn revenue from the sale of goods or services to customers. Revenues are normally reported in the statement of earnings when goods or services are sold to customers, whether or not they have been paid for. Sometimes, they receive a promise of payment known as trade receivable. In either case, the business regognizes the total of cash and credit sales as revenue.
EX:
Sales revenue, Fee Revenue, Interest Revenue, Rent Revenue, Provision of services, rental of property.
Expenses: ALWAYS DEBIT
represents the monetary value of resources the entity used up, or consumed, to earn revenues. It is recognized whether or not is has been paid or not.
Cost of sales, Wages expense, Rent Expense, Interest Expense, Advertising Expense, Insurance Expense, Income tax expense, Sales and marketing expense, Finance cost (the interest and other cost incurred in connection with the funds it borrowed from creditors). 

Revenues-Expenses= Net earnings or net income or profit

Revenues: Revenues from the sale of goods or services
· Revenue is recognized in the period in which goods and services are sold, not necessarily the period in which cash is received 
· When will the revenue from this transaction be recognized? 
1. 100$ sale made on May 25 The revenue will be recognized (even if it’s only a small part of the money that it is worth. The rest will be payments receivable??) 
2. Cash from the sale is collected on June 10
Expenses: The dollar amount of resources used up by the entity to earn revenues during a period.
· An expense is recognized in the period in which goods and services are used, not necessarily the period in which the cash is paid. 
· When will the expense for this transaction be recognized?
1. Paid 75$ cash on May 11 for newspaper ad Expense will be recognized
2. Ad Appears on June 16 

Statement of Changes in Equity
It reports all changes to shareholders’ equity during the accounting period. It covers a specific period of time. This statement reports the way that net earnings, distribution of net earnings(dividends), and other changes to shareholders equity affected the company’s financial position. 
Retained earnings: reflects the net earnings that have been generated since the creation of the company but not distributed yet to shareholders as dividends.  The declaration of net earnings to shareholders decreases retained earning while the net earning achieved during the year increases it.
Beginning Retained Earnings+ Net Earnings- Dividends = Ending retained earnings

Equity, beginning of the period
+ Net earnings for the year
+ Other comprehensive income
- Dividends
+/-: other changes, Net
=Equity: end of the period

Statement of Cash flows
Reports cash inflows (receipts) and outflows (payments) that are related to operating, investing, and financing activities. Covers a specific period of time.
*Reported value does not always equal cash collected from customers because some sales may be on credit. Also, expenses reported on the statement of earnings may not be equal to cash paid out during the period because expenses may be incurred in one period and paid for in an another. As a result, net earnings (revenues-expenses) does not usually equal the amount of cash received minus the amount paid during the period. Because the stamen of earnings does not provide any information concerning cash flows, accountants prepare the statement of cash to report inflows and outflows of cash.
The equation describe the causes of change in cash reported in the statement of financial position from the end of the last period to the end of the current period. 
+/-Cash flows from operating activities
+/- Cash flows from investing activities
+/- Cash flows from financing activities
=Change in cash




Relationships Among the Statements: 
1. Net earnings from the income statement results in an increase in ending retained earnings on the statement of changes in equity.
2. Ending retained earnings from the statement of changes in equity is one of the three components of shareholders’ equity on the statement of financial position.
3. The change in cash on the statement of cash flows is added to the beginning-of-year balance in cash to arrive at the end-of-year cash on the statement of financial position

Notes to financial staments:
All financial statements should be accompanied by notes which provide the reader with supplemental information about the financial condition and results of operations of the company.
1. Describe accounting rules applied.
2. Present additional detail about an item on the financial statements.
3. Provide additional information about an item not on the financial statements.

Management Uses of Financial Statements
1. Marketing managers and credit managers use customers’ financial statements to decide whether to extend credit.
2. Purchasing managers use suppliers’ financial statements to decide whether suppliers have the resources to meet the demand for products.
3. Employees’ union and human resource managers use the company’s financial statements as a basis for contract negotiations over pay rates.
Responsibilities for the accounting communication process
1. Understandability is the foundation of effective communication.
2. The amounts reported fairly represent what is claimed
3. Decision makers also needs to understand the measurement rules
The Rules are in the International Financial Reporting Standards (IFRS)
International financial standards (IFRS) 
Are guidelines for the measurement rules used to develop the information in the financial statement.
Securities and exchange commission (SEC)
 It is the US government agency that determines the financial statements that public companies must provide to shareholders and the measurement rules that they must use in producing those statements. 
Ontario securities commission (OSC)
Is the most influential Canadian regulator of the flow of financial information provided by publicly traded companies in Canada. 
International accounting standards board (IASB)
It is an independent standard-setting board that is responsible for the development and publication of international financing reporting standards. 



Management Responsibility and the demand for auditing
Companies take three important steps to assure investors that the company’s records are accurate:
1. They develop and maintain a system of internal controls over both the records and assets of the company (lock the info, guards…) 
2. They hire outside independent auditors to attest to the fairness of the statement presentations. 
3. They form a committee of the board of directors to oversee the integrity of these two safeguards. (board of directors)
*The report to management (certification management) indicates management’s primary responsibility for financial statement information and the steps to ensure the accuracy of the company’s records. 
*The audit report (report if independent auditors) describes the auditors’ opinion of the fairness of the financial statement presentations and the evidence gathered to support that opinion.
*The difference between these two is that the auditor’s responsibility is to express an opinion on the financial statement and then the board of directors (audit committee) assumes the responsibility for the quality of the content of these financial statements.
*An audit is an examination of the financial report to ensure that they represent what they claim and conform to IRFS.

 
The officers of the company, usually the CEO and the CFO, must personally sign a certification that they have designed or supervised the design, implementation and evaluation of effective, appropriate financial accounting and reporting processes. The executives and officers of the company bear primary responsibility for information prepared and reported in the financial statements and other information contained in the annual report. Top management also nominates members to the Board of Directors to oversee the integrity of the first two safeguards. Those owning shares of the firm vote to elect the Board of Directors which holds the officers of the company accountable to the shareholders for defects in the internal control and reporting system. It also appoints external, independent auditors who provide advice to companies on how to best comply with regulations on financial reporting
























Chapter 2: Investing and financing decisions and the statement of financial position 

The conceptual Framework

The assumptions: 
1. Separate entity: Activities of the business are separate from activities of the owners
2. Continuity (going concern): The entity will not go out of business in the near future
3. Unit-of-measure: Accounting measurements will be in the national monetary unit (i.e., $ in Canada)

Principle: 
1. Historical cost: requires assets to be recorded at the historical cash-equivalent costs, which is cash paid plus the current monetary value of all non-cash considerations also give on the date of the exchange. 
Cash equivalent cost given up is the basis for the initial recording of elements.  Whenever something is procured it must be registered. The transactions needs to be recorded as the cash equivalent as the first transaction. If you have to an exchange rate.. if you lose money it is classified as Lost in exchange rate
Ex: Cash paid($30000) + Market value of old van($7000)= Historical cost of new van($37000)

Qualitative characteristics of accounting information
1. Relevance: can influence a decision; it has predictive and/or confirmatory value. Material amounts are amounts that are large enough to influence a user’s decision.
2. Faithful representation: suggests that information provided in financial statements must reflect the substance of the underlying transaction, which may differ from their legal form.
3. Comparability: of accounting information across businesses is enhanced when similar accounting methods have been applied.
4. Verifiability: Information is verifiable if independent accountants can agree on the nature and amount of a transaction.
5. Timeliness: Timely information enhances the information’s ability to predict future values and to confirm past values
6. Understandability: is the quality of information that enables users to comprehend its meaning.
7. The Cost Constraint of accounting measurement: suggests that information should be produced only if the perceived benefits of increased decision usefulness exceed the expected costs of providing that information.

The objective of Financial reporting:
To provide useful economic information to external users for decision making and for assessing 
future cash flows and to make sound decisions.
*Recording of transactions from past transactions
*Assets: prepayments: represents amounts paid for future benefits such as insurance coverage, rental of property, or advertising.

Elements of the classified statement of Financial Position:
*Assets: are economic resources controlled by an entity as a result of past transactions or events and from which future economic benefits may be obtained. By order of liquidity
1. Current Assets: are assets that will be or turned into cash, normally within one year. Inventory is always considered to be a current asset, regardless of the time needed to produce and sell it (converted into cash or can be made into cash within 1 year). Inventory is the only asset that even if it is not sold within one year, it is a current asset.
EX: Cash, Short-term investments, Trade and other receivables, Inventories, Prepayments (i.e., expenses paid in advance of use), other current assets. 
2. Non-current Assets: Are considered to be long-term because they will be used or turned into cash over a period longer than the next year. 
EX: Property, plant, and equipment (at cost less accumulated depreciation), Financial assets, Goodwill (The reputation; something that make the customer come back), Intangible assets (non-physical existence assets), other (miscellaneous) assets.
3. Current Liabilities: are probable debts or obligations of the entity that result from past transactions, which will be paid in cash (or other current assets) or satisfied by providing service for the coming year.
EX: Trade and other payables, Short-term borrowings, Income taxes payable, Accrued liabilities (the total amount owed to suppliers that will be paid later such as payrolls, rent and other obligations), Provisions (What we anticipate that will be made in the future), other current liabilities


4. Non-current Liabilities: are a company’s debts or obligations that have maturities that extend beyond one year from the statement of financial position date.
EX: Long-term borrowings, Deferred income tax liabilities. Provisions, Other long-term liabilities
*liabilities are ordered by order of time to maturity
*Deferred revenue: amounts paid in the past to the corporation who except future goods or services.

5. Shareholders’ equity; is the financing provided by the owners and the operations of the business. It includes contributed capital (results from shareholders providing cash and sometimes other assets to business), Retained earnings (refers to the accumulated earnings of a company that are not distributed to the shareholders and are reinvested in the business) and other components.
Nature of business transaction:
Transaction:  is (1) an exchange between a business and one or more external parties to a business or (2) a measurable internal evemt, such as adjustments for use  of assets in operations.
(1) External Events:  Exchanges of assets and liabilities between the business and one or more other parties. Ex: Borrow cash from the bank, doing transactions with another company
(2) Internal Events: Within the company. Not an exchange between the business and other parties, but have a direct effect on the accounting entity.
An account: is a standardized format that organizations use to accumulate the monetary effects of transactions on each financial statement item.
Chart of Accounts: A chart of accounts lists all account titles and their unique numbers. 
Transaction analysis: is the process of studying a transaction to determine its economic effect on the entity in terms of the accounting equation.

Principles of Transaction Analysis:
1. Every transaction affects at least TWO accounts (duality of effects)
2. The accounting equation must remain in balance after each transaction.

Balancing the Accounting Equation
Step 1: Identify and classify accounts and effects
· Identify the accounts (by title) affected and make sure at least two accounts change. (what is received and what is given?)
· Classify them by type of account. Was each account an asset (A), a liability (L), or a shareholders’ equity (SE)?
· Determine the direction of the effect. Did the account increase [+] or decrease [-]?
Step 2: Verify account equation is in balance.
· Verify that the accounting equation (A = L + SE) remains in balance.  




The Direction of transactions Effects: know by heart

T-account: is a tool for summarizing transactions effects for each account, determining balances, and drawing inferences about a company’s activities
Debt: is always on the left size of the account and always come firsts in the journal entry
Credit:  is on the right side of an account.
*Assets accounts increase on the left side(debit). They have debit balances. It would be highly unusual for an asset account to have negative credit balance.
*Liabilities and SE accounts increase on the right (credit) side, creating credit balances. The more debt they have the more credit they have. If their debt decrease then it is  debit. 
Assets               =              Liabilities                     +                    SE
Increase with debits      Increase with credit                    Increase with credit


































Journal Entry: is an accounting method for expressing the effects of a transactions on various accounts, using the double-entry bookkeeping.
It is written as follows:
Reference (letter, #, or date)  Account titles  Amounts
*Any journal entry that affects more than two accounts is called compound entry.

T-account: the journal entry do not provide the balances in accounts. 
Asset: Increase are showed in the left side (debit) and decrease on the left side (credit)
Liability: increases are showed on the right side (credit) and decrease are shown on the left (debit)

 The current ratio: 
Current ration = Current asset/ Current liabilities 
*Analysts use this ratio as an indicator for the amount of current assets available to satisfy current liabilities. 
*Analytic question: Does the company currently have the resources to pay its short-term debt?
*Generally, the higher the ratio, the more cushion a company has to pay its current obligations. 
*While a high ration normally suggests good liquidity, too high a ratio suggests inefficient use of resources. It should be between 1 and 2. 
*Some companies with sophisticated cash management systems have ratio below 1. 

























Chapter 3: Operating Decisions and statement of earnings

The long-term objective to every business is to raise the income: Turn cash into more cash.
*For companies to stay in business, this excess cash mush be generated from operations, not from borrowing money or selling non-current assets.

The operating cycle (or cash-to-cash): is the time it takes for a company to pay cash to suppliers, sell those goods and services to customers, and collect cash from customers.
Time period: The long life of a company can be reported over a series of shorter time periods
Beginning cycle: 
Purchase goods and services  Pay cash to suppliers sell goods and services to customers Receive cash from customers
*Managers knows that reducing the time needed to turn cash into more cash by shortening the operating cycle mean higher net earnings and faster growth.
*Periodic assumption: Means that the long life of a company can be reported in shorter periods. 
Two types of issues arise in reporting periodic net earnings to users:
Recognition Issues: When should the effects of the operating activities be recognized (recorded)? 
Measurement Issues: What amounts should be recognized?

The statement of earnings: 
It is a main part of the statement of comprehensive income. 
The statement of earnings includes up to three major sections: 
1. Results of continuing operations      1+2 =net earnings
2. Results of discontinued operations   1+2 =net earnings
3. Earnings per share

The elements on the statement of earnings
1. Revenues: are increases in assets or settlement of liabilities from ongoing operations. It recognizes revenue when the significant risks and rewards of ownership have been transferred to the buyer, which is mainly upon the delivery of goods or services. 
*When revenue is earned, asset usually goes up (either cash or trade receivable) 
*Sometimes, a company receives cash in exchange for a promise to provide goods or services in the future. At this point, revenue is not earned but a liability account is created. Under deferred revenue. When the company will provide the promised goods or services to the customers, revenue is recognized and liability is settled. 
2. Expenses: Decreases in assets or increases in liabilities from ongoing operations and are incurred to generate revenues during the period. 
*Do no mistake expenditures which means any outflow of cash for any purpose with expense.
*Expense will only result when an asset, such as equipment or supplies is used to generate revenue during a period, or when an amount is incurred to generate revenues during a period such as using electricity, even if the amount is paid in the future. 
*Therefore, not all expenditures are expenses and expenses are necessary to generate revenues.
EX:
a. Cost of sales: is the cost of products sold to customers. For instance, when they purchase the products to make a fruit bar or pay for the transportation. Usually is the most significant expense. 
b. Operating expense: are the usual expenses, other than cost of sales, that are incurred in operating a business.
c. Sales and marketing
d. Distribution expense: expenses related to the distribution of the company’s products to a customer.
e. General and administrative expenses.
Non-operating items:
1. Investment income, or interest or dividend revenue: any investment in another company
2. Financing costs
3. Gains: Increases in assets or settlement of liabilities from peripheral transactions
Ex: selling a land for higher than they paid for.
4. Losses: Decreases in assets or increases in liabilities from peripheral transactions
Ex: abandoning or getting rid of plat or equipment.
*Gross profit or gross margin: Is the net sales les cost of sales.
*Earnings from operations: (or operating income) equals the net sales less cost of sales and other operating expenses. 
*Earnings before income tax (pretax earnings) equals revenues minus all expenses except income tax expense.
Discontinued Operations: Result from the disposal of a major segment of the business and are reported net of the related income tax effect.
They are represented separately because of their non-recurring nature and thus are not useful in predicting the future earnings of the company.

Cash basis
1. Revenue is recorded when cash is received
2. Expenses are recorded when cash is paid
Accrual Accounting: Assets, liabilities, revenues, and expenses should be recognized when the transactions that causes them occurs, not necessarily when cash is paid or received. 
Accrual basis accounting: records revenues when earned and expenses when incurred, regardless of the timing of cash receipts or payments.

We recognize the revenues when:
1.  The entity has transferred to the buyer the significant risks and rewards of ownership
2. The entity retains neither continuing managerial involvement nor effective control over the goods sold
3. The amount of revenue can be reliably measured
4. Collection is reasonably assured: either cash or a promise of payments.
5. The costs in respect of the transaction can be measured reliably

Cash is received BEFORE revenue is earned:
**If cash is received before the company delivers goods or services, the liability account Deferred Revenue is recorded. (Cash(A+); Debit    / Deferred Revenue (L+); Credit)
**When the company delivers the goods or services Deferred Revenue is reduced and Revenue is recorded (Deferred Revenue (L-); Debit /  Service Revenue (R+) ; Credit) 

Typical Liabilities that become revenue when earned include: 
Cash Collected                      Over time will become             Revenue (When goods are provided)
Rent collected in advance---------------------------------------Rent Revenue
Deferred air traffic revenue------------------------------------Air traffic Revenue
Deferred subscription revenue---------------------------------Subscription Revenue

**All expenses are always DEBIT 
**All Revenues are always CREDIT

When cash is received on the date the revenue is earned, the following entry is made:
Cash(A+) debit
Revenue(R+) Credit

If cash is received after the company delivers goods or services, an asset Trade Receivables is recorded
 Trade Receivable(A+) Debit
Revenue (+R) credit
*When Cash is received the Trade Receivables is reduced
Cash(A+) Debit
Trade receivables (A-) Credit

The Matching Process
1. Resources consumed to earn revenues in an accounting period should be recorded in that period, regardless of when cash is paid.
*The costs of generating revenue include expense incurred such as:
a. Salaries to employees who worked during the period: Wages expense
b. Utilities for the electricity used during the period: Utilities expense
c. Fruits, plastic containers, and other ingredients used to produce the final product that are sold in the same period: Cost of sales
d. Facilities rented during the period: Rent expense
e. Use of buildings and equipment for production purposes during the period: Depreciation expense.
1. If cash is paid before the company receives goods or services, an asset account, Prepaid expense is recorded:
Prepaid expense(A+) debit
Cash(A-) credit
*When the expense is incurred prepaid expense is reduced and an Expense is recorded
Expense(E+) Debit
Prepaid Expense(A-) credit
2. When cash is paid on the date the expense is incurred, the following entry is made:
Expense(E+) debit
Cash(A-) credit
      *When cash is paid the payable is reduced 
      Payable(L-) debit  
      Cash(A-) credit
3. If Cash is paid after the company receives goods or services, a liability payable is recorded
Expense(E+) debit
Payable(L+) credit
*When you pay the cash:
Expense (-E)
Cash(-a)

Transaction Analysis Rules: We add Revenues and expense. Page 119 exhibit 3.5
*Is a revenue earned? Did the company perform or deliver to customers? If yes, then a revenue account is increased/credited.
*Is an expense incurred? Did the company incur an expense to generate the revenue? If yes, then an expense account is increased/debited. 




































How are financial Statements Prepared and analyzed?
1. Statement of eanrings: Revenues-Expenses= Net earnings
2. Statements of changes in SE:
Begninning equity
+Net earnings
-Dividends Declared
+/- Other components changes, net
Ending Equity
3. Statement of financial position:
Assets=Liabilities + Shareholders’ Equity (Contributed capital, Retained Earnings, other components)
4. Statement of Cash flows: Changes in cash=
Cash from operating activities
+cash from investing activities
+Cash from financing activities

Total Asset Turnover Ratio= 

** Average total assets: (beginning total assets + ending total assets) /2 
This ration measures the sales generated per dollar of assets
Creditors and analysts use this ration to asses a company’s effectiveness at controlling current and noncurrent assets.
*How effective is management at generating sales from assets.
*A higher one signifies efficient management. 

Return on assets (ROA) Ratio: 
It measures how much the firm earned for each dollar of investment.
It answers the question: How well has management use the total invested capital provided by debtholders and shareholders during the period?
* Firms with higher ROA are doing a better job at selecting new investments, all other things equal. 






Chapter 4: Adjustments, Financial Statements, and the Quality of Earnings
· Management is responsible for preparing the financial statementHigh quality= Relevance+ Reliability  useful to investors and creditors

The Accounting Cycle:
It is the process used by the entities to analyze and record transactions, adjust entries and record transactions, adjust the records at the end of the period, prepare financial statements and prepare the records for the next cycle. This chapter focus primarily on the end of the cycle which is mostly about adjustments to record revenues and expenses in the proper period and to update the statement of financial position for reporting purposes.


Start of Period
1. Phase 1: During the Accounting Period (External Transactions)
Analyze transactions
Record Journal Entries
Post amounts to general ledger
2. Phase 2: At the end of the period (Internal Transactions)
Adjust revenues and expenses
Prepare financial statements
Disseminate statements to users
Close revenues, gains, expenses, and losses to Retained Earnings. 
During the period: 
-External transactions between the business and other external parties recorded as they occur
The end of the period:
-The account balances are analyzed and adjusting journal entries are recorded for internal transactions that have a direct and measurable effect on the accounting entity, particularly for revenue and expense recognition.

Purpose of adjustments:
Adjusting entries are entries necessary at the end of the accounting period to identify and record all revenues and expenses of that period (because sometimes the payments or the cash is not received on the same accounting period.)
*Revenues are recorded when earned (the revenue principle)
*Expenses are recorded when incurred to generate revenue during the same period (the matching process)
*Assets are reported at amounts that represent the probable future benefits remaining at the end of the period.
*Liabilities are reported at amounts that represent the probable future sacrifices of assets or services owed at the end of the period.
-Because transactions occur over time, ADJUSTMENTS are required at the end of each fiscal period to get the revenues and expenses into the “right” period. 
*they are required every time a company wants to prepare financial statements for external users.
Types of Adjustments:
1. Adjusting Entries that increase Revenues:
-Deferred Revenue: Previously recorded liabilities that were created when cash was received in advance, and that must be reduced for the amount of revenue actually earned during the period. ENTRY FOR CASH RECEIPT BEFORE THE REVENUE IS EARNED.
Liability goes down(debited) and Revenue goes up so the se goes up to (credited)

-Accrued Revenues: Revenues that are earned but not yet recorded because cash will be received after the services were performed or goods were delivered. ENTRY FOR CASH RECEIPT AFTER THE REVENUE IS EARNED.
Asset goes up (debit) and the revenue goes up so the se goes up (credited)

2.  Adjusting Entries that increase Expense:
              - Deferred Expenses: Previously recorded assets, such as Prepaid Rent, Supplies, and              Equipment that were created when cash was paid in advance and that must be reduced for the amount of expense actually incurred during the period through use of asset. ENTRY OF CASH PAYMENT BEFORE THE EXPENSE INCURRED.
Expense goes up and the asset goes up (debited)
       -Accrued expense: Expense that have been incurred but not yet recorded because cash will be paid after the goods or services are used. ENTRY FOR CASH PAYMENT AFTER THE EXPENSE INCURRED. 
Expense goes up and liability goes down (debited)
*The two types of adjusting entries are:
1. Deferrals: Receipts of assets or payments of cash in advance of revenue or expense recognition. 
Deferred revenue: When a customer pays for a good or service before the company delivers them, the company records the amount of cash received in a deferred revenue account. Deferred revenue is a liability representing the company’s promise to perform or deliver the goods or services in the future. (Recognition or recording of the revenue is deferred/postponed until the company meet its obligations.)
Deferred expense: Many assets are used over time to generate revenues including, supplies, prepaid rent, prepaid insurance, buildings, equipment, and intangible assets such as patents, and copyrights. Entry when cash is paid before the company incurs an expense. 
2.Accruals: Revenues earned or expenses incurred that have not been previously recorded.
Accrued revenue: When the company performs the services, or provide goods before the customer pays. They are revenues that have been earned but have not yet been recorded at the end of the period.
Accrued expense: Expenses are incurred in the current period without being paid for until the next period. Common examples include interest expense incurred on debt, wages expense for the wages owed to the employees, and utilities expense for water, gas, and electricity used during the period for which the company has not yet received a bill. These accrued expenses accumulate (accrue) but are not yet recognized until the end of the period in an adjusting entry. 


Unadjusted Trial Balance:
It is a list of all accounts with their balances that provides a check on the equality of the debits and credits.
1. A listing of individual accounts, usually in financial statement order (A, L, SE, R, E)
2. Ending debit or credit balances are listed in two separate columns
3. Total debit account balances SHOULD equal total credit account balances.
 Contra account: is an account that is an offset to, or reduction of, the primarily account. It is directly related to another account but has a balance on the opposite side of the t-account. For property, plant, and equipment, this contra account is called accumulated depreciation. The sign will be X then A for the contra asset (XA). Since assets have debit balance, XA have credit balances.
Depreciation expense(+ESE-) debit / Accumulated depreciation (+XA-A) credit
The carrying amount (book value, or net book value) of an asset is the difference between its acquisition cost an accumulated depreciation, its related contra account.
*Accumulate depreciation is a contra-asset account. It is directly related to an asset account but has the opposite balance (Credit if the asset is debit) Depreciation that was provided for over the years; The accumulated the assets over the years. How much over the year it was used therefore lost its asset. 
it is the consumed part of the assets over the years.
Ex: equipment or furniture and fixtures 
*Cost-Accumulated depreciation = Carrying amount (or net book value)

*If total debit does not equal total credits on the trail balance, errors have occurred:
1. in preparing balanced journal entries
2. in posting the correct dollar effects of a transactions
3. In calculating ending balances in accounts
4. Or in copying ending balances from the ledger to the trial balance.

Adjustment Process: PRACTICE PRACTICE AND PRACTICE 

This is a very important screen when you are preparing your homework solutions. Let’s look at the top left box which deals with adjustments that recognize revenue. When you determine that revenue has been earned and the original journal entry was to increase cash and to recognize a liability called “deferred/unearned revenue,” the correct adjusting entry is to debit deferred/unearned revenue and credit revenue for the amount of revenue earned. If revenue has been earned due to the passage of time or another reason, and is not recorded, the correct adjusting journal entry is to debit the receivable account (for example, interest receivable), and credit the revenue account. These are the only proper adjusting entries when revenue has been earned.
During the period: 
DR: Cash is received before:
Cash(A+) debit and Deferred revenue (L+) credit

AR: Next period: Cash is received after the company performs (earns revenue)

[image: C4Revenue Earned Adjustments.png]
When cash is received prior to earning revenue by delivering goods or services, the company records a journal entry to recognize deferred (unearned) revenue. Ex: Rent received in advance.
Cash received --------- End of accounting period ---------- Revenues earned 


There are only two proper adjusting entries for the recognition of expenses. The first is when we have previously recognized a prepaid expense like rent, insurance, or others, and time has passed. We need to recognize the expense in the current accounting period through an entry to debit the expense account and credit the prepaid expense. When we have an accrued expense, we have not recorded the expense in the current accounting period. The proper adjusting entry is to debit the expense account and credit the payable account.

DE: Prepaid expense(A+) debit and Cash (A-) credit
[image: C4Expense incurred adjustments.png]
When cash is paid prior to incurring an expense, the company records a journal entry to recognize an asset. An expense may be incurred in the current period but not paid until the next period. The company must recognize a liability. Ex: Prepaid rent, Advertising, and insurance
Cash paid---------End of accounting period--------- Expense incurred.

*Certain circumstances require adjusting entries to record accounting estimates
EX: Depreciation, Bad Debts, Income Tax

Depreciation:
The accounting concept of depreciation involves the systematic and rational allocation of the cost of a long-term asset to the multiple accounting periods during which it is used to generate revenue.  
-This is a “Cost allocation” concept not a “valuation” concept.

At January 31, 2013, Sun-Rype's trial balance showed Property, Plant and Equipment of $69,678 (all numbers in millions) and Accumulated Depreciation of $25,487.  For the period, Sun-Rype needs to record an additional $400 in depreciation. 

[image: ]

Materiality:
Suggests that minor items that would not influence the decisions of financial statement users are to be treated in the easiest and most convenient manner.

Financial statement Relationships
1. Net earnings increase retained earnings (a net loss decreases retained earnings).
Dividends decrease retained earnings
Dividends is paid from the retained earnings
2. Contributed Capital and Retained Earnings make up Shareholders’ Equity. 
3. Assets=Liabilities + SE
We shall first prepare the statement of earnings because revenues – expenses= Net earnings. 
Then, we shall prepare the changes in equity statement because net earnings is a part or retained earnings.
Then we shall prepare the statement of financial position because it contains SE which contains RE
Finally, we shall do the statement of cash flow because it contains cash from the statement of Financial position.
Earnings Per Share:
 You will note that earnings (EPS) ratio is reported on the statement of earnings. It is widely used in evaluating the operation performance and profitability of a company

Earnings per Share =    




Focus on Cash Flows:
This statement is a categorized list of all transactions of the period that affected the cash account. The three categories are:
1. Operating Activities
2. Investing activities, and
3. Financing Activities

Disclosure:
1. Cash flows related to interest, dividends and income taxes received and paid.
2. A schedule of the nature and amounts of significant non-cash investing and financing transactions
Net Profit Margin:
It indicates how effective management is at generating earnings on every dollar of sales. 
       Net profit Margin =        net sales= revenues-ay returns or deductions customer.
Return on Equity(ROE)
 It measures how much the firm earned for each dollar of shareholders’ investment.
      Return on Equity= 

Closing the books:
Permanent accounts: The ending balance for the current period is the beginning balance for the next period in the statement of financial position. 

· Assets, liabilities, and SE accounts are permanent, or real accounts, and re never closed
· The following accounts are called temporary or temporary /nominal accounts and are closed at the end of the period:
Revenues, Expenses, Gains, Losses, and Dividends declared
Closing entries: transfer balances in temporary accounts to be retained earnings and establish zero balances in temporary accounts.
Income summary: is a temporary account used only during the closing process to facilitate closing temporary accounts.
Post-closing trial balance: should be prepared as the last step of the accounting cycle to check that debits equal credits and that all temporary accounts have been closed.
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 Four steps are used in the closing process
1. Close revenues and gains to income summary
2. Close expenses and losses to income summary
3. Close income summary account to retained earnings
4. Close dividends to retained earnings

Accruals and Deferrals: Judging Earnings Quality
Companies that make relatively pessimistic estimates that reduce current income are judged to follow conservative financial reporting strategies, and experienced analysts give these reports more credence. These companies are viewed as having “higher quality” earnings.

Chapter 7: Adjustment, Financial Statements, and the Quality of Earnings
 
The revenue principle:
 It requires that revenues be recorded when earned
1 Goods or services have been transferred/delivered
2 The entity retains neither continuing managerial involvement nor effective control
3 The amount of revenue can be measured reliably
4 It is probable that economic benefits will flow to the entity
5 The cost can be reliably measured

Credit card sales to customers:
Companies accept credit cards for several reasons:
1. To increase sales
2. To avoid providing credit directly to customers
3. To avoid losses due to bad cheques
4. To avoid losses due to fraudulent credit card sales
5. To receive payment quicker
*When credit card sales are made, the company must pay the credit card company a fee for the service it provides

Sales to business on account
When companies allow customers to purchase merchandise on an open account, the customer promises to pay the company in the future for the purchase.
* When customers purchase on an open account, they may be offered a sales discount to encourage early payment. 
2/10, n/30    Read as: two ten, net thirty
2: Discount Percentage
10: # of days in discount Period
n: Net (total sales less returns)
30: Maximum Days in Credit Period
*With discount terms of 2/10, n/30, a customer saves 2$ on a 100$ purchase by paying on the 10th day instead of the 30th day. 
 Interest rate for 20 days = Amount Saved/ Amount Paid = 2/98 = 2.04%
 Annual Interest Rate = 365 days/20days X 2.04% = 37.23%

Sales Returns and Allowances

These situations are recorded in a separate account called Sales return and Allowances (a contra revenue account)
· Damaged merchandise
· Returned merchandise
Reporting Net Sales
Companies record credit card discounts, sale discounts, and sales returns and allowances separately to allow management to monitor these transactions
Sales revenue (R )
- Credit Card discounts (XR)
-Sales discounts (XR)
-Sales Returns and allowances(XR)
=Net sales

Gross Profit Percentage Ratio:
It is the difference between sales revenue and cost of sales is called gross profit.
Gross Profit Percentage = Gross Profit/ Net Sales
*Other things equal, higher gross profit results in higher net earnings

Measuring and Reporting Receivables:
1. Accounts Receivable are created when the company expects to receive payment from others on open account.
2. Notes receivable are written promises from another party to pay with specified terms. It is assured by a written legalized document by an attorney. It is a legalized account receivable.
3. Trade receivables are amounts owed to the business for normal credit sales of goods, or services.
4. Non-trade receivables are amounts owed to the business for other than normal business transactions. EX: personal loans to employees
*On a classified statement of financial position, receivables must be presented as either current(shot-term) or non-current (long-term) based on when the cash is expected to be collected.

Accounting for Bad Debts STUDYY STUDY AND STUDY
Bad debts result from credit customers who will not pay the amount they owe, regardless of collection efforts.
*Most businesses record an estimate of the bad debt expense with an adjusting entry at the end of the accounting period.
EX: Deckers estimated bad debt expense for 2015 to be $27,567,000. Prepare the adjusting entry.
Bad debt Expense (+E, -SE) --------------- Debit 27,567 000
Allowance for doubtful Accounts (+XA,-A)---- credit 27567000
(contra asset account)
*bad debt expense is normally classified as a selling expense and is closed at year-end.

Statement of financial position-disclosure
Trade receivabales
Less Allowance for doubtful accounts
=Net realizable value of trade receivables. (The amount the business expects to collect)
Allowance for doubtful accounts in financial statement:
When they put money as an expectation it is a credit
When they customer did not pay it is a debit

*When it is clear that a SPECEFIC customers’ account receivable will be uncollectible, the amount should be removed from trade receivables account and charged to the allowance for doubtful accounts
Allowance for doubtful accounts (-XA, +A)----- debit 3214
Trade receivables (-A) ------------------------------- credit 3214

The aging of trade receivables:
The focus is on determining the desired balance in the allowance for doubtful Accounts on the statement of financial position.
1. First, we classify trade receivables by how long the receivable has been outstanding, or age of the receivable
2. For each age group, we determine the likelihood of the accounts being uncollectible.
3. For each age group, we calculate a separate amount
4. Add up all the allowance amounts and that gives us the desired balance in the allowance for doubtful accounts
Desired balance 1201
Minus credit balance
= Adjusting entry
Bad debt expense (+E,-SE)------------------------------------ debit 1,151
Allowance for doubtful Accounts (+XA,-A)----------------- credit 1151

Trade receivables X % Estimated Uncollectible=Desired Balance in Allowance Account
Then, if there is a credit balance, we do: Minus the allowance account credit balance is the amount we put in the journal entry

Trade receivables X % Estimated Uncollectible = Desired balance in allowance Account
If the allowance account has a debit balance, the amount is added to the desired balance to determine the amount of the adjustment for the journal entry
A debit balance in the allowance account results when specific write-offs for the year are larger than the balance provided at the beginning of the year.

Focus on Cash Flows

Receivables Turnover
This ration measures how many times average receivables are recorded and collected for the year.
Receivables Turnover = Net sales/Average net trade receivables.

Average collection Period
This ration indicates the average time it takes a customer to pay its accounts.
Average collection Period = 365/Receivables Turnover

Internal Controls
Internal controls are the processes by which the company’s board of directors, management, and other personnel provide reasonable assurance regarding the reliability of the company’s financial reporting, the effectiveness and efficiency of its operations, and its compliance with applicable laws and regulations.



Controls over Trade Receivables
To guard against the extending credit to non-worthy customers, the following practices can help minimize bad debts. 
1. Require approval of customers’ credit history by a person independent of sales and collection functions
2. Monitor the age of trade receivables periodically and contact customers with overdue payments.
3. Reward both sales and collection personnel for speedy collections so that they work as a team.

Cash and Cash Equivalent
1. Cheques
2. Certificates of deposit
3. T-bills
4. Bank drafts
5. Money order

Internal Control of Cash
Internal control refers to policies and procedures designed to:
1. Properly account for assets
2. Safeguards assets
3. Ensure the accuracy of financial records
*Cash is the asset most susceptible to theft and fraud
*Separation of duties is one internal control practice that companies use to protect cash. The person handling cash should not be responsible for recording cash transactions. All disbursements should be duly authorized.
Internal controls for cash include:
1. Promptly reconciling bank statements: Bank Reconciliations
2. Proper authorization for purchases: Purchase approval
3. Proper authorization for cash payments: Payment approval
4. Making all payments using prenumbered cheques: Prenumbered cheques
5. Allowing only a limited number of persons authorized to sign cheques: Cheque signature
6. Requiring daily deposits of cash receipts: Daily deposits

Bank reconciliation
Explains the difference between cash reported on bank statement and cash balance on company’s books and provides information for reconciling journal entries.
Balance per bank                            Balance per books
+ Deposits in transit                       +Deposits by banks (credit memos)
-Outstanding Cheques                   -Service Charge and – NSF Cheques
+/-  Bank errors                               +/- Book errors
= Correct balance                   =Correct balance
                                       equals
*All reconciling items on the book side require an adjusting entry to the cash account.
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