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Introduction

· What is accounting?

· Language used to express financial information

· Purpose: “enable users to estimate the amount, timing, and uncertainty of future cash flows.”

· Starting and Operating a Business

· Business activities:

· Establishing goals & strategies

· Obtaining financing (from 2 sources: owners & creditors)

· Making investments

· Conducting Operations

· Definitions
· Recognition: item is recognized when depicted in words and numbers on the face of the financial statements, with amounts included in the totals, and must meet certain conditions

· Realization: refers to converting a noncash item to cash

· Ex: the firm recognizes revenue when it ships the goods, but realizes revenue when it collects the cash

· Reliability: accounting is based on objective evidence

· Cost: assets are recorded at cost (not fair market value)

· Relevance: useful for making decisions

· Monetary unit: transactions are recorded in stable currency (ex: USD)

· Entity: a business is separate from its owners

· Going concern: business will continue indefinitely

· Materiality: qualitative concept that financial reports need not include items that are so small as to be meaningless to users of the reports

· Conventions

· Accounting period: uniform length of reporting periods

· Most common- fiscal year

· Interim reports are often prepared for periods shorter than one year

· Number of reporting periods

· GAAP & IFRS require firms to include results for multiple reporting periods in each report

· Monetary amounts

· Terminology and level of detail in the financial statements

· Variation between GAAP & IFRS

Conceptual Framework of Financial Reporting

(GAAP & IFRS, regulatory bodies, etc)

Cash v. Accrual Accounting

Record 
Keeping & Financial Statement Preparation
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Transactions

· Events that:

· Change the financial position of a business 

· Can be measured reliably

· Events have two sides and accounting records both sides

· Accounting equation is always maintained

Accounts

· Classified compilation of transactions affecting various resources, sources of financing, expenses and revenues (i.e., cash, accounts receivable, etc.)

· Can be combined and condensed into a line on the balance sheet or income statement

· Recorded on a T-Account:

· Convention for organizing and accumulating the accounting entries of transactions that affect an individual account

· Permanent & Temporary accounts

· Balance sheet accounts are permanent accounts: remain open, with nonzero balances, at the end of the reporting period

· Accounts that accumulate costs over a period are temporary accounts- start a period w/ zero balance, accumulate info during the reporting period, and then have zero balance at end

Debits and Credits
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Journal

· Entries formalize the reasoning that supports the transaction

· Each transaction has equal amounts of debits & credits – helps prevent errors

· Each entry has at least 2 accounts – double entry

· Posting: transferring the events (transactions) from the journal to the ledger compiles the data by type rather than date

Trial Balance

· Find balances in every account and then list them

· Debits = credits

Adjusting & Closing Entries

· Adjusting entries – correct for passage of time on company’s financial position

· Purpose:

· Measure income

· Update balance sheet

· Each adjustment affects:

· One income statement account (revenue or expense)

· One balance sheet account (asset or liability)
· 4 types of adjusting entries:

· Unearned revenues (ex: receiving advance payment)

· Accrued revenues (ex: accounts receivable)

· Prepaid expenses (ex: prepaid insurance, rent)

· Considered assets, not expenses

· Accrued expenses (ex: accumulated depreciation, utilities expense)

· After all adjusting entries are posted, prepare an “Adjusted Trial Balance”

· Closing is the process of transferring balance from each revenue and expense account to Retained Earnings

· Each revenue, expense, and dividend account is left w/ zero balance for next period

· Debit each revenue account for the amount in its credit balance

· RE is credited

· Credit each expense account for the amount in its debit balance

· RE is debited 

· Credit dividends for the amount in its debit balance

· RE is debited

Financial Statements

The Balance Sheet

· “Statement of financial position”

· Provides information at a point in time

· Lists firm’s assets, liabilities, shareholder’s equity, totals & subtotals

· Can be represented by:

· Assets = Liabilities + Shareholder’s Equity
· A common-size balance sheet expresses each balance sheet item as a percentage of total assets = assumes that the size or scale of business does not affect the relation between a given balance sheet item and total assets
Assets

· Asset definition: 
· Probable future economic benefit
· Firm controls because of past event or transaction
· Asset recognition:
· Right to use
· Results from past transaction
· Future benefit can be quantified
· Asset Valuation:
· Historical cost (acquisition cost), ex: land, goodwill, intangible finite life
· Value in use (acquisition cost), ex: building, equipment
· Fair Value (under GAAP: exit value, under IFRS: current exchange value)
· Present value of future net cash flows (discounts future cash flows to present)
· Net realizable value (net cash value today), except what if you can’t sell it
· Current assets: Assets that a firm expects to turn into cash, or sell, within one year
· Cash: short-term, safe, liquid sources of funds- currency on hand, bank deposits, savings accounts, CDs

· Accounts Receivable (AR): aka receivables- amounts due from customers for sale of goods or services (right to collect from customers, banks use as collateral)

· Inventory (INV): goods to be sold- can be completed goods, in-process goods, and raw materials

· Other: prepaid expenses (money paid in advance of goods and services; ex: rent), marketable securities (stocks, bonds, etc, measured by market value)

· Non-current assets: assets held and used for several years
· Net Property, Plant & Equipment (Net PP&E):  long term assets used in operations, including land, buildings, machinery (priced at acquisition cost)

· Depreciation is a non-cash charge that

· Reduces the (net) value of tangible assets on the balance sheets

· Is an expense on the income statement that reduces earnings

· Is an attempt to capture the deterioration in an asset’s value caused by time and use (though it’s a rough measure)

· Other: intangibles (patents, trademarks, goodwill= difference between cost of an acquired firm and the value of its individual assets)

Liabilities

· Definition: probable future sacrifices of economic benefits, arising from present obligations to transfer assets or provide services in the future as a result of past transaction

· Recognition: represents a present obligation that exits as a result of a past transaction and requires probable future economic resources that can be quantified with sufficient reliability

· Measurement: most liabilities are financial, requiring settlement with cash or other assets
· Current Liabilities: obligations a firm expects to pay within one year 

· Automatic sources: informal liabilities incurred in the ordinary course of business

· Accounts payable (AP): money owed under informal credit agreement

· Accrued expenses: expenses incurred through passage of time, but not yet due (utility bills, taxes, wages, etc)

· Does not include: notes, loans, any other category of debt
· Debt: Loans, notes, etc: any liability that is not an automatic source

· Usually requires interest payments

· Noncurrent liabilities & shareholder’s equity: sources of funds where the supplier does not expect to receive them all back within a year

· Contingencies: liabilities that are uncertain (timing and/or amount)

· Recognition criterion under GAAP – no precise threshold, practice indicates approximately 80%
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Shareholder’s Equity

· Divided into:

· Contributed capital – original investment by owners

· Par or nominal or stated value of the shares which has a legal definition

· Remaining amount called additional paid-in capital (APIC), share premium, or capital contributed in excess of par value

· Retained earnings – amount of earnings left in the firm after the payment of dividends to the owners

· Net accumulation of earnings of the firm since the beginning
· Increased by net income

· Reduced by losses, and by the payment of dividends

· Beginning RE + Net Income – Dividends paid = Ending RE
Income Statement

· Statement of profit and loss, of operations, of operating activity
· Provides information on profitability

· Reports economic inflows & outflows for a period of time

· Corporate life is infinite- can’t stop business to measure business

· Goal in creating an income statement: best guess for revenues of next period

· Represented by Basic Income Equation:

· Net income = Revenues – Expenses

· Revenues, aka sales, sales revenues, turnover

· Measures the inflow of assets (or reduction in liabilities) from selling goods and providing services to customers
· Records economic performance- recorded at cash value of goods or services provided

· Recognition: when the transaction meets both of the following conditions:

· Completion of earnings process

· Receipt of assets from the customer

· Earned in a given time period (timing is important)

· Matching principle: expenses are matched with the revenues produced in a given time period
· Expenses

· Measure the outflow of assets (or increase in liabilities) used in generating revenues
· Timing of expense recognition focuses on when the firm consumes the benefits

· Recognized when either of the following conditions hold:

· Asset consumption results from transactions that lead to revenue recognition
· Asset consumption results from the passage of time

· Other Comprehensive Income (OCI): refers to changes in net assets that are not transactions with owners and that do not appear on income statement

· Ex: currency conversions, adjustments
· Cost of Goods Sold (CGS)

· Costs that can be allocated to the goods that were sold

· Ex: cost of raw materials, assembly-line labor, depreciation of machines used in production

· Selling, General and Administrative (SG&A)

· Costs incurred to sell products/services as well as cost of administration

· Interest income

· Income earned on amounts lent to others or from investments in securities

· Gross profit: Sales – CGS

· Operating Expenses (Op Exp)

· Costs that do not depend on quantity sold

· Ex: rent, executive and office salaries

· EBIT: earnings before interest & tax, often called “operating profit”

· Measure of profit that is shared by equity, debt, and the government 

· Measure of profit that is (mostly) independent of financing choices (debt/equity mix) because interest expense is not subtracted

· EBT: earnings before tax

· The base from which taxes are taken- after interest expenses are taken away

· Net income (NI), aka profit, earnings

· Measure of profit that belongs only to the equity holders

· Note that NI does depend on leverage

· Earnings-per-share (EPS) is the Net Income divided by the number of shares outstanding

Capitalizing vs. expensing

· What purchases should be treated as assets (capitalized) and what should be expensed?

· General rule: expense when benefits are immediate, or future benefits are too uncertain or immaterial (R&D expenditures)

Income statements do not tell us anything about sources and uses of funds

· Where is the cash coming from and where is it going?

· Many important trends do not show up on the income statement (like asset buildup and capital structure changes)

Relationship between income statement & balance sheet

· Income statement links the balance sheet at the beginning of the period with the balance sheet at the end of the period

· Retained earnings is increased by net income and decreased by dividends

Interpreting & Analyzing the Income Statement

· Provides information on the profitability of the firm over the long-term

· Three tools are useful in analysis:

· Common-size statements: revenues are set to 100% and each expense item is shown as percentage of revenue

· Time series analysis: changes from year to year are calculated in both revenue and expense items

· Cross-section analysis: revenues and expenses are compared to competitors

Statement of Cash Flows (SCF)
· Reports information about cash generated from or used by operating, investing, and financing, during a specified time period
· Shows where the firm obtains or generates cash and where it spends or uses cash

· Classifications

· Operations: cash from customers less cash paid in carrying out the firm’s operating activities

· Investing: cash paid to acquire noncurrent assets less amounts from any sale of noncurrent assets

· Financing: cash from issues of long-term debt or new capital less dividends
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Relationship of SCF to BS & IS

· SCF explains the change in cash between the beginning and end of the period, and separately displays the changes in cash from operating, investing, and financing

· SCF shows the relationship between net income and cash flow from operations
Creating Statement of Cash Flow

· Direct method: calculates cash flow from operations by subtracting cash disbursements to suppliers, employees, and others from cash receipts from operations

· Indirect method: calculates cash flow from operations by adjusting net income for noncash revenues and expenses (most firms use this method)

· Most firms prepare the statement of cash flows after BS & IS

Statement of Shareholders’ Equity
· Displays components of shareholders’ equity, including common shares and retained earnings, and changes in these components

· Changes from one BS to next

· Links IS and BS

Analysis of Financial Statements

· Purposes:

· To understand the economics of a firm

· To help forecast its future profitability and risk

· Profitability = increase in wealth

· Risk = probability that a specific level of profitability will be achieved
Ratios

· Helps compare different firms and the firm against its past performance
· Standards for comparing ratios

· Planned ratio for the period

· Corresponding ratio from prior period

· Corresponding ratio for another firm in the same industry

· The average ratio for other firms in the same industry

· Earnings per common share (EPS)
· = (net income – preferred dividends)/(weighted avg of common shares)

· Profit that goes to each share of common stock

· The number of common shares outstanding and potentially outstanding (fully diluted)

· Return on total assets (ROA)

· = (net income + interest expense net of income tax savings)/(average total assets)

· ROA = profit margin x total asset turnover

· Measures success in using assets to earn a profit

· Ignores leverage and financing mix
· Return on common equity (ROE or ROCE)

· (Net income – preferred dividends)/average common stock equity

· How much income is earned for every dollar invested
· ROE = profit margin x total assets turnover x leverage 

· = ROA x leverage

· Leverage = average total assets/ avg common equity
· A high leverage ratio means that the firm has a lot of assets at its command but that the shareholders have fewer of their own investments at risk
· Profit Margin 

· = (net income + interest expense net of tax savings)/Sales

· Measures firm’s ability to control its expenses relative to its sales

· Expect expenses to grow as sales grow, but not as fast

· High profit margin is preferred to a low one

· Total Asset turnover

· = sales/avg total assets

· Measures how efficiently a company uses its assets to generate sales

· A large asset turnover is preferred to a low one

· Accounts Receivable Turnover

·  = Sales/average accounts receivable

· Measures how quickly a firm collects cash

· High turnover is preferred to a low one

· Less time is preferred to more

· Inventory Turnover

· = costs of goods sold/average inventory

· Indicates how fast firms sell merchandise

· Holding inventory is costly because the funds invested in inventory could be used elsewhere

· High turnover is preferred to low one

· Varies greatly among industries
· Fixed Asset Turnover

· = Sales/(average fixed assets)

· Measures relationship between investment in long-term assets (such as PPE) and sales

· How much revenue was earned from each dollar invested?

· High turnover is preferred to a low one

· Varies greatly between industries

· Gross Profit Percentage

· Key indicator of ability to sell inventory at a profit

· Sales – CGS = Gross profit

· Gross profit % = gross profit/net sales revenue
Risk

· Factors that affect risk:

· Economy-wide factors, such as credit crisis, recession or inflation

· Industry wide factors, such as competition or obsolescence

· Firm-specific factors such as poor management and potential for labor strike

· Generally focus on relative liquidity of firm

· Short-term risk: can firm pay short-term obligations, like wages?

· Working capital: current assets – current liabilities

· Expressed as $ amount

· Current ratio: current assets/current liabilities

· Expressed as a ratio; rule of thumb = 1.5

· Acid-test/Quick ratio: 
· (cash + ST investments + net receivables)/current liabilities

· More stringent measure than the current ratio
· Expressed as ratio; rule of thumb = 0.9 – 1.0

· Current ratio (aka working capital ratio)

· Measure of company’s ability to pay current liabilities

· = total current assets/ total current liabilities

· = (cash + ST investments + net receivables + inventories + prepaid expenses) / total current liabilities

· Long-term risk: can firm pay long-term obligations, like debt? 

· Debt-to-equity: 
· = total liabilities/total equities

· Percentage of total financing provided by debtors or creditors

· Debt ratio:

· = total liabilities/total assets

· Proportion of assets financed with debt

· Average for most companies = 0.62

· Higher the ratio, the greater the pressure to pay debt

· Times Interest Earned
· Income from operations/interest expense

· Measures # of times interest can cover interest

· High ratio indicates ease of paying interest

· Cash from operations/total liabilities

· Measures the ability of the firm to pay all liabilities from cash without new debt or additional investment

· Liabilities on Cash Flow Statement

· Issuing bonds, short- and long-term debt are reported as financing inflows

· Repayment of bond and loan principal are financing outflows

· Interest expense is classified as operating outflow

· Capital lease: financing inflow, investing outflow

· Stock investments

· Price-earnings ratio

· Market price per share of common stock/earnings per share

· Compares market price to earnings

· Investors prefer low P/E ratio to high one
· Dividend yield

· Dividend per share/market price per share

· Compares dividends per share to market price

· Book value per share

· (Total shareholders’ equity – preferred equity)/(# of common shares outstanding)

· Limitations of Ratio Analysis

· Ratios based on financial data share the same problems of financial data (such as timeliness)

· Changes in many ratios correlate with other ratios, so a direct interpretation of a change in ratio is not always apparent

· Comparing ratios over time is complicated by the fact that economic conditions may change also

· Comparing ratios between two firms is complicated by the fact that the firms may hve different economic environments or production technologies even though they produce same product

Accounting Valuation of Working Capital Accounts

Revenue Recognition, Receivables, and Advances from Customers

· Revenue is recognized under GAAP & IFRS when:

· Seller has substantially performed its obligations to the customer

· Seller has received an asset from the customer that can be reliably measured.  If not cash, the seller must be reasonably certain of converting it to cash

· Expense is recognized:

· When the firm consumes asset (period cost)

· But if an event or transaction leads to future recognition of revenue, firms match the consumption of the assets at the time when revenue is recognized (inventory, prepayments, labor, equipment)

· Other issues:
· Revenue is recognized at time of sale, even if customer has not paid (Dr A.R.)

· Need to account for effects of events that occur after time of sale:

· Sales returns

· Uncollectible accounts

· If customer defaults, the account is valueless and must be credited/removed

· Considered an expense (debit expense account), leave revenue alone

· Timing of recognition of this expense depends on the accounting method

· Direct write-off method

· Required for US tax purposes

· Recognizes losses from uncollectible accounts in the period in which the account is determined to be uncollectible

· Debit “bad debt expense account”, credit “AR”

· Shortcomings:

· No matching of debt expense with revenue (not GAAP compliant)

· Balance sheet value of AR is overstated

· Opportunity to manipulate earnings each period by strategically writing-off accounts
· Allowance method
· Expense is matched to the revenue by recognizing an estimate of the expense in the same period as the credit sale
· Credit Sale Basis

· When revenue is recognized, a Debt Expense estimate of the amount of revenue expected to be uncollectible, is also recognized
· Based on historical experience of bad debt
· The offset to the expense is called the allowance for uncollectible accounts (contra asset account)
· Net Receivables or Aging of AR Basis
· Method to estimate uncollectibles
· Percentage-of-sales
· Estimates bad debt expense (% long-term default rate on credit sales) – income statement centered
· Percentage remains constant regardless of economic conditions
· Aging of receivables
· Estimates value of AR
· Balance Sheet centered
· Analysis based on how long outstanding and economic conditions
· Backs into Bad Debt Expense
· Analysis of Receivables
· Can also measure average collection period in terms of days
· Used to assess effectiveness of credit and collection policies
· Collection period should not exceed credit term period
· Dealing with uncertainty
· Percentage-of-completion method

· Expenses can be matched against this revenue and recognized in proportion, as the work is completed
· Difficulty lies in measuring the percentage of completion
· Works for engineering/construction companies for example
· Completed contract method

· If the percentage of completion cannot reasonably be estimated, then recognition of revenue should be delayed until the contract is completed and delivered
· Expenses are matched with income – i.e. recognized at completion
· Before completion- cash and outflows are capitalized (debited to an asset)
· Asset is credited and an expense is debited upon completion
· Installment sales method
· Recognizes revenue as the seller collects cash from periodic payments
· Ex: rent-to-own store
· Expenses are matched for each payment in proportion to the asset’s total cost
· Cost recovery method
· More conservative method of installment sales method
· Recognizes expenses equal to revenue until entire cost of asset is covered

· Income appears to be zero until cost is recovered, then equal to revenue until payments are completed

· Front loads expenses but results in greatly delayed recognition of income

· Justified in sales where probability of default is very high
Working Capital, Inventory 

· Definitions of inventory:

· Stuff we are in the business of selling

· Asset account

· It’s what we buy and what we make

· Two methods of recording inventory

· Perpetual inventory method

· Works for companies that sell large items (cars, boats, etc) where each item can be measured and valued individually

· Periodic inventory method

· Works for companies that sell tons of small items (grocery/clothing store, etc)

· 4 main questions when deciding what to report as inventory

· What goods?

· Generally, only include tangible, physical, personal property held for sale or raw materials from which its made

· What costs?

· Labor + raw materials

· For tax accounting, have to include other costs, like indirect labor, security, insurance, depreciation on machinery

· What flow assumptions?

· What value?

Accounting Valuation of Tangible and Intangible Assets
Tangible Assets: Land, Building, Equipment, Natural Resources

Intangible Assets: Patents, Trademarks, Goodwill

Liabilities: Notes, Bonds & Leases
· Liability is obligation of business:
· Result of past transaction

· Requires unavoidable future sacrifice

· Amount can be quantified (estimated)

· Valuation of LT liabilities
· Many liabilities do not have to be paid until far in the future

· Must consider the time value of money = interest

· Rewards lender for:

· Giving up use of the money (rent)

· Inflation

· Risk

· Expressed as an annual rate

· Sources of LT financing

· Notes: borrow from commercial banks, insurance co, and other institutions

· Bonds: borrow from capital markets

Notes Payable – Term Loans

· Bank lends certain sum (principal) to business for a fixed time (term) at a set rate of interest and payment schedule
· At end of term, loan is repaid or refinanced

· May be short term (less than one year) or LT (greater than one year)

· If long-term note has less than one year to be repaid, re-classified short term

Bonds 

· Issuing Procedures

· Requires regulatory approval

· Paper certificate, typically $1,000 face value

· Interest payments usually made semi-annually

· Contract is called “bond indenture”

· Represents a promise to pay a sum of money at designated maturity date plus periodic interest at a stated rate on the face value

· Definitions

· Face value: maturity value, except for serial bonds

· Principal: face value on coupon bonds and serial bonds but not zero coupon bonds

· Maturity value: amount paid by the issuer at the maturity date of bond

· Stated interest rate: rate stated in bond contract

· Semiannual interest rate: half stated annual rate

· Types of bonds:

· Zero coupon bond: provides for no periodic payments of interest while the bond is outstanding, but repays all principal and interest at maturity

· Term bond: pays interest periodically and repays principal at maturity

· Serial bond: requires periodic payments of interest plus a portion of the principal throughout the life of the bond

· Registered and Bearer bonds

· Unsecured borrowing – Debenture bonds: lenders do not have rights to specific assets but must rely on assets not pledged as collateral for other loans in event of default

· Senior Rights (Collateralized bonds): higher priority for payment in the event of bankruptcy than subordinated unsecured lenders
· Bond Provisions

· Convertible bonds: permit the holder to exchange the bonds for shares of the firm’s common stock under certain conditions

· Callable bonds: issuing firm has the right to repurchase the bonds prior to maturity at a specified price

· Redeemable Bonds: put options allow bond investors to force the issuing company to repay the bonds prior to maturity under specified contractual conditions

· Market Interest Rate at Issue (e.g., issued to yield 6%)

· Rate used by market to discount future cash flows and determine the initial price of the bond, also called yield

· To account for lag between filing registration papers and market issue

· Rates fluctuate frequently- changes in overall economy, government policy, consumer demand, credit worthiness of the company

· When the market-required yield to maturity exceeds the stated rate, then the bonds initially sell for less than or a discount to, face value
· When market-required yield to maturity is less than the stated rate, the bonds will sell at a premium to face value
· Fair Value Option

· Firms can choose between fair value measurement and the amortized cost approach based on historical market rates on a case-by-case basis
Leases

· Lease = renting an asset instead of purchasing it
· Types of leases

· Capital lease: equivalent of purchases

· Lessee recognizes both the leased asset and lease liability

· Lease asset is depreciated over time and lease liability is amortized as payments are made

· Non-cancelable

· Transfers ownership at end of lease or

· Has a bargain purchase option, or

· Lease life > 75% of asset, or

· PV of contractual lease payments > 90% FMV (most restrictive)
· 
Operating Lease (true lease) recognizes lease payments as rental expenses

· No asset or long-term liability is recognized
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· Benefits to Lessee
· Leases may not require down payment

· May have less restrictive covenants than other types of lending arrangements

· May be less costly way of financing
· Operating leases do not add debt or assets on the balance sheet

· Reduce risk of obsolescence to the lessee

· Firms must disclose the cash flows associated with capital and operating leases for each of the succeeding five years and all years after 5 years in the aggregate 
· In the notes of financial statements

· Must also indicate the present value of the cash flows for capital leases

�GAAP & IFRS differences – chart?


�Dugan example – spread over ch. 2, should print out separately and compile or something


�What? Typo on slides


�Are these really two different methods? Or type on slide.  Not mentioned in the book


� Find definition


�What does this all mean??





