בּס״ד
Accounting Outline – Sorter – Fall 2006
Intro
Chapter 1
· The rational economic person prefers more benefits and less sacrifices (amount), sooner benefits and later sacrifices (timing), and certainty in both benefits and sacrifices (uncertainty).
· Financial Accounting: used to reach external accounting decisions

· Cost Accounting: used to reach internal accounting decisions

· Any investor and creditor either wants direct payments in the form of dividends or interest payments, or indirect payments through the sale of the shares or notes to other investors and creditors.  A firm’s capacity to pay is its cash flow.  Therefore, investors and creditors will look to firm’s cash flow.  
· “Value” is a nebulous term.  A car can have both economic value as well as utilitarian value, when one goes up the other can go down (i.e. driving a car of the lot).   

Chapter 2

· Economic Asset: Right to utilize either human or inanimate economic resources as opposed to the actual ownership itself of an economic resource (i.e. employees and leases on machines) that provide incremental benefits.  Any obsolete or broken economic resources cannot be economic assets since they no longer result in incremental benefits.  You can either lease or buy an economic asset.  Economic assets are expected to have a beneficial impact on future cash flows by bringing them sooner, making them larger and creating more certainty.
· When comparing the values of 2 items look to their amount, timing, and uncertainty.
· Expected Value: (Probability of event occurring) x (Quantity)   
· Accounting Assets: Economic Assets recognized by the accounting system

· Accounting does not record an event when the agreement between two parties is made.  Only after performance of the agreement is an accounting entry made.  
· Accounting Equities: Company’s responsibilities to provide economic resources to external parties.  Unlike assets, equities do not have an uncertainty factor.  
· Liabilities – Company’s responsibilities to provide economic resources where the quantity and timing are known and estimable
· Owner’s Equity – Company’s responsibility to provide economic resources to its owners.  The quantity and timing are indeterminate.  
· Accounting Event: Event that must occur to recognize a distribution of resources (either liabilities or owner’s equity).  Only those promises that are performed are recognized.  There are 3 stages of an accounting event:
1. Acquisition

2. Utilization

3. Provision of cash, goods or services

Every accounting event consists of A Benefit, A Sacrifice, both events by the same number!  The possible permutations are:
· 2 effects on Assets

· 2 effects on Equities

· 1 effect on Assets, 1 effect on Equities

Types of Assets

· Discreet (consumed only at 1 point in time, e.g. cash) vs. continuous (e.g. machine)

· Finite vs. Infinite

· Current (assets to be used within 1 year or within the next operating cycle if longer than 1 year) vs. Non-Current

· Monetary vs. Non-Monetary

· Tangible vs. Non-Tangible (i.e. contracts, leases, patents)

Accounting Events: Assets

· Cash receipt ( Increases Cash Asset

· Receipt of prepaid Service ( Increase in Prepaid Services
· Goods already provided but not paid for ( Increase in Receivables
· Buy raw materials ( Increase in Raw materials

Types of Equities

· Discreet vs. Continuous (e.g. lease obligation)
· Current vs. non-Current
· Monetary vs. non-monetary

· Known vs. Estimable (not 100% sure of amount but can estimate)
Accounting Events: Liabilities
· Borrow from a Bank ( Bank Loan Increases
· An item that is paid for in advance by a customer ( Increase in Advances from Customers

· Company purchases goods on credit ( increase in Accounts Payable

· Company uses labor services ( Increase in Wages Payable
· Company uses Borrowed money ( Increase in Interest Payable

· Company decides to pay dividends ( Increase in Dividends Payable
Accounting Events: Owner’s Equity

· When a Corporation issues stock ( Increase in Owner’s Equity called Contributed Capital
One-Sided Events
· Company Wins Cash Award ( Retained Earnings Increase ----- Retained Earnings is a subdivision of Owner’s Equity
· Goods are Destroyed ( Decrease in Residual Equity
Independent vs. Dependent

· Independently quantifiable flow – effects of the flow can be determined immediately by looking at the event. i.e. Receipt of Cash is independently quantifiable
· Dependent quantifiable flow – can’t tell you what number to use without going further. I.e. receipt of grabules varies with how much I paid, so that amount recorded is dependant on the amount I paid.
· Here are the three types of independent cash flows:

· Actual increase or decrease in cash.

· Actual increase or decrease in asset or equity – in their original dollar terms.

· Highly certain future increase or decrease in cash.

Though when you have a highly certain future increase in cash, but you also have an actual increase in cash, you use the actual increase in cash rather than the highly certain increase or decrease in cash.

Rules

· If an event has only one independently quantifiable flow, then you describe both effects by that amount.

· If an event has two, both the inflow and the outflow independently quantifiable, you quantify each separately.

· If an event has no quantifiable flow, the accountant tries to ignore it, but if they can’t, the event is quantified by the amount that the cash would have gone up or down in the most analogous transaction.

Chapter 3

· 4 Steps in doing an accounting entry:
1. Choose a name for the entry
2. Indicate whether the entry is affecting 2 assets, 2 equities, or one of each

3. Indicate what increases and what decreases

4. Assign a number to quantify those effects

· Accounting numbers must be in whole, single dollar amounts. This is the Preferred Measurement.
· How do you know what numbers to use in accounting?

· QUANTIFICATION RULES:
1. If an Event produces one preferred measurement, use that number to quantify both effects of the event – I.E. Standard Accounting – I buy $800 worth of goods.  Cash Decreases $800 and Raw Materials and Supplies Increases $800.
2. If an event produces two different preferred measurements, treat the event as the combination of two separate events and use each preferred measurement to quantify the effects of each event. – I.E. Usually Applies to Sales of Goods to Customers – I sell $1,000 worth of goods to a customer who advanced $8,000.  Here there are 2 different numbers:  Retained Earnings increases by $8,000, Advances from Customers decreases by $8,000 and Finished Goods decreases by $1,000 while Retained Earnings Decreases by $1,100. 
3. If no preferred measurement is produces, quantify the effects by estimating the amount of cash that would have changed hands in the most likely equivalent cash transaction.  – I.E. Inventor sells patent for 2,000 shares of a company stock trading at $5 a share.  Assume the patent is not quantifiable.  Patent increases by $10,000 and Common Stock increases by 10,000.
· Cash Method vs. Accrual Method: Cash method only recognizes events that impact cash directly.  Accrual method recognizes accruals (i.e. Accounts Receivable, Interest Receivable, Dividends Receivable) as well as deferrals (i.e. Prepaid services and Advances from Customers.)
WHAT GOES UP/DOWN When?  ******IMPORTANT!****** Remember:  2 Assets (one must go up one must go down), 2 Equities (one must go up one must go down), or one of each will change (Asset Goes Up Equity Goes Up or Asset Goes Down Equity Goes Down).  THINK!
· Asset Increases and Equity Decreases are on the left, Asset Decreases and Equity Increases are on the Right.
· ASSETS MUST ALWAYS = EQUITIES

· Assets = Liabilities + Owner’s Equity

· Assets = Liabilities + Contributed Capital + Retained Earnings

· Assets – Liabilities (net assets) = Contributed Capital + Retained Earnings
· Net Assets – Contributed Capital (residual net assets) = Retained Earnings

· TIMING IS IMPORTANT!!! LOOK FOR TRICKS i.e. Beginning of the day, end of the day!!!
	Assets
	Liabilities
	Owner’s Equity

	NO CHANGE: if the question says no change to a certain account, undo any credits/debits to that account and figure out where they went.
	
	

	Cash:  Increases when cash is received and decreases when cash is disbursed.  Includes coins, paper money, money in the bank, negotiable checks, and money orders.
	Interest Payable: Increases by the cost of using borrowed money, decreases as interest is paid.  When interest payable accrues, debit Interest Expense and credit Interest Payable.  When interest is paid credit cash and debit Interest Payable.
	Contributed Capital: Increases when cash is contributed by owners, decreases when owners get cash.

	Employees:  NO ENTRY!!!!
	Wages Payable: Increases as a result of using labor services prior to paying for them, decreases when the wages are paid.  When Wages Payable accrues debit operating expenses and credit wages payable.
	Common Stock (subdivision of Contributed Capital): Increases when shares are issued, decreases when shares are bought back.

	
	Dividends Payable: Increases by declaring cash dividends, decreases when the dividends are paid for. When a dividend is declared, debit retained earnings and credit dividends payable.  When dividend is paid, credit cash and debit dividends payable.
	Retained Earnings:  Represents the cumulative effect of one-sided effects (i.e. dividend declaration, cash gift, interest, etc.)

	
	Bank Loan: Increases when cash is borrowed, decreases as the loan is repaid. 
	

	Accounts Receivable: Increases when goods or services are provided to customers on credit, decreases when cash is collected from customers.  If amount to be uncollected is certain, debit Uncollectability Adjustment and credit Estimated Uncollectables.
	Accounts Payable: Increases when company buys goods or services on credit, decreases when suppliers of the merchandise are paid.
	

	Uncollectability Adjustment: (contra-asset to Accounts Receivable) -
	Estimated Uncollectables

	

	Write off – Debit Estimated Uncollectables (equity) and credit Accounts Receivable
	
	

	
	Income Tax – when tax expense accrues, debit tax expense and credit taxes payable.
	

	
	Deferred Tax Liability- when incurred, debit deferred tax liability and credit taxes payable.j
	

	
	Accounts Payable Services/Merchandise:  Increases when services other than labor, cash, and government are used on credit and decreases when the suppliers of the services are paid.  When used, debit services or merchandise and credit accounts payable services/merchandise.
	

	Prepaid Services:  Increases when company prepays for services, space, etc., decreases when those services are utilized.  When such services are used, debit operating expenses and credit prepaid services.
	Advances from Customers: Increases when cash is received by company prior to providing goods to the customers. Decreases when the goods or services which were prepaid for are given to the customer.
	

	Raw Materials and Supplies:  Increases when Raw Materials are acquired, decreases when raw materials are used.  When used, debit work-in-process credit Raw Materials.
	
	

	Work-in-Process:  [See FIFO & LIFO] Increases when Raw Materials and supplies, machine and space services, and labor services, are put into the manufacturing process.  Decreases when the product is completed.  When completed debit finished goods and credit Work-in-Process.
	
	

	Finished Goods [SEE LIFO FIFO]:  Increases when the manufacturing process is complete, Decreases when the goods are sold.  When goods are sold, reduce finished goods by the correct proportion. 

* When Cash is received for the goods or an order is filled, debit cash/other asset and credit an account called Sales Inflow quantified by the amount of cash/check/account receivable received, and then debit Sales Outflow (i.e. cost of goods sold)[AN EXPENSE]  and credit Finished Goods by the proportional quantity of finished goods sold.  *** N.B. Sales Inflow/Outflow is recorded under Residual Equity.  Also, since the inflow/outflow accounts record events the inflow/outflow accounts can never decrease.  
	
	

	Sales Revenue debit Accounts Receivable and credit Sales Revenue
	
	

	Property, Plant and Equipment:  Increases when physical assets are acquired that can be used continuously for a period of time.  Decreases by disposing of the asset.  **** If asset is depreciable see Accumulated Depreciation
	
	

	Accumulated Depreciation [see Chapter 10 for methods of depreciation]: (Contra-Asset to Plants & Equipment) Increases as depreciable assets are used during a period decreases when asset is disposed of.  As a depreciable item is used, debit operating expense (in retained earnings) and credit accumulated depreciation (There are different types of depreciation. See Ch. 10)

 BOOK VALUE = Original Cost minus Accumulated Depreciation
	
	

	Disposing of an Asset
Debit Cash, Credit Property, Plant Equipment and if there is a gain, credit Gain on Disposal for that amount.  If there is a loss debit Loss on Disposal.  If the asset is condemned and needs to be rid of, debit Loss on Condemnation and credit Property, Plant & Equipment.
	
	

	
	
	

	Miscellaneous: When things such as patents are exchanged for shares of stock, debit patents and credit common stock quantifiable by the value of the common stock.
	
	


· We don’t always use the narrowest description of an accounting event because doing so would increase the costs of recording the minutest accounting details.
Chapter 4

· Corporation’s basic events fall into 4 categories:
1. Acquisition of cash, goods and services
2. Transformation of services (usually through manufacturing)
3. Sales
4. Payments
· Debit vs. Credit: When something is debited it means that thing is on the left.  When something is credited that means the thing is on the right: I.e. If Company sells $1,000 worth of raw materials, here’s how you indicate it:
· Dr.  Cash…..$1,000
· Cr.  Raw Materials…….$1,000
T-Accounts

· Same rules as standard debit and credit.  Asset Increases and Equity Decreases are on the left, Asset Decreases and Equity Increases are on the Right.
Balance Sheet

· Grouping all the assets together gives you a balance sheet (see P. 77).
Statement of Cash Receipts & Disbursements

· Create a table of all Cash Receipts as well as Cash Disbursements.
Chapter 5

Income Statement p. 98
· The income statement records any affects on Retained Earnings, except for Dividends Paid.  List the cash inflows under “Revenues.”  List Sales Outflow (Cost of Goods Sold), Operating Expenses, Interest Expenses and other expenses under “Expenses.” DON’T INCLUDE DIVIDENDS!!!  The difference between “Revenues” and “Expenses” is “Net Income.”  Net income equals the amount of Retained earnings for that year.
· In order to close an account that affects residual earnings, debit the sales inflow, and credit the outflow and expenses.  The difference between the assets and equities on the balance sheet is then credited to residual earnings.
· COST OF GOODS SOLD!!! P.219
Chapter 6

Statement of Cash Flows p. 133
· The point of the statement of cash flows is to “present the operating, financing, and investing cash flows during a period of time, i.e. between balance sheet dates.) BUT ONLY FOR THOSE THINGS THAT DIRECTLY AFFECT CASH.
DIRECT METHOD
Step 1:  In order to create the statement of cash flows we must focus on cash assets, operating assets, and operating equities:
· Cash Assets:  consists of cash and easily sold securities without any risk for loss.
· Operating Assets:  Assets that result from income-producing activities (i.e. Accounts receivable) or current assets that will be used in income producing activities (i.e. Inventory, Prepaid Services).
· Operating Equities:  liabilities that will be discharged as a result of income producing activities of a firm (i.e. Advances from Customers) or that result from the income-producing activities of the firm (i.e. Accounts Payable Services).  
Step 2: Determine operating, financing, and investing cash flows.
· Operating Cash Flows:  revenues and expenses that directly impact cash (cash sales and cash expenses) as well as cash flows that impact operating assets and operating equities.  Examples include:  Inflows:  cash sales, collections from credit customers, and advances from customers, receipt of interest, and receipt of money relating to operations.  Outflows:  Payments to suppliers of merchandise, payments to suppliers of services, prepayments, payment of interest, and payment of taxes, and outflow of money relating to operations.
· Financing Cash Flows:  events between the firm and its owners and creditors that increase/decrease cash assets and increase/decrease non-operating equities.  Examples:  Issue/Repurchase of Stock, Payment of Dividends, Borrowing and Repayment of Debt.
· Investing Cash Flows:  events that increase/decrease cash assets and increase/decrease non-operating assets.  Examples include:  Acquisition/Disposal of Property, Plant, & Equipment, Patents and investment and sale of securities that are not the company’s own stock.  
Step 3: List Operating, Financing, Investing cash flows separately as on P. 136.
Step 4: List any Non-Cash Financing and Investment Events in a separate statement entitled “Significant Non-cash Financing and Investing Events” i.e. An issuing of common stock to obtain a patent or Acquisition of Property, Plant, Equipment by the issuance of a Mortgage. p.143.
INDIRECT METHOD p.141– USED TO DETERMINE ONLY Cash Flows from Operations
Step 1:  Determine “Net Income” from the Income Statement.
Net Income + depreciation + operating accounts that have a closing balance that is a credit – operating accounts that have a closing balance that is a debit.
Step 2:   
(a)  Look at ‘Operating Expenses’ and ‘Revenues’ on Income statement and determine which of the revenues and expenses are not associated with operating cash flows for any period. i.e. Depreciation Expense.  Add any expenses to Net Income, and subtract any revenues from Net Income.  
(b) Look at Balance Sheet and determine changes to any operating accounts (and not investment/financing) of this period that are associated with revenues and expenses of a different period i.e. Credit Sales, since they’ve not been collected in this period, it has not increased cash in this period, Accounts receivable, prepaid services, raw materials and supplies, finished goods, accounts payable, interest payable, wages payable.  You subtract the net debit amount from Net Income.
Step 3: The calculations in step 2 will result in the aggregate cash flow for the statement of cash flows.
Step 4: Complete the Statement of Cash Flows by adding Investment and Financing cash flows and cash disbursements.
Chapter 7 – Review of previous Six Chapters

1) What is an accounting event?

FIRST:  There must be performance by at least 1 party.

a. All cash receipts and disbursements
b. The acquisition of an economic resource (i.e. Inventory, Accounts payable merchandise)
c. The provision of an economic resource

d. The utilization of an economic resource
e. The impairment of assets

f. Any event, other than an exchange of promises resulting in a virtually certain and measurable increase or decrease in cash (i.e. declaration of dividend)
g. A descriptive change in either an asset or equity (i.e. a change from Work-In Process to Finished Goods).
· Recording Events because the Accounting Period Has Ended:  At the end of the Accounting year (presumably December 31), you need to credit anything that was used. See p. 164.  
Chapter 8

Un-Collectability

· Contra-Asset: An adjustment to an existing asset.  A contra-asset is listed on the asset side.  
· Uncollectability is a contra-asset to Accounts receivable.

Step 1: Estimate what Accounts Receivable will not be collected – ONLY AFFECTS ASSET SIDE!!!!!!!!
1) Effect on Balance Sheet: When you can accurately estimate uncollectability, debit the full amount of cash/account receivables, credit whatever goods you have sold, debit uncollectability adjustment, and credit Estimated Uncollectables.  
2) Effect on Income Statement: Subtract the amount of Uncollectability Adjustment from ‘Sales Inflow’, not as an expense, but as a contra-revenue.
3) Effect on ‘Indirect’ Statement of Cash Flows:  Net Income has gone down as a result of lower Net Income.  

Step 2:  Write off any amount determined to be uncollectible by debiting estimated uncollectables and crediting Accounts Receivable.
Installment Method
· Recognizes income only as cash is received for customers whose credit is untrustworthy and therefore will be paying in installments.
To Calculate:

Rather than debiting installments receivable, debit an account called Installment Receivable, credit goods sold, and credit unrealized profit on installment sales (contra-account to Installment Receivable).  
When you collect the installments:

Debit cash, credit installment receivable, debit unrealized profit, and credit Profit from installment sales.
Cost-Recovery Method p. 192
· Used when collections from customers cannot even be estimated.  (i.e. Revolution in Foreign Country).
To calculate

Do the regular accounts receivable calculation at the time the sale is made.  When you become uncertain as to the collection of the accounts receivable, undo the original calculation to accounts receivable, sales inflow, sales outflow, and good sold and in its place record the following:
Debit Accounts Receivable, credit Finished Goods, credit unrealized profit (contra-asset to Accounts Receivable.)  When the cash is received from the credit customer, debit cash, credit accounts receivable, up to the value of Finished Goods.  When any amount above that is received i.e. profit, debit cash, credit accounts receivable, debit unrealized profit and credit profit.
Warranties

· Use when a company is giving warranty
To calculate

Debit Accounts Receivable or cash, credit cash inflow less the amount of the warranty and credit warranty liability right under cash inflow.  If the warranty is used, debit warranty liability and credit cash.
Chapter 9

Cost of Goods Sold
You need this to calculate “Sales Outflow” for the income statement and to calculate Work-in-Process and Finished Goods.
How to Calculate
Beginning Inventory + purchases = ending inventory + cost of goods sold
FIFO = Chute Analogy

LIFO = Crane Analogy

Step 1: Determine the list of raw materials purchased and their respective prices and dates.  
Step 2:  When stuff is sold, that is when you calculate the Cost of Goods Sold for the purposes of the Income Statement.

Step 3a:

FIFO:  Take the amount of cash/receivable received from customer, subtract cost of first batch purchased (and every subsequent batch going forward), and then deduct taxes.  The answer to the calculate is net income.
LIFO: the amount of cash/receivable received from customer, subtract cost of last batch purchased (and every subsequent batch going backwards), and then deduct taxes.  The answer to the calculate is net income.

N.B.: Use LIFO to minimize taxes since in general, the cost of goods goes up over time because of inflation.  Since with LIFO you’re paying less taxes early on, PV makes LIFO better than FIFO.
Factors which favor LIFO:

1. Increase in cost of inventory
2. high inventory levels

3. high interest rates (because of Present Value)

4. High Tax rates (because you’re paying less taxes)
Inventory Turnover Ratio

To Calculate  = 

Average Inventory

Average Daily Turnover of Inventory

Duration Dimension of Accounts Payable Merchandise (or how leveraged the company is
Average Accounts Payable

Avg. Daily Purchases of Inventory

Chapter 10
Amortization/Depreciation
There are different ways to depreciate:
1) Straight line Method:  

                                      Original Cost – Residual Value




Useful Life
2)  Sum-of-the-years’-digits Method:  See page 243
3)  Double Declining Balance Method:  See page 244. The last year is the kicker here.  Accounting only allows for depreciation up until the asset’s depreciable base (which equals original cost minus residual value).  Firms using this method are expected to switch over to straight line when half the useful life has expired.  
Repairs p.253
Any repair amount gets debited into the asset’s depreciable base.  
Amortizing Intangible Assets p. 255
i.e. patents, copyrights, trademarks, leases, etc. YOU CANNOT AMORTIZE FOR MORE THAN 40 YEARS! If an intangible lasts for longer than 40 years, for the assumption of an amortization problem, assume the life of the asset is 40 years.
Chapter 11

How to calculate income tax expense.  P.273
Chapter 12

Long-term Debt: Loans
· If you borrow money, you need to pay interest and you may have to pay back a portion of the principle every year or pay a lump sum at the retirement of the debt including interest.  
To Calculate Periodic Payments of Loan
1) When you initially get the loan, debit cash and credit bank loan (long term loan)
2) When you pay interest, debit interest expense and credit interest payable.
3) When you make the periodic payment which includes a combination of interest and principle, debit interest payable, debit bank loan, credit cash.
To calculate lump-sump payment of Loan

1) When you initially get the loan, debit cash and credit bank loan (long term loan)

2) When interest accumulates (and not when it’s paid) you debit interest expense and credit bank loan.
3) When you make the lump sum payment, debit bank loan and credit cash.
To calculate loan where interest accrues, but there is a lump sum payment of principal at the end:  

Chapter 13

Bonds p.327
Chapter 15

Capital Leases p.390
· In general, any lease satisfying at least 1 of the following criteria must be considered as if the lessee acquired the asset and incurred the liability:
1) Lease transfers ownership of the property to the lessee by the end of the term of the lease
2) Lease contains option to buy the property at the end of the lease

3) Lease term is 75% or more of the life of the property
4) If the aggregate lease payment’s PV is 90% or more of the leased asset’s fair market value.
To record a capital lease on balance sheet:

Step 1:  debit amortization expense in retained earnings, credit leasehold asset.
Step 2: debit leasehold liability, credit current portion of debt

Step 3: debit interest expense, credit interest payable

Step 4:  debit interest payable, debit current portion of debt and credit cash.
· A Capital lease is considered a non-cash financing and investing event and so part of it is Interest Expense and part of it is Depreciation/Amortization.  So you need to incorporate both the interest expense and the depreciation expense as mentioned supra in this outline.
