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Financial Accounting

Chapter Notes

1) Chapter 1 Financial Accounting?  What? Why? How?

What is Financial Accounting

I) Language of Business

II) Turn Business Transactions into 4 Standard FS (included in Annual Report)
1) Income Statement

· Revenues-Expenses=Net Income

2) Retained Earnings Statement

· Beg RE+NI-Dividends = End RE

3) Balance Sheet

· Assets=Liabilities + Owners Equity

4) Cash Flow Statement 

· Cash In – Cash out = Net Cash Flow

B) Why Financial Accounting

I) For Decision Makers to make Decisions such as
1) Questions to be Asked and Answered using FS

· Should I loan this Company money - Banker
· Should I Invest money in this Company - Investor

· Should we buy Goods from this Company - Customer

· Should we sell goods on Account /Credit to  this company – Vendor/Supplier
· Can we spend $ on advertising, products, employees, etc. –CFO, CEO
· How Well is the Company Doing?
II) External Users and Decision Makers – Focus of Financial Acctg

1) Investors = Shareholders & Owners

2) Creditors = Banks/Suppliers
3) Customers  = Long Term Support
4) Government = IRS / FTB / SEC / SBE / EDD
5) These users make Decisions based on the Annual Report and 4 F/S

III) Internal Users 

1) President/CEO

2) Managers and Employees

3) Internal Users also make Decisions based on Many other Reports 

C) How Fin Acctg Works

I) Fundamental Accounting Equation

1) Assets = Liabilities + Owners Equity (A=L+E)

2) Rules All transactions

3) Always must Balance

4) Also Expressed as A-L=E

5) Example

· House Value = $800,000 

· Loan with Bank = $500,000

· Owners Equity = $300,000

II) Five Account Categories (5) – Every Business Transaction is recorded into One of These 5 Accounts 
1) Assets = Future Benefits/ Economic resources 

· Cash, AR, Inventory, Property/Equipment 

2) Liabilities = Future Obligations / Debts of the Business/ Creditors claims to the Assets

· Accts Payables, Notes Payable, Salary Payable, Taxes Payable

3) Owners Equity = Owners Claims to the Assets of the Business
· Summarized into 2 accounts

i. Common Stock (CS) OR Owner Investment

1. Represents investments by the owner into Business
ii. Retained Earnings (RE) – Owners claims to Net Income 

1. Earnings/Income not yet paid to the owners

2. Net Income of the business from Beg - Less Dividends (payments to Owners)

4) Revenues = Action of Providing Goods or Services to Customers

· Explains Past Actions that result in benefits to the Business or increase in Assets

· Recorded into Acctg Records when good and services are delivered regardless of when Cash Recvd or not

· Not Cash in

· Service Revenue, Sales Revenue, Interest Revenue

5) Expenses = Action Explaining Goods or Services used by the Business

· Explains Past actions that result in increased liabilities or reduction of assets

· Recorded into Acctg records For the month when the good or service is used Regardless of when Cash was paid 

· Rent Expense, Salary Expense, Utility Expense, Taxes Expense

III) 4 Column Set up to Prepare the 4(3) Financial Statements

1) This is a worksheet set up to help accounting dept. determine where the amounts go and to which F/S

2) Write 4 Columns on Board

· Assets  = Liabilities + Owners Equity + Income Statement (Revenues- Expenses)

· Classify Accounts and amounts into One of the 4 Columns

3) After all amounts are Classified, then we can prepare the 4 F/S

· Revenues – Expenses = Net Income

4) Retained Earnings

· Beg Ret Earnings + Net Income – Dividends =End Retained Earnings

5) Balance Sheet

· A=L+E

6) All Accounts must Go Into One of 5 Account Categories

7) Do Example Problem

· Cash=250, AR=50, Inventory=250, P/E=350

· A/P=300, NP=200
· CS=100, Beg Re=220, Sales Revenues= 500, Salary Expenses=420
· A=L+E, 900=500+400

D) Bus Organizations

I) 3 Types

1) Sole Proprietorship

· One Owner Only 
· Benefits

i. One Tax Return Only  
ii. No State Paperwork to File, Easy to Start 
· Drawbacks

i. Unlimited Liability so Get some Insurance -

ii. Hard to Transfer Ownership -

2) Partnership 

· 2 or More Owners
· Organized with the State Govt.

· 2 Tax Returns – one for Biz and One for personal

· Benefits

i. No Business Tax to be paid

· Drawbacks

i. Unlimited Liability

ii. Hard to Transfer Ownership

3) Corporation

· Any number of Owners, 1 or Millions
· Must organize and register with the State Govt.

· Must Have Common stock to show Ownership

· 2 Tax Returns required (Biz and Personal)

· Benefits

i. Limited Liability

ii. Easy to Transfer Ownership – Hundreds of Shares every Day (Intel, etc.)

· Drawbacks

i. Double Taxation (Biz and Personal) except S-Corp

ii. Most Govt Paperwork of the Orgs, not too bad though

2) Chapter 2 = Financial Statements

A) Accounting Reports Governed By Accounting Rules

I) Accounting Rules Followed in the US are Called GAAP

1) Generally Accepted Accounting Principles

2) The Group Responsible for the GAAP Rules is the FASB

3) Financial Accounting Standards Board

B) Objectives of Financial Accounting Reports and Reporting

I) Reliable – Verifiable, CPA’s etc.

II) Relevant – Help make Decisions

III) Comparable – from Company to Company and industry to industry

IV) Consistent – Same GAAP Rules and Formats

C) Accounting Constraints 

I) Materiality

1) Items that are important and Significant to the Decision Makers

2) $100,000 Lost Truck is most likely Material, A $200 lost printer is not Material

3) Im-material means the Tracking Costs can be more than the lost item

II) Conservatism

1) Choose method or Disclosure that will least likely overstate Income or Assets

2) Therefore Users do not make a decision on bad info

3) One example is Lower of Cost or Market example

· Cisco Inventory – 3 Billion Write Off

D) Classified Balance Sheet

I) Assets and Liabilities are Classified as either Current or Non current

II) Also Called Short Term and Long Term

III) Current Assets are those Assets expected to be converted, changed, sold or consumed within the year(12mos) 

IV) Cash-A/R-Inventory-Supplies

V) Long Term Assets will last beyond the Year such as Property and Equipment

VI) Current Liab are Those Liabilities Due within 12 months such as A/P, Salary Payable, etc.

VII) LT Liab are all amount due later than 12 months from the BS Date such as Notes, Mortgage, Car payments

E) Ratios used to make Decision

I) Current Ratio

1) CR= Current Assets / Current Liabilities

2) Very Popular with Creditors Before and During Loan Period

3) Banks must See over 1 and Usually over 1.5 to 2

II) Debt Ratio
1) Total Liabilities / Total Assets

2) Used by Creditors before Loan also used by Investors

3) We want this ratio lower

III) EPS = Earnings Per Share

1) EPS= Net Income / Owners or Total Shareholders 

2) Shows how much income each shareholder made

3) This ratio is in newspapers etc.

3) Chapter 3 = Accounting Information System  - Processing Accounting Information = BT to FS

A) Convert/Translate Business Transactions into the  4 Financial Statements (summary problem on pg 134-135)
I) Business Transactions

II) Accounting Transactions

III) Journal – Internal Report
IV) General Ledger –Internal Report
V) Trial Balance – Internal Report
VI) 4 FS – External Reports
B) Business Transactions

I) Exchange of Goods, Services, or Cash for other Goods, Services or cash or the promise to do so.

C) Accounting Transactions

I) Biz Transaction with Monetary value/amounts

II) 4 Steps in the Acctg Transaction Process

1) Step One  - Identify The X-Change (which accounts were involved)

· Each Transaction Must involve 2 or more accounts  - Double Entry Acctg

· What was the Exchange, Give=Get

· What did we Get and what did we Give up

· Ex. We Paid Cash for a Computer

2) Step Two - Increase or Decrease
· Identify if the accounts Involved are Increased or Decreased their Account Category

· Ex. Cash Decreased and Computer Increased 

3) Apply the rules of Debit and Credit

· Debit = Left (do not make your own definition)
· Credit=Right (do not make your own definition)
· Assets are Increased with a Debit

· Assets are Decreased with a Credit

· Liab/Equity are increased with a Credit

· Liab/Equity are decreased with a Debit

· Ex.Debit Computer and Credit Cash

· See Visual Display A=L+E

4) Verify 2 Rules after Every Transaction

· Debits = Credits, Debits always equal Credits

· A = L+E after every transaction

D) Journal (page 128)

I) Daily Diary

II) Chronological listing (Date order) of All Accounting Transactions

III) 4 Columns Showing   Date-Accounts involved- Debit Amount-Credit Amount

IV) Posted to the Ledger from the Journal

E) General Ledger (T-Accounts) (pg128-129)

I) Grouping of all Ledger/T-Accounts and Activity by each account 

II) Each Accounts includes all of their transactions, ins/outs, debits/credits and the Current Balance

III) Shows all activity and current balance by each account

F) Trial Balance(pg 130)

I) Listing of all accounts and their Ending Balance only as of the end of the Acctg Period

II) Accounting Period is one of Three periods (Monthly/Quarterly/Yearly)

III) These Balances are Used to prepare the 4 F/S 

G) 4 Financial Statements  

I) Income Statement

1) Revenues – Expenses = Net Income

II) Retained Earnings

1) Beg Ret Earnings + Net Income – Dividends =End Retained Earnings

III) Balance Sheet

1) A=L+E

IV) Cash Flow

1) Don’t prepare until Later

4) Chapter 4  - Accrual Accounting Concepts including Adjusting and Closing Entries

A) Cash Basis v Accrual Basis;

I) Cash Basis

1) Only 3 Accounts

2) Cash – Revenue – Expenses

3) Cash in is Revenue, Cash out is Expense

II) Accrual Basis 

1) Transactions are recorded when events Occur not when cash is paid or Received
2) Revenues recorded when earned and Expenses recorded when incurred/used

B) Adjusting Entries - 2 Categories;

I) Prepayments (either By Us or To Us) - 3 Types
1) Prepaid Expenses (Asset account)

· We Pay Cash B4 we Receive Goods or Services

· Also called Prepaid “account description”(Supplies, Insurance, Property, etc)

· Items are Expensed via Supplies expense, Ins Expense, Depreciation Exp

· Recorded into Accounting Records as follows;

i. Action 1= We Pay for Insurance in Advance 6 months

1. Dr Prepaid Insurance(asset) $6,000, Cr. Cash $6,000

ii. Action 2 = We use one month of service

1. Dr. Ins Expense $1,000,  Cr. Prepaid Ins $1,000

2) Unearned Revenues (Liability account) opposite of Prepaid Expenses

· We Receive cash B4 we provide Goods or Services to customer

· Also called Customer Deposit

· This is an obligation or Liability to us

· Recorded into Accounting Records as follows;

i. Action 1 =We Receive cash for Insurance that we will provide over the next 6 months

1. Dr. Cash $6,000,  Cr. Customer Deposit/Unearned Revenue(Liab) $6,000

ii. Action 2  = We provide one month of Insurance service

1. Dr. Customer Deposit/Unearned Revenue(Liab)$1,000,  Cr. Ins Revenue $1,000

3) Depreciation similar to Prepaid Asset as Follows;
· To spread or allocate the cost of a Fixed Asset or Long Term Asset over its useful life

· Items such as Property and Equipment including Buildings, Trucks, Machines, Computers

· Allocate Cost over the Life of an Asset

· Compute Monthly Depreciation as Follows;

i. Cost / Life in months = Monthly Depreciation

ii. Ex. Cost = $3,600 / 36 months = $100 per month use.

· Recorded into Accounting Records as follows;

i. Action #1 = Buy Computer with 3 year Life on Account
1. Dr. Computer $3,600,  Cr. AP $3,600

ii. Actions #2 = Use the Computer for One month 

1. Dr. Depreciation Expense $100,  Cr. Accumulated Depreciation on Computer 
II) Accruals - 2 Types
1) Accrued Revenues or Accrued Assets

· We Provide Good or Services without receiving cash yet

· Basically Accnt Recvble without an Invoice or Bill sent yet
· Usually recorded for Interest Revenue or unfinished Service Revenues

2) Accrued Expense or Accrued Liabilities

· We Use a good or service without paying cash yet

· Basically Acct Payable without an invoice or Bill 
· Usually used to record Interest Expense or Salaries at Year end 

C) Closing Process aka Closing the Books

I) Perform at the End of the Accounting Period( Month, Quarter, Year-end)

II) Main Purpose is to Report and Transfer Net Income and Dividends to Retained Earnings

III) Results in Resetting All I/S accounts to Zero

IV) Basically the Debits and Credits of Net Income Transfer

V) 4 Steps to Closing Process (See page 184)

1) Close all Revenue accounts to the Income Summary account (temporary account)

· Dr. Revenue $10,000,  Cr. Income Summary Account $10,000

2) Close all Expense Accounts to the I/S account

· Dr. I/S $4,000,  Cr. Expense Acounts $4,000

3) Close the Income Summary Account to the Retained Earnings Account

· Dr. I/S $6,000,  CR. R/E $6,000

4) Close any Dividends accounts to the RE account

· Dr. Retained Earnings $2,000, Cr. Dividends $2,000

VI) Post Closing Trial Balance Wroksheet (See page 191)
1) Only Balance Sheet Accounts are Remaining

2) Our Focus is on the Last 3 Columns (Adjusted TB, IS, and BS)

D) TAXES – Not in the Book  (Needed for Homework#A)

I) All Individuals and Business must pay Taxes on Income called Income Taxes
1) Individuals pay Taxes

2) Partnerships and Corporations pay Taxes

3) Income Taxes are Based on Net Income
· Net Income  x Tax rate = Income Tax Due

4) Entry to Record Taxes into the Accounting Records

· Debit to Income Tax Expense 
· Credit to Income Taxes Payable

5) Chapter 5= Merchandise Inventory, COGS, and the Multiple Step Income Statement

A) Merchandisers, Manufacturers and Service Firms
I) Merchandisers and Manufacturers 
1) Both Firms Sell a Product not just service 

2) Merchandisers Buy and then Sell products

· Firms like Target, Safeway, Home Depot

3) Manufacturers make and then sell the Product
· Companies Like (Nike, Sony, GAP, Gatorade, Ford, Nabisco)

II) Service Firms Don not Have Inventory and COGS accounts
1) Sell Peoples Time not Inventory or Tangible Products

B) Inventory and COGS(Cost of goods Sold) or Inventory Expense

I) Inventory are Items and Goods for Sale

II) Cost of Good Sold is the expense recorded as we use those goods(sell them to customers) 

C) 2 Systems for Recording the Purchase and Sale of Goods and Products

I) Periodic System

1) Used by smaller companies where inventory is consumed quickly and easily tracked

· Family Restaurants, Convenience Stores, Fruit Stands, where Inventory is in sight 

· We Don’t need a computer system to tell us when to order new inventory

2) Action 1 Our Company Buys Goods

· Debit =COGS or Purchases account , Credit.=AP or Cash

3) Action 2 Our Company Sells Goods

· Dr. AR/Cash, Cr.=Sales Revenue

4) Action 3 Our Company Counts Goods/Inventory at month/year end 

· Dr.=Inventory,  Cr= COGS

II) Perpetual System 

1) Used by larger Companies, Easier to Update Inventory, and Know how much Inventory we have  

2) Usually requires a Computerized system to keep track of every transaction

3) Technology has made this system more popular

4) Action 1 = We Buy Goods

· Debit=Inventory, Credit= AP/Cash

5) Action 2  = We Sell Goods to Customer = (2 Parts)

· Part A  = Sales(Customer) Portion

i. Debit= AR/Cash, and Credit= Sales Revenue for $$ Sales Price

· Part B  = Cost of Goods/Inventory Portion

i. Debit= COGS/Inventory Expense, Credit= Inventory for $$Cost

6) Action 3 = We Count Goods Inventory to verify The balance at month/year end

· Credit Inventory and Debit = Shrinkage Expense

IGNORE

D) Sales Returns or Discounts

1) Sales Returns

· Debit=Sales Returns, Credit=AR/Cash

· Dr= Inventory, Cr.=COGS

2) Sales Discounts or Allowances B4 cash recvd Credit Memo

· Dr. Sales Discounts,  Credit=AR

3) Sales Discount When cash recd

· Dr=Cash, Dr.=Sales Disc, Cr.=AR

6) Chapter 6= Merchandise Inventory, COGS, and the Multiple Step Income Statement

A) Inventory Costing Methods
I) What was the Cost of the Good we sold – 4 Methods (don’t always match the reality of what was sold)
II) LIFO, FIFO, Specific Unit, Weighted Average
1) FIFO - First in are First Out
· Oldest Units sold First 
· Newest Units are in Inventory
· LISH= Last in are Still here
· Most Commonly used Method
2) LIFO - Last In are First out
· Newest Units sold First
· Oldest Units are in Inventory
· FISH= First in are still here
· Usually Most Advantageous for Taxes (inflation times)
3) Specific Unit
· Able to Identify the Specific Unit Sold by Address or Vin#
· Think of Autos, Homes, Boats, Art, Big Ticket expensive Items
· Not Homogeneous Products like Soda, Cereal, or shoes
4) Weighted Average
· All Units are assumed to Have the same Value
· Total Cost divided By Total Units
· Unit Costs are Updated with each transaction
· Computerized system usually needed to calculate
FIX

7) Chapter 7 = Managing Cash, Internal Control, and Accounting for Cash

A) Cash is the Most Valuable Asset

B) Cash is the most Active Account (most transactions ins/outs)

C) Also Most Inherently Risky Asset(Theft, Fraud, Mistakes, etc.)

D) Methods used to keep cash safeguarded, secure, protected, and accurate;

I) Limit Access to cash drawers, checks, and bank account info, etc.

II) Use Pre-numbered Documents(checks, withdraw forms, invoices, deposit slips, credit memos, etc)

III) Separation of Duties

1) Cash Custody and handling from Cash Accounting(payables and receivables)

2) Cash Custody from Cash Reconciliation

3) Cash Accounting from Cash Reconciliation

4) Cash Authorization from Cash Accounting and Reconciliation

IV) Review Cash Transactions Monthly

1) Review for large and unusual transactions (checks to cash or large round amounts)

V) Perform a Bank Reconciliation Monthly

1) The Goal

· Compare The 2 records of Cash

i. Bank Records come monthly in the Bank statements

ii. GL/Book Records get from the Cash Ledger or Checkbook register

iii. There will be 2 types of Differences 

1. Timing- O/S Checks, Deposit in Transit, Bank charges

2. Errors – Transposed numbers, extra zero, etc.

iv. The Adjusted Balance should be the same for Bank Records and for the GL/Book record

· Adjust the Ending GL/Book Balance to the correct adjusted balance

· Make note of the items recorded in the Bank Balance to make the adjusted balance

2) The Process

· Step 1 = Prepare The Reconciliation into 2 sections

i. Per Bank Section, Input the ending balance per Bank

ii. Per Book/GL Section, Input the ending balance per GL/Book

· Step 2 = Start with the Per Book/GL section

i. Review The Bank Statement, look at every item/entry on the Bank statement

ii. Compare every single item on the Bank statement to each item on the GL/Book records

iii. If the item/entry has already been recorded into the GL/Book records then leave it alone

iv. If the bank statement item/entry has not yet been recorded into the GL/Book records, then we need to list it as a reconciling item under the per GL/Book section of the reconciliation

· Step 3 = Go to the Per Bank section of the reconciliation

i. Review The GL/Check Book records for the month, review every item/entry made in the GL/Books

ii. Compare every single item on the GL/Books to each item on the Bank statement

iii. If the item/entry has already been recorded by the bank then leave it alone

iv. If the GL/Book item/entry has not yet been recorded into the Banks records, then we need to list it as a reconciling item under the per Bank section of the reconciliation

· Note=All Errors found will be shown on the reconciliation in the section where the error was made(Per Bank or Per GL)

· Step 4 = Add Reconciliation sections

i. We should have new Adjusted balances Per Bank and Per GL/Book

ii. These new adjusted balances must be the same or there is some sort of error

· Step 5 = Make Journal Entries for Per GL reconciling items

i. All items shown on the Per GL/Book section of the Reconciliation need to be recorded into the Journal 

ii. All items shown on the Per Bank section of the Reconciliation should not be recorded into the Journal 

1. Just make a note of these items and ensure that the bank does record these items over time

E) Cash Budgets

I) Planning For the Future and Cash Requirements

II) Questions in the Future

1) Do we need a Loan?

2) Do we need Financing?

3) Do we need to Cut out Expenses

III) Cash Budget Formula

1) Beg Cash balance  + Estimated Inflows – Estimated Outflows  = End Cash Balance

8) Chapter 8 = Receivables Interest and Investments

A) Calculating Interest

I) How much Interest will Earn or Owe

II) How much Interest will I owe if I borrow $100,000 from the bank at 8% for 6 months. 

III) Formula= Principal(Loan Amount * Interest Rate * Time portion of One Year)

IV) Borrow $100,000 *.08 *6/12 = $4,000 not $8,000

B) Receivables

I) Fact is We will not Collect all of our Receivables from our Customers

II) Some Customers will not pay what they Owe Us

1) Bankruptcy, Disputes, defects, etc

III) 2 Methods to Record Bad Debts(non payments from customers)

1) Direct Write off Method 

· Customer informs us they will not pay

· Debit Bad Debt Expense  /Credit Accounts Receivables - Customer XYZ 

2) Allowance Method(Estimate method)

· We must use this method as required by GAAP and SEC

· All Public Companies are required to use the Allowance Method(Intel, HP IBM, etc)

· We are required to report to Banks and Investors, etc. the true net AR(amount we expect to collect)

· Entry to record When we Estimate the amount of the A/R we will not collect.

i. Debit Bad Debt Expense   

ii. Credit Allowance for Un-Collectible Accounts(Asset Account with Credit Balance)

· Entry to Record When Customer informs us they will not pay us(BK, Dispute, Moved)

i. Debit Allowance for Uncollectible AR 

ii. Credit Accts Recvble-customer XYZ

· 2 Ways to estimate Un-Collectible Amount

i. Aging of Accts Recvble

1. More Widely used than percent of Sales

2. Review how old each Receivable is 30/60/90/120/>120 days old

3. Older Recvbles are more likely to not be collected

4. Multiply the Amount in Each Age Category by the Un-collectible percent for each Age group. 

5. Add All Un-collectible amounts for each Aging Group together to Get the Total Estimated Un-collectible Allowance

6. Compare the balance in the Allowance Account to Our Estimate and adjust the Allowance account with the proper debit and credit

ii. Percent of Sales Method Aging of Accts Recvble

1. Not as accurate as Aging

2. Multiply a Predetermined Percent by All Credit Sales(sales on account) on a monthly basis.

3. Take a set percent on a monthly basis 

9) Chapter 9= Property and Equipment and Depreciation

A) Also Called Long Lived Assets, Plant and Equipment Assets, and Fixed Assets

B) Fixed Assets are used to operate and run the business

C) Fixed Assets are not items for sale, they are Long-Term Assets

D) Depreciation

I) Allocation of the Cost of the Asset over its Useful Life

II) Spreading the Cost of the Asset over the time it is being used

III) Estimated in advance

IV) Depreciation expense is the Use of These Long term Assets

V) Accumulated Depreciation is a Contra Asset Account showing the Decrease in Value of the Asset

E) Calculation of Depreciation

I) Compute the Cost of the Asset to record into the GL

1) Make sure to include all costs required to obtain the asset.

2) Costs include all items in Acquisition including, sales tax, shipping, assembly, etc.

II) Determine the Category or Class of the Asset 

III) Determine the Life of the asset in either Months or Units

1) Asset Categories and Life estimates

· Land = No depreciation, No Life Estimate

· Buildings = 30-40 years

· Land and Building Improvements =20-40 years

· Furniture and Fixtures = 7-15 years

· Machinery Equipment and Autos = 5-10 years

· Office Equipment (Faxes, Copiers, Printers) = 3-7 years

· Computers and Computer Software = 3-5 years

· Intangible Assets and Intellectual Property = Amortization = 5-40 years

i. Not Tangible, Can not physically see or touch these assets

ii. Types of Intangible Assets

1. Trademarks, Patents, Copyrights, Goodwill

a. Goodwill is the Reputation(Good Reputation) of a Business

b. Goodwill = Price Paid to buy a Business – Net Worth(Owners Equity)of Bus 

IV) Determine the Depreciable Basis

1) Depreciable Basis  = Cost  – Salvage Value

· Salvage Value is the amount we can sell the asset for at the end of it’s life

· Salvage Value is similar to Scrap Value or Recyclable Value, Value leftover material

V) Determine the Depreciation Method

1) 3 Methods (see page 321 for details on each method)

· Straight Line-SL

i. Most commonly used Method for GL/ Book Records

ii. Depreciation based on amount of Time the Fixed Asset is expected to be used

iii. Depreciation amount per month is the same every month using Straight Line

iv. Depreciation per Month = Depreciable Basis / Life of Property in Months

v. Depreciation Expense or Accumulated Depreciation = Depreciation per month x Months Used

· Units of Production-UOP

i. Depreciation is based on units used (Miles, Copies, Machine setups, etc.)

ii. Depreciation per month/year changes based on how many units/miles used

iii. Depreciation per Unit = Depreciable Basis  / Life in Units(miles, etc)

iv. Depreciation Expense or Accumulated Depreciation = Depreciation per Unit x Units used(miles, etc) 

· Double Declining Balance-DDB

i. Also Called MACRS – Modified Accelerated Cost Recovery System

ii. Most commonly used method for Tax Depreciation

iii. Depreciation Expense is Highest in the First Year and declines each year after that

iv. Depreciation Expense in the First year is always Twice Straight Line in 1st Year

v. Depreciation per Year = (Depreciable Basis – Accumulated Depreciation) / (Life in Years)  X  2 

VI) Compute The Depreciation 

1) Per Month, Year, or per Unit. 

2) Use One of the 3 Depreciation Methods available discussed in #V above(SL,UOP, DDB) 

VII) Compute the Accumulated Depreciation for a period of Time

1) Multiply Monthly Depreciation By Months the Fixed Asset has been used

2) Accumulated Depreciation is the Total depreciation accumulated for the entire life to date 

VIII) Compute the Net Book Value, NBV

1) NBV= Cost – Accumulated Depreciation to date

IX) Compute Gain or (Loss) on the Disposal of Asset

1) Gain or (Loss)  = Disposal Price – NBV

10) Chapter 10 and Appendix C= Liabilities, Bonds, Interest and the Time Value of Money 

A) Liabilities

I) Accounts Payable, Notes Payable, Interest Payable, Salary Payable, Warranty Payable, Bonds Payable

II) Long Term vs Current

1) Current Liability  = Debts Due in Less than One year from Balance Sheet Date

2) Long Term = Debts due in more than One Year from Balance Sheet Date

B) Bonds 
I) Bonds are a common way for a Business or Organization to obtain Cash/Funds, 3 common ways (Bonds, Stock, and Notes)

II) A Bond is a Contract (similar to Note) between the Issuer Organization/Business and the Bondholder.

1) The Organization(Business or Govt) will issue the Bonds to Investors in exchange for Cash

2) The Business will get cash Now

3) The investor will receive interest payments over the Life of the Bond

4) The investor will receive the Face Value(Par Value) of the bond at some point in the future(Maturity Date)

5) Contract Terms are stated directly on the Bond certificate

6) The Terms for most Bonds will never change

7) Important Terms of a Bond include;

· Principal Amount = Face Value, Par Value, Maturity Value = Amount the Investor will receive in future

· Maturity Date = The Date the Principal or Face Value will be paid to Bondholder/Investor

· Interest Rate = Face rate, Contract Rate = The Interest rate the Bond will pay based on the Face value

· Interest Payment Dates = Usually 2 times a year, sometimes Annually, Quarterly, or Monthly

· Interest Amount = Face Rate x Face Amount x  Time/year

· Name of Issuing Company or Organization

· Callable Bond = Organization can Call the Bond Early and pay off Face Value

III) How Much Can We sell the Bond For or the Issue Price

1) Usually Face Value

2) Depends on the Face Interest Rate versus Market Interest Rate

3) 3 Issue Prices

· Par or Face Value (Sale or Issue Price = Face Value)

i. When the Face Interest Rate = Market Interest Rate

· Premium (Sale or Issue Price > Face Value)

i. When Face Interest Rate > Market Interest Rate

· Discount (Sale or Issue Price < Face Value)

i. When the Face Interest Rate < Market Interest Rate

· How/Why

i. $1,000 Bond at 8% Face rate = $80 interest per year

ii. $1,000 Bank account at 4% = $40 per year

iii. $2,000 bank account at 4%=$80 therefore we can charge $2,000 for the Bond Issue price

iv. Not exactly true but this is the theory

C) Leases 

I) The Lessee(User) of an Asset (Auto,Machine.Apmnt) promises to pay the Lessor(Owner) a monthly payment for use of the Asset

II) 2 Types of Leases

III) Operating Lease

1) Similar to Rent

2) At the end of the Lease, the user of the asset must return the asset to the owner

3) User will not own the asset at the end of the lease term

4) Recorded in Accounting Records and Journal similar to rent = Debit to rent expense, Credit to Cash

IV) Capital Lease

1) Similar to a purchase and Borrow Cash

2) The Lessor sells the asset to the user and allows payments over time

3) At the end of the lease the user will own the Asset or they can but the asset at a “Bargain Purchase Price”

· The Buyout Price must be less than 10% of the Original Market Value of the Asset or it is a Operating Lease

4) Recorded into the Accounting Records and Journal = Debit to Asset and Credit to Lease Payable

5) Determine the True Cost of an Asset (Auto, House, Computer) payments by using the Present Value of Annuity Formula

D) Time Value of Money page (Appendix C)
I) Interest is the Time Value of Money

II) IF you Borrow Money you will pay Interest for use of the money over time

III) IF you Loan or Deposit money you will receive interest for value of money over time

IV) Calculate Interest = Principal x Interest Rate x Time Used/One Year

V) Compounding Interest  = Interest is Computed on the Principal plus Interest Earned

1) Most Banks, etc will pay monthly compounding Interest 

VI) Interest and Value of Money Questions - 2 Types

1) Future Values = How much Will I have at any point in the future(one month, one year, 10 years)

· FV of a One Time Deposit (if I make One deposit today)

i. If I deposit $1,000 in a Bank today at 10% how much will I have in 1 year(2 years, 10 years etc).

ii. Calc by hand or use the table(FV of $1)

· FV of Annuity (IF I make Multiple Deposits of same amount each year)

i. If I deposit $1,000 per year for the next 10 years at 10% how much will I have in 10 years?

ii. Calc by hand or use the Table(FV of Annuity of $1)

2) Present Values = What is the value Today(in Today’s $$$) of any payment made in the Future

· PV of a One Time Amount in the Future

i. How much do I need to deposit today at 10%, If I need $100,000 in 10 years for Retirement

ii. Calc by hand or use the Table(PV of $1)

· PVA of Annuity is Multiple Deposits of same amount, table will save you time

i. What is the value Today of my retirement pay of  $10,000 per year 20 years assuming 8% interest

ii. Calc by hand or use the Table(PV of Annuity of $1)

iii. Lotto Question? What is the Present Value of Lotto Payments of $100,000 a year for 20 years

11) Chapter 11= STOCKHOLDERS EQUITY

A) Stockholders Equity is same as Owners Equity also called Shareholders Equity

B) 3 Types of Stock

I) Common or Capital Stock

1) Common Stockholders are owners of the Business

2) CS has voting rights – One share one vote

3) CS are most powerful people of the organization

4) There can be One shareholder or Millions of Shareholders

5) Common Shareholders can receive dividends but usually no requirements that they do

II) Preferred Stock

1) Not Owners

2) No Votes

3) Dividend Rights only

4) Dividend is paid every year based on dividend % multiplied by PS Par value

5) Similar to Bond-Holders entitled to annual payments 

III) Treasury Stock

1) Common Stock repurchased by the Company from Investors/Sharholders

2) This stock can be reissued to investors and Shareholders

3) Shown as negative equity, Debit Balance

4) Why- When stock price too low or to prevent dilution of each share value

C) 3 Stages of Common Stock

I) Authorized

1) Printed and approved by state and ready to be sold or issued

2) Not yet owned by investors

II) Issued

1) Sold to outside investors or the public

2) IPO-Initial Public Offering

III) Outstanding

1) Shares held by investors not by the company itself

2) Total OS shares usually equal to Total Shares Issues unless the Company retires or buys back Shares called Treasury Stock

3) OS shares = Issues Shares – Treasury Shares

D) 3 Values of Common or Preferred Stock

I) Market Value per Share

1) Price you can buy or sell stock for in the open market

2) Via Stock exchange-Nasdaq, NYSE, OTC, etc.

II) Book Value Per Share

1) Value on the Book of the company

2) GL value

3) Total Equity divided by Total Owners

4) Total Common Stockholders Equity Divided by Common Stock Shares Outstanding

III) Par Value per Share

1) Assigned Value when shares are Authorized

2) No real meaning or significance

3) Main purpose is to allow readers to determine the number of Shareholders by Dollar Values

4) Common Stock Value divided by Par Value will determine Shares 

E) Stock Transactions

I) Sell Stock

1) Debit=Cash

2) Credit=CS, Par  for Par Value 

3) Credit=CS, Apic  for amounts recvd more than Par Value

II) Declare or Pay Dividends

1) Debit=Dividends/Retained Earnings

2) Credit= Cash/Dividends Payable

F) Corporations

I) Separate Legal Entity with taxpayer identification number similar to SS#

II) Organized, Created, and approved by the State Govt(Ca, NY, etc)

III) Common Stock is created to determine the Owners of the Corp

1) One shareholder or Millions

IV) Public or Private Stock

1) Public is traded on stock exchanges

2) Private stock is limited in sale rules and # of shareholders etc.

V) Benefit to Shareholders is limited liability

1) Liability to Corp not personal assets unless serious fraud

VI) Negative/Drawback is Double Taxation

1) Corp Tax on Net Income

2) Owners Tax on Dividends

VII) Flow of a Corp

1) Shareholders

2) Board of Directors

3) President

4) Employees

12) Chapter 12= CASH FLOW STATEMENT

A) 4th Financial Statement

B) Shows the Cash Inflows and Outflows also called Sources and Uses

C) Shows where the cash really went and came from

D) Shows Differences from the Income Statement

I) Items such as 

1) AR collected

2) Cash in from Debt and Stock

3) Depreciation a non cash item

4) Cash spent on equipment

5) Shows how a company with gains may be losing cash

6) Shows a company with losses can operate with cash

E) The Cash Flow ending answer is already known End cash – Beg Cash = Cash In or Out Flow for the Year

F) The Statement is not used to figure how much cash we have, but rather where did it go and where it came from 

G) 2 Methods to Prepare Cash Flow

I) Indirect Method

1) Most commonly used

2) We will use

3) Starts with Net Income and then reconciles cash and non cash items

II) Direct Method

H) 3 Sections on Cash Flow Statements

I) Operating

1) All activities related to operating the business

2) Net Income

3) Changes in AR, AP, Inventory, Etc

II) Investing

1) All cash investments made by the business

2) Property and equipment purchases are investments into the future of the business

3) Stock Investments are investments into other companies as a Parent or Shareholder

III) Financing

1) Obtaining cash and funds via Bonds, Stock, Notes

2) Paying off cash and funds from above

3) Most Transactions involving Stock are included in this section

13) Chapter 13= FINANCIAL STATEMENT ANALYSIS

A) Understand how to use and Compute Financial Formulas and Ratios inside front Cover of your Book
B) Categories of Ratios/Formulas

I) Ability to Pay Debts Ratios Used by Creditors including Banks and Suppliers

1) Current Ratio

2) Acid Ratio

3) Debt Ratio

4) Debt to Equity Ratio

II) Profitability and Stock Value – Used by Potential Investor and Current Investors

1) EPS

2) P/E Ratio

3) Dividend Yield

4) Book Value

5) Return On Assets

6) Return On Sales

III) Other Company Management and Detailed Ratios

1) Inventory Turnover

2) AR Turnover

3) Days Sales 

14) Chapter = INVESTMENTS and CONSOLIDATED ACOUNTING

A) Gains and Losses on the Investment in Stock

I) Compute the Cost of Stock

1) Cost of Stock = Shares purchased x price per share + Broker Commissions 

II) Compute the Proceeds or Sale Proceeds 

1) Stock Proceeds = Shares sold x sales price per share - Broker Commissions

III) Compute the Gain or Loss on Stock 

1) Sales Proceeds – Cost = Gain or (Loss)

IV) Unrealized Gains/Losses vs Realized Gain/Losses

1) UnRealized Gains/(Losses) also called Paper Gains or Losses when stock investment has not yet been sold

2) Realized Gains and Losses are when you have sold the stock investments 

B) Consolidated Companies

I) Parent Company owns 51% or more of Any other Company

II) Subsidiary is owned by the Parent company 51% or more

III) The Parent Company will prepare One Consolidated set of Financial Statements that combine all Subs into One set of FS

IV) Disney owns ABC, ESPN, Anaheim Angels, Anaheim Ducks, and others.

1) Disney will reports one set of 4 F/S(I/S, R/E, B/S, C/F)

V) Gap owns Banana Republic and Old Navy and Reports a Consolidated set of F/S

1) Gap will report only One set of 4 F/S

VI) Preparing Consolidated F/S

1) Eliminate all Inter-company Transactions so outsiders don’t use that info such as A/R, A/P, Sales, etc.

15) Chapter = USING STOCKHOLDERS EQUITY INFO

A) Equity Ratios to Consider when Buying or Investing in Stock

I) EPS = Earning Per Share

1) Net Income divided by all Owners 

2) EPS= Net Income – Preferred Dividends/ Common Stock Outstanding

II) PE Ratio = Price to Earning Ratio

1) Market Price of the Stock / EPS

2) Most commonly used Ratio

B) Compute Income Taxes for Corp

I) Net Income x Tax Rate = Tax Due

II) Journal Entry

1) Debit = Income Tax Expense

2) Credit = Income Tax Payable

C) Annual Report of a Publicly Traded Company

I) Letter from Company Management

II) Other Company info

III) 4 F/S and Notes

IV) Independent Auditors Report

1) Why  = To verify the accuracy of the Company prepared  4 F/S

2) How = Using GAAP and special procedures and gives an opinion

3) Who  = Big 5 Accounting Firms Andersen, Price, Peat, Deloitte, E&Y

V) Flow of F/S

1) Company prepares F/S

2) CPA performs an Audit and Verifies F/S

3) 4 F/S issued to the Public including Investors, Shareholders, Banks, Stock-Brokers, etc. 

