	Chapter 1

	Accounting
	· A process of identifying, recording, summarizing and reporting economic information for decision makers

· Translates business decisions into financial reports

· Management can change business decisions or reporting decisions



	Financial Accounting
	· Focuses on the specific needs of decision makers external to the organization (stockholders, suppliers, banks, government agencies)



	Managemt Accounting
	· Serves internal decision makers



	Accounting Info is useful as aid to decision making 
	· Determining product profitability

· Determining employee productivity

· Considering buying stock

· How much a plan will cost and where the money will come from

· Considering making a loan



	Balance Sheet
	· A financial statement that shows the financial status at an instant in time
· Assets = Liabilities + Shareholder’s Equity

· Shareholders Equity = Paid in Capital + Retained Earnings



	3 Types of Ownership
	· Sole Proprietorship – a single owner

· Partnership – two or more owners

· Corporation – an organization created by laws

· Advantages – limited liability, ease to x-fer ownership, ease to raise capital, continuity of existence, prestige

· Disadvantages – double taxation (corporation, then employees)



	Auditor
	· A person that examines financial info to ensure credibility



	CPA (Certified Public Accountant)
	· Designation earned by education, experience, and examination



	Depreciation
	· Fixed asset reduction



	Amortization
	· Intangible asset reduction



	Chapter 2

	Accrual Basis
	· Accounting method that recognizes the impact of transactions during the time periods when revenues and expenses occur



	Cash Basis
	· Accounting method that recognizes the impact of transactions only when cash is received or disbursed.



	Recognition
	· Determines whether income is included in financial statement – 2 criteria

· Revenues must be earned

· Revenues must be realized



	Matching
	· The recording of expense in the same period as the related revenue



	Income Statement
	· A report of revenues & expenses pertaining to a specific period of time
· Link between two balance sheets

· Product and Period costs (vs. fixed and variable costs)



	Statement of Cash Flows
	Cash Flows from Operating Activities – COGS, SG&A

Net Cash

Cash Flows from Investing Activities – Buy sell Non-current asset

Net Cash

Cash Flows from Financing Activities – Stock, dividends

Net Cash


	Statement of Retained Earnings
	Retained Earnings Beginning
Net Income

Total

Dividends

Retained Earnings End



	Dividends


	· RE end = RE beg + NI - DIV

· RE is not an Expense



	Chapter 3

	Recording Process
	· Transactions – Documentation – Journal – Ledger – Trial Balance – Financial Statement



	Journal
	· A complete chronological book of transactions

· Management is responsible for account allocation of transactions



	Ledger
	· T account



	Trial Balance
	· A list of all accounts in the general ledger with their balances



	Why Retained Earnings is Divided 
	· Combining all charges under retained income makes it harder to prepare and income statement because revenues and expenses are mixed.



	Contra Account
	· A separate but related account that offsets or is a deduction from a companion account

· Always has a companion account

· Has a balance on the opposite side of companion account



	Correct Errors
	· Correct Entry

Erroneous Entry

Correcting Entry

· Some errors are counterbalanced.  They impact NI in both statements, but effect the balance sheet in only the 1st statement



	Automated Accounting Systems
	· ERP – Enterprise Resource Planning

· SAP – Systems, Applications, and Products



	Chapter 4

	Explicit Transactions
	· Obvious events recorded in day-to-day entries – supported by source docs



	Implicit Transactions
	· Do not generate source documents – not recognized until end of a period

· Adjusting Entries assign implicit transactions to the proper time period

· 4 types

· Expiration of unexpired costs – passage of time – i.e. prepaid rent

Dr. Expense     Cr. Asset

· Earning revenues received in advance - unearned revenue

Dr. Liability       Cr. Revenue

· Accrual of unrecorded expenses – 
Dr. Expense       Cr. Payable

· Accrual of unrecorded revenues

Dr. Receivable   Cr. Revenue



	Accrue
	· To accumulate a receivable or payable during a period even though no explicit transaction takes place



	Classified Balance Sheet
	· A balance sheet that groups accounts into subcategories to help readers quickly gain a perspective on the company’s financial position.

· Report Format – a classified balance sheet w/assets to the top

· Account Format – a classified balance sheet w/assets to the left

	Current Assets / Liabilities
	· Assets expected to be converted to cash or consumed during the next 12 months – Liabilities that fall due within the next 12 months



	Types of Income Statements
	· Single-Step – no subtotals

· Multi-Step – subtotals for Gross Profit, Operating Income, Net Income



	Chapter 5

	Revenue Recognition
	Two Pronged Test – both are not always met at the same time – the matching principle requires that recognition correspond to associated expenses

· Goods or services must be delivered to the customers

· Cash or an asset virtually assured of become cash must be received



	Returns & Allowances


	Gross Sales                                                 

Deduct: Cash Discounts on Sales               Deduct: Sales Returns & Allowances    

Net Sales 
	xxxx

xxxx 

xxxx 

xxxx



	Specific Write off method for bad debt
	· Assumes all sales are fully collectable until proven otherwise

· Criticized because it fails to apply the matching principle – i.e. accounts receivable debited in one year and bad debt accounted for in the next



	Allowance Methods for bad debt
	· Percent of Sales - uses the % of historical bad debt x sales.

· Percent of Ending Accounts - uses the ave % of bad debt x AR.

· Aging of Accounts Receivable – uses AR x % bad debt for age of debt.



	Internal Control
	· Creating a system of checks and balances that assures proper accounting

· Administrative Controls – procedures for management, planning

· Accounting Controls – methods for financial actions



	Checklist of Internal Control
	· Reliable Personnel with Clear Responsibility

· Separation of Duties

· Proper Authorization

· Adequate Documents

· Proper Procedures

· Physical Safeguards

· Bonding, Vacations, Rotation of Duties – ensure people take a break
· Independent Check – ensure checks by outsiders
· Cost-Benefit Analysis – give and take of system design



	Assets

Receivable

Prepaid
	Liabilities

Payable
	Shareholders Equity

Dr. Expense

Cr. Revenue


	Chapter 13

	Financial Statement Analysis
	· Focuses on techniques used by analysts external to the organization to predict and asses the risk of future returns of a company.  

· Investors: focus on profitability, dividends, and future stock price

· Creditors: focus on short-term / long-term solvency and profitability

· Sources of publicly available info: 

· Annual report

· SEC reports (10K, 10Q,, etc.)

· Press releases (WSJ, Forbes, Fortune, etc.)

· Pro forma statements (special reports requested by large investors)



	Trend Analysis
	· Examines change over time

· Both the amount ant the % change should be examined

· Used to identify patterns – encourages questions for causes

· Common Size statements – aid in comparisons to past years by using components are assigned a relative percentage to a standard term

· Income Statement Ratios – Sales = 100%

· Balance Sheet Ratios – Assets = 100%



	Evaluating Financial Ratios
	· Time Series Analysis: compare to company’s historical ratios

· Benchmark Analysis: compare to rule of thumb ratio

· Cross-sectional Analysis: compare to industry average

· Do not compare per share ratios directly across companies

· Do not compare stock price ratios directly across companies



	Du Pont Analysis

(Level I)
	· ROA = Net Margin x Asset Turns

· (NI / Total Assets) = (Net Income / Sales) x (Sales / Total Assets)

· Niemann Marcus has high margins but low turns

· Wal-Mart has high turns but low margins



	Du Pont Analysis

(Level II)
	· ROE = ROA x Capital Structure Leverage

· (NI / Total Equity) = (NI / Total Assets) x (Total Assets / Total Equity)



	Du Pont Analysis

(Summary)


	· Pretax ROA = Operating Margin + Asset Turnover

· (EBIT / Total Assets) = (Operating Profit / Sales) + (Sales / Total Assets)



	Leverage
	· Using borrowed money vs. shareholder equity

· A debt free or un-levered company has identical ROA / ROE

· Interest is tax deductible - dividends are not, so debt provides tax benefit

· Failure to pay interest = bankruptcy, failure to pay dividends is ok



	Non-recurring items in Financial Statements
	· Special Items: large and unusual items (restructuring) that warrant a separate disclosure – shown prior to taxes in income statement

· Extraordinary items: unusual in nature and infrequent (i.e. a strike, foreign currency revaluation, earthquake, government expropriation – shown after taxes in the income statement

· Discontinued Operations: terminating a business segment – shown after taxes in the income statement

· Accounting Changes: the cumulative effect on income changes – shown after taxes in the income statement.



	
	

	
	

	
	

	
	


	Chapter 7

	Long-lived Assets
	· The acquisition cost of all long-lived assets is their purchase price, which includes cost to complete the purchase, transport the asset, and prepare it for use.

· Depreciation/Amortization and Depletion are used to allocate costs to the periods in which the asset is used.

· Depreciation: tangible assets

· Land is carried indefinitely at original costs – is not depreciated

· Amortization: intangible assets 

· I.e. patents, trademarks, brand names, contracts, goodwill

· Internally developed “assets” are not shown on the balance sheet – only shown if purchased

· Depletion: natural resources

· Usually measured on unit of production method



	Straight Line Depreciation
	· Typically used for financial reports to shareholders

· ((Acquisition Costs – Residual Value) / Expected Units over Useful life) x Units produced



	Declining – Balance Depreciation
	· Typically, used for tax purposes – most common is Double Declining Balance (DDB)

· DDB = (2 x Normal Depreciation Rate) x Beginning Book Value

· Remember to ignore the residual value when using DDB



	Unit Depreciation
	· Used when physical wear and tear is the dominating influence on useful life

· (Acquisition Cost – Residual Value) / (Total Units of During Useful Life)



	Capitalization vs. Expense


	· Capitalize: a betterment, increases in productivity (quality or amount of output), upgrades technology, increases the useful life

· Expense: routine maintenance, increases in efficiency (but not useful life or output), R&D



	Gains/losses from Sale or Disposal of a Fixed Asset
	· Capital gain/loss on sale = sales price – book value + accum. depreciation

Dr. Cash

Cr. Gain on sale of equipment

Dr. Accumulated Depreciation

Cr.  Equipment



	Chapter 8

	Liability
	· One company’s obligations to pay cash or to provide goods and services to other companies or individuals

· Whenever an expense is recognized before it is paid, a liability is created

· To be recognized on balance sheet, must be probable & determinable


	Accrued Employee Compensation
	Dr. Compensation expense

Cr. Salaries and wages payable

Cr. Income tax withholding payable

Cr. Social security withholding payable

Dr. Employee Benefit Expense

Cr. Employer Social Security Payable

Cr. Pension Liability Payable



	Reclassification of Long-Term Debt
	Dr. Long-term Obligations

Cr. Current Portion of Long Term Obligations



	Sales Tax
	Dr. Cash or Accounts Receivable

Cr. Sales

Cr. Sales Tax Payable

Dr. Sales Tax Payable

Cr. Cash

	Warranties
	Dr. Warranty Expense

Cr. Liability for Warranties

Dr. Liability for Warranties

Cr. Cash



	Deposits
	1. Deposits:                        Dr. Cash

Cr. Deposits Payable

2. Interest Recognized:      Dr. Interest Expense

Cr. Deposits Payable

3. Deposits Returned:        Dr. Deposits Payable

Cr. Cash



	Income Tax
	Dr. Income Tax Expense

Cr. Deferred Tax Liability

Cr. Cash



	Contingent Liabilities
	· To enter on balance sheet, the loss must be probable and estimate-able
· Otherwise disclose in footnotes



	Chapter 10

	Cash Flows from Operating Activities
	· Cash receipts from customers

· Interest and dividend received 

· Collect AR

· Interest paid

· Income taxes paid


	· Cash paid to suppliers and employees



	Cash Flows from Investing Activities
	· Sell a fixed asset

· Sell securities


	· Purchase a fixed asset

· Purchase securities

· Make a loan



	Cash Flows from Financing Activities
	· Increase debt

· Sell common or preferred shares


	· Reduce debt

· Repurchase shares

· Purchase treasury stock

· Pay dividentds



	Indirect Method
	· Net Income (+)

· Depreciation (+)

· Non-cash transactions (i.e. Bad debt expense, Payables, Deferred Tax)

· CA

· CL



	
	

	Chapter 12

	Short-term Investments
	· Trading Securities

· Available for Sale Securities

· Held to Maturity Securities


	Trading Securities
	· Debt or equity securities held for selling in the near term

· Reported as CA on the balance sheet at market value
· Unrealized gains are reported on the income statement


	Available for Sale Securities
	· Debt or equity securities held with no immediate plans to sell

· Reported as CA on the balance sheet at market value
· Unrealized gains and losses are reported on the balance sheet
· Other Comprehensive Income (OCI)



	Held-to-Maturity
	· Debt securities

· Reported on balance sheet as CA/LTA at book cost
· Interest income is reported on the income statement



	Long term investments in Stocks (Equities)
	· If < 20% ownership – use the market method

· If 20% to 50% ownership – use equity method

· If > 50% ownership – use consolidation

· These methods assume investor can exert significant influence – if not , use the market method



	Market Method
	Dr. Investment in Rusty Company

Cr. Cash

Dr. Cash (Dividend)

Cr. Dividend Income

Dr. Investment in Rusty Company

Cr. Unrealized Gain (or OCI <contra account>)



	Equity Method
	· Investment is initially recorded at acquisition cost

· Subsequent to investment, net income /loss is included in investment cost

· Investment account is reduced when investee pays dividends

Dr. Investment in Rusty Company

Cr. Cash

Dr. Investment in Rusty Company

Cr. Investment Income

Dr. Cash (Dividends)

Cr. Investment in Rusty Company



	
	


	Implicit Transactions

	Rent


	Renter Prepays

Dr. Prepaid Rent (A)

Cr. Cash (A)

Landlord Gets $ In Advance

Dr. Cash (A)

Cr. Unearned Rent (L)
	Rent Expense is Recorded

Dr. Rent Expense (SE)

Cr. Prepaid Rent (A)

Landlord Records Revenue

Dr. Unearned Rent (L)

Cr. Rent Revenue (SE)



	Wages
	Accrual of Wages Payable

Dr. Wage expense (SE)

Cr. Accrued wages payable (L)


	Pay Wages

Dr. Accrued Wages Payable (L)

Cr. Cash (A)



	Dividends
	Accrual of Dividends Payable

Dr. Dividend Expense (SE)

Cr. Dividends Payable (L)


	Pay Dividends

Dr. Dividends Payable (L)

Cr. Cash (A)

	Interest
	Accrual of Interest Payable

Dr. Interest Expense (SE)

Cr. Interest Payable (L)

Accrual of Interest Receivable

Dr. Interest Receivable (A)

Cr. Interest Revenue (SE)


	Pay Interest

Dr. Interest Payable (SE)

Cr. Cash (A)

Receive Interest

Dr. Cash (A)

Cr. Interest Receivable (A)



	Income Tax
	Accrual of Income Tax

Dr. Income Tax Expense (SE)

Cr. Income Tax Payable (L)


	Pay Interest

Dr. Income Tax Payable (SE)

Cr. Cash (A)

	Bad Debt


	Assessment

Dr. Bad Debt Expense (SE)

Cr. Allowance for Bad Debt (CA)
	Write-Off

Dr. Allowance for Bad Debt (CA)

Cr. Accounts Receivable (A)

	Explicit Transactions

	Depreciation


	Depreciate Equipment

Dr. Depreciation Expense (SE)

Cr. Accum Depreciation (CA)


	

	Sales Returns 
	Sell Goods

Dr. Accounts Receivable (A)

Cr. Sales Revenue (SE)


	Accept Returned Goods

Dr. Sales Expense (SE)

Cr. Accounts Receivable (A)



	Discounts 
	Sell Goods

Dr. Accounts Receivable (A)

Cr. Sales Revenue (SE)


	Give Discount for Credit Card

Dr. Cash (A)

Dr. Discount Expense (SE)

Cr. Sales Revenue (SE)


	Short Term Liquidity Ratios

	Current Ratio
	Current Assets / Current Liabilities



	Quick Ratio
	Cash + Marketable Securities + Accounts Receivable / Current Liabilities



	Accounts Receivable Turnover
	Credit Sales / Average Accounts Receivable



	Accounts Payable Turnover
	Purchases / Accounts Payable 

Purchases = Beginning Inventory + Purchases – COGS = Ending Inventory

	Average Collection Period in Days
	Average AR * 365 (or 360) / Sales (or Credit Sales)
<OR>

365 days / Accounts Receivable Turnover

	Inventory Turnover
	COGS / Average Inventory at Cost



	Working Capital
	Current Assets – Current Liabilities



	Long Term Solvency Ratios

	Debt to Assets


	Total Liabilities / Total Assets

	Long Term Debt Ratio


	Long-term Debt / Total Assets

	Long Term Debt to Capital Ratio
	Long-term Debt / Total Shareholder’s Equity + Long-term Debt

	Debt to Equity


	Total Liabilities / Shareholder’s Equity

	Capital Structure Leverage
	Total Assets / Shareholder’s Equity

	Interest Coverage (Times Interest Earned)
	EBIT / Interest Expense

	Profitability Ratios

	Return on Equity (ROE)
	NI / Average Stockholders Equity



	Return on Sales (ROS)
	NI / Sales



	Return on Assets (ROA)
	NI / Average Total Assets



	Asset Turnover
	Sales / Average Total Assets



	Earnings per Share (EPS)
	NI – Dividends on Preferred Stock / Weighted Average Common Shares



	Diluted Earnings per Share
	NI – Dividends on Preferred Stock / Average Common Shares + 



	Pretax ROA
	NI / Average Total Assets



	Gross Margin
	Gross Profit / Sales       <OR>        (Sales – COGS) / Sales



	Operating Margin


	Operating Profit / Sales    <OR>          EBIT / Sales

	Net Margin


	Net Profit / Sales

	Market Price and Dividend Ratios

	Price to Earnings Ratio
	Market Price per Share / Earnings per Share



	Price to Book Ratio
	Market Value per Share / Book Value per Share



	Book Ratio
	Total SE – Book Value Preferred Stock / # Common Shares Outstanding



	Dividend Yield Ratio
	Common Dividends per Share / Price per Share



	Dividend Payout Ratio
	Common Dividends per Share / Earnings per Share



	Activity Ratios (Bala Defined Ratios)

	Sales / Employee
	Sales / Square Foot


	Accounting Standard Setting Bodies

	GAAP
	· Generally Accepted Accounting Practices – self explanatory – there are several concepts that guide the accounting process

· Entity Concept – drawing boundaries around what an organization is

· Reliability Concept – info is reliable

· Going Concern Concept – assumption that an entity exists forever

· Materiality Concept – include items that would prevent misleading info

· Cost-Benefit Criteria – new accounting standards must add benefit

· Stable Monetary Unit – money must be stable for historical accounting



	FASB
	· Financial Accounting Standards Board – private sector body that sets the GAAP in the United States

· FASB Statements – FASB rulings on GAAP



	APB
	· Accounting Principles Board – predecessor to the FASB

· APB Opinions – 31 opinions of the old APB – many are still used



	IASC
	· International Accounting Standards Committee – organization of 175 countries that develop international accounting standards


	SEC
	· Security & Exchange Commission – agency designated by Congress to hold responsibility for authorizing GAAP for publicly held stock


	AICPA
	· American Institute of Certified Public Accountants – Leading US organization of accountants


