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Learning Objectives
Financial statements are a significant source of information for investors. This course, Accounting and Balancing, focuses on how financial statements are developed by accountants, the accounting rules that govern financial reporting, and how the financial statements are analyzed by investors.  Specifically, yYou will learn what information financial statements contain, what assumptions and concepts accountants use to prepare them and, why they use those assumptions and concepts, and how accounting helps investors make investment and lending decisions. 
In tThe first three units, the course introduces you to the essential elements of financial reporting and analysis. You will learn how accounting reports are structured and how they can facilitate the decision process of investors. Technical aspects of financial reporting and analysis will be explained in order to enhance your understanding of the content of the financial statements. The following remaining units focus on the application of applying your accounting knowledge on to the assessment of a company’s financial position related in terms ofto assets, liabilities, and equity,; as well asand to its a company’s financial performance related toin terms of income and expenses.
Overall, Accounting and Balancingthis course introduces you to the main elements of financial reporting and analysis as prescribed by the International Financial Reporting Standards (IFRS). After completing the course, yYou will have acquired knowledge about the nature of financial accounting, the process of converting measures of business activity into financial statements, and the accounting tools used for record keeping and analysis. Completion of this course will not only increase your financial literacy, but alsoand provide you with the tools for making decisions in the business environment. 


Unit 1 – Financial Accounting as Information Source

Study Goals

On completion of this unit, you will be able to …	Comment by Author: Please note that the style guidelines indicate that ellipses should not be used in lists.

… understand the role financial accounting plays in decision-making.
… define the elements of financial information.
… identify the four financial statements and the information they contain.
… compute calculate and interpret four important financial ratios frequently used to assess a firm’s profitability and productivity.


1. Financial Accounting as Information Source
Introduction 
In this unit, we learn aboutThis unit focuses on the role financial accounting plays in decision– making.  Generally speaking, aAccounting is the process of measuring, recording, and reporting the financial consequences of business activities. It is an information system that provides data about the resources, obligations, income, and cash flow of a business. Imagine you are a stock investor and are considering buying stock of a company. Your friends have been telling you about high-–flying stocks that generate big returns and all you have to do is invest in it, but you are aware, however,  that the stock market is not a one-–way street, and would like to do some research into the stocks before you invest your hard-–earned money. But, hHow would you assess whether the a particular stock is that your friends are telling you about is a good investment? One way to do your stock research iswould be to locate obtain the financial statements of the firm so that you can check its . Now you could consider the balance sheet and use the change in total assets to determine check whether the firm is growing or shrinking based on the change in total assets. You could also look at the the company’s Statement statement of Operations operations (aka income statement) and to identify establish whether the it company is profitable based on its revenue and net income information. You probably alsoIn addition, you want to know if whether the firm generates sufficient amounts ofenough cash from its operations to stay solvent. In order tHowever, to make sense of all this financial information, however, one must learn aboutyou need to understand the basic framework of financial accounting. Therefore, this unit will introduces you to the following topics: the four financial statements and (and  how they can be analyzed,) and the accounting equation. The ability to thoroughly understand and interpret financial statements is paramountfundamental, and understanding the story they tell is essential for making. These statements tell a story, one which we must understand to make sound business and investment decisions.
[bookmark: _Toc221687482]1.1 Business Activities and the Role of Accounting
To become sophisticated readers and users of accounting information, we mustit is first necessary to consider the larger wider business environment in which a company operates (Simon, 20202021). Every company engages in three main business activities: operating activities, investing activities, and financing activities. 
· Operating activities are the bread and butter of every a company. These activities captureThey include the production and sale of services and products, and a. Activities that support the manufacturing and sales processes, such as hiring and training employees, the marketing of products and services, and customer support, are also captured here. 
· Investing activities summarize are the long-–term investments a companies company undertakes to grow their business. These activitiesThey include the acquisition of property, plant, and equipment (PPE),, but alsoand the purchase of other companies to gain access to new markets.  Shareholders 
The people or entities that own the firm are its shareholders. Although managers can own shares in the a firm, shareholders do not usually manage the a firm.



· Financing activities are needed to raise cash from shareholders (equity investors) or creditors (debt investors) to fund the company’s operating and investing activities. These activitiesFinancing  includes the sale ofselling stock to shareholders and borrowing money from banks and debt markets. 
The below graphicfigure below depicts the flow of the three business activities and also shows how accounting provides users with information that supports operating, investment, and financing decisions. 

Business Activities
· Past Financial Statements 
Current Financial Statements 

Source: Simon (2021)
For the most partIn most cases, the first stage of starting and/ or growing a business is entails securing financing from investors. Once the financing is available, the companies company will invests the funds and then uses the investments to operate. The operations are expected to be profitable (i.e., to generate cash flow) so that the companies company can repay the investors that provided the financing in the first place. 
Although investing and financing activities occur less frequently than operating activities, they can add value to the a business. By investing in the right types and amounts and type of long-–term assets, and by financing these investments with favorable interest rates, the a business will bebecomes more profitable. Later in theThis unit, we will explains how the financial statements provide information about the operating, investing, and financing activities of the a business. This will beis a the first step toward understanding how the activities of a business can be analyzed and evaluated. Financial statements 
Standardized financial reports following that follow generally accepted accounting principles (GAAP) are known as financial statements. , which They capture the business activities of a firm. 




The Objective of Accounting
The purpose of financial reporting is to make financial information about the reporting entity available to stakeholders, such asincluding potential investors, lenders, and other creditors. The stakeholders can then use the information when consideringto decide whether to invest in (financing finance the activities of) in, or otherwise do business with, the entity in question (International Accounting Standards Board [IASB]IASB, 2018). According to the IFRS IFRS (IASB, 2018), specific investment decisions that investors would engage in include Reporting entity 
An entity that is required, or chooses, to prepare financial statements is called a reporting entity. 



· trading equity and debt instruments,
· offering loans or credit, and
· exercising voting rights concerning any action taken by management that could affect the use of their own economic resources.
To make these decisions, current and future investors and creditors need the appropriate financial information about
· the economic resources used by the firm with the intent of generating profits (investing activities), 
· the obligations of the business that will require future outflows of cash to satisfy them, and the capital the owners originally invested in the business (financing activities), and 
· how efficiently and effectively the firm’s management has run the firm to increase its economic resources (operating activities).  
Since current and future users of financial information cannot require a company to provide them with this information directly, they depend on regulated financial reports to gather the operating, investing, and financing information they need. 
To summarize,. accounting is the system that tracks, measures, verifies, summa- rizes, and communicates the activities and financial position and performance of a business. This definition suggests indicates both why it accounting is important on a social level, and why it is interesting. If we want tTo hold companies accountable for their performance and ac- tivities, exercise control over them (whether either indirectly as investors, or directly as reg- ulators,  or directors, or managers), or and decide where to invest our money, we needit is necessary some way to understand and assess businesses’ their activities and performance. And cClearly, ‘measuring and representing’ something as complex as a business is a challenging challengeendeavor. Just think how complex the operations of, say, Volkswagen, are. W—what does it mean to measure, summarize, and report Volkswagen’s activities and performance?

Self-Check Questions
1. Please list the three basic business activities that companies engage in.
operating activities
investing activities
financing activities

2. Please indicate which of the following business activities are operating activities.
· manufacturing products
· issuing stock to investors
· constructing new manufacturing facilities
· selling services to a client

3. Please complete the following sentence:
The main objective of accounting is to provide users with information that supports investment decisions. 
1.2 Basic Financial Statements 
Accounting summarizes the a company’s business activities in a standardized formats and facilitates the decision-–making process of investors. These standardized formats are called financial statements and are regulated globally by the International Financial Reporting Standards Board (IASB) through the International Financial Reporting Standards (IFRS) globally. It is important to note that local generally accepted accounting principles (GAAP) provisions also exist. In Germany, for example, the commercial code (HGB) includes local statutory accounting and reporting requirements (German GAAP) apply.  locally. However, for publicly listed firms, local GAAP provisions do not supersede the IFRS reporting requirements. Businesses must ensure that they comply with both the IFRS and the local GAAP.International Accounting Standards Board IASB (IASB) 
The organization responsible for the developmenting,  and publication publishing, and approving interpretations ofof the IFRS Standards and for approving interpretations of IFRS Standardsis the International Accounting Standards Board IASB (IASB).

 International Financial Reporting Standards (IFRS)
These standards that must be adhered to when preparing consolidated financial statements for public companies that are listed in any EU Member State are called the International Financial Reporting Standards (IFRS). 
 


Annual financial reporting requirements call for a set of four financial statements. The statements and their explanatory footnotes are found in the a firm’s annual report. It is important to note that the annual report includes more than just the financial statements. IAs well as giving investors can gather information on a the firm’s performance and financial condition, but alsoit gives them access to privileged information and insights from  learn about executive management’s privileged information and insights. 
The annual financial statements that are required under the IFRS and provided by all publicly traded companies include the Statement statement of Financial financial Position position (also known as a balance sheet), the Statement statement of fFinancial Performance performance (also known as an Income income Statementstatement), the Statement of Cash statement of cash flow (SCF)Flows, and the Statement statement of Shareholders’ changes in Equityequity.	Comment by Author: Throughout the document, the terms “statement of cash flow”, “statement of cash flows”, and “cash flow statement” were used seemingly interchangeably.  I have amended for consistency throughout (and in line with the heading on page 57, which is not to be edited, and the abbreviated version that was originally given on page 66), but please confirm that this is okay.
The Balance Sheet
The balance sheet lists the resources available to the firm and the claims against the firmit at a specific date. The assets (resources), liabilities (claims to the resources), and equity (claims to the resources) are recorded as of the balance sheet date. These stocks represent the cumulative effect of all prior transactions and events on for each listed element. Equity is essentially the difference between assets and liabilities, or the “plug” that makes the balance sheet balance. Since all financing has to be invested in something, we obtain the following basic relationrelationship applies: investing = non–ownerowner financing and + owner financing. This relationship is very important for analyzing a firm, and it can be expressed with using the accounting equation:  Accounting equation This The accounting equation shows a company’s use of funds and the sources of those funds. It works applies tofor all companies at all times. It shows the company’s use of funds and the sources of those funds.   



This relationship is very important for analyzing and understanding firms. Three elements of financial information are reported in the balance sheet.
· “Assets” are the measurable future economic benefits owned or controlled by the business. For example, cash is an asset that can be used to purchase other assets or to pay for services. A building and its equipment are assets, because they enable the firm to operate and earn income. 
· “Liabilities” are measurable claims that will require the future business to transfer of assets to other parties by the business. Most businesses have obligations to outsiders who have provided goods or services to the business or who have loaned it money to the business. These obligations are called liabilities. 
· “Shareholders’ equity” is a measure of the owners’ claim to the assets of the firm.  The owners’ claim equals is equal to the firm’s assets minus its liabilities, and thisan amount is referred to as “net assets.” The owner’s’ claim is equal to the sum of (1) the capital the owners originally invested in the business (“contributed capital”) and (2) the net income from operating activities kept in the business since it began (“retained earnings”).  
There are two ways to visualize and understand the accounting equation:
1. The sources of financing view. A company has acquired a certain amount of assets (A), which had to be financed somehow, and all of the company’s financing had to come from either equity (E) or liabilities (L)credit. So Therefore, the accounting equation tells youindicates how much the company has (A), and how the purchase of those assets was financed. That is (that is, L & E).
That is:L + E = A
2. The “What’s what’s Left left Overover” Viewview.: The A company’s total economic benefits (its assets) are equal to a certain amount (A), and its total obligations (its liabilities) are equal to a certain amount (L). Therefore, if the company’s assets are greater than its liabilities, it can pay off everything that it owes, and whatever is left over is residual value that can be claimed by the company’s owners. That is
– E = A − L
To see that these are two different ways of looking at the same equation, consider a simple example. I start my own business and, as owner, I pay in $600,000 of my own money. I get a loan of $400,000 from a bank, and I buy a store worth $1,000,000.
On the sources of financing view, the situation is visualized as follows: 
L + E = A:.  $400K + $600K = $1M 
In the what’s left over view, the same situation is visualized as follows: 
E = A – L:. $600K = $1M − $400K
The Income Statement
The income statement is a cash flow statement that focuses on operating activities. It describes the balance sheet changes that impact net income. For example, if the business sells a product to a customer, it generates cash (a positive change on the balance sheet) and reports the sale as revenue on the income statement. It is important to understand that the income statement  It consists of a summary of the revenues and gains, minus the expenses and losses for a specific period of time. It is different from the balance sheet, which measures accounting information at a point in time. Revenue
An increase of assets or a decrease in liabilities on the balance sheet is the result of revenue.

· Revenue is a measure of the inflows of assets (or reductions in liabilities) from selling goods and providing services to customers. 
· Expenses are a measure of the outflows of assets (or increases in liabilities) used in generating revenue.  
· Net income results when revenue exceed expenses.  When expenses for a period exceed revenues, the business incurs a net loss.  
The relationship between revenues, expenses, and net income can be expressed as follows:
Revenues − Expenses = Net income 
This is the equation that identifies a business’s performance over a period of time. Revenue is the value and/or benefits earned when the company sells products or services to customers (often, but not always, for cash). Expenses are the costs incurred in earning revenue. The difference between revenues and expenses over a period of time is the company’s net income over that period. (If that value is negative, it is called a net loss.) This is usually what people are talking about in everyday speech when they use the word “profit.” In accounting contexts, however, the more formal and precise term “net income” is used.Expenses
A decrease of assets or an increase in liabilities on the balance sheet is the result of expenses. 

The Statement of Cash Flow of Cash Flows
The statement of SCF cash flows classifies the changes in the a company’s cash account, which that have occurred through its operating, investing, and financing activities. It is important to understand distinguish this fromthat the income statement, which summarizes the changes in the net assets of the business that occurred in the balance sheet as a result of operating activities during the period covered by the balance sheet. Net income represents the change in net assets, that is ( revenue minus expenses and losses). Hence, net income is not equal to cash flow. 
The SCF simply tracks how much cash the company spent and how much it received under three categories: operating activities, investing activities, and financing activities. It reports the net change in cash within each category of activity.
The Statement of Shareholder’s Changes in Shareholders’ Equity
The Statement statement of Changes changes in Shareholders’ shareholders’ Equity equity is where you will often find the details of the components of other comprehensive income, along with all and other changes in shareholder’s equity accounts.
For the purposes of this unit, the most important point about the statement of changes in equity is how it links the statement of income and the balance sheet. It is governed by two key equations:
Shareholders’ equity = Common stock + Retained earnings 
This equation says that equity comes from two sources. The first source is common stock, which is the cash that investors paid in directly when they first bought their shares of ownership (stock) from the business. Common stock is often called paid–in capital. The second source is retained earnings, which is the amount of profit that has been earned but which the owners did not pay out to themselves. Retained earnings are often called earned capital.
Links Between between Financial Statements
The relationship (i.e., articulation) between the four financial statements is a central component of the accounting system. The four keynotable  linkages are as follows (Hanlon et al., 2020):
· The balance sheet presents the company’s resources and obligations at a specific point in time. The other statements are cash flow statementsthose that describe changes in important parts of the balance sheet over a period of time.
· The SCF cash flow statement “links the beginning and ending cash in the balance sheet” (Hanlon et al., 2020, p. 15).
· The income statement provides the net income of the firm, which provides the links between the beginning and ending retained earnings in the statement of changes in equity.
·  The statement of changes in equity links the beginning and ending equity in the balance sheet.
The following figure below illustrates the linkages among between the financial statements.
How Recognition Links the Elements of Financial Statements
+

Source: Simon (, 2021), based on IASB, (2018).
The case below will demonstrates these linkages. We should nNote that financial statements are generally prepared based on the notionon the basis  that the reporting entity will continue operating for the foreseeable future. This means that the entity has no intention of liquidating its assets or ending its trade agreements (IASB, 2018).
The Business Activities and Financial Statements of a Small Business
Using an example based on Dechow et al. (20122011), let us look atconsider the activities of two small businessescoffee shops, owned by “Jamie”’s coffee house and “Alex’s coffee shop,” respectively, and to investigate understand how accounting summarizes them,, as well as and to illustrate the strategic decisions a company has to make. Those strategic decisions involve  in relation to company financing, asset management, and daily operations. We will also seeThe discussion will show the how successful each business has had been with in relation to its strategic plan. As we only discussthe example covers only one day in the business cycle, we will work under the assumption is that the each business is a going concern.Going concern 
An entity that will continue to operate for the foreseeable future is called a going concern. 


Jamie’s coffee shop
We have two entrepreneurs: Jamie and Alex. First, we will take a look atconsider the finances for Java Station, Jamie’s new coffee shop. Jamie has put $120 of their own money into the business (i.e., a financing activity). For the first day of business, Jamie uses that money to pay for coffee beans ($100) and cups ($10). They also lease the building for $10 per day. This costs a total of $120, all of which is paid in cash (i.e., an investing activity). By At the end of day onethe first day, Java Station has sold out of coffee and has no cups left in stock. All customers have paid in cash, and the total cash income is $200 (i.e., an operating activity).
Jamie’s financial statements are fairly straight forward. Starting Starting with the income statement (i.e., the statement of financial performance (statement of income),, Jamie has generates generated positive net income, also called profits or earnings. Their revenue (i.e., sales) of $200 minus the expenses of $120 yields a net income of $80. The $120 expenses reflect include the use of all the coffee and cups, as well as the rent for the first day of operation. 
The next financial statementIn terms of we will prepare is Jamie’sthe balance sheet,. Initially, Jamie had started the business by investing a cash asset of $120, which must be recorded for the accounting equation to balance. By the end of the first day’s end, Jamie has used up all of theirthe resources (i.e., assets) and now has $200 in cash, meaning which means that the investment section of the balance sheet has increased by $80 (i.e., the net income). Notably, Jamie has yet to incur any liabilities, meaning which means that there are no retroactive adjustments to be made to the financials to be made retroactively. Therefore, Jamie’s ownership equity has increases increased by $80. 
We can now rRecalleturn to the accounting equation: 
Assets = Liabilities + Shareholder Equityequity
In this instance, the equation is as follows:

Jamie has yet to invest more funds into the business, meaning and thereforethat the sole change in equity concerns the reinvested net income. OtherwiseIf the situation had been otherwise, we could have turned to thethe statement of stockholders’ changes in equity statement, which would records any the details concerning of any changes in ownership stakes. These stakes can fluctuate over time due tobecause of contributions from new owners (i.e., share issuance) or the aforementioned reinvested net income (Dechow, et al., 20122011). 
Finally, we can look at Jamie’sthe SCF cash flow statement. As establishedrecords that Jamie’s, their operating cash flowoutflows (i.e., the cups, coffee, and rent, all paid with cash) are is $120, and that the operating cash inflow (from cash sales) is $200 from the cash sale. The difference is of $80 positive cash flow, which explains the change in cash assets between the start and the end of the first day of business.
Alex’s coffee shop
Alex is somewhat more adventurous and has puts $1,200 of their own funds into their coffee shop, The Daily Grind $1,200 of their own funds into their own coffee shop, The Daily Grind (i.e., financing activity). On the first day, Alex spends $1,000 on coffee beans, $100 on cups, and a further $1,000 to rent the space. Thus, the total cash investment by at the start of the business is $2,100 (i.e., investing activity). At the end of the first day, Alex has used only 10 percent of both the coffee and the cups. Similar to Like Jamie, Alex has sold roughly $200 worth of coffee. Unfortunately, However, as only half of the Alex’s customers were able to paypaid in cash, meaning that Alex hasAlex has only collected only $100. T. The rest other customers have promised to pay the next day. Having taken a lot of pride inAlex  The Daily Grind, Alex hopes that The Daily Grind the shop will stay in business for at least another 99 days (i.e., operating activity).
In stark contrast to Jamie’s situationJamie, Alex needs the support of a certified public accountant (CPA) to calculate their net income. They currently understand that aAn investment of $2,100 was necessary to open the business, and that only $100 in cash was collected on day onethe first day. Fortunately, Alex’s the coffee shop is well stocked and , i.e., it has plenty of inventory left over. AlsoMoreover, the customers who did not pay today have promised to pay the next daytomorrow. Certified public accountant (CPA)
An accountants who have has passed a rigorous uniform standardized exam, met educational and professional experience requirements, and successfully applied for licensure is a certified public accountant (CPA)..

.   


These items, on the investing side of the balance sheet, are called non-–cash assets (Dechow et al., 20122011). 
After speaking with the CPA, Alex now understands that the remaining supply of coffee is worth $900,  and the cups are worth $90. Thus, iIn total, the inventory is worth $990. Alex explains to the CPA that they are still owed a total of $100 from yesterday’s sales, which is  and has $100 worth of accounts receivable. After seeing the coffee shop in person, the CPA informs Alex that they have property, plant, and equipmentPPE worth $990 and a balance sheet with $2,080 in non-–cash assets (i.e., $990 in inventory + $100 in accounts receivable + $990 in property, plant, and equipmentPPE). Because these non-–cash assets potentially create potential economic benefit, the CPA can include them on the balance sheet.
At the start of business, Alex had zero non-–cash assets, thus revealing. Therefore, they have an increase of $2,080, which . This increase represents this period’s accruals. Accrual accounting allows one to have the inclusion of non-–cash items on the financial statements. For example, Alex put includes the $200 in sales (i.e., 10 percent of the coffee for $200) oin the income statement even though no cash has not yet been collected on behalf of itfor all the sales. Alex must also acknowledge the expenses incurred in generating this net income. Since Alex only sold 10 percent of the coffee was sold, the expenses reflect this 10 percent (10% of $1,000 = $100) and the 10 percent of cups (10% of $100 = $10). The coffee shop is designed intended to operate for 100 days total. The business and has operated for one day so far, meaning which means that one 1 percent (1/100) of the shop’s value has been used. The one 1 percent loss in the use of the shop is what accountants call depreciation and is considered an expense. Thus, oOverall, Alex has $120 in expenses, and t. The revenue minus the expenses results in a net income of $80 for Alex. Similar toAs in Jamie’s situationcase, the net income is the return that Alex earns on the initial investment of $2,100. Thus, we increase Alex’'s equity ownership by $80 (the increase in net income) to equal the increase on the investing side of the balance sheet. The This process results inyields the balance sheet equation to hold (Assets $2,180 = Liabilities $0 + Equity $2,180). The Statement statement of Owners’ changes in Equity equity confirms that the equity has increased by the $80 income earned for the shareholders. this process.  Accruals
In accrual accounting, the effects of any transactions on an entity’s economic resources and claims during a certain period, known as accruals, are depicted included,( even if the corresponding cash receipts or payments occur laterafter the period).

Lastly, we look at consider Alex’s SCFcash flow statement. The cash flow from operations is negative (−-$1,000). Alex only collected $100 in cash from the sales but and spent $1,000 on coffee and $100 on cups. The $1,000 spent on the coffee shop is part of investing cash flow and is also a negative number. Accountants make this distinction in the SCFcash flow statement to separate cash inflows and outflows from operations (the “bread and butter” of the business) from cash inflows and outflows for activities necessary to run the operations. Both cash flow activities result in a total negative cash flow of $2,000, which explains the reduction in cash between the establishment of the business and the present moment. 
Jamie’s and Alex’s financial statements
The below graphic below summarizes the financial statements that Jamie and Alex produce at the end of their first day. As we saw, Jamie and Alex both earned a net income of $80. However, they ran their businesses very differently. Jamie’s net income of $80 is comprisedconsists entirely of cash. Alex’s net income on the other hand is a the result of $2,080 worth of non-–cash assets minus $2,000 worth of net cash outflows. The accounting process tells us thatIntuitively, while although Alex had a net cash outflow of $2,000, the accounting process tells us that the business also generated $2,080 of anticipated future benefits (Dechow et al., 20122011). These anticipated future benefits are recorded as non-cash assets on the balance sheet as non–cash assets. Their existence and valuation is are determined by applying generally accepted accounting principles (GAAP) to the information about the business which that Alex has provided for the accountant. (More details on hWe will learn how GAAP is applied during our courseare discussed later in this course.) Another observation isNote also that Alex also has a negative cash flow. Businesses often fail because of a cash shortage, although theyeven when they report positive net income. Understanding the difference between the twocash flow and net income is therefore a crucial to bepart of being a successful manager. LastlyAnother point to note is that, Alex’s balance sheet is a lotover ten times larger as large than as Jamie’s. Over ten times larger, but, although the same amount of income has been generated by each entrepreneurbusiness. Clearly, absolute numbers are not enough to comparewhen comparing two or more companies . Instead, numbersfrom within the same industry, the absolute numbers are insufficient on their own, they  must be related to a benchmark figure, something that r. Ratio analysis will help us to accomplish this. 	Comment by Author: Please note that GAAP is first mentioned on page 9. Please check whether the definition should be moved there.Generally accepted accounting principles (GAAP) 
A set of standards and accepted practices, based on underlying principles, that are designed to guide the preparation of financial statements are called generally accepted accounting principles.  



Exhibit 1.3 Financial Statements for Jamie and Alex
[image: ]
Source: Simon (, 2021), based on Dechow et al. (, 20122011)
In whomWhich business should we to invest in?
We could base ourAn investment decision could be based on the quality of earnings. Alex’s earnings, which are partially dependent on the accounting of potential future benefit, are more uncertain than Jamie’s. In other words, Alex faces some risks that Jamie does not. For example, it is not certain that all of Alex’s customers who promised to return and pay the next day will do so. S; or imilarly, the coffee inventory could might spoil before Alex can sell it?. In both of theseeither scenarios, $80 would would be certainly be too high an estimate of the earnings generated on the first day. Of course, it is also possible (albeit unlikely) that Alex could ends up making a higher profit. Suppose, fFor example, that a happy customer could come back to pays more than is due. Perhaps, or that Alex will discovers that the shop has more product in stock than previously thought (a notable rarity in real-world scenarios) (Dechow et al., 20122011).
More often than not, businesses with receivables and a rising inventory see their assets lose value on their financial statements. This would explainis why Alex’s earnings are can be considered to be of lower quality in comparison tothan Jamie’s. A business like that belonging to Alex’s business has a net income that is primarily a function of accruals. One cannot As there is no guarantee that the foreseen benefits will come to fruition, and it is thereby implied that an overestimation of the net income may have occurredhave been overestimated. By comparisonIn contrast, Jamie’s earnings have been realized in cash, i.e., without the anticipation of future benefit (Dechow et al., 2011; Simon, 20202021; Dechow et al., 2012).
Self-Check Questions
1. ABC company has $10,000 in assets and $6,000 in equity. What is the amount of its liabilities? 
· $6,000
· $10,000
· $16,000
· $4,000

2. Which of the following accounts would you find on the balance sheet?
· cash;, accounts receivable;, and property, plant, and equipment
· cash, revenue, and net income 
· cash, liabilities, and revenue
· cash, equity, and expenses


3. Please complete the following sentence. 
An income statement reports the results of operations over a specific period of time.
1.3 Key Ratios 
This part section of the unit introduces us to the analysis part of accounting. Financial analysis is used applied extensively by market professionals who analyze use financial reports to evaluate company management and to value the a company’s debt and equity securities. 
The four key ratios that are commonly used to assess profitability and productivity are return on assets (ROA), profit margin, asset turnover, and return on equity (ROE). 
Return on Assets
According toFor many investors, management’s ability to generate a high return on assets (ROA)—which is  (i.e., the ratio between net income and average assets—is crucial) is absolutely crucial. We use tThe average assets (i.e., the value of assets at the beginning of the financial year plus the value of assets at the end of the financial year,  and divided by two2) can be used  to see how the assets have changed from one period to the next. In other words, we want toit acknowledges the change in investments throughout the year. Considering Since the average value of assets also lines up nicely with net income (which is also measured throughout the whole period), we havethere are two consistent flow measures in the numerator and denominator of the ratio. The ROA also acts as an indicator of how able capable a manager is in acquiring and using investments on the shareholders’ behalf (Wong et al., 2017). Ratio
A ratio puts two financial statement items into a relationship. This allows for to enable comparisons across over time and across different firms. 

 Return on assets (ROA)
This The concept of return on assets (ROA) makes it possibleallows one to assess a company’s profitability based onon the basis of the investments made.

The ROA can be split divided into two distinct components. The first is: th the profit margin (PM), ) (i.e., the ratio of net income to sales), which measures the company’s overall profitability. The second is; and  asset turnover (AT), AT) (i.e., the ratio of sales to average assets), which gauges efficiency (Wong et al., 2017). 
According to Wong et al. (2017, p. 92), “the profit component reflects the amount of profit from each dollar of sales, and the productivity component reflects the effectiveness in generating sales from assets” (p. 92).” Profitability, is captured by a ratio called the profit margin (PM), which can be calculated as net income divided by sales. This ratio tells usshows how much net income the business has generated, based on the sales it has made.  Thus, PM shows how much out of each dollar of sales dollar remains within the firm, i.e.,which is how profitable the firm is after all the its costs are accounted for, or  (in other words, how much profit is left to the business based onfor each dollar in sales they it has generated). 
Management prefers profitability to be as high as possible. 
The other aspect of ROA is productivity, which is often calledoften called the asset turnover ratio (AT). To The calculate calculation for AT we takes the sales of the business and, again,  divides it by the average assets. This will tell usshows how efficiently the business has used the its assets to generate sales. Management would likeprefers to run the a business as efficiently as possible, by generating the most sales with the smallest amount of assets. This disaggregation goes above and beyonddoes more than providing provide basic information about how. I.e., that t the ROA has simply increased or decreased over the course of a year—. iIt allows onemakes it possible to examine determine the catalyst for such that change, such as (e.g., the company is being less profitable in one a particular area) (Wong et al., 2017).
Return on Asset Analysis Analysis of Return on Assets

Source: Simon (, 2021)
These two ratios tTogether, the PM and AT, ratios give thecomprise the return on assetsROA. If you look at the ratios carefully, you will see that iIf we  cancelsales are removed from the PM ratio and salesfrom the AT ratio, -- then we are  left over withwhat remains is net income divided by  average assets, which is our the ROA ratio. We could expand the This analysis can be expanded by including leverage (I.e., how a business is financed), as . Obviously, companies can generate different returns based on the the types and amounts of financing they took have taken on. S. ome firms are financed more by equity, while others are financed more by debt. Here, however, at this timethe focus, only is on the investing and the operating sides of the financial statements are in focus—not . We are not considering potential leverage in terms of more debt to increase return on assetsROA, ; we are simply looking atbut  investing investment in operating activities.
By aApplying the PM ratio to Alex and Jamie’s financials,  determines the proportion of profit that ends up in their respective pockets can be determined. Both entrepreneurs have a PM of 60 percent. If this the ratio is applied calculated overto an entire industry, it will becomebecomes evident that some businesses have a very high profit margin, due to theirPM because their product being is unique. A product that differentiates itself from other products can be sold at a higher price, and thus generategenerating more profit. Other businesses make a profit by focusing on efficiency rather than uniqueness in order to make a profit. Thinking back toConsider the Alex’s coffee standstore; although, obviously, youthey could can sell a lot of coffee if you they hadhave a stand oin every street corner, but that'sit would not be very efficient to do so.! Ideally, you The ideal approach is to find the an appropriate investment mix where the assets you invested in are efficiently structured efficiently so you to generate the most maximum sales out of them. 
The calculations below show that Jamie has an AT of 1.25, but and Alex only has an AT of 0.09. 
Return onAnalysis of Return on  Assets for Jamie and Alex
	
	Jamie
	Alex

	ROA
	120 / [(120 + 200) / 2)] = 75%
	120 / [(2,100 + 2,180) / 2)] = 5.6%

	PM
	80 / 200 = 60%
	80 / 200 = 60%

	AT
	200 / [(120 + 200) / 2)] = 1.25
	200 / [(2,100 + 2,180) / 2)] = 0.09



Source: Simon (2021)
The DuPont Chart
The DuPont graph analysis allows you to benchmarks your a firm’s ratios against different industries to see how your company is doingcompare its performance against different industries, or even within the same industry. The A DuPont chart plots a firm’s PM , on the yvertical- axis, a firm’s profit margin and and its AT on the xhorizontal -axis a firm’s asset turnover. Plotting the ratio allows investors to visualize a firm’s ROA compared to its industry and competitors.
Let u’s apply our knowledge to a business in a real-–world setting.  The four financial statements of a fictional multinational tech firm are displayed below.
Real World FinancialsFinancials in a Real-World Setting
[image: ]Source: Simon (2021)	Comment by Author: Could this image perhaps be supplied without the highlighted cell (which is somewhat disctracting and bears no importance to the discussion at hand)?
It While is important to be able to recognize and to prepare financial statements, including the balance sheet, income statement, and statement of cash flow look, but it is equally important to know how to use the information in these financial statementsthey contain to make decisions. One way to make decisions is by computing calculating ratios, which; this entails identifying the relationships between various numbers, which can then to paint generate a picture of how the a business is performing. 
Ratio Calculation for Real- World Financials 
	ROE
	ROA
	PM
	AT

	Net Incomeincome / Average Equityequity
25,922 / 62,203 
= 41.67%
	Net Incomeincome / Average Assetsassets
25,922 / 95,777 
= 27.06%
	Net Incomeincome / Sales
25,922 / 108,249 = 23.95%
	Sales / Average Assetsassets
108,249 / 95,777 
= 1.13


Source: Simon (2021)
This company has an asset turnoverAT of a littleslightly over 1 and a profit marginPM of around 24 percent. We can add tThis financial information can be added to the DuPont Chartchart by putting. The picture you paint is on the DuPont Graph. We will put AT on the xhorizontal- axis and PM on the y-vertical axis. The Return on Equity (ROE), is calculated as net income divided by average stockholders’' equity, and measures the return generated by the shareholders’ investments on their money invested in the business. 

Exhibit 1.7: DuPont Chart
[image: ]
Source: Soliman (, 2004)	Comment by Author: Please check this, as the source appears differently in Appendix 2.
Some observations should be noted. The curved line on the DuPont chart is called the efficiency line. The efficiency lineIt gives different combinations of PM and AT combinations that lead to the same ROA. E. ither a business has a better asset turnover or it has a higher profit margin. If a company sits on this the efficiency line, it is probably a fairly efficient business operation, as. In summary, its  has a certain mix of asset turnoverAT and profit marginPM that makes it are roughly consistent, as one would with what one would expect in for the industry. 
WheneverIf a a company is sits above the line, it is performing better than the average business infor the industry. A company that sits below this the line should find a wayways to move closer to this lineimprove its performance. So, the business has either a better, more efficient asset turnover or it has a higher profit margin. 
Almost eEvery business must decide which strategy will allow it to earn the highest return on the assets investedin which sort of sector it wants to run its operations.. Does it want to be a more profit-marginIf a business wants to be PM– oriented, it  business? Meaning that the business wouldwill be antry to be an innovator or a differentiator, and it is ; additionally, the business would be likely to sell less fewer products but for higher prices. Some industries—, for example, healthcare services—, are clearly differentiated because of . This is due to their innovative nature of the industry and the corresponding ability of industry players to charge high prices for their products and services. Such businesses will have high profit margins because it is difficult for other businesses to copy their strategy. 
Or An alternative business model is adopted by producers of commodities. Businesses of this type usually have low profit margins and face strong market competition. we have a business that doesn't have high margins because it's a commodity. There's a lot of competition. But itHowever, they can, and often do, generates profits ability for shareholders through efficient operationsoperational efficiency. A grocery store is a good example of a business that utilizes this model, because it sells products at a low profit margin but in very large quantities.And you can think of grocery stores for example, right? Not a lot of high margin in that business. But there's a lot being sold. 
Self-Check Questions
1. Please complete the following sentence:
Average assets are commonly defined as beginning assets plus ending assets divided by 2. 

2. Profitability relates profit to sales. What is the ratio called?
· Asset Turnoverturnover
· Profit Marginmargin
· Return on Equityequity
· Leverage

3. How can one disaggregate Return return on Assets assets to look for areas of improvement within a firm? 
Profit Margin margin and Asset asset Turnoverturnover
Summary
In this unit we learned that aAccounting provides the financial information for making business decisions. Business decisions could be, for example,  such as whether to buy a company’s stock or whether to extend credit. Investors and creditors analyze financial statements to determine whether a company has made sound financial decisions. These business decisions usually involve significant financial resources, and investors and creditors want to ensure their money will be invested well. 
Investors and creditors compare the financial statements  to some form of expected result to evaluate the firm’s past decisions. These business decision usually involve financial resources, and investors and creditors want to ensure their money is invested well. I would like to reemphasize
 that aAccounting is regulated by accounting standards setters. However, while although accounting is based on numerous rules and principles, it is not an exact science. Proper application of these principles, along with the many rules, requires a great deal of professional judgementProfessional judgment is necessary to apply the rules and principles correctly. As a result, you will see that many important business decisions are sometimes accounted for differently from one case to another. 
We also learned that fFinancial statements have to capture activities for different types of businesses. We moved fromThis unit considered a coffee shop standshops all the way toand a large corporation. In each case, to To understand the business activities correctly, it was necessary to look , we first looked at the balance sheet and its components such as( assets, liabilities, and equity). You probably also realized there are certain things that may not show up on their balance sheets. We will see going forward that there are certain assets accounts don't put on the balance sheet, for example, human resources activities such as the knowledge of your employees, , the work ethic of your employees or innovative capabilities of your business. 
Certain items do not show up on the balance sheet, and tWe then learned how performance is measured with the income statementhe statement of income is used to measure the company’s financial performance. However, i ncome statements are Since the income statement is based on accruals, and we learned that non-–cash transactions include a certain ofadd an element of uncertainty that can impact the quality of the company’s earnings. Another important point to note is that net income and cash flow are not the same. thing that you probably realized in this unit is that net income is not the same of cash flow. 
Lastly, financial ratios provide a mechanism for evaluating the management and financial performance of a business. The four key ratios that are commonly used to assess profitability and productivity are ROA, profit margin, asset turnover, and ROE. 
At the end of this units we introduced ratios for financial statement analysis. 










Unit 2 – Financial Accounting as Information Source

Study Goals

On completion of this unit, you will be able to …
… Explain explain the purposes and characteristics of the conceptual framework.
… Use use the financial statement effects template to analyze and record business transactions.
… Compare compare and contrast International Financial Reporting StandardsIFRS with IFRS for small and medium–sized enterprises (SMEs).	Comment by Author: Please note that the meaning is unclear here. Should it be “IFRS for [XXXX] with IFRS for SMEs”?
… Discuss discuss the foundations of German GAAP and evaluate the changing nature of financial reporting as evidenced by the Accounting Law Modernization Act (BilMoG)g.


2. General Accounting Principles	Comment by Author: Is this heading correct? Please check.
Introduction 
This unit illustrates how the financial statements are constructed from measures of business activity, and how period-–end- adjustments are required to properly state the amounts in the statements. In this process, wWe will learn about the objectives and usefulness of financial reporting as defined by the IFRS’ Conceptual conceptual Frameworkframework. Similarities and differences in relation to the accounting for Small small and Medium medium–Sized sized enterprises (SMEs) firms and German GAAP will also be discussed. Before we cover the theory, imagine you would like to startare starting your own business. Not only do yYou need to keep track of the business activities to ensure that your business is profitable, but and the tax authorities will also want to examine your finances and assess the correspondingyour tax obligation. You are thinking aboutconsider hiring an accountant to do allhandle this for you. However, but as a business owner, you need to make sure the financial statements show your business in the best light; . So, it would be good to know how business transactions impact the financial statements and the what choices options you have to for classifying business activities in the financial statements. Thus, wWe will therefore look at a financial statement effects template, which, which will be used throughout the course to shows the effects of a business’s activities on its financial statements. As opposed toInstead of focusing primarily on record keeping, however, we will use the template for transaction analysis. This will give, giving you the tools to understand how business transactions influence the financial statements. In other words, you will learn to appreciate the choices that are embedded in the accounting rules. It This appreciation will also put you in a position to talk to your accountant and understand what they are doing, rather than simply relying on the final output. Lastly, you will beIt will also en able you to communicate with other managers, from your own and other companies, about the impact business decisions have on the financial statements (Simon, 20202021).  
2.1 Conceptual Framework under IFRS
The Regulatory Framework
We have discussed the objectives of accounting and how they are applied to create financial statements. But questions remain, not least regarding who has the authority to say that firms must report those financial statements according to certain principles, and why. Here, we consider two major standard–setting bodies and systems: the IFRS issued by the IASB, and the German commercial code (HGB). 
First, we focus on the IASB. Their view on the objectives and concepts of financial reporting is set out in their
The Conceptual Framework for Financial Reporting, describes the objective of and concepts for financial reporting. It is a mechanism that aids helps the International Accounting Standards Board (IASB) to develop requirements inthe IFRS Standards based on a reliable conceptsbasis. The goal of the Conceptual Framework framework is to define accounting concepts that require companies to prepare financial information (in the form of the financial statements) that is useful toused by investors and creditors when making resource– allocation decisions . Financial information that firms are required to disclose are the financial statements (IASB, 2018).
Qualitative Characteristics 
The Conceptual conceptual Framework framework defines what makes financial information useful for decision– making purposes. Specifically, information must be relevant and faithful in its presentation. Furthermore, theIts usefulness of financial information is increased if it is comparable, verifiable, timely, and understandable (IASB, 2018). The Conceptual conceptual Framework framework is available on the IASB’s website; this unit considers. Let’s look in more detail at how the Conceptual Frameworkit defines relevance and faithfulnessrelevant and faithful representations.
To be relevant, financial information may must have the ability to influence the decisions financial statement users make when looking at the information. In order to influence a decision, financial information—that is, it needs to must have (a) predictive value, or (b) ) confirmatory value, or (c) both predictive and confirmatory value (IASB, 2018). Financial information has predictive value if it can assist in predicting future financial outcomes. The predictive value of the financial information need is not contingent on it being a , even if it is not itself a prediction or forecast to have predictive value. Financial information has confirmatory value if it provides feedback about (confirms or changes) previous beliefs about the future. The degree of relevance of financial information can be influenced by the its level of materiality of the financial information (Harrison et al., 2018).Materiality 
A One business-specific aspect of relevance is materiality. Information is material if omitting, misstating, or obscuring the saidit information could influence investor decisions. 

A financial report translates economic occurrences into language and numbers. The information provided must accurately reflect the very core of the occurrence in question;. oOtherwise, the report may not be useful (IASB, 2018).  “In many circumstancesmost cases, the basis of an economic phenomenon occurrence and its legal form are the same. If they are not the same, providing information only about the legal form would not faithfully represent the economic situation” (Harrison et al., 2018, p. 49). The ideal representation, which is nearly impossible to achieve, fulfillss three criteria:— it is complete, neutral, and error-–free. For example, suppose a firm buys a machine. The economic occurrence is the acquisition of a productive asset that can be verified through a legal contract. The machine is represented on the balance sheet at the cost at which it was bought (the representation is complete); future depreciation reflects without bias the loss in value of the asset (the representation is neutral); and the value of the asset is calculated using accepted methods (the representation is error–free).
In addition to the fundamental qualities of financial reporting, the Conceptual conceptual Framework framework also defines the enhancing qualitative characteristics of. These qualities are comparability, verifiability, timeliness, and understandability. The following graphic summarizes the qualitative characteristics of useful financial information.
Fundamental Qualitative Characteristics under the International Financial Reporting Standards

Source: Simon (, 2021), based on IASB (, 2018)
Comparability allows financial statement users to compare financial reports to analyze profit performance, financial stability, and asset growth trends over a period of time. In order to understandfor these trends to be understood, the basis ofunderlying preparation and presentation for of financial statement items need to must be the same over time.  This is referred to as consistency. ThereforeThus, comparability is the a desired result, and consistency supports is a means of obtaining this result (IASBIASB, 2018). Verifiability means that different knowledgeable and independent parties could would draw the same conclusion that a particular piece of information has been reported faithfully (IASBIASB, 2018). Timeliness means that information should be made available as early as possible; g, in order to help investors make decisions. Generally speaking, older information is less useful for investors trying to make financial decisions. Understandability results from cClassifying, characterizing, and presenting information clearly and concisely makes it understandable (IASBIASB, 2018). Considering Given that accounting is called the language of business, it is assumed that users of financial information are willing to study accounting in order to be in a position to understand financial that information. 
Constraints and assumptions
In pProviding information that is useful to investors, we face is subject to cost constraints. Obviously,Although it would be great ideal to provide all information to investors, but both the costs of collecting and reporting (which are borne by the business) and the costs of processing the information (which are borne by the users) would be too high. Companies and investors will have to assess whether the costs of providing and processing the information outweighs the potential profit cost. 
The Conceptual conceptual Framework framework also states that in order to meet the objectives of financial reporting, two assumptions must be made. FirstThe first assumption is thatly, we prepare our financial statements on an accrual basis. Accrual accounting means that transactions and other events are recognized when they occur, and not when cash is received or paid. SecondlyThe second assumption is that, when measuring and reporting financial information, we assume that the entity will continue to operate long enough to use the existing assets for the intended purposes; i. In other words, the business has neither the intention nor the need to liquidate or shorten the scale of its operations. This is called the going concern assumption, that wouldand it normally apply applies to most businesses (Harrison et al., 2018).
The Importance of the International Financial Reporting Standards (IFRS)
Before we learn more about the finer nuances points of financial reporting, it is important to appreciate the importance of having an  world-wide accepted accounting language that is understood and accepted across the world. Corporations are connected globally through international money flows, international trade, and production and supply chain processes. In order to fund these global operations, businesses they are required to raise capital in global financial markets (IASBIASB, 2018).  Investors are willing to allocate financial resources in a bid to identify diverse investment opportunities throughout the world. In the past, however, such global activities were challenging, as different countries had their own sets of national accounting standards. Ensuring compliance with the accounting rules of several nations often added cost, complexity, and ultimately risk, both to for the companies preparing financial statements and for the investors relying on those financial statements to make financial and investment decisions (IASBIASB, 2018). Specifically, applying national accounting standards meant that figures reported in local financial statements might be calculated on a different basis for international purposes. Unwinding this complexity involved studying the national accounting standards in detail, because even a small disparity between the national requirements could profoundly affect a company’s reported financial performance and financial position;—f for example, a company may might calculate and report its profits under one set of national accounting standards and but its losses under another (IASB, 2018).
Benefits of IFRS Standards
The goal of the IASB’s goalIFRS as a body  is to  “develop standards that bring transparency, accountability and efficiency to financial markets around the world. [Its] work serves the public interest by fostering trust, growth and long–term financial stability in the global economy” (IASB, 2018, p. 17).write IFRS Standards that address this challenge by providing a high quality, internationally recognized set of accounting standards that bring transparency, accountability and efficiency to financial markets around the world (IASB, 2018). 
Specifically, IFRS provides various three main benefits for businesses operating in the global market:.
· IFRS Standards bring promote transparency by increasing the international comparability and quality of financial information. This enables various parties, including investors and other market participants, to make sound economic decisions, which are supported by the numbers.
· IFRS Standards strengthen accountability by reducing information asymmetry between the the providers and the users of capital providers and capital users. Thus, IFRSsThe standards provide provide information that is essential for holding management accountable for the financial resources entrusted to them. 
· IFRS Standards contribute to economic efficiency by helping businesses to reduce international reporting costs.
The IASB was formerly called the International Accounting Standards Committee. Standards issued during that time are called IAS standards, and they have the same status as IFRS Standards. Standards set by the Board's predecessor body, the International Accounting Standards Committee, are called IAS Standards. These Standards have the same status as the IFRS Standards. “Authoritative interpretations of those Standards, developed by the Standing Interpretations Committee, are called SIC® Interpretations.” (IFRS Foundation, n.d., para. 2). There are currently 41 IAS Standards and 17 IFRS Standards(IFRS, n.d.). 
Self-Check Questions
1. Please complete the following sentence:
If financial information is to be useful, it must be a relevant and faithful representation of what it purports to represent. 
2. What is not an enhancing qualitative characteristic in the conceptual framework?
· Comparability
· Relevance
· Timeliness
· Understandability

3. True or Falsefalse?? The requirement to faithfully represent information means that the information must be correct in every respect. FALSE
4. Faithful representation does not mean accurate in all respects
5. TRUE information have to be complete, neutral and free from error. Of course, perfection is seldom, if ever, achievable.
True
False

2.2 IFRS for SMEs
Preparing financial statements involves two steps: recording transactions during the period and adjusting records to ensure that all events are properly recorded (Simon, 20202021). Business activities that alter the assets, liabilities, or shareholders’ equity for the balance sheet are called accounting transactions. To see how business activities generate profits (aka net income) for the firm, we must look at how the operating activities reported in the income statement are linked to changes in the balance sheet. An efficient tool to for performing this function is the accounting spreadsheet. Each column in the spreadsheet represents an account. An account is: a record that summarizes all the increases and decreases that impact an asset, a liability, shareholders’ equity, or revenue and expenses. Here, for simplicity, we take an SME as an example; however, the same methodology would apply to a large publicly traded company. 	Comment by Author: Please check whether this sentence can be removed. It is repeated in the next paragraph, where it belongs logically.Account An account is a category for tracking changes in one type of resource or obligation.

Accounting and Balancing
This section explains in more detail the financial statements effects template. Now that we have aAn understanding of the characteristics of financial information, let's actually makes it possible to record some common business transactions using. What we have here is the financial statements effect template. And as you can see, in a lot of ways it's really something you're familiar with. In the template, each column represents and account. An account is a record that summarizes all the increases and decreases that impact a specific asset, liability, or equity. In the template, each account is given a separate column. In the financial statements, each account is represented by separate line of information. Account 
An account is a category for tracking changes in one type of resource or obligation.


Exhibit 2.2 Financial Statements Effects Template
	Investing
	Financing
	Operations

	Assets
	Liabilities
	Equity
	

	Cash ($)
	Non-cash ($)
	Liabilities ($)
	Contributed Capitalcapital ($)
	Earned Capitalcapital ($)
	Revenue ($)
	Expenses ($)
	Net Incomeincome ($)

	120
	
	
	120
	
	
	
	

	(100)
	100 PPE
	
	
	
	
	
	

	
	40 Inventory
	40 Accounts Payablepayable
	
	
	
	
	

	80 Cash Salesales
	(40) Rreduction in inventory
	
	
	40 
	80 Sales
	40 COGSCost of goods sold
	40


Source: Simon (2021)
The financial statement effects template is structured according to the balance sheet equation. We have oOn the the one hand side are  here all the assets of the business, separated into, cash and non-–cash. OAnd then on the other side are we have the financing activities:-- specifically, liability plus equity. We will break down equity down into smaller categories:-- one being the contributed capital (. That's the money that the owners provide to the business, that they contribute--) and then earned capital. That's ( the money the business actually earns from its operations). Then we have tThe income statement shows-- the revenue, expenses, and net income. And we know that ourThe balance sheet is linked with the income statement through retained earnings, as n net income that is not distributed to shareholders through dividend payments will flows here into thisinto earned capital. component with the profits we generate.
The best way to understand the template is Let’s generateto see how specific a few business activities and see how they would actually flow into the financial statements effects templateit. SConsider a simple financing activityo a simple one would be, in which the owner puts money into the business. We've done this with the coffee stand, so let's just use Jamie as an example.  She Jamie puts $120 of her their own money cash into the coffee shop business, and let's just say she does that with cash. So what we would do is, we . The template therefore hasput $120 under cash, and then we put $120 under contributed capital. 
Now, in this financial statements effect template, eEach row has to balance, so the template has. So we have to have $120 here on the assets side and $120 on the liability and equity side. And that's exactly the case, so this transaction balances. So that's important, that eEvery time a change is made toach time we go through this the template, we make sure that the balance sheet equation holds--( assets equal = liability plus + equity) must continue to hold.
Let's make it a bitTake a more complex example. Let's just say,Suppose that for the with the $120 we they just invested into the business, and the next stepAlex is will be buying some property, plant, and equipmentPPE. So Alex’s example would be, he bought a coffee stand. So let's just change the numbers a little bit from Alex. Let's just say he , and they spentd $100 on buying a coffee stand. So that would be this transaction number two now. So tThe coffee stand would beis a non-–cash asset, as -- specifically, it is an investment in property, plant, and equipmentPPE. It's not cash. We invested cash, so therefore it's a non-cash asset. It's an investment-- property, plant, and equipment. SoAccordingly, we put $100 goes thereunder non–cash assets. But now, again, we got to balance thisThis transaction needs to balance. For the $. Well, we know that we spent 100 spent on buying this the coffee stand, so we'll  take $100 comes out of cash and makes this it a negative number; a. t the same time, PPE goes up. I'll just put this in brackets. You can obviously put a minus in front of it. SoThus, we have one asset going goes down and, one asset going goes up.
So hereIn this example, different tounlike the first transaction, everything just happens on the asset side, with . We have one asset going down and one asset going up. But However, the balance sheet equation still balances, because the asset side has . So we have minus 100 and, plus 100 (-- a net effect of 0) on the asset side. I'm highlighting thisThis point is important, because although , as we walk through transactions in this course, transactions can happen on different sides of the balance sheet, but we always have to havethere must always be at least two transactions, otherwise it wouldn't . Ibalance. We always have to have at least two, and we got to make sure that if one something goes up, either if it's on the same side and either something else goes on the same side goes down (as in the last example), like I just showed you, or if something on the other side goes up something has to go up on the opposite side.	Comment by Author: Please check whether I have retained your intended meaning here (original wording was unclear).
Now let's make itTake an even more complex example. Let's just saySuppose that Jamie or Alex uses their coffee stand to sell coffee. And so the first thing they probably have to do is, nNow that they have the stand, let's just have themthe next thing they have to do is buy some coffee. Let's just make it really straightforward. So they buy coffee, and let's just sSay they spent spend $40 on thiscoffee. So I haveThen they have another non-–cash asset (in this case, . That would be inventory).
So we just bought some coffee. And let's just say this time, we're not spending it on cash. We don'tSuppose that Alex does not  want to use all of our their cash. We They want to sell some lemonade first and then use the proceeds to -- we go to our pay the supplier for the coffeeand say, hey, I'll pay you as soon as I sell the lemonade. So nNow we would havethere is  a liability,-- called accounts payable, and specifically, it would be called accounts payable. Iwhere Alex owes money to a supplier money. That would beHere, too, t accounts payable. So the balance sheet equation balances, since a too now. We have ann asset goes up, a non-cash asset, and a liability goes up. So The difference between this case and the previous example is that here different to the first one, this time we havethere is a non-–cash asset and a liability, whereas i. In the first transaction, we had there was a cash asset and equity.
Now, Alex is trying to make a profit for the business, so suppose they  what we can do is, we can sell this the coffee. And let's just say we'll sell this coffee (which they bought for $40) for double the price. We're trying to make a profit for the business. We're selling the lemonade for double the price. And let's just sIf ay all ourthe customers pay us right away in cash. So what do we get? We, Alex gets $80 in cash. We're selling the coffee for double, so we get 80 in cash.
At the same time as we sellBy selling all the coffee, obviously, we don't have any inventory left. So wethey  reduced the inventory to zero; there is no more coffee, meaning no more non–cash assets, which . There's no more lemonade. So I'll make aequates to minus $40. That means no more non-cash assets. My inventory is reduced to 0. ButHowever, that does no't balance at all, since there is. Now we have one asset over here ofgoing up by $80 and another one asset going down by $40.
So somehow we have $40 here on the left, but hHow, then, do we make thisis the to balance restored now? Well, one of the things I mentioned before, tRecall that all these financial statements are interlinked. We Alex just made a sales which that generated $80 in cash, but itthereby generating also generated $80 of revenue for the business. So we have 80 revenue for the business. Now,However, that $80 wasn't came at a without cost, namely the $40 . We also had to match 40 expense to it. And this $40 expense comes fromof having sold the inventory here. 
Now this will give us a net profit of 40. STherefore, o $80 minus 40-- 40 revenue minus $40 expenses-- gives us a net profit of $40 profit. We know that tTheis $40 profit flows into the balance sheet and becomes earned capital, which is how . So we have earned capital of 40 now over here. And that's how it balances. So if I put my equals sign here in the middle-- we know I hadOne asset, the cash, goes an asset going up by $80, and one . That was the cash. I had an asset, the inventory, goes down by $40. That was my inventory. SoThus, the asset side has $ 80 minus $40, which gives $ is 40 on the asset side. And then thisThat amount is  equal to the $s 40 over here on the equity side,-- specifically,which is the earned capital. The business has earned $40, which comes f. Where did the 40 come from? From the income statement, as r. Revenue minus expenses was $40. So, that would be ais a fourth transaction, which is h-- how the income statement is involved in this transaction analysis.
Comprehensive Case Study 
Now, I am going to provide aThe following comprehensive illustration that uses the financial statements effects template with to record a number of transactions related to starting a Surf surf Resortresort. There are four main points to bear in mind.
First, recall the accounting equation (A = L + E)—the two sides must always add up. Any transaction that affects one part of the equation must have a second effect that keeps the two sides in balance.
Second, the accounting equation governs the balance sheet, but the balance sheet and the income statement are intimately linked. Revenues and expenses will be accounted for as eventual contributors to shareholders’ equity, based on the retained earnings identity from the previous unit (∆Retained Earnings = Net Income − Dividends).
Third, it is necessary to define what is meant by an account. In the commonsense meaning, an account is a category for tracking changes in one type of resource or obligation. For example, a company can have a cash account that tracks the money it has in the bank, and an equipment account that tabulates the value of the equipment it owns. Firms have some discretion over precisely what accounts they keep, which is captured in the chart of accounts. Nonetheless, there are strong conventions and many similarities across firms as regards the major categories in use.
Fourth, recall the definitions of assets and liabilities.
· Assets are measurable future economic benefits owned or controlled by the business.
· Liabilities are measurable claims that will require the future transfer of assets to other parties by the business.
After you are done with your degree you think to yourself rather than waiting for a job to come to me, I will create one myself (and hopefully jobs for other people as well). YSuppose that you are particularly interested in startingdecide to start a business in the tourism industry (hoping that after the global health pandemic, people have pend up travel desires) and have your heart set on owning your own 5in the form of a five– star resort. To distinguish yourself resorts from other sresorts, you would like your resort to offer an “adventure–based” type like vacations that feature. Considering that outdoor activities, are a safe bet even during a health crisis, you think including surf tourism is a great industry to be in. You need to act quickly, however, as there is already competition from your class-mates. LuckilyAlthough you have lots of competitors, they competition isare focusing on different markets. You decide to open a resort on the Hawaii’s North Shore of Hawaii, near the famous wave Pipelinepipeline that is popular with surfers. 
The following business transactions occur take place so that you canto start and run your business. 
1. You issue common stock for $200.
2. You borrow $800 from bank on the bank on a 10%  percent note payable.
3. You aAcquire land to operate the surf resort (Pipeline $400). 
4. You bBuild a surf shack on the land to accommodate guests (Pipeline $200).
5. The You acquire inventory (coffee) (e.g. ice coffee from Jamie and Alex) used to provide a great vacation to provide services for for your guests (cost $400 of Pipeline). You pay 50%  percent in cash for those these resources and 50%  percent to the vendor in 30 days. 
6. Your gGuests arrive and stay for 2 two weeks. You will not receive the monies until their departure (Pipeline $800). 
7. Your guests are exhausted from their travels and requesting an energizing drink. You sell them your guests the coffee for twice what you paid. 
8. You pay your suppliers for the purchased inventory. 
9. Do market research and You visit your competitor’s resort for market research purposes (Pipeline $200).
10. You hire a manager to operate the business for you. Surf is up dude, and I’d rather be surfing. The manager will be paid 250 at the end of the season ($250). 
11. You rent a jet -ski for one year from February, 1 20X1 to January 31, 20X2 for tow-in surfing for ($120). 
12. Your first customers have such a good time that theyre book again and pay in advance for their next tripvisit.
13. You pay a 5 dividend to your shareholders ($5).
14. 
These types of transactions are common in businesses, and they capture the three main business activities. Transactions 1 and 2 cover equity and debt financing, transactions 3 and 4 cover investments, and the remaining transactions cover the operating activities of the business.
The business transactions need to be structured using the financial statement effects template. Instead of one column for each of the main balance sheet categories, the template is divided into the appropriate account sections. 

So 13 transactions that I think are pretty common for every business-- financing, investing, and then operating, and ultimately paying the financiers some money back in form of a profit sharing, in this case a dividend.
Now what are we going to do together is structure these transactions in this financial statements affects template that I introduced before. And we'll do this with an Excel file. OK, and the Excel file will be a bit more granular than what you've seen before. It will still have assets, liability, and equity, revenue, expenses, net income. But we'll break the assets and the liabilities and the equity into smaller categories.
So forOn the cash that would have-- for assets side would mean, we would have the first account is cash. The non–cash assets are then categorized into You would have accounts receivable, which is money that is owed to usthe business; . We would have inventory, which is items produced or acquired for future sale; and , property, plant, and equipmentPPE,, which are long–term investments. 
On the liability side, there is accounts payable, which right, so the assets we just saw. For liabilities we would haveis money that we the business owes to suppliers, and a summary account category called. Then I call the category accrued debt. So this would be-- aAccrued debt would beis the short– liabilitiesterm liabilities that the business will we have to employees and liabilities we have to the tax authorities or in electricity, all sorts of expenses that we have to pay at some point in cash, but that we are currently owed (such as payments to employees, liabilities to tax authorities, or any operating expenses)haven't. And then equity would be what we have already contributed capital and earned capital, OK?Lastly, the equity section is categorized into accounts for contributed capital and earned capital. 
All 13 transactions need to be recorded into these accounts (as in the Excel spreadsheet that follows), and the accounting equation needs to balance at the end
And then what we will do is we will go through all these transactions 1 through all the way down to 13 and record them. But rather doing it sort of by hand on a blank sheet of paper, we will use an Excel file that I set up for you guys each row. And then obviously there's columns for each of these categories. And we will go through and record each event. 
But once you add up all the rows, so all the cash account, the whole cash column, and the whole accounts receivable column and the whole inventory and property plant and equipment, that total, whatever you compute, that will be your total assets. And hopefully, if you do this correctly, those total assets will equal your total liabilities plus your total equity, right? So we'll sum them all up, take the totals. And if you did this right, our balance sheet equation will balance


Exhibit 2.3 Surf Resort Case Study: Transactions for Case Study
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Source: Simon (, 2021)
Let’s discuss Take the transactions one by one. The first two transactions, which involve equity financing and debt financing, are financing activities. In the first transaction, wWe first make an investmentinvest our own money in to the business ; that is, weof our own money.  We provide some owner financing financing , which we callinto the business. And we'll call this contributed capital equity. So wWe therefore issue stock for $200 and receive cash of $200. 
Next In the second transaction, we also borrow some money from a bank:, $800 on a 10%  percent note. Therefore, long-–term debt (LTD) increases, and also so does cash.
In the third and fourth transactions, we acquire land. Pipeline was for $ 400. So now we're This means that we moving move from the financing sideactivities, which were the first two transaction, right, so equity financing and debt financing, to the investing sideactivities. First we acquire land. And then iIn addition, we also build a the surf shack, which costs at Pipeline, $200. Therefore, wWe record a decrease in cash and an increase in property, plant and equipmentPPE for both transactions 
As we knowSince the whole main purpose of running a business is to operate and hopefully generate a profit,  for your business. So thethe next remaining stage transactions will move us into the operating activities of the business. Specifically, we'llWe invest some of our money$400 that we have left over in inventory. We'll buy some coffee from Jamie and Alex by buying coffee to sell to customers. After a long day of travelling and surfing, likely our customers need energy. So how about we keep some coffee on hand. It will cost us 400 at Pipeline to buy this inventory?We pay for Now  50%  percent of that inventory straight away we pay for in cash, and we will pay t. So we'll pay our supplier right away. The supplier the other remaining 50%  percent we pay the vendor or the supplier in 30 days from now. So we have to be careful there how weCare is required to structure this on the financial statements affects effects template. We will have cCash goes down by $200 and inventory goes up by $400. I. In order to balance these events events, we also have to show a short-–term liability of accounts payable. 
Now oOur guests customers arrive . Word is out that the surf resort is operating, beautiful waves, beautiful weather. So our guests arrive and they stay with usat the resort for two weeks. But since we just started up, tThey will do not pay us right away, but . They will pay us when they departon departure. We gave our guests that opportunity to say OK, come visit us and then experience the vacation and then you pay us when you depart. So again,Here, then, is another non–cash event that needs care;  something we have to consider how do we classify these sort of non-cash event, right? Wwe'r are providing a service to customers, bu. But they do not pay're not paying us right awayimmediately. How should we think about that, another operating activity? The right away to record this is through a Revenue revenue transaction. This represents that the service we are provide providing and the our hope that the customers will pay us. 
As well as the stay at the resort, Now let's take this a little further. So ppart of running the business is entails obviously pproviding, not just the stay itself, the hotel stay itself, but also providing our customers an experienceother services. So they need energy from their travels and asking for an energizing drink. That's apparently what coffee water can do for you.In this case, we sell coffee to our customers. 
So we sell the coffee for twice of what we paid. Remember, wWe paid $400 for it. So wethe coffee, which we now  are going to sell it for $800. So thereThus, there will isbe a profit event that will impacts the income statement. So we have to see how thatThis plays out in the financial statements affects effects template and then how it carries over to earned capital to connect the income statement with the balance sheet. Specifically, we record revenue of $800, and Cost cost of Goods goods Sold sold (COGS) of $400, and Net net Income income of $400. This The net income is retained at the moment and moves over to equity. 
Then we'llWe a also pay our suppliers for the inventory we purchased. Remember, some of it we paid for in cash. Some other components of the inventory we paid on credit, right?, partly in cash but partly on credit. We haven't paid them yet. But that's what we do now. SoWhen we pay the outstanding credit amount, we move're moving from a non-–cash event to a cash event.
Now we have some other interesting ones. So weIn the case of the do some  market research and visit the to a competitor’'s resourceresort, we have to consider whether research and development (R&D) is. Now we got to ask ourself is the R&D  an asset or an expense.? And if we rRecall, we said  that for something to be an asset it has to have future economic benefit. 
Now we've got to ask ourselves what isWhat is the future economic benefit from of market research?. You might say, well sure if IIf we learn a lot from the visit to the competitor’s resort, that then market research could bethen it has value invaluable and really propel in moving our business going forward. But you could also say, well,However, if I just travel there, but then just enjoy the weather the, good waves. And instead of making and setting up business meetings, I just relax, then you maywe do not learn anything, and there might not be anybe no benefit at all to the business. So we gotIn other words, we have to decide if whether to classify the tripthis research classifies as an asset (, as an investment with future benefit) , or whether it should rather beas an expense. OK, that's a decision you have to make. ConsistentIn line with GAAP, we record this as an expense, but there is some discretion here. 
Now wWe also hire a manager to operate the business for youon our behalf, and . If you're a surfer, surf is up, so you'd rather be surfing than maybe running the business. So we pay this them manager £250 at the end of the season. So wAlthough we do no't pay the manager, him or her, right straight away, . But we say you will receive a salary once the season is over. But it's clearlyit is clear that there is now  a claim someone has against us, right?: In this case, tThe employee, the manager has a claim against a the business for a salary payment, a. And we owe him or herthem money into the future. So we have to make a recording. We've got to doThe claim has to be recorded  something in the financial statements affects effects template. So how do we do this? We will includeWe do this by including an accrued debt, specially awhich here takes the form of salaries payable and also an expenses. 

Another interesting one I incorporated here-- and you will see this often with businesses-- When we rent the jet ski, that the business itself is prepays prepaying for something. So we are renting a jet ski, you know, for some people that might want to surf some really big waves, do some tow in surfing or just customers that don't want to paddle and just be towed into the lineup. So what we're doing is we prepaying for this jet ski.
So it'sIt is now the beginning of February 1, and we a're paying for access to this jet  ski for a whole year. So we have access to it for a whole year. As you can see the way I structured this, sSome of the use of this jet ski will therefore flow into the next year, so will go into the second year. So and so we havethere is an event that carries continues over two periodsyears and , over into a new period, over into a new financial statement period. We therefore have to decide whether to record it at its value or to make an So what do we do there? Do we just keep it at its value? Or do we have to make an adjustment? So that's something else we have to decide.
And then the transaction number 12. Our first customers had such a good time that When our customersthey rebook again, they  and pay in advance to guarantee their place for next year. In other words, we are receiving. OK, so we receive money, although we haven't done any service yet for a service we have not yet provided. . So we receive money upfront so that they can guarantee their spot at the resort for the next season. So we receive money, but we haven't provided service yet. Again, what do we do here? We will record it this as a liability; because we have not yet performed the service, this is. Specifically, an unearned revenue since we haven’t performed a service yet. 
And then lastly, Finally, in running a successful business, we have to, hopefully, be ableaim to generate some profits for our investors, and we pay them a dividend, pay some of that money out that we earned, right, so notinstead of everything will goputting all the profits into earned capital. They actually have an Like the other transactions, this outflow of profit to our shareholders. And how is that has to be recorded.?



Adjustments
Adjusting entries convert the accounts from a partial cash/ partial accrual basis of accounting to the a full accrual basis of accounting. Accountants identify end-–of-–period adjusting entries by asking the following two questions about the balance sheet::
· Are there any asset or liability amounts in the preliminary balances that are overstated?
· Are there any asset or liability amounts in the preliminary balances that are understated or unrecorded?
An end-–of-–period adjusting entry always involves one balance sheet account and one income statement account. You can think of bBusiness transactions as can be explicit transactions,: namely Observable observable events such as cash receipts, cash payments, and credit sales. Some transactions, however, are, etc. and as implicit—namely transactions: Eventsevents, such as the passage of time, that do not generate source documents or visible evidence of the event (Simon, 20202021). Examples of end-–of-–period adjusting entries are (the letters refer to the adjustments for the Surf Resort)are as follows.: 
 Cash is paid or received before expenses are revenues are recognized:
· Prepaid prepaid expenses such as: A  ((assets overstated))
· uUnearned revenues such as: B ((liability liabilities understated)) 
Cash is paid or received after expenses or revenues are recognized:
· aAccrued expenses such as: C, E ((liability liabilities overstated)) 
· aAccrued revenues such as: F ((assets understated)) 
Recording depreciation , D, is another accounting adjustment, which recognizes. In this, case we recognize that a portion of the PPE is “used up while” while generating revenues. 
Let’s look at the adjustments for the Surf ResortFor the surf resort example, the following adjustments are required. 
Prepaid expenses (assets overstated)A: Recall that tThe use of the prepaid Jetjet -ski was prepaid for one year from February 1, 20X1  to January 31., 20X2 
BUnearned revenues (liabilities understated): Recorded Aadvance payments were received from customers, and we earned half of this amount was earned by the end of the year.
Accrued expenses (liabilities overstated)C: The manager (a formed IU student) did a great job, the first week is overhas done their job for the first week and we is owedhim/her  part of their wages, $25 now. The bank is owed interest for the entire year, even if payment is not due until January of next year.

DDepreciation: Buildings, although long-lived, don’t have indefinite lives do not last indefinitely, and it must be assumed that . Let’s assume after a certain amount of time 5 years (say, five years) they arethe surf shack will be fully depreciated.
E: You owe interest for the entire year, although payment is not due until Jan 2nd 20X2 
Accrued revenues (assets understated)F: On departure, theYour customers pay you for the great vacation they hadtheir stay at the resort.
Exhibit 2.4 Adjustments
[image: ]Source: Simon (, 2021)
In this segment we'llNow  take the transaction analysis goes one step further. If you'll recall, for the surf resort we had sSome transactions that are not completely finishedhave still to be completed. For example, c. Customers, for example,  arrived at the surf resort and we let them staystayed at the resort for two weeks. Payment We will receive payment is received oncwhene they depart, but we didn’t have not yet recorded that particular transaction yet. These are events that we'llthat require need to consider. And they're called adjustments to be made. W, because without these adjustments, the financial statements wouldn't will be inbe complete. 
Now, a couple of things to remember when we look at aAdjustments. There's always involve a balance sheet and an income statement account involved. So let's have a look at some of those adjustments. There are four typesin total:. So they're classified as prepaid expense adjustments, unearned revenue adjustments, accrued expense adjustments, and then accrued revenue adjustments. So to give you guys some intuition behind this, if you recall one, of the transactions that we did was weConsider the prepaid prepayment for a the jet  ski. So wAt the beginning of February, we made a year’'s worth of payments on the first of February for a jet  ski that we the business can use until the 31st ofend of January of next year. So specificallyIn other words, we paid cash was paid for this the use of the jet  ski before we recognized the full expense was recognized of it. When the payment was made in February, e had cash go went down and a prepaid asset or prepaid expense account go went up when we initially paid for the jet ski on February 1. Now, bBy the end of the year, we used 11 months of that the access to the jet  ski have been used, but the remaining. So 11 months of that jet ski were used up. But one more month carries over into the next year. So Therefore, what ourthe adjustment would do now is to reduce that the prepaid asset, the jet ski, by exactly 11 months. And asAt the same time,  we do that, we would include now an expense on the income statement that would goes up by exactly those 11 months, with t. The net effect would mean thatthat the jet  ski shows up with one more month of value. This adjustment reflects the events, which are that the jet ski , which makes sense. It has only one more additional future month of value, a. And that we havethe business has an expense of 11 months. So that's an adjustment. Without this adjustment, the assets would be overstated because the accounts. We would be showing a jet  ski that really be the business hasonly have  for only one more month. And For the same reason, the expenses would be understated. So that would be one adjustment, requiring an adjustment to a prepaid expenses adjustment.
Another adjustment we will have to dorelates to is unearned revenue. Remember that some of our the customers paid us in advance for next year’s visit. They had such a good time that they give us money in advance. The This transaction for that one iscreates a liability, which means that  that we have unearned revenue going goes up, and it also involves receipt of. That's a liability. And we received  cash, . That also went upwhich means that accounts receivable goes up. So theThis balance preserves the balance sheet equation, because there is  balanced here. We get an asset (cash) going up, cash. And then also and a liability (unearned revenue) also going up, unearned revenue.
Now, ifSuppose we havethe business has a cancelation policy such for our business that, after a certain period of time, let's say at the end of the year, if the a customer has have not canceled a booking, we can actually keep half of their money, even if the customer does not come. (This, which is common business practice.) Oftentimes, you have a certain cancellation period for a vacation. If you don't cancel, the business can keep some of the money if not all. So if you have a policy that, at the end of the year, if there haven't been any cancellation from the customers, we can keep some of that money, let's just say half of it, even if they don't come.
So what would now happen is In that case, we would transfer part of that unearned revenue, is transferred into revenue. So Therefore, revenue would goes up. A and part of that the unearned revenue, which is a liability, would goes down. So that wouldIn other words, we make be an adjustment to unearned revenue adjustment. 
So these are allIn the adjustments considered so far, here on this side, where cash was paid or received before, we it was actually recognized as expenses or revenues. The first one, wThe businesse paid cash and. And then later, we recognized revenuean expense later, or it . The second one, we received cash a. And then later, we recognized a revenue later. So those would be adjustments where cash was paid or received before expenses or revenues are recognized.	Comment by Author: Please check whether I have retained your intended meaning here (original wording was unclear).
The other side ofThere are other types of adjustments would be where cash is paid or received after expenses or revenues are recognized. Recall the example whereFor example, when we hire a manager. And we'll we owe this employeethem $250. So initially, the transaction would be, wWe therefore record an accrued debt of $250. And then we have and an expense of $250, showing that we owe money is owed to this employee money.
Now, oOnce the employee has provides provided a service to the business or once(that is, when the manager works for ushas done their work and the season is over),, now we would do the following adjustment. We would reduce the accrued debt is reduced. We no longer owe the manager. We don't owe him any more money, and s. So a liability would goes down. We alreadyThe expense has already been recorded the expense. The expense is already recorded. A, annd now we would pay the employee. We could either do this by This can be done by potentially paying them right away ingiving them cash or-- that's one option-- or by transferring money into their bank account, which would be sortin some respects be of a non-–cash event but similar. But However, for our purposes, that would obviouslyin either case, the payment reduces the cash balance of the business,. So that would and this is  be an accrued expense.
An example of accrued revenue would be, now,is  an event wherewhen customers -- for example, we had one event where customers stay with us, and then they pay us when they leaveat the resort and pay on departure. So it'sThis is not an unearned revenue, where we the business get receives money from the customers right away, cash was paid before we do the service is providedsomething. Here it'sOn the contrary, we the money is not received the cash from the customers after theyuntil the service has been provided and the customers are leavinge our the resort. So iInitially, the transaction would have beenwas the customers owe owing usthe business , accounts receivable, a certain amount for the vacationstay at the resort (accounts receivable), a. And we would have been able tothis was recognized it as revenue right away. 
Now, when the customersy leave, we would reduce accounts receivable is reduced. It The customers no longer owe the business money (accounts receivable ggoes down), and the business . They no longer owes money. And now we receives the cash from the customersm. C (cash would goes up). So this would beThis is an accrued revenue.
So tThe examples above coverhese are four adjustments that always have to happen be made when you preparewhen preparing the financial statements. So it's sort ofThese adjustments constitute a the second step in that the cycle of recording transactions. FirstIn the first step, you record transactions,the financing, investing, and operating transactioons are recorded. You make, making sure that each transaction balances. You make sure, once you complete all the transactions, and generating the total balance, you refer to this as the (referred to as the trial balance). And then after you've done that trial balance where all the transactions initially balanceIn the second step, then you go back and have a look, the trial balance is reviewed to check for are there any adjustments that need to be made, anything that needs to be adjusted at the end of the year to make sure to ensure  that there's no assets or a liabilityies are overstated or understated. Without those adjustments, the financial statements will be incomplete.
And once you've done those, then you have to complete financial statements. 
Self-Check Questions
1. Please complete the following sentence:
Buying a machine on credit increases the asset side and increases the liability side of the balance sheet.
2. What Which of the following is NOT an expense on the income statement?
· Cost of Goods goods Sold sold (COGS)
· Dividends
· Depreciation
· Market research

3. How would the financial statements effects template record the issuance of stock? 
Increase in Cash cash on the Asset asset side and increase in Contributed contributed Capital capital on the Equity equity side. 
2.3  IFRS for SMEs and BilMoGg and HGB in Germany
[bookmark: _Hlk85701540]Accounting standards, specifically IFRS, also have to be used by small and medium sized (SMEs) companies. As a matter of fact, entities that cannot be held “publicly accountable” entities represent a majority of all companies globally.  SMEs often produce financial statements only for the use of owner-–managers, or only for the use of tax authorities, or other governmental authorities only (IASBIASB, 2009, p. 11). Oftentimes these firmsIn many cases, they do n’t not have the resources, however,  to implement the IFRS standards comprehensively. Thus, the IFRS IASB created the IFRS for SMEs, which allows permits the following five types of simplifications from full the full IFRS Standards standards (IASBIASB, 2009)). The simplifications are as follows (IASB, 2009:): Publicly accountable
An entity has is publicly accountability accountable if its debt or equity instruments are traded in a public market or it is in the process of issuing such instruments for trading in a public market.


1. Some topics considered to be irrelevant for standard SMEs will beare omitted from the full IFRS standards.
2. Certain accounting policy options in the full IFRS Standards are not allowed because a more simplified method is available to SMEs.
3. Many of the recognition and measurement principles that are in the full IFRS Standards have been streamlined.
4. There are fFewer disclosures are required.
5. The text used in the full-–length IFRS standards has been greatly re-written for a lay audience, thereby enabling a greater number of people to understand (and translate) them.
To this endAs a result, the the volume of accountingIFRS  guidance for SMEs has been reduced byis more less than 85 per cent compared of the length ofwith the full IFRS (PricewaterhouseCoopers, 2009). 
Aims of IFRS for SMEs
IASB chairman David Tweedie is quoted as having said that “the publication of IFRS for SMEs is a major breakthrough for companies throughout the word. For the first time, SMEs will a common high quality and internationally respected set of requirements.” (Ifac, 2021). According to PricewWaterhouseCoopers (2009), a global financial reporting language for SMEs, it is believed, will provides a number ofthe following benefits to SMEs., including
· Global standards. A major goal of the IFRS for SMEs is to provide a standard for entities in countries that don’t have awhere there is no high-–quality local GAAP. Firms in countries that don’t havelack the size or resources to adopt full IFRS in these countries can choose IFRS for SMEs, which is internationally recognized, but less complex, and thus cheaper, to implement. 
· Gglobal recognition. Since IFRS for SMEs is an internationally recognized set of accounting standards, SMEs that reliably apply these standardsm will improve both their transparency and comparability. Since Traditionally, local GAAPs made it difficult for SMEs were traditionally not able to access global financial markets to raise debt or equity financing;  due to their local GAAP, IFRS for SMEs will makes it easier for these such firms to communicate their financial results globally.
· Initial public offering (IPO) preparation. Growing firms that are contemplating to listconsidering listing their shares on global stock markets should consider choosing IFRS for SMEs as an intermediate step that will make the implementation of Full full IFRS easier when it is required to be applied for the purpose of the IPO.
· sSimplification. IFRS for SMEs is a set of self-–contained standards tailored to the needs of smaller businesses. Specific simplifications relate to financial instruments, goodwill, investments in associates, research and developmentR&D, and defined pension plans.
Implications of IFRS for SMEs for Jamie and Alex
If Remember that Alex owned tAlex, the owner of the cocoffee shop in the earlier example,? If Alex adopts adopted IFRS for SMEs, he they would have the abilitybe able to use the “exemptions” granted by IFRS 1. 
BilMoGg and HGB in Germany 
In 2002, tThe IASB regulated stipulated in 2002 that from 2005 publicly listed firms in the EU have to prepare their consolidated financial statements using IFRS starting in 2005, while allowing earlier voluntarily adoption. German firms following the German commercial code (HGB), which is known for stewardship over decision usefulness, were allowed to use IFRS starting infrom 2003. However, German commercial law continues to require the use of HGB, notably for purposes of profit distribution, tax, and statutory presentation and disclosure (PricewaterhouseCoopers, 2010).
Nevertheless, tThe German legislature arguedbelieved that an alignment of HGB and IFRS is necessary to modernize HGB. This modernization was carried out under using the BilMoG Accounting Law Modernization Act (BilMoG) reform (German Deutscher Bundestag, 2008, p. 34). ; therefore, the similarity of accounting rules under HGB and IFRS (i. e., the de jure comparability) increased. Specifically, in 2009 German GAAP (HGB) was reformed. The Accounting Law Modernization Act (BilMoG) was is one the largest–ever reforms of German local GAAP. According to Gross (2016, p. 424), local German accounting rules are known for having beenbeing influenced by the “informational needs of creditors and tax authorities, the prudence principle, the tendency towards a lower extent of disclosures, and a considerable amount of recognition and measurement options” (p. 424).” IFRS, on the other hand, focusses on decision usefulness, and BilMoGg tried to push German GAAP in the direction of providing more decision useful information to investors. To giveAs an example of the increased alignment of HGB and IFRS, we can consider the starting up of our new surf resort in the previous example. This The table below describes how HGB traditionally treated start-–up and expansion expenses, and as well as the new treatment in the reformed HGB compared to IFRS. The A more detailed ccomparison is describeshas been given by Gross (2016) in detail. 
HGB/IFRS Convergence Due to BilMogHGB/IFRS Convergence Due to BilMoG
	“Old” HGB “old”
	“New” HGB “new” (BilMoG)
	Transition
	IFRS Regulation

	Firms have the option to capitalize start-up and expansion costs. For example, Jamie and Alex could record start-up costs as an asset on the balance sheet. 
- Accounting option for the capitalization of start-up and expansion expenses existed 
– Rules for subsequent measurement of start-up and expansion expenses if capitalized existed 
	Capitalization of start-up and expansion costs is not allowed. Thus, Jamie and Alex would have to record these costs as expenses in the income statement.– Rules on capitalization and subsequent measurement of start-up and expansion expenses removed, which means that these expenses are no longer allowed to be capitalized
	Retrospective aApplication of the new rules is retrospective.
	– Capitalization of start-up and expansion expenses prohibited is not allowed. 


Source: Simon (2021), based on Gross (2016)
Self-Check Questions
1. Please complete the following sentence:
SME stands for small and medium-–sized entities. 
2. What Which of the following is NOT an aim of IFRS for SMEs?
· SimplificationTo simplify reporting processes
· Provide To provide internationally accepted standards 
· To improve transparency and comparability 
· To iIncrease disclosure requirements 

3. What are SMEs? 
SMEs are eEntities that publish general– purpose financial statements for external users and do not have public accountability.
Summary
This unit has illustrated how the transactions of a business are analyzed and recorded in the accounting records and how the financial statements are constructed from these those records. We saw that the Conceptual conceptual Framework framework defines the characteristics of accounting information and provides the guiding concepts in for thethis process. We then introduced the Financial financial Statements statement Effects effects Template template realizing to clarify that costs have to be categorized either in as assets or as expenses. On the other side of the balance sheet, we had to decide how liabilities impact the income statement in terms of potentially unearned revenue or accrued debt. We also saw how income statement transactions impact the equity section. To recap the unit, tThe normal sequence of activities experienced by a business is: (1i) recording the transactions of the business as they occur throughout the accounting period, (2ii) prepare preparing the preliminary set of balances after all transactions have been recorded to check the balance sheet equation, (3iii) recording the end-–of-–period adjustments, and (4iv) prepare preparing the ending accounting balances after all end-–of-–period adjustments have been made to check againand the balance sheet equation rechecked.   And I think even if you don'tEven for people who do not work in accounting, it is important to appreciate the ways business events are captured, and how they flow through the financial statements, and also the ethical choices that managers have to make. Sometimes thereThere may could be a short-–term benefit to categorizing a business event in a certain way, but long-termin the long term it it' s not going to do the business wellmay not serve the interests of the business,, or the people that who financed the business well, or the people that who work for the business. Clearly Although we have to followthere are accounting rules that govern if whether something should be treated as an asset, a liability, or equity, but we also learned that businesses also have choices. And unfortunately, when you look at certain accounting scandals that have happened in the past, oftenIn many cases, accounting scandals are related to firms being too creative with their accounting choices. 

Unit 3 – Measuring Performance: Income Statement and Statement of Cash Flow

Study Goals
On completion of this unit, you will be able to …

… write an SCF cash flow statement using both the direct and indirect methods.
… compare the cash- basis of accounting to the accrual- basis of accounting.
… analyze and understand any amounts reported in the income statement and SCF cash flow statements.

3. Measuring Performance: Income Statement and Statement of Cash Flow
Introduction 
According to professionals, a firm’s operating cash flow and its net income determine its financial health and performance. In this unit, we will examine these measures, focusing on any pertinent differences, similarities, and connections. Recall that the income statement and the SCF statement of cash flow provide detailed explanations of the changes in important balance sheet amounts from between the beginning of the year toand the end of the year. The income statement describes the balance sheet changes that impacted the performance of the business, with the bottom– line measure reported as net income. The SCF statement of cash flows describes the balance sheet changes that involved cash inflows and outflows. Imagine you would likeSuppose you want to invest in stocks and one of the measures you are interested is in the firm’s performance. Your friends tell you to just look at net income, as there are some high-–flying stocks that show promising earnings growth. From your accounting course, however, you know, however,  that net income is based on accrual accounting, which embeds estimates of future cash flow into current net income. So Accordingly, you decide to also look at the firm’s cash flow to understand how certain the cash flow information is. You realize that although the firm your friends are recommending shows growing net income, but the cash flow from its operations is declining cash flow from operations. How would does this influence your investment decision? Should you focus on net income or is there important information embedded in the  SCF? Thus, iIn this unit, we will also consider the important concept of earnings quality and how the SCF statement of cash flow can help us in assessing the quality of earnings. 
3.1 Accrual Accounting 
To demonstrate the relationship between net income, which is based on the accrual measure of performance, and cash flows from the operations of a business, we consider the operation of a business that lasts only three days (Simon, 20202021). The activities of the business for each of the three days are described below.:
Day 1 Jamie and Alex are entrepreneurs. Maybe Jamie and Alex thinking aboutare  adding to their coffee shop business while alsoby selling T-–shirts with their logo on it. This On day 1, new business venturethey buy starts out with buying  $1,000 worth of T-–shirts with their coffee shop logo on itprinted with the logo. The T-–shirts are purchased on account to be paid the next day. Jamie and Alex sold sell 80 percent% of the T-–shirts for $1,200. All of the sales were are on account, and with Jamie and Alex’sthe customers promised promising to pay them on the followingthe next day. The sales generates $1,200 in accounts receivable for the business. The table below shows the accrual and cash flow impacts. It is important to realize that accrual accounting reports the entire sale and matches the appropriate costs (80% of $1,0000) to it. Cash flow, on the other hand, is not impacted on day 1, and we will not report anythingnothing is reported in the Statement SCFof Cash Flow. This approach is not unrealistic, as. Jamie and Alex acquired the merchandise on account, the sameas way most business would. Also,Again, as with most businesses, Jamie and Alex’s sales were all on account, just as most sales are for most businesses. So evenThus, al though dDay 1 was very profitable ($400 net income), no cash flow occurred.	Comment by Author: Above, these were detailed as owners of two separate businesses. Please check whether only one name should be given here.	Comment by Author: Please check that the Accrual accounting box should be included here, as it does not correspond to any bold in the text.Accrual accounting 
The practice of recognizing revenues when they are earned through the company’s operations, and recognizing expenses as the assets are used and obligations incurred in carrying out those operations, is accrual accounting (Simon, 20202021).
Accrual accounting 
The practice of recognizing revenues when earned through the company’s operations and recognizing expenses as the assets used and obligations incurred in carrying out those operations (Simon 2020).

Exhibit 3.1 Net Income versus Versus Cash Flow—Day 1
	Accrual
	Day 1 ($)
	Cash Flowflow
	Day 1 ($)

	Revenue
	1,200
	Cash Inin
	0

	Expenses
	800
	Minus: Cash Outout
	0

	Net Incomeincome
	400
	Operating Cash cash Flowflow
	0


Source: Simon (, 2021)
On dDay 2,  weJamie and Alex collect all the money from our their customers all the money . Remember everything wasthat was owed to us them on account. With the cash now available, on the second day, wethey also pay our their supplier. So This means that the second day is a pure cash event, where Jamie and Alex - we pay our their supplier and we also collect cash from our their customers. As you can see in tThe table below shows that the Accrual accrual–basis accounts doesn’t do not report any additional revenue and expenses when the money is collected and paid. T. We already recorded these economic events were recorded on dDay 1; t. If we were to recoro record themd them  again, we would countwould be to count them twice. However, the SCF records statement of cash flow records the cash collection and the cash payments. 
Exhibit 3.2 Net Income versus Versus Cash Flow—Day 2
	Accrual
	1 ($)	Comment by Author: Should this be “Day 1” (for clarity and consistency with the above table)? Please check headings throughout the table.
	2 ($)
	Cash Flowflow
	1 ($)
	2 ($)

	Revenue
	1,200
	0
	Cash Inin
	0
	1,200

	Expenses
	800
	0
	Cash Outout
	0
	1,000

	Net Incomeincome
	400
	0
	Operating Cash cash Flowflow
	0
	200


Source: Simon (2021) 
On dDay 3, we Jamie and Alex sell the remaining Tt-–shirts (the 20 percent they did not sell on day 1) for cash. Remember, we still have 20% left. We only sold 80% of the t-shirts on the first day. So there is still 20% of t-shirts that are being sold on the third day for cash. In this case bBoth the accrual method and the cash method record the this sale event. It is important to note that the accrual basis records both non-–cash and cash events, whereas the cash method only records only cash events. AgainUnder the accrual method we have to match the remaining costs (20% of $1,000) under the accrual method, but under the cash method all cash outflow for the product was recorded on dday 2. On dday 3, while although net income was only $100, Jamie and Alex reported the greatest amount of cash flow at of $300. 
Exhibit 3.3 Net Income versus Versus Cash Flow—Day 3
	Accrual
	1 ($)	Comment by Author: Should this be “Day 1” (for clarity and consistency with the above table)? Please check headings throughout the table.
	2 ($)
	3 ($)
	Cash Flowflow
	1 ($)
	2 ($)
	3 ($)

	Revenue
	1,200
	0
	300
	Cash Inin
	0
	1,200
	300

	Expenses
	800
	0
	200
	Cash Outout
	0
	1,000
	0

	Net Incomeincome
	400
	0
	100
	Operating Cash cash Flowflow
	0
	200
	300


Source: Simon (2021)
There is no reason to expect the cash flow to exactly match the net income for any particular sub-–period of time. The income statement is accrual accounting’s measure of performance (work done), while whereas the SCF statement of cash flows is simply a measure of the cash inflows and outflows of the business. UNow in total, you will realize that under both accrual accounting and cash accounting, we Jamie and Alex have generated $1,500 of business performance. We They bought Tt-–shirts worth $1,000, and then we sold 80%  percent of them for $1,200 on Dday 1,  and sold the remaining 20 percent for $300 on day Day three3. So iThesen total that  events have generates generated $1,500 in revenue and also,$ 1,500 in total cash inflow. We also know thatAs we Jamie and Alex spent $1,000 all up on buying these t T-–shirts,. Thus,  both expenses and cash out awill bere $1,000. And tTherefore, net income and cash flow from the operation will both beare both $ 500.


Exhibit 3.4 Net Income versus Versus Cash Flow—Summary
	Accrual
	1 ($)	Comment by Author: Should this be “Day 1” (for clarity and consistency with the above table)? Please check headings throughout the table.
	2 ($)
	3 ($)
	All ($)

	Revenue
	1,200
	0
	300
	1,500

	Expenses
	800
	0
	200
	1,000

	Net Incomeincome
	400
	0
	100
	500


Source: Simon (2021)
	Cash Flowflow
	1 ($)	Comment by Author: Should this be “Day 1” (for clarity and consistency with the above table)? Please check headings throughout the table.
	2 ($)
	3 ($)
	All ($)

	Cash iIn
	0
	1,200
	300
	1,500

	Cash Outout
	0
	1,000
	0
	1,000

	Operating Cash cash Flowflow
	0
	200
	300
	500


Source: Simon (2021) 
The fact thatGiven sufficiently long time horizons,  net income and cash from operations are always the same conditional on a long enough time horizons always holds true. In order to observe thisThis is difficult to observe in a real business, however, because it can only be seen when the business, must havehas no assets or liabilities remaining, except cash.. This makes it difficult to observe in a real business. 
This The example above illustrates several concepts that are frequently misunderstood in business today. It demonstrates shows that, over the life of a business, the accrual measure of net income will is equal to the net cash flows of the firm. At the same time, in any specific sub–period in the life of the business, the net income is likely to differ from the cash flow of the business. We hope you see that nNet income based on accrual accounting is a superior measure of performance. However, accrual accounting relies on subjective judgments and choices. Thus, accrual accounting may introduce measurement error and uncertainty into earnings, and it carries.; and there is a risk that of earnings may bebeing manipulated.	Comment by Author: Please check that the Time-period concept box should be included here, as it does not correspond to any bold in the text (and the phrase is not actually used anywhere). Also, should the bolded phrase read simply “Time period”?Time-period concept 
The concept of time period ensures that accounting information is recorded at regular intervals. 

The reason why accrual accounting does things this way is to measure the profitability of a company’s real activities on an ongoing basis. The income statement gives a “flow” measure of the value generated for owners/shareholders from a company’s real activities/operations over the period. It recognizes revenues and expenses in the period in which the activities occur, rather than in the period in which the cash changes hands or the checks arrive in the mail.

Self-Check Questions
1. Please complete the following sentence:
Accrual accounting refers to the practice ofcaptures the effects of recognizing revenues when earned, through the company’s operations and recognizing  expenses when incurred. as the assets used and obligations incurred in carrying out those operations.


The following cash transactions occurred in month September 2021: a) received 65400 cash for services to be provided evenly over the period September 1, 2021 to January, 31, 2022, b) received 13800 cash for services provided during August 2021, and c) paid 13500 in cash expenses for September
2. A company purchased $400 of office supplies on account during May. All the supplies were used in May, and the account was paid during June. What would the impact of these transactions be during May on (1) the balance of cash, (2) ) cash-–basis net income, and (3) accrual-–basis net income?
· $65,700
· $11,200
· $(2,600)
· $65,400

3. True or Falsefalse? Over the life of a business, the accrual measure of net income will equal the net cash flows of the firm. TrueTRUE
3.2 Income Statement
Let’s have a look at the income statement in more depth. The income statement is a flow statement that focuses on operating activities. It consists of a summary of the revenues and gains less minus the expenses and losses for a specific period of time. Be sure you understandThe key points are that the income statement summarizes the changes in the net assets of the business that occurred in the balance sheet from operating activities during the period covered, and that net income is the change in net assets resulting from revenues and gains minus expenses and losses. For example, an increase in Accounts accounts Receivable receivable (a positive change in net assets) will result in sales revenue being recorded on the income statement (i.e.that is, customers bought products on credit). 	Comment by Author: Please check whether the definition of income should be moved to first mention of the term, since this discussion is on the income statement rather than income itself.Income 
is iIncreases in assets, or decreases in liabilities, that result in increases in equity, other than those relating to contributions from holders of equity claims, are income.

Components of the Income Statements
IAS 1 (Presentation of Financial Statements) prescribes stipulates that the following information to be included in the profit or loss section or the statement of profit or loss (IASBIASB,  2007).IAS 1.82–82A, 2007). IFRS separates revenues and expenses from gains and losses. Like revenues and expenses, gains and losses are defined as inflows and outflows, respectively, of net assets. The difference is that revenues and expenses result from operating activities, whereas gains and losses generally result from investing and financing activities. For example, if a business provides computer repair services, then all changes in net assets resulting from the provision of computer repair services are called revenues and expenses. If the firm has a gain or loss because of the disposal of some equipment, the gain or loss is reported as part of net income but is separated from operating income on the income statement. 	Comment by Author: Please check whether this should be bolded.Profit or loss 
The total of income less minus expenses is a business’s profit or loss.
.   



Information Required in the Profit or Loss Statement (IAS 1.82)
	A
	Revenue from product or service activities, presenting separately: 
	· any interest revenue calculated using the effective interest method; and
· insurance revenue

	




	B
	Gains and losses from the derecognition of financial assets measured at amortized cost


	C
	Finance cost

	DB
	Finance costsShare of the profit or loss of associates and joint ventures accounted for using the equity method


	EC
	Share of the profit or loss of associates and joint ventures accounted for using the equity method;Ccertain gains or losses associated with the reclassification of financial assets


	FD
	Tax expenses

	GE
	Aa single amount for the total of discontinued operations (see IASB, 2004).


Source: IASB (2017)


According to IAS 1, “Expenses in the income statement are subclassified divided into subcategories either by their nature (raw materials, staffing costs, depreciation, etc.) or by their function (cost of sales, selling, administrative, etc.)” (IAS 1.99, A 1001). If an entity categorises structures the income statement by function, then IAS requires additional information on the nature of expenses disclosed(IAS 1.104; IASB, 2007).
highlight components of financial performance that may differ in terms of frequency, potential for gain or loss and predictability (IASB, 2007). However, IFRS also states that additional line items should be reported in the comprehensive income if such information is helpful for investors.  Firms can choose between two forms to structure the income statement.  
According to Harrison et al. (2018), the nature of expense method collects records profits and losses according to their nature (e.g.,such as transport or material procurement costs). It “does not reallocate them among functions within the entity” (Harrison et al., 2018, p. 230). The following table shows one example of a classificationa possible structure via the nature as expense method.for each method. 
The Nature of Expense Vversus the Function of Expense Methods
	Nature of expense method
	Function of expense method

	Revenue
	Revenue

	Other income
	Cost of sales

	Changes in the inventory of finished goods and works in progress
	Gross Profitprofit

	Raw materials and consumables used
	Other income

	Employee benefits
	Distribution costs

	Depreciation and amortization
	Administrative expenses

	Miscellaneous expenses
	Other expenses

	Total expenses
	Profit before taxes

	Profit before tax 	Comment by Author: The bottom cell in the second column is empty. Please check that this is as intended.
	


Source: Simon (2021), based on IAS 1

According to Harrison et al. (2018, p. 95), The second form of analysis is the function of expense (also known as the cost of sales method), which classifies expenses according to function. This method can provide more relevant information to users than the classification of expenses by nature, but allocating costs to functions may require arbitrary allocations and involve considerable judgement (IASB 2021). Therefore, IAS 1 states further that an entity classifying expenses by function shall disclose additional information on the nature of expenses, including depreciation and amortization expense and employee benefits expense (IASB, 2007). 
“tThe choice between the function of expense method and the nature of expense method depends on historical and industry factors and the nature of the entity.”  (Harrison et al. 2018). Both methods provide an indication of those costs that might vary, directly or indirectly, with the level of sales or production of the entity. Because eitherach method of presentation has merit for different types of entitiesis acceptable, IFRS requires management to select the presentation that is reliable and more relevant (IASB, 2001).  A survey conducted by IASB showed that 55%  percent of firms use the analysis by function of expense method and the remaining 48%  percent use the nature of expense method (Harrison et al., 2018). 
If we applyApplying the function of expense method to our the Surf surf Tourism tourism Businessbusiness from the example, we can report above yields the following income statement of profit and loss: 
Exhibit 3.6 Statement of Profit and LossStatement of Profit and Loss
	Revenue
	$2,000

	Cost of Sales sales of Goodsgoods
	$400 (Ccoffee)

	Cost of Sales sales of Servicesservices
	$200 (Market Researchresearch)
$110 (Jet s Ski)

	Gross pProfit
	$1,290

	Administrative Expensesexpenses
	$250 (Manager’s Salarysalary)

	Depreciation
	$80

	Operating Profitprofit
	$960

	Finance Costcost
	$80 (Interest)

	Profit before taxes
	$880


Source: Simon (, 2021)
Self-Check Questions
1. True or Falsefalse?: The income statement reports performance over a period of time. TrueTRUE

2. Please complete the following sentence. Financial statements are a structured representation of the financial position  and financial performance  of an entityGross profit measures the profit a business generates after deducting COGS from revenue. 

3. Please complete the following sentence. Profit or loss is the total of income less expenses, excluding the components of other comprehensive income.
3.3 Statement of Cash Flow
The statement of cash flow (SCF) , like the income statement, describes the nmature of the changes in cash an important element of the balance sheet (i.e. cash) during a period of time. In the example of the T–shirts in the coffee shop business, we saw how cash from operations changes each day. Unlike the income statement, which measures the performance of the business (the change in net assets from operating activities), the SCF describes the nature of the inflows and outflows of cash and cash equivalents. The SCF is not based on accrual accounting. The SCFIt is best described as the checkbook of a company, in which each deposit or check is classified as an inflow or outflow pertaining to: 1) O operating activities (cash flow from operations, or CFO), cash flow from 2) Iinvesting activities (CFI), and 3) For cash flow from financing activities (CFF). The sum of all these cash flows must be equal to the change in the cash balance reported on the balance sheet. IAS 7 Statement of Cash Flows (IASB, 2001d) is the primary accounting standard that provides guidance on the SCF. Cash equivalents 
are sShort-term, highly liquid investments that are readily convertible to known abouts amounts of cash and which that are subject to an insignificant risk of change in value are known as cash equivalents (IASBIASB, 2001b).

Filling out the SCF is not a matter of going back through all of the company’s transactions and redoing its accounts from scratch on a cash basis. Instead, the work already done (that is, the finished income statement and balance sheet) is used to “back out” the cash component of the company’s performance.
For most purposes and analyses, the CFO is the most important number and the major alternative, competitor, or complement to net income as a measure of the company’s performance. There are two different methods for filling out the operating section of the SCF.
· The direct method adjusts each individual income statement line item to its cash–basis analogue.
· The indirect method starts with net income and makes the necessary adjustments to move to CFO at a summary level, instead of line by line.
These two methods get to the same place (CFO) using the same concepts, but the adjustments are presented in a different way. The majority of companies use the indirect method.

Operating Activities Section 
The operating cash flows can be determined by converting the accrual measure of net income to a measure of cash flow from operating activities using either the direct or indirect method. 
Direct method
In situations involving relatively few transactions, it is possibley to prepare the statement of cash flowsSCF directly by by merely inspecting the available data and logically determining the reportable activities (Simon, 20202021). We can do this for our Surf surf Resort resort by looking through the financial statement effects FSE template to determine what whether a transaction changed cash and whether this this transaction isrepresents an operating, investing, or financing activity. 
Exhibit 3.7 Direct Method
[image: ]Source: Simon (, 2021)	Comment by Author: Please check whether image can be supplied without the highlighted cell.
First, we will have to go directly to the business events and look throughto see if whether cash was involved in the transaction, and, if so, was whether it wasa cash from operationsCFO, investingCFI, or financingCFF. 
Recall thatSo if you recall for the surf resort cash changed by $2,050 for the surf resort. 
On the operations side (CFO), we the business generated $800 from selling inventory to our customers. Then we hadIt received another $800 from advance payments the surf resort received from customers to lock in a vacation spot forfor visits the following year. And thenIt also we received $800 from when the customers who had already stayed at the resort paid us that are staying currently with uson departure. All up this equaledThus, the business received  to  $2,400 cash received from operations. 
We also spent $745 on cash for operations, buying . And here we spent cash on buying inventory for $200, paying. We also had to pay the supplier $200, paying . We had to pay the manager $25, renting the. We had to pay for the jet  ski for $120, . Andand we  conducted spending $200 on market research for 200. All in alThusl, after expenses, we the business generated $1,655 in total cash just from operations.
Now, oOn the investing side (CFI), there was no cash was received from any investments, and no. We didn't sell PPE was sold any property, plant, and equipment. But However, we invested cash was invested in and specifically we boughtbuying the land for $400 and also building a surf shack  for $200. So Thus, we invested $600 into the business, which . That actually leads to is a cash outflow of $600 for the investing partsection of the SCF.
Next we considerFor the financing section (CFF), of the SCF. Rememberrecall that we put $200 of our own money into the business , and wof 200. We borrowed some debt of$ 800. And then wWe also paid out a dividend of $5 that we did after we generated our net income. So Thus, that leads to athe total cash from financing of is $995. 
If you addAdding the CFO, CFI, and CFF together, you get gives a total change in cash of $2,050.
More The important question is how would youto interpret this. You could say that, cash from operations was positive, and regard thise as. That's a good thing. The business generated positive cash flow by operating, in this case, a the surf resort. From our operations, our bread and butter, weWe generated some actual cash inflow for our the business using our operations, our bread and butter. 
We also invested some money. Most investors would say that for a growing business a cash outflow for investing purposes is common. You would like the business to investdesirable and to be expected, and. And therefore oftentimesin many cases, you will see a negative number is recorded. And thenSimilarly, on the financing side, well, again, if you're a growing business, you would is likely to probably see have some financing inflow, either through debt or through equity, and . But hopefully, you'reit is also desirable to be in a position to return some of that to your investors. So all in allFrom this perspective, I would say a pretty healthythe SCF cash flow statementlooks healthy, and c. Cash on hand went up by $2,050. 
Now, this wasThese considerations follow the direct method of computing calculating CFO. It turns outHowever, very few businesses actually report using the direct method for their CFO section, simply because there's adoing so would provide external users with a lot of insights  into the success (or otherwise) of each of these activities to potential external users of the financial information. Despite the obligation to disclose how much cash changed, a business might reasonably be reluctant to Sometimes you might say, OK, I want to disclose how much cash changed, but do I really want to give as muchgive in –depth information to outsiders onto how much cash was really received from sale of goods and how much cash was spent on operating activities.? So mMost firms therefore use the indirect method when reporting their CFO. Keep in mindThe key point to note is that both methods, direct and indirect, are only used only for the CFO section and will give you the same answer. 
Indirect method
A difficulty in preparing the SCF is that the typicalmost accounting systems are not designed to produce the specific information we need for the SCFrequired (Simon, 20202021). For example, as a user of the financial statement userss you will not have specific information on how much cash was collected from each sale. Usually aA more practical more practical approach over the direct method is to construct the SCF indirectly, by starting with the income statement and then deleting all the non-–cash effects from net income. That is, we consider each income statement account is considered in order and to determine how much cash was provided by revenues and how much cash was used for each expense listed. The conversion is made infollows two primary main steps:: 
Step 1.: Add back all expenses deducted in computing calculating net income that did not require the payment of cash (e.g.,such as depreciation).
Step 2.: Adjust the accrual measure of net income for changes in the operating accounts (current assets and current liabilities).
Keep in mindNote that only the cash flow from operations can be constructed using the direct or indirect method. The investing and financing sections are the same under both methods. 
Exhibit 3.8 Indirect Method
[image: ]Source: Simon (, 2021)
The indirect method is called indirect, because we it starts with net income. In the surf resort example the businessWe know that the surf resort generated a profit, but now we want to work out how much of this profit was is cash and how much is accruals.
Following In Sstep 1, first we add any non-–cash items are added and remove any non-–operating items are removed. Recall that, we recorded depreciation for the surf shack, a. It was an asset that had has a a-five year useful life of five years, and each year we depreciate it by $80 (the $400 cost divided by 5 yearsthe number of years of life). So Thus, depreciation, although it appears as an expense on the income statement, does n’t not involve cash, and . This we add the this $80 is added back. In this particular example, tThere weren't anywere no non-–operating items (we did not, for e. Example, would be if the business would sell some of their investments, which we didn't do in their particular case). But Ifif there was somethinghad been, then you would have towe would add those as well or remove them based ondepending on whether you hadthere was a gain or a loss there. 
Following Sstep 2, we certainly have involves changes in current assets and changes in current liabilities. These were our , the working capital accounts in which the accruals show up. Looking at the transactions carefully, we know that we had anThe increase in current assets. And that was due to the jet  ski. We started out with $120 and then we expensed spent $110. We made that adjustment, and endending up with $10 of value left in that the jet  ski. So that'sIt is a current asset, and it increased, a. And because it increased,nd we have to deduct itit has to be deducted. In other words, we really haven't shown the full expense for the jet ski in the income statement does not show the full expense for the jet ski, but the statement of cash flowSCF says , wait a minute, youthat it has been paid for paid for it. So tTherefore, we should deduct the full amount should be deducted, and so we take out $. So that's why we take a 10 out.
To clarify this point, assume that we the business has generated revenue by selling goods to our customers, but that they the customers have n't not paid us yet. Our The income statement would shows this these sales as a revenue;, but however, according to our the cash flow statementSCF, although says it's fine that youwe showed are showing net income, but you we really didn't gethave not generated any cash. So Accordingly, I have to deduct that amount has to be deducted. There were n't anyno decreases in current assets for the surf resort, and s. So we keep that at 0that remains at 0. 
Looking atIn terms of current liabilities, we owed the manager $250 and paid $25, which leaves $225 in accrued debt.  Then there was theIn terms of unearned revenue, w. We started out with $0, but and then customers paid us $800 in advance. The business was able to keep hHalf of it we were able to keepthis at the end of the year, but another the other half, $400, or another half of it, is still unearned revenue, which is a liability. So Thus, it has not been earned yet, and the income statement doesn't does not count it as revenue yet, because we haven't earned it. But theHowever, according to the SCF statement of cash flow would say, well, we got the cash for it, thereforewas received and should be counted we should count it. We also haveThere is also $80 interest (10% on the $800 debt). In tThus, total current liabilities increase by $705; there is. There's no reduction in current liabilities. 
So if we aAdding this now together, we have $880 net income plus $80 depreciation minus $10 prepaid assets, plus $705 current liabilities, we also end upgiving at  $1,655 cash from operations. So same This is the same amount of cash from operating as we head under the direct method, but by a different route. but just a different approach how to get there. So rThe indirect method, rather than going directly through each transaction and deciding was whether there cash was received, or was there cash spent, under the indirect method, we would starts with net income and then looks at the change in the balance sheet accounts , specifically the working capital accountsto, and decide, OK, did decide whether this the working capital account has increased or decreased. And then, based on whether it'sDepending on whether we have an asset or a liability, we would either deduct it from or add it to net income, or we would increase it to a net income.
Investing and Financing Activities Section 
Similar analysis of the long-–term assets, long-–term liabilityliabilities, and shareholders’ equity sections of the balance sheet provide gives the amounts of for the investing cash flows and financing cash flows. Only expenditures that result in a recognized asset in the statement of financial position are eligible for classification as investing activities (IASB, 2001d). CFF should be reported separately, because providers of capital to the entity can use it to predictit is useful in predicting claims on future cash flows by providers of capital to the entity (IASB, 2001d).
Self-Check Questions
1. Match the following transaction to one of the following types of activities: operating (O), investing (I), or financing (F).
	Payment of dividends
	F

	Payment to purchase PPE
	I

	Payments to employees
	O

	Payments to purchase inventory
	O

	Receipts from issuance of common stock
	F

	When Interest from the cash repayment of a loan that includes both interest and capital, the interest element may be classified as this	Comment by Author: Please check whether I have retained your intended meaning here (original wording was unclear).
	O



2. True or Falsefalse?: The direct method and the indirect methods to calculate cash flow from operations always give the same final cash flow number. TRUE

3. Please cComplete the following sentence: The SCF statement of cash flow consists of the following three sections: operating, investing, and financing. 
4. 
3.4 Revenue Recognition
The revenue recognition principle governs the reporting of revenue in the financial statements. This principle allows revenue to be recorded when the benefits can be objectively measured and the earnings process is substantially complete. For most businesses, this means that revenue is recorded at the point in time when the customer takes delivery of the goods or when the services are provided. The key point is that revenue recognition does not necessarily require an immediate inflow of cash. It is normal for cash from a sale to be received some time after the revenue has been recorded. 
IFRS 15, Revenue from Contracts with Customers, establishes five steps that businesses need to follow before they can recognize revenue (IFRS 15.7):
1. Identify the contract with the customer.
2. Identify the performance obligation in the contract.
3. Determine the transaction price.
4. Allocate the transaction price to each performance obligation.
5. Recognize revenue when the performance obligation is satisfied.
In retail settings, the transfer of goods is straightforward. The customer takes physical possession of groceries or clothes purchased, the store has satisfied its obligation, and the accounts recognize the revenue at point of sale. Revenue recognition is a lot more complicated, however, if the company sells a bundle of goods for a single price or delivers the goods over a period of time. 



Summary
In this unit, we have looked at the two primary economic flows of the business, namely income and cash. We learned that the income statement and the SCFstatement of cash flows provide detailed explanations of the changes in important balance sheet amounts from between the beginning of the year toand the end of the year. The income statement describes the balance sheet changes that impacted the performance of the business, with the bottom– line measure reported as net income. The SCF statement of cash flows describes the balance sheet changes that involved cash inflows and outflows. We also saw that whileAlthough the SCF does not measure the performance of the business like as the income statement does, it does provides useful information for decision-–making. As a result, there is increasing demand for companies to report cash–basis performance measures. Some investors prefer to use cash flow from operations as their primary performance measure, in lieu of net income, for assessing and valuing companies. Another reason for reporting performance on a cash rather than an accrual basis is that “cash is king.” This mantra is often repeated in business settings and used to mean many different things, but in this context it means that companies have to make their interest and principal payments to their creditors in cash; they cannot pay the bank in receivables. Thus, a company that is highly profitable on an accrual basis (in terms of net income) could default on its debt payments and go into bankruptcy because it is unable to convert its accounts receivable into cash in time to pay the bank, or because its expenditures on inventory or other assets (which are not immediately expensed in accrual accounting) have consumed too much cash. In other words, even if assets like accounts receivable and inventory are increasing rapidly, a company that is reporting high net income may nonetheless be bleeding cash. 



, particular for lenders who are more interested in the short-run ability of the business to repay loans rather than the long-run performance of the value of its stock. As a parting thought, then, please be aware that cash is not always king, as evidenced by some major corporate scandals (e.g.as when the dairy giant Parmalat c: Created fictitious cash bank accounts to hide the extent of its debts) (; Forbes, 2003). 
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Study Goals

On completion of this unit, you will be able to …

… Understand understand accounting for receivables and the allowance for bad debts.
… Explain explain the mechanics of accounting for inventory using the inventory flow assumptions.
… Discuss discuss the accounting for long-–term assets and compute calculate various depreciation methods.











4. Reporting and Analyzing Assets
Introduction 
This unit will introduces the reporting and analysis of an organization’s tangible and intangible resources. It covers receivables, inventoriesinventory, and long-–term assets such as property, plant and equipmentPPE, and intangible assets. Completion of this unit will give you a firm understanding of the importance of assets for shareholder wealth creation. In today’s business world, most of the high– profit and high– growth companies are in new economy companies. New Such companies are characterized by havingtend to have their primary long-–term productive investments in intangible assets like , such as patents and copyrights. They also . Also, these companies typically have considerable investments in human assets such as(for example, managerial talent) that . These human resources are not reported as assets because the companies are generally not able to control such talentthem. Suppose that yYou are thinking of investing in a major European soccer team that is a fierce competitor infavorite to win the Champions League. You know tThe soccer club is listed on the stock exchange. You know that the players are one of the its most important resources the team has, but you also know that players can change teams if they are able to earn a higher salary or feel they could be more successful with another teamelsewhere. You It is important for youwonder  to know whetherif the players are recorded as assets on the balance sheet. This unit addresses the accounting methods and issues pertaining in relation to the importance to financial statement users of assets such as intangibles to financial statement users. 	Comment by Author: This may benefit from further explanation.Assets 
Resources that are controlled by a firm as a result of past events; and from which future economic benefits are expected to flow to the firm are called assets. 

4.1 Definition of an Asset 
According to the IFRS Conceptual conceptual Framework framework of IFRS (IASB, 2018, p. 33), an “asset is a present economic resource controlled by the entity as result of past events.”. Specifically, an economic resource is a right that has the ability to generate economic benefits such as cash. Only items that meet the criteria of to be classified as an asset are listed in the statement of financial position. For example, cash is an asset that can be used to purchase other assets or pay for services; l. Land is an asset because it can provide a location to conduct future operations; . Likewise, and a building and its furniture and equipment are assets because they enable the business to operate and earn income. Therefore, another way to think about assets is that they are the resources used by the business with the intent ofto generating generate profits. The asset side of the balance sheet comprises both ‘current’ and ‘non-–current assets’. 
Exhibit 4.1 Definition of Assets
	Control
	An firm controls an asset if it has the authoritycan to obtain the future economic benefits resulting from the resource, such as cash sales from using a machine to produce the goods and to limit the access to those benefits (IFRS, 2021; IASB, 2003b, 16.7). 

	Past Eventsevents
	A firm only controls an economic resource only if it has the present ability to decide how the resources is used. Thus, a past event needs to be established, such as  (e.g. a contract that shows ownership of the asset) and must prove the present ability to prevent other firms from deciding on the use of the economic resource and from obtaining the economic benefits that may flow from it (IFRS, 2021; IASB, 2003b, 16.7).

	Future Economic economic Benefitsbenefits
	An economic resource could produce economic benefits for a firm by giving granting it the right to: 
· to collect cash flows or anothera similar economic resource;
· exchangetrade economic resources with other firms on favorable commending terms; 
· generate produce cash inflows or avoid cash outflows
· receive cash or other economic resources by selling the economic resource
· ; or pay off liabilities by exchanging the economic resources (IFRS, 2021; IASB, 2003b, 16.7).


Source: Simon (2021)
Recognition 
Recognition is the recording process of placing formally incorporating an item that meets the definitioncriteria of an asset into the statement of financial position. All assets are initially recorded at their cost to the business, with cost being the amount of cash or other consideration given up to obtain the asset. The amount at which an asset is recognized in the statement of financial position once the transaction has taken place is referred to as its ‘carrying amount’. Carrying amount Aalso known as the carrying value, the carrying amount is the cost of an asset less minus accumulated depreciation.
 

Cost of Acquisition
Generally speaking, assets recognized in the financial statements are measured in monetary terms. In order tTo measure the monetary cost, a measurement basis needs to be decided on. For assets, h Historical Cost cost or Fair fair Value value could be selected asare possible measurement basis bases (IASB, 2018). 
Historical cost measures provide monetary information about assets using information derived from the price of the transaction or other event that gave rise to them (IASB, 2018). Unlike current value, historical cost does not reflect increases or decreases in the values of the asset. In other words, companies record the value of their assets at the actual purchase price (rather than the company’s opinion on what the assets are worth). This approach takes the accounting principles of verifiability and conservatism into consideration.
However, if applicable, the historical cost of an asset is can be updated over time to reflect certain events (IASB, 2018), including the following:show, if applicable (IASB, 2018): 
· tthe usehe consumption of part or all of the economic resource that constitutesmakes up the asset (depreciation or amortization) 
· ppayments received that transferextinguish part or all of the asset to another party
· tthe effect of events that cause part or all of the historical cost of the asset to be no longer salvageable recoverable (impairment); 
· and
· accrual adding of interest to reflect any financing component of the asset.
· 
Fair Value value is an impartial value evaluation of what an item is worth to someone else in a market exchange. IFRS 13 determines five criteria that help a business to establish fair value::
1. Tthe asset being measured is consistent with its unit of account (IASB, 2011).; 
2. use ofThe market used is the main market in which an well-–ordered transaction would take place for the asset (IASB, 2011).; 
3. Ffor a non-–financial asset, the highest and best use of the asset must be determined, and the firm must decide whether the asset is used in combination with other assets or on a stand-alone basis (IASB, 2011).; 
4. Tthe applicable valuation technique(s) for the firm should be used when measuring fair value, concentrating on inputs that a market participant would use when pricing the asset (IASB, 2011).; and 
5. use similar The procedures used are similar to those a market participant would also use when pricing the asset (IASB, 2011).
Self-Check Questions
1. Please complete the following sentence. An asset must possess these three characteristics to  be reported on the balance sheet: control, past event, and future economic benefit.

2. Which of the following items is not an asset?
· Cash and cash equivalents 
· Property, plant, and equipment
· Inventory
· Cost of goods sold

3. True or Falsefalse?: Assets may only be measured at historical cost and thus do notn’t need to be revalued through time. FalseFALSE
4.2 Inventory 
IAS 1 does not prescribe in whichthe order in which assets should be listed on the sStatement of fFinancial pPosition (i.e.the balance sheet). However, if companies determine that a classification by liquidity provides information that is reliable and more relevant,, than then separating assets into current and non-–current is appropriate. Liquidity refers to the ease of with whichconverting non-–cash assets are converted into cash (Wong et al., 2017). The most liquid assets are called current assets . Current assets (aka operating assets), which turn over rather quickly (the speed of rotation is, of course, specific to eachdepending on the industrial or commercial sector),. I and, in the case of most well-–managed run firms, their turnover cycle is generally usually much shorter than the accounting period (Stolowy et al.& Lebas, 2008). IAS 1 determines stipulates that current assets need are to be settled within 12 months of the reporting period. Typical examples of current assets are (IASB, 2007): cash or cash equivalents, short–term investments, accounts receivable, inventory, and prepaid expenses (IASB, 2007). Current assets 
are eEconomic resources that are created by or used in the operating cycle of the firm are called current assets. 

· Cash—currency, bank deposits, and investments with a maturity of less than 90 days (also called  cash equivalents) 
· Short-term investments—marketable securities and other investments the company expects to convert back to cash quickly 
· Accounts receivable, net—represent claims that have arisen from the sale of goods and services on credit. “Net” refers to the subtraction of estimated uncollectible amounts (also called Trade receivables) 
· Inventories—goods purchased or produced for sale to customers.
· Prepaid expenses—costs paid in advance for rent, insurance, advertising, and other services 
Non-–current assets are recovered or settled in periods longer than 12 months. Typical examples of non-–current assets are Property, Plant and EquipmentPPE and Intangible intangible Assetsassets. 
In summary, then, current assets are, will, or can be converted to cash or value within one year, whereas long–term assets have a longer horizon. Current liabilities are those that will fall due and need to be settled in cash in less than a year, whereas long–term liabilities will fall due later. Later phases of this course will use the term “working capital accounts” to refer to a company’s current asset and current liability accounts.

Accounts Receivable and Bad DebtFinancial asset 
An asset that represents a fixed claim to receive a known number of dollarsdollar amount is a financial asset.  

Our The focus on current assets begins with receivables. The balance sheet category receivables includes any financial asset that involves an explicit or implicit contract between the business and an outside party. Some contracts involving financial assets bear interest, and the amount of money receivable increases with the passage of time at a predetermined-determined rate. Examples of financial assets include loans receivables and customer accounts receivables. Companies provides extend credit to current and potential customers when the expected revenues from these credit sales exceed the costs (for example, interest and default risk) connected with extending the credit – specifically, when the incremental revenues exceed the potential cost of any uncollectible accounts (Simon, 20202021).  
Business case
Although iIt is common knowledge that some customers will not pay for their credit purchases, but they just don’t know which onesfirms usually do not know which customers will default on payments. If they did, they would certainly avoid extending credit to these customers.! Although a firm will not know with certainty how high its credit sales losses will beDespite the fact that the company might not know by the end of a fiscal period with certainty what its credit losses associated with its current period’s revenue are going to be, the matching principle nonetheless requires that an estimate of these losses be made that allows  to facilitatefor a full matching of revenue and expenses on the income statement (Simon, 20202021). We Here, we are particularly, interested in how the accounting system deals with the fact that not all of the accounts receivable will actually be collected in cash.   Matching principle
The matching principle requires to the allocate allocation of the expenses that were occurred incurred to produce the revenue earned .


As you recall,Recall the example of the T–shirts in the coffee shop business from Unit 3. O on the first day of operations, the T-Shirt business sold T-–shirts that cost $800 to make on account for $1,200 on account that cost 800 to make (Simon, 2020). The revenue recognition principle (Simon, 2021) allows revenue to be recorded when three conditions are met::
· the benefits can be objectively measured, 
· the amount is realizable, and
· the earnings process is substantially complete. 
But However, if accounting permits revenue to be recorded when sales are made on account, what happens if the customer does not pay? How can we know that the company will realize the benefits from the sale by collecting the accounts receivable? In dealing with tThe uncertainty of collecting accounts receivable shows we begin to realize that accounting measures are not as exact as many people think. Contra asset 
is aA negative asset is a contra asset. It always pertains to a particular asset, and it reduces that that specific asset to permit reporting of the net asset balance. 

To expect all sales of goods or services on account to be received in full is simply not realistic. To recognize revenue at the point of sale, it is necessary to show that a reasonable estimate of the amount of uncollectible accounts has been computed calculated and that a provision for non-–collection has been made.  To do this, an account, known as - “ allowance for doubtful accounts,” ( or “provision for bad debt,”) is introduced.  SpecificallyIn our example, we estimate that 120 (10%) of the ending accounts receivable balance of $1,200 will not be collected. The This $120 bad debt expense is an income statement account that will reduces net income, and it .  The 120  Provision for Doubtful Debt is called a contra asset . Because this is a contra asset,because when the account increases, the book value of the net accounts receivable decreases (Simon, 20202021). We show the increase in the provision account as a negative amount, this which may make it easier for you to balance the Financial financial Statements statement Effects effects Templatetemplate, but technically you means putting money into the account; a positive value here, so a +, but it means a reduction in accounts receivable. HenceThus, accounts receivable is recorded on the balance sheet at net realizable value, which is the estimated amount to be collected (in this example,. The net realizable value of A/R is $1,080).  


Exhibit 4.2 Estimating Uncollectible Accounts
	Cash
	Non-Cash cash Assetsassets
	Liabilities
	Equity
	Revenue
	Expenses

	
	A/ccounts receivableR +$1,200

Inventory −- $800
	
	+$400 (increase in Retained retained Earnearnings)
	+$1,200
	−-$800 (Cost cost of Goods goods Soldsold)

	
	* Provision for doubtful debt (contra account) 
+ $120* (the increase in this account actually results in a reduction of assets). So picture it as putting money here, which shows how much money we estimate not to collect form A/R. 
	
	
	
	−- $120 bad debt expenses


* The increase in this account actually results in a reduction of assets. If we picture it as putting money here, it shows how much money we estimate we will not collect from accounts receivable. 
Source: Simon (2021)
The net income of the T-–Shirt shirts business is only thus $ 280. We now consider three different scenarios.
Scenarios: 
Scenario 1:In Scenario 1, a All the customers pay. We will leave tThe Provision provision for doubtful debt account is left untouched, as we mayit may be needed it for in future periods.  
Name of Graphic TBC 2Scenario 1
	Cash
	Non-cash assets
	Liabilities
	Equity
	Revenue
	Expenses

	+$1,200 cash
	−-$1,200 A/Raccounts receivable
	
	
	
	


Source: Simon (2021)
The net income of from the T-–Shirt shirts business remains at $ 280. The net realizable value of A/Raccounts receivable is now 0. 

Scenario 2:In Scenario 2, 10%  percent of customers do no’t pay. T (the provision is down, to zeroo, but the business had no additional expense, as we had already put monies had already been put aside). Under the allowance approach, the net value of AR accounts receivable does not change as a result of writing- off an account.   Note that:  (AR  − – X) −- (Allowance  − – X) = Net Book Value of AR, or or (1,200 − -120) – (120 − -120) = 1,080. Naturally, tThe business will try to collect from those customers whose accounts become past due. However, by estimating the Provision provision for doubtful debt the business avoided avoids overstating the future benefits from accounts receivable in the balance sheet. 	Comment by Author: Please define at first mention, unless you are certain readers will be familiar with the abbreviated form.
Name of Graphic TBC 3Scenario 2
	Cash
	Non-cash assets
	Liabilities
	Equity
	Revenue
	Expenses

	+$1,080 cash
	−- $120 pProvision
 and I uUse the $120 to write- off 

−-$120 in A/Raccounts receivable

−- $1,080 A/Raccounts receivable
	
	
	
	


Source: Simon (2021)
The net income of from the T-–Shirt shirts business remains at $ 280, and t. The net realizable value of A/Raccounts receivable is now 0. 
Scenario 3:In Scenario 3, n oassume I did not create a provision has been made (Why would I do this? Maybe I can’tperhaps because the business cannot afford an expense as itthat would reduce my its earnings) and since I only predict 10% of customers not to pay, I may take my chances. ). TThis approach is not allowed under GAAP, however, as it violates the matching principle. What are the implications of this entry? 
Name of Graphic TBC 4Scenario 3
	Cash
	Non-cash assets
	Liabilities
	Equity
	Revenue
	Expenses

	+$1,080 cash
	−- $1,080 A/Raccounts receivable, but I also have to w

Write-off it off by of $120. The ( $120 are a new expense)
	
	
	
	−- $120 A/Raccounts receivable write-off expense  

−-  $120 bad debt expense for future             


Source: Simon (2021)
In this scenario, nNot only do my the business’s earnings go down (as no, remember I didn’t create a provision was created earlier), but investors will be surprised by the unexpected drop in earnings and they are probably alsowill want to see more greater provisions in the future. 
The net income of from the T-–Shirt shirts business drops from $400, the number that investors expected, to at least $ 280, and and potentially $160. The net realizable value of A/Raccounts receivable is now 0. 
Take-away
To summarize, by using the allowance, the estimated uncollectible accounts expense is matched to the period in which the sale was made and credit was granted. S, and subsequent write-–offs do not directly affect net A/Raccounts receivable or the net income of the subsequent next period. However, companies may also use the allowance for doubtful debt to shift income from one year to the next, as. This is what we observed  in Scenario 3. When the company did not recordBy not recording bad debt expense, it the company deliberately underestimated underestimates it. Itits expenses and increased increases its net income for the current period net income. However, in the future, when it becomes apparent the companythe underestimated underestimation of the bad debt expense comes to light, the company will have to make up for this the error, and net income will be severely reduced. Hence, we shift income has been shifted from the future into the nowpresent. ObviouslyConversely, this can also go the other way around -a business might overestimate bad debt today to moving move money into the future by overestimating bad debt today to be ableas a reserve to tap into this reserve in the futurelater. Either way, thisNeither practice in is not allowed under accounting rules. 
InventoriesInventory
The iInventory is one of the most important assets of any product-–oriented business, but i. It can also plays an important role in some service industries as we have seen earlier. An iInventory comprises includes any purchased goods ready for resale (e.g.,such as real estate or products purchased by a retailer or real estate), finished goods, or works still in progress, and any materials used for the production process (IASB, 2003a).Cost of goods sold (COGS)
The is the cost of the inventory items sold to customers is called the cost of goods sold (COGS).  

When inventory is sold, the expense is referred to as cost of goods sold (COGS) and it is often the largest expense on the income statement. When Deducting cost of goods soldCOGS is deducted from sales it providesis the most elementary measure of profit, called gross profit.	Comment by Author: Please check whether the definition should be moved to first mention of the term (page 45).
Business case
Let’s tThink back to Jamie and Alex’s coffee standshop. When Alex they bought coffee ($1,000) and cups ($100) for their business, we recorded the first transaction, (A). When the inventory is was sold, we recorded transaction (B). Let’s aAssume that theywe  sell sold the coffee and cups for twice what we they paid. 	Comment by Author: Again, please check whether only Jamie or Alex should be mentioned here.
Exhibit 4.3 Inventory Accounting
	
	Investing
	Financing
	Operations

	
	Assets
	Liabilities
	Equity
	

	
	Cash ($)
	Non-cash 
Iinventory ($)
	Liabilities ($)
	Contributed Capitalcapital ($)
	Earned Capitalcapital ($)
	Revenue ($)
	Expenses ($)
	Net  Iincome ($)

	A
	(1,100)
	1,100
	
	
	
	
	
	

	B
	2,200 Cash Cash Salesale
	(1,100) Rreduction in inventory
	
	
	1,100
	2,200 SalesSales
	1,100 COGCOGSS
	1,100


Source: Simon (2021)
According to IAS 2 we need to pay attention tostipulates attention to the following concepts when recording inventory. 
Inventory cost
The guiding concept for inventory cost is the same as it is for all assets: the measurement of an asset should include all costs that are necessary and reasonable to place the asset in its intended state of use. According to IAS 2, states that: “the cost of inventories shall comprise all costs of purchase, costs of conversion and other costs incurred in bringing the inventories to their present location and condition” (IASB, 2003a, para. 10).  SpecificallyIn , for transaction (A in our example), all costs related to the purchase of inventories inventory must include the purchase “price, taxes, and transport, handling and other costs directly attributable to the purchase of finished goods, materials and services” (para. 12), while. “tTrade discounts, rebates and other similar items are deducted in determining the costs of purchase” (IASB, 2003a, p. 23).
Lower- -of-cost-or-market test
Inventories need are to be measured at as the lower of cost and net realizable value. This ensures that the reported cost is less than the market value of the inventory. This is how accountants reassure the readers of the financial statement readers that the inventory amount reported in the balance sheet has future value to the company. Specifically, for transaction B, according to IAS 2,  states that“: “when inventories are sold, the carrying amount of those inventories shall be recognised as an expense in the period in which the related revenue is recognised. Tthe amount of any writedownwrite–down of inventories to net realisablerealizable value and all losses of inventories shall be recognisedrecognized as an expense in the period the writedownwrite–down or loss occurs”. The amount of any reversal of any writedown of inventories, arising from an increase in net realisable value, shall be recognised as a reduction in the amount of inventories recognised as an expense in the period in which the reversal occurs” (IASB, 2003a, para. 34).	Comment by Author: This term is first mentioned on page 82.Net realizable value refers to
 tThe net amount that an entity expects to realize from the sale of inventory in the ordinary course of business is the net realizable value..

Inventory valuation and reporting income
The value of the cost of goods sold (which is by definition linked to the value of ending inventory in the balance sheet) directly impacts the gross margin, and consequently, net income. As a consequence, Iinventory valuation and costing methods have a great significant impact on net income. Since the cost of merchandise frequently changes frequently over time, the measurement ofmeasuring inventory COGS requires a method of determining which cost to assign to which units. Companies replenish their inventory with fresh purchases on a regular basis (inventory being a short–term asset). This means that different units in inventory come from different purchase batches bought at different prices. According to core accounting principles, the cost of purchasing inventory should be allocated as it is used over time and that expense should be matched to the revenues it helped to generate. Given that different inventory units are purchased at different prices over time, there is no one method of doing this that is clearly superior, and companies have the choice of several valuation methods.
Business case
Assume Consider a business that sells raw coffee beans. And oOn the 1st of January 1, the business owners , Jamie and Alex, buy coffee beans for $10 per unit. And then, oOn the 12th of January 12, the price of coffee beans has gone up to $16 per unit. To operate their business, Jamie and Alexthe owners have to buy another pound unit of coffee beans on that day. On the 20th of January 20, they business sells the coffee beans for $25. If they had had. And if Jamie and Alex would have had to buy another another unitpound of coffee, the price would have risen to been $22. The business must determine which of these different unit costs to assign to the units in inventory and which to assign to the units sold. With tThis information we is required tocan answer the question whatdetermine the earnings for of Jamie and Alex’s coffeethe business on the 31st of January are31.? 
Now, tThe revenue (the price at which the coffee was sold on January 20) is $25. That's pretty straightforward. That's the price we sold the coffee for on the 20th of January. But Determining the cost of goods soldCOGS is a little bit more complex.
Exhibit 4.4 Inventory: An Illustration
	January 1
	January 12
	January 20
	January 31

	Buy 1 pound unit of coffee beans for $10
	Buy 1 pound unit of coffee beans for $16
	Sell 1 pound unit of ground coffee for $25, for which whole sale price has risen to $22 per unit
	Earnings?


Source: Simon (2021)First in first out (FIFO) 
The is the cost flow assumption that assigns the oldest cost of inventory to the cost of goods sold first, leaving the new costs in inventory, is called first in first out (FIFO). 


There's different views you can have on this. You could say, wellOn one possible view, the cost COGS is the price of the first unit of coffee beans that the company bought—, the first pound, which would bethat is, $ 10. Now, this would beThis is called the first in first out (FIFO) method, because it assumes that. It's the First In, the First Out method. So  the first item that the business manufactures or bought buys would is also be the first item that the businessit sells. This would method gives me a profit of $15 and an . And then, my ending inventory would beof $ 16, which is the pound unit of beans that we didn'twas not sold sell.
Now, there's another way to look at this. One could say, well, shouldn't myOn another view, the cost of goods soldCOGS should be the price of the last item that I the business sold, the 16.? So now myThus, the cost of goods soldCOGS would then be $16, my the profit would be$ 9, and my the ending inventory would be the $10 from the first item that I bought. This would beis called the last in first out (LIFO) method, because it assumes that. So it's a Last In, First Out.  tThe last item the businessI bought is the first item that I sellit sells. The LIFO method is allowed under US- GAAP, but not under IFRS. 
Another way to look at this would be the average method. Here, the business would just take the average of the items that were bought (. So 10 plus + 16 divided / by 2 is = 13, so cost of goods sold would beCOGS = $13). That would make thegives a gross profit of $12 and my an ending inventory of $13. Companies have to choose the costing method that best aligns with their business model. So A firm’s should pick a method that reflects how the business sells inventory and then use that the method that best matches this allocation.Last in first out (LIFO)
T is the cost flow assumption that assigns the most recent cost of inventory to the cost of goods sold first, leaving the old costs in inventoryinventory, is called last in first out (LIFO).

Further discussions of the FIFO, LIFO , and Average average cost methods
Sometimes, you will see that companies choose a method that aligns more with certain particular financial interests. So ifFor example, the FIFO method is suitable if a business has you have or if you wants to a report a high net income or, a high profit, the FIFO method is the way to go. You saw(In the example above, FIFO has gave the highest net income of $15.) If The LIFO method is suitable if you a business wants to save on your taxes, you might prefer the LIFO method because the LIFO methodbecause it has gives the highest expense and, the lowest net income (again although this method is not allowed under IFRS).  So therefore, you pay the lowest taxes on the lowest profit here. So that's how the LIFO method might come into play.
And then, if you want to just make life simpleA business that wants to make things simple, you might just use the average method and just average it outaverage out the amounts. So Thus, different financial strategies might can have lead a companies company to pick a method that does not not necessarily corresponds to the way the actual business operates in terms of selling inventory. With the exception of LIFO not being allowed under IFRS, anyAll method is are allowedpermitted. Although a company should not switch methods from one depending on the jurisdiction the business operates in (LIFO is not allowed under IFRS) Companies have to choose one and then disclose it. They shouldn't switch them year over yearto another, although there i's nothing that to prevents themit from doing so. As long as they disclose, they can switch from one method to the next.
It is important to know that theunderstand how inventory methods allow us to shift net income to be shifted. We canA company can use a method that shift moves expenses into one an earlier period quicker or delays them. UltimatelyIn our example, if you were to look at the coffee stand until the end, thenconsider what would happen if the company doesn't does not buy any more additionalmore coffee beans, so if we only mademaking only these two purchases, one in Period 1 for at $10 and one in Period 2 atfor $16.  – what would happen?
So let's call this Period 1 and this Period 2. If in Period 2 we they sell the coffee that we they have left, again for $15, so now withon the FIFO method we they only have one pound unit of beans left for $16 and a that would now reported profit of $9. And uOn thender LIFO method, same idea.the business has $25 revenue, sells. We sold the last oneunit of coffee, and n. Now we have tohas to sell the first one unit for $10, giving a. Gives us a  profit of $15. The same holds true for the average cost method. 
So as you can seeThus, if the business completes this whole transaction cycle, both LIFO and FIFO will give you the same result. And wWe saw this before with the example of the Tt-–shirt business; u. Ultimately, accrual and cash flow will beare the same. And the same holds true here. A lot iIn accounting, many things are is just a question of timing, and that i's a result of this the choice accrual accounting gives between recognizing an event now and recognizing it later. Do I recognize an event now or do I delay it?.
And bTheoth FIFO and LIFO methods ultimately will give you the same overall result. I The business sold two pounds units of coffee for $25 each, so there'sgiving a $50 total revenue of $50, and all up it cost me $26 to buy thosethe coffee. But if I break it down inHowever, a breakdown by sub-–period, you will see that they will gives us different results, allowing in those sub-periods, and that allows the firm to potentially show different numbers based on aaccording to  strategy, financial strategy, separated from the actual business activities.
Exhibit 4.5 Comparison of Inventory MethodsComparison of Inventory Methods
	Account
	FIFO
	LIFO
	Average Methodmethod

	Revenue
	25
	25
	25

	Cost of Goods goods Soldsold
	10
	16
	13

	Gross Profitprofit
	15
	9
	12

	Ending Inventoryinventory
	16
	10
	13


Source: Simon (, 2021)
Self-Check Questions
1. Compute Calculate the cost of goods soldCOGS under the FIFO method. Assume the following information. In addition, you know that 2,000 units were sold during the year.
	Inventory at the beginning of the year
	1,300 units at $150
	$195,000

	Inventory purchased during the year
	1,700 units at $180
	$306,000

	Cost of goods available for sale 
	3,000 units
	$501,000


FIFO = 1,300 * 150 + 700 * 180 = $321,000
2. Using the same information as above, compute calculate the cost of goods sold under the average method.
Average method = 501,000 / 3,000 = 167 per unit and 2,000 * 167 = $334,000
3. If inventory prices are rising, which inventory costing method yields the highest net income?
· LIFO
· Average method
· FIFO

4.3 Property, plantPlant, and & equipmentEquipment
Long-–term assets are the key assets in the creation of profits. When long-–term assets are efficiently and effectively combined with human resources that have specialized skills, they should be capable of producing enough profits to satisfy the needs of all capital providers. According to IAS 16, “property, plant, and equipment (PPE) are tangible items […] for use in the production […] of goods […], for rental to others, or for administrative purposes” (IASB, 2003b, para. 7). The belief here is that they PPE will be all be used across several periods. Furthermore, according to IAS 16, states  long– term assets oin the balance sheet that qualify for recognition as PPE ( are generally called property (such as =land, ), plant (=buildings and their improvements to them), and equipment (=machinery),. Assets that qualify for recognition as an PPE shall be measured at its cost. The cost of an item of property, plant and equipment comprises: are written up at the purchase price paid to the seller plus the costs the company incurs to get the asset ready for use.
Those costs vary by asset type, as follows. 
· For land (property), the costs of attorney fees; real estate commissions; and title, title search, and recording fees are included. 
· For buildings (plant), realtor commissions and legal fees are included. 
· For machinery (equipment), sales tax, delivery insurance, assembly, installation, testing, and legal fees are included. 

· its purchase price, including import duties and non‑refundable purchase taxes, after deducting trade discounts and rebates (IASB, 2003b); and 
· any costs directly attributable to bringing the asset to the location and condition necessary for it to be capable of operating in the manner intended by management (IASB, 2003b); and 
· the initial estimate of the costs of dismantling and removing the item and restoring the site on which it is located, the obligation for which an entity incurs either when the item is acquired or as a consequence of having used the item during a particular period for purposes other than to produce inventories during that period (IASB, 2003b).
Measurement Aafter Rrecognition
Now that we put property, plant and equipmentOnce PPE is included on the balance sheet, we have to think about the subsequent measurement of the assets has to be considered. According to IAS 16,  states that “an entity shall choose either the cost model or the revaluation model as its accounting policy and shall apply that policy to an entire class of property, plant and equipment” (IASB, 2003b, para. 29). Fair value 
The term fair value denotes an estimate of the true value of an asset, other than its purchase price, which may sometimes be used under GAAP. 

On tThe cost model, means that after recognition an asset is recognized as property, plant and equipmentPPE, it has the asset needs to be reported on the balance sheet carried at its cost minus less any accumulated depreciation and any accumulated impairment losses(IAS 16).
On tThe revaluation model,  means that once an asset is reported on the balance sheet and its fair value (current market price) can be assessed reliably, the fair value should be used minus accumulated depreciation as the value of the asset on the balance sheet (IAS 16).
after recognition  as an asset, an item of property, plant and equipment whose fair value can be measured reliably shall be carried at a revalued amount, being its fair value at the date of the revaluation less any subsequent accumulated depreciation and subsequent accumulated impairment losses.  
Revaluations shall be made with sufficient regularity to ensure that the carrying amount does not differ materially from that which would be determined using fair value at the end of the reporting period.
Depreciation 
Once the acquisition of a non-–current asset has been determined, the next accounting issue to confront is how to best to allocate the capitalized cost of the asset over its expected productive life. The This process of allocating the capitalized cost of a fixed asset over its expected life is commonly referred to as depreciation. The significance of the allocation of process for non-–current assets arises ais a consequence of the matching conceptprinciple —– that is, the desire torequirement to match match a company’s operating revenues with all of the cost incurred to generate that revenue. Non-–current (i.e. long-–lived) assets, by their nature, have the capacity to generate operating revenue over many years, and consequently, it is therefore necessary to arrive atadopt a logical and systematic way to of distribute distributing the capitalized value of these assets against the future revenue generated by their use.	Comment by Author: This term first appears on page 18.Depreciation 
assigns In depreciation, the original cost of the an asset is assigned to periods of use in a pattern that approximates how the usefulness of the asset is consumed..  

For most long-–lived tangible assets, it is difficult to know with certainty in for what amount, or when, as the asset’s future revenue stream is going to occur, since operating revenue is dependent on so many externalities, such as product demand, competition, changing customer tastes, and innovation, among others. Consequently, gGiven the the ambiguity surrounding the revenue streams associated with such assets, the accounting community has developed a number of “logical and systematic” allocation schemes that have become accepted as GAAP. In the case a For fixed assets, the generally accepted allocation approaches include the: straight-–line method, accelerated methods (double  declining and number– of– years– digits), and production-–based methods (units -of -production).	Comment by Author: Please check whether this should be “sum of the years’ digits” throughout.
It is important to remember that depreciation is a way to assign the cost of an asset to the period of use, and not a way to value the asset. Depreciation methods are not intended to have make the book value of the asset equal the its market value of the asset. If the market value of the asset declines below the depreciated historical cost, accounting rules require the asset to be written  down to its recoverable value. 
Business Casecase
Let’s have a look atConsider the following example. Assume Jamie and Alex buy a commercial coffee machine for $16,000. The machine has a residual value (aka salvage value) value of $1,000. The Its useful life is 5 five years, and it. The machine will be able to make 100,000 coffees over the next 5 yearthat periods. Using On the cost model, four different depreciation methods are possible. 	Comment by Author: Please check whether only one name should be given.The rResidual value 
Aof an asset’s residual value is the estimated amount that an entity would obtain from sale of the asset at the end of its useful life, after deducting the estimated costs of the sale at the end of its useful life.


On the sStraight-–line method, d. Depreciation expense is calculated as follows.
 (Cost −- Salvage Valuevalue) / Useful Llife. 
If the machine is expected to be equally useful over its life, the straight-–line- method, which assigns an equal amount to each period of use, would be anis appropriate method to use. In our example, the sStraight-–line expense would bise $3,000 per year, computed as followscalculated as shown in the table below.:
Exhibit 4.6 Straight-L Line MethodMethod
	Straight-line Depreciation

	
	Book Valuevalue 
($)
	Depreciation Expenseexpense ($)

	Purchase
	16,000
	3,000

	Year 1
	13,000
	3,000

	Year 2
	10,000
	3,000

	Year 3
	7,000
	3,000

	Year 4
	4,000
	3,000

	Year 5
	1,000
	

	


Source: Simon (, 2021)
There are alsoOther methods, referred to as accelerated depreciation methods, that expense the amount to be depreciated more rapidly at the beginning of the asset’s life. These are referred to as accelerated depreciation methods. These methods are appropriate when the usefulness of the asset is greater in the years immediately after the its acquisition of the asset than they are than near the end of the asset’sits useful life. The two most popular accelerated methods are: D the double-–declining balance, Sumsum-–of-–years-– digits,  method and Unitsunits-–of–productionof-production methods.  
On the dDouble-–declining balance method, d. Depreciation expense is calculated as follows.
 2 * 1 / N * (Cost − -Accumulated Depreciationdepreciation). 
The depreciation rate is applied to the net book value and not to the initial cost of the asset. The Salvage salvage value is not taken into account until the end of the asset’'s life. So Thus, in yyear 4 we depreciate only down to the salvage value only, and. Thus, the value of the asset cannot drop below its salvage value.
Double-Declining Balance Method

	Double-declining method
Double-declining balance = 200% Straight-line

	Book Valuevalue 
($)	Comment by Author: Please check whether this table should have a column for years, as in the table for the straight-line method.
	Depreciation Expenseexpense 
($)

	16,000
	6,400

	9,600
	3,840

	5,760
	2,304

	3,456
	1,382.4

	2,073.6
	1,073.6

	1,000
	


Source: Simon (, 2021)
On the sSums –of–y Years– digits method, d Depreciation expense is calculated as follows:
 (Cost  − - Salvage Valuevalue) * (Remaining Life life of Assetasset / [(N * (N + 1)) / 2]. 
This equates to 15.
Exhibit 4.9 Sum- of- YYears- DDigits MethodMethod
	Sum-of-Years Digits

	Book Valuevalue
($)
	Depreciation expense 
($)

	16,000
	5,000

	11,000
	4,000

	7,000
	3,000

	4,000
	2,000

	2,000
	1,000

	 	Comment by Author: Please check whether this table should have a column for years, as in the table for the straight-line method.

The bottom row of this table is blank. Please check whether this is as intended.
	 



Source: Simon (, 2021)
On the uUnit– of– production method, the d. Depreciation expense is calculated as follows.
 [(Cost  − - Salvage Valuevalue) / Estimated Total total Unitsunits] * Units Produced produced During during The the Periodperiod. 
This equates to 0.15. 
This is a none-–time– based method and that assigns the cost of a long-–term asset to expenses based on the how many units of the asset that are used during the year. 
Exhibit 4.8 Units- of- Production Production MethodMethod
	Units-of Production

	Book Valuevalue
($)	Comment by Author: Please check whether this table should have a column for years, as in the table for the straight-line method.

Part of the bottom row of this table is blank. Please check whether this is as intended.
	Units

	Depreciation Expenseexpense 
($)

	16,000
	20,000
	3,000

	13,000
	30,000
	4,500

	8,500
	25,000
	3,750

	4,750
	15,000
	2,250

	2,500
	10,000
	1,500

	1,000
	
	


Source: Simon (, 2021)
When graphing the different depreciation methods we can seeThe worked examples show that the Double double–Declining declining balance method has the highest depreciation expense at the beginning, but falls below the other methods in later years. Specifically, tThe straight‑–line depreciation method results ingives a constant depreciation expense over the asset’s useful life, assuming that the asset’sits residual value does not change; the expense, which is will be lower in at the beginning but higher in later years (Simon, 20202021). The double-–declining balance methods results results inin a decreasing depreciation expense over the the asset’s useful life of the asset. The units– of– production method results inyields a charge based on the expected use or output of the asset. 
Note that the total amount of depreciation expense is $16,000 in all four cases, and that any differences in depreciation expense in one year are offset in another year. The firm should select the method that most closely reflects the expected pattern of consumption of the future economic benefits embodied in the asset. That method is applied consistently from period to period unless there is a change in the expected pattern of consumption of those future economic benefits.To summarize:
· Accounting depreciation is a way of apportioning the net cost (that is, purchase price minus salvage value) of assets across the period of their use.
· Accounting depreciation does not necessarily equal the real (economic) depreciation of the asset.
· Accounting depreciation is justified by the matching principle. Since investments in assets will be used to generate revenues over many periods, those assets are first written up and then expensed out over time.
· Accounting depreciation is based on managerial estimates about the future. It is therefore unverifiable and potentially manipulable for purposes of so–called earnings management.
· 


Exhibit 4.9 Graphical Comparison of Depreciation Methods
Source: Simon (, 2021)
Self-Check Questions
1. A business firm purchased a machine costing for $74,000 on January 1, 2021.  Because of changing technologiesthe fast–paced nature of technological advancements, the machine is estimated to last five years.  after After the five years, which it will be obsolete and have a residual value of $2,000.  as a collectors’ item.  Compute Calculate the depreciation expense for all years using the straight-–line method.
	ANSWER (: Straight-line method)
	
	

	
	
	Book Valuevalue
($)
	Depreciation Expenseexpense
($)

	
	Purchase
	74,000
	14,400

	
	Year 1
	59,600
	14,400

	
	Year 2
	45,200
	14,400

	
	Year 3
	30,800
	14,400

	
	Year 4
	16,400
	14,400

	
	Year 5
	2,000
	



2. A business firm purchased a machine costing $74,000 on January 1, 2021.  Because of the fast–paced nature of technological advancementschanging technologies, the machine is estimated to last five years.  Aafter the five years,which it will be obsolete and have a residual value of $2,000 as a collectors’ item.  Compute Calculate the depreciation expense for all years using the double-–declining balance method.
	ANSWER (Double-declining -balance method) 
	
	
	

	
	
	Book Valuevalue
($)
	Depreciation Expenseexpense
($)

	
	Purchase
	74,000
	29,600

	
	Year 1
	44,400
	17,760

	
	Year 2 
	26,640
	10,656

	
	Year 3
	15,984
	6,393.6

	
	Year 4
	9,590.4
	7,590.4

	
	Year 5
	2,000
	



3. Please cComplete the sentence. A company may affect its depreciation expenses by selecting an asset’s useful life and salvage value. 
4.4  Intangible Assets 
Firms often spend resources, or incur liabilities, on the acquisition, development, maintenance, or enhancement of intangible resources (IASB, 2001b). Intangible assets are resources whose value is based on what they represent rather than on their physical form. Common examples of intangibles assets are scientific or technical knowledge, design and implementation of new processes or systems, licenses, intellectual property, market knowledge, trademarks (including brand names and publishing titles), customer or supplier relationships, customer loyalty, market share, and marketing rights.Intangible assets 
According to IAS 38, intangible assets are identifiable non-monetary assets, without physical substance. 

The Intangible assets have two main characteristics of intangible assets are (IASB, 2001b):
· they They do not have a physical formlack physical substance.
· they They are not a financial instrument.
Determining the cost of intangible assets is the same as determining the cost of other assets; that is, – the cost includes all amounts that are necessary and reasonable to place the asset in into its intended useful state. For purchased intangible assets, the cost that is reported is the price paid to acquire the asset. For internally generated intangibles, the cost that is reported is generally confined to the fees required to obtain the asset. When intangibles are created internally, it is often difficult to determine the validitydecide whether future benefits can be generated from the intangible asset.  of any future service potential. Consider a firm spending millions of dollars on R&D that leads to a patent. The patent may be worth even more than the money spent on R&D if it is sold to another party. However, given the uncertainty of the exact future benefit of the asset, it cannot be reported at more than the cost (generally only the legal fees to file for the patent). 
To permit deferral of these types of costs would lead to a great deal of subjectivity because management could argue that almost any expense could be capitalized on the basis that it will increase future benefits. The cost of purchased intangibles, however, is capitalized because its cost can be objectively verified and reflects its fair value at the date of acquisition
Accounting for Intangible Assets
	Attribute
	Type of Intangibleasset
	Purchased
	Internally Createdcreated
	Amortization

	Identifiable iIntangible
	Limited- life intangibles
	Capitalize at cost
	Expense
	Yes, oOver useful life

	
	Indefinite- life intangibles
	Capitalize at cost
	Expense
	Do not amortizeNo

	Unidentifiable Intangibleintangible
	Indefinite- life intangibles
	Capitalized at cost: must be purchased by acquiring another entity
	
	No, but must be written -down if value is impaired


Source: Simon (2021)
Many intangible assets have a limited life over which they provide value to the business. The process of allocating the cost of limited– life intangibles over their useful life is called amortization. Conceptually, amortization expense, serves the same purpose as depreciation expense. Straight-–line amortization is used in all cases unless a convincing argument can be made for using some other pattern of amortization. 
Research and Development
Research and development (R&D) expenditures are incurred to develop new or improved products or services or to discover new knowledge. IFRS allows companies to differentiate between costs that are related to ‘research’ activities versus and those costs related to ‘development’ activities. The IAS 38 provides the following guidance to for determine determining whether an internally generated meets the criteria for recognition as an assetare met is summarized in the table below (IASB, 2001b).
Exhibit 4.10 Research versus Versus DevelopmentDevelopment
	 
	Research
	Development

	Definition
	Generating new knowledge, scientific discoveries, and generally the activities to created new or better or new processes and products
	Design and construction of pre-production prototypes which that show promise of technical and commercial feasibility

	Accounting Treatmenttreatment
	Recognized as an expense, since the future economic benefit is uncertain
	Recognized as an asset, since the future economic benefit are is somewhat certain


Source: Simon (2021)
Interestingly enough fFor the purposes ofrom a  financial statement analysisassessing a firm’s value, point of view it does no’t matter if whether R&D is capitalized or expensed , as an example will showwhen assessing a firm’ value. Here is an example that makes the point. Assume that $100 is spent on R&D and that the intangible asset created has a useful life of 3 three years. The R&D investment generates $150 in revenues. If R&D is expensed, the $100 will reduce Net net Income income in yyear 1 to $50, but will keep itbe unaffected thereafter. Discounting the value of future earnings using the residual income model (book value + present value [PV] of future earnings) results in a firm value of $436 (rounded). Book value (BV) is Equity equity plus Net net Incomeincome. If the $100 R&D is capitalized and then  amortized over 3 three years, resulting in a $33 amortization expense each year, then net income is reduced less in yyear 1, but also reduced also in years years 2 and 3. Again tThe firm value is $434 (rounded), and or both methods result in a book value of $500 by yyear 4. You can also see this looking at the book value (ie equity) which equity plus net income. Both methods result in 500 book value in year 5.
Exhibit 4.11 Firm valueValue: Research Research vVersuss. DevelopmentDevelopment
	
	Year  0
($)
	Year 1
($)
	Year 2
($)
	Year 3
($)
	Year 4
($)

	
	
	
	
	
	

	I.A.ntangible asset
	0
	
	
	
	

	R&D Expenseexpense
	100
	0
	0
	0
	

	Revenue
	150
	150
	150
	150
	

	Net income
	50
	150
	150
	150
	500

	Value
	436.052182
	
	
	
	

	
	
	
	
	
	

	I.A.ntangible asset
	100
	
	
	
	

	Amortization
	33.3333333
	33.3333333
	33.3333333
	0
	

	Revenue
	150
	150
	150
	150
	

	Net income
	116.666667
	116.666667
	116.666667
	150
	500

	Value
	433.961005
	
	
	
	

	
	
	
	
	
	

	BV Book value RD
	100
	50
	200
	350
	500

	BVook value  IA
	100
	183.34
	267.68
	351.02
	501.02



Source: Simon (2021)

Goodwill
The largest intangible asset in the balance sheet is often the only unidentifiable intangible asset, and is called goodwill. In accounting, goodwill is defined as the previously unrecorded asset obtained when one entity purchases another entity. In essence, goodwill represents the value of a business that was not measured and reported as part of the a business’s recorded assets of the business prior to its being purchased by another company. Goodwill is measured as the excess of the amount paid over the fair market value of the identifiable net assets acquired. Because Goodwill goodwill is somewhat subjective, IAS 36 requires companies to test cash-–generating units containing goodwill for impairment at least annually (IASB, 2001a).	Comment by Author: This may benefit from further explanation.Goodwill 
Ais an asset representing the future economic benefits (e.g.,for example,  synergies) arising from other assets acquired in a business combination is called goodwill. 

To illustrate how goodwill comes aboutarises and how it is measured, consider the information in Exhibit 4.12an example. Computer Inc. has purchases purchased Software Inc. The book values for Software Inc. are shown as of the last balance sheet date reported by Software Inc. In the take-over, Computer Inc. acquired acquired all of the shares of Software Inc. for a total price of $24.17 billion. To establish the price it was willing to pay for Software Inc., Computer Inc. had to examine all of the items oin Software Inc.’s balance sheet and determine the fair market value of each asset and each liability. The fair market valuess determined by Computer Inc. for each of the various categories of Software Inc.’s assets and liabilities are also reported in Exhibit 4.12shown in the table below. These fair market values would bewere derived from the an independent valuation prepared using according to the estimates and assumptions used by management at the date of the purchase.
Exhibit 4.12 Goodwill 
	Balance sSheet Data data 
	Book value
on March 31,st 2021
($ billion)
	Fair Market market Valuevalue
On May 3,rd 2021
($ billion)

	Cash
	3.702
	3.615

	Other Current current Assetsassets
	8.963
	8.353

	Property, Plantplant, Equipmentequipment
	3.171
	2.998

	Intangible Assetsassets
	1.588
	4.939

	Other Assetsassets
	5.347
	3.389

	Goodwill
	0
	14.450

	Total Assetsassets
	22.771
	37.744

	Less LiabilitiesLiabilities
	(11.635)
	(13.574)

	Net Assets assets Acquiredacquired
	11.136
	24.170


Source: Simon (2021)
Because Software Inc. was a company that had significant unrecorded intangible assets (such as their its trademark name and considerable software engineering talent), Computer Inc. was willing to pay Software Inc.’s shareholders more than the fair value of Software Inc.’sthe reported net assets. This premium paid is, by definition, the goodwill of Software Inc., and was recorded by on Computer Inc.’s on their books at $14.450 billion (the $24.17 billion purchase price –minus the $9.720 billion fair value of net assets acquired). Note, that goodwill is more thant the reported amount of Software Inc.’s entire net assets (=$11,.136 billion). This shows that the book value of intangible assets (book value of $1.588 billion vs.versus fair market value of $4.939 billion, a more than 200 percent% increase in the reported value) may be significantly understated or missing in the financial statements of technology companies. 
Self-Check Questions
1. Please complete the following sentence:
Intangible assets are characterized through a lack of physical substance, and they are not financial instruments. 

2. The main difference that leads to capitalizing development costs is the establishment of:
· Technical technical feasibility
· Future future economic benefit
· Physical physical substance

3. True or false? Estimates of Goodwill goodwill are subject tothe management judgmentement. 
TrueTRUE
False


Summary
This unit has explained the basic accounting issues related to current and non-–current assets. So far, we have assumed that when companies make credit sales, the balances will be paid back in full. However, the future can never be known with certainty. There is always risk, and particularly the credit risk that a company will not be able to collect what it is owed. Some customers might be truly unable to pay (if, for example, unexpected contingencies send them into bankruptcy), and it is necessary to account for that. A core accounting principle is that accrual quantities (such as accrued revenue and receivables from credit sales) and cash flows must be reconciled. So, if a company sells $6K of services on account and books that full amount toward its bottom–line profit, but then 15 percent of the customers never actually pay, there has been a violation of this core accounting principle. Therefore, we need a way to account for uncollectible accounts, which was the subject of the first part of the unit on accounts receivable and allowance for bad debt . Next, we covered inventory. Inventory is a current asset, and companies replenish their inventory with new purchases on a regular basis. This means that different units in inventory come from different purchase batches bought at different prices. In line with core accounting theory, the cost of purchasing inventory should be allocated as it is used up over time, and that expense should be matched to the revenues it helped to generate. However, given that different inventory units are purchased at different prices, there is no obviously superior way to do this. We This unit discussed three different inventory cost flow methods (average, FIFO, and LIFO, and average cost) and how they are applied to inventory valuations. The topics in this unit also included long-–term productive assets. The long-–term assets of a business are the result of investing activities that . These investments provide the profit-–making capability of the business. We saw how the cost of these assets is measures and how their cost is allocated to the periods of benefit.  One analogy you can use in thinking about these assets is engines and horsepower. The long-–term assets are like an engine, and profits are like the horsepower provided by the engine. The goal is to achieve as much horsepower as possible with as small an engine as possible to generate the maximum efficiency (profit per unit of investment). Growth through additional investments will typically comes from the investments that generate the most profit per unit invested. We saw how the cost of these assets is measured and allocated to the periods of benefit. In terms of depreciation (cost allocation), two points need particular care. First, the depreciation expense that a company records (and that impacts its net income) is a function of its assumptions about the future. The so–called bottom line is thus more subjective than many people suppose. Second, accounting depreciation is not the same thing as real (economic) depreciation, which is the actual deterioration in the value or usefulness of an asset. Rather, it is a way of apportioning the expenditure on an asset over time.




Unit 5 – Reporting and Analyzing Liabilities and Equity 

Study Goals

On completion of this unit, you will be able to …
… Account account for the time value of money.
… Understand understand the use of debt to increase return on equity. 
… Analyze analyze the effect of various equity transactions on shareholders’ equity on the balance sheet.











5. Reporting and Analyzing Liabilities and Equity: Balance Sheet	Comment by Author: Please check, as this does not match the heading on the previous page.

This unit discusses how the financial statements reflect the a firm’s sources of financing of the firm. Specifically, we will look at debt financing, ( aka non-–owner financing) and equity financing (, aka owners financing). Since debt financing is usually structured over several years, it is valued on the balance sheet using according to the time value of money concept (Simon, 20202021). The concept of the time value of money is fundamental to understanding much of accounting and finance. Consider Suppose a firm will issues a loan over 3 three years with a 10%  percent interest rate. What would be the cheapest way to pay the loan back: (1i) ) repayment of principle principal and interest in a single amount at the end of yyear 3, (2ii) ) three equal year-–end- payments, each of which includes principle principal and interest, or (3iii) interest payments at the end of each year with the principle principal repaid in a single amount at the end of yyear three3? We will learn how to answer this question in this unit. We then change the focus to equity financing. Although accountants define equity as just thea “plug” between assets and liabilities, important information can be found in the Statement statement of Changes changes of Shareholders’ shareholders’ Equity equity (Simon, 20202021). 

5.1 Definition of Liabilities and Equity 
Liabilities 
Companies typically require long-–term liabilities (i.e non-–owner financing (; debt) in their capital structure to pay for long-–term asset acquisitions and maintenance (Simon, 20202021). Issuing bonds and notes, which are  (forms of i.e. liabilitiesy,) is a common way to raise large amounts of non-–owner capital, as . One of the reasons for their is that debt financing is usually a cheaper form of financing than equity.  Since creditors assume less risk than compared to equity investors, it is appropriate that the expected rate of return to be earned byfor creditors (i.e interest) should be less than the expected rate to be earned byof return for shareholders. However, creditors also assume risk when providing financing, and s. So it is also appropriate that they earn a return on their investment. The return they expect is a function of the risk they assume: s. Specifically, the risk of default,. Default risk is which is the likelihood possibility that the borrower will not make all the interest and principal payments as specified in the contract between the firm and the creditors.  	Comment by Author: Liabilities are first mentioned on page 10.Liability 
is aA present obligation of the entity to transfer an economic resource as a result of a past event is called a liability.

According to the Conceptual conceptual Framework framework of IFRS, for a liability to exist the following three criteria must all be met (IASB, 2018, 4.26)::
· tThe entity has an obligation.
· the The obligation is to transfer an economic resource.
· the The obligation is a present obligation that exists as a result of past events.
IAS 37 (IASB, 2001c) distinguishes liabilities between liabilities and provisions as follows:: 
· Liabilities: aA liability is a fixed obligation by a firm to pay back the amount borrowed (principal) and interest over a predetermined time period.;
· provisions:A provision is an obligation that are is uncertain in timing or amount. 
· 
Current liabilities 
The current liabilities in a typical balance sheet are generally operating accounts, and they are reported at their face value, which is most often their net realizable value. According to IAS 1, an entity shall classify a liability as current whenif (IASB, 2007):OThe operating cycle 
The operating cycle of an entity is the time between the acquisition of assets for processing and their realization in cash or cash equivalents. When the entity’s normal operating cycle is not clearly identifiable, it is assumed to be twelve 12 months.


·  it expects to settle the liability in its normal operating cycle, (IASB, 2007);
·  it holds the liability primarily for the purpose of trading, (IASB, 2007);
·  the liability is settled within twelve 12 months after the reporting period, and (IASB, 2007); or
·  it does not have the right at the end of the reporting period to defer settlement of the liability for at least twelve 12 months after the reporting period (IASB, 2007)..
An entity should classify all other liabilities as non‑current. Typical examples of non-–current liabilities are the following:: 
· Debt maturing within one year, and short-–term debt. This category typically includes loans from banks, notes payables, and scheduled maturities of long-–term bonds and notes. These are non–operating liabilities. 
· Accounts payable. These represent the obligations that result from buying goods and services on account from other businesses and are, therefore, operating liabilities. AWe will discussed accounts payable with inventory in our Jamie and Alex example because accounts payable are typically related to inventory purchases. 
· Accrued liabilities. This category typically includes many different types of accruals, for example: unpaid salaries and wages, interest and taxes, customer deposits, and dividends payable to shareholders.
For an example of accounts payable, recallLet’s think back to  Jamie and Alex’s coffee standshop for an example of accounts payable. When Alex they bought coffee ($1,000) and cups ($100) for their business, we recorded the first transaction (A), and w. We assumed Alex they paid for the coffee and cups in cash. However, Alex they may could reach out tohave asked a supplier saying he will needfor a short-–term supplier loan for the purchase,  to be paid back when the coffee is was sold. In this case, we would report a current liability – in accounts payable. The sale is recorded iIn transaction B, we record the sale and and in transaction C, Alex is  able to pay back the loan is paid back with the cash received in B.	Comment by Author: Please check whether only one name should be given here.
Exhibit 5.1 Current liability Liability accountingAccounting
	
	Investing
	Financing
	Operations

	
	Assets
	Liabilities
	Equity
	

	
	Cash ($)
	Non-cash
Inventoryinventory ($)
	Liabilities ($)
	Contributed Capitalcapital ($)
	Earned Capitalcapital ($)
	Revenue ($)
	Expenses ($)
	Net iIncome ($)

	A
	
	1,100
	1,100
	
	
	
	
	

	B
	2,200 Cash Salesale
	(1,100) Rreduction in inventory
	
	
	1,100
	2,200 Sales
	1,100 COGS
	1,100

	C
	(1,100)
	
	(1,100)
	
	
	
	
	


Source: Simon (2021)

Notes payables have many of the characteristics of accounts payable, expect thatbut notes are formal debt contacts and they bear interest. When the current liabilities section of the balance sheet reports notes payables, they must be repaid within a year.
Long-term liabilities 
Long-–term liabilities are reported in the financial statements at the present valuePV of the future cash payments that is required to pay them off (Simon, 20202021). There are three repayment patterns for long-–term liabilities:. 
· Repayment repayment of principal and interest in a single amount at the end
· Repayment repayment of principal and interest in a series of equal payments
· Payment payment of interest in a series of equal payments plus repayment of principle principal in a single amount at the end.
The following example introduced at the beginning of the this units uses bonds for illustration to showto illustrate the impact of payment patterns.  Consider a firm that issues a three-–year loan over $100,000 with at a 10%  percent interest rate. What would be the cheapest way to pay the loan back: (1i) ) repayment of principle principal and interest in a single amount at the end of yyear 3;, (2ii) three equal year-–end- payments, each of which includes principle principal and interest;, or (3iii) interest payments at the end of each year with the principle principal repaid in a single amount at the end of yyear three3?Bonds 
are dDebt contracts known as bonds can that have a variety of terms, but usually requiring require fixed semiannual or annual interest payments and a stated payment at maturity.


In pPattern (1),1: repayment of principle principal and interest in a single amount at the end of yyear 3, 
Here the borrower will have the use of the cash for three years before any principle principal and or interest must be repaid. When interest is accrued over more than one time period, it is compounded. The three interest computations calculations for this case are shown in the following amortization table below. The date first column lists each of the important dates, starting with the date the loan was taken out. The Cash in (out)second column lists each of the cash flows, starting with the initial receipt of the amount borrowed (, $100,000 in this case), and ending with the final payment of $133,100. The net cash flow for this loan is $(33,100,) indicating which indicates that $33,100 more cash was paid out than was received. This amount is the interest on the loan, which is calculated in the 10%  percent interest column. The Change in balance owed penultimate column shows the change in the book value of the liability each year, and the Balance final owed column shows the balance in the loan payable account at each date.  

Name of Graphic TBC 5Principal and Interest in a Single Amount
	Date / Year
	Cash in (out)
($)
	10% interest on balance owed ($)
	Change in balance owed ($)
	Balance owed on loan ($)

	1.1.January 1 
Year 1
	100,000
	
	100,000
	100,000

	31.12.December 31  
Year 1
	
	10,000
	10,000
	110,000

	December 3131.12. 
Year 2
	
	11,000
	11,000
	121,000

	December 3131.12. 
Year 3
	
	12,100
	12,100
	133,100

	December 3131.12. 
Year 3
	133,100
	
	(133,100)
	0

	Total
	(33,100)
	33,100
	
	


Source: Simon (2021)

In pPattern (2),2: the three equal year-–end- payments, which include principle principal and interest.
Principal and Interest in Three Equal Payments
Name of Graphic TBC 6
	Date / Year
	Cash in (out)
($)
	10% interest on balance owed ($)
	Change in balance owed ($)
	Balance owed on loan ($)

	1.1.January 1
Year 1
	100,000
	
	100,000
	100,000

	31.12.December 31
 Year 1
	(40,211)
	10,000
	(30,211)
	69,789

	3December 31
1.12. Year 2
	(40,211)
	6,979
	(33,232)
	36,557

	December 3131.12. 
Year 3
	(40,211)
	3,654 rounded
	(36,557)
	0

	December 3131.12. 
Year 3
	(20,633)
	20,633
	
	

	Total
	(33,100)
	33,100
	
	


Source: Simon (2021)

This payment pattern is commonly called an annuity. The total cash paid in this case is $120,633 ($40,211 * 3), compared to $133,100 in pattern 1(1). Theis amount of $120,633 s is $12,467 less than $133,100 because each of the annual payments pays covers a portion of the principal as well as the accrued interest in each period as well as a portion of the principle. For example, in yyear 1 the $40,211 payment made, covers the $10,000 interest for yyear 1 and also repays $30,211 of the principleprincipal. We can see that in the case of an annuity the repayment pattern, over time the amount of interest included in each payment declines and the amount of principal in each payment increases over time. 
Pattern 3:Pattern (3), a Annual interest payments and repayment of the principalle at the end of yyear 3, 
This pattern is a combination of the first two patterns. It includes an annuity for the first interest payments and a single payment at the end for the principleprincipal. 
Name of Graphic TBC Annuity and Single 7Payment
	Date / Year
	Cash in (out)
($)
	10% interest on balance owed ($)
	Change in balance owed ($)
	Balance owed on loan ($)

	1.1.January 1
Year 1
	100,000
	
	100,000
	100,000

	31.12.December 31
 Year 1
	(10,000)
	10,000
	
	100,000

	December 3131.12. 
Year 2
	(10,000)
	10,000
	
	100,000

	December 3131.12. 
Year 3
	(10,000)
	10,000
	
	100,000

	December 3131.12. 
Year 3
	(10,0000)
	
	(100,000)
	0

	Total
	(30,000)
	30,000
	
	


Source: Simon (2021)

In this case, the year-–end- payments are only for the 10%  percent interest each year. As a result, the principle principal remains at $100,000 until the end of the contract. Since the principle remains at 100000,, and the 10% annual interest is the same amount each year ($, 10,000).
To summarize, our discussion of thesethe three alternative repayment patterns and have differenttheir effects on cash flows and total interest expenses. , we see that pPattern (2)2 is is the fastest repayment plan, and thereforewith the lowest amount of interest payments is the lowest. 
Analyzing a Company’s Use of Leverage 
Before looking at the concept of the time value of money concepts, let's have first have a look atconsider the reported debt of two companies. This allows us to see the opportunities and risks related to long-–term liabilities. We Takehave one firm that i's high–ly leveraged (Hi-–Leveredlevered), and another company that is low-–leveraged (Lo-–levered). Both of these companies have $500,000 in assets, but the high–ly leveraged company one has $400,000 in liabilities and $100,000 in equity, and whereas the low-–leveraged company one has $400,000 in equity and only $100,000 in liabilities. Exhibit 5.2 showsThe tables below summarize the information for both firms in good and bad earnings years.Leverage 
The ris a ratio of Debt debt compared to Equityequity is known as leverage. It shows if whether the a company’s assets are more financed more with debt or with equity. 

Exhibit 5.2 Leverage in a good Good earnings Earnings yearYear
[image: ]Source: Simon (, 2021)
The way you can see the differentiation with the two-- soT the high-–leveraged company has to pay 12%  percent interest on its debt, and therefore the interest expense is $48,000 (. 12% times of $400,000) is $48,000 in interest expense. The low-–leveraged company also pays 12 percent interest but has only has $100,000 in debt, also pays 12%. So they and the interest expense is only have $12,000 in interest expense. 
Both companies generate the same profit before they pay any interest in any taxes. In a good earnings year, both companiesthey both earn $70,000 the same amount of 70000 profit before they pay any interest or taxes. After paying the $48,000 in interest, t	Comment by Author: Please check whether I have retained your intended meaning here (original wording was unclear).
Now the high-–leveraged company has to pay its $48,000 in interest. That giveshas them a net profit of $22,000 on which . Then, they haveit has to pay taxes on that. I just assumedAssuming a 39 percent% interest raterate of tax, this gives a tax expense of $8,580. I know corporate tax rates have fallen. But, for this example, just keep running with a fairly high one. And then tThe low-–leveraged company has a net profit of $58,000 a. And then they have a tax expense of $22,620, which is, again, the 39% on net profit before taxes.
Both companies have different net profit numbers: t. The high-–leveraged company has a net profit of $13,420, and t. The low-–leveraged company a net profit of $35,000, which makes senseas it has to have less interest to pay. Now consider -- interesting now, however, is if you calculate return on equityROE. And we saw this before. That's one of these, one of the criteria that, Warren Buffett, for example, likes to look atmany investors look at. So you would take net income-- $13,420 for the high-levered, divided by equity, which is obviously a lot less. They have less equity.
And then for tThe low-–leveraged company has, a higher profit than the high–leveraged company, but and a lot more equity. Turns out thatNevertheless, the return on equityROE for the high–ly leveraged firm is a lot higher. It. So they generates a return of $13.4%  percent for their its shareholders, whereas versus the low-–leveraged company only generates a return of 8.85%.  percent. And you might ask yourself, well, hHow is that possible? 

Well, tThe reality is that both companies have to pay interest, and that this 12% that this company has to pay an interest rate-- or sboth of these companies have to pay an interest rate are tax preferred. So some of the interest you they pay are is tax– deductible. At. And  a 39%  percent interest rate of tax, the tax deduction is prettythat deduction is high. 
Specifically, the tax benefit from the debt being tax–deductible is So if I calculate the tax shield here for this company, which you can do-- so the after-tax cost of depth, right. So it's the 1 minus 0.39—that is,-- that's the tax benefit I get from having my debt being tax deductible. So that's 0.61. And I mTakingultiply this by 12% percent of this gives -- times 12%. I get anthe after-–tax cost of my the debt, which is of 7.32%.  percent. So, actually, it reallyIn other words, it only costs me the company 7.32%  percent to finance this company withits debt, which is . And this 7.32% is a lot lower than the return on assetsROA I it can generate by having this the debt in place. I canEither company can use the debt to buy assets, which in both cases generates for both companies a return ROA of 8.54 percent%. However, 
But since debt is cheaper at 7.32 percent, then and so the actual return I ggenerated from having the debt in place -- so spending 7.32% on paying for this debt. My return is a lot higher for the high-–leveraged firm, when I calculate return on equity is actually a lot higherthan for the low–leveraged firm. It i's cheaper to finance myself a company with debt than it is with equity. And therefore, I generate a higher return on equity.
Now this is onNow consider a high earnings year, on a good earnings year. But what would happen if we are in a bad earnings year.? And, really, all we're doing is just droppingN my net income for both companies drops by $20,000 to $50,000, but the scenario is the same in other respects. B. So same scenario as before. Booth companies have the same earnings before interest and tax, and b of $50,000. Both pay their 12%  percent on their debt , which is, for the high-levered company, ($4048,000 for the high–leveraged company and $12,000 for the low–leveraged, and for the low-levered company, $100,000).
Exhibit 5.3 Leverage in a bad Bad Eearnings Yyear
[image: ]Source: Simon (, 2021)
As the table above shows, bBoth have companies make atheir net profit. And as you can see already, fFor the high-–leveraged company, there's there is not a lot of profit left before taxes, after we pay our interest simply because the interest expense is so high, eating up a lot of the profit we generated. So now, weIt ends up only end up with a profit of $1,220, versus compared to the low–leveraged company’s profit of $23,180.
If I now calculate return on equity, In this bad earnings year, the high-–leveraged company only showshas a return on equityROE of 1.22% percent, whereas  versus the lo2low-–leveraged company has a ROE of 5.8%.  percent. In other words, a drop of $20,000 in earnings has reduced the ROE from That is quite the drop if you compare the two periods from 13.4%  percent to 1.22 percent%, simply because our earnings dropped by $20,000. So here'sThis illustrates the negative effect of having debt. So now, all of a sudden, if you calculate this out, tThe cost of the debt is the same as in the good earnings year (, 7.32%,  percent), as I showed before, right? That's the cost of debt after the tax deduction-- 7.32%.
This is a lotwhich is higher than a the return we the company can generate from having the assets in place. So this is tIhe danger of leverage. In periods when your debt is cheaper than you can earn than the return you the company can generate from having the debt, things are greatthis is a good situation. But iIn periods where the debt costs you more than the return you the company can generate leverage, it's not great. It's dangerous, right?the situation is dangerous,  Bbecause you've still got to make thesethe interest payments still have to be made.
So that's something we have to consider in this unitOne key point in this unit. When we talk about financing, there's a is the  clear distinction between equity financing and creditor financing. With cCreditor financing (that is, , or liabilities), we the company hashave to make payments to our its creditors no matter whatregardless of what happens, even if you're on ain a bad earnings year. The creditorsy have the right to receive the interest payments, and a company that cannot make the payments risks default or bankruptcy. The example above makes this clear. With a drop in earnings of only $20,000, the profit was substantially lower than in the previous year, and the ratios lower still.. They're guaranteed to them. And we have to make those payments.
And if you can't make those payments, then there's a likelihood of us running into bankruptcy or default. And you can see this very clearly. Earnings only you drop by $20,000, but the return-- the profit is substantially lower than it was in the previous year. And also if you calculate the ratios, it's substantially lower.
Equity 
Equity is the residual interest in the assets of the an entity after deducting all of its liabilities. You may say sSince equity is just regarded as a plug between assets and liabilities, how much is there to discussthis may appear simple. However,? But as we will see, there's a few salient features of equity that I think are pretty important to have a discussion onhas several important features, and it. It is important vital to understand that equity is not the market value of the firm, but rather the its book value. 
Self-Check Questions
1. True or fFalse?: Shareholders have the right to vote on important company decisions. Debtholders have no voting rights. TrueTRUE

2. Please cComplete the following sentence: The present value shows the current value of one or more future payments given the market interest rate. 


3. Which company has a higher leverageis more highly leveraged? Company A has $500 Assets assets,and $100 Liabilities liabilities, and $400 Equityequity. Company B has $500 Assets assets,and $400 Liabilities liabilities, and $100 Equityequity. 
· Company A
· Company B
· The leverage is the same. 
5.2 Accounting for Debt Financing
Time Value of Money
As we move from a short-–term debt to long-–term debt, we got it is necessary to consider the time value of money (. TVM). TVM is a theory of value, risk, and time. It answers the question: How much are uncertain (risky) future cash flows worth today, and why? This is equivalent to the question: How much can we expect to get in the future in return for investing some of our cash today? TVM thus concerns the relationship between cash/value today and expected future cash/value. 
The theory is deep but elegant, and there is just one core idea to retain.
 The future value of any asset is linked to the PV by what we call the discount rate: how much somebody discounts a promised future payment in terms of their willingness to pay for it today. Cash flows that are promised by financial assets are discounted (that is, they are not valued one–for–one in present–value terms) because delay or risk is undesirable. That is the core idea of TVM, and it can be expressed in the following formula.
Present value of future cash flows = Promised future cash flows / discount rate
In accounting for a company’s LTD, this formula acknowledges that the riskier an asset is (the more uncertain its promised future cash flows are), the lower its PV and the higher its discount rate. 

And really what that means is that investors expect two times of income streams, so there are periodic interest payments that they receive (coupon). And then there's also single amount that they get paid back at the end when the debt is due, and the corporation has to pay it back (principle).
Before we discussTo discuss the mechanics of long-–term debt pricing, we needit is necessary to define two types of interest rates that we will useused to price bonds:.
· the cCoupon (contract or stated) rate, which . The coupon rate of interest is stated in the bond contract and; it is used to compute calculate the dollar amount of interest payments that are paid (in cash) to bondholders during the life of the bond issue.
· the mMarket (yield or effective) rate, which This is the interest rate that investors expect to earn on the in-vestment in this debt security, and ; this ratethat is used to price the bond. 
The coupon (contract) rate is used to compute calculate interest payments, and the market (yield) rate is used to price the bond. The coupon rate and the market rate are nearly always different. T. This is because the coupon rate is fixed prior to issuance of the bond and normally remains fixed throughout its the bond’s life. Market rates of interest, on the other hand, fluctuate continually with the supply and demand for bonds in the marketplace, general macroeconomic conditions, and the borrower’s financial condition. The bond price (, both its initial sales price and the price it trades at in the secondary market subsequent to issuance) ,is  equal tos the present valuePV of the expected cash flows to the bondholder. Specifically, bondholders normally expect to receive two different types of cash flow: s.interest payments that they receive periodically (coupon), and the single amount that is paid back to them at the end when the debt is due (principal).

NowHowever, business decisions, however,  have to be made today, and. And also  debt has to be reported today on the balance sheet. So what we'll have tTherefore, to do is bring all these future payment streams into today’'s environment, the. And that's done using the concept of time value or present valuePV concept. And we'll look at this togetheris used.
So here's a scenario ofConsider Scenario 1, a a  corporate debt issue. The A company issued issues $100 of debt at a 8% coupon rate of 8 percent and pays. And the pay it back after one year. So as aAn investor (, as a creditor), therefore you getreceives  interest rate of 8%  percent paid for annually on your their $100.
In Scenario 1, we calculate tThe present valuePV of $100 in Scenario 1 is calculated as follows.:
Coupon 8 * (1 / (1 + 0.08) ^ 1 = 7.40
Principle Principal 100 * (1 / (1 + 0.08) ^ 1 = 92.59
Now, oOne of the things to consider and that makes point accounting fascinating but also a little bit complex at the same timepoint to note is that when we do the discounting, we got to work withinvolves two different rates:. We have the coupon rate, which is the (here, 8%), which is I just mentioned. So that's the guaranteed cash interest that a creditor is receiving, and the . And then we also have a yield. 
The basic accounting challenge is this. The company issues its bonds to the financial free market. The company cannot sell a bond contract to the financial market until it sets the terms of the contract. The company therefore has to specify a face value of the bond (the amount that it will pay off at the end) as well as its cash interest payments. Participants in that market make up their own minds about the PV (what those future promises are worth), which is what the market will actually pay for the bond on the issuance date. Determining the PV is equivalent to determining the real interest rate of the bond—that is, the yield. In effect, tAnd what is the yield? Well, the yield is the market rate. So the yield is that what is actually used to appraise corporate debt in the financial markets. SoThus, similar like theto stocks of a company, corporate debt is also traded and based onon the basis of the interest rate environment. so? For example, depending on whether the European Central Bank raises or lowers interest rates in comparison to what the company actually pays for its debt in terms of its coupon, the value of the debt may will fall rise or may risefall.
In Scenario 2, the cooperation pays 8 percent in interest, and the market rate (what investors expect to earn based on the market environment) is 9 percent. When the company wants to issue debt, it is unlikely to get the whole $100 that it is asking for, because its debt is less attractive. One way it can make the debt more attractive to creditors is by reducing the price. 
The PV of $100 in Scenario 2 is calculated as follows. we calculate the present value of 99.08 as follows:
Coupon 8 * (1 / (1 + 0.08) ^ 1 = 7.34
Principale 100 * (1 / (1 + 0.08) ^ 1 = 91.74
So for example, in a scenario like this where the cooperation pays 8% in interest-- and let's just say the market rate was 9%, or the yield was 9%. So that's usually what investors would expect to earn based on the market environment. When the company wants to issue debt, they probably wouldn't get the whole $100 that they're asking for, because their debt is not quite as attractive. So the only way they can sell it to creditors is by potentially reducing the price of their debt a little bit.
And as you can see this, thisIn this scenario, the company only receiveds only 99.08 in actual funding, because . So theyit has had to give a slight discount of 0.92. And pPart of that discount was goes to underwriters (, to banks), but . But another reason for the discountpart of it was is the discount that they hadthe company to give is giving to creditors to make their its debt more attractive, OK?.
With the discount, however, the investor is made whole. You can see this if you calculate, as calculating the return of on the investment shows. We onlyThe investor invested invests $99.08 but and receive gets back $108. This is a return of 9%  percent, which is equal to the market yield, – the return that investors wanted to earn. 

Exhibit 5.4 Bond Pricingpricing
Recall Scenario 1, where a firm issues a bond for $100 and has to pay 8 percent interest. The firm issues the bond for one year, and the coupon rate equals the market rate. 
Bond Pricing, Scenario 1
	

	
	Bond ($)
	Present value ($)

	Principal
	100
	92.59

	Annuity (8%) for one period
	8
	7.41

	Amount reported on the balance sheet
	
	100


Source: Simon (2021)
In Scenario 2, the firm issues a bond for $100 and has to pay 8 percent interest. The firm issues the bond for one year, and the coupon rate (8%) is less the market rate (9%). 
Bond Pricing, Scenario 2
	

	
	Bond ($)
	Present value ($)

	Principal
	100
	91.74

	Annuity (8%) for one period
	8
	7.34

	Amount reported on the balance sheet
	
	99.08


Source: Simon (2021)
Question: If a firm pays 8 percent, how does an investor earn 9 percent?
Answer: The investor pays $99.08 and gets back $108 ([108−99.08)]/99.08 = 9% return]. 
[image: ]
Source: Simon, 2021
Example of Bond Pricing pricing and Recording recording 
Firm Suppose that in 2011 a firm, Sunshine, issues a bond with a $1,000,000 face value, a 10%  percent annual coupon rate, and a 1010-–year maturity in 2011. Suppose the real / (market) interest rate upon itson issuance is 8% percent, and that i. Interest are is paid semiannuallysemiannually. What would is be the implied present valuePV and, thustherefore, the issuance price?
Now, whenWhen we do the calculation of our long-term debtLTD is calculated using the time value concept, we always haveit is necessary to do include the discounting or the time value calculation using the yield. So tThis involveshere are  two formulas: o. One is for the periodic income stream (, which we call annuity), and. And one is for the final payment, which we'll call the ( principleprincipal).
Now,If we have to be careful if a the company pays semiannually, like this company. Wewe have to divide the yield by 2. If they were to pay quarterly, we 'd have to divide it by 4. In our this case, the yield is 8%  percent and the company pays semiannually, so webut we divide it divide by two 2 to receive obtain a discount factor of 4%.  percent. Be carefulNote, however, that the amount we discount is based on the coupon. In other words, we pay interest (coupon) of $50,000 every 6 six months ($1,000,000 Mio * 5%). 
The last ingredient weWe also need is to know the number of periods we have to pay the debt back. So how long, how many years, do we have until we have to pay this debt backthe debt has to be paid back.? So Iin this particular case, the debt was issued in 2011 and is due in 2021. And it was issued in 2011. So there's 10 years.Paying twice a year over ten years gives Since we pay twice a year, it would be 20 periods. So we'll put 20 there.
Therefore, the present valuePV of the bond is calculated as the present valuefollows.:
of the aAnnuity = (1 − -(1 + 0.04) ^ − -20) / 0.04 * 50,000 and:
of the pPrincipale  = (1 + 0.04) ^ − -20 * 1,000,000
The formula acknowledges the semi-annual payment, as the periods are doubled and the coupon halved. We haveThe premium is $135,906 premium. Investors are willing to pay more for the bond, as the coupon is greater than the yield. Interest payments are calculated by multiplying the value of the bond ( 1,135,903 * 0.04 = 45,436).
Accounting for Bond issuance
[image: ]
Accounting for Bond Issuance
	Step
	Cash 
($)
	Bond 
($)
	Equity 
($)
	Revenue ($)
	Expenses 
($)
	Net iIncome ($)

	Bond issue
	1,135,903
	1,000,000 d Mio Debt
#13,590 Premiumpremium
	
	
	
	

	Interest payment
	−-50,000
	−-4,567 Premiumpremium
	−-45,436
	
	45,436 interest
	−-45,436


Source:, Simon ( 2021)
Self-Check Questions
1. On January 1st, 1 $1,000,000Mio  of eight–year bonds at 11% percent , 8 year bonds were issued to yield a market interest rate of 9%.  percent. Interest is payable annually on December 31. What amount of cash was received from issuance of these bonds?
· $1.,110.,728
· $943.,651
· $1.,000.,032
· $897,.049

2. The interest rate required by the market is called the:
· Couponcoupon
· Principalprincipal
· Yieldyield
· Premiumpremium

3. Please cComplete the sentence. An annuity is a series of equal payments made over a specific period of time. 
4. 

5. 
 5.3 Accounting for Contributed and Earned Capital
When we examine the details of shareholders’ equity, tThe primary question we should think about in examining the details of shareholders’ equity is what portion is isfrom capital contributed by the owners and what portion is earned capital. Increases in contributed capital will increase the net assets of the company, but should are not necessarily be viewed as good news, since these these increasess simply mean the owners have put more money into the business. Companies earn capital through profitable operations, and those profits not paid to the shareholders in dividends are retained in the business and used to grow the business. 
Contributed Capital 
Contributed capital consists of the stock accounts as well as and other accounts to for recording the excess over the par value of the stock accounts. 
Common Stockstock
Common stock is the most typical typical form of contributed capital. It is usually the voting stock of the entity, which means that the holders act as owners and are, able to govern the decisions of the company. Common stock’sThe most important feature, distinguishing features it from other types of common stock, the, is are as follows:
· Voting rights. The voting shareholders are considered the most important class of shareholders in a business because they can participate in the selection ofselecting the board of directors.
· Preemptive rights. Allows Sshareholders to maintain a proportionate share of ownership if new shares are being issued. 
· Dividend rights. SGive shareholders the rights to share in any distribution of earnings in the form of dividends. 
· 
· 
Preferred stock
Preferred stock is a second class of stock that comes with special rights. Preferred stocks usually receives a fixed dividend per period, and the dividend is often are designed as cumulative dividends, meaning which means that if a preferred dividendit is not paid in one period, it must be paid in a future period. Preferred stockholders usually do not usuallydon’t have voting rights. There are many possible other features of preferred stock. For example, some preferred stock can be converted into common stock. 
Par Value value and Share share Premium premium (i.e. Ccapital in Excess excess of Parpar)
Common and preferred stock are usually reported on the balance sheet at their par value, which . The par value is typically a nominal amount below the original issue price of the stock. The par value of a stock allows investors to indentifyidentify the number of shares in the owner capital of the firm and thus establishes the relative power of  of each shareholder (Stolowy & Lebaset al., 2008). The amount received by the issuing company at the time of issuance in excess of the par value will beis entered in a separate shareholders’ equity account called Share share Premium premium (aka Capital capital in Excess excess of Parpar). It This account records a contribution from the new shareholders in excess of the legal share capital. Authorized shares 
is tThe number of authorized shares is the maximum number of shares allowed to be issued per the corporate charter. 
Issued shares 
is tThe number of shares issued is the number of shares that have been sold to the public. 
Outstanding shares is t
The number of shares outstanding is the number of shares hold held by the public, which is e. Equal to issued shares minus treasury stock.

Many It students are tempted to thinkmay appear that ‘par value’ represents the ‘real’ value of the share, but the opposite is the case. Nope. Quite the oppo- site. RememberRecall  that when companies issue Common common Stockstock, they are selling it into a competitive financial marketplace. So, that Therefore, the market price (—what the investors actually purchase the shares for and pay in)— is the “‘real”’ value on that date, by all ofaccording to the our usual accounting principles.

Balance Sheet sheet Presentation presentation of Contributed contributed Capitalcapital
According to IAS 1, the contributed capital portion of the shareholders’ equity section of the balance sheet will must provide investors with the following information for each class of share capital (IASB, 2007):.
 
· tthe number of shares authorized shares;
·  the the number of shares issued shares and fully paid, and issued but not fully paid;
·  par the par value per share, or that the shares have no par value;
·  a a reconciliation of the number of shares outstanding shares at the beginning and at the end of the period (IAS 1, IASB, 2021);
· the rights, preferences and restrictions attaching to that class including restrictions on the distribution of dividends and the repayment of capital;
shares in the entity held by the entity or by its subsidiaries or associates; and
· shares reserved for issue under options and contracts for the sale of shares, including terms and amounts; and
Example:Suppose If our a company sells 1,000 shares of common stock with a par value of $.01 per share, for an actual market/sale price of $30 per share. This is accounted for as follows., we would account for it like so:
Par value 0.01 * 1,000 = 10
Additional paid-in capital 29.9 * 1,000 = 29,990 
Accounting for Equity Equity issuanceIssuance

	Cash
Common Stock –par value
Additional paid in capital

	Cash
	Common stock par value
	Additional paid-in capital

	$30,000
	$10
	$29,990


Source: Simon (2021)
Since tThe corporation sells the 1,000 shares for $30 per share, it and receives $30,000 in Cash cash(+A). The total par value of the shares issued gets is credited to Common common Stock stock ($0.01/share ×x 1,000 shares); and the remainder is plugged to additional paid–in capital (APIC). Note that here, we refer treatto APIC as a ‘plug,’ but, for most modern share issuances, the credit to APIC will actually beis much larger than the credit to the Common common Stock stockaccount, since as modern corporationsthe’ stated par value is typically so low.
Earned Capital
Dividend 
Ais a distribution of the earnings of the business to its shareholders is called a dividend. 

Corporations earn capital through profitable operations, and those profits not paid to the shareholders in a dividends are retained in the business and used to grow the businessit. Earned capital, thus, therefore represents the cumulative amount of net income reported throughout the life of the business minus the amount of dividends declared and paid throughout the life of the business. 	Comment by Author: This term is first mentioned on page 39.
Reserve Accountsaccounts
According to the Conceptual conceptual Framework framework(IASB, 2018, 4:66),: “The the creation of reserves is sometimes required by statue or other law to give the entity and its creditors an added measure of protection from losses” (IASB, 2018, 4.66). The distributable earnings are either distributed, or transferred to reserves, or retained until pending further decisions are made concerning their possible distribution.  
Retained Earnings earnings 
Retained earnings is the cumulative amount of net income reported throughout the life of the firm business minus the amount of dividends declared and paid throughout the life of the business. IFRS requires the ‘Sstatement of Retained retained Earnings’ earnings to be reported by the firm as follows:: 
Statement of Retained Earnings
Name of Graphic TBC 8
	Retained Earnings earnings and Reserves reserves (up to end of previous period)

	+
	Net iIncome (after tax) of the year

	+
	Dividends declared

	+
	Transfers to specifically identified reserves (e.g., legal reserve, statutory reserve, revaluation reserve, reserve for own shares)

	=
	Retained Earnings earnings and Reserves reserves (at year- end)


Source: Simon (2021)
Besides In addition to net income, which is accumulated in the retained earnings account, and transactions involving the contributed capital accounts, there are several other types of transactions that change the net assets of the business. When added to the net income, these other components produce the measure called comprehensive income. Accumulated other comprehensive income (AOCI) is a complete measure of the change in net assets from all non-–owner– related activities of the business. Components of AOCI are as follows (IAS 1., 81A):: 
· uunrealized gains (losses) on available-–for-–sale securities, 
· foreign foreign currency translation adjustments,
· unrealized unrealized gains (losses) on certain types of derivatives, and 
· pension pension liability adjustments
The statement of shareholders’ equity is presented differently than the income statement and balance sheet, both of which list account totals vertically. The statement of shareholders’ equity lists individual transactions with shareholders vertically, as well as net income earned and dividends paid out, and shows the affected shareholders’ equity accounts horizontally. 
To summarize our discussion, theA complete shareholders’ equity section of a business is shown in Exhibit 5.6the table below.
Exhibit 5.6 Shareholder Equity Equity SectionSection
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Source: Simon (2021)






	Shareholders’ Equity 
	2020
	2021

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	



Share Rrepurchases
Companies can— and increasingly do— repurchase shares from their shareholders. Why do they do this? ThisThis is one way of getting cash back to their investors, which, from the perspective of owners and investors, ’ / owners’ perspective, is largely why they founded and/or invested in the firm in the first place. So, iIn that this respect, they are justshares are like dividends: a way of—m moving cash over a line, from the company’s bank account into the shareholders’ bank accounts.
How do we account for repurchases? Intuitively, a repurchase is ‘reversing’ reverses the prior issuance of stock. So, Thus, when accounting for repurchases it i’s tempting to just “‘extinguish”’ the Common common Stock stock and APIC credits from that initial issuance (Accounting accounting for Equity equity Issuanceissuance). But, that can’t quite work. Why not? BHowever, that would not work, because the company canmight (—and usually will)— repurchase that the stock at a different price than what it initially paid for it. SoIf, if we just ‘extinguished’ the initial entry was extinguished, that it would no’t balance with our the cash repurchase cost. 
The rule for repurchases is therefore to debit treasury stock and credit cash for the full amount of the repurchase. Suppose a company repurchases 500 of the originally issued 1,000 shares for $20 each. The journal entry would be as follows.
Treasury stock: $20 * 500 = 10,000
Accounting for Treasury Treasury stockStock
	

	Cash ($)
	Treasury stock c– Contra  Eequity ($)
	Additional paid-in in capital ($)

	−-10,000
	−-10,000
	---—


Source: Simon (2021)


Treasury Stock stock is a new account. It is a contra -Shareholders’ shareholders’ Equity equity account (the first one we have seen). This should make intuitive sense. By repurchasing shares from investors (, paying out cash to them), the company is reducingreduces the amount of financing contributed by shareholders. As a contra -Shareholders’ shareholders’ Equity equity account, it treasury stock has a negative balance, and it decrements the total amount of Shareholders’ shareholders’ Equityequity. In the Shareholders’ shareholders’ Equity equity section of the balance sheet, it this is reported as a negative number, thereby —indicated with a minus sign or parentheses—reducing the total shareholders’ equityS.E.
There are three main things points to noteworth noting about this accounting rule::
· First, the fact that we the stock was previously issued the stock for $30 does not matter. T—the accounting for the repurchase would beis the same whatever regardless of the initial issuance price was. This is counterintuitive and can trip students up.	Comment by Author: Please check whether this would be better presented as a numbered list (and the items revised to remove “first”, “second” and “third”).
· Second, the par value, which hasd already been credited to Common common Stockstock, also does not factor in here. We do not “‘reverse”’ the Common common Stock stock credit from previously- issued, now-–repurchased stock at all. This is Tcounterintuitivehis. It also means that, after a repurchase, the Common common Stock stock account will not directly tell usdoes not show directly how many shares are outstanding, — only the total number that have been issued.
· Third, this means that a company’s repurchases over a reporting period will beare tracked in changes in this account,the Treasury treasury Stockstock account, which is therefore. So, that’s where you would start your research if you wanted to know aboutthe starting point for research into a company’s activities in this area of controversy.

Self-Check Questions

1. True or false? For each of the following, (1) indicate whether the statement is true or false regarding stockholders’ equity, and (2) for any identified false statement, indicate how to correct that statement.Stockholders’ equity represents the market value of the company. FALSE. Equity is the book value of the company. It represents the claims that shareholders have against the company’s net assets.

2. 
3. 

	Stockholders’ equity represents the market value of the company.: 

	False. Correct Answer: Equity is book value of the company. Represents claim that shareholders have against net assets of company.

	Stockholders do not manage the company directly but oversee its operations through its board of directors.:
	True. The BOD comprises the elected representatives of the shareholders who hire the CEO and oversee its operations.


	Issued shares represent the number of shares that have been sold to investors.

	True. Issued shares represent the cumulative number of shares that have been sold (issued) to date.


	Preferred stock is entitled to the same per share dividends as common stock
	False. Amount of annual dividends for preferred stock is fixed. Common stock receives any remaining dividends after.



4. Please cComplete the following sentence: Dividends are company profits that are distributed to shareholders. 
5. 

6. What is the correct term for the following description: The maximum number of shares that a company can sell or/ issue without approval from the shareholders?. 
· Authorized shares
· Issued shares
· Outstanding shares
· Treasury shares
· 

· 
Summary

In this unit, we have first covered interest– bearing liabilities and how they are accounted for using the time value of money. Interest– bearing liabilities represent contracts between the business and outside interestother parties that require future cash payments to satisfy the terms. We focused on bonds, a form of credit and the main way in which mature companies finance themselves. The company makes a contractual promise to pay out a specified stream of payments: interest (or coupon) payments, and the face value on the maturity date. Bonds are like loans in that respect, but with one major difference: companies issue (sell) their bonds to the financial marketplace, where financial market participants (such as pension funds, hedge funds, or even individual investors) bid on and trade them. The interest payments are paid to whoever has bought that bond in the market. In contrast, with a loan the company negotiates and contracts privately with a bank, and the bank holds on to the loan instead of trading it.
We then introduced the nature and content of shareholders’ equity. Specifically, we discussed the nature of contributed capital.  Important elements of shareholders’ equity that affect the financial statements of firms include common stock, preferred stock, stock dividends, stocks splits and treasury stock. We also covered the nature and content of the accounts that represent the earned capital of corporations. The focus of the statement of shareholders’ equity is the company’s transactions and standing with its own shareholders. This statement typically takes up the least space in a company’s financial reports, and it is probably the one that investors spend the least time analyzing. The transactions that companies have with their own shareholders are simply far fewer in number, and less varied, than the transactions they have with their business partners, suppliers, and customers. Nevertheless, the statement is important, as a company’s transactions with its own shareholders are fundamental to the business. One view of a corporation is that it is a legal entity that investors create by putting in their own money, in the hope and expectation of making a return on their investment. On that view, the corporation’s operations are a mechanism for transforming the shareholders’ common stock investment into future cash distributions (dividends) to shareholders. The shareholders’ equity statement fully illustrates the beginning and end of that process.





Unit 6 – Financial Statement Analysis

Study Goals

On completion of this unit, you will be able to …
… Create create comparable bases for Financial financial Statement statement Analysisanalysis.
… Compute calculate profitably, liquidity, and solvency ratios.
… Analyze analyze a company’s earnings-–per-–share, price-–to-–earnings, and price-–to-–book ratios.




6. Financial Statement Analysis

This unit focuses in more detail on the actual use of such information byhow decision– makers use the information in financial statements. Data reported to shareholders and the financial community are not meant intended to be directly useable in decision– making. They are, first and foremost, descriptive. In order tTo bring their information content to light, they need to be analyzed, compared, decoded, and interpreted. Investors and creditors use several techniques to analyze the amounts in the financial statements. In this unit, we will introduce various a number of ratios and other methods that are commonly used and referred to in this type of analysis. Understanding what goes into a company’s financial statement numbers is a key prerequisite for this kind of analysis, and so these are not separate endeavors. However, of everything in the course so far, this unit maps most closely to what you will actually do in your career as a businessperson, analyst, consultant, or investor.

6.1 Horizontal and Vertical Ratio Analysis 
Horizontal Analysis
Since investors are interested in gaining an understanding of the characteristics of the firm’s stream of future income of the firm, the analysis of the evolution of revenue and expenses over time represents is a fundamental element of analysis. Such a comparison over time is called horizontal or (trend) analysis. Trend analysis presents in percentages the change against the like value in a base year (often the previous year). The percentage of change is calculated as (Year 2 /  Year 1) – 1. For SBTC, company total sales changed by (550 / 484) −-1 = 13.63%.	Comment by Author: Please check whether this sentence can be removed, as it is not connected logically to the rest of the paragraph.	Comment by Author: Please define at first mention, unless you are certain readers will be familiar with the abbreviated form.Trend or hHorizontal (trend) analysis 
Ccomparison of the evolution of a specific item over time is known as horizontal, or trend, analysis. 

Usefulness and limitations of vertical horizontal analysis:
· This method of analysis allows the examinationmakes it possible to examine of short–term (over two or three years) or long–term trends (an evolution over 10 ten years, for example). trends.
· Short–term trends are useful to analyze because they give an indication of how the firm is responding to immediate changes to its business model. 
· Long–term t trends, however, are not always meaningful . Environmental and competitive factors can change so significntlysignificantly over time that it is hard to differentiate between the business making intentional changes and changes being because the business model parameters of the firm and/or the environmental and competitive conditions may have changed significantly over that period. Thusforced on the business. Thus, for trends to be meaningful, the business model must have been stable over a certainthe period of comparisontime. 
Vertical Analysis
The income statement is often the focal point of financial statement analysis. One ratio that provided provides insight into the income statement is the return on sales (ROS) ratio. This ratio expresses earnings as a percentage of sales, and it provides a summary measure of performance. To illustrate this, first consider a technique called vertical (common–size) analysis. Vertical analysis expresses all the numbers in a financial statement as percentages in such a way that they sum to 100 percent%. For the balance sheet, total assets are used as the baseWe call this—a process called ‘common-–sizing’. Overall, vVertical analysis provides an understanding of the relationship between accounts in the financial statements during a period, allowing for analysis of how the structure of the financial statement has changed  (Stolowy & Lebaset al., 2008).Vertical or (common-size) analysisanalysis 
mMeasurement of a particular item as a percentage of a reference item in the same financial statement is known as vertical, or common-size, analysis.

Usefulness and limitations of vertical analysis:
· Vertical analysis also allows the analyst to compare and contrast more easily the financial statements of two and or more companies in the same industrial sector. 
· It effectively reduces the problem of size differences between companies.
· It helps the analyst to formulate hypotheses about which business model, between the firms compared, appears to be is the most effective in driving sustainable financial performance.
· However, as there is diversity of presentation of financial statements across firms in how financial statements are structured and presented, even if common-sized,, the comparison across firms can be challenging, even when firms are the same size due to the specific structure of the statements for each firm. 
Exhibit 6.1The table below presents a vertical analysis for the Silicon Beach Tech Company (SBTC). In the income statement, the percentages are expressed in terms of total revenue. So for SBTC, wThus,e see that total operating revenues of $484,000 are set equal to 100 percent%, and all the other amounts are in the income statement are expressed as a percentage of operating revenues. Vertical analysis, like ratio analysis, permits the use of relative measures to more readilybetter evaluate the financial position and performance of the company. 
ConsiderNow, back to the return on sales (ROS) . The ROS ratio, which is defined as follows:: 
Return of sales =  

Return on sales for SBTC = 72,400 / 484,000 = 0.1496
Notice that ROS shows what percentage of every each dollar of revenue is left as profit after deducting expenses. For this company, SBTC company 14.96%  percent of each dollar in sales is profit is left out of each dollar in sales. Thus, ROS is a measure of profitability, and the higher the number, the better more effectively the firm does is in generating profits from its operations.  
Exhibit 6.1 Vertical analysis and Horizontal Horizontal AnalysisAnalysis
	
	Vertical Analysisanalysis
	Horizontal Analysisanalysis

	
	Year 1 
	Percentage% of totals
	Year 2
	% of Cchange

	Service Revenuerevenue
	354,000
	73.14%
	400,000
	12.99%

	Sales Revenuerevenue
	130,000
	26.86%
	150,000
	15.38%

	Total Revenuerevenue
	484,000
	100%
	550,000
	13.63%

	Salaries Expenseexpense
	175,000
	36.16%
	200,000
	14.29

	General Expenseexpense
	153,000
	31.61%
	175,000
	14.38

	Supplies Expenseexpense
	45,900
	9.48%
	50,000
	8.93

	Rent Expense  expense (- carvehicle)
	3,300
	0.68%
	4,000
	21.21

	Rent Expense expense (- furniture)
	4,400
	0.91%
	5,000
	13.64

	Building Expenseexpense
	30,000
	6.20%
	35,000
	16.67

	Total Operating operating Expenseexpenses
	411,600
	85.04%
	469,000
	13.95

	Net Incomeincome
	72,400
	14.96%
	81,000
	11.88


Source: Simon (, 2021)
Ratio Analysis
A ratio is the quotient of two quantities. It assumes there is a meaningful relationship between the two elements of the quotient. The relationship between the numerator and denominator helps to understand the “‘how”’ based on past data, and the evolution of the ratio helps to predict the “‘how much”’ for the future (Stolowy & Lebaset al., 2008). Ratios are probably the most widely used analytical technique for interpreting financial ratiosinformation. H, however, one should use caution when using ratiosthey should be used with caution, as their definitions are not . The definitions of most ratios are usually not so standardized. It is always worth that someone should feel they are deficient in knowledge by asking: “Echecking exactly how is thata  ratio has been defined?” in a particular context.	Comment by Author: This term is first mentioned on page 19.

Please note that the text in the box is not a definition of the term per se, but rather explains how ratios are used. Please check whether revision is needed.Ratios
Financial statement analysis uses ratios to abstract from the size effects of the data, thereby allowing large and small companies to be compared because they abstract from the size effects of the data. .

 Ratios are organized inThere are  four categories of ratios:: 
1. Evaluation of profitability and generation of profitability
2. Evaluation of short– and long-–term liquidity
3. Evaluation and solvency and financial leverage
4. Measures of shareholder return and firm value
At its core, the basis for ratio analysis is simple: no single accounting number by itself will indicate whether a company is performing well or poorly. Suppose that a company has earned $1 million in net income this year. Is the company’s performance good or bad? Obviously, it depends. If the company is small, in its second year of operations, and only had $1 million of capital invested in it, this performance is very good. The investors are already earning 100 percent of their initial investment back in available profits. If, however, the company is large and mature, with invested capital of $10 billion, and has in previous years earned in excess of $2 billion, then this performance is disappointing.
In other words, whether a number indicates good or bad performance depends mainly on three factors.
First, it depends on how much the investors/owners have contributed in financing. Owners invest in companies largely because they hope to get a good return on their investment. If they invest $1 million in a company, they hope to accrue higher total profits than they would expect for a company in which they had invested $10,000.

Second, it depends on the total size of the company and the total assets it employs in its operations. (Note that, according to our core accounting identities, this is closely linked to the first item, since A = L + E. We will return to this point later.) 
– Some of the most basic ratios simply involve scaling a performance measure (such as net income) by measures of total investment or size.
Third, and most broadly, it depends on what the question is—namely, what kind of performance the analysis is focused on. T
he performance metrics that shareholders are interested in are naturally different from the ones that creditors are interested in. 
Some users of financial statements might be interested in analyzing in detail one specific component of bottom–line performance (for example, to establish how a firm’s asset efficiency or margin contributes to its profitability). 
These considerations determine which ratios to use, some of which we will discuss in greater detail below. However, that is not the end of a real ratio analysis project. Typically, the aim is to compare a company’s ratios with those of its industry peers and competitors as relevant benchmarks, and to consider the company’s relative performance and growth over time.

Self-Check Questions
1. Common sizeVertical analysis is based on the preparation of common-–size financial statements, i.e.such as an income statement presented in as a percentage of a base figure (indexed as 100). What is generally theWhich base is generally used for analyzing the income statement?
· Net Salessales
· Net Incomeincome
· Total Assetsassets

2. Common sizeVertical analysis is based on the preparation of common-–size financial statements, i.e.such as a balance sheet presented in as a percentage of a base figure (indexed as 100). What Which is base is generally the base used for analyzing the balance sheet?
· Net Salessales
· Net Incomeincome
· Total Assetsassets

3. True or false? Trend analysis is also known as horizontal analysis. TRUE
· True
· False

6.2 Analyzing profitabilityProfitability, liquidityLiquidity, and solvency Solvency 
Profitability
Return on equity ROE is commonly often used to measure accounting performance from the viewpoint of the common shareholder. This measure takes net income for the period and divided divides it by the average of the total shareholders’ equity for the period. The formula is: 
Return on equity =  


Mechanically speaking, we should nNote that ROE involves an income statement amount (net income) and a balance sheet amount (shareholders’ equity). Net income is earned over a period of time, and so we try to divide itit should be divided by a the shareholders’ equity measure that is most representative of the entire period over which the income was earned. The This is not the beginning or the ending value, but the average value of the balance sheet amount for shareholders’ equity throughout the period. 

Another important ratio to for assessing the profitability of the a firm is the dividend payout ratio. This ratio measures the percentage of the company’s net income that is currently being paid out in dividends to the shareholders. Shareholders look at this ratio to assess how much profit they will earn on their invested capital which is being paid out to them. The ratio is defined as follows.: 
Dividend payout ratio = 




COGSost of goods sold  is a major expenses for many companies, and gross profit (= sales minus cost of goods soldCOGS) is an important measure of sales performance. The gross profit percentage expresses gross profit as a percent of sales revenue,. It and is defined as follows.: 
Gross profit percentage =  


The gross profit percentage represents the amount of each revenue dollar that is left over to cover other expenses, after once the cost of the items sold has been covered. A gross profit percentage of 25%, for example, percent indicates that 25 cents out of each sales dollar is available to cover rent, wages, utilities, profits, etcand so on. This ratio also provides an indication of the markup the company is earning on the sales of its products. An item that cost $75 and is sold for $100 , for example, has a 33%  percent markup ($25 markup and/ $75 cost). The gross profit percentage, by comparison, would be 25%  percent [([$100 selling price – $75 cost]) / $100 selling price]). Therefore, aA change in a company’s gross profit percentage , therefore, indicates a change in their its markup, and thiswhich often signals a change in net income. On the other hand, aA consistent gross margin percentage across over time, on the other hand,  allows analysts to make forecasts of a the company’s likely net income. 

Liquidity
The current ratio, also known as the working capital ratio, is current assets divided by current liabilities. This ratio measures the liquidity of the company, since current assets and current liabilities will be converted into cash, or will call for the use of cash, within one year of the balance sheet date. The more current assets a company has relative to its current liabilities, the more confident their its creditors will be of prompt payment. The current ratio is computed calculated as follows::
Current ratio =  


Another ratio of interest to lenders and other parties seeking to evaluate the liquid assets of a company and its ability to make cash payments is the acid-–test ratio, also known as the quick ratio. The acid-–test ratio is a variation of the current ratio and is measured calculated as follows::  
Acid-test ratio = 


The acid-test ratioThis ratio tells us whether a company’s current liabilities can be paid with those current assets that canare easily be converted into cash. The numerator excludes inventory and prepaid expenses, which might not be asare less readily converted into cash, but. The numerator includes marketable securities and accounts receivable, which can be quickly sold quickly if necessary. The acid-–test ratio is, of course, is lower than the current ratio, and it often isis often below 1.0. 
Solvency 
The debt-–to-–equity ratio of a company compares interest-–bearing debt to shareholder equity, and. It is an important measure of risk. Debt and equity are the two important sources of capital. When a company needs to grow the business, it usually requires some kind of financing. Debt plus stock issues (along with internally generated income retained in the business) are normally the only places to go for such financing. So Thus, the ratio of debt to total equity is useful because it is a ratio that indicates the relative importance of these two sources of financing in the business. The ratio is measured calculated as follows::
Debt-to-equity ratio =  


Note that risk is not necessarily intrinsically good or bad. However, What is important when investing in a companyit is important to knowknowing how much risk one is assuming when investing in a company. The debt-–to-–equity ratio is the most significant useful accounting ratio to for capture capturing the level of risk in a company from an investing investment point of view. Another way to measure the relative amount of debt is to divide it by the amount of total assets instead of by the common shareholders’ equity. This is called the debt-–to-–asset ratio and is measured calculated as follows:: 
Debt-to-asset ratio =  


Self-Check Questions
1. What is the correct formula to compute calculate the Acidacid-–test- ratio?
· Cash + Marketable Securities securities + Net Accounts accounts Receivablereceivable / Current Liabilities liabilities 
· Current Assets assets / Current Liabilities liabilities 
· Current Liabilities liabilities / Current Assetsassets

2. True or Falsefalse?: Ratios are commonly categorized into profitability, liquidity, and solvency ratios. TRUE

3. The acid-–test ratio is lower than the current ratio because::
· More more assets are considered in the numerator
· Fewer fewer assets are considered in the numerator
· Few fewer liabilities are considered in the denominator 
· More more liabilities are considered in the denominator 

6.3 Using Accounting Information in Valuation 
This final section covers several financial ratios that are important for understanding how accounting information is used by investors in valuing the a business. We present a discussion of the following cCommonly used ratios include : Ordinary shares (common shares) 
Shares known as ordinary, or common, participate receive in profita dividend for the period only after other types of shares ( such as preference shares) have participatedhave been paid a dividend. 

Eearnings-–per-–share (EPS) and p
Price-–to-–earnings (P/E) ratio.	Comment by Author: Please check whether the Ordinary shares  textbox can be removed, as it does not correspond to a term in bold in the text (alternatively, should it be moved to the subsequent page and the corresponding term in the text bolded?).

Earnings-per-share (EPS) is the most widely cited and most frequently predicted accounting measure. Considered by most many analysts to be the bottom– line measure of how a company has performed for over a period of time, it is  essentially, net income divided by the number of shares of common (voting) stock outstanding. All businesses must report basic earnings per share, which is typicallyusually referred to as EPS and reported under IFRS. Companies that have securities (such as convertible preferred stock) or contracts (such as employee stock options) that would dilute (reduce) the basic EPS computation calculation if they were converted to common stock will also report a fully diluted EPS measure. Both measures are ways to report the net income for the period on a per-–share-–of-–common-–stock basis. More specifically, we find that EPS has two common definitions according to IAS 33 (IASB, 2003c). 

Basic EPS is defined as the net income available to the common shareholders divided by the weighted average number of common shares outstanding during the period for which the earnings are measured. For example, assume that a corporation had 500,000 shares of common stock outstanding at the beginning of the year and that it issued another 300,000 shares of common stock on July 1. The company also has 200,000 shares of cumulative convertible preferred stock that pay 0.25 per share cash dividend per share each year. Net income for the year was $800,000. Basic EPS in this case would be computedis calculated as follows::


Basic EPS = 


Basic EPS = 





Basic EPS = 

Basic EPS = 
The net income of $800,000 net income is reduced by the $50,000 preferred stock dividend for the current year before it is divided by the weighted average number of shares of common stock for the period. EPS is the amount of net income per share available to the common stock shareholders. T, and the preferred dividend amount obviously is not available to the common shareholders, since the preferred dividend must be paid before any common dividends could arebe paid. 

Using Use of the weighted average number of ordinary shares outstanding during the period acknowldegesacknowledges that equity could may have been impacted by owner transactions throughtduring the reporting period  (IASB, 2003c). SpecifallySpecifically, we weight the number of outstanding shares by a weighting factor.  The weighting factor isis weighted by the number of days (or months) that the shares are outstanding in relation to the total number of days in the period (IASB, 2003c, 33.20).

Diluted EPS is defined as net income to common shareholders, adjusted for other dilutive securities and, divided by the weighted average number of shares of common stock equivalents, represented by the other dilutive securities for the period. Companies possessing convertible securities that could become shares of common stock in the future under certain conditions are said to have a complex capital structures, . Their capital structures are considered complex becauseas it is unclear how many shares of common stock effectively exist. For example, assume that, in addition to the information provided in the basic EPS caseexample above, you learned that the company’s preferred shares are trading at $8 EUR per share and the common stock is selling for $10 EUR. Further, you learnedYou also learn that the company’s preferred stock are is convertible into 200,000 shares of common stock at the end of the following year. If the market price of the common stock remains above that of the preferred stock, what is likely to happen at the end of the next following year? Unless the preferred shareholders are very attracted to by the 0.25 dividend, they are likely to convert their shares of preferred stock into shares of common stock. This would impact EPS, since as there would be an additional 200,000 shares of common stock outstanding. To make sureensure that common shareholders understand the potential for other securities to dilute their EPS, IFRS requires firms to also report diluted EPS present in the statement of comprehensive income basic and diluted earnings per share for profit or loss from continuing operations attributable to the ordinary equity holders (IASB, 2003c). For In our example, the computation of diluted EPS would be calculated as follows:: 



Diluted EPS = 



Diluted EPS = 

Diluted EPS = 

This measure tells the common shareholders that if the preferred shareholders had converted all their shares to common stock, the net income of for the current year would have been resulted ingive an EPS of only 0.94 if the preferred shareholders had converted all their shares to common stock. Thus, rReporting fully diluted EPS ensures that, if the preferred shareholders do convert in the future, the impact on EPS will not be come as a surprise to the common shareholders. Note that in the computation calculation above the preferred stock dividend is no longer deducted from the net income available to common stock, since the preferred stock is considered a common stock equivalent in the calculation of the denominator for fully diluted EPS. If the preferred stock was converted, no preferred stock dividends would be required. 


EPS is the denominator of another popular commonly used ratio, the Priceprice-–to-–earnings ratio (P/E) ratio. This ratio looks at the current stock price of the entity as a multiple of its the current EPS. The ratioIt is ccalculatedomputed by taking the stock price and dividing it by the EPS number (you can unless otherwise stated, assume diluted EPS was is used unless otherwise noted). The P/E ratio has becomeis so popular that it is part of the daily stock information provided by the popularin the general–interest press. 

Despite its popularity,Although it is quite popular, the P/E ratio is not easy to interpret. According to someMany analysts, feel that a high P/E ratio means that the market is bidding a high multiple of current earnings on the belief that future earnings will be higher (thereby reducing the ratio in future periods). In other words, some feel they associate a high P/E withis assigned to stocks that have good prospects for high growth in future earnings. However, there is no substantiative evidence to support this belief. Once of the problems with using a ratio such as P/E to make any long-–term judgments about a business is that EPS may vary considerably from year to year. 
Valuation
We can use tThe current EPS and P/E of a firm can be used to extrapolate the possible value of the stock going forward. This approach is although quite popular in the investment community due tobecause of its simplicity. However, it is, more  a rule of thumb and notrather than a guaranteed predictor of stock price performance. The approach works as follows:involves four main steps.
1. Take the current EPS and P/E ratio as of the firm as the base case scenario. When mMultipliedying these together (EPS * P/E) you should get thegives the current stock price of the firm. 
2. Take a lower and higher EPS value for your the firm, . These EPS numbers can either come from the analyst community that makes a living by forecasting EPS, or you may have from your own idea of how low/highhigh or low the firm’s EPS could be in the next year for your firm based on past trends or and industry outlooks. 
3. Gather a high and a low P/E ratio from two competitor firms. This step is at the heart of any multiple/ heuristics valuation: the. You value your firm is valued using comparable firms in the same industry, one which is values valued higher in the stock market and one which is valued lower in the stock market. 
4. You cCreate a valuation matrix for computing calculating the cross-–product of the values to generate a base, best–case, base, and worst– case scenarios for the stock price.

Below is an exampleThe table below gives the example of for Apple Inc. in Spring spring of 2021. Apple’s (AAPL) current stock price is was $120 US Dollars with a a current P/E ratio of 32.71 and an EPS of 3.69. Using competitor P/E ratio’s from competitors, namely Alphabet (high) and Dell (low), and high and low EPS estimates given by sell-–side analysts for the next following year, we can derive the following valuation matrix. In the best-–case scenario, Apple could would be trading at $171,  USD and in the worst– case scenario at $94 USD. As mentioned before, this sensitivity analysis is more a guideline rather than an exact stock prediction. However, this sensitivity analysis. Nevertheless, it plays an important role in helping analysts understand the value of the a stock. 

Exhibit 6.2 Earnings Pper S Share and Stock Price (P/E) Matrix	Comment by Author: Please check whether the number of decimal places shown in the below figure should be consistent.
[image: ]Source: Simon (, 2021)
Self-Check Questions
For all three questions, uUse the following information for all three questions. A company reports nNet income of $1.,027.,000 was reported for the year, and preferred dividends of $117,000 were declared and paid. On January 1, a total of 6,000,000 shares of common stock were outstanding. On July 1, a total of 120,000 shares of common stock were issued. On October 1, a total of 40,000 shares of common stock were purchased for the treasury. The preferred stock is convertible into 140,000 shares of common stock. The fiscal year– end is December 31. 
1. What is the weighted average number of shares for the year?
· 170,000
· 3,000,000
· 180,000
· 650,000
Solution: January 1 – June 30 (600,000 * 6/12 ) + July 1 – September 30 (720,000 * 3/12) + October 1 – December 31 (680,000 * 3/12) = 300,.000 + 180.,000 + 160.,000
2. What is basic EPS for the year?
· 1.4
· 1.58
· 2.0
Solution: (1,027,000 – 117,000) / 650,000
3. What is diluted EPS for the year?
· 1.3
· 1.58
· 2.013
Solution: 1,027,000  / (650,000 +140,000)











Summary

What is the role of accounting measures in determining the value of a business? What is the true value of the a business? These are two very important questions that for many investors and other decision– makers are anxious to answer. However, we must understand that we can never rRealistically, it is impossible to give a precise answeranswer these two questions precisely, partly because the . Part of the reason is that book value of a firm is does not equal to its market value of the firm. From our discussion in previous units, we know that accounting measures of assets and liabilities are not always equal to their fair market values. Our discussion of the Price-Earnings-RP/E ratio provides a useful framework for thinking about the relationship between accounting and market measures of value. EPS is based on net income, which includes many components that are directly related to the future performance of a company. Thus, combining the book value (assets minus liabilities) and EPS allows us makes it possible to estimate the true value of a business. 









Unit 7 – Accounting Illustrated – A Case studyStudy

Study Goals

On completion of this unit, you will be able to …

… Analyze analyze financial statements and company disclosures. conference calls
… Derive derive at a firm’s fundamental value using a multiples approach. 
… use accounting information to make an investment recommendation.












 7. Accounting Illustrated – A Case Study
Introduction 
The purpose of this unit is to provide you with the techniques, or technical skills, to help youfor systematically interpretation of accounting information. It all starts with extendingBy extending your current knowledge and understanding of preparing the preparation of accounting accounts, it will enable you to to interpreting the nuances in the accounting information provided, or disclosed, by a firm. While this unit focuses on the stock market, these skills are readily transferrable to all aspects of business. You will take the role of a fundamental investor. Fundamental investors distinguish price, from value. Price which is the cost of the investment, not its value. Vfrom value, which is is thethe investment’s true worth of the investment. Fundamental investorsThey anchor a valuation on what they know rather than on speculation. Much of what we know about ﬁrms is found in the annual report. Thus, we should base our valuation on the ﬁnancial statements. Financial statements are based on accounting principles that largely exclude speculative information, and t. The information contained in themthey contain are is audited. SoTherefore, while although investors should always test the quality of the information in the ﬁnancial statements, ﬁnancial statements are a good place to start when valuating ﬁrms (Simon, 20202021). Imagine you have some money saved up and want to invest in the stock market. Having gone throughFrom this e previous units,script  you understand the importance of understanding the a firm’s accounting information of a firm. You are considering investing in a firm whose products you are a very familiar with, and you have. You downlaodeddownloaded the annual report. , but hHow should you structure interpret all the information? What is the right approach to do the analysis? This chapter unit will walk you through the an analysis of the financial statements  analysis of a large multinational firm. 







7.1 Application of Accounting Principles 
Understanding the Bbusiness
In his seminal book The Intelligent Investor, One of the most well-known fundamental investors is Benjamin Graham (2003), known as the father of value investing,. He w rote the seminal book “The Intelligent Investor” in which he outlinesd the criteria investors should follow apply to uncover value in a stock (2003). We will follow his approach here. and apply it to a well-known company, Coca Cola. The valuation of every stock should start with an understanding of the opportunities and risks associated with the firm’s business model, and the necessary information can be found in the. You should start with the annual report the find these information. 
Ordinary common shares
Ordinary shares (common shares) participate in profit for the period only after other types of shares such as preference shares have participated. 

Although the focus of this course is the four financial statements, these are not the totality of the information that firms disclose. Firms are also required, and may choose, to disclose other information that may be important to various stakeholders but that cannot be reliably quantified in the financial statements. Examples include the management’s ideas and plans for the firm’s strategy, and certain long–term risks that are not quantifiable as liabilities. These matters may be discussed verbally or qualitatively in the firm’s annual reports, for example in the management discussion and analysis section, or discussed on conference calls with analysts. While this other information is, by definition, not part of the financial statements, it is an important part of the firm’s information environment.

Business Strategy
: In thisThe initial part of the analysis yields an understanding of the company’s industry and specific lines of business is gained (Simon, 20202021). Potential investors should research the business’ firm’s strategy for success and, most importantly, the sustainability of the profits generated by the that strategy, and. Also, investors need to get an understanding of the potential risks to this strategy. We will pick a major international firm toHere, we apply our knowledge to a major international company,– The Coca– Cola Company (here, Coca–Cola). Coca Cola was selected for this analysis as it is, which is one of the most recognizable brands in the world (Forbes 2020Swant, 2020), that consistently is features in lists of the top 50 list of companies to work for (LinkedIn Roth, 2017), and has remained long been popular with investors for a long time. In the case of Coca-Cola wWe can find the following information in the company’s annual report (The Coca-–Cola Company, 2020).
Business Model and Risks and Opportunities 
Coca-–Cola is the world’'s largest non-–alcoholic beverage company based on sales revenue (The Coca-–Cola Company, 2020). They It owns or licenses more than 500 non-–alcoholic beverage brands where the drinks rageranging from sparkling soft drinks, to dairy beverages and energy drinks.  Alongside this they haveIt also has the world’s largest beverage distribution system,s consisting which consists of independent bottling partners, wholesalers, and retailers, as well as the company– owned (or company–controlled) bottling and distribution systems (The Coca-–Cola Company, 2020). The company believes in having a wide range of products to meet the needs and preferences of all customers, and itsThe products are sold in over 200 countries. The company believes in having a wide range of products to meet all customers’ needs and likings. Any The organization’s stated objective is to “leverage their brand, financial strength, their unrivalled distribution system, global reach and strong commitment of the management […] to accelerate their growth and create value for their shareholders”. (The Coca-–Cola Company, 2020).	Comment by Author: Please add page number.
“Any organization’s objective is to leverage their brand […] to accelerate their growth and create value for their shareholders.”
[bookmark: _9tybmi609ue9]Risks 
 In its 10K form (Securities and Exchange CommissionSEC, 2021), the companyCoca–Cola lists 47 different risks that could possibly affect its financial results, going from the ones that each company could possibly face one day such asincluding changes in accounting standards, changes in laws and regulations, increases inan interest rates, increase  and fluctuations in foreign currency exchange rates for example. A relevant remark here is that The Coca-Cola Cthe company faces the same risks as its competitors do. We have deliberately chosen to highlight two risks that the company is facing, which are risks that have become increasingly important significant over the years.10k form
The 10-K is the form prescribed by the United States Securities and Exchange Commission (SEC) in the United States for annual reports. It provides rules thatto make annual reports uniform across firms. 



The first risk is health–related: “Obesity and other health-–related concerns may reduce demand for some of our products.” (The Coca-–Cola Company, 2020, p. 12). “Public debate and concern about perceived negative health consequences of certain ingredients, such as non-nutritive sweeteners and biotechnology-derived substances, and of other substances present in our beverage products or packaging materialsingredients, may reduce demand for our beverage products” (Coca-–Cola Company, 2020, p. 13). 
[bookmark: _aj9jw7p5na8d]The second risk is wWater scarcity and poor quality: “Wwater is a main ingredient in all of the company’s products, it is vital to the production of the agricultural ingredients on which its business relies and is needed in the manufacturing process. As the demand for water continues to increase around the world, and as water becomes scarcer and the quality of available water deteriorates” , the (The Coca-–Cola Company, 2020, p.age  14).
Opportunities 
The Coca-–Cola company faces has a number of opportunities, such asincluding strategic acquisitions in new business areas and shifting its focusa shift in focus from producing highly sweetened beverages to more healthiery ones. The stated objective of the company is to “execute its growth strategy centered around disciplined portfolio growth …; an aligned and engaged bottling system; and winning with its stakeholders—all supported by revenue growth management and brand-building initiatives… —to become more competitive and to accelerate growth in a manner that creates value for its shareowners” (The Coca-–Cola Company, 2020, p.age 8). Three main points should be noted:

· They believeThe company believes it they will capture value in the energy drink area and will continue working in collaboration with the “Monster Beverage Company” (The Coca-–Cola Company, 2020).
· They seeIt sees a huge significant opportunity for gaining market shares in the developing world, as only a quarter of what they drinks consumed in the developing world involves some sort of commercial drinksare commercially produced (The Coca-–Cola Company, 2020).
· They It acquisitioned acquired Costa Coffee in January this year2018 and they sees a huge substantial opportunity for the coffee and for starting to sellin sales of “ready-–to-–drink” coffee beverages (The Coca-–Cola Company, 2020).
A good way to structure risks and opportunities is using to use Porter’s’ (2008) Five five Forces forces Framework framework(Porter, 2008), which is shown in the figure below. 
[bookmark: _Toc44056826]Exhibit 7.1 Porter’s Five Five ForcesForces








Source: Simon (, 2021).
Porter’'s Five five Forces forces 
The framework of Porter’s five forces provides aA strategic map that to defines five the basic forces that determine the profit potential of an industry.


AAnalysis in terms of Porter’s five forces five forces analysis (Porter, 2008) helps us to better understand the competitive landscape in which operates The Coca-–Cola Companyoperates. All the forces that are presented in the Porter’s model are important for the company’s strategic planners of the company as well asand for potential investors, since it they represents the company’s inherent profit potential of the company.
Threat of New new Entrantsentrants
Coca-–Cola is a giant company and haswith a very strong position in its market, and it can reach achieve high economies of scale that is why it can be challengingare impossible for new entrantssmaller companies. This gives it a strong advantage to The Coca-Cola Company, in comparison toover new entrants on the market. Moreover, tThe industry in which Coca-Colait operates is a has high capital requirements industry. In order to reach a critical size, the new entrants will have to invest a lotheavily, not only. First, in the facilities needed to produce the products but also spend a lot in the Research and Developmentin R&D; field as the market is also a differentiation-–based market, that means the new entrants could notcannot start their business by selling exactly the same type of product as Coca-–Cola does. HoweverOn the other hand, the access to distribution channels through retailing and through suppliers of restaurants and bars is quite relatively easy for new entrants, who would face few problems in getting their. It won’t be such a problem for a new entrant on this market to get its products onto shop  the shelves and or served in bars.
Bargaining Power power of Supplierssuppliers
The ingredients needed for the production of Coca–Colathe company’s products are quite standardized and not differentiated from a one supplier to another. Therefore, it would be very easy for a the company like Coca-Cola to switch suppliers. 
Furthermore, aFurthermores mentioned before, as Coca-–Cola is a giant company within its industry and is producingproduces a tremendous quantity amount of beverages, the significant quantities of supplies it consumes make it. Coca-Cola is most likely considered as an important customer for its suppliers due to the important quantities consumed by the company. That is why TheThese factors give Coca-Colathe company company has a strong bargaining power on over its suppliers, forcing them to stay competitive and offering reasonable pricingprices.
Bargaining Power power of Buyerscustomers
The buyers of Coca–Cola’s products make frequent purchases of the products and they expect a good product quality. This has two main implications. First, this makes the buyerscustomers are less not price– sensitive, since it is a repetitivethe purchase is repetitive. Second, as the product differentiation has an important place on this market, the buyerscustomers won’t bewill not  able to find alternative products that match the quality and the characteristics of the Coca-–Cola Company’s beverages.
Threat of Substitute substitutesProducts or Services
There is a low level ofare few substitute products within the industry in which The Coca-–Cola Company operates. This is not only explained not only by the quite high level of differentiation in the market but also by the quality of the potential substitute products: a substitute product will either match the quality and the taste of Coca–Cola the products of Coca-Cola but haveat a higher price, or a substitute product won’tit will have a lower price but fail to match the quality but it will have a lower price in this case.
Industry rRivalry Among Existing Firms
Within the non–alcoholic beverage industry, there are very few, but big companies competing for market share, but they are all big. Thereby it isThis makes the environment a very competitive ;environment, where each competitor has a large market share, and thereby every strategic move will beis noticed by competitors. The competition does not have a strong impact on prices, since the brand and the reputation of the companies play a central role in the customer’s choice of product.

Self-Check Questions
1. Users of financial information are concerned with understanding the business strategy of the firm. Why?
· To assess the risks and opportunities of the strategy
· To help in forecasting of the financial statements 	Comment by Author: Please note that the meaning is unclear here. Consider revising.
· To better understand the competitive environment of the firm
· All of the above

2. True or Falsefalse?. The sustainability of profits refers to whether a firms can continue to earn the profits reported in prior periods. TrueTRUE

3. Please cComplete the sentence: Fundamental analysis is concerned with usinguses firms-–specific financial statement information to derive the true value of the firm. 

7.2 Analysis of Accounting Information 
Accounting Analysis
Accounting Analysis: Investors should next assess the degree to which the firm’s accounting methods chosen reflects the underlying business reality (Simon, 20202021). This can be done with usingthe DuPont ratio analysis. This The analysis should be done throughoutcarried out across time (horizontal analysis) and across competitors (peer analysis). In the case for Coca Cola the analysis would look like this:
DuPont Modelmodel
In order to better understand the fundamental financial position of The Coca-Cola Company wIn this case study wee are going to use the DuPpont ratio analysis. This will  to enable us to analyzeevaluate the companyCoca–Cola’s ability to increase its return on equityROE. In other words, The analysis it will help us to understand how the company can increase its return for investors. Finally, itIt will also enables us to compare the company to its most important competitors and determine whetherif it is worth investing in the company.
Net Profit Profit MarginMargin
[image: ]
Source: Simon (, 2021)
The nNet profit margin shows how much net income is generated for one each dollar of sales after interests and taxes. In the case of The Coca-Cola Company, this Coca–Cola’s ratio, which in 2017 was 3.4 percent,  stands is pretty higher in 2019,  last year withat 24 percent% net income generated from sales. However, the ratio stood at 3,4% in 2017. To sum up, tThe ratio seems to be growing year on year, and thewith an average of 15.66 percent overon the last five years is equal to 0,1566, which is a strong profit marginPM for a beverage company (The Coca-–Cola Company, 2020).
Total Asset Asset TurnoverTurnover
[image: ]
Source: Simon (, 2021)
This The total asset turnover ratio helps us to understand how effectively Coca-–Cola is using its assets to generate sales. The total asset turnover is impacted by large asset sales or purchases during the fiscal year. The ratio looks quite stable, with from  0,.472 in 2016 to and 0,.439 in 2019 (The Coca– Cola Company, 2020). Nevertheless, when having a closer look at Coca-Cola’sthe company’s financial statements oin the form 10-–K, we can form yields a better understanding the of the underlying current dynamic behind this ratio. In fact, during the pastIn previous years, the company had large amounts of cash, that were not invested in new assets (The Coca-–Cola Company, 2020). But However, there is a clear investing dynamic has emerging emerged during in the last recent years: cash has diminisheddecreased from $22.2 billion dollars in 2016 to $11.2 billion dollars in 2019, and other current assets have diminishedecreased from $9.5 billion dollars in 2017 to $1.9 billion dollars in 2019 (The Coca–Cola Company, 2020). The iInvestments have logically increased equally to an equivalent degree, because the amount in total assets still has remained stable over that timeduring the years. This explains aThus, a stable total asset turnover but hidesis hiding ann investment dynamic that in the company is undertaking.

Total LeverageLeverage
[image: ]
Source: Simon (, 2021)
This ratio assesses the ability of the company to meet its financial obligations. The total leverage ratio has grown from 3.646 in 2016 to 4.716 during the last yearsin 2019. This is explained by a decrease in equity and an increase in liabilities of the company during the last five yearsover that time.

Return on EquityEquity
[image: ]	Comment by Author: Please check whether the commas in the images should be decimal points.
Source: Simon (, 2021)
The return on equityROE enables us to see how well the company is creating profits for its shareholders. The company’s Its return on equityROE hit its a five-–year low in 2017 with 6.2 percent% due tobecause of a fall in net profit marginPM (The Coca-–Cola Company, 2020). However, over the whole periodOn the same period, the ROE of the company grew from 27 percent% to 50 percent%,  which is very attractive to investors (The Coca– Cola Company, 2020). This is increase was due mainly due to an increases in net profit marginPM and total leverage during the period. In comparison the context of to the S&P 500 firms’ average ROE of 14%,  percent, the ROE of Coca-– Cola is in the top tier (S&P Global, 2021).


Exhibit: 7.2 Trend chartChart
[image: ]
Source: Simon (, 2021)
Return on AssetsAssets
[image: ]
Source: Simon (, 2021)
Return on assets ROA shows the profit realized in as a proportion of the assets employed by the firm. We can clearly see that tThe overall return on assetsROA increased from 2016 to 2019, with a low peak point in 2017 due tocaused by a lower profit margin, . In 2019 the ROA of Coca-Cola hit itsand a five-–year high with of 10.5 percent% in 2019 (The Coca–Cola Company, 2020). It This underlinesis consistent with the return from the investments made by the company during the lastin recent years, as mentioned before in connection within the total assets turnover.




Summary of model and competitor comparison
Eventually wWe have to also want to compare these Coca–Cola’s ratios with those of a competitor operating in the same market. The table below is filled withshows the ratios from for the company’sits biggest competitor,: PepsicoPepsiCo. We can see in this table that table thatthat in the past Coca-–Cola had a lower ROA lower thatthan its rival Pepsico in the past. However, since 2018 Coca-–Cola is leading aheadhas been in the lead, with 2%  percent more ROA in 2019, at 10.5% for Coca-Cola and 8,5% for Pepsico (The Coca–Cola Company, 2020). This higher return on assets shows thatIn other words, for every dollar invested in assets, Coca-–Cola gets a higher return than PepsicoPepsiCo. Coca-–Cola is also leading the race in the areaterms of profitability with an increasing net profit marginPM, and  becoming higher and higher through the years, whereas the one of PepsicoPepsiCo’s profit margin fell during in 2019 (The Coca–Cola Company, 2020). 


Exhibit: 7.3 Ratio ComparisonComparison
[image: ]Source: Simon (, 2021)	Comment by Author: Please note that “Pepsico” should be “PepsiCo”.
The DuPont model below uses the 2016 numbers. 
Exhibit 7.4 DuPont ModelModel
[image: ]Source: Simon (, 2021), based on Dechow et al. ( 20212011)

Benjamin Graham’s Criteria
Graham (2003) proposed ten ten criteria that investors should look at before making stock investment decisions: five. The criteria are divided into “cheapness” factors and five “quality” factors(Graham, 2003). The first five factors capture the “cheapness” of a stock.
The five cheapness factors are as follows:
1. Earnings–to–price ratio that is double the AAA bond yield	Comment by Author: If this is the same as “price-to-earnings”, please change to “P/E”.
2. P/E ratio of the stock less than 40 percent of the average P/E for all stocks over the last five years
3. Dividend yield greater than two–thirds of the AAA corporate bond yield
4. Stock price less than two–thirds of tangible book value
5. Stock price less than two–thirds of net current asset value, defined as liquid assets including cash minus current liabilities (Graham, 2003)

 You will probably recognize that the first five factors are all measures of  “The cheapness”. The first two cheapness factors compare a firm’s Stock stock Price price to and Earnings per shareEPS (P/E) ratio to an save investment recognized as safe, such as an like AAA bond yield, and the current  P/E compared to a benchmark of all stock’s P/Es. If the P/E is attractive compared to a safe investment or lower than the P/E of other stocks, Wwe should probably invest in the itstock if the P/E is attractive compared to a save investment or is lower then other stock’s P/E. The next remaining three cheapness factors compare a stock’s price to accounting measures of value. Taken together, these first five factors are all suggestingsuggest buying to buy  stock in companies whose stock prices are cheap low relative to measures collected from historical financial statements (Lee, 2014).
6. Earnings to price ratio that is double the AAA bond yield
7. Price to earnings (P/E) ratio of the stock has less than 40% of the average P/E for all stocks over the last 5 years
8. Dividend Yield > two thirds of the AAA Corporate Bond Yield
9. Stock Price < two thirds of tangible book value
10. Stock Price < two thirds of Net Current Asset Value, where net current assets value is defined as liquid assets including cash minus current liabilities
11. 
Criteria six through tenThe other five criteria do not refer to the firm’s stock price; they are pure accounting measures as they do not refer to the firm´s stock price. These criteriaof the can be considered as a firm’s quality of accounting financial information. 
12. Debt-–to–equity ratio (book value) less than 1
13. Current assets greater than twice current liabilities
14. Debt less than twice net current assets
15. Historical growth in EPSs (over the last 10 ten years) less than 7% percent
16. No more than two years of declining earnings over the previous 10 ten years (Graham, 2003)
In essence, the accounting numbers are compared to other accounting numbers. Measured Measures 6 through 8 look at a firm’s leverage as well asand short-–term solvency. Measures 9 and 10 look at a firm’sits historical earnings growth rate and the persistence of that growth rate. Graham wants to buyrecommended buying firms with low leverage, high solvency, and a high and consistent rate of earnings growth maintained over a longer period of time. Quality firms, according to Ben Grahamon this approach, are those with high and steady growth, low leverage, and good liquidity (Lee, 2014).
17. Debt-Equity Ratio (Book value) must be less than one
18. Current Assets > Twice Current Liabilities
19. Debt < Twice Net Current Assets
20. Historical growth in EPs (over the last 10 years) < 7%
21. No more than two years of declining earnings over the previous 10 years

[bookmark: _nrkduivkuj27]Measures of CheapnessCheapness
All the financial data needed to calculate the measures of cheapness can be assessed accessed through through the database Business Source Premier database WISO on the IU library site (Business Source, 2022).WISO, 2021). The stock market data (stock price) can be accessed from YahooFinance.com under historical data (NYSE, 2019). In the case of Coca–Cola, those sources yield the following data:
	Stock price on average, 2019
	$50

	Basic EPS fiscal year, 2019
	$2.09

	Dividends per share, 2019
	$1.60

	Average P/E of S&P 500 
	29.32

	Average AAA bond yield
	2.37%

	
	




. collected on the 6th of October 2020 from Yahoo.Finance (Yahoo.Finance.com).
Cheapness Measures for Coca-Cola
[image: ]
Source: Simon (, 2021)
Earnings-to-price to Price  Ratio ratio and bond yield	Comment by Author: If this is the same as “price-to-earnings”, please change to “P/E”.
· Earningsearnings– to– price ratio of the companyCoca–Cola: 4.,18%	Comment by Author: If this is the same as “price-to-earnings”, please change to “P/E”.
· AAA bond yield over the last 10 ten years: 2.37%
· 2*twice bond yield = 2.37 * 2 = 4.74%
· EPR < 2* twice AAA bond yield	Comment by Author: Please define at first mention, unless you are certain readers will be familiar with the abbreviated form.
Considered theThese numbers aboveshow that, the Coca–Cola EPR is lower than two timestwice the AAA bond yield. Therefore, the stock is not considered as cheap.
P/E compared to other stocks
· P/E of the companyCoca–Cola: 23.915.58
· P/E average of the other stocks: 29.32
· P/E of the company (23.915.58) > 60% of 29.32
Considered the numbers above,These numbers show that the P/E of the Coca–Cola shares has was not less than 40 percent% of the average P/E of all other stocks in the S&P 500. Therefore, the stock is not considered as cheap. The average P/E ratio of the S&P 500 over the last five years can be accessed via NASDAQ (2022).

Dividend yield to bond yield
· Dividend dividend yield of the companyCoca–Cola: 3.32%
· AAA bond yield, 10 ten years: 2.37%
· 3.32% > 2/3 * 2.37%
Considered the numbers above,These numbers show that the dividend yield of the company is higher than two– thirds of the AAA corporate bond yield. Therefore, the stock is considered as cheap. The bond yield for AAA bonds in the US is from Moody’s (2022).
Price and tangible book value
· Price price of the Coca–Cola stock: 49.59$50
· Tangible tangible book value per share: -2.32
· Price price > two– thirds of TBVPStangible book value per share
Considered the numbers above,These numbers show that the price per share is higher than two– thirds of the tangible book value per share. Therefore, the stock is not considered as cheap.
Price and Net net current asset value
· Price price of the Coca–Cola stock: $49.5950$
· Net net current asset value per share: -9.68
· Price price > two– thirds of NCAVPSnet current value per share

Considered the numbers above,These numbers show that the price per share is higher than two– thirds of the net current value per share. Therefore, the stock is not considered as cheap. The financial statement information from Coca–Cola can be found in the annual report (The Coca-–Cola Company, 2020) and in Business Source (2022). 
Measures of Quality



Measure of Quality
Quality Measures for Coca-Cola

[image: ]
Source: Simon (, 2021)
Debt-to-Equity equity Ratioratio
· Ddebt– to– equity ratio of the companyCoca–Cola: 1.674
This ratio is higher than 1, and therefore . Tthe stock is not considered as a q“Quality stock”.
Current Assets assets and Current current Liabilitiesliabilities
· cCurrent assets of the companyCoca–Cola: $20, 411, 000, 000$
· 2 *twice current liabilities: 2 * $26, 973, 000, 000 = $53, 946, 000, 000$
The current assets are not higher than twice the current liabilities, and therefore t. The stock is not considered as a “Qquality stock”.
Debt and Net net Current current Assetsassets
· dDebt of the companyCoca–Cola: $27 27,516, 000 ,000
· 2 *twice net current assets: 2 * ($6 6,562 562,000 000,000) = ($13 13,124 124,000 000,000)
The debt of the company is not lower than twice the net current assets, and therefore the. The stock is not considered as a q“Quality stock”.
Historical growth in EPS
In the case of The Coca-Cola Company, the earnings per shareEPS grew by 40.8%  percent during the last 10 ten years, from $1.47 in 2009 to $2.07 in 2019 (The Coca–Cola Company, 2020). The This historical growth over the last 10 years is higher than 7% percent, and therefore t. The stock is considered as a “Qquality stock.”. (The Coca-Cola Company, 2020)
Declining earnings Earnings 
[image: ]
Source: Simon (, 2021), based on The Coca–Cola Company (2020)
Declining earnings
In the past ten years, tThe company has had twice two- successive years successive of declining earnings, in the past 10 years – from 2013 to 2014 and from 2016 to 2017 (The Coca–Cola Company, 2020). T. Therefore, the stock is not considered as a “Qquality stock”-.
Name of Graphic TBC 11

[image: ]
Source: Simon, 2021

Relationship between Between Cash flow Flow from Operations and Net incomeIncome
Financial Analysis: Now wWe can use the analysis of accrual vs.versus cash flow analysis to evaluate the earnings quality of the business (Simon, 20202021).  Investors should definitely look at several years of data. Also, an interpretation of the Statement of Cash Flow for the firm - where do they generate cash? Has this changed over time? Is this consistent with the stage of life your firm is in? - is important at this point of the analysis.
We learned that tThe accrual accounting process embeds estimates of future cash flow into current net income, and as a consequence thatso the current period net income is often a very good predictor of future operating cash flow. Thus, weWe therefore next examine how CFO and Net net Income income have moved over the last few years, again using.  numbers collected from the annual report (The Coca–Cola Company, 2020).
An important step when conducting a financial analysis is assessing the earnings quality. Simply put, it is—that is, the difference from between net income and cash produced from operations. A high quality of eEarnings can be seenquality is regarded as high when the net income does not much differ greatly from the cash flow from operations, as this shows that. In other words, the company does not relyis not relying on risky accruals to boost up its net income. In the contraryH, high accruals could possibly indicatemean a low quality of earnings, but although this is not necessarily the case. 
To determine the earnings quality, we fFirst, we need to calculate the company’s accruals of the company: ($000) . The cash flow from Coca–Cola’s operations and the its net income seem to be correlated, as they are increasinghave been increasing and decreasing simultaneously. TThe difference between cash from operations and the net income is increasinghas increased throughout over the years;. Coca-Colathe company is conducting an investing investment strategy during the last years and isand burning its cash, which. This generates negative cash flows in cash from investing. Moreover, theThe company is also decreasing its debt, this which explains the negative cash flows from financing.
Name of Graphic TBC 12Quality of Earnings Calculation

[image: ]
Source: Simon (2021), based on The Coca-–Cola Company (2020)

Exhibit 7.5 Earnings QualityQuality of Earnings Graph
[image: ]
Source: Simon (, 2021)
Self-Check Questions
1. True or Falsefalse?. Cash flow– based valuation models are more reliable because managers cannot manipulate cash flow.  FalseFALSE	Comment by Author: Compared to what, exactly? Please consider revising to make the meaning clearer here.

2. Earnings-–to-–price ratio is calculated as	Comment by Author: If this is the same as “price-to-earnings”, please revise as such for consistency with terminology used elsewhere.
· Current current year’s earnings divided by last year’s stock price
· Current current year’s earnings divided by current stock price
· Last last year’s earnings divided by current stock price

3. True or fFalse?. Quality firms, according to Ben Graham (2003), are those firms that have high and consistent growth, low leverage ratio, and solid liquidity. TrueTRUE

7.3 Recommendations based Based on Accounting Information 
Forecasting: NextWhen forecasting, you shouldit is important to listen to the company’s most recent conference call. What revenue, earnings and earnings growth guidance do they give? Have their recent results be inline with analyst expectations (have a look at what analysts forecasted)? It is recommended to pay attention to some of the  “tough” question the firm was asked during the conference call. What was management’s’ response? Also, iInvestors should get also obtain access to a  recent analyst report and look for information on: forecasted earnings, earnings growth, and the price targets (Simon, 20202021). This topic goes beyond the scope of our course, but note that. However, benchmarking your analysis to the findings of investment professionals is very important for fundamental analysis. Conference calls 
The quarterly presentations that publicly listed firms are required to engage in with the investment community to present their quarterly financial results is known as a conference call. These events calls are open to the public and. The conference call concludes with a Q&Aquestion-and-answer session in which invited analysts can ask the management team questions on about the results.

Valuation: Finally, Now we can use the P/E multiple to produce derive an estimate of the firm’s value.  Focus on the value of a share of common stock in that company and compare your valuation to the valuation of a competitor firm. You may also want to conduct a sensitivity analysis by varying your earnings numbers and the multiples applied (Simon, 20202021).

Valuation Ratios
We will now compare the estimated intrinsic value per share of the firmCoca–Cola to the different estimation of the market using . We will use the P/E ratios of two competitive firms: that are Dr Pepper (P/E of = 21.45; ) NasdaqGS, 2019a). and Monster (P/E of = 36.93; )NasdaqGS, 2019b).. We also will also use the lower and the higher EPS analyst forecasts of the analysts. In addition, weand the are going to use the current P/E and EPS of the firm.see WISO, 2021)Yahoo.Finance.com).

Exhibit 7.6 Valuation MatrixMatrix

[image: ]
Source: Simon (, 2021)

The estimated intrinsic value of a share is $46.69$, which. This stands just below the the firm’s current share price of the firm. It also standsand just in the middle of between the low estimation and the current estimation in the table above. From this point of view, we assume the stock is at itsThis finding would justify the conclusion that the stock is at its faire price, with a little small deviation of 5 percent%, or the conclusion that. We could also assume that it is a just a littleslightly overvalued.
[bookmark: _qwiug6rt5cty]Thoughts and final Final recommendation  Recommendation
Investment Summary: We can now summarize your the analysis by giving an investment recommendation (e.g. strong buy, buy, hold, sell, or strong sell). Is there somethingWe can also consider any factors in addition to the accounting analysis (such as news events) that made you givemight inform that the recommendation (e.g. news events) (Simon, 20202021). 
On the 7 October 7, 2020, the Coca–Cola shares was were selling at $48.94$ (NYSE, 2020). The value of a share that we estimated is was quite considerably lower at $46.69$. Therefore, we consider the stock as to be correctly valued by the market. With a difference of less than 5 percent, we canno’t say the stock is overvalued with a difference of less than 5 percent. It may have been prudent to sell (and to avoid buying) Coca-–Cola stocks during the height of the COVID-–19 pandemic and, gi(and, by that same token, avoid buying it). Given the unpredictable length of a pandemic, it is impossible to anticipate precisely predict when the market will be less susceptible to excessive market volatility. A stock such as that of the Coca-–Cola Company will most certainly be (at least somewhat) negatively affected to some extent by global events such as pandemics. RegardlessNonetheless, these stocks are expected to rebound;, i.e.,  they often come out ofemerge from such events even stronger. Thus, a drop in share price would be a perfect opportunity to buy this stock and keep it long- term. Thus, the average analysts’ recommendation stands onis “buy.”. However, their their analysis is only taking into accountis based on the last quarter’s results and the consolidation of the sales volume. T. They emphasize that the Q2 2020 results of 2020 were not hit affected by the pandemic as one had thoughtto the extent expected.
Self-Check Questions
1. What would beis the implied stock price of a firm with a P/E ratio of 25 and an EPS of 2 per share?
· 25
· 2
· 50

2. True or fFalse?. Conference calls are required quarterly or annual communications with investors to share the firm’s financial results. TrueTRUE

3. Please cComplete the sentence: Stock recommendations are generally grouped into strong buy, buy, hold, strong sell, and sell. 

Summary
The main role of accounting is to provide investors with information to investors to help them in their decision process. Whether to invest in or divest in from a company’s stock is an important decision on the mind on for most potential investors. In this unit, we learned one approach, - fundamental analysis, that - investors can use to analyze a firm’s annual report and assess the its investment potential of a firm. Fundamental analysis follows consists of three main steps: (I1) understanding a firm’s business strategy and the concomitant risks and opportunities to come along with it, (2ii) accounting analysis to calculate financial ratios which that can be compared across time and competitors, and (3iii) financial analysis which that includes forecasting financial information and using them it to value the firm. Investors can use this analysis framework relying based on fundamental accounting information to make an investment decision for the long run.
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