Transactions, Recording/Summarizing/Categorizing, and Financial Statements
1. Transactions are any business event/activity that can be MEASURED IN MONETARY UNITS and HAS AN ECONOMIC IMPACT ON THE FIRM.

a. Transactions are recorded, summarized and categorized using a system of journals and ledgers – we don’t have to worry about those except to understand the structure of the accounting information system.

2. All business transactions can be associated with one of the following three kinds of ‘activities’

a. Financing activities – acquiring capital from investors or creditors, and payments to those same parties

b. Investing activities – using capital to acquire long-term assets (primarily) and/or generate additional income not directly related to ongoing operations (e.g., marketable securities for interest/dividend income using cash not needed in operations)
c. Operating activities – develop, produce, distribute and sell goods or services – these are the normal and ongoing revenue and expense transactions associated with the business operations.

d. Notice that each of these activities is associated with particular portions of the system of accounts:

i. Financing activities involve changes to Long-term liabilities and contributed capital equity.

ii. Investing activities involve changes primarily to Long-term assets and current assets not directly related to ongoing operations

iii. Operating activities involve changes to current asset and current liability accounts that are related to operations, as well as all revenue and expense accounts.  And remember, revenue and expense accounts are related to Retained Earnings in equity.
3. The summarized results of all transactions for a given accounting period are posted to the system of accounts and update existing balances (see handout from week 2 “Common Accounts and Classifications used in Financial Reporting – that is a simple ‘system of accounts’ and their categorizations).  The resulting ending balances in the system of accounts are organized and reported on financial statements.  Financial statements are prepared at least once a year, and some businesses prepare them monthly and quarterly also.

a. Balance sheet (aka Stmt of Financial Position)– again – is a picture, at a point in time, of what resources the firm owns (what are the investments – both long-term and current) and what the sources of financing for those investments are.  It is an ACCRUAL BASIS statement.  A = L + E

b. Income statement (aka Statement of Operations) shows profitability of the firm over a period of time (monthly, quarterly or annually). It is an accrual basis statement.  Revenue – Expenses = Net Income/Loss
i. Revenues are increases in assets (cash, a/r, or other increase in assets OR decrease in liability as a result of sale of goods/services)

ii. Expenses are the costs incurred in order to generate revenues.

c. Statement of Stockholders’ Equity (aka Stmt of Changes to Stockholders’ Equity)  shows changes in the net ownership share – equity.  This statement explains how and why equity has changed from one accounting period to the next.  Beginning Equity +/- changes to each equity account = Ending Equity.  It is an accrual basis statement.

d. Statement of Cash Flows is NOT an ACCRUAL BASIS statement.  This statement  This statement explains how and why the cash account balance changed over a period of time.  

i. The Ending Cash Balance on the Statement of Cash Flows will be the EXACT SAME NUMBER as the ending balance in the Cash account on the Balance Sheet.  This is called Financial Statement articulation.

ii. The 4 financial statements are linked to one another and are a complementary SET of statements.  Data presented on one statement is used to prepare and explain parts of other statements.

1. The income statement is prepared first.  Net Income/Net Loss on the Income Statement feeds into the Statement of Stockholders’ Equity to complete the preparation of that statement.

2. The total from the Statement of Stockholders’ Equity feed into the Balance Sheet to complete the Equity section.

3. The Statement of Cash Flows is the final statement prepared and it uses information from all three other statements to explain changes in the Balance Sheet Cash account.

4. Accrual VS. Cash Basis of Accounting

a. Accrual basis of accounting records transactions WHEN THEY OCCUR, even if no cash changes hands at that point.

b. Cash basis of accounting records transactions when cash is paid or received.

c. FASB requires accrual accounting in order for financial statements to be in accordance with GAAP.

d. Draw timeline of inventory acquisition and eventual sale.

i. Inventory ordered

ii. Inventory received

iii. Inventory paid for

iv. Inventory processed into saleable product

v. Order received from customer to buy product

vi. Product delivered to customer

vii. Customer payment received

e. At what points in the above sequence are transactions recorded in the system of accounts?  Remember definitions from handout

i. Assets are resources owned by the entity

ii. Liabilities are debts/obligations owed and represent claims against assets

iii. Equity is the residual claim that owners have after subtracting liabilities from assets

iv. Revenues increase assets or decrease liabilities as a result of sale of goods/services.  Revenue increases Retained Earnings, and therefore Equity

1. Revenue recognition principle – revenue is recorded when 1) it has been earned and 2) when it is reasonably certain to be collected

v. Expenses are costs incurred to produce/generate revenue.  Some expenses are directly traceable to sales – the cost of inventory.  These are PRODUCT costs, and they are recorded as Inventory until the time goods are sold and then these costs “expire” and are deducted from Inventory and recorded as Cost of Sales.  Some expenses are NOT directly traceable, but the represent costs necessary to generate revenue – rent, utilities.   These are PERIOD costs and they are NEVER recorded as assets but are expensed in the period the cost is incurred. Expenses decrease Retained Earnings and, therefore, Equity.
1. Matching Principle is really the basis for accrual basis accounting. ALL expenses incurred to generate revenue of a given accounting period need to be recorded in that same accounting period, even if cash is not paid/received in that period.

a. Cost of Sales is MATCHING cost of inventory to the sale of inventory in the same accounting period.

b. Some costs are paid ahead of time – prepaid rent.  If a cost is paid for a future period then that cost is an asset (Prepaid Expenses) until the period the cost “expires”.  Then the asset is decreased and an appropriate expense is recorded (Rent Expense).

c. Some costs of an accounting period are incurred BEFORE they are paid for – wages payable.  The cost is recorded as an expense (Wage Expense) but, because it hasn’t been paid for it also represents an obligation – a liability.

Example:  Charles Chump plans to sell caps at the 2010 Olympic Games outside one of the venues.  The sales price and expected costs to be incurred are:


Sales price per cap



$15


Cost per cap




$ 8


Fee for renting sales booth for 1 day

$200

Charles purchases 100 caps and pays cash for them.  On the first day he sells all 100 caps.  He is paid in cash for 30 caps and has credit card receipts for the other 70 caps sold.  The fee for the booth has to be paid at the end of the week.  Charles can prepare an Income Statement for that first day using either the accrual or the cash basis of accounting.





Accrual




Cash

Sales


$1,500   (100 *$15)


        $450   (30 * $15)
Less Expenses


Cost of caps
$800





$800


Booth fee
$200





 - 0 –


Total Expenses
$1,000





$800


Net Income
$500



Net Loss
($350)

Which is more useful?  Most users want both kinds of information.

When all 4 financial statements are prepared, users get BOTH cash and accrual information.  Balance sheet, Income Statement and Statement of Stockholders’ Equity are accrual basis statements and Statement of Cash Flows is cash basis.

ACCRUAL BASIS – Revenue recognized when EARNED




Expense recognized when INCURRED

CASH BASIS – 




Revenue recognized when CASH IS RECEIVED




Expense recognized when CASH IS PAID
