
Chapter 1  
Objective of Accounting: 

1. To identify and measure activities of a business entity in order to evaluate 
its performance and to assess its financial health 

2. To communicate the results to stakeholders (managers, investors, 
creditors, regulatory bodies, etc.) using financial statements to help them 
make rational economic decisions 

 
Four Financial Statements 
·       Business documents that companies use to report the results of their activities to 

various user groups 
·       Accounting system produces 4 statements: 

1. Income Statement 
2. Statement of Retained Earnings 
3. Balance Sheet 
4. Statement of Cash Flow 

 
Who Uses Accounting Info? 
·       Managers: make business decisions 

o   Oversees day-to-day operations of the business 
o   Set goals, evaluate goals, and take corrective action 

·       Investors: individuals/groups who provide capital to finance a business’ activities by 
purchasing ownership interest 

o   Makes profit through 
1. Sell shares in the future for a higher price 
2. Receive dividends 

o   Also called shareholders since they own shares of the business 
o   Decide whether to invest in a business, evaluate an investment 
o   How much they could earn; what is the return 

·       Creditors: provide capital to finance a business’ activities by lending money 
o   Evaluate a borrower’s ability to pay back loans 

·       Gov’t and regulatory bodies: ensure organizations follow accounting rules and pay 
the correct amount of taxes 

·       Individuals: make investment decisions 
·       Not-for-profit organizations: use accounting in the same way as for-profit 

organizations 
 
Two Types of Accounting Info 
1. Financial Accounting 

 
 
 
 



o   Provides info for internal and external users 
o   Internal: managers, investors 
o   External: creditors, gov’t, the public 
o   Must be relevant for the needs of decision makers and must faithfully 

give an accurate picture of the entity’s economic activities 
2. Management Accounting 

o   Provides info for internal users only 
o   Ex: budgets, forecasts, projections 
o   Must be accurate and relevant 

 
Forms of Business Organization 

  Proprietorship Partnership Corporation 

Owner Single owner 
(proprietor) 

2 or more owners 
(partners) 

Usually many owners 
(shareholders) 

Personal Liability 
of Owners 

Unlimited liability Usually unlimited 
liability 

Limited liability 

Size of Business Small retail stores 
Solo providers of 
professional 
services 

Can be small 
companies or big 
firms 

Mostly large 
multinational 
corporations 

  
Generally Accepted Accounting Principles(GAAP) 
·       Specify standards for how accountants mush record, measure, and report financial 

info 
·       Canada has 2 sets of GAAP 

1. Public companies must use IFRS 
2. Private companies can either use IFRS or ASPE 

§  Most use ASPE b/c IFRS is costly and complex 
·        Having standardized format and principles make it easy to compare between 

companies 
·        U.S GAAP: set by FASB; followed by all American companies 
·        IFRS: set by IASB; used in more than 100 countries 
·        If private Canadian companies want to go public, they might start using IFRS 
 
Income Statement 
·       Also called the statement of profit and loss 

 
 
 
 



·       Measures a company’s operating performance for a specific period of time 
·       How well did the company perform during a time period? 
·       Revenue – Expenses = Net Income/Loss 
·       Total Income: revenue + gains 

o   Revenue: earned by a company during its ordinary day-to-day 
business activities 

§  Ex: Sales Revenue, Fees Revenue, Interest Revenue, Rent 
revenue 

o   Gains: earned from peripheral business activities 
·       Total Expenses: expense + loss 

o   Expenses: incurred in the course of ordinary business activities in 
order to earn the revenue 

§  Ex: Cost of sales, Salaries expense, rent expense 
o   Losses: incurred from peripheral activities 

 
Statement of Retained Earnings 
·       Reports changes in retained earnings during the same period covered by the income 

statement 
o   Net income/loss flows from income statement to the statement of 

retained earnings 
·       Retained Earnings: represents the company’s accumulated net income less net 

losses and dividends declared 
o   If revenues > expenses, positive retained earnings 
o   If revenues < expenses, negative retained earnings 
o   Net income increases retained earning; net loss decreases retained 

earnings 
 
Balance Sheet 
·       Also called the Statement of Financial Position 
·       Reports a company’s financial standing as at a specific date 
·       A snapshot of the company’s financial position at a particular point in time 
·       Assets: economic resources owned by a business that can bring future benefits 
·       Liabilities:  debt the business owes that is expected to be paid off in the future using 

some of the business’ assets 
·       Shareholders’ equity(net assets): owners’ remaining interest in the assets of the 

company after deducting all its liabilities 
o   Made up of share capital and retained earnings 

·       The accounting equation: Assets = Liabilities + Shareholders’ Equity 

 
 
 
 



    

Sales 
·       If sale price > market value, gain 
·       If sale price < market value, loss 
·       Merchandising company: sales revenue 
·       Service company: service revenue 
 
Statement of Retained Earnings 
·       Net income/loss flows from income statement to statement of retained earnings 
·       Net income increases retained earnings 
·       Net loss decreases retained earnings 
·       Dividends decreases retained earnings 
·       Ending retained balance is carried over to shareholders’ equity 

o   Ending balance of one year is the beginning balance of the next year 
·       Ending retained balance goes into the balance sheet 
 
Balance Sheet/Statement of Financial Position 
·       Shows the financial statement at a point in time 
·       Assets: economic resources 

o   Current assets: expected to be converted to cash within a year/the 
business’ operating cycle (whichever is longer) 

o   Non-current assets: will be held longer than 1 year 
***listed on the balance sheet in order of LIQUIDITY! *** 

·       L + SE: sources of financing economic resources 
o   L: financed by creditors; debt financing 
o   SE: financed by shareholders; equity financing 

 
Statement of Cash Flows 
·       Reports a company’s cash receipts and payments for the same period covered by 

the income statement 
o   Shows whether cash increased or decreased during the period 

·       Measures cash receipts and payments for 3 major activities: 
1. Operating activities: main revenue producing activities of a company 

§  Cash receipts: from company’s sales of its primary 
goods/services 

§  Cash payments: to suppliers and employees for the 
goods/services they provide to generate these sales 

§  Results in net income/loss 

 
 
 
 



§  The most important; the company’s main source of cash 
2. Investing activities: purchase and sale of long-term assets used to 

generate future income and cash flows 
§  Second most important after operations 

3. Financing activities: activities resulting in changes in the size and 
composition of a company’s contributed equity and borrowings 

§  Ex: issuing shares, pay dividends, borrowing, etc 
***Statement of Cash Flows is based on the cash basis of accounting, but the Income 
Statement is based on the accrual basis of accounting, thus revenues reported do not 
always equal cash collected, and expenses reported do not always equal cash paid. 
Therefore, net income does not usually equal to the operating activities reported 
in Cash Flow Statement*** 
  
Notes to Financial Statements 
·       All financial statements should be accompanied by notes 
·       Provides the reader with supplemental info about the financial condition and results 

of operations of the company 
·       3 types of notes: 

1. Describe accounting rules applied 
2. Present additional detail about an item on the financial statements 
3. Provide additional information about an item not on the financial 

statements 
 
Accounting’s Conceptual Framework 
·       Objective of accounting: to provide financial information about the reporting entity 

that is useful to existing decision makers 
·       Characteristics of useful accounting information: 

1. Relevance 
§  Material information with predictive/confirming value 

2. Faithful representation 
§  Complete, neutral, and accurate 

·       Features impacting the degree of usefulness: 
1. Comparability 

§  Information must be comparable across time and other 
companies 

2. Verifiability 
§  Capable of being checked for accuracy, completeness, and 

reliability 
3. Timeliness 

 
 
 
 



§  Information must be made available to users early enough to help 
them make decisions 

4. Understandability 
§  Report info in clear and concise manner 

·       Going-concern assumption: entity will continue to exist indefinitely 
·       Separate-entity assumption: a business is a separate economic unit 
·       Historical-cost assumption: assets recorded at purchase price 
·       Stable monetary unit assumption: dollar’s purchasing power is stable over time 
 
Practice Problems 

1. Given the changes in the following accounts, describe their effects on 
Shareholders’ Equity. 

a. Increase in expenses 
b. Issued 3000 more shares 
c. Paid $5500 dividends 
d. Loss on sale of equipments 

2. Classify whether each account is Assets(A), Liabilities(L), or Shareholders’ 
Equity(SE） 

a. Accounts receivable 
b. Prepaid utilities 
c. Accrued revenue 
d. Dividends 
e. Interest payable 
f. Unearned revenue 
g. Depreciation expense 

 
Answers: 

1. Decreases SE; increases SE; decreases SE; decreases SE 
2. A; A; A; SE; L; L; SE 

  

 
 
 
 



 
Chapter 2 

Common Types of Accounts 
·       Transactions: events that have a financial impact on a business and can be 

reliably measured(has a money value) 
·       Account: a basic component of an accounting system that is used to record the 

monetary effects of a company’s transactions on its assets, liabilities, and 
shareholders’ equity 

 
Assets 

·       Economic resources that provide future benefit 
·       Accounts include: 

o   Cash 
o   Accounts receivable: agreement to allow customers to pay in the 

future 
§  Informal & usually for a short period of time 

o   Notes receivable: a formal written promise signed by the borrower 
to pay the lender a definite sum at the maturity date plus interest 

§  Also called promissory notes 
o   Inventory 
o   Prepaid expenses: expenses companies pay in advance that 

provides a future benefit 
o   Land 
o   Buildings 
o   Equipment, furniture, and fixtures 

 
Liabilities 
·       Debts of a company that must be paid off in the future using company assets 
·       Common accounts include: 

o   Accounts payable 
o   Accrued liabilities: liabilities for an expense that is incurred but has not 

been billed for/paid 
o   Loans payable 

***Receivables are always assets and payables are always liabilities!*** 
 
Shareholders’ Equity 
·       Represents owners’ claim on the company’s assets net of company’s liabilities 
·       Common accounts: 

o   Share capital: increases equity 

 
 
 
 



o   Retained earnings: increases equity 
o   Dividends: decreases equity 
o   Revenues: increases equity 
o   Expenses: decreases equity 
o   Gains: income earned from non-operating activities 

§  Increases equity 
o   Losses: expenses incurred form non-operating activities 

§  Decreases equity 
·       The expanded accounting equation: 

A = L + (Capital + Retained Earning + Revenue + Gains – Expenses – 
Losses – Dividends) 

 
Recording Transactions 
·       Double entry system: every transactions affects at least 2 accounts 
·       The accounting equation MUST remain in balance after each transaction 
·       2 steps when recording: 

1. Identify accounts and effects 
2. Verify accounting equation is in balance 

 
T-Accounts 
·       Chart of accounts: keeps track of all their accounts by listing the name of every 

account and its unique account number 
o   Doesn’t provide the account balances 

·       T-account: a simple tool to represent an account 
o   Left side: debit side 
o   Right side: credit side 

·       For assets: 
o   Debit/left side: increases 
o   Credit/right side: decreases 

·       For liabilities and shareholders’ equity: 
o   Debit/left side: decreases 
o   Credit/right side: increases 
o   Expenses, losses, and dividends are EXCEPTIONS!! 

§  They are contra-equity accounts and increase on debit side and 
decrease on credit sides  

·       Normal balance: the side of the account where increases are recorded 
o   Ex: assets’ normal balance is on debit side, liabilities’ credit side 

 
The Journal and the Ledger 

 
 
 
 



·       Journal: a chronological record that accountants use to record business transactions 
·       Ledger: contains all the T-accounts and their balances 
·       Posting: posts the dollar amounts of each accounts from the journal to the ledger 
 
The Trial Balance 
·       Lists all ledger accounts and their balances 
·       Usually prepared at the end of the accounting period prior to preparing the financial 

statements 
·       Lists in the order of assets, liabilities, and SE 
·       Reports total debit and credit balances at the bottom 

o   Check to make sure they are equal at the end 
o   Equal credit and debit totals does NOT prove that there is no error 

***It is NOT a financial statement!*** 
 
Practice Problems 

1. Analyze the effects of the following transactions: 
a. Issued 300 common shares at $3 per share 
b. Paid $2000 in salary 
c. Bought furniture on account for $6000 
d. Collected $910 from customers for service performed 
e. Paid off notes payable of $10000 

 
Answers 

a. Debit cash, credit common shares 
b. Debit salaries expense, credit cash 
c. Debit furniture, credit accounts payable 
d. Debit cash, credit service revenue 
e. Debit notes payable, credit cash 

 
 
 
 
 
 
 
 
 
 
 

 
 
 
 



Chapter 3: Accrual Accounting and the Financial Statements 
  
Learning objective one 
Cash basis - recognizes revenue and expenses when the services are paid for, 
regardless of when the they are incurred. Records ONLY cash transactions. 
  
Accrual basis – recognizes revenue when it is earned and expense when they are 
incurred, regardless of when cash is received or paid. Records BOTH cash and 
noncash transactions 
  
Accrual accounting is required by the IFRS and ASPE and provides a more detailed 
explanation of transactions. Whereas cash-basis accounting records only in accordance 
to the collection of cash, which results in an incomplete financial statement. 
  
Cash transactions include:  
-Collecting payments   
-Borrowing money   
-Paying off loans   
-Issuing shares 
  
Noncash transactions include: 
-Sales on account 
-Accrual of expense not yet paid 
-Usage of prepaid expenses 
-Unearned revenues 
  
Learning objective 2 
Accrual Accounting’s 2 Principles: 
1.     Revenue Recognition Principle 
2.     Matching Principle 
  
Revenue Recognition Principle deals with 2 issues: 
-       When to record revenue? (A. After it has been earned and not before) 
-       The amount of revenue recorded> (A. The cash value of the good/service 

transferred to the customer) 
Three conditions must be met to recognize revenue: 
1. The business has delivered the good or service to the customer 
2. The amount of revenue can be reliably measured 
3. It is probable the revenue will be received 

 
 
 
 



  
  
  
Matching Principle: Resources used to generate revenue should be recorded in the 
same accounting period as when the revenue is recorded, regardless of when cash is 
paid. 
  
Expenses include: 
-Cost of goods sold 
-Wages expense 
-Rent expense 
-Depreciation expense 
  
Deals with 3 issues: 
-       Identify expense incurred in generating revenue 
-       Measure these expenses 
-       Recognize them with related revenues 
Two conditions must be met to recognize expense: 
1. There has been a decrease in future economic benefit caused by a decrease in an 

asset or an increase in a liability 
2. The expense can be reliably measured 
  
Learning objective 3 
-Financial statements are issued at the end of the accounting period 
  
-Several accounts on the unadjusted trial balance will have to be adjusted because 
certain transactions occur during periods that have not been recorded (eg. 
Prepayments, owings) 
  
-At the end of the accounting period and before preparing financial statements, we must 
make adjusting entries to certain accounts to ensure all revenues and expenses are 
related balance sheet accounts are recorded in the right accounting period 
  
Adjusting Entries are performed on certain accounts in the unadjusted trial balance at 
the end of the accounting period to: 
1. Recognize revenue in the period earned 
2. Recognize expenses in the period incurred 
3. Bring related assets and liability accounts to proper balances 
  

 
 
 
 



Financial statements are then prepared using the accounts on the adjusted trial 
balance. 
  
There are 2 main types of adjusting entries before financial statements: 
1. Deferrals (cash has already been exchanged) 
-entry must be made when a company receives or pays cash in advance 
-this entry results in the deferral of the related revenue or expense recognition until the 
future period in which the economic benefits are usually provided 
2. Accruals (cash will be exchanged) 
-entry must be recorded when a company delivers or receives a good/service in 
advance of it being billed or paid for 
-this entry results in the accrual of the related revenue or expense in the period where 
the service is actually provided 
  
There are two deferrals and two accrual types: 
1. Deferred (prepaid) expense; recorded as an asset when purchased as it carries 

future value. The portion that is used during the period is recorded as an expense. 
2. Deferred (unearned) revenue; recorded as a liability when payment is received as 

they still have a service to perform. The portion delivered during the period is 
recorded as a revenue. 

3. Accrued expenses; recorded expenses before paying cash 
4. Accrued revenue; recorded revenue before collecting cash 
  
Depreciation of Property Plant and Equipment 
PP&E are long term assets that provide benefits to a company over their useful life, they 
are used up every accounting period to generate revenue. Depreciation is the allocation 
of PP&E’s historical cost to expense over its useful life. 
  
Straight-line depreciation method: an estimated method of the amount of 
depreciation of an asset each year over its useful life. Annual Depreciation = (Original 
cost / Useful life) 
  
The adjusting entry to record depreciation: 

 

 
 
 
 



Accumulated depreciation is a contra account, contra accounts have 2 characteristics: 
1. It has a companion account 
2. Its normal balance is opposite that of the companion account 
  
Carry amount or Book value = Cost of PP&E – Accumulated Depreciation (This is your 
new PP&E equipment) 
  
Summary of the adjustment process 
1. Both deferred and accrued revenue increase the revenue account 
2. Both deferred and accrued expense increase the expense account 
3. Every adjusting entry affects one account on the BS and one on the IS 
4. Adjusting entries never adjust cash 
  
Learning objective 4 
Order of financial statements: 
1. Income statement 
2. Statement of retained earnings 
3. Balance sheet 
 
Balance sheet requires ending retained earnings from the statement of retained 
earnings, which requires net income from the income statement. 
  
Income statement formats 
Single-step: all revenue and expenses grouped together under the appropriate heading 
Multi-step: shows subtotals to emphasize relationships between revenues and 
expenses 
  
Classifying assets and liabilities 
Current assets: converted to cash, sold or consumed in the next year 
Long-term assets: held for longer than 1 year 
Current liabilities: must be paid within 1 year 
Long-term liabilities: due date more than 1 year from balance sheet date 
  
Balance sheet formats 
Report format: assets listed at the top, liabilities and OE below 
Account format: assets on the left, liabilities and OE on the right 
  
Closing the books means to prepare the accounts for the next accounting period, by 
setting revenue, expense and dividends accounts back to zero 

 
 
 
 



  
Temporary accounts: expense and revenues that are reported on the IS and are 
closed at the end of the accounting period 
  
Permanent accounts: assets, liabilities and equity accounts that are reported on the 
balance sheet that are never closed and are carried into the next accounting period 
  
Closing entries 
Closing revenues: debit revenue, credit retained earnings 
Closing expenses: debit retained earnings, credit expenses 
Closing dividends: debit retained earnings, credit dividends 
  
Learning objective 5 
A company is more likely to repay loans if they owe relatively little, the odds of 
repayment are higher 
  
Net working capital (working capital); indicates a company’s liquidity or the ease with 
which a company is able to use its current assets to pay off its current liabilities 
  
Working capital = current assets – current liabilities 
  
Current ratio; another way of measuring liquidity of a company by dividing current 
assets by current liabilities, the higher the ratio, the higher the company’s liquidity 
  
Current ratio = Current assets / current liabilities 
  
Debt ratio; measures a company’s ability to pay long current and long-term liabilities, 
shows the proportion of a company’s assets that is financed with debt, the lower the 
ratio the safer 
  
Debt ratio = Total liabilities / total assets 
 
Companies must be cautious of their transactions in order to maintain their ratios for 
loan requirements and lending agreements. 
 
 
 
 
 

 
 
 
 



Practice problems Chapter 3: 
In which month should revenue be recorded? 

a. In the month that goods are ordered by a customer 
b. In the month that goods are shipped to the customer 
c. In the month that the invoice is mailed to the customer 
d. In the month that cash is collected from the customer 

Which of the following accounts will not be included in the closing entries? 
a. Accumulated depreciation 
b. Service revenue 
c. Depreciation expense 
d. Retained earnings 

A major purpose of preparing closing entries is to 
a. Zero out the liability accounts 
b. Close out the supplies account 
c. Adjust the asset accounts to their correct current balances 
d. Update the retained earnings account 

The unearned revenue account of Dean Incorporated began 2017 with a normal 
balance of $5000 and ended 2017 with a normal balance of $12000. During 2017, the 
unearned revenue account was credited for $19000 that Dean will earn later. Based on 
these facts, how much revenue did Dean earn in 2017? 

a. $5000 
b. $19000 
c. $24000 
d. $12000 

What is the effect on the financial statement of recording depreciation on equipment? 
a. Assets are decreased, but net income and shareholder’s equity are not affected 
b. Net income, assets, and shareholders equity are all decreased 
c. Net income and assets are decreased, but shareholder’s equity is not affected 
d. Net income is not affected, but assets and shareholder’s equity are decreased 

 
Answers: 
B 
A 
D 
D 
B 
 
 
 

 
 
 
 



Chapter 10- The Statement of Cash Flows 
 

Statement of cash flows describe a company’s cash flows during a particular fiscal 
period, not a specific point in time. Therefore, in the date section for the heading you 
use “For the year ended”. 

 
Order for statement of cash flows: 
1. Cash flows from operating activities 
2. Cash flows from investing activities 
3. Cash flows from financing activities 
4. Net cash flows 
5. Cash balance, net of bank indebtedness, beginning of year 
6. Cash balance, net of bank indebtedness, end of year 
 
The statement of cash flows helps managers, investors, and creditors: 
1. Predict future cash flows: Typically, past cash receipts and payments are good 

indicators of future cash flows 
2. Evaluate management decisions: Statement of cash flows reports how managers 

got cash and how they used cash to run the business. This is extremely important 
because businesses that make wise investment decisions usually prosper. 

3. Determine ability to pay dividends and interest: Shareholders look for dividends 
on investments. Creditors collect interest and principle on their loans. The statement 
of cash flows reports ability to make these payments. 

4. Assess the relationship of net income to cash flows: Usually cash and net 
income move together but the statement of cash flows and show if this is not the 
case. 

5. Compare the operating performance of different companies: It eliminates the 
effects of using different accounting treatments for the same types of transactions 
and events, it allows users to better compare operating performance. 

 
Cash means more than just cash in the bank. It also includes cash equivalents. 
 
Cash Equivalents are short-term investments that are readily convertible to known 

amounts of cash. This is usually investments with maturities of less than 3 months. 
 
To succeed in business a company needs both net income and strong cash flow 
 
 
 

 
 
 
 



Businesses engage in three types of business activities: 
·        Operating activities: Compromise the main revenue-producing activities of a 

company and generally result from factors that determine net income. Common 
operating activities are cash receipts from a company’s sales, cash payments to 
supplier and employees. 

·        Investing activities: Include the purchase and sale of long-term assets and other 
investments that do not qualify as cash equivalents. They generally consist of 
transactions that result in cash inflows or outflows related to resources used for 
generating future income and cash flows. Investing activities also include cash flows 
from the purchase and sale of equity and debt instruments of other companies. 
Short-term investments that qualify as cash equivalents are excluded from investing 
activities. 

·        Financing activities: Result in changes in the size and composition of a company’s 
contributed equity and borrowings. Common financing activities include the issuance 
and acquisition of the company’s shares; the payment of cash dividends; the cash 
proceeds from loans, bonds, and notes; and the repayment of amounts borrowed. 

 
The two methods of determining cash flows from operating activities: 
1. Indirect method: Net income is adjusted for non-cash transactions, for any deferrals 

or accruals of past or future operating cash receipts or payments, and for items of 
income expense associated with investing or financing cash flows. 

2. Direct method: Reports all cash receipts and cash payments from operating 
activities. 

 
Both methods produce the same figure for net cash flow from operating activities. 
 
IFRS and ASPE suggest that direct provides the most useful information to users, but 

most companies use the indirect method. 
 
Most companies prefer indirect because: 
1. It is easier and cheaper to prepare 
2. It focuses on differences between net earnings and net cash flow from operating 

activities 
3. It reveals less company information. 

 
 
 
 



 

 

 
 
 
 



 
Cash flows from operating activities are affected by: 
1. Depreciation and amortization expenses: They must be added to net income to 

reverse a non-cash expense. 
2. Gains and losses on sale of investing assets: If there is a gain it is subtracted 

from the net income and if there is a loss it must be added to the net income. 
3. Changes in non-cash operating working capital accounts: If a current asset 

account increases then the amount that it increases by must be subtracted from net 
income, subsequently, if a current asset account decreases then the amount that it 
decreases by must be added to net income. If a current liability account increases 
then the amount that it increases by must be added to net income, and if a current 
liability account decreases then the amount it decreases by must be subtracted from 
net income. 

Cash flows from investing activities are affected by: 
1. Acquisitions and sales of tangible and intangible assets 
2. Acquisitions and sales of investments other than cash equivalents 
3. Making and collecting loans and advances to others 
 
Cash flows from financing activities are affected by: 
1. Borrowing money and repaying debts 
2. Issuing and repurchasing shares 
3. Payment of dividends 
 
Non-cash investing and financing activities are not included in the statement of cash 

flows because the transactions do not involve cash. 
 
Free cash flow is the amount of cash available from operations after paying for 

property, plant, and equipment. 

 
 
 
 
 
 

 
 
 
 



Chapter 10 Practice Problems: 
 
Question 1: 

 
 
 
 
 
 
 

 
 
 
 



Question 2: 

 
 

 
 
 
 



 
 
 
 
 



Solutions to Practice Problems: 
 
Question 1: 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 



Question 2: 

 

 
 
 
 



Chapter 4- Cash and Receivables 
 
Companies usually combine all cash amounts into a single total the balance sheet 
called Cash & Cash Equivalents. 
Cash is the most liquid asset 
Cash equivalents include liquid assets such as treasury bills, commercial papers, and 
money market funds, which are interest bearing accounts with less than 3 months 
maturity 
 
Most businesses create specific controls for cash such as: 
1. Keep cash in a bank account. 
2. Separation of duties (i.e., the person handling cash should not be responsible for 

recording cash transactions). 
3. Proper authorization for purchases. 
4. Proper authorization for cash payments. 
5. Authorize a limited number of people to sign cheques. 
6. Require daily deposits of cash receipts. 
 
The documents used to control a bank account include: 
1.      Signature card 
2.      Bank statement 
3.      Deposit slip 
4.      Cheque 
 
Bank reconciliation explains the differences between the balance on the bank 
statement and the balance on the books. 
As an internal control over cash, the person who prepares the bank reconciliation 
should have no other cash duties. 
 
There are 3 main sources of cash differences, they are: 
1.      Time lag in recording transactions 
2.      Missing items 
3.      Recording errors 
 
There are two sides of a bank reconciliation statement, they are: 
1.      Book side 
2.      Bank side 
 
The adjusted bank balance always equals the adjusted book balance 

 
 
 
 



Bank side: Items recorded by the company but not yet recorded by the bank 
 
Common adjustments to bank side: 
·        Deposits in transit (outstanding deposits) 
·        Outstanding cheques 
·        Bank errors 
 
Book side: Items recorded by the bank but not yet recorded by the company 
 
Common adjustments to book side: 
·        Bank collections 
·        Electronic funds transfers (EFT) 
·        Service charges 
·        Cost of printed cheques 
·        Nonsufficient funds (NSF) cheques 
·        Interest income 
·        Book errors 
 
All items on the book side of the bank reconciliation require journal entries 
Debit cash if the item is added to book side 
Credit cash if the items is subtracted from the book side 
Receivables are the third most liquid assets after cash and short-term investments on 
the balance sheet. 
 
The two major types of receivables are: 
1.      Accounts receivables: Acquired by selling goods and services on account 
2.      Notes receivables: Acquired by lending money 
 
Subsidiary ledger: companies also keep a subsidiary record of accounts receivable 
with a separate account for each customer 
Notes receivable are more formal than accounts receivable 
The borrower signs a written promise to pay the lender a definite sum at the maturity 
date, plus interest. 
 
This written promise usually includes: 
·        Principle amount 
·        Interest rate 
·        Maturity date 
 

 
 
 
 



Notes receivables is also called promissory notes 
The note may require the borrower to pledge security for the loan. This means that the 
borrower gives the lender permission to claim certain assets, called collateral, if the 
borrower fails to pay the amount due. 
Bad debts are receivables that are uncollectible because some credit customers will 
not pay the business the amounts they owe, regardless of collection efforts. 
Bad debt expense is an expense associated with the failure to collect receivables. 
  
There are two accounting methods to measure bad debt expense: 
1.      Direct write-off method 
2.      The allowance method 
 
Record the estimated amount as Bad Debt Expense and sets up an Allowance for 
Doubtful Accounts. 
Record an estimate of the bad debt expense with an adjusting journal entry at the end 
of the accounting period 
Allowance for Doubtful Accounts is a contra-account to A/R, it is a credit balance 
account. 
A/R are reported at net realizable value (NRV) on the balance sheet 
NRV = Accounts Receivable - Allowance for Doubtful Accounts 
 
There are two ways to estimate the allowance for doubtful accounts: 
1. Aging-of-receivables method: Also called the balance sheet approach, it also 

considers current allowance for bad debts amount. 
2. Percentage of credit sales method: Also called the income statement approach, it 

does not consider the current allowance for bad debts balance. 
 
Writing-off of bad debts has NO effect on total assets, current assets, and net accounts 
receivable. 
There is also no effect on net income. 
 
Under the percentage of credit sales, to determine bad debts we use: 
Bad Debts Expense = Estimated % × Credit Sales 
 
If a note receivable is due within one year it is considered a current asset, otherwise it is 
a long-term asset. 
Creditor: Party to whom money is owed; Lender 
Debtor: Party that borrowed and owes money; Maker, borrower 
Interest: Cost of borrowing money; stated as annual percentage rate 

 
 
 
 



Maturity date: Date when debtor must pay note 
Principal: Amount borrowed by debtor 
Term: Length of time the debtor has to repay the note 
 
There are 2 parties to a note: 
1.      Creditor (or lender) 
2.      Debtor (or borrower) 
  
 
Strategies to shorten the credit cycle and collect cash more quickly: 
·        Credit card sales 
·        Debit card sales 
·        Selling (factoring) receivables 
 
The credit card fee is an operating expense. 
A company may make large sales to other retailers on account, and then could sell 
these A/R to another business, called a factor 
The factor earns revenue by paying a discounted price for the receivable and then 
hopefully collecting the full amount from the customer. 
 
Factoring expense can be reported as either: 
·        Operating expense (more common) 
·        Non-operating loss 
 
Days’ sales in receivables (or collection period) indicates how long it takes to collect the 
average level of receivables. 
Shorter is better because cash is coming in quickly. 

 

 

 
 
 
 
 
 
 

 
 
 
 



Chapter 4 Practice Questions: 
 
Question 1: 

 
 
Question 2: 

 
 
 

 
 
 
 



Question 3: 

 
Question 4: 

 

 

 
 
 
 



Solutions to Chapter 4 Practice Problems: 
 
Question 1: 

 
Question 2: 

 
 
 
 
 
 

 
 
 
 



Question 3: 

 
Question 4: 

 

 
 
 
 



Chapter 5- Inventory and Cost of Goods Sold 
 

Inventory is the merchandise held by companies for the purpose of being sold to 
customers. On the balance sheet it is recorded as a current asset. 
Inventory is increased when the company purchases merchandise, and decreased 
when the company sells goods to customers 
Beginning inventory + Net purchases – Cost of goods sold = Ending inventory 
Cost of goods sold (COGS) reports the cost of the inventory sold to customers and is 
reported as an expense on the income statement. 
 
Shipping terms, otherwise known as FOB (free on board) terms, indicate: 
·        Seller or buyer owns the goods at a particular time 
·        Who must pay for the shipping costs. 
 
FOB Shipping point: Legal title changes to buyer when item leaves the sellers place of 
business. Buyer pays for shipping costs. Included in buyer’s inventory while in 
transit. 
FOB Destination: Legal title passes to buyer when items arrive at buyer’s receiving 
dock. The seller pays cost of transportation. Included in seller’s inventory while in 
transit. 
The cost principle requires that inventory be recorded on the balance sheet at the 
purchase price plus all costs incurred to bring the inventory to saleable conditions less 
returns, allowances, and discounts. 
Freight-in is the transportation cost, paid by the buyer under FOB shipping point. 
Purchase return is a decrease in inventory cost because the buyer returned the goods 
to the seller (vendor). 
Purchase allowance also decreases inventory cost because the buyer got an 
allowance (a deduction) from the amount owed. 
Purchase discount is a decrease in the buyer’s inventory cost earned by paying 
quickly. 
Payment terms of 2/10, n/30 means: Customer can deduct 2% from invoice amount if 
cash payment is received within 10 days of the date of sales. Otherwise, the full invoice 
amount is due within a max. of 30 days. 
Gross profit is the excess of sales revenue over cost of goods sold 
Gross Profit = Sales Revenue – COGS 
 
 
 
 

 
 
 
 



There are two main types of inventory accounting systems: 
1.      Perpetual inventory system: Used for all types of goods. Keeps a running total on 

inventory using a computer system. Inventory counted at least once a year. 
2.      Periodic inventory system: Used for inexpensive goods. Does not keep a running 

total of inventory. Inventory counted at least once a year. 
 
Beginning inventory + Purchases = Cost of goods available for sale 
Cost of goods available for sale – Ending inventory = Cost of goods sold 
 
Service companies do NOT report the following 2 accounts on their financial 
statements: 
1.      Inventory account on their balance sheet 
2.      Cost of Sales account on their income statements. 
 
Under IFRS, the three accepted inventory cost methods are: 
1.      Specific unit cost  ( Specific identification) 
2.      Average cost 
3.      First-in, first-out (FIFO) cost 
 
Cost of Ending Inventory = # of inventory units on hand x Cost per unit 
COGS = # of inventory units sold x Cost per unit 
Under the specific identification method each item in inventory has a specific 
identification number. This method is appropriate for distinguishable and high-value 
items. IFRS prohibits the use of this method for interchangeable items. 
 
Cost Flow Assumption refers to: 
·        Methods for moving the cost of inventory to COGS. 
·        FIFO and Weighted Average methods are the 2 cost flow assumptions allowed 

under IFRS. 
·        The physical flow of the goods is NOT the same as the cost flow of the goods under 

these two methods. 
 
Weighted Average: based on the average cost of inventory during the period. 

 
Goods available = Beginning inventory + Purchases 

 

 
 
 
 



 
Weighted Average Cost – Perpetual: Because the inventory records are updated 
each time merchandise is purchased and sold, a new average cost per unit is computed 
every time a purchase is made 
Weighted Average Cost – Periodic: Because the inventory records are updated at the 
end of the period, the average cost per unit is computed once at the period end. 
FIFO Cost Flow Assumption: Assumes that the earliest items purchased are the first 
ones sold. 
FIFO–Perpetual and FIFO–Periodic give the same ending inventory and COGS 
amounts 
  
  
The big accounting questions are: 
·        What is the cost of the ending inventory for the balance sheet? 
·        What is the COGS for the income statement? 
 
Weighted average periodic and perpetual systems give different Ending Inventory and 
COGS. 
A company must use the same accounting method for inventory from one period to the 
next. 
Inventory is reported initially at historical cost in conformity with the cost principle. 
Lower-of-Cost-and-Net-Realizable-Value (LCNRV) Rule: Both IFRS and ASPE 
require that inventory be reported on the balance sheet at the lower of inventory’s 
historical cost or its net realizable value (NRV). 
Merchandisers strive to increase gross profit percentage (also called the gross margin 
percentage) because it is a key indicator of a company’s ability to sell inventory at a 
profit. 

 
 
Errors in measuring ending inventory affects: 
·        Balance Sheet via the Inventory account 
·        Income Statement via Cost of Sales account, which in turn affects gross profit and 

net income. 
 
 
 

 
 
 
 



Chapter 5 Practice Questions: 
 
Question 1: 

 
Question 2: 

 

 

 
 
 
 



Solutions to Chapter 5 Practice Problems: 
 
Question 1: 

 
Question 2: 

 
 
 
 
 

 
 
 
 



 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 



Chapter 6: Property, Plant, Equipment and Intangible Assets 
Learning Objective 1: Measure and account for the cost of PPE 
Long lived asset; are assets actively used in operations to generate future benefits 
past the first year 
-Can be classified into: Tangible assets and Intangible assets 
Tangible assets; are resources with physical substance and are used in operations 
and not sold to final customers, also called PPE 
Long lived assets do not last forever and their usefulness decrease over time, their 
cost must be expensed over their useful life, called Depreciation 
-Land is an exception, as its value does not depreciate as time goes on. 
-Land improvements are depreciable. 
  
-The expense used when tangible assets are used is called depreciation, land does 
not depreciate 
-The expense used when intangible assets are used is called amortization, goodwill 
is subject to impairment losses rather than amortization or depreciation expense 
  
Accounting for tangible assets; 
-acquisition cost 
-depreciation 
-capital expenditure 
  
Accounting for intangible assets: 
-acquisition cost 
-amortization and impairment loss 
  
-In general, the cost of an asset is the sum of all the costs incurred to bring the asset to 
its location and intended use. 
The cost of land includes: purchase price, commission's, survey and legal fees, back 
property taxes paid, grading and removing unwanted buildings 
The cost of constructing a building includes: architectural fees, building permit, 
contractor’s charges, materials, labour, interest on money borrowed to finance 
construction 
The cost of purchasing an existing building includes: purchase price, brokerage 
commission, sales and other taxes paid, all expenditure to repair and renovate the 
building for its intended purpose 
The cost of equipment includes: purchase price, transportation, insurance in transit, 
sales and other taxes, purchase commission, installation costs, special platform used to 
support the equipment 

 
 
 
 



-After the asset is incurred, any maintenance costs are recorded as expense and no 
longer apart of the asset cost. 
  
-The cost of land improvement is recorded in a separate account called Land 
Improvements, they are subject to decay and should therefore be depreciated. 
-Companies often purchase several assets as a group (basket) (Lump-Sum), they must 
identify the cost of each asset, the total cost is divided among the assets according to 
their relative fair value. 
  
-Long lived assets usually require expenditures during their useful lives to enhance or 
maintain their productive capacity 
Capital expenditures (assets); enhance operating efficiency, useful life and capacity of 
the asset 
Revenue expenditures (expenses); maintain the original productive capacity of the 
asset 
  
Learning Objective Two: Measure and record depreciation on PPE 
Depreciation; is the process of allocating long term assets’ acquisition cost to 
depreciation expense over their useful life due to wear and tear as they’re used to 
generate revenue 
-Depreciation does not credit cash, as long-term assets represent prepaid costs. 
  
To calculate depreciation expense of PPE, we need: 
1.     Acquisition cost, it's known amount 
2.     Estimated useful life to the company 
3.     Estimated salvage value 
Depreciation is an estimate. 
  
There are three methods of computing depreciation: 
1.     Straight line depreciation (fixed depreciation) 
2.     Units of production method (variable depreciation) 
3.     Declining/diminishing balance (decreasing depreciation) 
All three results in the same total amount of depreciation. 
  
Straight line depreciation allocates cost of an asset in equal periodic amounts over its 
useful life. 
Depreciation each year = (Acquisition cost – Residual Value) / Useful life in years 
  

 
 
 
 



Units of Production Method assigns a fixed amount of depreciation to each unit of 
output or service produced by an asset 
Step 1: Compute depreciation rate per unit by dividing depreciable amount by useful life 
Depreciation rate per unit = (Cost – Residual value)/Life in units of production 
Step 2: Compute depreciation by multiplying depreciation rate by number of units 
produced 
Depreciation expense = Depreciation rate per unit x Number of units produced for the 
year 
  
Declining Balance Method allocates the acquisition cost of an asset over its useful life 
based on a multiple of straight line rate 
-double diminishing balance (DDB) is the most common approach 
-if the asset is more efficient in its earliest years, then match higher depreciation 
expense with higher revenues in the early years 
-The DDB computes depreciation as follows: 
1. compute the straight-line depreciation rate per year 
2. multiple by 2 to compute the DDB rate 
3. multiply the DDB rate by the period’s beginning asset carrying amount in the first year 
of the asset’s life 
4. determine the final year’s depreciation amount, that is the amount needed to reduce 
asset book value to its residual value 
(annual depreciation expense = carrying amount x 2 / useful life in years) 
  
-The amount of depreciation per year depends on the depreciation method used, but 
total depreciation expense is the same 
  
Straight-line, best for assets that generate revenue evenly 
Units of Production, best for assets that wear out because of use 
Double Diminishing balance, best for assets that generate revenue early in its life 
  
The periodic depreciation expenses throughout the asset's useful life are accumulated 
in the contra-asset account Accumulated Depreciation 
-Carrying Amount = Acquisition cost – Accumulated depreciation 
  
An asset’s final carrying amount is its residual value, said to be fully depreciated at the 
end of its useful life. 
  
 

 
 
 
 



Learning Objective 3: Explain additional topics in accounting for long lived tangible 
assets 
To compute depreciation for a partial year, first compute for a full year, second multiply 
full year by a fraction of the year the company held the asset. 
Partial depreciation = annual depreciation x month from date of purchase to end of year 
/ 12 
  
Changing useful life, after an asset is in use, managers may change its useful life on the 
basis of experience and new information. This is called a change in accounting 
estimate. Depreciation is revised as shown in the formula above. 
(Straight line = (carrying amount at date of change – residual value at date of 
change)/remaining useful life at date of change) 
  
A fully depreciated asset is an asset that has reached the end of its estimated useful 
life.  
If a company continues to use a fully depreciated asset, it will not recognize any more 
depreciation expense for the asset but the asset account and its accumulated 
depreciation account remain in the ledger 
If the company disposes of the asset, both the asset account and its accumulated 
depreciation account is removed from the books 
  
Disposal of PPE, eventually a PPE asset wears out or becomes obsolete, thus ceases 
to serve a company’s needs. Derecognition is a IFRS term for PPE that is no longer 
useful or has been sold, to account for disposal of an asset: 
1.     First, the company should bring depreciation up to date to record depreciation 

expense up to date of sale and measure asset’s final carrying amount 
2.     Second, prepare journal entry to remove the asset and its related accumulated 

depreciation from the books 
When you dispose of a PPE with remaining value, the company incurs a loss in the 
amount of the asset’s carrying amount 
  
Long lived assets are complex because: 
-depreciation affects income taxes; a taxpayer can use one method for accounting 
purposes and another method for tax purposes 
-significant components of PPE should be depreciated separately; different parts 
depreciate at different rates 
-assets should be tested regularly for impairment; impairment occurs when carrying 
amount > recoverable amount, recoverable amount is the higher of an asset’s fair value 
and its value in use 

 
 
 
 



-revaluation method could be used to measure PPE, PPE can be valued at historical 
cost or to their fair value (revaluation model) 
  
Learning Objective 4: Account for intangible assets 
-Intangible assets are long lived assets with no physical form, they are valuable 
because they carry special rights 
-Intangible assets fall into 2 categories: 
1. Finite lives, should be amortized 
2. indefinite lives, not amortized by subject to impairment 
  
Five intangible assets: 
1.     Patents; granted by federal government, gives holder exclusive right to produce and 

sell an invention, lasts 20 years 
2.     Copyrights, granted by federal government and gives the holder exclusive rights to 

reproduce and sell a book, music, or other art works 
3.     Trademarks and trade names, are distinctive identification of a product or service 
4.     Franchise and license, are privileges granted by a private business of a 

government to sell a product in accordance with conditions, usually indefinite 
5.     Goodwill, the excess of the cost of purchasing another company over the sum of 

the market values of the acquired company’s net assets, only recorded when an 
entire company is purchased, represents earning power of company purchased 

-Research and development, if an intangible asset is developed internally, the research 
cost must be expensed when incurred, development costs can be capitalized and 
amortized over the life of the commercialized product 
  
Learning Objective 5: Analyze a company’s return on assets 
Return on assets (ROA) represents how much the entity earned for each dollar of 
assets invested by both shareholders and creditors, companies with high ROA have 
selected assets and managed them better 
(ROA = (Net Income + Interest Expense) / Average Total Assets) 
(Average Total Assets = (Beg. Assets + Ending Assets) / 2) 
  
Learning Objective 6: Analyze the cash flow impact of long lived asset transactions 
3 main types of long-lived asset transactions appear on the statement of cash flow: 
-acquisitions (Operating, added to net income as a reconciling item) 
-sales (investing, inflow) 
-depreciation (investing, outflow) 
 
 

 
 
 
 



Chapter 6 Practice Problems: 

 

 
 
Solutions: 
D, C, B 

    
 

  
 

 
 

 
 
 
 
 
 
 
 
 
 
 

 
 
 
 



Chapter 8: Liabilities 
Learning Objective 1: Explain and account for current liabilities 
-Current liabilities are obligations due within one year or within the company’s normal 
operating cycle is longer than a year 
-Current Liabilities are of two types: 
1. Known liabilities, eg. Short term borrowings, A/P 
2. Estimated amounts, eg. Warranties, provisions 
  
Known Liabilities Include: 
-A/P, amounts owed to suppliers for goods purchased on account 
-Short Term Notes Payable, notes payables due within one year, to borrow cash or 
purchase assets, on its notes payable, a company accrues interest at the end of the 
period 
-Sales tax payable, federal government and most provincial levy taxes sale of good 
and services, sellers collect these taxes from customers creating sales tax payable to 
the government. There are 3 types of sales taxes: 
1. GST, goods and services tax 
2. PST, provincial sales tax 
3. HST, harmonized sales tax, which combines GST and PST 
-Accrued liabilities, usually results from an expense that the business has incurred but 
not paid. There are several categories of accrued expense: 
1. Salaries and Wages Payable, is the liability for payroll expenses not yet paid. 
Including salaries, wages and payroll taxes 
2. Interest Payable, is the company’s interest payable on notes payable 
3. Income Taxes Payable, is the amount of income tax the company still owes 
-Payroll liabilities, also called employee compensation, may take different forms: 
1. salary is employee pay stated over a month or year 
2. wage is employee pay stated over an hour 
3. sales employees earn commission, which is a percentage of the sales the employee 
has made 
4. bonus, amount over regular compensation 
-Unearned revenues, businesses sometimes collect cash before earning revenue, this 
results in the liability of unearned revenue 
-Current portion of long term debt, some long-term debt must be paid in installments. 
The current portion of long-term debt is the amount of the principal that is payable within 
the year, at the end of the year a company reclassifies long-term debt to current liability 
-Short term borrowings 
-Income taxes payable 
  

 
 
 
 



A business may know that a current liability exists, but not know its exact amount, they 
will report the liability on the balance sheet when the amount can be reasonably 
approximated. Common current liabilities with estimated amounts are: provisions and 
contingent liabilities 
  
Estimated warranty payable, at the time of sale, the company does not know with 
certainty, so the business must estimate warranty expense and the related liability, this 
is done based on past experience or industry standards 
  
Contingent liabilities are not an actual liability, it is a potential liability that depends on 
the future outcome of past events. There are 3 cases: 
1.     If it has been established that there is a liability, it needs to be reported on the 

balance sheet 
2.     If it is likely that there will be a liability, it should be disclosed in the notes to the 

financial statements 
3.     If it is unlikely that there will be a liability, it does not need to be reported 
  
Learning Objective 2: Explain the types, features and pricing of bonds payable 
Bond certificates, certificate given to purchaser of bonds which includes: 
-Issuing Company name 
-Face value (maturity value, pay value, principal) 
-Maturity date 
-Coupon rate (interest rate) 
-Interest payment dates 
-Bond date, date issued 
  
Types of bonds: 
Term bonds, when all the bonds in a particular issue mature at the same time 
Serial bonds, when all the bonds in a particular issue mature in installments over a 
period of time 
Secured (mortgage) bonds, give the bondholder the right to take specified assets of 
the issuer if the company defaults- that is, fails to pay interest or principal 
Unsecured bonds (debentures), are backed only by the good faith of the borrower 
  
Bonds are always sold at market price, which is the amount investors are willing to pay, 
two interest rates set bond prices: 
1.     Stated interest rate (coupon rate) 
-printed on bond certificate 
-determines interest payment amount to bondholders 

 
 
 
 



2.     Market interest rate (effective interest rate) 
-demanded by investors for loaning money 
-varies minute to minute 
  
Bond prices are quoted at a percentage of their face value (1000 x 101.5 = 1015) 
Bond price = PV of Face Value + PV of interest payments (i=market interest rate) 
1.     PV of bond face value = face value x 1/(1+i)^n 
2.     PV of annuity = annuity x (1-1/(1+i)^n)/i 
  
  
Bonds can be issued at: 
1.     Par, issue price = face value 
2.     Discount, issue value < face value 
3.     Premium, issue value > face value 
  
Learning Objective 3: Account for bonds payable 
The journal entry to record bonds sold at par 
(Debit Cash, Credit Bonds Payable) 
Journal entry to record interest expense mid-year 
(Debit interest expense, credit cash) 
Adjusting journal entry to record interest expense after year end 
(Debit interest expense, credit interest payable) 
Journal entry to pay off bond at maturity 
(Debit bonds payable, credit cash) 
  
The journal entry to record bonds sold at a discount 
(Debit Cash and Discount on Bonds Payable, Credit Bonds Payable 
  
The journal entry to record bonds sold at a premium 
(Debit Cash, Credit Bonds Payable and Premium on Bonds Payable) 
  
The balance of the discount account and premium account over the life of the bond 
issue is amortized: 
In the case of discounts: the discount is allocated to interest expense through 
amortization each period over the term of the bond; the discount increases the bonds’ 
interest expense 
In the case of premiums: the premium is allocated to the interest expense through 
amortization each period over the term of the bond; the premium decreases the bonds’ 
interest expense 

 
 
 
 



  
Learning Objective 4: Calculate and account for interest expense on bonds payable 
There are two methods for bond amortization: 
1.     Effective interest rate method, amortizes based on the market interest rate at the 

issuance date 
2.     Straight-line amortization method, amortizes by allocating an equal amount to 

each interest period. Not allowed for public companies through IFRS. 
  
Interest payment: is set by the bond contract and therefore remains the same over the 
life of the bond 
Interest Expense using the EIR method: interest expense is determined by multiplying 
the carrying amount by the market interest rate 
  
Interest Expense on Bonds Payable issued at Discount 
Interest Expense on Bonds Payable issued at Premium 
Partial Period Interest Payments, companies don’t always issue bonds at the beginning 
or end of their accounting year, they issue bonds when the market conditions are 
favorable 
  
The straight-line amortization method divided a bond discount into equal periodic 
amounts over the bond’s term 
Amortization = Discount or Premium / # of interest payments 
Interest expense = interest Payment +- Amortization 
  
Learning Objective 5: Advantages and Disadvantages of Financing with Debt versus 
Equity 
There are 3 ways to finance operations: 
1.     Retained earnings 
2.     Issuing shares 
3.     Issuing bond (notes) payable 
Earnings per Share (EPS) is the amount of a company’s net income for each share of 
its shares. 
EPS is the single most important stat for evaluating companies, as it measures 
operating performance that applies to a variety of different companies. 
  
 
 
 
 

 
 
 
 



Learning Objective 6: Analyze and evaluate a company’s debt paying ability 
Accounts Payable Turnover, measures the number of times a year a company is able 
to pay its accounts payable. 
(A/P turnover = Cost of Goods Sold / Average A/P) 
(Turnover expressed in days = 365 / A/P turnover) 
Leverage Ratio (equity multiplier), shows a company’s total assets per dollar of 
shareholder’s equity 
Leverage ratio = Total Assets / Shareholder’s Equity 
Times Interest Earned, measures the number of times that operating income can 
cover interest expense, a high times interest earned ratio shows ease in paying interest 
expense 
Time Interest Earned Ratio = (Net earnings + Interest Expense + Income Tax Expense) 
/ Interest Expense 
  
Learning Objective 7: Describe other Types of Long Term Liabilities 
Term loans are used to borrow fixed amount that is repaid over several years at a 
specified interest rate and are typically arranged with a single lender. If the term loan is 
secured by a real asset, it becomes a mortgage. 
A Lease is a rental agreement where the lessee agrees to make rent payments to the 
lessor in exchange for use of an asset. Can be distinguished into: 1. Operating leases 
2. Capital leases 
  
Capital Leases, are leases that transfer the lessee all the risks and rewards incidental 
to the ownership of an asset, even though legal ownership remains with the lessor 
For an Operating Lease, the risks and rewards of ownership remain with the lessor 
Journal entries for lease liabilities, 
Under a capital lease, the lessee records the leased property as an asset and record a 
liability that reflects the future payment to be made according to the terms of the lease 
Under an operating lease, the lessee expenses the operating lease payments as they 
come due 
A lease is considered as Capital Lease if it meets any of the following criteria: 
-       The lease term is 75% or more of the asset’s expected economic life 
-       Ownership of the asset is transferred to the lessee at the end of the lease term 
-       The lease contract permits the lessee to purchase the asset at a price that is lower 

than its fair market value 
-       The PV of the lease payment is 90% or more of the fair market value of the asset 

when the lease is signed 
Pension and Postretirement liabilities: 
-Expenses recorded while employees work for the company 

 
 
 
 



-Cash contributed into pension plan assets 
-Obligations grow for future payments to employees 
Underfunded: plan assets less than obligation 
Overfunded: plan assets greater than obligations 
 
Chapter 8 Practice Problems: 
Jackson Corporation issued $250,000 of 10-year, 8% bonds at 103 on January 1, 2000. 
Interest is payable on January 1 and July 1.  Jackson Corporation uses the straight-line 
method of amortization. Record the purchase of the bonds and the interest payments 
for 2000 and 2001. 
Transactions for 2000 
Jan. 1 Issued $250,000 of 10-year, 8% bonds at 103. Interest is paid on January 
1 and July 1. 
Jul. 31 Recorded the interest payment. 
Dec. 31 Recorded the accrued interest on the bonds. 
Transactions for 2001 
Jan. 1 Recorded the interest payment. 
Jul. 1 Recorded the interest payment. 
Dec. 31 Recorded the accrued interest on the bonds. 
 
2000 

Transactio
n number 

DATE  ACCOUNT DEBIT CREDIT 

  2000       

1 Jan. 1 Cash 
 Bonds Payable 
 Premium on Bonds 
Payable 

257,500   
250,000 

 7,500 

2 Jul. 1 Interest Expense 
Premium on Bonds Payable 
 Cash 

9,625 
375 

  
  

10,000 

3 Dec. 31 Interest Expense 
Premium on Bonds Payable 
 Interest Payable 

9,625 
375 

  
  

10,000 

 
 
 
 



Semi-annual interest payment = $250,000 x 0.08 x 0.5 = $10,000 
The total premium of $7,500 is amortized over 10 years.  Since interest is paid twice a 
year, the amount of premium amortized at the time of each interest payment = 
$7,500/20= $375 
 
2001 

Transactio
n number 

DATE  ACCOUNT DEBIT CREDIT 

  2001       

1 Jan. 1 Interest Payable 
Cash 

10,000   
10,000 

2 Jul. 1 Interest Expense 
Premium on Bonds Payable 
 Cash 

9,625 
375 

  
  

10,000 

3 Dec. 31 Interest Expense 
Premium on Bonds Payable 
 Interest Payable 

9,625 
375 

  
  

10,000 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

 
 
 
 



Chapter 9: Shareholders’ Equity 
Corporations 
·       Special features: 

o   Separate legal entity, thus separation of ownership and management 
o   Continuous life as ownership can be transferred 
o   Limited liability 
o   Corporate taxation and government regulation 

·       Advantages: 
o   Could raise more capital 
o   Continuous life and transferable ownership 
o   Limited liability 

·       Disadvantages: 
o   Separation of ownership and management (shareholders vs. 

management level) 
o   Corporate taxation and government regulation 

·       4 basic rights of shareholders 
1. Right to sell shares 
2. Right to vote 
3. Right to receive dividends 
4. Right to receive a residual interest upon liquidation 

·       Shareholders’ Equity: shareholders’ ownership interest in the corporation’s assets 
o   Two major parts covered: Share Capital and Retained Earnings 

·       Authorized shares: max amount of shares a corporation can sell as authorized by 
corporate charter 

·       Issued shares: number of shares sold to shareholders 
·       Treasury shares: issued shares that have been repurchased by the corporation 
·       Outstanding shares: number of shares currently in the hands of shareholders 

o   Equals Issued shares – Treasury shares 
·       Common shares: basic voting shares by a corporation 

o   Called residual equity b/c they rank after preferred shares for dividend 
and liquidation distributions 

o   Issued by ALL corporations 
·       Preferred shares: grant preferences that the common shares do not have 

o   Receive dividends and assets in liquidation before common 
shareholders 

o   Usually have no voting rights 
o   Issued by SOME corporations 

 
Issuance of Shares 

 
 
 
 



·       Initial Public Offering (IPO): first sale of shares to the public 
o   Proceeds go to issuing corporation 

·       Seasoned Equity Offering (SEO): additional sale of new shares after IPO 
o   Proceeds go to issuing corporation 

·       Sale of shares in secondary markets: sale of shares by one shareholder to another 
shareholder 

o   No impact on accounts of the issuing corporation 
·       Issuance of shares for cash: 

Cash (+A) 5,000,000  

        Common Share Capital 
(+SE) 

 5,000,00
0 

  
·       Issuance of shares for non-cash assets: 

o   Record transaction based on the fair value of the assets received! 
o   If that can’t be determined, base it on the fair value of the shares given 

up 

Building (+A) 10,000   

 Common Share Capital 
(+SE) 

  10,000 

  
Repurchase of Shares 
·       Company repurchases its own shares b/c: 

o   Need to fulfill future share issuance commitments 
o   Support the share’s current market price by decreasing the supply of 

shares 
o   Avoid takeover of authority by an outside party 
  

Account for Retained Earnings 
·       Retained Earnings 

o   Credit balance: earnings > losses + dividends 
o   Debit balance(deficit): losses + dividends > earnings 
  

Account for Dividends 
·       Cash Dividends 

o   Process: declare the dividend, then pay it 

 
 
 
 



o   Before paying, the company must have sufficient retained earnings to 
declare the dividend and enough cash to pay it 

o   The corporation has no obligation to pay a dividend until it is declared 
o   Declaration date: 

Dividends Declared 5000   

 Dividends Payable   5000 

o   Record date: no action required 
o   Payment date: 

Dividends Payable 5000   

 Cash   5000 

·       Stock Dividends: 
o   Pays the dividend by issuing additional shares of the company 
o   Issued to conserve cash and reduce its per-share market price 
o   Dollar value of stock dividends = # shares to be issued × market price of 

shares on date of declaration 
o   Declaration date: 

Retained Earnings 5000   

 Stock Dividends 
Distributable 

  5000 

o   Record date: no entry 
o   Payment date: 

Stock Dividends Distributable 5000   

 Share Capital   5000 

  
Stock Splits 
·       Allows companies to increase/decrease share price without altering their assets, 

liabilities, and SE 
o   Only changes the number of shares, thus NO journal entry is required 

·       Normal stock split: a company decreases its share price 
o   Usually due to too expensive stock price 

·       Reverse stock split: a company increases its share price 
o   To encourage investments 

Summary: 

 
 
 
 



 
 
 
Fair vs. Book Value 
·       Fair value: the price a willing buyer would pay a willing seller to acquire the share 
·       Book value: the dollar value of net assets a common shareholder would receive for 

each share after any preferred shareholders received their share of company’s net 
assets 

·       For companies with only common shares outstanding, 
Book value per common share = Total Shareholders’ Equity/# Common Shares 
outstanding 
·       For companies with both common and preferred shares outstanding, 
Book value per common share =(Total Shareholders’ Equity - Preferred Shareholders’ 
Equity)/# Common shares outstanding 
  
Return on Assets Ratio 
·       Measures how much the entity earned for each dollar of assets invested by both 

shareholders and creditors 
o   Creditors want interest 
o   Shareholders want net income 

· ROA = (Net Income + Interest Expense)/Average Total Assets 
·       Higher values are desirable because it means the company is efficiently using the 

assets to generate income 
·       10% is considered a strong benchmark in most industries 
  
Return on Equity Ratio 

 
 
 
 



·       Measures how much the firm earned for each dollar of shareholders’ investment 
·      ROE = (Net Income - Preferred Dividends)/Average Common Shareholders’ Equity 
·       Show the effectiveness of the company’s overall business strategy 
·       15% is considered a strong benchmark in most industries 
 
Chapter 9 Practice Problems 
Question 1 
The Thame Inc. issued 2500 common shares at $6 per share. Journalize the 
transaction. 
 
Question 2 
a). Lofter Food has 600 outstanding $5.00 preferred shares and 800 outstanding 
common shares. It declares total dividends of $6000. Journalize the distribution of 
dividends. 
b). Lofter Food pays the declared dividend of $6000. Journalize the payment of 
dividends. 
 
Solutions to Chapter 9 Practice Problems 
Question 1 

Cash 15000  

     Common Shares Capital  15000 
*2500*$6 = $15000 
 
Question 2 
a).  
 

Retained Earning 6000  

     Dividends Payable, Preferred  3000 

     Dividends Payable, Common  3000 
*Preferred Dividends Payable = $5.00*600 = $3000 
*Common = $6000 - $3000 = $3000 
 
b). 

Dividends Payable, Preferred 3000  

Dividends Payable, Common 3000  

 
 
 
 



     Cash  6000 
 

 
 
 
 


