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~ Learning Objectives

NLedrnmg Objectives are classified as conceptual, analytical, or prdéedura!.

A Look at This Chapten

Accounting is crucial in our information age. In this
chapter, we discuss the importance of accounting
to different types of organizations and describe its
many users and uses.VVe explain that ethics are
essential to accounting. We also explain business
transactions and how they are reflected in financial
statements.

Accounting /in
Business

A Look Abead

Chapter 2 describes and analyzes business
transactions. We explain the analysis and recording
of transactions, the ledger and trial balance, and the
double-entry system. More generally, Chapters 2
through 4 show (via the accounting cycle) how
financial statements reflect business activities.

Cf-l\P

Conceptual

(‘ Explain the purpose and importance of AI Define and interpret the accounting
# % accounting in the information age.

! accounting.

( )’ Identify opportunities in accounting
47

and related fields.

C ) Identify users and uses of
e

Analytical

equation and each of its
components.

Procedural

Pl Identify and prepare basic financial
statements and explain how they
interrelate.

Q :: Analyze business transactions using the

accounting equation.

C 4 Explain why ethics are crucial to

~ accounting.

Cs Explain generally accepted accounting
principles and define and apply several

accounting principles.




Chapter Previe

Today’s world is one of information—its preparation, commu-
nication, analysis, and use. Accounting is at the core of this
information age. Knowledge of accounting gives us career
opportunities and the insight to take advantage of them. This
book introduces concepts, procedures, and analyses that help

A Preview opens each chapter with a summary of topics covered.

us make better decisions, including career choices. In this
chapter we describe accounting, the users and uses of account-
ing information, the forms and activities of organizations, and
several accounting principles. We also introduce transaction

analysis and financial statements.

~ Accounting in Business

* Accounting

information users
* Opportunities in
accounting

Financial
Statements

Transaction
Analysis

‘undamentals
of Accounting

* Ethics—key * Accounting * Income statement

concept equation | * Statement of
* Generally ¢ Transaction ‘owner’s equity
accepted analysis— "

* Statement of cash
flows

accounting illustrated

principles

Importance of Accounting

Explain the purpose and
importance of accounting
in the information age.

Cl

EXHIBIT 1.1

Accounting Activities

Why is accounting so popular on campuses? Why are there so many accounting jobs for grad-
uates? Why is accounting so important to companies? Why do politicians and business leaders
focus on accounting regulations? The answer is that we live in an information age, where that
information, and its reliability, impacts the financial well-being of us all.

Accounting is an information and measurement system that identifies, records, and com-
municates relevant, reliable, and comparable information about an organization’s business ac-
tivities. Identifying business activities requires selecting transactions and events relevant to an
organization. Examples are the sale of iPods by Apple and the receipt of ticket money by
TicketMaster. Recording business activities requires keeping a chronological log of transac-
tions and events measured in dollars and classified and summarized in a useful format.
Communicating business activities requires preparing accounting reports such as financial
statements. It also requires analyzing and interpreting such reports. Exhibit 1.1 summarizes
accounting activities.

We must guard against a narrow view of accounting. The most common contact with accounting
is through credit approvals, checking accounts, tax forms, and payroll. These experiences are
limited and tend to focus on the recordkeeping parts of accounting. Recordkeeping, or
bookkeeping, is the recording of transactions and events, either manually or electronically. This

. Communicating

~ Recording

Identifying

o

Select transactions and events Input, measure, and classify Prepare, analyze, and interpret
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is just one part of accounting. Accounting also identifies and communicates information on trans- Margin notes further enhance
actions and events, and it includes the crucial processes of analysis and interpretation. the textual material.
Technology is a key part of modern business and plays a major role in accounting. Technology
reduces the time, effort, and cost of recordkeeping while improving clerical accuracy. Some Peint: Technology is only as useful
small organizations continue to perform various accounting tasks manually, but even they are 3 the accounting data available, and
impacted by technology. As technology has changed the way we store, process, and summarize ::.rrsu::j:;:: e of. Lyc:; f;?: *
masses of data, accounting has been freed to expand. Consulting, planning, and other financial g pest so&wa,egand ,ecordke:,ing
services are now closely linked to accounting. These services require sorting through data, in-  cannot make up for lack of

terpreting their meaning, identifying key factors, and analyzing their implications. accounting knowledge.

Users of Accounting Information

Accounting is often called the language of business because all organizations set up an account-
ing information system to communicate data to help people make better decisions. Exhibit 1.2
shows that the accounting information system serves many kinds of users (this is a partial listing)
who can be divided into two groups: external users and internal users.

External Information Users External users of accounting information are not directly
involved in running the organization. They include shareholders (investors), lenders, directors,
customers, suppliers, regulators, lawyers, brokers, and the press. External users have limited
access to an organization’s information. Yet their business decisions depend on information that
is reliable, relevant, and comparable.

Financial accounting is the area of accounting aimed at serving external users by provid-
ing them with general-purpose financial statements. The term general-purpose refers to the
broad range of purposes for which external users rely on these statements.

Each external user has special information needs depending on the types of decisions to be
made. Lenders (creditors) loan money or other resources to an organization. Banks, savings
and loans, co-ops, and mortgage and finance companies are lenders. Lenders look for infor-
mation to help them assess whether an organization is likely to repay its loans with interest.
Shareholders (investors) are the owners of a corporation. They use accounting reports in
deciding whether to buy, hold, or sell stock. Shareholders typically elect a board of directors
to oversee their interests in an organization. Since directors are responsible to shareholders,
their information needs are similar. External (independent) auditors examine financial state-
ments to verify that they are prepared according to generally accepted accounting principles.
Employees and labor unions use financial statements to judge the fairness of wages, assess job
prospects, and bargain for better wages. Regulators often have legal authority over certain
activities of organizations. For example, the Internal Revenue Service (IRS) and other tax
authorities require organizations to file accounting reports in computing taxes. Other regulators
include utility boards that use accounting information to set utility rates and securities regula-
tors that require reports for companies that sell their stock to the public.

Accounting serves the needs of many other external users. Voters, legislators, and govern-

EXHIBIT 1.2

Users of Accounting Information

- Lenders « Consumer groups « Officers « Sales staff
« Shareholders « External auditors » Managers - Budget officers  Infographics reinforce key
+ Governments » Customers « Internal auditors - Controllers concepts through visual learning.
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ment officials use accounting information to monitor and evaluate government receipts and
expenses. Contributors to nonprofit organizations use accounting information to evaluate the
use and impact of their donations. Suppliers use accounting information to judge the sound-
ness of a customer before making sales on credit, and customers use financial reports to assess
the staying power of potential suppliers.
Internal Information Users Internal users of accounting information are those directly
involved in managing and operating an organization. They use the information to help improve the
efficiency and effectiveness of an organization. Managerial accounting is the area of accounting
that serves the decision-making needs of internal users. Internal reports are not subject to the same
rules as external reports and instead are designed with the special needs of internal users in mind.
There are several types of internal users, and many are managers of key operating activi-
ties. Research and development managers need information about projected costs and revenues
of any proposed changes in products and services. Purchasing managers need to know what,
when, and how much to purchase. Human resource managers need information about em-
ployees’ payroll, benefits, performance, and compensation. Production managers depend on
information to monitor costs and ensure quality. Distribution managers need reports for timely,
accurate, and efficient delivery of products and services. Marketing managers use reports about
sales and costs to target consumers, set prices, and monitor consumer needs, tastes, and price
concerns. Service managers require information on the costs and benefits of looking after prod-
ucts and services. Decisions of these and other internal users depend on accounting reports.
Both internal and external users rely on internal controls to monitor and control company ac-
tivities. Internal controls are procedures set up to protect company property and equipment, en-
sure reliable accounting reports, promote efficiency, and encourage adherence to company policies.
Examples are good records, physical controls (locks, passwords, guards), and independent reviews.

Opportunities in Accounting

Accounting information affects many aspects of our lives. When we earn money, pay taxes,
invest savings, budget earnings, and plan for the future, we are influenced by accounting.
Accounting has four broad areas of opportunities: financial, managerial, taxation, and
accounting-related. Exhibit 1.3 lists selected opportunities in each area.

EXHIBIT 1.3 Opportunities in accounting
Accounting Opportuniti es S A T R S ;\R{’i‘l R P T,
|
- Taxation
.
« Preparation * General accounting  « Preparation * Lenders « FBl investigators
* Analysis « Cost accounting « Planning * Consultants  « Market researchers
* Auditing « Budgeting * Regulatory « Analysts - Systems designers
* Regulatory * Internal auditing * Investigations « Traders * Merger services
» Consulting « Consulting » Consulting » Directors * Business valuation
* Planning « Controller * Enforcement * Underwriters  « Forensic accounting
* Criminal « Treasurer * Legal services * Planners * Litigation support
investigation « Strategy * Estate plans * Appraisers * Entrepreneurs

The majority of accounting opportunities are in

private accounting, as shown in Exhibit 1.4. Public

n::_‘;:f_';’:;:‘;’n g accounting offers the next larges.t . numb.er Qf
education 15%  Opportunities. Still other opportunities exist in
government (and not-for-profit) agencies, includ-

EXHIBIT 1.4
Accounting Jobs by Area

Public ing business regulation and investigation of law
accounting violations.
25%

Accounting specialists are highly regarded.
Their professional standing often is denoted
by a certificate. Certified public accountants
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(CPAs) must meet education and experience requirements, pass an examination, and exhibit
ethical character. Many accounting specialists hold certificates in addition to or instead of the
CPA. Two of the most common are the certificate in management accounting (CMA) and the
certified internal auditor (CIA). Employers also look for specialists with designations such as
certified bookkeeper (CB), certified payroll professional (CPP), personal financial specialist
(PES), certified fraud examiner (CFE), and certified forensic accountant (CrFA).

Individuals with accounting knowledge are always in demand as they can help with financial
analysis, strategic planning, e-commerce, product feasibility analysis, information technology,
and financial management. Benefit packages can include flexible work schedules, telecom-
muting options, career path alternatives, casual work environments, extended vacation time, and
child and elder care.

Demand for accounting specialists is booming. Exhibit 1.5 reports average annual salaries
for several accounting positions. Salary variation depends on location, company size,
professional designation, experience, and other factors. For example, salaries for chief finan-
cial officers (CFO) range from under $75,000 to more than $1 million per year. Likewise,
salaries for bookkeepers range from under $30,000 to more than $80,000.

Title (experience)

2007 Salary

* Estimates assume a 5% compounded annual increase over current levels.

Quick Check

Accounting is guided by principles, standards, concepts, and assumptions. This section de-
scribes several of these key fundamentals of accounting.

Ethics—A Key Concept

The goal of accounting is to provide useful information for decisions. For information to be
useful, it must be trusted. This demands ethics in accounting. Ethics are beliefs that distin-
guish right from wrong. They are accepted standards of good and bad behavior.

Point: The largest accounting firms
are Deloitte & Touche, Ernst & Young,
PricewaterhouseCoopers, and KPMG.

Point: Census Bureau (2007) reports
that for workers |8 and over, higher
education yields higher average pay:

Advanced degree ........ $79,946
Bachelor’s degree ........ 54,689
High school degree . ... ... 29,448
No high school degree . ... 19,915

EXHIBIT 1.5

Accounting Salaries for
Selected Fields

Quick Check is a chance to
stop and reflect on key points.




Point: Sarbanes-Oxley Act requires
each issuer of securities to disclose
whether it has adopted a code of ethics
for its senior financial officers and the
contents of that code.

EXHIBIT 1.6

Guidelines for Ethical
Decision Making

Point: State ethics codes require
CPAs who audit financial statements to
disclose areas where those statements
fail to comply with GAAP. If CPAs fail
to report noncompliance, they can lose
their licenses and be subject to criminal
and civil actions and fines.

Chapter | Accounting in Business

Identifying the ethical path is sometimes difficult. The preferred path is a course of action
that avoids casting doubt on one’s decisions. For example, accounting users are less likely to
trust an auditor’s report if the auditor’s pay depends on the success of the client’s business.
To avoid such concerns, ethics rules are often set. For example, auditors are banned from direct
investment in their client and cannot accept pay that depends on figures in the client’s reports.
Exhibit 1.6 gives guidelines for making ethical decisions.

.

Use personal ethics to
recognize an ethical concern.

Consider all good and
bad consequences.

Choose best option after
weighing all consequences.

Providers of accounting information often face ethical choices as they prepare financial re-
ports. These choices can affect the price a buyer pays and the wages paid to workers. They can
even affect the success of products and services. Misleading information can lead to a wrong-
ful closing of a division that harms workers, customers, and suppliers. There is an old saying:
Good ethics are good business.

Some people extend ethics to social responsibility, which refers to a concern for the impact
of actions on society. An organization’s social responsibility can include donations to hospitals,
colleges, community programs, and law enforcement. It also can include programs to reduce
pollution, increase product safety, improve worker conditions, and support continuing education.
These programs are not limited to large companies. For example, many small businesses offer
discounts to students and senior citizens. Still others help sponsor events such as the Special
Olympics and summer reading programs.

Generally Accepted Accounting Principles

Financial accounting practice is governed by concepts and rules known as generally accepted
accounting principles (GAAP). To use and interpret financial statements effectively, we need to
understand these principles, which can change over time in response to the demands of users.
GAAP aims to make information in financial statements relevant, reliable, and comparable.
Relevant information affects the decisions of its users. Reliable information is trusted by users.
Comparable information is helpful in contrasting organizations.

Setting Accounting Principles Two main groups establish generally accepted ac-
counting principles in the United States. The Financial Accounting Standards Board (FASB)
is the private group that sets both broad and specific principles. The Securities and Exchange
Commission (SEC) is the government group that establishes reporting requirements for com-
panies that issue stock to the public.

In today’s global economy, there is increased demand by external users for comparability
in accounting reports. This often arises when companies wish to raise money from lenders and
investors in different countries. To that end, the International Accounting Standards Board
(IASB) issues International Financial Reporting Standards (IFRS) that identify preferred ac-
counting practices. The IASB hopes to create more harmony among accounting practices of
different countries. If standards are harmonized, one company can potentially use a single set
of financial statements in all financial markets. Many countries’ standard setters support the
IASB, and differences between U.S. GAAP and IASB’s practices are fading. Yet, the IASB
does not have authority to impose its standards on companies.

Principles and Assumptions of Accounting Accounting principles (and assump-
tions) are of two types. General principles are the basic assumptions, concepts, and guidelines



