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objectives

1

Understand capital
markets and decision
making.

Know what is included
in financial reporting.

Explain generally
accepted accounting
principles (GAAP) and
the sources of GAAP.

Identify the types of
pronouncements
issued by the FASB.

Understand how the
Financial Accounting
Standards Board
(FASB) operates.

Describe the relation-
ship between the
Securities and
Exchange Commission
(SEC) and the FASB.

The Environment of
Financial Reporting

Accounting may be described as the process of identifying, measuring,
recording, and communicating economic information to permit in-
formed judgments and decisions by users of information. It is also
called the “language of business.” In the United States economy, most
published accounting information is about different types of compa-
nies (primarily corporations). Companies engage in many transactions
and generate large amounts of data. Since people can absorb only
limited amounts of information, accounting systems are designed to
report that data in a concise, understandable format. In this sense,
accounting may be viewed as the link between a company’s economic
activities and decision makers.

In this chapter we review the uses of accounting information and
who uses it, the development of principles for the accumulation and
communication of accounting information, and the ethical frameworks
within which these accounting principles are applied.

ACCOUNTING INFORMATION:
USERS, USES, AND GAAP

The U.S. economy is a free-market economy in which the decisions
of many buyers and sellers influence the demand for and supply of
products and services offered by companies. Individuals acting
within this economy have limited resources to consume or to invest,
whereas typically companies need large amounts of capital for their
operations. Companies may obtain this capital from the issuance of
capital stock (equity) and bonds (debt), from other borrowings, or
from resources generated by their operations. The exchange of cap-
ital by investors for the stocks and bonds of companies occurs in
capital markets, as we show in Exhibit 1-1. There are organized cap-
ital markets, such as the New York Stock Exchange (NYSE), the
American Stock Exchange (AMEX), and the Nasdaq Stock Market,
Inc. (NASDAQ), in which the capital stock and bonds of many cor-
porations are purchased and sold daily. These corporations are
called publicly held (or publicly traded) companies. These markets
sometimes are referred to as secondary markets because the sales and
purchases are among the investors themselves. That is, the corpora-
tion that initially issued the capital stock or bonds is not involved
in the exchange.

There also are more loosely organized capital markets in which
fewer exchanges occur. For instance, companies may borrow from
lending institutions, or corporations may issue new capital stock or
bonds, either through “public offerings” or through “private place-
ments.” Public offerings involve the advertising and sale to many
investors (i.e., the general public). Private placements involve the
advertising and sale to a few private institutions such as insurance
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Corporations

Sell stocks
and bonds Borrow money
Primary Markets l
(e.g., individuals, banks) Investors Financial Institutions
Buy and sell Buy and sell
stocks and bonds stocks and bonds
Secondary Markets l Bov ittt l
(e.g., New York Stock Exchange) Investors <-—» y ~-—» [nvestors
stocks and bonds

companies and pension funds, or to employees. These markets sometimes are called pri-
mary markets because the exchange is directly between a corporation and the investors.
Whether investors or lending institutions are involved in primary or secondary markets,
they are interested in earning dividends and interest, and in a safe return of their
resources. Investors in publicly traded securities participate in the increase (or decrease)
in the market price of the capital stock and bonds. These investors are concerned with
the efficient allocation of their scarce resources to achieve these objectives. Accounting
information is useful in making decisions for this allocation process within these capi-
tal markets. It is useful for other purposes as well.

External and Internal Users

The decision makers or users of accounting information can be divided into two major
categories, external users and internal users, as we show in Exhibit 1-2. These two user
groups have somewhat dissimilar information needs because of their different relation-
ships to the company providing the economic information. External users are actual or
potential investors (stockholders and bondholders); creditors, such as suppliers and lend-
ing institutions; and other users, such as employees, financial analysts, advisers, bro-
kers, underwriters, stock exchanges, taxing and regulatory authorities, labor unions, and
the general public. (Note that bondholders are “creditors” by contract and legal defin-
ition, but are considered “investors” as this term is commonly used.) Investors have a
direct relationship with the company, and their capital market information needs revolve
around three basic decisions:

1. Buy. A potential investor decides to purchase a particular security (e.g., a stock
or bond) on the basis of communicated accounting information.

2. Hold. An actual investor decides to retain a particular security on the basis of
communicated accounting information.

3. Sell. An actual investor decides to dispose of a particular security on the basis of
communicated accounting information.

Creditors, such as suppliers and lending institutions, also have a direct relationship with
companies. While creditors do not purchase securities, they make similar decisions
that require accounting information. The decisions in this case are to extend credit, to

Understand
capital markets
and decision
making.



Chapter 1 The Environment of Financial Reporting

EXHIBIT 1-2 Accounting Information: Economic Activities and Decision Making

/

Company’s
Economic
Activities

\

External
User

Accounting

Information

Internal
User

Impact

maintain the credit relationship, or not to extend credit. Other users employ account-
ing information in their decision making. For instance, stock exchanges use accounting
information for listings, cancellations, and rule-making decisions. Labor unions use
accounting information in negotiating wage agreements. Financial analysts use account-
ing information for making investment and credit recommendations.

Investment and credit decisions should be continuously reevaluated. A timely com-
munication of information to external decision makers is very important. The publica-
tion of financial statements (e.g., in “hard copy” or on a company’s web site) is a primary
method by which relevant information is communicated. Studies have shown, however,
that decision makers also use other reporting sources to satisfy their information needs.!

Internal users are the company managers who are responsible for the planning and
control of operations on a day-by-day and a long-term basis. In contrast to external
users, who mainly use financial statement information in their decision processes, inter-
nal users may request any type of information that the accounting system is capable of
providing to assist them in making decisions on internal operations. For example, inter-
nal users may request information relating specifically to the purchase of new equip-
ment or the addition of a new product.

Financial and Managerial Accounting Information Systems

Two major branches of accounting are used to meet the specialized needs of external
and internal users. Financial accounting is the information accumulation, processing,
and communication system designed to satisfy the investment and credit decision-
making information needs of external users. Financial accounting information is
communicated (reported) through published financial statements and must follow the
pronouncements of several policy-making groups. Managerial accounting is the infor-
mation accumulation, processing, and communication system designed to meet the deci-
sion-making information needs of internal users. Managerial accounting information is
communicated via internal company reports and is not subject to the policy standards

1. In addition to the use of published financial statements, accounting information may be communi-
cated to external users by other methods, such as reports filed with the Securities and Exchange Com-
mission (discussed later), news releases, and management forecasts. Evidence from capital markets
research studies tends to show that security prices fully reflect all publicly available information.
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applied to externally communicated information. It is restricted by the usefulness of the
information provided for a specific decision and the cost of providing that information.
Financial and managerial accounting thus have somewhat different objectives, as they
provide information with which to make different decisions. Exhibit 1-3 summarizes
some of the more important differences.

EXHIBIT 1-3 Comparison of Financial and Managerial Accounting

Financial Accounting Managerial Accounting
1. Source of authority Generally accepted account- Internal needs
ing principles (GAAP)
2. Time frame of reported Primarily historical Present and future
information
3. Scope Mainly total company Individual departments,
divisions, and total
company
4. Type of information Primarily quantitative Qualitative as well as
quantitative
5. Statement format Prescribed by GAAP; Determined by company;
oriented toward invest- focused upon specific
ment and credit decisions decisions being made
6. Decision focus External Internal

The company’s accountants prepare both the financial accounting and the manage-
rial accounting reports, and the information comes from the same information system.
The differences lie in the selection and presentation of the communicated information.
This book focuses on financial accounting and its usefulness in investors’, creditors’, and
other users’ decision making. We generally do not discuss the selection of managerial
accounting information. On the other hand, the rules of a game influence how the game
is played. The management of a company often is evaluated based on “performance cri-
teria” (e.g., net income, rate of return) that are a function of accounting measures used
in financial accounting reports. Thus, the financial accounting system may influence the
managerial accounting system, or vice versa.

In other words, the amounts reported or methods used for financial accounting may
influence management decisions, or the management of a company (perhaps in its own
self-interest) may use the managerial accounting system to influence financial reporting.
In this regard, the term agency theory describes the relationship between the manager
(the “agent”) and the stockholder (the “principal”). The theory suggests that agents do
not always act in the best interests of the principals. For example, managers might make
a decision that increases their compensation while reducing the wealth of the company,
and therefore the wealth of the stockholders. Research suggests that an effective way
to align the interests of the agent and the principal is to base the manager’s compen-
sation on the performance of the company. Examples include the payment of bonuses
that are a percentage of the company’s income, and the awarding of stock options. In
later chapters we discuss the effects on financial reporting that result from the occur-
rence, or the potential for occurrence, of agency theory relationships.

Financial Reporting

Financial reporting is the process of communicating financial accounting information
about a company to external users. A company may report its financial accounting

Bonuses and stock
options are
discussed in
Chapters 12

and 15.
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Know what is
included in
financial
reporting.

Explain generally
accepted
accounting
principles
(GAAP) and the
sources of
GAAP.

information in several ways, and one important way is through its annual report. The
financial reporting section of a company’s annual report includes the company’s finan-
cial statements and the notes to the financial statements. Companies present at least
three major financial statements: (1) the balance sheet (or statement of financial posi-
tion), which summarizes a company’s financial position at a given date, (2) the income
statement, which summarizes the results of a company’s income-producing activities for
a period of time, and (3) the statement of cash flows, which summarizes a company’s
cash inflows and cash outflows for a period of time. Many companies include the state-
ment of changes in stockholders’ equity, which summarizes the changes in each item of
stockholders’ equity for a period of time, as a fourth major financial statement.?

The notes to the financial statements include discussions that further explain items
shown in the financial statements. Many of these notes also include supporting sched-
ules of computations (some companies include the statement of changes in stockholders’
equity here). The information in the notes is essential to understanding a company’s
activities. Most financial statements and accompanying notes presented to external
users are audited by an independent certified public accountant (CPA). As we discuss
in Chapters 3 and $, after completion of the audit, the CPA expresses an opinion as to
the fairness, in accordance with generally accepted accounting principles, of the finan-
cial statements and accompanying notes. These financial statements and notes (and sup-
porting schedules) to the financial statements as they relate to financial reporting are
the subject of this book.

Generally Accepted Accounting Principles

The information communicated to external users in financial reporting is based on
standards that establish generally accepted accounting principles (GAAP). Generally
accepted accounting principles are the guidelines, procedures, and practices that a com-
pany is required to use in recording and reporting the accounting information in its
audited financial statements. GAAP define accepted accounting practices at a particu-
lar time and provide a standard by which to report financial results. They are like laws
and are the rules that must be followed in financial reporting.

The evolution of GAAP took place over many years and involved several account-
ing policy-making bodies, including the Financial Accounting Standards Board (FASB),
Accounting Principles Board (APB), American Institute of Certified Public Accountants
(AICPA), and Securities and Exchange Commission (SEC). Unfortunately, there is no
single document that includes all the accounting standards. [There are electronic data-
bases such as the FASB Financial Accounting Research System (FARS) that include most
accounting standards.] Nonetheless, an accountant must be able to determine if a par-
ticular procedure for handling a transaction is acceptable under GAAP. Accountants
therefore must know the sources of generally accepted accounting principles and must
know how to find authoritative sources to aid in recording and reporting a particular
transaction. Throughout this book we discuss GAAP for various transactions, events,
and circumstances. However, to aid in researching the sources of generally accepted
accounting principles, Exhibit 1-4 provides a “hierarchy” of five categories of GAAP
and the authoritative sources applicable to each category for companies.

These categories are listed in descending order of importance, with Category A as
the most important. Accountants must follow the GAAP established by the pro-
nouncements applicable to this category unless, in unusual circumstances, they result in
misleading financial statements. In these circumstances or in situations where the
accounting for a transaction or event is not specified by a pronouncement in Category
A, then pronouncements in Categories B through D may be used to identify GAAP. Gen-
erally, pronouncements in Category B take precedence over those in Category C which,
in turn, take precedence over those in Category D. When none of the pronouncements

2. Some companies include a statement of comprehensive income as another major financial statement. We
discuss this statement in Chapter 4.



The Establishment of Accounting Standards

| EXHIBIT 1-4 Hierarchy of Sources of GAAP I

have been exposed for
public comment*

of expert accountants that Practice Bulletins
have not been exposed for
public comment*

and pronouncements Accounting Trends and Techniques
representing prevalent

practice in a particular

industry or applications

to specific circumstances

accounting texts and articles

Category A, which means that the authoritative body does not object to the pronouncement.

Categories Authoritative Sources (Pronouncements)

A. Pronouncements of FASB Statements of Financial Accounting Standards and Interpretations,
authoritative bodies APB Opinions, and CAP (AICPA) Accounting Research Bulletins (as well as
(FASB, APB, CAP, SEC) SEC Regulation S-X and Financial Reporting Releases for companies that file

with the SEC)

B. Pronouncements of bodies FASB Technical Bulletins, AICPA Industry Audit and Accounting Guides, and
of expert accountants that AICPA Statements of Position

C. Pronouncements of bodies FASB Emerging Issues Task Force Consensus Positions and AICPA

D. Widely accepted practices AICPA Accounting Interpretations, FASB Q’s and A’s, and AICPA

E. Other accounting literature For instance, FASB Statements of Financial Accounting Concepts, APB
Statements, AICPA Issue Papers, AICPA Technical Practice Aids, and

*“Exposed for public comment” means that accountants and external users (the “public”) have an opportunity to make suggestions
(comment) on proposed pronouncements. Pronouncements in Categories B and C must also be “cleared” by an authoritative body from

in Categories A through D is applicable, then the accountant may consider other
accounting literature (Category E). We discuss each of the policy-making bodies and
related pronouncements in the sections that follow.

THE ESTABLISHMENT OF ACCOUNTING STANDARDS

Even though accounting records dating back thousands of years have been discovered
in various parts of the world, there was little organized effort to develop accounting
standards in the United States prior to the 1930s. One of the most important initial
attempts to develop standards began shortly after the onset of the Great Depression
in 1929 with a series of meetings in the early 1930s between representatives of the
New York Stock Exchange and the American Institute of Accountants (later to become
the American Institute of Certified Public Accountants). The goal was to discuss account-
ing and reporting issues involving the interests of investors, the New York Stock
Exchange, and accountants.

The result of these meetings was a form of the auditor’s opinion similar to the one
used today. Specifically, the concepts of fairness and consistency in the application of
accounting principles were introduced into the auditor’s opinion. Fairness, in this regard,
means that the accounting methods and procedures adopted by a company comply with
traditional and conventional practice and that they adequately portray the economic
reality of the company. Since these meetings, several groups have been responsible for
the establishment of generally accepted accounting principles in the private sector of the
United States. Exhibit 1-5 shows a “time-line” of the establishment of GAAP (Category A
of Exhibit 1-4) in the private sector.

These concepts are
discussed in
Chapters 3 and 5.
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EXHIBIT 1-5 History of GAAP in the Private Sector

f } + =y
1938 1959 1973 Present
| | |
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Committee on Accounting Procedure (CAP)

In 1938 the AICPA formed the Committee on Accounting Procedure (CAP). This group
was responsible for issuing pronouncements to narrow the differences in accounting pro-
cedures and practice. Its conclusions were published as Accounting Research Bulletins
(ARBs). However, because at that time the AICPA did not have the authority to require
compliance, the CAP could not enforce its pronouncements, and their application was
optional. By 1953 the CAP had issued 42 Accounting Research Bulletins, and it then
reviewed these pronouncements and codified them into Accounting Research Bulletin
No. 43. The CAP issued eight more Accounting Research Bulletins, ending with No. 51
before it was replaced by the Accounting Principles Board in 1959. All Accounting
Research Bulletins now are sources of generally accepted accounting principles unless
specifically superseded or amended by other authoritative bodies.

Accounting Principles Board (APB)

After World War II the process of formulating accounting principles was increasingly
criticized and wider representation in rule making was sought. In 1959 the AICPA
formed the Accounting Principles Board (APB) as an attempt to (1) alleviate this criti-
cism and (2) create a policy-making body whose rules would be binding on companies
rather than optional. The APB comprised 17 to 21 members, selected primarily from
the accounting profession. Representatives from industry, the government, and acade-
mia also served on the Board. The pronouncements of the APB were termed Opinions
of the Accounting Principles Board, and 31 of these Opinions were issued. APB Opin-
ions are sources of generally accepted accounting principles unless specifically amended
or rescinded. Some of these Opinions were based upon Accounting Research Studies.

Financial Accounting Standards Board (FASB)

The AICPA adopted the recommendations of the Wheat Committee. The APB was
phased out and replaced in 1973 by the Financial Accounting Standards Board (FASB).
Exhibit 1-6 illustrates the current structure of the FASB.

ORGANIZATION The Financial Accounting Foundation is the parent organization of
the FASB. It is governed by a 16-member Board of Trustees appointed from the mem-
berships of nine organizations (the AICPA, Financial Executives International, Institute
of Management Accountants, Association for Investment Management and Research,
American Accounting Association, Securities Industry Association, Government Finance
Officers Association, Comptrollers and Treasurers, and National Association of
State Auditors) interested in the formulation of accounting principles.®> The primary

3. The Financial Accounting Foundation also is the parent organization of the Governmental Accounting
Standards Board (GASB), which establishes accounting principles for state and local governmental enti-
ties. We briefly discuss the GASB later in the chapter.



The Establishment of Accounting Standards

I BIT 1-6 Structure of FASB
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responsibilities of the Financial Accounting Foundation are to provide general oversight
to its operations and appoint the members of the Financial Accounting Standards
Advisory Council (FASAC) and the FASB. The FASAC consists of about 33 influential
members. It is responsible for advising the FASB about major policy issues, the
priority of topics, the selection of task forces, the suitability of tentative decisions, and
other matters.

There are seven members of the FASB. Appointees to the FASB are full-time, fully
paid members with no other organizational ties and are selected to represent a wide
cross-section of interests. Each Board member is required to have a knowledge of
accounting, finance, and business; high intelligence, integrity, and discipline; and a con-
cern for the public interest regarding financial reporting. Currently, the FASB includes
five members who are CPAs and who have been in public practice and two members
from other areas related to accounting (e.g., academia and industry). The FASB is respon-
sible for identifying financial accounting issues, conducting research to address these
issues, and resolving them. The FASB is supported by a research and technical staff that
performs numerous functions such as researching issues, communicating with con-
stituents, and drafting preliminary findings. The administrative staff assists the FASB by
handling library, publications, personnel, and other activities.

The FASB issues several types of pronouncements:

1. Statements of Financial Accounting Standards. These pronouncements establish
generally accepted accounting principles. They are releases indicating the meth-
ods and procedures required on specific accounting issues and are included in
Category A of Exhibit 1-4.

2. Interpretations. These pronouncements provide clarification of conflicting or
unclear issues relating to previously issued FASB Statements of Financial Account-
ing Standards, APB Opinions, or Accounting Research Bulletins. Interpretations
also establish or clarify generally accepted accounting principles. They are
included in Category A of Exhibit 1-4.

3. Technical Bulletins. The staff of the FASB issues these pronouncements to pro-
vide guidance on accounting and reporting problems related to Statements of
Financial Accounting Standards or Interpretations. The guidance may clarify,

4 Identify the
types of
pronouncements
issued by the
FASB.



