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In this chapter you will
learn:

1

2
3
4
5

What financial
accounting is

What economic
information is conveyed
in financial statements

How accounting
information is used and
why it is important

A framework for
understanding accounting
information

To begin to read actual
financial statements by
looking at excerpts from
the reports of real
companies

Introduction
to Financial
Accounting
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OBJECTIVE:
Learn what financial
accounting is.

ounting is a dry

had the fllowing iterview:
"W t’stwo p!ustwo?"

’ an"tknow What ‘nunjwber,‘ did
you have in mind?” '

Accounting is the gathering
and reporting of a financial
history of an organization.

L]

Union Plaza
Background

gﬁfsaupns" Wlﬂl managers quickly 2. To explore why it is useful

reveal contradictory views of accounting. To some,
unti dry exercise in "bean counting.”

g seems hopelessly subjective.

bldfjgke‘ about a company president e economic concepts

3. To introduce three dimensions critical to un-
derstanding and using accounting:

ts. The accountant who got , _
i . s . L4 accountlng conventions

e institutional context

We begin by defining accounting. We then intro-
dUce basic accounting products, or financial
statements. A real company’s financial state-
ments serve as a focal point for much of this

ean cQun;iﬁg’.’,;zkor - introduction. Examples present and discuss several

, most will agree that ccount-  decisions that can be improved by consid-

ering accounting information. Finally, we
| present th'e‘ ff,r‘aﬂmework of economic concepts, ac-
counting conventions, and institutional context on
which we base future chapters.

t to the operations of an

What Is Accounting?

Accounting is the gathering and reporting of a financial history of an organization. This
financial history requires a continual process of capturing financial data, organizing it
into a useful set of accounting records, and issuing periodic financial reports to users.
Accurate, up-to-date financial reports contain a great deal of valuable information for
their users. The major goal of this book is to provide a clear understanding of how ac-
counting works so you can make the most of this information.

Consider the case of the Union Plaza Hotel and Casino (hereafter, Union Plaza), a
company that operates the Plaza Casino and a hotel with 1,037 guest rooms on Main
Street in Las Vegas, Nevada. Formed ‘in 1962, Union Plaza experienced phenomenal
changes along with the Las Vegas area and within the gaming industry. New hotels and
casinos opening up on the Las Vegas “Strip” included the massive Bellagio, a $1.6 billion
development. Relative to when it began in 1962, the Union Plaza faces competition from
a much wider range of sources, including Atlantic City, gaming on riverboat casinos in
places such as St. Louis, Missouri, and Bay St. Louis, Mississippi, and casinos on Native
American reservations across the United States.

According to its management, 2001 was a particularly difficult year for Union Plaza.
Increased competition for the middle class customer necessitated lower prices, at the same
time costs of goods and services went up. On top of everything else, the terrorist attacks
of September 11 and their aftermath severely dampened tourism, costing Union Plaza
nearly one-half of its wholesale room bookings in the following three months.

Plenty of events challenged Union Plaza in 2001, and we might expect them to sig-
nificantly affect the company. Shortly, we will show you actual Union Plaza financial state-
ments that attempt to capture the company’s financial history and accurately convey it

CHAPTER 1 INTRODUCTION TO FINANCIAL ACCOUNTING « 3




4 .« PART 1

Economic concepts are the
ideas that guide the construc-
tion of accounting reports.

Accounting conventions are
the rules and customs of
accounting for applying eco-
nomic concepts to practical
situations.

Institutional context consists
of the environment that
shapes the consequences of
adopting specific accounting
conventions.

Figure 1.1

Financial Statement
Construction Process

FUNDAMENTALS OF ACCOUNTING

to users. However, getting the most from the information in accounting reports requires

that we recognize three important factors that shape the construction of the financial
statements.

Framework for Understanding Accounting Information

Three aspects determine the information in accounting reports: economic concepts, ac-
counting conventions, and institutional context. Economic concepts are the ideas that
guide the construction of accounting reports. Accounting conventions are the rules and
customs of accounting for applying those economic concepts to practical situations. In-
stitutional context consists of the environment that shapes the consequences of adopt-
ing specific accounting conventions.

Even though estimates and predictions play a role, the “wiggle room” in an accounting
history is limited by the economic concepts that guide it, the accounting conventions that
govern its implementation, and the institutional context that disciplines its writers and
users. Extracting the most information in accounting reports requires understanding
these economic concepts (your other business classes should help here) and accounting
conventions and appreciating the institutional context in which the concepts and con-
ventions are applied.

Figure 1.1 illustrates the relationship between financial reports and the economic sta-
tus of the organization. Users of financial statements must understand the “filtering”
process in order to make correct assessments of the true economic status of the organi-
zation. Accounting numbers supply only approximations to economic reality; forgetting
about the filtering process jeopardizes the quality of decisions. It is not so important what
the accounting numbers are. Their importance lies in what they mean.

llmte!ll

Organization

Financial Reports

The short answer to the question, What is accounting?, might read as follows:

Accounting is the process of gathering, compiling, and reporting the financial his-
tory of an organization. Accounting’s financial history is distinguished by the use of
economic concepts, accounting conventions, and institutional pressures that guide
its construction.

The fact that both concepts and conventions play roles in the accounting process tells
us that accounting has both logical and social dimensions. To a student, this duality can
be frustrating. Accounting lies somewhere between a perfectly logical science in which
every assertion can either be proven correct or demonstrated to be false, and a totally
subjective discipline where the validity of any statement can never be proven or disproven
with certainty. Although the presence of both logical and social dimensions strains our
ability to maintain a smooth flow of material, we believe it is essential to keep both di-
mensions in view, because denying either seriously impairs our understanding of ac-
counting. Complete knowledge of the concepts and conventions available can be brought
to bear only when the institutional context within which the reports are prepared and
used is understood.




