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CHAP I'E'R

INTRODUCTION TO
FINANCIAL REPORTING

Users of financial statements include a com-
pany’s managers, stockholders, bondholders,
security analysts, suppliers, lending institu-
tions, employees, labor unions, regulatory au-
thorities, and the general public. They use the
financial reports to make decisions. For exam-
ple, potential investors use the financial re-
ports as an aid in deciding whether to buy the
stock. Suppliers use the financial reports to
decide whether to sell merchandise to a com-
pany on credit. Labor unions use the financial
reports to help determine their demands
when they negotiate for employees. Manage-
ment could use the financial reports to deter-
mine the company’s profitability.

Demand for financial reports exists be-
cause users believe that the reports help them
in decision making. In addition to the finan-

cial reports, users often consult competing in-
f()n]]ari()n sources Sll(‘h as new \\'ﬂg(.‘ contracts
and economy-oriented releases.

This book concentrates on using financial
accounting information properly. Users must
have a basic understanding of generally ac-
cepted accounting principles and traditional
assumptions of the accounting model in order
to recognize the limits of financial reports.

The ideas that underlie financial reports
have developed over several hundred years.
This development continues today to meet
the needs of a changing society. A review of
the evolution of generally accepted account-
ing principles and the traditional assumptions
of the accounting model should help the
reader understand the financial reports and
thus analyze them better.




Chapter 1 Introduction to Financial Reporting

DEVELOPMENT
OF GENERALLY
ACCEPTED
ACCOUNTING
PRINCIPLES
(GAAP)

Generally accepted accounting principles (GAAP) are accounting principles that have sub-
stantial authoritative support: The accountant must be familiar with acceptable reference sources in
order to decide whether any particular accounting principle has substantial authoritative support.

The formal process of developing accounting principles that exist today in the United States
began with the Securities Acts of 1933 and 1934. Prior to these securities acts, the New York Stock
Exchange (NYSE), which was established in 1792, was the primary mechanism for establishing spe-
cific requirements for the disclosure of financial information. These requirements could be de-
scribed as minimal and only applied to corporations whose shares were listed on the NYSE. The
prevailing view of management was that financial information was for management’s use.

The stock market crash of 1929 provoked widespread concern about external financial disclo-
sure. Some alleged that the stock market crash was substantially influenced by the lack of adequate
financial reporting requirements to investors and creditors. The Securities Act of 1933 was designed
to protect investors from abuses in financial reporting that developed in the United States. This act
was intended to regulate the initial offering and sale of securities in interstate commerce.

In general, the Securities Exchange Act of 1934 was intended to regulate securities trading on
the national exchanges, and it was under this authority that the Securities and Exchange Com-
mission (SEC) was created. In effect, the SEC has the authority to determine GAAP and to regu-
late the accounting profession. The SEC has elected to leave much of the determination of GAAP
and the regulation of the accounting profession to the private sector. At times, the SEC will issue its
own standards.

Currently the SEC issues Regulation S-X, which describes the primary formal financial disclo-
sure requirements for companies. The SEC also issues Financial Reporting Releases (FRRs) that
pertain to financial reporting requirements. Regulation §-X and FRRs are part of GAAP and are
used to give the SECs official position on matters relating to financial statements. The formal
process that exists today is a blend of the private and public sectors.

A number of parties in the private sector have played a role in the development of GAAP. The
American Institute of Certified Public Accountants (AICPA) and the Financial Accounting Stan-
dards Board (FASB) have had the most influence.

American Institute of Certified Public Accountants (AICPA)

The AICPA is a professional accounting organization whose members are certified public ac-
countants (CPAs). During the 1930s, the AICPA had a special committee working with the New
York Stock Exchange on matters of common interest. An outgrowth of this special committee was
the establishment in 1939 of two standing committees, the Committee on Accounting Procedures
and the Committee on Accounting ‘Terminology. These committees were active from 1939 to
1959 and issued 51 Accounting Research Bulletins (ARBs). These committees took a problem-by-
problem approach, because they tended to review an issue only when there was a problem related to
that issue. This method became known as the brushfire approach. They were only partially success-
ful in developing a well-structured body of accounting principles. ARBs are part of GAAP.

In 1959, the AICPA replaced the two committees with the Accounting Principles Board
(APB) and the Accounting Research Division. The Accounting Research Division provided re-
search to aid the APB in making decisions regarding accounting principles. Basic postulates would
be developed that would aid in the development of accounting principles, and the entire process was
intended to be based on research prior to an APB decision. However, the APB and the Accounting
Research Division were not successful in formulating broad principles.

The combination of the APB and the Accounting Research Division lasted from 1959 to 1973.
During this time, the Accounting Research Division issued 14 Accounting Research Studies. The
APB issued 31 Opinions (APBOs) and 4 Statements (APBSs). The Opinions represented official po-
sitions of the Board, whereas the Statements represented the views of the Board but not the official
opinions. APBOs are part of GAAP.

Various sources, including the public, generated pressure to find another way of developing
GAAP. In 1972, a special study group of the AICPA recommended another approach—the estab-
lishment of the Financial Accounting Standards Board (FASB). The AICPA adopted these rec-
ommendations in 1973.




