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The Gap, Inc.
Consolidated Statement of Earnings (adapted)
Year Ended Percentage Year Ended Percentage
($000) January 30, 1999 of Sales January 31, 1998 of Sales
1 Net sales revenue $9,054,462 100.0% $6,507,825 100.0%
2 Expenses
3 Cost of goods sold 5,318,218 58.7 4,021,541 61.8
4 Advertising expense 419,000 4.6 175,000 2.7
5 Depreciation expense 326,036 3.6 269,706 4.1
6 Other operating expenses 1,658,329 18.3 1,190,311 18.3
7 Interest expense (revenue) 13,617 0.2 (2,975) 0.0
8 Earnings before income taxes 1,319,262 14.6 854,242 13.1
9 Income tax expense 494,723 5.5 320,341 4.9
10 Net earnings $ 824,539 9.1% $ 533,901 8.2%

om the streets of Philadelohia and Seattle, 1o the sidewa
crowds of Tokyo and Londan, we want to be everywhere our customers are. One focus in
1998 was to bring our brands into our customers’ homes. We expanded the convenience of
shopping at our Gap Online Store at www.gap.com to bring the total brand — adults, kids
and bab 10 onfine shoppers. | lomers anywhere in the United States can shop
eople who just don't have time to get to our

WHAT do advertising slogans:
accounting? A lot, because ad
Also, advertising cc
ad campaigns. All t
products—are interesting
people make decisions ab
: Accounting provid




W Check POINT 1-1

| Objective 1

Understand accounting vocabulary
and use it in decision making

4

Chapter 1

Managerial Decisions

Il] deciding how to operate the business, The Gap’s managers must determine
what merchandise they will sell and how to market it. Clearly, the company wants
its revenues to exceed its expenses so that it will earn a profit. Accounting helps
managers measure the revenues, expenses, and profit (or loss) of the business.

The income statement on page 14 reports that Gap, Inc., earned net sales rev-
enue of over $9 billion during 1999 (line 1). Cost of goods sold, an expense (line
3), consumed over $5.3 billion. Additional expenses—advertising, depreciation,
other operating expenses, and interest (lines 4-7 respectively) —totaled $2.4 bil-
lion, leaving The Gap with net earnings, the bottom line, of $825 million (line 10),
after all expenses for the year ended January 30, 1999,

Gap managers must determine what types of assets to acquire for use in the
business. For example, should they automate the warehouse and use robotic
equipment to handle merchandise? If so, they will want to purchase equipment
that moves goods rapidly and at the lowest cost. Accounting measures the cost of
such equipment.

Finally, Gap managers must decide how the company will finance its opera-
tions. Which way of financing the business is better—selling stock (ownership
shares) to the owners or borrowing from outsiders? There is no standard answer.
Sometimes borrowing has the advantage. In other cases, it is better to issue stock.
Accounting measures the cost of obtaining funds.

Investor Decisions

Suppose you have $50,000 to invest. You can deposit the money in a bank and
earn interest. This investment is safe because deposits in U.S. banks are insured,
but it will not grow very fast in a bank account. Or you could invest in land on the
outskirts of town. There has been some talk that The Gap may open a store in the
vicinity, and the land may increase in value. If so, your investment may double or
triple in value, but it is also quite risky because The Gap may not locate near your
land. Besides, others also know of The Gap’s plan, and you may have to pay a high
price for the land.

A third possible investment is buying stock in The Gap. This investment is more
risky than depositing money in a bank account but less risky than buying land in
hopes of selling it at a higher price. What information would you need before decid-
ing to invest in Gap stock? You would prefer that The Gap have a track record of
profitable operations—earning a profit (net earnings or net income) year after year.
The company would need a steady stream of cash coming in and a manageable level
of debt. How would you determine whether the company meets these criteria? The
company’s financial statements provide the information you need.

ACCOUNTING — THE BAsis oF DecisioN MAKING

Accounting is the information system that measures business activities, processes
that information into reports, and communicates the results to decision makers.
For this reason, it is called “the language of business.” The better you understand
this language, the better you can manage your finances and the better your deci-
sions will be. Personal planning, education expenses, loans, car payments, and in-
come taxes all use the information system we call accounting.

Accounting: The Language of Business

Accounting: An Information System

A key product of an accounting information system is the set of financial
statements: the documents that report financial information about a business en-



ExniBir 1-1
1. People make decisions 2. Business transactions occur. 3. Businesses prepare reports to The Flow of
show the results of their operations.

Information in an
Accounting System

tity to decision makers. They tell us how well a business is performing in terms of
profits and losses and where it stands in financial terms. In this chapter we focus
on the financial statements of The Gap. As you complete this first chapter, you
will be familiar with the financial statements that this well-known company uses to
represent itself to the public. This book’s major goal is to acquaint you with finan-
cial statements and to give you the expertise you need to use them for financial de-
cision making.

Please don’t mistake bookkeeping for accounting. Bookkeeping is the proce-
dural element of accounting that processes the accounting data, just as arithmetic is
a procedural element of mathematics. Exhibit 1-1 illustrates accounting’s role in ® Cucckpom 12
business. The process starts and ends with people making decisions.

Decision Makers Use Accounting Information

Decision makers need information. The more important the decision, the greater
the need. All businesses and most individuals keep accounting records to aid in
making decisions. The chapter-opening story reveals a key decision that Gap man-
agers made in designing a slogan to expand the company. The result might be the
company’s income statement (page 14), which we also saw earlier. We will exam-
ine this and other financial statements in detail as we proceed through this chapter.
First, however, let’s look at some decision makers who use accounting information.

INDIVIDUALS. People use accounting information to manage their bank accounts, to
evaluate job prospects, and to decide whether to rent an apartment or buy a house.

BusINESSES. Managers of businesses use accounting information to set goals, to
evaluate progress toward those goals, and to take corrective action if necessary. De-
cisions based on accounting information may include where to locate a Gap store,
how many shirts to keep on hand, and how much cash to borrow.

INVESTORS AND CREDITORS. Investors and creditors provide the money a business
needs to get started. When The Gap opened its first store, the company had no
track record. To decide whether to help start a new venture, potential investors
evaluate what income they can expect on their investment. This means analyzing
the financial statements of the business. Before deciding to invest in The Gap, for
example, you may examine the company’s financial statements. Before making a
loan to The Gap, banks evaluate the company’s ability to meet scheduled payments.

GOVERNMENT REGULATORY AGENCIES. Most organizations face government regula-
tion. For example, the Securities and Exchange Commission (SEC), a federal

agency, requires businesses to report certain financial information to the investing

THE FINANCIAL STATEMENTS 5
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Chapter 1

public. The Gap and other companies publish annual reports. The company’s in-
come statement on page 14 was taken from The Gap’s annual report for the year

ended January 30, 1999.

TAXING AUTHORITIES. Local, state, and federal governments levy taxes on individuals
and businesses. The Gap pays property tax on its assets and income tax on its prof-
its. The Gap also collects sales tax from customers and forwards the money to the
government. Individuals pay income tax on their earnings. All of thesc taxes are
based on accounting data.

NONPROFIT ORGANIZATIONS. Nonprofit organizations—such as churches, hospitals,
and government agencies, which operate for purposes other than profit—use ac-
counting information as profit-oriented businesses do. Both for-profit organizations
and nonprofit organizations deal with payrolls, rent payments, and the like —infor-
mation from the accounting system.

OTtHeRr Users. Employees and labor unions demand wages that come from the em-
ployer’s reported income. And newspapers report “improved profit pictures” of
companies. Such news, which depends on accounting, reports information that af-
fects our standard of living.

Financial Accounting and Management Accounting

The users of accounting information are diverse, but they may be categorized as ex-
ternal users or internal users. This distinction allows us to classify accounting into two
fields—financial accounting and management accounting.

Financial accounting provides information to managers and to people out-
side the firm, such as investors on Wall Street and creditors who lend money 10 the
company. Government agencies, such as the SEC, and the general public are also
external users of a firm’s accounting information. Financial accounting information
must meet certain standards of relevance and reliability. This book deals primarily
with financial accounting.

Management accounting generates confidential information for internal de-
cision makers, such as top executives and department heads. Management ac-
counting information is tailored to the needs of managers and thus does not have
to meet external standards of reliability.

Ethical Considerations in Accounting and Business

Ethical considerations pervade all areas of accounting and business. The Y2K prob-
lem of the 1990s provided an ethical challenge for virtually all companies every-
where. A large-scale computer failure could have shut down operations and led to
large losses. The business challenge was to alter computer programs to avoid the
Y2K problem. The ethical challenge for accountants was to provide investors and
creditors with enough information about how companies were dealing with the
Y2K problem to enable them to make informed judgements about these companies.

By what criteria do accountants address questions that challenge their ethical
conduct? The American Institute of Certified Public Accountants (AICPA), other profes-
sional accounting organizations, and most large companies have codes of ethics
that require members and employees to honor high levels of ethical conduct. The
AICPA is the country’s largest organization of professional accountants, similar to
the American Medical Association for physicians and the American Bar Association
for attorneys.

STANDARDS OF PROFESSIONAL CONDUCT FOR ACCOUNTANTS. The Code of Professional
Conduct was adopted by the members of the AICPA to provide guidance in per-



