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OUNTING

Accounting is an information system. Financial accounting rests on a set of
concepts for identifying, recording, classifying, and interpreting transactions and other
events relating to enterprises.' It is important to understand the basic terminology
employed in collecting accounting data.

& 1.1 ACCOUNTING INFORMATION SYSTEM

The system of collecting and processing transaction data and disseminating financial
information to interested parties is known as the accounting information system. Accounting
information systems vary widely from one business to another. Factors that shape these systems
are the nature of the business and the transactions in which it engages, the size of the firm, the
volume of data to be handled, and the informational demands that management and others place
on the system. A good accounting information system helps management answer such questions
as:

*  How much and what kind of debt is outstanding?

Were our sales higher this period than last?
What assets do we have?

*  What were our cash inflows and outflows?

*  Did we make a profit last period?

* Are any of our product lines or divisions operating at a loss?

* Can we safely increase our dividends to stockholders?

» Is our rate of return on net assets increasing?

Many other questions can be answered when there is an efficient accounting system to
provide the data. A well-devised accounting information system is beneficial for every business

enterprise.

A ] -2 USERS OF FINANCIAL ACCOUNTING

The objective of financial statements is to provide information about the financial position,
performance and changes in financial position of an entity that is useful to a wide range of users
in making economic decisions.” Financial statements prepared for this purpose meet the common
needs of most users.




1.2.1  Investors
Investors want information to help them estimate how much cash they can expect to receive

in the future if they invest in a business now. Financial statements, coupled with knowledge of

business plans, market forecasts, and the character of management, can aid investors in assessing

these future cash flows.

1.2.2 Lenders
Lenders are interested in one thing — being repaid with interest. Banks use companies’

financial statements in making decisions about commercial loans. The financial statements are
useful because they help the lender predict the future ability of the borrower to repay the loan.

1.2.3 Management

Company goals are often stated in terms of financial accounting numbers such as target
of sales growth in excess of 5 percent. In addition, reported net income is frequently used in
calculating management bonuses.

1.2.4 Suppliers and Customers

In some settings, suppliers and customers are interested in the long-run staying power of a
company. On the supplier side, if Boeing, for example, receives an order from an airline for 30
new 747s over the next 10 years, Boeing wants to know whether the airline will be around in the
future to take delivery of the planes. On the customer side, a homeowner who has foundation
repair’ work done wants to know whether the repair company will be around for the next 50
years to honor its 50-year guarantee. Financial statements provide information that suppliers and
customers can use to assess the long-run prospects of a company.

1.2.5 Employees

Employees are interested in financial accounting information for a variety of reasons.
Financial statement data, as mentioned earlier, are used in determining employee bonuses. In
addition, financial accounting information can help an employee evaluate the employer’s ability
to fulfill its long-run promises, such as for pensions and retiree health care benefits. Financial
statements are also important in contract negotiations between labor and management, as
illustrated by the continuing cycle of negotiations and strikes in Major League Baseball*. Every
time the owners and players sit down to negotiate a new contract, they spend a significant amount
of time arguing about how much money the owners are making. If the teams are profitable, the
players can ask for more salary money. If the teams are losing money, the players’ salary demands
must be tempered. In all labor negotiations, the profitability of the employer, as revealed in the
financial statements, is a key piece of information at the bargaining table.

1.2.6 Competitors

If you were a manager at PepsiCo, would you be interested in knowing the relative
profitability of Coca-Cola operations in the United States, Brazil, Japan, and France? Of course
you would because that information could help you identify strategic opportunities for marketing



CHAPTER | OVERVIEW OF FINANCIAL ACCOUN

pushes where potential profits are high or where your competitor is weak. Whenever accounting
rules are changed to require companies to publicly disclose more information, companies
complain that they are being required to tell their competitors. One of the challenges in setting

“accounting standards is ensuring that companies reveal enough information to be useful to
outsiders without also requiring them to harm their competitive position by making confidential
data available to competitors.

1.2.7 Government Agencies
Government agencies make frequent use of financial accounting information. For example,

in order to make sure that investors have sufficient information to make informed investment
decisions, the Securities and Exchange Commission (SEC) monitors the financial accounting
disclosures of companies whose stocks trade on U.S. stock exchanges. The antitrust agencies use
financial statement data to evaluate whether companies are earning excess monopolistic profits.

1.2.8 Politicians
~ Political debate is frequently neither reasonable nor rational. To make a point, politicians
have been known to misuse and distort otherwise innocent financial accounting information.
For example, if you were an anti-tobacco congressperson wishing to make the point that tobacco
companies are reaping obscene profits at the expense of the health of the American public, you
would pick and choose information from the financial statements of the tobacco’ companies to
support your position. And if you were a politician seeking to pin the blame for high health care »
costs onto the large pharmaceutical companies, you would use the financial statements of those
companies to support your claim.

1.2.9 ThePress

Financial statements are a great place for a reporter to find background information to flesh
out a story about a company. Surprising accounting announcements, such as a large drop in
reported profits, are a trigger for an investigative reporter to write about what is going on in a
company.

In sum, financial accounting information is organized and distributed to outside parties who
are interested in a company’s financial health.

A 7.3 BASICASSUMPTIONS

Four basic assumptions underlie the financial accounting structure: (1) economic entity,
(2) going concern, (3) monetary unit, and (4) periodicity.

1.3.1 Economic Entity Assumption

The economic entity assumption means that economic activity can be identified with a
- particular unit of accountability. In other words, the activity of a business enterprise can be



=x

18

kept separate and distinct from its owners and any other business unit. For example, if the
activities and elements of General Motors could not be distinguished from those of Ford or
DaimlerChrysler, then it would be impossible to know which company financially outperformed
the other two in recent years. If there were no meaningful ways to separate all of the economic
events that occur, no basis for accounting would exist.

The entity concept does not apply solely to the segregation of activities among given
business enterprises. An individual, a department or division, or an entire industry could be
considered a separate entity if we chose to define the unit in such a manner. Thus, the entity
concept does not necessarily refer to a legal entity. A parent and its subsidiaries are separate legal
entities, but merging their activities for accounting and reporting purposes does not violate the
economic entity assumption.

1.3.2  Going Concern Assumption

Most accounting methods are based on the going concern assumption — that the business
enterprise will have a long life. Experience indicates that, in spite of numerous business failures,
companies have a fairly high continuance rate. Although accountants do not believe that business
firms will last indefinitely, they do expect them to last long enough to fulfill their objectives and
commitments.

The implications of this assumption are profound. The historical cost principle would be
of limited usefulness if eventual liquidation were assumed. Under a liquidation approach, for
example, asset values are better stated at net realizable value (sales price less costs of disposal)
than at acquisition cost. Depreciation and amortization policies are justifiable and appropriate
only if we assume some permanence to the enterprise. If a liquidation approach were adopted,
the current-noncurrent classification of assets and liabilities would lose much of its significance.
Labeling anything a fixed or long-term asset would be difficult to justify. Indeed, listing liabilities
on the basis of priority in liquidation would be more reasonable.

The going concern assumption applies in most business situations. Only where liquidation
appears imminent is the assumption inapplicable, in these cases a total revaluation of assets and
liabilities can provide information that closely approximates the entity’s net realizable value.
Accounting problems related to an enterprise in liquidation are presented in advanced accounting
courses. .

1.3.3 Monetary Unit Assumption

The monetary unit assumption means that money is the common denominator of
economic activity and provides an appropriate basis for accounting measurement and analysis.
This assumption implies that the monetary unit is the most effective means of expressing to
interested parties changes in capital and exchanges of goods and services. The monetary unit is
relevant, simple, universally available, understandable, and useful. Application of this assumption

depends on the even more basic assumption that quantitative data are useful in communicating
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economic information and in making rational economic decisions. Only if circumstances change
dramatically will the standard-setter consider “inflation accounting”.’

1.3.4 Periodicity Assumption

The assumption is also called time period concept. The most accurate way to measure the
results of enterprise activity would be to measure them at the time of the enterprise’s eventual
liquidation. Business, government, investors, and various other user groups, however, cannot
wait that long for such information. Users need to be apprised of performance and economic
status on a timely basis so that they can evaluate and compare firms, and take appropriate actions.
Therefore, information must be reported periodically. These time periods vary, but the most
common are monthly, quarterly, and yearly. Compared with the accounting year, accounting
periods less than a year are generally called interim periods.

The shorter the time period, the more difficult it becomes to determine the proper net
income for the period. A month’s results are usually less reliable than a quarter’s results, and a
quarter’s results are likely to be less reliable than a year’ results. Investors desire and demand that
information be quickly processed and disseminated; yet the quicker the information is released,
the more it is subject to error. This phenomenon provides an interesting example of the trade-off
between relevance and reliability in preparing financial data.

The problem of defining the time period is becoming more serious because product cycles
are shorter and products become obsolete more quickly. Many believe that, given technology
advances, more online, real-time financial information needs to be provided to ensure that

relevant information is available.

A 7] .4 BASICPRINCIPLES OF ACCOUNTING

Four basic principles of accounting are used to record transactions: (1) historical cost,
(2) revenue recognition, (3) matching, and (4) full disclosure.

1.4.1 Historical Cost Principle

Generally accepted accounting principles require that most assets and liabilities be accounted
for and reported on the basis of acquisition price. This is often referred to as the historical cost
principle.

Cost has an important advantage over other valuations: it is reliable. In general, users
have indicated a preference for historical cost because it provides them a stable and consistent
benchmark that can be relied upon to measure historical trends. However, fair value information
is thought to be more useful for certain types of assets and liabilities and in certain industries.
For example, many financial instruments, including derivatives, are reported at fair value, and

inventories are reported at lower of cost or market. Certain industries, such as brokerage houses
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and mutual funds, prepare their basic financial statements on a fair value basis.

At initial acquisition, historical cost and fair value are the same. In subsequent periods,
as market and economic conditions change, historical cost and fair value often diverge. Some
believe that fair value measures or estimates are needed to provide relevant information about
the expected future cash flows related to the asset or liability. For example, when long-lived assets
decline in value, a fair value measure is needed to determine any impairment loss.

As indicated, we presently have a “mixed attribute” system that permits the use of historical
cost, fair value, and other valuation bases. Although the historical cost principle continues to be
the primary basis for valuation, recording and reporting of fair value information is increasing.

1.4.2  Revenue Recognition Principle

A crucial question for many enterprises is when revenue should be recognized. Revenue
is generally recognized (1) when realized or realizable and (2) when earned. This approach has
often been referred to as the revenue recognition principle. Revenues are realized when products
(goods or services), merchandise, or other assets are exchanged for cash or claims to cash.
Revenues are realizable when assets received or held are readily convertible into cash or claims to
cash. Assets are readily convertible when they are salable or interchangeable in an active market
at readily determinable prices without significant additional cost.

In addition to the first condition (realized or realizable), revenues are not recognized until
earned. Revenues are considered earned when the entity has substantially accomplished what it
must do to be entitled to the benefits represented by the revenues. Revenue, then, is recorded
in the period when realized or realizable and earned. Normally, this is the date of sale. But
circumstances may dictate application of the percentage-of-completion approach, the end-of-
production approach, or the receipt-of-cash approach.

1.43 Matching Principle

In recognizing expenses, the approach followed is, “let the expense follow the revenues”.
Expenses are recognized not when wages are paid, or when the work is performed, or when a
product is produced, but when the work (service) or the product actually makes its contribution
to revenue. Thus, expense recognition is tied to revenue recognition. This practice is referred
to as the matching principle because it dictates that efforts (expenses) be matched with
accomplishment (revenues) whenever it is reasonable and practicable to do so.

For those costs for which it is difficult to adopt some type of rational association with
revenue, some other approach must be developed. Often, a “rational and systematic” allocation
policy is used that will approximate the matching principle. This type of expense recognition
pattern involves assumptions about the benefits that are being received as well as the cost
associated with those benefits. The cost of a long-lived asset, for example, must be allocated over
all of the accounting periods during which the asset is used because the asset contributes to the
generation of revenue throughout its useful life.



