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Accounting and
Financial Analysis

Accounting is the summary and
analysis of a firm's financial condi-
tion. The accounting process gen-
erates financial statements, which
provide detailed information
about a firm’s recent performance
and its financial condition. Man-
agers of all types of firms use
financial statements to assess their
performance and to make busi-
ness decisions. Consider the situa-
tion of Surf Clothing Company,
which produces clothing that it
sellsin its retail stores. Surf Cloth-
ing wants to monitor its business
performance so that it can detect
any deficiencies that need to be
corrected. It also wants to deter-
mine whether its financial condi-

=
| Accounting
Function

Summary and
| Analysis of a
Firm's Financial
Condition

tion is adequate to support the ex-
pansion of its business in the near
future. Surf Clothing Company
must decide:

» How canit measure its recent
performance?

» How canit ensure thatits
financial statements are
accurate?

» How canit assess its present
financial condition?

» How canit apply ratio
analysis?

Surf Clothing Company can assess
its financial statements to deter-
mine how its revenue, expenses,
and earnings changed in response

Management
decisions such
as how much to
produce and how
many employees |

to hire

I Marketing ‘

to specific strategies that it used in
the past. Its financial statements
allow Surf to monitorits recent
performance so that it can detect
any weakness in time to revise its
strategies. Surf can also ensure
that its present financial condition
is strong enough to allow for
expansion.

_The types of decisions described

above are necessary for all busi-
nesses. This part explains how

the accounting and financial
analysis functions described here
can be used by Surf Clothing Com-
pany or by any other firmin a man-
ner that maximizes its value.

decisions such
as pricing and

the amount

Earnings |
of Firm |

Value
of Firm

of promotion
necessary

Finance
decisions such
as the amount

==m=-| of debt financing |f==
versus equity
financing that
is appropriate




8 PART 1

accounting
the summary and analysis of a
firm’s financial condition

public accountants
accountants who provide account-
ing services for a variety of firms
for a fee

certified public
accountants (CPAs)
accountants who meet specific
educational requirements and pass
a national examination

bookkeeping
the recording of a firm’s financial
transactions

financial accounting
accounting performed for report-
ing purposes

ACCOUNTING AND FINANCIAL ANALYSIS

How Firms Use Accounting

Firms use accounting to report their financial condition, support decisions,
and control business operations, as explained in this order next. The ac-
counting process itself is performed by accountants who may be private or
public accountants. Private accountants provide accounting services for the
firms where they are employed. Although they usually have an account-
ing degree, they do not have to be certified.

Public accountants provide accounting services for a variety of firms
for a fee. A license is required to practice public accounting. Accountants
who meet specific educational requirements and pass a national examina-
tion are referred to as certified public accountants (CPAs).

Reporting

One accounting task is to report accurate financial data. Bookkeeping
is the recording of a firm’s financial transactions. For example, the record-
ing of daily or weekly revenue and expenses is part of the bookkeeping
process.

Firms are required to periodically report their revenue, expenses, and
earnings to the Internal Revenue Service (IRS) so that their taxes can be
determined. The type of accounting performed for reporting purposes is
called financial accounting.

Financial accounting must be conducted in accordance with generally
accepted accounting principles (GAAP) that explain how financial infor-
mation should be reported. The Financial Accounting Standards Board
(FASB), Securities and Exchange Commission (SEC), and IRS establish the
accounting guidelines. The use of a common set of guidelines allows for
more consistency in reporting practices among firms. Consequently, a
comparison of financial statements between two or more different firms
may be more meaningful.

Reporting to Investors Publicly owned firms are required to periodically re-
port their financial condition for investors who either already own the
firm’s stock or may purchase it in the future. Most shareholders of a pub-
licly owned firm are not employees of the firm, but simply invest in its
stock in an effort to earn a high return on their investment. The market
price of the firm’s stock tends to move in line with the firm’s performance.
The price rises when the firm performs well, but declines when the firm
performs poorly. Thus, the return on an investment in the firm’s stock in a
future period is dependent on the firm'’s performance over that period. In-
vestors assess the firm’s recent earnings and other financial information to
predict how the firm will perform in the future. If they conclude that the
price of the stock will rise substantially in the future, they may buy the
stock.

If the financial statements indicate that the firm has performed poorly
and do not offer any clear evidence that the performance will improve, in-
vestors will not buy the firm’s stock, and existing shareholders may decide
to sell their stock. Alternatively, if they own a large amount of shares, they
may attempt to join with other disgruntled shareholders in demanding
that some high-level managers or board members be fired as a result of the
firm’s poor performance. This activist role is intended to result in more ef-
fective management of the firm in the future, which would lead to a higher
stock price and a decent return on their investment.
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SMALL BUSINESS SURVEY




10 PART 1 ACCOUNTING AND FINANCIAL ANALYSIS

Stocks are traded on stock
exchanges such as the New
York Stock Exchange, shown
here. Investors can buy or sell
stocks by placing orders with
stockbrokers who transmit
the orders to the exchange
where the stock s traded.

managerial accounting
accounting performed to provide
information to help managers of
the firm make decisions

OnlineReporting Many firms use the Internet to make their financial infor-
mation available. For example, Dell, Inc., provides its investors and other
interested parties with detailed financial information via its website. In-
vestors can access Dell’s most recent annual report, quarterly “financial
fact sheets,” and earnings estimates for the coming year. Furthermore, in-
vestors can request specific financial information using the website. By
making this information available over the Internet, Dell provides investors
and other parties with current, up-to-the-minute feedback on its financial
performance.

Reporting to Creditors Firms also report their financial condition to existing
and prospective creditors. The creditors assess firms’ financial statements
to determine the probability that the firms will default on loans. Creditors
that consider providing short-term loans assess financial statements to de-
termine the firm’s liquidity (ability to sell existing assets). Creditors that
consider providing long-term loans may assess the financial statements to
determine whether the firm is capable of generating sufficient income in
future years to make interest and principal payments on the loan far into
the future.

Decision Support

Firms use financial information developed by accountants to support
decisions. For example, a firm’s financial managers may use historical
revenue and cost information for budgeting decisions. The marketing
managers use sales information to evaluate the impact of a particular pro-
motion strategy. The production managers use seasonal sales information
to determine the necessary production level in the future. The type of ac-
counting performed to provide information to help managers make deci-
sions is referred to as managerial accounting. Financial accounting also
reports information, but to shareholders and the IRS (outside the firm). To
provide a complete set of information, the information generated by man-
agerial accounting can be combined with other information (such as in-
dustry characteristics). For example, Blockbuster maintains information

© STAN HONDA/AFP/GETTY IMAGES



auditing

an assessment of the records that
were used to prepare a firm'’s
financial statements

internal auditors

specialize in evaluating various di-
visions of a business to ensure that
they are operating efficiently

Decision Making

Discuss how firms
can ensure proper
financial reporting.

S e
o

2. RESPONSIBLE FINANCIAL REPORTING 1

on revenue, current and historical sales and rental activity, demographics
of store customers, and rental patterns. It can use this information to pre-
dict the types of DVDs and videos that may be popular in the future.

Control

In addition to providing information to support decisions, managerial ac-
counting helps managers maintain control. By reviewing financial infor-
mation, managers monitor the performance of individuals, divisions, and
products. Accounting information on sales is used to monitor the perfor-
mance of various products and the salespeople who sell them. Information
on operating expenses is used to monitor production efficiency.

Managers evaluate their firm’s financial statements to monitor opera-
tions and to identify the firm’s strengths and weaknesses. Financial state-
ments can be generated and analyzed as frequently as necessary to identify
problems and resolve them quickly before they become serious.

Another accounting task used for control is auditing, which is an
assessment of the records that were used to prepare the firm’s financial
statements. Internal auditors specialize in evaluating various divisions
within a firm to ensure that they are operating efficiently.

Using Financial Reports to Detect Deficiencies

urf Clothing Company relies on its accountants to keep track of its revenue and ex-
Spenses. First, the company’s revenue and expenses are summed up across all stores to
provide an overall report. Second, Surf’s revenue and expenses are reported per retail store
so thatindividual store performance can be monitored. Third, Surf’s revenue and expenses
are reported per category of clothing (segmented by age group and gender) so that the
performance of each clothing category can be monitored. In this way, Surf can identify the
underlying reasons for its overall performance.

1. Why do you think that Surf’s revenue may vary across its individual retail stores?

2. How could financial reports be used when deciding which stores should be allowed to
grow over time and which stores (if any) should be closed down?

ANSWERS: 1. Revenue is based on demand by the local customers who shop at a particular store. The demand may be
higher for stores when the income of local customers is high, when the competition is low, and when the local customers
have preferences for the type of clothing produced by Surf Clothing Company. 2. Financial reports disclose the earnings of
each store. Therefore, the stores with strong earnings may be allowed to expand because they could possibly increase their
profits. Conversely, the stores with weak or negative earnings may be closed down because they are not providing an ade-
quate retum on the funds invested by the owners of Surf Clothing Company.

Responsible Financial Reporting

Firms have some flexibility when accounting for their financial condition.
Some firms tend to use whatever method of accounting will inflate their
earnings because they know that their stockholders will be better satisfied
if earnings are high. Moreover, some of a firm’s top managers who own the
firm’s stock may want a favorable financial report to ensure that the stock
value stays high until they sell their stock holdings. Enron, Inc., used ac-
counting gimmicks to inflate its revenue and its earnings until 2001 when



