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The Environment of
Financial Reporting

Accounting may be described as the process of identifying, measuring,
recording, and communicating economic information to permit in-
formed judgments and decisions by users of information. It is also
called the “language of business.” In the United States economy, most
published accounting information is about different types of compa-
nies (primarily corporations). Companies engage in many transactions
and generate large amounts of data. Since people can absorb only
limited amounts of information, accounting systems are designed to
report that data in a concise, understandable format. In this sense,
accounting may be viewed as the link between a company’s economic
activities and decision makers.

In this chapter we review the uses of accounting information and
who uses it, the development of principles for the accumulation and
communication of accounting information, and the ethical frameworks
within which these accounting principles are applied.

ACCOUNTING INFORMATION:
USERS, USES, AND GAAP

The U.S. economy is a free-market economy in which the decisions
of many buyers and sellers influence the demand for and supply of
products and services offered by companies. Individuals acting
within this economy have limited resources to consume or to invest,
whereas typically companies need large amounts of capital for their
operations. Companies may obtain this capital from the issuance of
capital stock (equity) and bonds (debt), from other borrowings, or
from resources generated by their operations. The exchange of cap-
ital by investors for the stocks and bonds of companies occurs in
capital markets, as we show in Exhibit 1-1. There are organized cap-
ital markets, such as the New York Stock Exchange (NYSE), the
American Stock Exchange (AMEX), and the Nasdaq Stock Market,
Inc. (NASDAQ), in which the capital stock and bonds of many cor-
porations are purchased and sold daily. These corporations are
called publicly beld (or publicly traded) companies. These markets
sometimes are referred to as secondary markets because the sales and
purchases are among the investors themselves. That is, the corpora-
tion that initially issued the capital stock or bonds is not involved
in the exchange.

There also are more loosely organized capital markets in which
fewer exchanges occur. For instance, companies may borrow from
lending institutions, or corporations may issue new capital stock or
bonds, either through “public offerings” or through “private place-
ments.” Public offerings involve the advertising and sale to many
investors (i.e., the general public). Private placements involve the
advertising and sale to a few private institutions such as insurance



Accounting Information: Users, Uses, and GAAP

i EXHIBIT 1-1 Capital Markets
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companies and pension funds, or to employees. These markets sometimes are called pri-
mary markets because the exchange is directly between a corporation and the investors.
Whether investors or lending institutions are involved in primary or secondary markets,
they are interested in earning dividends and interest, and in a safe return of their
resources. Investors in publicly traded securities participate in the increase (or decrease)
in the market price of the capital stock and bonds. These investors are concerned with
the efficient allocation of their scarce resources to achieve these objectives. Accounting
information is useful in making decisions for this allocation process within these capi-
tal markets. It is useful for other purposes as well.

External and internal Users

The decision makers or users of accounting information can be divided into two major
categories, external users and internal users, as we show in Exhibit 1-2. These two user
groups have somewhat dissimilar information needs because of their different relation-
ships to the company providing the economic information. External users are actual or
potential investors (stockholders and bondholders); creditors, such as suppliers and lend-
ing institutions; and other users, such as employees, financial analysts, advisers, bro-
kers, underwriters, stock exchanges, taxing and regulatory authorities, labor unions, and
the general public. (Note that bondholders are “creditors” by contract and legal defin-
ition, but are considered “investors” as this term is commonly used.) Investors have a
direct relationship with the company, and their capital market information needs revolve
around three basic decisions:

1. Buy. A potential investor decides to purchase a particular security (e.g., a stock
or bond) on the basis of communicated accounting information.

2. Hold. An actual investor decides to retain a particular security on the basis of
communicated accounting information.

3. Sell. An actual investor decides to dispose of a particular security on the basis of
communicated accounting information.

Creditors, such as suppliers and lending institutions, also have a direct relationship with
companies. While creditors do not purchase securities, they make similar decisions
that require accounting information. The decisions in this case are to extend credit, to
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