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Account

ng:
The Language

of Business

LEARNING OBJECTIVES
After studying this chapter, you should be able to:

[y

. Explain how accounting information assists in making decisions.
. Describe the components of the balance sheet.
. Analyze business transactions and relate them to changes in the balance sheet.

. Compare the features of sole proprietorships, partnerships, and corporations.

g & W N

. ldentify how the owners’ equity section in a corporate balance sheet differs from
that in a sole proprietorship or a partnership.

o

. Describe auditing and how it enhances the value of financial information.

7. Explain the regulation of financial reporting.

8. Evaluate the role of ethics in the accounting process.




Accounting is the language of business. It is the method
companies use to communicate financial information to their employees and to the pub-
lic. Information is important for many decisions. You have probably bought a latte in, or
at least walked by, one of Starbucks’ 7,000 coffee stores throughout the world. Did you
know that you could also buy a share of Starbucks stock, making you a part owner of
Starbucks? To buy a latte, you want to know how it tastes. To buy a share of stock, you
want to know about the financial condition and prospects of “

You would want to own part of Starbucks only if you think it will contmue to be success-
ful. To learn this, you need to know accounting. By the time you finish reading this book,
you will be comfortable reading the financial reports of Starbucks and other companies.
You will be able to use those reports to assess the financial health of these companies.

Starbucks first issued shares of stock to the public in 1992. If you had bought
shares at that time, today your investment would be worth $20 for every $1 you
invested. Will Starbucks continue to be a good investment? No one can predict with
certainty the financial prospects of Starbucks. However, the financial statements
can give you clues. A search of the Internet can provide more information. Yet, only
if you understand accounting will you be able to make sense of this financial
information.

Starbucks is a young, fast-growing company. It has established a worldwide rep-
utation in a short time. Recently, it was named one of the Top 5 Global Brands of the
Year by Brandchannel.com’s Readers Choice survey. It has consistently been among
Fortune magazine’s 100 Best Companies to Work For. Business Ethics magazine

A group of Japanese
teens gathers outside |
the world'’s busiest
Starbucks in Tokyo's
Shibuya shopping
district. From

Beijing to Bangkok,
Starbucks is
converting Asian tea
lovers into fans of
frappuccino and
other frothy drinks.
Starbucks reports

its economic
performance in its
financial statements.
As you read this text,
you will learn how to
read and analyze the
financial statements
of Starbucks and
other companies,
large and small, !
throughout the world. |




accounting

The process of identifying,
recording, and
summarizing economic
information and reporting
it to decision makers.

financial accounting

The field of accounting that
serves external decision
makers, such as stock-
holders, suppliers, banks,
and government agencies.

Chapter 1: Accounting: The Language of Business

selected it among its 100 Best Corporate Citizens. The former chief executive officer of
Starbucks, Howard Schultz, was selected by Business Week as one of the Top 25 Best
Managers in the country. Finally, Forfune named Starbucks the Most Admired Brand in
the food services category 2 years in a row and ranked it America’s eighth most admired
company in 2004. Despite all these awards, it is important to know something about
Starbucks’ financial prospects. Let’s look at a few financial facts. You will learn more
about them as you proceed through this book.

In 2003, Starbucks’ total revenues—the amount the company received for all the
items sold—was $4.1 billion, compared with only $700 million in 1996. The net
income—the profit that Starbucks made— was $436 million, up from only $42 million in
1996. Total assets—the value of the items owned by Starbucks— grew from less than
$900 million to more than $2.7 billion from 1996 to 2003. You can see that the amount of
business done by Starbucks has grown quickly. However, there is much more to be learned
from the details in Starbucks’ financial statements. You will learn about revenues, income,
assets, and other details of accounting as you read this book. =

As we embark on our journey into the world of financial accounting, we explore what
it takes for a company such as Starbucks to manage its financial activities and how
investors use this accounting information to better understand Starbucks. Keep this in
mind: The same basic accounting framework that supported a small coffee company like
Starbucks in 1992 supports the larger company today, and indeed it supports businesses
big and small, old and new, worldwide.

This book is an introduction to financial accounting. Accounting is a process of identi-
fying, recording, and summarizing economic information and reporting it to decision mak-
ers. Financial accounting focuses on the specific needs of decision makers external to the
organization, such as stockholders, suppliers, banks, and government agencies. You probably
expect to see a bunch of rules and procedures about how to record and report financial infor-
mation. Well, you are correct. You will see all those. However, our philosophy about finan-
cial accounting goes beyond rules and procedures. To use your financial accounting training
effectively, you must also understand the underlying business transactions that give rise to
the economic information and why the information is helpful in making financial decisions.

We hope that you want to know how businesses work. When you understand that
Starbucks’ financial reports help its management make decisions about what products to
produce and sell, as well as help investors to assess the performance and prospects of
Starbucks, you will see why being able to read and interpret these reports is important.
Both outside investors and internal managers need this information.

Our goal is to help you understand business transactions—to know how they create
accounting information and how decision makers both inside the company (managers)
and outside the company (investors) use this information in deciding how, when, and what
to buy or sell. In the process, you get to learn about some of the world’s premier compa-
nies. You may wonder about what it costs to open a new Starbucks store. Are these new
stores worth that kind of huge investment? How many people visit each Starbucks store
every year? Can Starbucks keep track of them all, and are there enough customers to make
the stores profitable? If investors consider purchasing Starbucks stock, what do they need
to know to decide whether the current price is a good one? We cannot answer every such
question you might ask, but we explore some exciting aspects of business and use busi-
ness examples to illustrate the uses of accounting information.

In pursuing actual business examples, we consider details about many of the 30 com-
panies in the Dow Jones Industrial Average (the Dow), the most commonly reported stock
market index in the world. Well-known companies, such as ¢ ola, Microsoft, and
McDonald’s, are among these 30 compames along with many other large but less famil-
iar companies, such as fniers Paper and S mmul .. Exhibit 1-1 lists
the 30 Dow companies, and the Busmess First box on p. 6 descnbes the Dow Jones

1ational



The Nature of Accounting 5

Symbol Company Total Sales Symbol Company Total Sales
WMT Wal-Mart Stores Inc. $244.5 JNJ Johnson & Johnson $36.3
GM General Motors Corp. 186.8 MSFT Microsoft Corp. 32.2
XOM ExxonMobil Corp. 178.9 UTX United Technologies Corp. 28.0
GE General Electric Co. 130.7 INTC Intel Corp. 26.8
C Citigroup Inc. 92.6 DIS Walt Disney Co. 25.3
IBM International Business P International Paper Co. 25.0
Machines Corp. 81.2 DD E. I. DuPont de Nemours & Co. 24.0
MO Altria Group, Inc. 80.4 AXP American Express Co. 23.8
HD Home Depot Inc. 58.2 HON Honeywell International Inc. 22:3
HWP Hewlett-Packard Co. 56.6 AA Alcoa Inc. 20.3
BA Boeing Co. 54.1 CAT Caterpillar Inc. 20.2
MRK Merck & Co. Inc. 51.8 KO Coca-Cola Co. 19.6
JPM JP Morgan Chase & Co. 43.4 MMM 3M Company 16:3
PG Procter & Gamble Co. 43.4 MCD McDonald’s Corp. 15.4
SBC SBC Communications Inc. 43.1 EK Eastman Kodak Co. 12.8
g AT&T Corp. 37.8
Exhibit 1-1

Dow Industrials
Ranked by Total 2002 Sales ($ in billions)

Industrial Average. We also consider some younger and faster-growing companies, such
as Starbucks, Cisco, Apple, and Timberland. For now, we start with the basics.

The Nature of Accounting

Accounting organizes and summarizes economic information so decision makers can use
it. Accountants present this information in reports called financial statements. To prepare
these statements, accountants analyze, record, quantify, accumulate, summarize, classify,
report, and interpret economic events and their financial effects on the organization.

A company’s accounting system is the series of steps by which it initially records
information and converts it into financial statements. Accountants analyze the informa-
tion needed by managers and other decision makers and create the accounting system that
best meets those needs. Bookkeepers and computers then perform the routine tasks of col-
lecting and compiling economic information. The real value of any accounting system lies
in the information it provides.

Consider the accounting system at your school. It collects information about tuition
charges and payments and tracks the status of each student. Your school must be able to bill
individuals with unpaid balances. It must be able to schedule courses and hire faculty to meet
the course demands of students. It must ensure that tuition and other cash inflows are suffi-
cient to pay the faculty and keep the buildings warm (or cool) and well lit. If your experience
is like that of most students, you can find some flaws with your school’s accounting system.
Perhaps there are too many waiting lines at registration or too many complicated procedures
in filing for financial aid. If you are lucky, you have experienced electronic registration for
courses and made all your tuition payments in response to bills received in the mail. The right
information system can streamline your life. Every business maintains an accounting system,
from the store where you bought this book to the company that issued the credit card you
used. MasterCard and Visa maintain fast, complicated accounting systems. At any moment,
thousands of credit card transactions occur around the globe, and accounting systems keep
track of them all. When you use your charge card, a scanner reads it electronically and trans-
mits the transaction amount over phone lines to the card company’s central computer.



THE DOW JONES INDUSTRIAL AVERAGE

Why did the Dow Jones Industrial Average (DJI) fall from
nearly 12,000 in January 2000 to near 7,000 at the end of
2002 and then rise again to more than 10,500 by early
20047 What does this mean to investors? To explain this
40 percent drop followed by a large recovery, you need
to understand the DJI. However, to fully understand the rea-
sons for the drop, you need to understand accounting—what
the financial reports prepared by companies really mean.
The DJI is one of many indices used to describe the
performance of stock markets around the world. All indices
provide a picture of what is happening on average to the
value of securities owned by investors. The Dow began as
the average value of an investment in one share of each of
12 stocks and was first published in 1896 by Charles Dow.
To calculate it, he simply added the prices of the 12 stocks
and divided by 12. It began at 40.94 but fell to an all-time
low of 28.48 in August of that year. The calculation today is
more complex, but the basic concept is unchanged. Since
1928, the number of stocks in the DJI has been constant
at 30, but there have been 41 changes in the composition
of the average. These changes reflect the dynamic nature
of American industry. The original DJI had several auto and
petroleum companies to capture the massive importance
of these industries. Among the original twelve companies
. Tobacco,
Co le Gas. Of these, only
Laclede Gas, the Mlssourl utility, still emsts—although itis
not included in the Dow. Today, only General Ele
remains from the original twelve, although predecessors of
Mobil and General Motors were also included.
1ald’s replaced American Tobacco in 1985, Wa
Mart replaced Woolworth in 1997, and Home De
replaced Sears in 1999. Technology companies have only
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appeared in the DJI in S|gn|f|cant numbers recently with

, and aII added since
1997 Most recently, f, , and A replaced
1K, xT, and Int rin 2004.

It is also mterestlng to note that the Iargest one-day Dow
increase, 15 percent, was in October 1931. The largest
drop was in October 1987 when the Dow fell 23 percent.

Although indices such as the DJI give a picture of how
stock prices have changed, they do not explain why those
changes occurred. Researchers have shown that account-
ing results affect stock prices. Therefore, most financial
analysts rely on companies’ financial reports, along with
other information, to explain movements in stock prices.
For example, the New York Times focused on corporate
profits in its report on October 6, 2003: “Stocks rose on
Monday for the fourth session in a row as investors bet that
the economy and corporate profits are on the mend and
wait for the earnings season to heat up.” Annual and quar-
terly reports, including balance sheets, income statements,
and cash flow statements, provide much of the information
investors use. They use this financial information to predict
future financial positions and prospects of companies. In
this way, they try to anticipate movements in stock prices.
The classic advice to investors is to “buy low and sell high.”
Although this is never easy, accounting information can
help investors to approach this ideal. The DJI fell when the
economy weakened and companies’ profits declined. It
rebounded when companies’ financial reports indicated
that financial results were on the upswing.

Sources: “Stocks Slide Amid Worries About Economy and Corporate
Profits,” New York Times, October 6, 2003; Dow Jones Indexes
(http://averages.dowjones.com/jsp/industrialAverages.jsp?sideMenu
=true); “The Motley Fool,” The Seattle Times (February 15, 2004), p. E2.

The computer verifies that your charges are within acceptable limits and approves or denies
the transaction. At the same time, the computer also conducts security checks. For example,
if your credit card were being used simultaneously to buy groceries in Chicago and to make
long distance phone calls in Korea, the system might sense that something is wrong and
require you to call a customer service representative before the credit card company approves
the charges. Without reliable accounting systems, credit cards simply could not exist.

; Accounting as an Aid to Decision Making
OBJECTIVE
Accounting information is useful to anyone making decisions that have economic con-

sequences. Such decision makers include managers, owners, investors, and politicians.
For example,

Explain how accounting
information assists in
making decisions.



