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CHAPTER1

Uses of Accounting
Information and the
Financial Statements

LEARNING OBJECTIVES

1 Define accounting and describe its role in making

&l informed decisions, identify business goals and activities,
and explain the importance of ethics in accounting.
TR |dentify the users of accounting information.

03 Explain the importance of business transactions,
money measure, and separate entity.

BYY Describe the characteristics of a corporation.

05 Identify the four basic financial statements and define their elements.

PR Explain how generally accepted accounting principles (GAAP)
bl relate to financial statements and the independent CPA's
report, and identify the organizations that influence GAAP.

LO

INCOME STATEMENT
Revenues

— Expenses

e = Net Income

STATEMENT OF
RETAINED EARNINGS

Opening Balance

oday, more people than ever before recognize the importance
Tof accounting information to a business, its owners, its
employees, its lenders, and the financial markets. In this chapter,
we discuss the importance of ethical financial reporting, the uses
and users of accounting information, and the financial statements
that accountants prepare. We end the chapter with a discussion
of generally accepted accounting principles.

=3 + Net Income
— Dividends
= Retained Earnings s

BALANCE SHEET :
Assets Liabilities

—>>
Equity

A=L+E

STATEMENT OF CASH FLOWS
Operating Activities
+ Investing Activities
+ Financing Activities
= Change in Cash
+ Starting Balance

wee = Ending Cash Balance




Define accounting
and describe its role
in making informed decisions,
identify business goals and
activities, and explain the

importance of ethics in
accounting.

EXHIBIT 1.1
Accounting as an
Information System

Chapter 1 Uses of Accounting Information and the Financial Statements

ACCOUNTING AS AN
INFORMATION SYSTEM

Accounting is an information system that measures, processes, and communicates
financial information about an economic entity.! An economic entity is a unit that
exists independently, such as a business, a hospital, or a governmental body. Although
the central focus of this book is on business entities, we include other economic
units at appropriate points in the text and in the end-of-chapter assignments.

Accountants focus on the needs of decision makers who use financial information,
whether those decision makers are inside or outside a business or another economic
entity. Accountants provide a vital service by supplying the information decision
makers need to make “reasoned choices among alternative uses of scarce resources
in the conduct of business and economic activities.”” As shown in Exhibit 1.1,
accounting is a link between business activities and decision makers.

e Accounting measures business activities by recording data about them for future
use.

e The data are stored until needed and then processed to become useful
information.

e The information is communicated through reports to decision makers.
e Based on information from accounting, decision makers take actions that affect
subsequent business activities.

In other words, data about business activities are the input to the accounting
system, and useful information for decision makers is the output.

BUSINESS ACTIVITIES DECISION MAKERS
& '
g % Actions .
Data Information
¥ |
ACCOUNTING
PROCESSING COMMUNICATION

Business Goals and Activities

A business is an economic unit that aims to sell goods and services to customers
at prices that will provide an adequate return to its owners. These businesses have
similar goals and engage in similar activities, as shown in Exhibit 1.2.

The two major goals of all businesses are profitability and liquidity.

e Profitability is the ability to earn enough income to attract and hold investment
capital.

¢ Liquidity is the ability to have enough cash to pay debts when they are due.
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EXHIBIT 1.2
Business Goals and
Activities

3

| CASH FLEWV’&}
B

BUSINESS GOALS

\ f FIRST BANK

LiQuiDity . INVESTING

To succeed and even to survive, a company must meet both goals. For example,
Honda may meet the goal of profitability by selling many cars at a price that earns
a profit, but if its customers do not pay for their cars quickly enough to enable
Honda to pay its suppliers and employees, the company may fail to meet the goal of
liquidity, which could force it into bankruptcy.

All companies, whether they are retailers, manufacturers, or service providers,
pursue their goals by engaging in operating, investing, and financing activities.

e Operating activities include buying, producing, and selling goods and services;
hiring managers and other employees; and paying taxes.

¢ Investing activities involve spending a company’s capital in ways that will help
it achieve its goals. They include buying the resources needed to operate the
business, such as land, buildings, and equipment, and selling those resources
when they are no longer needed.

* Financing activities involve obtaining adequate funds to begin operating the
business and to continue operating it. They include obtaining capital from
creditors, such as banks and suppliers, and from the company’s owners. They also
include repaying creditors and paying a return to the owners.

Financial Analysis Financial analysis is the use of financial statements
to determine that a business is well managed and is achieving its goals. The
effectiveness of financial analysis depends on the use of relevant performance
measures and financial ratios.

To be relevant, performance measures must be well aligned with the two
major goals of business—profitability and liquidity. Profitability is commonly
measured in terms of net income, and cash flows are a common measure of
liquidity.

Financial ratios show how the elements of financial statements relate to each
other. They allow for comparisons from one period to another and from one
company to another. For example, to assess one company’s profitability, it would be
helpful to consider the ratio of its earnings to total assets as well as its profit margin,
and for liquidity, the ratio of its cash flows to total assets.

The most important elements of financial statements are introduced later in this
chapter, and financial ratios are introduced beginning in this chapter and continued
in subsequent chapters.
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Financial and Management Accounting

Accounting’s role of assisting decision makers by measuring, processing, and
communicating financial information is usually divided into the categories of
management accounting and financial accounting. Although the functions of
management accounting and financial accounting overlap, their functions can be
distinguished by the principal users of the information that they provide.

Management Accounting Inzernal decision makers use information provided
by management accounting about financing, investing, and operating activities to
achieve the goals of profitability and liquidity. Managers and employees who conduct
the activities of the business need information about how they have done in the past
and what they can expect in the future. For example, Gap Inc., a retail clothing
business, needs an operating report on each outlet that tells how much was sold at
that outlet and what costs were incurred, and it needs a budget for each outlet that
projects the sales and costs for the next year.

Financial Accounting External decision makers use financial accounting reports to
evaluate how well the business has achieved its goals. These reports are called financial
statements. CVS, whose stock is traded on the New York Stock Exchange, sends its
financial statements to its owners (called stockholders), its banks and other creditors, and
government regulators. Financial statements report directly on the goals of profitability
and liquidity and are used extensively both inside and outside a business to evaluate the
business’s success. Every person involved with a business should have an understanding
of financial statements. They are a central feature of accounting and a primary focus of
this book.

It is important to distinguish accounting from the ways in which accounting
information is processed by bookkeeping and management information systems.

e Bookkeeping is mechanical and repetitive; it is the process, usually through
the use of computers, of recording financial transactions and keeping financial
records. It is a small—but important—part of accounting.

¢ Management information systems (MIS) consist of the interconnected subsystems,
including accounting, that provide the information needed to run a business.

Ethical Financial Reporting

Ethics is a code of conduct that applies to everyday life. It addresses the question
of whether actions are right or wrong. Actions—whether ethical or unethical, right
or wrong—are the product of individual decisions. Thus, when an organization acts
unethically by using false advertising, cheating customers, polluting the environment,
or treating employees unfairly, it is not the organization that is responsible—it is the
members of management and other employees who have made a conscious decision
to act in this manner.

Focus on Business Practice
Cash Bonuses Depend on Accounting Numbers!

Most businesses use the amounts reported in their financial measures that are not easily manipulated is important. Equally
statements as a basis for rewarding management. Because importantis maintaining a balance of measures that reflect the
managers act to achieve these accounting measures, selecting  goals of profitability and liquidity.

iStock Photo
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Ethics is especially important in preparing financial reports because users of these
reports must depend on the good faith of the people involved in their preparation.
Users have no other assurance that the reports are accurate and fully disclose all
relevant facts.

The intentional preparation of misleading financial statements is called
fraudulent financial reporting.? It can result from the distortion of records (e.g., the
manipulation of inventory records), falsified transactions (e.g., fictitious sales), or the
misapplication of various accounting principles. There are a number of motives for
fraudulent reporting—for instance, to cover up financial weakness in order to obtain
a higher price when a company is sold, to meet the expectations of stockholders
and financial analysts, or to obtain a loan. The incentive can also be personal gain,
such as additional compensation, promotion, or avoidance of penalties for poor
performance.

Whatever the motive for fraudulent financial reporting, it can have dire
consequences, as the accounting scandals that erupted at Enron Corporation and
WorldCom in 2001 and 2002, respectively, attest. Unethical financial reporting and
accounting practices at those two major corporations caused thousands of people to
lose their jobs, their investment incomes, and their pensions. They also resulted in
prison sentences and fines for the corporate executives who were involved.

Passed in response to these scandals, the Sarbanes-Oxley Act of 2002 regulates
financial reporting and the accounting profession, among other things. This
legislation ordered the Securities and Exchange Commission (SEC) to draw up rules
requiring the chief executives and chief financial officers of all publicly traded U.S.
companies to swear that, based on their knowledge, the quarterly statements and
annual reports that their companies file with the SEC are accurate and complete.
Violation can result in criminal penalties.

A company’s management expresses its duty to ensure that financial reports
are not false or misleading in the management report that appears in the company’s
annual report. For example, in its management report, Target Corporation makes the
following statement:

Management is responsible for the consistency, integrity and presentation of
the information in the Annual Report.*

However, it is accountants, not management, who physically prepare and audit
financial reports. To meet the high ethical standards of the accounting profession,
they must apply accounting concepts in such a way as to present a fair view of a
company’s operations and financial position and to avoid misleading readers of their
reports. Like the conduct of a company, the ethical conduct of a profession is a
collection of individual actions. As a member of a profession, each accountant has a
responsibility—not only to the profession but also to employers, clients, and society
as a whole—to ensure that any report he or she prepares or audits provides accurate,

How Did Accounting Develop?

Accounting is a very old discipline. Forms of it have been essential
to commerce for more than 5,000 years. Accounting, in a version
close to what we know today, gained widespread use in the 1400s,
especially in Italy, where it was instrumental in the development
of shipping, trade, construction, and other forms of commerce.
This system of double-entry bookkeeping was documented by the

Focus on Business Practice

famous Italian mathematician, scholar, and philosopher Fra Luca
Pacioli. In 1494, Pacioli published his most important work, Summa
de Arithmetica, Geometrica, Proportioni et Proportionalita, which
contained a detailed description of accounting as practiced in that
age. This book became the most widely read book on mathematics
in Italy and firmly established Pacioli as the “Father of Accounting.”



Identify the users of Lo
accounting information.

EXHIBIT 1.3
The Users of
Accounting
Information

STUDY NOTE: Managers are
internal users of accounting
information.

STUDY NOTE: The primary
external users of accounting
information are investors and
creditors.

Chapter 1 Uses of Accounting Information and the Financial Statements

reliable information. The high regard that the public has historically had for the
accounting profession is evidence that an overwhelming number of accountants
have upheld the ethics of the profession.

DECISION MAKERS: THE USERS OF
ACCOUNTING INFORMATION

As shown in Exhibit 1.3, the people who use accounting information to make
decisions fall into three categories:

* Those who manage a business

e Those outside a business enterprise who have a direct financial interest in the
business

e Those who have an indirect financial interest in a business

DECISION MAKERS

MANAGEMENT . | THOSE WITH DIRECT THOSE WITH INDIRECT
| Finance : FINANCIAL INTEREST ‘ FINANCIAL INTEREST
 Investment ! i« Tax Authorities
5 : ; Investors :
;)Agskrzzlizgs and Production i i Eradio s E:ggl{aécr)‘g rl‘\sgenaes
~ Human Resources | Customers
~ Information Systems ; f Economic Planners

Accounting

These categories apply to governmental and not-for-profit organizations as well
as to profit-oriented ventures.

Management

Management refers to the people who are responsible for ensuring that a company
meets its goals of profitability and liquidity. As we noted earlier, all companies pursue
these goals by engaging in operating, investing, and financing activities. Making
decisions about these activities is the basic function of managers, and to make good
decisions, they must have timely and valid accounting information.

For example, managers need answers to such questions as:

What were the company’s earnings during the past quarter?

e Is the rate of return to the owners adequate?

Does the company have enough cash?

Which products or services are most profitable?

Because so many key decisions are based on accounting data, management is
one of the most important users of accounting information.

Users with a Direct Financial Interest

Most companies periodically publish financial statements that report their success in
meeting the goals of profitability and liquidity. These statements, which we discuss
later in this chapter, show what has happened in the past and are important indicators
of what will happen in the future. Many people outside a company, particularly
investors and creditors and potential investors and creditors, study these statements
carefully.
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Investors Investors, who have invested capital in a company and thus acquired part
ownership in it have a direct financial interest in its success, and they depend on the
financial statements to evaluate how the business has performed. Potential investors
are interested in a company’s past success and its future earnings. A thorough study
of a company’s financial statements helps potential investors judge the prospects for
a profitable investment.

Creditors Creditors, those who lend money or deliver goods and services before
being paid, are interested mainly in whether a company will have the cash to pay
interest charges and to repay the debt on time. They study a company’s cash flow to
determine its liquidity; they also look at its profitability. Banks, finance companies,
mortgage companies, securities firms, insurance firms, suppliers, and other lenders
must analyze a company’s financial position before they make a loan.

Users with an Indirect Financial Interest

In recent years, society as a whole, through governmental and public groups, has
become one of the largest and most important users of accounting information.
Users who need accounting information to make decisions on public issues include
tax authorities, regulatory agencies, and various other groups.

Tax Authorities Government at every level is financed through the collection of
taxes. Companies and individuals pay many kinds of taxes, including federal, state,
and city income taxes; Social Security and other payroll taxes; excise taxes; and sales
taxes. Each tax requires special tax returns and often a complex set of records as
well. Proper reporting is generally a matter of law and can be very complicated. The
Internal Revenue Code, for instance, contains thousands of rules governing the
preparation of the accounting information used in computing federal income taxes.

Regulatory Agencies Most companies must report periodically to one or more
regulatory agencies at the federal, state, and local levels. For example, all publicly
traded corporations must report periodically to the Securities and Exchange
Commission (SEC). This body, set up by Congress to protect the public, regulates the
issuing, buying, and selling of stocks in the United States. Companies listed on a stock
exchange also must meet the special reporting requirements of their exchange.

Other Groups Other groups with an indirect financial interest in accounting
information include the following;:

e Labor Unions: As they prepare for contract negotiations with a company, labor
unions study the company’s financial statements. A company’s income and
expenses often play an important role in these negotiations.

e Adpvisors of Investors and Creditors: Financial analysts, brokers, underwriters,
lawyers, economists, and the financial press all have an indirect interest in the
financial performance and prospects of a business.

Focus on Business Practice
What Do CFOs Do?

According to a business survey, the chief financial officer and tasksinvolving international operations, and many of them
(CFO) is the “new business partner of the chief executive are becoming CEOs of their companies. Those who do become
officer” (CEQ). CFOs (most of whom have an accounting or CEOs are finding that “a financial background is invaluable
finance background) are increasingly required to take on when they’re saddled with the responsibility of making big
responsibilities for strategic planning, mergers and acquisitions,  calls"




Explain the importance

of business transactions,
money measure, and separate
entity.
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¢ Consumer Groups, Customers, and the General Public: The public has become
more concerned about the financing and earnings of corporations as well as about
the effects that corporations have on inflation, the environment, social issues, and
the quality of life.

e Economic Planners: The President’s Council of Economic Advisers and the
Federal Reserve Board use aggregated accounting information to set and evaluate
economic policies and programs.

Governmental and Not-for-Profit Organizations

More than 30 percent of the U.S. economy is generated by governmental and
not-for-profit organizations (hospitals, universities, professional organizations, and
charities). The managers of these diverse entities perform the same functions as
managers of businesses, and they therefore have the same need for accounting
information and a knowledge of how to use it. Their functions include raising funds
from investors, creditors, taxpayers, and donors and deploying scarce resources.
They must also plan how to pay for operations and to repay creditors on a timely
basis. In addition, they have an obligation to report their financial performance to
legislators, boards, and donors, as well as to deal with tax authorities, regulators, and
labor unions.

Although most of the examples that we present in this text focus on business
enterprises, the same basic principles apply to governmental and not-for-profit
organizations.

ACCOUNTING MEASUREMENT

In this section, we begin the study of the measurement aspects of accounting—that
is, what accounting actually measures. To make an accounting measurement, the
accountant must answer four basic questions:

e What is measured?

e When should the measurement be made?

e What value should be placed on what is measured?
e How should what is measured be classified?

Accountants debate the answers to these questions constantly, and the answers
change as new knowledge and practice require. But the basis of today’s accounting
practice rests on a number of widely accepted concepts and conventions, which we
describe in this book. We begin by focusing on the first question: What is measured?
We discuss the other three questions (recognition, valuation, and classification) in
the next chapter.

Every system must define what it measures, and accounting is no exception.
Basically, financial accounting uses money to gauge the impact of business
transactions on business entities.

Business Transactions

Business transactions are economic events that affect a business’s financial position.
Businesses can have hundreds or even thousands of transactions every day. These
transactions are the raw material of accounting reports.

A transaction can be an exchange of value (a purchase, sale, payment, collection,
or loan) between two or more parties. A transaction also can be an economic event
that has the same effect as an exchange transaction but that does not involve an
exchange. Some examples of these nonexchange transactions are losses from fire,



