
Chapter 1

Introduction to Accounting

QUESTIONS

1.
a.
False. Bookkeeping, the preservation of systematic records, is only one aspect of accounting. Accounting also involves structuring the information so that it can be used to evaluate the performance of the company and make decisions about the future.


b.
True. Accounting is designed around the tabulation of numerical information. Also, accounting data relate primarily to a company’s financial activities; information about personnel matters, community relations, etc. must come from other information systems.


c.
False. Managerial accounting information is used by internal users; financial accounting information is provided to external users.


d.
False. The balance sheet is a listing of a company’s assets, liabilities, and owners’ equity. The income statement reports net income which is the excess of revenues over expenses.


e.
True. Financial analysts closely follow large companies and publicly report any indications of unusual financial performance. Small companies are not followed by analysts, so investors must do more homework themselves.


f.
False. Accounting standards in the United States are set by the FASB. The IRS has no direct connection with financial accounting standards.


g.
False. The IASB (International Accounting Standards Board) is an international body formed to create a common set of worldwide accounting standards.


h.
True. A CPA (certified public accountant) is an accountant who has received college-level accounting training, passed the CPA exam, and satisfied other state licensing requirements. CPAs work everywhere—CPA firms, law firms, government agencies, and universities, to name a few.


i.
True and False. Information technology has made it easier to tabulate, process, and disseminate accounting information. However, the vast computer potential for transmission and analysis of accounting data has forced accountants to reconsider what information companies should be required to disclose to outsiders and what information should be kept confidential.

2.
Bookkeeping is the preservation of a systematic, quantitative record of an activity. Without bookkeeping, business is impossible. For example, routine bookkeeping is what allows a bank to know how much you have in your account. Without routine bookkeeping, colleges and universities would not be able to register students for courses because no one would know how many spaces were left in classrooms.

3.
In order to use a bookkeeping systems as an evaluation tool, the different items tracked in the system must be identified by certain important characteristics. For example, sales could be associated with the type of item sold, the clerk making the sale, the time of day of the sale, whether the customer paid with cash or with a credit card, etc. When the characteristics of a transaction are recorded, the data in the bookkeeping system can be sorted and analyzed based on those characteristics. At that point, it is possible to use the bookkeeping system as an evaluation tool.

4.
Accounting is formally defined as a system of providing “quantitative information, primarily financial in nature, about economic entities that is intended to be useful in making economic decisions.”

5.
From an accounting standpoint, the crucial difference between internal users and external users is that internal users, since they work within the company, have the power to custom design accounting reports to meet their specific needs. External users typically must rely on general purpose financial information provided by the company.

6.
A company’s balance sheet includes a listing of the assets, liabilities, and owners’ equity of the company.

7.
The statement of cash flows includes operating, investing, and financing sections.

8.
a.
Customers are interested in the long-run staying power of a company. Financial statements provide information that customers can use to assess the long-run prospects of a company.


b.
Employees are interested in financial accounting information for a variety of reasons. Financial statement data are used in determining employee bonuses. In addition, financial accounting information can help an employee evaluate the likelihood of the employer being able to fulfill its long-run promises such as for pensions and for retiree health care benefits. Financial statements are also important in contract negotiations between labor and management.


c.
Competitors can use financial accounting information to gain insights into a company’s strengths and weaknesses. Competitors can also use financial accounting information as a benchmark for improving their own operations. 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.


d.
Politicians can use financial accounting information to support political positions they take with respect to certain businesses or industries. For example, if a politician wishes to demonstrate that a certain industry is being harmed by foreign imports, the financial statements for the companies in that industry might be useful.


e.
Financial statements are a great place for a reporter to find background information to flesh out a story about a company. In addition, 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.

9.
There are many situations in which reasonable people can disagree about how certain items should be handled for accounting purposes. And, since financial accounting information is designed to be used by people outside a company, it is important that outsiders understand the rules and assumptions used by the company in constructing its financial statements. Accordingly, in most countries in the world there exists a committee or board that establishes the accounting rules for that country.

10.
In the United States, accounting standards are set by the Financial Accounting Standards Board (FASB). The FASB is NOT a government agency; the FASB is a private body established and supported by the joint efforts of the U.S. business community, financial analysts, and practicing accountants. In other countries in the world, such as China, accounting standards are set by government ministries.

11.
Because the FASB is not a government agency, it has no legal power to enforce the accounting standards it sets. The FASB maintains its influence as the accounting standard-setter for the U.S. (and the most influential accounting body in the world) by carefully protecting its prestige and reputation for setting good standards.

12.
a.
The FASB is a private body that sets accounting standards in the United States.


b.
The SEC was established by Congress to regulate U.S. securities markets. The SEC seeks to create a fair information environment in which investors can buy and sell stocks without fear that companies are hiding or manipulating financial data.


c.
The American Institute of Certified Public Accountants (AICPA) is the professional organization of certified public accountants in the United States.


d.
The IRS is a U.S. government agency with the responsibility to fairly and efficiently collect income taxes in accordance with tax laws passed by Congress.


e.
The IASB (International Accounting Standards Board) is an international body established to begin reconciling the differences among national accounting rules around the world.

13.
A CPA firm is a company that performs accounting services, just as a law firm performs legal services. A CPA firm employs a large number of accountants, not all of whom have received the training necessary to be certified public accountants. CPA firms also employ lawyers, engineers, computer specialists, etc.

14.
FASB rules are universally considered to be the most extensive and stringent in the world. Thus, doing away with the FASB and adopting IASB standards in the United States would result in a decline in the quality of financial reporting. As a result, the U.S. financial community has not yet decided to adopt the standards of the IASB.

15.
Business is becoming increasingly global. Thus, financial statement users in Germany, for example, must now be able to understand the financial reports produced in the United States, Japan, and Chile. The global integration of business requires a uniformly understandable set of accounting rules.

16.
There could be many answers for this question, such as, “I have used accounting information to select a company to invest in,” or “I have used accounting information to select a bank to be my credit card holder.” Students might also respond that they use accounting to help them with a small business they own, to help them with other classes (e.g., finance), or to keep track of money they have lent friends.

EXERCISES

E 1-1 Bookkeeping is Everywhere

Bookkeeping is “the preservation of a systematic, quantitative record of an activity.” As such, bookkeeping is applied in many settings, not just in maintaining financial records. This point is illustrated with the following examples:


a.
Your college English class. Even though most English professors claim that the only numbers they ever look at are on the bottoms of the pages of the books they read, they must use numbers to record performance on assignments and papers in order to fairly assign final grades.


b.
The National Basketball Association. The NBA, and all other sports, are a recordkeeper’s delight. Official statisticians record every turnover, every assist, every foul, every three-point attempt, etc. In addition, with teams always struggling to sign key players and still remain under the “salary cap,” the most valuable player in the franchise is often the accountant.


c.
A hospital emergency room. Most emergency rooms have a status board on which the status of the patient in each room is posted. This ensures that everyone can easily see where the high-risk patients are so that they can be given priority treatment. In addition, when you receive your bill from the emergency room, you realize that someone has been doing a lot of bookkeeping.


d.
Jury selection for a major murder trial. Juror pools typically come from lists of registered voters. That list must be maintained, a random selection must be made, and the potential jurors must be tracked as they report for jury duty. The rival lawyer teams also study each potential juror and rank each one as to how sympathetic they might be to the team’s legal arguments.


e.
Four college roommates on a weekend skiing trip. Even among friends, bills must be settled up. Not every bill can be equally split at the time of payment—convenience store cashiers don’t like four people coming in, each paying for 1/4 of a tank of gas. So, someone must track who pays for what during the skiing trip so that a fair settlement can be reached at the end of the trip.

E 1-2 Structuring Information for Use in Evaluation

With some additional recordkeeping procedures, the information from the convenience store cash register can be used to generate all sorts of useful data for managing the store. Some examples are as follows:

· Product category. If each sale were identified by what type of product was sold (e.g., gasoline, food, refrigerated product, etc.), then the manager of the store could know what types of items were selling the best.

· Timing of sale. Each sale could also be identified by time of day, and day of the week. This information could be used to determine whether the store was open for the correct number of hours per day and whether extra staff were needed on certain days at certain times.

· Sales clerk. The store manager could determine whether certain clerks were influencing sales, either positively or negatively. For example, the demeanor of some clerks may discourage customers who purchase gasoline from entering the store and making additional purchases of food and snacks.

· Specific products. With a more elaborate system, the convenience store could track each item sold. This information could be used to determine when inventory restocking purchases need to be made. In addition, the store manager could use this information to place the best-selling products in high visibility locations within the store.

E 1-3 Prepare Your Personal Balance Sheet

a.
The difference between the reported asset and liability amounts is an estimate of net worth. This is the amount of assets that would be left over if all liabilities were paid. This net worth calculation can be misleading if the listings of assets and liabilities are incomplete.

b.
Assets might also be listed at their original, or historical, cost. In fact, this is the measurement technique most frequently used in corporate balance sheets. Yet another measurement alternative is replacement cost, meaning that assets can be listed at the amounts it would cost to replace them.

E 1-4 Users of Financial Statements

a.
The current stockholders of the firm use financial statements and other information about an enterprise to make decisions about increasing, decreasing, or maintaining their investment in the entity.

b.
The creditors of the firm use financial statements to evaluate whether the firm can repay its debts or obligations.

c.
The management of the firm can use the financial statements, in conjunction with additional information developed internally, to identify areas for improvement and to reward employees for performance based on meeting financial targets.

d.
The prospective stockholders of the firm use the firm's financial statements to help judge its prospects as a profitable investment.

e.
The Internal Revenue Service does not directly use financial accounting information to determine the amount of tax due to the government. Instead, a separate set of tax accounting rules is used for that purpose. The IRS could use financial statements as supplemental evidence to investigate suspicious tax reports to see whether they are reasonable.

f.
The Securities and Exchange Commission uses financial statements in its regulatory processes to make 
sure that companies offering securities for sale to the American public are making sufficient financial disclosure. The SEC wants investors to be able to make decisions based on fair and unbiased information.

g.
The firm's major labor union uses financial statements to assess a firm's ability to increase wage payments to employees.

E 1-5 Should the SEC Choose the FASB or the IASB?

The SEC has been charged by Congress to make sure that all investors trading in U.S. securities markets have access to sufficient financial disclosures to allow them to make informed trades. The SEC has carefully monitored the FASB’s standard-setting process in the U.S. and is satisfied with the level of disclosure required. However, the SEC has no jurisdiction over IASB standards and thus is reluctant to delegate U.S. accounting standard setting to them.

Another SEC concern is that IASB rules may not be well understood by users in the U.S. The SEC does not want to run the risk of U.S. investors being confused by unfamiliar accounting standards.

The primary concern over the refusal of the SEC to accept IASB standards for companies issuing shares in the U.S. is that, by barring the listing of foreign firms not using U.S. GAAP, the SEC runs the risk of driving foreign companies to other international exchanges (e.g., Tokyo, London, and Frankfurt) with the U.S. becoming a much smaller player in the worldwide financial market.

APPLICATIONS & EXTENSIONS

Deciphering Actual Financial Statements

Deciphering 1-1 (McDonald’s)
1.
McDonald’s net income in 2000 of $1,977.3 million was higher than the $1,947.9 million reported in 1999. The difference was $29.4 million.

2.
As of the end of 2000, McDonald’s had an obligation to pay an additional $92.2 million in income taxes. In addition, McDonald’s also reports a “deferred income taxes” obligation of $1,084.9 million; this item will be discussed in a later chapter.

3.
In 2000, McDonald’s paid $469.7 million in interest.

4.
In the “Financial Comments” at the end of McDonald’s financial statements, McDonald’s makes the following statement concerning the use of estimates in preparing financial statements:

“The preparation of financial statements in conformity with generally accepted accounting principles requires management to make estimates and assumptions that affect the amounts reported in the financial statements and accompanying notes. Actual results could differ from those estimates.”

5.
In both 2000 and 1999, McDonald’s reported its highest quarterly income in the quarter ended September 30.

Deciphering 1-2 (General Motors)

1.
Obviously, GM didn’t acquire this large amount of loans receivable as part of its automobile manufacturing business. However, GM has a large and well-known financing subsidiary, General Motors Acceptance Corporation (GMAC). GMAC serves as a lender to finance car purchases by GM’s retail customers. In addition, GM’s dealers can also get loans through GMAC to help finance their car inventory purchases.

2.
The fact that GM’s reported pension obligation ($3.48 billion) is considerably lower than its reported obligation for retiree health benefits ($34.306 billion) strikes most financial statement readers as odd. The discrepancy arises because the accounting rules require GM to report not the total liability amounts for these two obligations, but the difference between the obligation and the value of any investments set aside in a fund to pay for the obligations. For example, GM’s total pension obligation actually exceeds $86 billion, but the reported amount of $3.48 billion represents only the excess of the obligation over the value of the pension fund.

3.
The $31.021 billion excess of GM’s assets over its liabilities represents the amount of funds invested in GM by its shareholders. Another way to think of this difference is that, if the assets were used to repay all the liabilities, the remainder of $31.021 billion would be left for the shareholders.

International Financial Statements: The Difference Between German and U.S. Accounting Principles

1.
Since the chief objective of U.S. accounting is to make available relevant information for shareholder decision-making, it appears that the U.S. accounting system is more aligned with the goal of providing quantitative information for decision making. The German system emphasizes the principle of caution and creditor protection, and the production of useful and unbiased information is of secondary importance.

2.
Creditor protection is emphasized by making the reported numbers as pessimistic, or conservative, as possible. In this way, a creditor can be more certain that the reported financial results are not painting an overly rosy picture of the company’s ability to repay a loan.

3.
The brief description of the German HGB, or Commercial Code, makes it sound as if this set of accounting rules is established by the German government. This differs significantly from the practice in the United States where accounting rules are set by the FASB, a private body.

Business Memo: Why Do I Need a CPA and GAAP?

To:
Owner, Official banner supplier to the Salt Lake City 2002 Winter Olympics

From:
A friend

Subject:
CPAs 

I provide the following information in response to your query about the meaning of “CPA” and “generally accepted accounting principles.”

A CPA, or certified public accountant, is an individual who is licensed by a state to perform auditing and accounting services for a fee. CPA firms provide a variety of services, including auditing, accounting, tax preparation, and management consulting.

Generally accepted accounting principles represent a consensus as to how accounting information should be disclosed, what information should be disclosed, and which financial statements should be prepared. These principles range from broad concepts and assumptions to specific methods of accounting for particular transactions. In the United States, the primary source of these principles is the FASB, or Financial Accounting Standards Board. This organization is a private body sponsored by the business community, financial analysts, and the accounting profession.

Research: Accounting Is Everywhere!

Here is an example of business news that uses accounting data. On Tuesday, April 24, 2001, The Wall Street Journal included a number of articles discussing the profits reported by companies for the first quarter of 2001. All of these excerpts come from the front page. This news was almost universally bad. Sample comments are as follows:

“Compaq’s net plunged 74% on the slump in personal-computer sales ...”

“CSX said net tumbled 31% ... [The] railroad said they [it was] hurt by declines in industrial shipments.”

“Northrop’s net plunged 40%. The defense-electronics firm blamed a sharp fall in pension-fund income.”

“Manufacturer 3M posted a 7% drop in net ...”

“American Express posted an 18% drop in net income, hurt by junk-bond losses ...”

A few exceptions to this bad news were as follows:

“Ashland’s net rose as higher profits in oil refining offset a slowing economy and higher petroleum and natural-gas costs.”

“PepsiCo’s first-period net rose 18%, beating forecasts, on strong sales in all its beverage and salty-snack divisions.”

Ethics Dilemma: Loaning Money to a Friend

The big question is whether this proposed carpet-cleaning business will generate enough cash flow to pay your friend for her work time and also to repay your $5,000 (plus interest). Your friend should perform a financial projection before launching this business because it may be that she could make more money spending her time doing something else. Thus, by your insistence on having a look at the financial numbers, you may be forcing your friend to face the realities associated with this uncertain business. It is better to do that now, before your friend has invested her time and before you have committed your money, than it is to wait until later when both your friend’s time and your money may be lost. If you do the analysis beforehand, together, then you can make a joint decision on the advisability of the project. If you don’t critically analyze the project until after you have lost your money, you run a serious risk of destroying your friendship.

The Debate: Insulate the FASB!

Open Door Policy

Possible harmful effects from eliminating FASB lobbying:

(1)
Derivation of standards in an abstract setting sometimes results in the overlooking of critical practical concerns. Lobbying parties currently bring these concerns to the FASB’s attention.

(2)
The FASB and its staff are not the sole repository of accounting expertise in the country. There is a vast body of knowledge in the accounting community which would not be fully utilized if the FASB discouraged comment. 

(3)
Imposition by the FASB of accounting standards that are widely viewed as being inappropriate could lead to a breakdown in the essential voluntary support for “generally accepted accounting principles.”

Insulate the FASB

Possible improvements from eliminating FASB lobbying:

(1)
The FASB would be more free to derive standards from underlying fundamental concepts without being constrained by economic interests of the affected parties.

(2)
The FASB could move more quickly to implement theoretically correct solutions to reporting problems.

(3)
The FASB could more easily tailor standards to be useful to the broad spectrum of users. Few users have sufficient incentive to expend resources to lobby about any particular standard, but users do have a general interest in more useful financial statements.

Internet Search: www.mcdonalds.com
1.
According to the information on McDonald’s Web site, a hamburger has 280 calories and a Big Mac has 590 calories. So, two hamburgers have fewer calories (2  280 = 560 ) than does one Big Mac.

2.
In order to purchase a McDonald’s franchise in the United States, you must have $175,000 of your own money. This money cannot be borrowed. You must also be willing to personally devote your full-time efforts to managing the franchise. You must also have a strong and successful background.

3.
As of April 2001, a person had to do the following in order to find a copy of McDonald’s most recent annual report on McDonald’s Web site:

a.
Click the “Corporate” label on the McDonald’s home page.

b.
Choose “2000 Annual Report now available online” under the Investor Information heading.

c.
Download the Adobe Acrobat file to view the financial statements.

4.
On April 4, 2001, McDonald’s announced the recipients of the Ray Kroc Award. This annual award “recognizes the top one percent of its U.S. restaurant managers for their superior performance, outstanding commitment to customers and excellence in running their restaurants.” 

Test Your Intuition

Do you think that the FASB rules apply to a company’s internal accounting reports?

FASB rules are intended to benefit external users of financial statements by providing a consistent set of rules used by all companies. Internal accounting reports are prepared in whatever form and using whatever conventions a company wants. So, FASB rules do NOT apply to internal accounting reports.

Test Your Intuition

Will the U.S. business community ever submit to accounting standards set by an international body such as the IASB? Will countries around the world ever submit to accounting standards set by the United States? Who will set worldwide accounting standards?

It is very unlikely that countries around the world will ever submit to accounting standards set by the United States. National pride exists in the accounting arena just as it does in every other international activity. It is also unlikely that the U.S. business community would allow U.S. accounting rules to be set by an international body—the U.S. business community is extremely active in making sure that accounting standards passed by the FASB are workable in the context of U.S. business practices. What is likely to evolve is a comprehensive system of worldwide standards, probably to be established by the IASB, that will codify acceptable accounting practices and will identify the minimum level of acceptable accounting disclosure. Countries, such as the United States, with more elaborate sets of standards already in existence will likely continue to use their own standards. The international standards will be of the greatest benefit to developing countries currently operating without a framework of generally accepted accounting principles.

Web Search

Try searching the SEC archives right now. Use the Web address www.sec.gov/edgar/searchedgar/formpick.htm to get to the EDGAR search screen. Find the most recent SEC filing made by McDonald’s.

As of April 25, 2001, the most recent SEC filing made by McDonald’s was as follows:

April 5, 2001: McDonald’s filed a “DEF 14 A” which is more commonly known as a proxy statement. This filing is required to be distributed to all shareholders in advance of the company’s annual meeting. Some of the most interesting information in a company’s proxy statement is the disclosure of the amount of compensation earned in the prior year by the company’s top executives. In the April 5, 2001 proxy statement, McDonald’s reported that its chief executive officer (CEO), Jack Greenberg, earned a total of $3.0 million in 2000 in addition to receiving options to buy 490,000 shares of McDonald’s stock.
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