Chapter 16

Understanding Accounting and Financial Statements

Learning Goals
1

Explain the functions of accounting and its importance to the firm’s management, investors, creditors, and government agencies.

2

Identify the three basic activities involved in accounting.

3

Describe the roles played by public, management, government, and not-for-profit accountants.

4

Outline the steps in the accounting process.

5

Describe the impact of recent ethical scandals and the Sarbanes-Oxley Act on the accounting profession.

6

Explain the functions and major components of the three principal financial statements: the balance sheet, the income statement, and the statement of cash flows.

7

Discuss how financial ratios are used to analyze a firm’s financial strengths and weaknesses.

8

Describe the role of budgets in a business.

9

Explain how exchange rates influence international accounting practices and the importance of uniform financial statements for global business.

General Motors Tries to Pump Up Sales and Earnings

Being the largest automotive manufacturer in the world isn’t always a pleasure drive. During the past several years, General Motors has had to come up with some innovative ways to increase its market share and pump up its sales and earnings.

Consumers who have been out of work or earning less than previous years are reluctant to plunk down an average of $20,000 for a new car. But GM has been able to turn those tables by offering 0 percent financing for five years on its vehicles, which rivals Ford and Chrysler rushed to match, thus offering an attractive incentive to consumers to buy that new truck or car now rather than later. In addition, CEO Rick Wagoner and his management team found a way to trim the number of hours it takes to build a vehicle by almost 20 percent, thus reducing expenses.

But GM has some big costs that won’t go away. One is the huge pension and health-care bills related to its base of 460,000 U.S. retirees from labor contracts agreed to in past decades. GM now has about 2.5 retirees for every active worker, while U.S. competitors Ford and Chrysler have only 1 per active worker. Japanese and Korean automakers have almost no pension obligations to their U.S. workers. GM’s costs in this area alone amount to $900 from every vehicle currently sold, and that number will soon hit about $1,300. Part of the expense comes from the $1 billion that GM pays each year for medical and life insurance for retirees; the rest comes from the company’s $76 billion in pension obligations. As GM pours more cash into these costs, the company’s free cash flow—money available for other purposes—is dramatically reduced. The result is that GM has to sell more vehicles to cover these costs. “This is a scale industry,” explains Chris Struve, an analyst at credit-rating agency Fitch. “These guys just have to sell a certain number of vehicles to cover their fixed costs, or they’re going to lose their shirts.”

Which brings us to 0 percent financing. The program was so attractive to consumers that GM sold an additional 395,000 trucks and SUVs and 75,000 cars in a recent year. Each truck generates an average profit of about $7,000, whereas the cars hover around $4,000. Those gains potentially translated to about $3 billion for GM. But the sales also meant that people were simply buying new vehicles sooner rather than later—and sales were likely to fall off in the future. Also, with so many consumers buying through the 0 percent deal, GM’s financing arm, the General Motors Acceptance Corporation (GMAC) faced a crisis: It wasn’t making any money on the cars sold.

GMAC, with about $200 billion in assets, is one of the largest financial services companies in the world. Although its main objective is to support the sales of GM vehicles through attractive financing plans, GMAC is also engaged in other types of loans. It is the seventh-largest residential mortgage lender, for example. Consider what happens to a loan made at 0 percent for a new GM truck. Because there is no interest paid by the truck buyer, GMAC does not take in any money to cover the loan. The more loans GMAC makes at this rate, the more its own debt increases because it must secure more money to make more loans. To keep the cycle from spiraling out of control, there is a formula required by credit-rating agencies and bond investors that lenders like GMAC must maintain a certain amount of equity, or value beyond the debt. GMAC’s debt-to-equity ratio is currently about 10 to 1, which means that its credit rating could be downgraded if the ratio gets any higher. So the company has to generate more profits by raising interest rates or have more money poured into it from its parent, General Motors.

The auto industry faces many complex financial challenges like those just described. Businesspeople who understand accounting practices and financial statements are prepared to meet these challenges. Who knows? Maybe you or a fellow student will someday help General Motors or another company find innovative ways to remain financially competitive, profitable, and sound.1

Chapter Overview
Accounting has been making headlines recently—and not for positive reasons. The scandals at Enron, WorldCom, HealthSouth, and Arthur Andersen focused a glaring spotlight on what can go wrong—terribly wrong—when accountants and executives fail to provide accurate and truthful financial information. Legal prosecutions to punish those responsible for ethical lapses and new regulations for the accounting profession are attempting to remedy the situation. Surviving accounting firms are trying to right the ship and move forward to a brighter future.


So who are accounting professionals and what do they do for businesses? Accountants are responsible for preparing the financial information that organizations present in their annual reports. Whether you begin your career by working for a company or by starting your own firm, you need to understand what accountants do and why their work is so important in contemporary business.


Accounting is the process of measuring, interpreting, and communicating financial information to enable people inside and outside the firm to make informed decisions. Accounting is the language of business. Accountants gather, record, report, and interpret financial information in a way that describes the status and operation of an organization and aids in decision making. In addition, accountants play fundamental roles not only in business but also in other aspects of society. Their work influences each of the business environments discussed earlier in this book. They contribute important information to help managers deal with the competitive and economic environments. Less obvious contributions help others to understand, predict, and react to the technological, regulatory, and social and cultural environments.

accounting practice of measuring, interpreting, and communicating financial information to support internal and external business decision making.

For example, Karen Stevenson Brown, a Normal, Illinois-based certified public accountant, provides accounting services to a variety of health-care providers. Brown also contributes to the understanding of a significant social concern: care of the elderly. She has combined her interest in computers and her concern for the welfare of older people in a Web site for those who need information related to elder care. Recognizing that elder care is growing in importance as the U.S. population ages, Brown designed ElderWeb, an online resource directory of articles and links to useful information that covers all aspects of the subject. Her site offers guidance to the elderly, their families, and caregivers on a wide variety of subjects, including financial, legal, medical, and spiritual. The site has won numerous awards from a variety of organizations.2

Millions of men and women throughout the world describe their occupations as accountants. In the U.S. alone, around 1 million accountants, more than half of which are women, carry out these critical tasks. The number of accounting-related jobs is expected to increase by over 18 percent by the end of the decade. The availability of jobs and relatively high starting salaries for talented graduates—starting salaries for accounting graduates average over $40,000 per year—have made accounting a popular business major on college campuses.3

This chapter begins by describing who uses accounting information. It discusses business activities that involve accounting statements: financing, investing, and operations. It explains the accounting process and then discusses the development of accounting statements from information about financial transactions. It presents the methods of interpreting these statements and examines the role of budgeting in the planning and control of a business.

Users of Accounting Information

People both inside and outside an organization rely on accounting information to help them make business decisions. Figure 16.1 lists the users of accounting information and the applications they find for it.

FIGURE 16.1

Users of Accounting Information

They Said It

Prosperity is only an instrument to be used, not a deity to be worshiped.

—Calvin Coolidge (1872–1933) 30th president of the United States
Managers with a business, government agency, or not-for-profit organization are the major users of accounting information, since it helps them to plan and control daily and long-range operations. Business owners and boards of trustees of not-for-profit groups also rely on accounting data to determine how well managers are operating the organizations. Union officials use accounting data in contract negotiations.

To help employees understand how their work affects the bottom line, many companies share sensitive financial information with their employees and teach them how to understand and use financial statements. SAIC, a San Diego-based engineering company, shares financial information with all employees as part of a general policy of employee empowerment and ownership. Employees own a majority stake in the company, and managers want to ensure that employees understand the big picture of how their work contributes to everyone’s success. “We’re very concerned that people understand the whole story,” comments Bill Roper, the firm’s chief financial officer. SAIC has posted annual sales and profit increases for over three decades.4
Outside the firm, potential investors evaluate accounting information to help them decide whether to buy a firm’s securities. Bankers and other lenders use accounting information to evaluate a potential borrower’s financial soundness. The Internal Revenue Service (IRS) and state tax officials use it to determine a company’s tax liability. Citizens’ groups and government agencies use such information in assessing the efficiency of operations such as a charitable organization, a local school system, or a city museum.

1. How does accounting information help managers?

2. Why do some companies share sensitive financial information with their employees?
Business Activities That Involve Accounting

The natural progression of a business begins with financing. Subsequent steps, including investing, lead to operating the business. All organizations, profit-oriented and not-for-profit, perform these three basic activities, and accounting plays a key role in each one:

1.
Financing activities provide necessary funds to start a business and expand it after it begins operating.

2.
Investing activities provide valuable assets required to run a business.

3. Operating activities focus on selling goods and services, but they also consider expenses as important elements of sound financial management.

Dan Weinfurter performed these three activities during the start-up and growth of Parson Group LLC, a Chicago-based consulting firm specializing in accounting, finance, and corporate risk management. He financed his new company with $7.2 million of venture capital along with $800,000 of his own money. Weinfurter invested these funds in computer systems and other office equipment. His operating activities involved hiring professional and clerical staff and promoting the company’s services to a variety of clients. The role of accounting has increased considerably since Parson Group began operating in 1995, driven by the firm’s rapid growth. It was the fastest-growing private company for two consecutive years, according to Inc. magazine. Annual revenues have increased from $200,000 to more than $70 million, and the number of employees has risen from 5 to over 650.5
Accounting Professionals

Accounting professionals work in a variety of areas in and for business firms, government agencies, and not-for-profit organizations. They can be classified as public, management, government, and not-for-profit accountants.

1. Describe the functions of financing and investing activities as they relate to accounting.

2. Describe the function of operating activities as they relate to accounting.
Public Accountants

A public accountant provides accounting services to individuals or business firms for a fee. Most public accounting firms provide three basic services to clients: (1) auditing, or examining, financial records; (2) tax preparation, planning, and related services; and (3) management consulting. Since public accountants are not employees of a client firm, they are in a position to provide unbiased advice about the firm’s financial condition.

The four largest U.S. public accounting firms are Deloitte & Touche, Ernst & Young, KPMG Peat Marwick, and PricewaterhouseCoopers. Together, these four giant firms collect around one-third of the more than $70 billion paid to accounting firms in the U.S. each year.

In recent years, public accounting firms came under sharp criticism for providing management consulting services to many of the same firms they audit. Critics argued that when a public accounting firm does both—auditing and management consulting—an inherent conflict of interest is created. Moreover, this conflict of interest may undermine confidence in the quality of the financial statements accounting firms audit. The bankruptcies of such high-profile firms as WorldCom, Enron, and Global Crossing increased pressure on the public accounting firms to end the practice. The Sarbanes-Oxley Act, and related federal regulation, also established strict limits on the types of consulting services auditors can provide to firms they audit, as discussed in the Solving an Ethical Controversy box. As a result, the four largest public accounting firms have either sold their consulting practices or spun them off into separate companies and now concentrate on providing auditing and tax services. PricewaterhouseCoopers, for instance, sold much of its consulting business to IBM. An example of the services provided by a public accounting firm is shown in Figure 16.2.

FIGURE 16.2

Services Provided by a Public Accounting Firm

Solving an Ethical Controversy

Who’s Accountable? The Story of Enron and Arthur Andersen

On February 14, 2002, Enron vice president Sherron Watkins stood before Congress to begin two days of testimony about the accounting practices of the company with which she had planned a long and dedicated career. Watkins explained how Enron, the giant Texas-based energy broker, had used accounting practices to conceal billions of dollars of debt within questionable partnerships. The testimony came after months of turmoil at Enron—Watkins had approached various senior executives with the problem, including former CEO Jeffrey Skilling, CFO Andrew Fastow, and chairman Kenneth Lay. Knowing it was in trouble, Enron began to lay off workers. As the Securities and Exchange Commission began investigating Enron, it was discovered that Enron’s accounting firm, Arthur Andersen, had been shredding documents pertaining to the company’s fraudulent practices. Enron ultimately filed for bankruptcy, wiping out the jobs and life savings of thousands of workers and individual investors. Arthur Andersen was charged with obstructing justice in the investigation of Enron.

Should Enron and Arthur Andersen be held equally accountable for the accounting practices that concealed billions of dollars of Enron debt?

PRO

1. If executives at both firms were aware of each other’s transactions, then both should be held equally responsible. “Among the matters still under investigation are whether and to what extent Enron transactions were presented to Andersen for review and/or approval,” stated the Department of Justice in its filing against Andersen.

2. If both companies engaged in illegal activities—together or separately—they must be held equally responsible.

CON

1. Andersen’s role reached farther than Enron’s. “Andersen’s conduct in obstructing the Securities and Exchange Commission investigation of Enron, we submit, contributed to ... the historic shaking of the foundations of our markets,” stated prosecutor Sam Buell.

2. It is a felony for corporate executives to misrepresent important financial data to their auditors. In this case, if Enron’s transactions were not reported correctly to Andersen, then Andersen should not be held responsible.

SUMMARY

Arthur Andersen lost the right to audit any public companies, was placed on five-year probation, and ordered to pay a fine of $500,000 for its role in the Enron scheme. Andersen clients fled to less controversial CPA firms, dropping Andersen from the list that once was called the Big Five accounting firms. The accounting profession has been dramatically altered by the passage of a new law and the creation of a special oversight board that imposed severe limitations on the activities auditors could perform—with the threat of huge penalties for future abuses.

Sources: Gary Silverman, “JP Morgan Likely to Face Charges over Enron,” Financial Times, April 14, 2003, http://story.news.yahoo.com; Albert B. Crenshaw, “Testimony Casts Doubt on Enron Tax Deferrals,” Washington Post, April 9, 2003, http://www.washingtonpost.com; Kristen Hayes, “2 Ex-Enron Broadband Execs Plead Innocent,” Associated Press, April 2, 2003, http://story .news.yahoo.com; Edward Iwata, “Watkins Gets Frank about Days at Enron,” USA Today, March 24, 2003, http://www.usatoday.com; Carrie Johnson, “SEC Accuses 4 Former Executives at Merrill of Aiding Enron Fraud,” Washington Post, March 18, 2003, http://www.washingtonpost.com; Jodie Morse and Amanda Bower, “The Party Crasher,” Time, December 30, 2002–January 6, 2003, pp. 53–56; Tom Fowler, “Delay Likely on Andersen Executive’s Sentencing,” Houston Chronicle, December 11, 2002, http://www.chron.com; Tom Fowler and Mary Flood, “Arthur Andersen Gets the Maximum Sentence,” Houston Chronicle, October 16, 2002, http://www.chron.com.
Management Accountants

An accountant employed by a business other than a public accounting firm is called a management accountant. These individuals are responsible for collecting and recording financial transactions and preparing financial statements used by the firm’s managers in decision making. Management accountants provide timely, relevant, accurate, and concise information that managers can use to operate their firms more effectively and more profitably than they could without this input. In addition to preparing financial statements, a management accountant plays a major role in interpreting them. In presenting financial information to managers, a management accountant should provide answers to many important questions: Where is the company going? What opportunities await it? Do certain situations expose the company to excessive risk? Does the firm’s information system provide detailed and timely information to all levels of management? Certified public accountants (CPAs) demonstrate their accounting knowledge by meeting state requirements for education and experience and successfully completing a number of rigorous tests in accounting theory and practice, auditing, law, and taxes. Other accountants who meet specified educational and experience requirements and pass certification exams carry the title certified management accountant or certified internal auditor.

certified public accountant (CPA) accountant who met specified educational and experiential requirements and passed a comprehensive examination on accounting theory and practice.
Management accountants frequently specialize in different aspects of accounting. A cost accountant, for example, determines the cost of goods and services and helps to set their prices. A tax accountant works to minimize a firm’s tax bill and assumes responsibility for its federal, state, county, and city tax returns. An internal auditor examines the firm’s financial practices to ensure that records include accurate data and that its operations comply with federal, state, and local laws and regulations.

Government and Not-for-Profit Accountants

Federal, state, and local governments also require accounting services. Government accountants and those who work for not-for-profit organizations perform professional services similar to those of management accountants. Accountants in the public sector concern themselves with determining how efficiently organizations accomplish their objectives, rather than profits and losses. Among the many government agencies that employ accountants are the Environmental Protection Agency, the Federal Bureau of Investigation, the IRS, the Commonwealth of Pennsylvania, and the City of Fresno, California. Not-for-profit organizations, such as churches, labor unions, political parties, charities, schools, hospitals, and colleges, also hire accountants. In fact, the not-for-profit sector is one of the fastest-growing segments of accounting practice. An increasing number of not-for-profits are publishing financial information because contributors want to know how the groups spend the money that they donate.

1. Why do most public accounting firms no longer provide management consulting services to the firms they audit?

2. What is the major function of a government accountant?
The Accounting Process

Accounting deals with financial transactions between a firm and its employees, customers, suppliers, owners, bankers, and various government agencies. For example, payroll checks result in a cash outflow to compensate employees. A payment to a vendor results in receipt of needed materials for the production process. Cash, check, and credit purchases by customers generate funds to cover the costs of operations and to earn a profit. Prompt payment of bills preserves the firm’s credit rating and its future ability to earn a profit. The procedural cycle in which accountants convert data about individual transactions into financial statements is called the accounting process. Figure 16.3 illustrates the activities involved in the accounting process: recording, classifying, and summarizing transactions to produce financial statements for the firm’s management and other interested parties.

accounting process set of activities involved in converting information about individual transactions into financial statements.
FIGURE 16.3

The Accounting Process
The Impact of Computers and the Internet on the Accounting Process

For hundreds of years, bookkeepers have recorded, or posted, accounting transactions through manual entries in journals. They then transferred the information, or posted it, to individual accounts listed in ledgers. Computers have simplified the process, making it faster and easier than the manual method. For instance, point-of-sale terminals perform a number of functions each time they record sales. These terminals not only recall prices from computer system memory and maintain constant inventory counts of individual items in stock but also automatically perform accounting data-entry functions.

Accounting software programs are used widely in both large and small businesses today. They allow a do-it-once approach, in which a single input leads to automatic conversion of a sale into a journal entry, which is then stored until needed. Up-to-date financial statements and financial ratios then can be requested when needed by decision makers. Improvements in accounting software will continue to make the process even faster and easier than it is now.

Because the accounting needs of entrepreneurs and small businesses differ from those of larger firms, accounting software makers have designed programs that meet specific user needs. These programs are designed to run on personal computers. They include MYOB Accounting, Quick Books, and Peachtree Complete Accounting. Software programs designed for larger firms, and requiring more sophisticated computer systems, include products from Computer Associates, Oracle, and SAP.

For firms that conduct business worldwide, software producers have introduced new accounting programs that handle all of a company’s accounting information for every country in which it operates. The software handles different languages and currencies as well as the financial, legal, and tax requirements of each nation in which the firm conducts business.

The Internet is also influencing the accounting process. Several software producers offer Web-based accounting products designed for small business. One company, Adminstaff Financial Management Services, has gone one step further. It provides Web-based bookkeeping and accounting services to fast-growing small and midsize businesses. Adminstaff Financial Management Services clients are companies that have outgrown off-the-shelf small-business accounting programs and need more sophisticated financial reports and services.

The Foundation of the Accounting System

To provide reliable, consistent, and unbiased information to decision makers, accountants follow guidelines, or standards, known as generally accepted accounting principles (GAAP). These principles encompass the conventions, rules, and procedures for determining acceptable accounting practices at a particular time. In the U.S., the Financial Accounting Standards Board (FASB) is primarily responsible for evaluating, setting, or modifying GAAP. Accountants adhere to GAAP to create uniform financial statements for comparison between firms. Using GAAP ensures a solid basis for sound business decision making. FASB carefully monitors changing business conditions, enacting new rules and modifying existing rules when necessary. Two examples include new rules on how losses resulting from the terrorist attacks of 9/11 were to be reported and a modification of rules regarding the reporting of stock option expenses.

In response to cases of accounting fraud, and questions about the independence of auditors, the Sarbanes-Oxley Act of 2002 created the Public Company Accounting Oversight Board. As described in the Best Business Practices box, the five-member board has the power to set audit standards and to investigate, and sanction, accounting firms that certify the books of publicly traded firms. Members of the Public Accounting Oversight Board are appointed by the Securities and Exchange Commission—the chief federal regulator of the securities markets and the accounting industry—to serve staggered five-year terms. No more than two of the five members of the board can be certified public accountants.

With increasing concerns over reporting requirements, companies are looking for outside assistance. Softrax Corporation provides standardized automated revenue management systems that help software firms, online content providers, and Internet companies comply with regulatory requirements.
BesPublic Company Accounting Oversight Board five-member board created by the Sarbanes-Oxley Act of 2002 to set audit standards and to monitor accounting firms that certify the books of publicly traded firms; members of the board are appointed by the Securities and Exchange Commission to serve staggered five-year terms.t Business Practices

New Rules for Accountants

Allowing the fox to guard the henhouse just doesn’t work. This is the conclusion that Congress reached in the wake of accounting scandals that caused corporate giants such as Enron—along with its accounting firm Arthur Andersen—and the former WorldCom (now MCI) to collapse, taking with them jobs, life savings, investments, and the trust of the general public. In addition, accounting firms Ernst &Young, KPMG, and PricewaterhouseCoopers faced lawsuits and fines by the IRS for their questionable practices.


Previously, the accounting profession regulated itself, much as the medical profession does. The Auditing Standards Board, which is part of the American Institute of Certified Public Accountants, was in charge of its own guidelines for accounting. The assumption was, of course, that accountants would be responsible for their own—and their colleagues’—professional practices. Some industry watchers have noted that accountants have been under undue pressure—perhaps coercion—to produce financial statements that reflect favorably on their companies. But the bottom line is that self- regulation just wasn’t working.


So Congress passed the Sarbanes-Oxley Act in 2002, which requires companies with publicly traded stock to meet stricter requirements in reporting their financial activities. Under the act, a new agency designed to oversee accounting practices was formed, called the Public Company Accounting Oversight Board. Board members were appointed by the Securities and Exchange Commission, with the requirement that its five primary members serve full time and no more than two members be certified public accountants (CPAs). In addition, all members would be “prominent individuals of integrity and reputation who have a demonstrated commitment to the interests of investors and the public,” according to the Sarbanes-Oxley Act. William J. McDonough, president and chief executive of the Federal Reserve Bank of New York, was selected to head the board.


At the outset, the board was funded by taxpayers, which sparked controversy over board members’ $452,000 to $556,000 annual salaries. Within months, the board voted to approve an alternative funding system under which companies themselves would pay fees on a sliding scale—according to size—to keep the board running.


The board’s responsibilities include establishing auditing rules and regularly inspecting major accounting firms. It has the authority to revoke an auditing firm’s professional registration and levy fines of up to $15 million. Naturally, time will tell whether the new board, as well as the Sarbanes-Oxley Act, has strong enough teeth to enforce new regulations. And some industry experts question whether this is the right move. But many believe that the board will go a long way toward establishing trust in the industry and ultimately polishing accounting’s tarnished image. “We need to do business right,” says Michael Haigh, a CPA with major accounting firm Deloitte & Touche. “And, I believe that this legislation is a giant step forward in accomplishing that.”

Questions for Critical Thinking

1.
Do you agree with the formation of the Public Company Accounting Oversight Board? Why or why not?

2.
What further steps might a large company take to monitor its accounting processes internally?

Sources: “Accounting Board Sets New Audit Standards,” Associated Press, April 16, 2003, http://www.kansascity.com/mld/kansascity/business; “Update 1—New Board Takes Over Auditing Rule-making,” Reuters Limited, April 16, 2003, http://reuters.com/; “Sarbanes-Oxley Bill Called Giant Step Toward Reform,” The Morning News, December 15, 2002, pp. 1D, 2D.
Two financial statements form the foundation of the accounting system: the balance sheet and the income statement. The information found in these statements is calculated using the accounting equation and the double-entry bookkeeping system. A third statement, the statement of cash flows, is also prepared to focus specifically on the sources and uses of cash for a firm from its operating, investing, and financing activities.

The Accounting Equation

Three fundamental terms appear in the accounting equation: assets, liabilities, and owners’ equity. An asset is anything of value owned or leased by a business. Assets include land, buildings, supplies, cash, accounts receivable (amounts owed to the business as payment for credit sales), and marketable securities.

asset anything of value owned or leased by a business.
Although most assets are tangible assets, such as equipment, buildings, and inventories, intangible possessions such as patents and trademarks are often some of a firm’s most important assets. This kind of asset is especially essential for many firms involved in computer software, pharmaceuticals, and biotechnology. For instance, pharmaceutical company Merck has almost $7.5 billion in intangible assets, much of which consist of the value of the firm’s drug patents. Similarly, computer networking firm Cisco Systems has around $4.4 billion in intangible assets.6
There are two claimants to the assets of a firm: creditors and owners. A liability of a business is anything owed to creditors—that is, the claims of a firm’s creditors. When a company borrows money to purchase inventory, land, or machinery, the claims of creditors are shown as accounts payable, notes payable, or long-term debt. Wages and salaries owed to employees also represent liabilities (known as wages payable or accrued wages).

liability claim against a firm’s assets by a creditor.

Owners’ equity represents the owners’ initial investment in the business plus retained earnings that were not paid out over time in dividends. A strong owners’ equity position often is used as evidence of a firm’s financial strength and stability.

owners’ equity all claims of the proprietor, partners, or stockholders against the assets of a firm, equal to the excess of assets over liabilities.

The basic accounting equation states that assets equal liabilities plus owners’ equity. This equation reflects the financial position of a firm at any point in time:

Assets = Liabilities + Owners’ Equity

basic accounting equation relationship that states that assets equal liabilities plus owners’ equity.
Since financing comes from either creditors or owners, the right side of the accounting equation also represents the business’s financial structure.

The relationship expressed by the accounting equation underlies development of the balance sheet and income statement. These two statements reflect the firm’s current financial position and the most recent report of its incomes, expenses, and profits for interested parties inside and outside the firm. They provide a fundamental basis for planning activities and help companies attract new investments, secure borrowed funds, and complete tax returns.

1. How have computers had an impact on accounting?

2. What is the Public Company Accounting Oversight Board?

Financial statements help managers set the course for their organizations. Robert Half Management Resources provides consulting services for its clients’ financial projects. It offers assistance with tax planning, financial systems, audit preparation and cleanup, and business process reengineering.
Financial Statements

Financial statements provide managers with essential information they need to evaluate the liquidity position of an organization—its ability to meet current obligations and needs by converting assets into cash, the firm’s profitability, and its overall financial health. The balance sheet, income statement, and statement of cash flows provide a foundation on which managers can base their decisions. By interpreting the data provided in these statements, the appropriate information can be communicated to internal decision makers and to interested parties outside the organization.
The Balance Sheet

A firm’s balance sheet shows its financial position on a particular date. It is similar to a photograph of the firm’s assets together with its liabilities and owners’ equity at a specific moment in time. Balance sheets must be prepared at regular intervals, since a firm’s managers and other internal units often request this information every day, week, or at least every month. On the other hand, external users, such as stockholders or industry analysts, may use this information less frequently, perhaps every quarter or once a year.

balance sheet statement of a firm’s financial position—what it owns and the claims against its assets—at a particular point in time.
The balance sheet follows the accounting equation. On the left side of the balance sheet are the firm’s assets—what it owns. These assets, shown in descending order of liquidity (in other words, convertibility to cash), represent the uses that management has made of available funds. On the right side of the equation are the claims against the firm’s assets. Liabilities and owners’ equity indicate the sources of the firm’s assets and are listed in the order in which they are due. Liabilities reflect the claims of creditors—financial institutions or bondholders that have loaned the firm money, suppliers that have provided goods and services on credit, and others to be paid, such as federal, state, and local tax authorities. Although companies and their accountants are legally required to state liabilities, sometimes they do not, as described in the Hits and Misses box.

Hits & Misses

MCI Returns: The Company Formerly Known as WorldCom

For most of us, it’s hard to imagine a decade-long spending spree that involves buying entire companies. But that’s what Bernard Ebbers, former CEO of WorldCom, did before the telecommunications giant collapsed into bankruptcy amid a federal investigation into questionable accounting practices. Everyone, from WorldCom employees to stockholders to customers, asked, “What happened?”


WorldCom vice president Cynthia Cooper discovered the questionable move of $400 million from one account to another to boost WorldCom’s reported income. Independent accounting firm Arthur Andersen was involved, just as it was in the case of Enron. “It appears it might be just good old-fashioned fraud here,” said Rep. Michael Oxley of Ohio, chair of the congressional committee investigating charges that WorldCom had defrauded investors of billions of dollars. “I suspect at the heart of it was an attempt to cover up some very bad business practices.”


This kind of activity is hard to prove. Yet Ebbers and former CFO Scott D. Sullivan were widely known to have consulted on most major company decisions. Under investigation by the Securities and Exchange Commission, WorldCom admitted that it found more than $11 billion in accounting fraud and errors, and both Sullivan and Ebbers were fired. A 2001 voicemail message left by Sullivan for Ebbers warned that the company’s two sets of numbers could cause problems because investors would expect that the company was doing better than it really was. “We are going to dig ourselves into a huge hole,” Sullivan’s message said. WorldCom filed for bankruptcy protection the following year. Facing an upcoming trial on fraud charges, Sullivan pleaded not guilty, and it was unclear what Ebbers knew, when he knew it, and how he acted on the information.


To leave WorldCom’s tainted past behind, the company announced a name change—to MCI, which it had acquired in 1998. In 2003, the company managed to emerge from bankruptcy after securing agreements from 90 percent of its creditors to slash its debt by approximately $30 billion. But it also had to pay a hefty $750 million fine to its victims. With far less debt than major rivals such as AT&T and Sprint, MCI could become a major contender again—quickly.


Regarding the name change, new chairman and CEO Michael Capellas explained, “We wanted a new name that would make us proud. Once we evaluated our branding options, we realized that we already had a winner—MCI.” The “new” MCI’s competitors, including Verizon’s executive vice president and general counsel William P. Barr, were outraged by the company’s move. “Bankruptcy was designed to forgive stupidity, not reward criminality,” he said. But Capellas insisted that his company had done nothing wrong. “Are we going to come out with a better cost structure? Obviously, that’s what bankruptcy is for,” he argued.

Questions for Critical Thinking

1.
Do you believe that WorldCom should be allowed to emerge from bankruptcy, change its name, and enter the marketplace as a major competitor? Why or why not?

2.
What role could a new CFO play in making sure MCI’s accounting practices are accurate and ethical?

Sources: Andrew Backover, “WorldCom Victims to Get a Stake in New MCI,” USA Today, July 3, 2003, p. B1; Peter J. Howe, “WorldCom Outlines Plans to Exit Chap. 11,” Boston Globe Online, April 15, 2003, http://www.boston .com/; “WorldCom Tries to Shake Off Scandalous Past,” Agence France Presse, April 14, 2003, http://story.news.yahoo.com; Andrew Backover and Jayne O’Donnell, “Report Delves into WorldCom Books,” USA Today, March 13, 2003, http://story.news.yahoo.com; “WorldCom Report Suggests Ebbers Knew of Accounting Fraud,” Dow Jones Business News, March 12, 2003, http://story .news.yahoo.com; Amanda Ripley, “The Night Detective,” Time, December 30, 2002–January 6, 2003, pp. 45–50; Charles Haddad et al., “WorldCom’s Sorry Legacy,” BusinessWeek, July 8, 2002, pp. 38–41.
Owners’ equity represents the owners’ claims (those of stockholders, in the case of a corporation) against the firm’s assets. Owners’ equity can be viewed as the difference between total assets and total liabilities.

Figure 16.4 on page 526 shows the balance sheet for Golden Harvest, a chain of organic food stores based in San Diego. The basic accounting equation is illustrated by the three classifications of assets, liabilities, and owners’ equity on the company’s balance sheet. Total assets must equal the total of liabilities and owners’ equity.

FIGURE 16.4

Balance Sheet for Golden Harvest, Inc.
The Income Statement

Whereas the balance sheet reflects a firm’s financial situation at a specific point in time, the income statement represents the flow of resources that reveals the performance of the organization over a specific time period. Resembling a video rather than a photograph, the income statement is a financial report summarizing a firm’s financial performance in terms of revenues, expenses, and profits over a given time period.

income statement financial record of a company’s revenues, expenses, and profits over a period of time.
In addition to reporting the firm’s profit or loss results, the income statement helps decision makers to focus on overall revenues and the costs involved in generating these revenues. Managers of a not-for-profit organization use this statement to determine whether its revenues from contributions and other sources will cover its operating costs. Finally, the income statement provides much of the basic data needed to calculate the financial ratios managers use in planning and controlling activities. Figure 16.5 on page 527 shows the income statement for Golden Harvest.

FIGURE 16.5

Income Statement for Golden Harvest
An income statement (sometimes called a profit and loss, or P&L, statement) begins with total sales or revenues generated during a year, quarter, or month. Subsequent lines then deduct all of the costs related to producing the revenues. Typical categories of costs include administrative and marketing expenses, costs involved in producing the firm’s good or service, interest, and taxes. After all of them have been subtracted, the remaining net income may be distributed to the firm’s owners (stockholders, proprietors, or partners) or reinvested in the company as retained earnings. The final figure on the income statement—net income after taxes—is the so-called bottom line.
Keeping costs under control is an important part of running a business. Reducing costs will boost a firm’s profits. Too often, however, companies concentrate more on increasing revenue than controlling costs.

1. How often is a balance sheet prepared?

2. Why is it so important for companies to have positive cash flow?
The Statement of Cash Flows

In addition to the income statement and the balance sheet, many firms prepare a third accounting statement—the statement of cash flows. Public companies are required to prepare and publish a statement of cash flows. In addition, commercial lenders often require a borrower to submit this statement. The statement of cash flows provides investors and creditors with relevant information about a firm’s cash receipts and cash payments for its operations, investments, and financing during an accounting period. Figure 16.6 on page 528 shows the statement of cash flows for Golden Harvest.

statement of cash flows statement of a firm’s cash receipts and cash payments that presents information on its sources and uses of cash.

FIGURE 16.6

Statement of Cash Flows for Golden Harvest
Companies often prepare a statement of cash flows due to the widespread use of accrual accounting. Accrual accounting recognizes revenues and costs when they occur, not when actual cash changes hands. As a result, there can be differences between what is reported as sales, expenses, and profits and the amount of cash that actually flows in and out of the business during a period of time. An example is depreciation. Companies depreciate fixed assets—such as machinery and buildings—over a specified period of time, meaning that they systematically reduce the value of the asset. Depreciation is reported as an expense on the firm’s income statement—see Figure 16.5—but does not involve any cash. The fact that depreciation is a noncash expense means that what a firm reports as net income (profits after tax) for a particular period actually understates the amount of cash the firm took in, less expenses, during that period of time. Consequently, depreciation is added back to net income to obtain cash flow.

accrual accounting accounting method that records revenue and expenses when they occur, not necessarily when cash actually changes hands.
The fact that cash flow is the lifeblood of every organization is evidenced by the business failure rate. Many owners of firms that fail put the blame on inadequate cash flow. Proponents of the statement of cash flows hope that its preparation and scrutiny by affected parties will prevent financial disaster for otherwise profitable firms, too many of which are forced to close their doors due to a lack of funds needed to continue day-to-day operations.

Even for firms for which failure is not an issue, the statement of cash flows can provide investors and other interested parties with vital information. For instance, assume a firm’s income statement reports rising earnings. At the same time, however, the statement of cash flows shows that the firm’s inventory is rising faster than sales—often a signal that demand for the firm’s products is softening, which may in turn be a sign of impending financial trouble.

Today, many interested parties pay special attention to free cash flow. Free cash flow is defined as cash flow from operations minus capital expenditures. According to Figure 16.5, Golden Harvest had cash flow from operations of $14.25 million for the year shown and capital expenditures of $12.5 million. So the firm had free cash flow of $1.75 million. Investors and lenders like to see a company with positive, and rising, free cash flow.

Financial Ratio Analysis

Accounting professionals fulfill important responsibilities beyond preparing financial statements. In a more critical role, they help managers interpret the statements by comparing data about the firm’s current activities to that for previous periods and to results posted by competitors. Ratio analysis is one of the most commonly used tools for measuring the firm’s liquidity, profitability, and reliance on debt financing, as well as the effectiveness of management’s resource utilization. This analysis also allows comparisons with other companies and with the firm’s own past performance.

Ratios assist managers by interpreting actual performance and making comparisons to what should have happened. Comparisons with ratios of similar companies help managers to understand their firm’s performance relative to competitors’ results. These industry standards serve as important yardsticks and help to pinpoint problem areas as well as areas of excellence. Ratios for the current accounting period also may be compared with similar calculations for previous periods to spot developing trends. Ratios can be classified according to their specific purposes. The four major categories of financial ratios are summarized in Table 16.1.

Table 16.1  Financial Ratios and What They Measure

Ratio
What It Measures
Golden Harvest’s Ratio

Liquidity Ratios
The ability of the firm to meet its short-term 
obligations
 Current ratio

2.26 Acid-test ratio

0.91

Profitability Ratios
The firm’s ability to generate revenues in excess 
of expenses and earn an adequate rate of return
 Gross profit margin

40.0% Net profit margin

10.3% Earnings per share

$4.65 Return on assets

19.9% Return on equity

27.4%

Leverage Ratios
The extent to which the firm relies on debt financing
 Total liabilities to total assets

27.4%

Activity Ratios
The effectiveness of the firm’s use of resources
 Inventory turnover

4.00 Total asset turnover

2.12
Liquidity Ratios

A firm’s ability to meet its short-term obligations when they must be paid is measured by liquidity ratios. Increasing liquidity reduces the likelihood that a firm will face emergencies caused by the need to raise funds to repay loans. On the other hand, firms with low liquidity may be forced to choose between default or borrowing from high-cost lending sources to meet their maturing obligations.

Two commonly used liquidity ratios are the current ratio and the acid-test ratio. The current ratio compares current assets to current liabilities, giving managers information about the firm’s ability to pay its current debts as they mature. The current ratio of Golden Harvest can be computed as follows:

In other words, Golden Harvest has $2.26 of current assets for every $1.00 of current liabilities. In general, a current ratio of 2 to 1 is considered to indicate satisfactory financial conditions. This rule of thumb must be considered along with other factors, such as the nature of the business, the season, and the quality of the company’s management. Golden Harvest management and other interested parties are likely to evaluate this ratio of 2.26 to 1 by comparing it with ratios for previous operating periods and with industry averages.

The acid-test (or quick) ratio measures the ability of a firm to meet its debt payments on short notice. This ratio compares quick assets—the most liquid current assets—against current liabilities. Quick assets generally consist of cash and marketable securities and accounts receivable.

Golden Harvest’s current balance sheet lists the following quick assets: cash and marketable securities ($5.0 million) and accounts receivable ($4.8 million). The firm’s acid-test ratio is computed as follows:

Because the traditional rule of thumb for an adequate acid-test ratio is around 1 to 1, Golden Harvest appears to have a reasonable level of liquidity. However, the same cautions apply here as for the current ratio. The ratio should be compared with industry averages and data from previous operating periods in determining whether it is adequate for the firm.

Profitability Ratios

Some ratios measure the organization’s overall financial performance by evaluating its ability to generate revenues in excess of operating costs and other expenses. These measures are called profitability ratios. To compute these ratios, accountants compare the firm’s earnings with total sales or investments. Over a period of time, profitability ratios may reveal the effectiveness of management in operating the business. Five important profitability ratios are gross profit margin, net profit margin, earnings per share, return on assets, and return on equity:

All of these ratios support positive evaluations of the current operations of Golden Harvest. For example, the net profit margin indicates that the firm realizes a profit of about 10.3 cents on each dollar of products it sells. Although this ratio varies widely among business firms, Golden Harvest compares favorably with retailers in general, which have an average net profit margin of around 5 percent. However, this ratio, like the other profitability ratios, should be evaluated in relation to profit forecasts, past performance, or more specific industry averages to enhance the interpretation of results. Similarly, while the firm’s return on equity of more than 27 percent appears to reflect excellent performance, the degree of risk in the industry also must be considered.

Profitability ratios are widely used indicators of business success. For example, over a 10-year period, the earnings per share of Johnson & Johnson rose by more than 250 percent. During the same period, the company’s stock price rose by 350 percent.7
Leverage Ratios

Leverage ratios measure the extent to which a firm relies on debt financing. They provide vital information to potential investors and lenders. If management has assumed too much debt in financing the firm’s operations, problems may arise in meeting future interest payments and repaying outstanding loans. Relying too heavily on debt financing can lead to failure. More generally, both investors and lenders may prefer to deal with firms whose owners have invested enough of their own money in their companies to avoid excessive borrowing. The total liabilities to total assets ratio helps analysts to evaluate these concerns:

A total liabilities to total assets ratio greater than 50 percent indicates that a firm is relying more on borrowed money than owners’ equity. Since Golden Harvest’s total liabilities to total assets ratio is 27.4 percent, the firm’s owners have invested considerably more than the total amount of liabilities shown on the firm’s balance sheet.

Activity Ratios

Activity ratios measure the effectiveness of management’s use of the firm’s resources. One of the most frequently used activity ratios, the inventory turnover ratio, indicates the number of times merchandise moves through a business:

Average inventory for Golden Harvest is determined by adding inventory at the beginning of the year, assume it was $12.5 million, to inventory at the end of the year, $14.5 million, and dividing by 2.

Comparing the 4.0 inventory turnover ratio with industry standards gives a measure of efficiency. Furniture and jewelry retailers average an annual turnover of 1.5 times. A supermarket’s annual inventory turnover can be as high as 30 times.

Another measure of efficiency is total asset turnover. It measures how much in sales each dollar in assets generates:

Average total assets for Golden Harvest equal total assets at the beginning of the year (assume it was $38.1 million) plus total assets at the end of the year ($46.8 million) divided by 2.

Golden Harvest generates about $2.19 in sales for each dollar invested in assets. Although a higher ratio generally indicates that a firm is operating more efficiently, care must be taken when comparing firms that operate in different industries. For example, Southwest Airlines has a total asset turnover of around 0.90, low in comparison with some firms but high in comparison with other airlines.

The four categories of financial ratios relate balance sheet and income statement data to one another, assist management in pinpointing a firm’s strengths and weaknesses, and indicate areas in need of further investigation. Large multiproduct firms that operate in diverse markets use their information systems to update their financial ratios every day or even hourly. Each company’s management must decide on an appropriate review schedule to avoid the costly and time-consuming mistake of excessive monitoring.

In addition to calculating financial ratios, managers, investors, and lenders should pay close attention to how accountants applied a number of accounting rules when preparing financial statements. GAAP gives accountants leeway in reporting certain revenues and expenses. Public companies are required to disclose, in footnotes to the financial statements, how the various accounting rules were applied. Some firms have been accused of using so-called accounting gimmicks to boost reported profits.

1. What is the most commonly used tool for measuring a firm’s financial health?

2. Which ratio measures a company’s reliance on debt financing?

They Said It

A budget tells us what we can’t afford, but it doesn’t keep us from buying it.

—William Feather (1889–1981) American author and publisher

Budgeting is a critical task for organizations. FRx Forecaster offers Web-based tools for budgeting and forecasting, allowing companies to speed up these activities.
Budgeting

Although the financial statements discussed in this chapter focus on past business activities, they also provide the basis for planning in the future. A budget is a planning and controlling tool that reflects the firm’s expected sales revenues, operating expenses, and cash receipts and outlays. It quantifies the firm’s plans for a specified future period. Since it reflects management estimates of expected sales, cash inflows and outflows, and costs, the budget serves as a financial blueprint and can be thought of as a short-term financial plan. It becomes the standard for comparison against actual performance.

Budget preparation is frequently a time-consuming task that involves many people from various departments within the firm. The complexity of the budgeting process varies with the size and complexity of the organization. Large corporations such as Alcoa, General Motors, and Nokia maintain complex and sophisticated budgeting systems. Their budgets help managers to integrate their numerous divisions in addition to serving as planning and controlling tools. But budgeting in both large and small firms is similar to household budgeting in its purpose: to match income and expenses in a way that accomplishes objectives and correctly times cash inflows and outflows.

Since the accounting department is an organization’s financial nerve center, it provides much of the data for budget development. The overall master, or operating, budget is a composite of many individual budgets for separate units of the firm. These individual budgets typically include the production budget, cash budget, capital expenditures budget, advertising budget, and sales budget.

Computers and the Internet have helped companies improve the efficiency of their budgeting process. For example, a company called FRx Forecaster—part of the Great Plains Business Solutions subsidiary of Microsoft—offers a Web-based budgeting application. Customers download all of their budget records directly to FRx’s server. Nepco, a builder of power plants, found that using FRx cut several weeks off the firm’s budgeting process and made it much less cumbersome. Kim Coates, Nepco’s financial planning and reporting manager, also believes the Web-based system is more accurate and leads to better forecasts of project revenues and costs. That’s an important consideration when large power plant projects can easily cost $800 million. ClosedLoop Solutions has developed a budgeting system that allows for more event-driven, collaborative budgeting.8
One of the most important budgets prepared by firms is the cash budget. The cash budget, usually prepared monthly, tracks the firm’s cash inflows and outflows. Figure 16.7 illustrates a sample cash budget for Golden Harvest. Management has set a $2 million target cash balance. The cash budget indicates months in which the firm will need temporary loans (April and May in the case of Golden Harvest). The document also indicates months in which the firm can invest excess funds in marketable securities to earn interest rather than leaving them idle in a bank account (June in the case of Golden Harvest). Finally, the cash budget produces a tangible standard against which to compare actual cash inflows and outflows.

FIGURE 16.7

Three-Month Cash Budget for Golden Harvest
International Accounting

Today, accounting procedures and practices must be adapted to accommodate an international business environment. The Coca-Cola Company and McDonald’s both generate over half their annual revenues from sales outside the U.S. Nestlé, the giant chocolate and food products multinational, operates throughout the world. It derives 98 percent of its revenues from outside Switzerland, its home country. International accounting practices for global firms must reliably translate the financial statements of the firm’s international affiliates, branches, and subsidiaries and convert data about foreign-currency transactions to dollars. Also, the euro, Europe’s relatively new single currency, will influence the accounting and financial reporting processes of firms operating in some European countries.

Exchange Rates

As defined in Chapter 4, an exchange rate is the ratio at which a country’s currency can be exchanged for other currencies. Currencies can be treated as goods to be bought and sold. Like the price of any good or service, currency prices change daily according to supply and demand. So exchange rate fluctuations complicate accounting entries and accounting practices.

Accountants who deal with international transactions must appropriately record their firms’ foreign sales and purchases. Today’s sophisticated accounting software helps companies handle all of their international transactions within a single program. An international firm’s consolidated financial statements must reflect any gains or losses due to changes in exchange rates during specific periods of time. Financial statements that cover operations in two or more nations also need to treat fluctuations consistently to allow for comparison.

International Accounting Standards

The International Accounting Standards Committee (IASC) was established in 1973 to promote worldwide consistency in financial reporting practices. The IASC is recognized worldwide as the body with sole responsibility and authority to issue pronouncements on international accounting standards. The International Federation of Accountants supports the work of the IASC and develops international guidelines for auditing, ethics, education, and management accounting. Every five years, an international congress is held to judge progress in achieving consistency in standards and works toward increasing comparability among nations’ financial data and currencies.

The European Union and NAFTA have led to widespread recognition of the necessity for comparability and uniformity of international accounting standards. An increasing number of investors are buying shares in foreign multinational corporations. In response to global investors’ needs, more and more firms are beginning to report their financial information according to international accounting standards. This practice helps investors compare the financial results of firms in different countries.

1. What is an exchange rate?

2. What function does the IASC serve?

Did You Know?

1.
More than half the ethical issues involved in recent business disasters focus on accountants and/or chief financial officers.

2.
The accounting system used in Russia does not permit a manager to assess whether a product has made a profit or loss. Fixed and variable costs are not differentiated; direct and indirect costs are lumped together; and revenues are not matched with expenses.

3.
Fifty-six percent of U.S. accountants are women.

4.
Board members of the Public Company Accounting Oversight Board earn more than the president of the U.S.
Business Tool Kit

Careers for Accounting Professionals

Getting an accounting degree? Your options are wide open when it comes to deciding on where to take your accounting career. The communication of accurate accounting information is of great importance to people both inside and outside an organization. Based on information reported by accountants, decisions are made regarding the daily and long-range operations of a company, its financial status, and even who will invest in the company’s stock.


You can work for a public accounting firm, the government, a corporation, or even yourself. Public accountants are not employees of the company to which they provide services, and they are limited in the types of consulting and auditing services that they can provide to publicly traded companies. Management accountants are responsible for gathering and recording financial transactions, preparing financial statements, and interpreting them so that managers can use the information to operate their own firms more effectively. Not-for-profit accountants provide functions similar to those of management accountants, but their emphasis is on the efficiency with which organizations achieve their objectives, not on profits and losses. Depending on your career path, you can work toward professional designation in a variety of areas. Here are the most common.


•  Certified Public Accountant (CPA)


•  Certified Management Accountant (CMA)


•  Certified Financial Manager (CFM)


•  Certified Fraud Examiner (CFE)


•  Certified Financial Planner (CFP)


•  Certified Internal Auditor (CIA)


•  Certified Government Financial Manager (CGFM)


•  Chartered Financial Analyst (CFA)


•  Certified Business Manager (CBM)


In addition, there are several Web sites geared specifically to accounting professionals looking for a position. Check out these sites for more information and leads on jobs in your area.


•  http://www.accounting.com

•  http://www.accountemps.com

•  http://www.accountingweb.com

•  http://www.ajilonfinance.com

•  http://www.cpajobs.com
Sources: “CPA TRACK: Education/Certification Info,” http://www.cpatrack .com/educational_info/, accessed July 27, 2003; “Professional Designations,” http://www.smartpros.com/x29668.xml, accessed July 27, 2003; Anthony J. Ridley, “Directory of International Professional Accounting & Business Certification Programmes,” Internal Auditor, October 2001, p. 22.
What’s Ahead

This chapter described the role of accounting in an organization. Accounting is the process of measuring, interpreting, and communicating financial information to interested parties both inside and outside the firm. The next chapter introduces the finance function of an organization. Finance deals with planning, obtaining, and managing the organization’s funds to accomplish its objectives in the most efficient and effective manner possible.

Summary of Learning Goals
1

Explain the functions of accounting and its importance to the firm’s management, investors, creditors, and government agencies.

Accountants measure, interpret, and communicate financial information to parties inside and outside the firm to support improved decision making. Accountants are responsible for gathering, recording, and interpreting financial information to management. They also provide financial information on the status and operations of the firm for evaluation by such outside parties as government agencies, stockholders, potential investors, and lenders.

2

Identify the three basic business activities involved in accounting.

Accounting plays key roles in financing activities, which help to start and expand an organization; investing activities, which provide the assets the firm requires; and operating activities, which focus on selling goods and services and paying expenses incurred in regular operations.

3

Describe the roles played by public, management, government, and not-for-profit accountants.

Public accountants are providers of accounting services to other firms or individuals for a fee. They are involved in such activities as tax statement preparation, management consulting, and accounting system design. Management accountants are responsible for collecting and recording financial transactions, preparing financial statements, and interpreting them for managers in their own firms. Government and not-for-profit accountants perform many of the same functions as management accountants, but their analysis emphasizes how effectively the organization or agency is operating rather than its profits and losses.

4

Outline the steps in the accounting process.

The accounting process involves recording, classifying, and summarizing data about transactions and then using this information to produce financial statements for the firm’s managers and other interested parties. Transactions are recorded chronologically in journals, posted in ledgers, and then summarized in accounting statements. Today, much of this takes place electronically.

5

Describe the impact of recent ethical scandals and the Sarbanes-Oxley Act on the accounting profession.

In response to cases of accounting fraud and questions about the independence of auditors, the Sarbanes-Oxley Act of 2002 created the Public Company Accounting Oversight Board. The five-member board sets audit standards and investigates—and sanctions—accounting firms that certify the books of publicly traded firms. Members of the Public Company Accounting Oversight Board are appointed by the Securities and Exchange Commission—the chief federal regulator of the securities markets and the accounting industry.

6

Explain the functions and major components of the three principal financial statements: the balance sheet, the income statement, and the statement of cash flows.

The balance sheet shows the financial position of a company on a particular date. The three major classifications of balance sheet data represent the components of the accounting equation: assets, liabilities, and owners’ equity. The income statement shows the results of a firm’s operations over a specific period. It focuses on the firm’s activities—its revenues and expenditures—and the resulting profit or loss during the period. The major components of the income statement are revenues, cost of goods sold, expenses, and profit or loss. The statement of cash flows indicates a firm’s cash receipts and cash payments during an accounting period. It shows the sources and uses of cash in the basic business activities of financing, investing, and operating.

7

Discuss how financial ratios are used to analyze a firm’s financial strengths and weaknesses.

Liquidity ratios measure a firm’s ability to meet short-term obligations. Examples are the current ratio and acid-test ratio. Profitability ratios assess the overall financial performance of the business. The gross profit margin, net profit margin, return on assets, and return on owners’ equity are examples. Leverage ratios, such as the total liabilities to total assets ratio, measure the extent to which the firm relies on debt to finance its operations. Activity ratios, such as the inventory turnover ratio and total asset turnover ratio, measure how effectively a firm uses its resources. Financial ratios assist managers and outside evaluators in comparing a firm’s current financial information with that of previous years and with results for other firms in the same industry.



Describe the role of budgets in a business.

Budgets are financial guidelines for future periods reflecting expected sales revenues, operating expenses, and/or cash receipts and outlays. They represent management expectations for future occurrences based on plans that have been made. Budgets serve as important planning and controlling tools by providing standards against which actual performance can be measured.

9

Explain how exchange rates influence international accounting practices and the importance of uniform financial statements for global business.

An exchange rate is the ratio at which a country’s currency can be exchanged for other currencies. Daily changes in exchange rates affect the accounting entries for sales and purchases of firms involved in international markets. These fluctuations create either losses or gains for particular companies. Data about international financial transactions must be translated into the currency of the country in which the parent company resides. The International Accounting Standards Committee was established to provide worldwide consistency in financial reporting practices and comparability and uniformity of international accounting standards.
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Review Questions
 1.

Define accounting. Who are the major users of accounting information?

 2.

What are the primary business activities in which accountants play a significant role? Give an example of each.

 3.

Explain the differences between a public accountant, a management accountant, and a government accountant. What services do public accounting firms provide for clients?

 4.

What does the term GAAP mean? Briefly explain the role of the Financial Accounting Standards Board.

 5.

List the three major financial statements. Explain the basic accounting equation.

 6.

What is the difference between a current asset and a long-term asset? Why is cash typically listed first on a balance sheet?

 7.

What is accrual accounting? Give an example of how accrual accounting affects a firm’s financial statements.

 8.

List the four categories of financial ratios and give an example of each. What is the purpose of ratio analysis?

 9.

What is a cash budget? Briefly outline what a simple cash budget might look like.

10.

What financial statements are affected by exchange rates for firms with global operations? What are the benefits of uniform international accounting standards?

Projects and Applications
1.
Your grandmother sends you a large check for your birthday, suggesting that you use the money to buy shares of stock in a company. She recommends that you review the company’s financial statements before investing. What can a company’s financial statements tell you about the investment potential of its stock?

2.
Suppose you work for a U.S. firm that has extensive European operations and owns several European businesses. You need to restate data from the various European currencies in U.S. dollars to prepare your firm’s financial statements. Which financial statements and which components of these statements will be affected? Has the adoption of the euro made your job easier or more difficult?

3.
The collapse of Enron, WorldCom, and other firms has raised a number of questions concerning the ethical standards of outside auditors. As a result, a number of new rules and laws were adopted. Research these new rules and laws and write a two-page report summarizing them. In your opinion, have the regulations adequately resolved the ethical issues and raised the ethical standards of outside auditors?

4.
Suppose you are offered a job with a small private company. Since the company isn’t required to publish its financial information—as public companies are—you ask the owner if you could review the financial statements prior to accepting the job. The owner refuses and says that only the firm’s accountant and banker are allowed to see the statements. What could you say that might convince the company’s owner to share financial information with employees?

5.
You’ve been appointed treasurer of a local not-for-profit organization. You would like to improve the quality of the organization’s financial reporting to existing and potential donors. Describe the kinds of financial statements you would like to see the organization’s accountant prepare. Why do you think better-quality financial statements might help to reassure donors?

Experiential Exercise
Directions: Adapting the format of Figure 16.7, Three-Month Cash Budget for Golden Harvest, prepare on a separate sheet of paper your personal one-month cash budget for next month. Keep in mind the following suggestions as you prepare your budget.

1.
Cash inflows. Your sources of cash would include your earnings, gifts, scholarship monies, tax refunds, and dividends and interest.

2.
Cash outflows. When estimating next month’s cash outflows, include any of the following that may apply to your situation:


a.
Household expenses (mortgage/rent, utilities, maintenance, home furnishings, telephone/cell phone, cable TV, household supplies, groceries)


b.
Education (tuition, fees, textbooks, supplies)


c.
Work (transportation, meals)


d.
Clothing (purchases, cleaning, laundry)


e.
Automobile (auto payments, fuel, repairs)


f.
Insurance (life, auto, homeowner’s, renter’s, health and dental)


g.
Taxes (income, property, Social Security, Medicare)


h.
Savings and Investments


i.
Entertainment/Recreation (health club, vacation/ travel, dining, movies)


j.
Debt (credit card payments, installment loans)


k.
Miscellaneous (charitable contributions, child care, gifts, medical expenses)

3.
Beginning cash balance. This amount could be based on a minimum cash balance you keep in your checking account and should include only the cash available for your use; therefore, money such as that invested in retirement plans should not be included.

Nothing But Net
1.
Accounting reform. The financial collapse of Enron, Global Crossing, and other firms highlighted a number of accounting issues and led to a number of proposals to improve the quality of accounting and financial disclosure. Using a search engine, type in the key words “accounting reform” and see how many hits you get. Visit three or four of the sites listed, along with the SEC’s Web site (http://www.sec.gov); then prepare an oral report on the current status of accounting reform.

2.
Finding financial information on a company. Select a public company in which you have some interest. Visit the company’s Web site and one of the investment-oriented Web sites listed. Download the company’s financial statements for the most recent year you can find. Calculate the financial ratios listed in the text. Briefly assess the financial strength and investment potential of your company.


http://moneycentral.msn.com/investor/home.asp


http://www.morningstar.com


http://www.quicken.com
3.
Accounting as a career. As noted in the chapter, accounting is a popular business major. Ernst & Young—one of the largest public accounting firms in the world—includes an extensive section on accounting careers on its Web site. Visit the firm’s Web site and prepare a report on the various career paths taken by actual Ernst & Young employees. Based on what you learned, do you think you’d be interested in a career in public accounting? Why or why not?


http://www.ey.com/global/content.nsf/US/Home

Note: Internet Web addresses change frequently. If you do not find the exact sites listed, you may need to access the organization’s or company’s home page and search from there.

Case 16.1
Joan Chen Prepares a Budget

The cash budget is an important planning tool for companies. But a budget is also an important financial planning tool for individuals like Joan Chen. Her budget is designed to monitor and control expenditures so that her short- and longer-term financial goals can be achieved. Budgets permit people like Joan to track past and current expenditures and plan new ones.


Chen decides to prepare her personal budget on a monthly basis. Most of her bills—such as her rent, Visa bill, utilities, and car payment—are due once a month. Joan, who is an assistant manager at a discount electronics store, is also paid once a month. The balance in her checking account always seems to get pretty low by the end of the month. She’s hoping the monthly budget will help her better monitor and control her expenses.


Like a company’s cash budget, Chen’s personal budget is divided into two components: income (or cash inflows) and expenses (or cash outflows). She divides her expenses into two additional categories: fixed expenses (those that vary little if any from month to month) and variable expenses (those that vary from month to month). Examples of fixed expenses include her apartment rent, the car payment on her Volkswagen Beetle, insurance payments, and contributions to a Vanguard mutual fund. Variable expenses include Joan’s food, electricity, and phone expenses. Her cash flow is simply the difference between cash inflows and outflows. The difference between her actual cash flows and estimated cash flows is referred to as variance.

Chen once took a personal finance course at American River College in Sacramento. She knows that you should keep your budget as simple as possible. So Joan limits the number of categories and rounds off to the nearest dollar. She also budgets some “personal spending money” each month. Joan is planning to get married within the next year. She and her fiancé have already discussed how they will budget their household income and expenses. They both know that arguments over money are a leading cause of divorce. Neither has any intention of getting caught in that financial trap.

Questions for Critical Thinking

1.
Explain the difference between a fixed expense and a variable expense. Why should “savings contribution” be considered a fixed expense?

2.
Give an example of how a person’s short- or long-term financial goals will influence his or her budget.

3.
Now it is your turn to design a budget like Joan Chen did. Fill out the worksheet shown here.

4.
How difficult will it be for you to stick to your budget? Do you think it is realistic?

Source: Adapted from Louis E. Boone, David L. Kurtz, and Douglas Hearth, Planning Your Financial Future, 3rd ed., Mason, Ohio: South-Western, 2003, pp. 75–79.


Estimate
Actual
Variance

Cash inflows
  Salary (take-home)

  Other cash inflows

  Total cash inflows

Cash outflows
Fixed expenses
  Rent

  Auto loan

  Student loan

  Auto insurance premium

  Savings contribution

Variable expenses
  Utilities

  Food & personal-care items

  Medical & dental

  Clothing & haircuts

  Entertainment

  Transportation expenses

  Gifts & contributions

  Personal spending money

Total cash outflows
Net cash flow

Video Case 16.2
Chicago-Style Pizza Finds a Nationwide Market

This video case appears on page 619. A recently filmed video, designed to expand and highlight the written case, is available for class use by instructors.

Part 5 Krispy Kreme Continuing Case

Krispy Kreme: A Low-Tech Product in a High-Tech World

It’s difficult to imagine anything simpler or more low-tech than a fresh, hot, glazed doughnut. In fact, Krispy Kreme officials work hard to convey the message that Krispy Kremes are fresh from another, simpler era. The nostalgic atmosphere in the stores, from the staff’s uniforms to the retro-style coffee mugs, transports visitors back to yesteryear. But Krispy Kreme relies on modern technology to get the message about its brand out to the public and to help employees communicate with one another.

A few years ago, the company launched an extranet called MyKrispyKreme designed to connect franchisees, vendors, and managers at corporate headquarters. “As Krispy Kreme grows internationally, more employees will need remote access,” explains chief information officer Frank Hood. Before the development of MyKrispyKreme, “from an IT [information technology] perspective, the company had major limitations with regard to conveying information to our constituency systemwide,” Hood continues. With MyKrispyKreme, approved users such as store managers can gain direct access to enterprise applications such as the order-entry system and can obtain their own daily sales numbers, which are automatically collected from the stores’ point-of-sale systems and stored in a data warehouse. The software, developed by Coreport in Boston, also functions like an enterprise resource planning system, giving Krispy Kreme executives an overview of the company’s business operations. Users of MyKrispyKreme can submit their financial reports electronically, and store managers can view any relevant corporate information they have approval to access. MyKrispyKreme users can also e-mail each other and corporate headquarters.

Krispy Kreme has also turned to technology for some of its training procedures. The manager training materials now include Internet-based programs and testing, as well as components on CD-ROM. The Web-based materials include graphics, videos, and animation, and they are available through in-store computers connected to MyKrispyKreme and employees’ home computers for those who have preregistered for the courses. The results of computer-based testing are automatically transferred to corporate headquarters in North Carolina, where managers in the human resource department can review them. The system then refers trainees back to areas of the training program that may require more study. Of course, Internet education does not replace the hands-on training that employees receive in Krispy Kreme shops, but it is designed to complement the experience of actually running the doughnut machine. Hood views technology at Krispy Kreme as a means to an end, not an end in itself for his IT staff. “We have all worked very hard to support our evolving business processes and the increased demand of all departments within Krispy Kreme,” Hood explains.

Running a Krispy Kreme business may seem simple on the surface: Turn on the doughnut machine, watch the doughnuts come out, serve the waiting customers, count the profits. Of course, it’s not that simple at all. Company managers and franchise owners must have a clear understanding of their company’s financing and operating activities. They must be able to record data such as operating expenses accurately and read financial statements. Potential franchisees must already be experienced businesspeople even to apply for a Krispy Kreme franchise; the corporation requires applicants to demonstrate a minimum net worth of $5 million, with a commitment to invest $2 million in each store, with the assumption that there will be multiple stores in a region.

Accounting practices have received increased attention in the wake of such corporate scandals as Enron and WorldCom. For a while, Krispy Kreme tried an off-balance-sheet financing method—also called a synthetic lease—in which the company could finance lease payments on facilities through debt. This method also provides some tax benefits. A synthetic lease is a perfectly legal practice, but after only a short time, the company decided to revert to more traditional on-balance-sheet accounting methods, which further boosted investors’ confidence in the firm. “In the current economic climate, investors understandably are paying closer attention to the financial strength of their companies,” explained CEO Scott Livengood about the decision to change methods. “There is no reason for us to do anything that could be misinterpreted, regardless of how legal and acceptable it may be.”

Paying attention to investors’ concerns and goals has been even more important since Krispy Kreme made its public stock offering on the NASDAQ. (It has since moved to the New York Stock Exchange, where its symbol is KKD.) In an environment where corporate accounting scandals have caused stock values to nosedive, no one wants to take chances. Investors and consumers alike remain faithful, as revenues and share prices continue to rise even in a slow economy. “We are truly pleased to report our momentum from the last quarter has continued,” declared Livengood in a recent report. And the doughnuts keep coming.

Questions

1. Describe a situation in which you think a decision support system (DSS) would be helpful either to a Krispy Kreme franchisee or to managers at Krispy Kreme headquarters.

2. In what ways do you think computer-based training can be helpful for new Krispy Kreme employees?

3. In what ways does MyKrispyKreme help franchisees with their own accounting requirements?

4. Describe what you think are some of Krispy Kreme’s most important assets, both tangible and intangible.

Sources: Krispy Kreme Web site, http://www.krispykreme.com, accessed January 2, 2004; “Krispy Kreme Integrates B2B Extranet with Coreport Enterprise Portal,” http://www.corechange.com, accessed September 26, 2002; Randall E. Stross, “A Hot Glazed Don’t,” U.S. News & World Report, June 10, 2002, p. 37; “Krispy Kreme Reports Strong Profit,” Mobile Register, March 9, 2002, p. 7B; “Krispy Kreme Changes Its Plant Financing,” Forbes, February 12, 2002, http://www.forbes.com; “Krispy Kreme Reverses Accounting Plans,” Forbes, February 12, 2002, http://www.forbes.com; C. Dickinson Waters, “Krispy Kreme’s Hood Has Taste for High Tech,” Nation’s Restaurant News, March 12, 2001, http://www.findarticles.com; Thomas Hoffman, “Recipe for Growth,” Computerworld, February 5, 2001, http://www.computer world.com.

