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REACHING

GREAT HEIGHTS
BEGINS WITH A

SOLID BASE

As our eyes are drawn upward to the skyline of great cities, it's impor-
tant to remember that these impressive constructions are able to reach
such heights only because their foundations are strong. In much the
same way, being successful in the business world begins with funda-
mental courses like financial accounting. It is only when students have
a firm grasp of concepts like the accounting cycle and managerial deci-
sion making that they have a base on which to stand, a strong founda-

tion on which to grow.

In this edition, as before, the Williams team has revised the text with a
keen eye toward the principle of helping students establish the foun-
dation they will need for future success in business. However, through
new coverage of International Financial Reporting Standards and a
revised globalization chapter, the Williams book also introduces stu-
dents to larger themes and evolving concerns. This dual empha-
sis allows students to keep their eyes trained upward even as they

become solidly grounded in accounting fundamentals.



The Williams book continues to rest on a bedrock of four key
components:

Balanced Coverage. The 17th edition of Williams provides the
most balanced coverage of financial topics on the market. By
giving equal weight to financial topics, the authors emphasize
the need for a strong foundation in both aspects of accounting.

“This is a well balanced textbook
that encompasses many issues,
yet provides them in a precise,
readable, and orderly fashion to

students. The extent of the real-
world examples makes this edi-
tion clearly a superior choice.”

Hossein Noorian,
Wentworth Institute

“Excellent book! Explains difficult
subjects in easy-to-understand
terms.”

Naser Kamleh, Wallace
Community College

Clear Accounting Cycle Presentation. In the first five chapters
of Financial Accounting, the authors present the Account-
ing Cycle in a clear, graphically interesting four-step process.
Central to this presentation is the dedication of three succes-
sive chapters to three key components of the cycle: recording
entries (Chapter 3), adjusting entries (Chapter 4), and closing
entries (Chapter 5). The Williams team places easy-to-read mar-
gin notes explaining each equation used in particular journal
entries.

“This textbook is current and

Student Motivation. The Williams team has put together a
market-leading student package that will not only motivate
your students, but help you see greater retention rates in your
accounting courses. Vital pieces of technology supplement
the core curriculum covered in the book: McGraw-Hill Connect
uses end-of-chapter material pulled directly from the textbook

very interactive. It brings in excel-
lent “real-world” applications for
the students to use in applying
the concepts. It has excellent
student and instructor resources.
Some of the resources would be

especially valuable for instruc-
tors teaching online.”

to create static and algorithmic questions that can be used for
homework and practice tests and provides supplemental tools
for both students and instructors.

Karen Mozingo, Pitt
Community College

Problem-Solving Skills. Financial Accounting challenges your stu-
dents to think about real-world situations and put themselves in
the role of the decision maker through Case in Point, Your Turn,
and Ethics, Fraud, & Corporate Governance boxes. Students refer-
ence the Home Depot Financial Statements—included in the text
as an appendix—to further hone problem-solving skills by evaluat-
ing real world financial data. The authors show a keen attention to
detail when creating high-quality end-of-chapter material, such as
the Ciritical Thinking Cases and Problems, ensuring that all home-
work is tied directly back to chapter learning objectives.

“The text is excellent. | wish the
texts had been this well written
when | was a student!”

Mark Anderson, Bob Jones University




How Does Williams Help Students
Step-by-Step Process for the Accounting Cycle

Financial Accounting was the FIRST text to illustrate Balance Sheet and Income Statement
transactions using the four-step process described below. This hallmark coverage has been
further revised and refined in the 17th edition.

The Williams team breaks down the Accounting Cycle into three full chapters to help students
absorb and understand this material: recording entries (Chapter 3), adjusting entries (Chapter
4), and closing entries (Chapter 5). Transactions are demonstrated visually to help students
conquer recording transactions by showing the four steps in the process:

c Analysis—shows which
accou nts are recorded W|th an Recording Balance Sheet Transactions: An llustration
increase/decrease.

° Debit/Credit Rules—helps
students to remember whether
the accou ﬂt ShOU|d be debited / Jan.20 Michael McBryan and family invested $80,000 cash in exchange for capital stock.
credited.

‘Owners invest cash in the

ANALYSIS The asset Cash is increased by $80,000, and owners’ equity
(Capital Stock) is increased by the same amount. owners

° Journal Entry—shows the result

DEBIT-CREDIT Increases in assets are recorded by debits; debit Cash $80,000.
Of th e two p revious ste ps [ULES Increases in owners’ equity are recorded by credits; credit Capital Stock
. $80,000.
JOURNAL Jan. 20
° Ledger T-Accounts—shows Coptal Sock

students what was recorded ENTREES IN Cash Capital Stock
and where A'(E(E:gﬁfzs 1120 80,000 e —
Th e WI | I lams tea m p Uts th S Representing Overni IcBryan negotiated with both the City of Santa Teresa

and Metropolitan Tr i S b 3

Accounting Equation

(A =L + OE) in the margin

by transaction illustrations to ___J)x P
show students the big picture! “s

DEBIT-CREDIT Increases in assets are recorded by debits; debit Land $52,000.

(RS Decreases in assets are recorded by credits; credit Cash $52,000.

JOURNAL Jan. 21
ENTRY

ENTRIES IN

LEDGER
ACCOUNTS 1/21 52,000 1/20 80,000 1/21 52,000




Build a Strong Foundation?
Robust End-of-Chapter Material

Brief Exercises = connect Brief Exercises supplement the exercises with
103,103:2,103-5,103.9,  Listed as follows in random order are th eight steps comprising a complete accounting cycle. S h fo) rte r’ Si n g | e-conce pt exerc | ses th at test th e

103-10 Prej trial balance.
BRIEF EXERCISE 3.1 Journalize and post the closing entries.

oo basic concepts of each chapter. These brief

Post transaction data to the ledger.

exercises give instructors more flexibility in

d adjustments.
Journalize transactions.

their homework assignments.

List these steps in the sequence in which they would normally be performed. (A detailed
understanding of these eight steps is not required until Chay )
. Describe ways in which the information produced thr
company’s management and employees.

An Alternate Problem Set provides students

Problem Set B . o o
with even more practice on important concepts.

109-1,109-2,109-3 Smithfield Hotel recently purchased new exercise equipment for its exercise room. The following
PROBLEM 9.18 information refers to the pur installation of this equipment

(P e o G 1. The list price of the equipment was $42,000; however, Smithfield qualified for a special dis-

Four Comprehensive Problems, ranging from

one to two pages in length, present students

with real-world scenarios and challenge them
A COMPREHENSIVE ACCOUNTING CYCLE PROBLEM to apply What they’ve Iearned In the Chapters
Eiment oot The o e sl o el b leading up to them.

Self-Test Questions

The answers to these questions appear on page 343. s alance o a a o .
1 T ndr 1 evie s many chpter concepts a possle, 8 s e ol Defined Key Terms and Self-Test Questions
self-test questions include more th: rect In «  Deposit in transit,

- B g 2. review and reinforce chapter material.

1 terms, ar in the balance «  NSF check from customer Greg Denton in the amount

COMPREHENSIVE PROBLEM

ISSEENETVZUYE  Discussion Questions

1. In broad general terms, what is the purpose of accounting’ 9. What s meant by the terms positive cash flows and negati DemonStration PrObIems and thelr SO|Ut|onS
o o 10 Vit e o oty Tk 15 allow students to test their knowledge of key

. In general ter

they rela 11. Wha ant by the s it that the fina H H
e R points in the chapters.

Demonstration Problem

Aoy e Gyt Vo St 30 208 e s lows T te [ Critical Thinking Cases and Problems put stu-

for retained e: not given, but it can be determined when all the available informa

dents’ analytical skills to the test by having them
= E think critically about key concepts from the
: chapter and apply them to business decisions.
e e et i TWO sets of Problems and a full set of Exercises

Accounting Principles
ich cre

o e Tl S ' in EACH chapter give Financial Accounting the
edge in homework materials.

107, 107-2,107-3, LO7-4,
L07-5,107-6, L07-7, L07-8
CASE7.3

“Improving” the Balance quarter.

DEtn e e G e I R Bobo Ethics Cases in each chapter challenge stu-

h economy, Aff as havi lty collecting
position was unusually low. Management knew that if the December 31 balance sheet did not look

:\‘:le would have diffi o noney it would need to boost production d e ntS to ex p I ore th e eth | ca | | m pa Ct Of d eCI_
: sions made in business.

EXERCISE 1015 Aat the end of the

Examining Home Depot's . Compute the company’s current ratio and quick ratio for the most recent year reported. Do

Capital Structure these ratios provide support that Home Depot is able to repay its current liabilities as they
come due? Explain.

 Compuc hcompy D o e s v s e e The 2015 Home Depot Financial Statements are
e e s e i o e o T included in Appendix A. Students are referred to
key aspects of the 10-K in the text material and in
end-of-chapter material to illustrate actual busi-

ness applications of chapter concepts.

Problem Set A & connect



The Williams Pedagogy Helps

> High-profile companies frame each chapter dis-
cussion through the use of dynamic CHAPTER
OPENER vignettes. Students learn to frame the
chapter’s topic in a real-world scenario.

Y YOUR TURN boxes challenge students with ethi-
cally demanding situations. They must apply what
they’ve learned in the text to situations faced by
investors, creditors, and managers in the real world.

D)

Assume that you are a financial analyst and that two of your clients are requesting your advice on
certain companies as potential investments. Both clients are interested in purchasing common
stock. One is primarily interested in the dividends to be received from the investment. The second
is primarily interested in the growth of the market value of the stock. What information would you
advise your clients to focus on in their respective analyses?

You as a Financial Analyst

(See our comments in Connect.)

CHAPTER 2

Basic Financial Statements

After studying this chapter, you should be able to:

LO21

LO2-2

LO2-3

LO2-4

LO2-5

LO2-6

LO2-7

LO2-8

LO2-9

Explain the nature and general purposes of financial statements.

Explain certain accounting principles that are important for an
of financial and how judgment
by accountants may affect the application of those principles.

Demonstrate how certain business transactions affect the elements of
the accounting equation: Assets = Liabilities + Owners' Equity.

Explain how the statement of financial position, often referred to as the
balance sheet, is an expansion of the basic accounting equation.

Explain how the income statement reports an enterprise’s financial
performance for a period of time in terms of the relationship of revenues
and expenses.

Explain how the statement of cash flows presents the change in cash
for a period of time i terms of the company's operating, investing, and
financing activities.

Explain how the statement of financial position (balance sheet), income
statement, and statement of cash flows relate to each other.

Explain common forms of business ownership—sole proprietorship,
partnership, and corporation—and demonstrate how they differ in terms
of their statements of financial position

Discuss the importance of financial statements to a company and its
investors and creditors and why management may take steps to improve
the appearance of the company in its financial statements.

“Lots of eye appeal and in-depth coverage.
Students will love it.”

Balance Sheet

James Specht, Concordia College

> EXHIBITS illustrate key
concepts in the text.

Income Statement

Assets L
Cash $ 16,600 Revenues $2,200
Accounts Receivable 1,200
Property, Plant & Equip 100,000
§ 1800 | |<—
Liabilities
Notes Payable $ 30,000 EpETEEs 000
Accounts Payable 7,000 B
Owners’ Equity
Capital Stock $ 80,000
Retained Earnings 800 NetIncome $ 800
$ 17,800
Statement of Cash Flows
Operating Activities $ 800
Investing Activities (64,200)
Financing Activities 80,000
Change in Cash $16,600
Beginning Cash Balance 0
Ending Cash Balance $ 16,600




Students Reach Great Heights

AMAZON

Amazon opened its doors on the World Wide Web in
1995 with the goal of being “the Earth’s most customer-

centric company.” Amazon sells both ise it

competition from both digital and bricks-and-mortar

retailers.

has purchased from vendors for resale and merchan-
dise offered by third-party sellers, and it also manufac-
tures and sells electronic devices. Amazon focuses on
providing customers with selection, price, and conve-
nience. Amazon began its operations by selling books,
but it now sells millions of unique products from a vari-
ety of product categories. Although Amazon has been

very successful since its inception, it faces intense

b d Il like Amazon must
continuously innovate to stay ahead of the competi-
tion. Amazon states that it follows four principles: “cus-
tomer obsession rather than competitor focus, passion

for invention, i to

and long-term thinking.”" Amazon was willing to forego
operating at a profit in its early years to build its brand
name and to obtain market share and, as a result, did

not report a quarterly profit until 2001.2

T

8724/000101

2 AMZN-2014.12.31-10K. United States Securities and Exchange
data/1018724/000101872415000006/amzn-20141231x10k.htm.

20141231x10k.htm

ommission, 16 Jan. 2015. https://www.sec.gov/Archives/edgar

(continued)

Em ETHICS, FRAUD, & CORPORATE GOVERNANCE

A major outgrowth from the business failures amid allega-
tions of fraudulent financial reporting discussed in the last
chapter was the passage of the Sarbanes-Oxley Act of 2002
This Act was signed into law by President George W. Bush
on July 30, 2002. The Sarbanes-Oxley Act (hereafter SOX or
the Act) is generally viewed as the most far-reaching piece of
securities legislation since the original Securities Acts were
passed in the 1930s.

One of the major requirements of this legislation is for
CEOs and CFOs to certify the accuracy of their company’s
financial statements. The CEOs and CFOs of all public com-
panies must certify on an annual and quarterly basis that
they (1) have reviewed their company’s financial statements,
(2) are not aware of any error or omission that would make
the financial statements misleading, and (3) believe that the
financial statements fairly present in all material respects the
company’s financial condition (balance sheet) and results of
operations (income statement). There is some evidence that
this certification requirement is affecting corporate behavior.
For example, a former CFO of HealthSouth (Weston Smith,

- PATHWAYS

Would you be interested in investing in or lending money
to a company that reported eight straight years of losses in
the following amounts (all in millions): $0.3, $6, $31, $125,
$720, $1.4, $567, $149? Those numbers were the reported net
income (actually net loss) for Amazon in every year from 1995
through 2002. Amazon did not report a profit until 2003 when
it reported a $35 million profit. Moreover, it took until 2009
before Amazon reported a positive balance in retained earnings.
Amazon was reporting large net losses as it invested heavily
in building its infrastructure and brand. By investing for the
long haul, Amazon grew net sales from $147 million in 1997
10 $6.9 billion in 2004, a compound annual growth rate of over
70 percent

The market recognized that Amazon’s reported losses were
enabling it to build a dominant online presence and, as a result,
during that time Amazon was able to finance itself by issuing
debt and stock (including the exercise of stock options). For

© Gary TramontinaBloomberg/Getty Images

example, Amazon issued long-term debt of $326 million
and $1.2 billion in 1998 and 1999, respectively. Moreover,
Amazon received cash proceeds from issuing stock (includ-
ing exercised stock options) of $64 million, $122 million,
and $163 million in 1999, 2002, and 2003, respectively
Finally, although Amazon reported net losses every year
from 1995 to 2002, its cash flows from operations were in
some years positive. Certain expenses reduced Amazon’s
net income but not its cash flows—items like depreciation,

and stock-based And Ama-
zon financed much of its operations (i.e., generated cash
flow) by vendor-provided financing. These concepts are
covered when we introduce the Statement of Cash Flows in
Chapter 13. Amazon shows that a business can report losses
for many years and still be viable, even quite successful,
if it is able to generate sufficient cash flow to finance its
operations.

“Williams is a great text overall. It provides excel-
lent and accurate coverage of the accounting
principles curriculum. Students like it better than
any other text | have used. A few years ago | was
in a situation where | had to use a different text,
since | took over a class for another teacher at the
last minute. Students were getting the Williams
text on their own and | saw immediate improve-
ment in their understanding and grades across
the board. Williams comes through again and
again, where other texts fall hopelessly short.”

Malcolm E. White, Columbia College

CASE IN POINT

How long does a building last? For purposes of
computing depreciation expense, most com-
panies estimate about 30 or 40 years. Yet the
Empire State Building was built in 1931, and it's
not likely to be torn down anytime soon. As you
might guess, it often is difficult to estimate in
advance just how long depreciable assets may
remain in use.

© Digital Vision/Alamy

A CASE IN POINT boxes link accounting concepts
in the chapter to their use in the real world.
These examples often present an international
scenario to expose students to accounting prac-
tices around the world.

< ETHICS, FRAUD, & CORPORATE GOVERNANCE
boxes discuss the accounting scandals of recent years
that have sparked such comprehensive legislation as
Sarbanes-Oxley. The inclusion of EFCG boxes in each
chapter offers instructors the opportunity to bring com-
plex accounting and ethical issues into the classroom.

<« PATHWAYS CONNECTION boxes emphasize that
financial statements are a means to an end, provid-
ing useful information for making good decisions,
and eventually benefiting society.




of Financial Accounting?

The following list of revisions is a testament to the enthusiastic response of dozens of
reviewers who contributed their considerable expertise. In doing so they have helped
make the 17th edition of Financial Accounting the best book of its kind.

A new and unique feature, Pathways
Connection, has been added, emphasiz-
ing that financial statements are a means
to an end, providing useful information
for making good decisions, and eventu-
ally benefiting society.

Chapter 1:

New chapter opener using The Walt
Disney Company

« Used the Pathways Commission model
to introduce accounting

- Updated Case in Point using Sony

- Updated coverage of the American
Cancer Society and Procter & Gamble

« Revised the Demonstration Problem
« Revised end-of-chapter material

Chapter 2:

« New chapter opener using Amazon

« Updated Case in Point using Carnival
Corporation

- Added Pathways Connection box
« Updated demonstration problem
- Revised end-of-chapter material

Chapter 3:

- New chapter opener using PwC

« Replaced Walmart with Apple in
discussing ending retained earnings

« Updated International Case in Point
box with current IFRS and U.S. GAAP
information

- Added Pathways Connection box
« Revised end-of-chapter material

Chapter 4:

- New chapter opener using Carnival
Corporation

- Added Pathways Connection box
« Revised end-of-chapter material

Chapter 5:

« New chapter opener using Abercrombie
& Fitch

- Added Pathways Connection box
« Revised end-of-chapter material

Xiv

Chapter 6:

- New chapter opener using Lowe’s

- Added Pathways Connection box, includ-
ing discussion of the link between busi-
ness strategy and a company’s gross
profit rate and sales volume

« Revised end-of-chapter material

Chapter 7:

« Updated the chapter opener to include
more current information on Apple

« Updated International Case in Point box
with current IFRS information

« Added Pathways Connection box, including
the use of the accounts receivable turnover
rate for management decision making

« Revised end-of-chapter material

Chapter 8:

« Added Pathways Connection box
« Revised end-of-chapter material

Chapter 9:

- Refined section on depreciation using
the units of output method and deprecia-
tion for fractional periods

« Updated units-of-output method
- Updated demonstration problem
« Revised end-of-chapter material

Chapter 10:

« Updated real world example used in
section on corporate bonds

- Added Pathways Connection box

- Streamlined coverage of deferred
income taxes

« Updated Your Turn box

- Updated section on leases to include
updated FASB requirements

- Revised end-of-chapter material

Chapter 11:

- Added Pathways Connection box
« Revised end-of-chapter material
« Updated Comprehensive Problem 3

What’s New about the 1/th Edition

Chapter 12:

« New chapter opener using Under Armour

- Revised reporting the results of opera-
tions to reflect FASB elimination of
extraordinary items

» Added Pathways Connection box

«» Revised and refined coverage of other
transactions affecting retained earning

» Updated demonstration problem

- Revised end-of-chapter material with
particular attention to changes result-
ing from the exclusion of extraordinary
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CHAPTER 1

Accounting

Information for Decision Making

After studying this chapter, you should be able to:

LO11

LO1-2

LO1-3

LO1-4

LO1-5

LO1-6

LO1-7

LO1-8

Discuss accounting as the language of business and the role of
accounting information in making economic decisions.

Discuss the significance of accounting systems in generating
reliable accounting information and understand the five
components of internal control.

Explain the importance of financial accounting information for
external parties—primarily investors and creditors—in terms of
the objectives and the characteristics of that information.

Explain the importance of accounting information for internal
parties—primarily management—in terms of the objectives and
the characteristics of that information.

Discuss elements of the system of external and internal financial
reporting that create integrity in the reported information.

Identify and discuss several professional organizations that play
important roles in preparing and communicating accounting
information.

Discuss the importance of personal competence, professional
judgment, and ethical behavior on the part of accounting
professionals.

Describe various career opportunities in accounting.
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THE WALT DISNEY COMPANY

The Walt Disney Company (Disney) was founded in
1923 by Walt and Roy Disney. Over the last 90 years,
Disney has grown to become one of the largest enter-
tainment companies in the world, with revenues
and assets well above $50 billion. Disney operates
five business segments: media networks, parks and
resorts, studio entertainment, consumer products, and
interactive media. Disney has grown over the years
both by expanding its existing business, and by suc-
cessfully acquiring other companies and integrating
them into Disney.

Just as individuals need reliable financial informa-
tion when making investment decisions, it is equally

important when one company is considering buying

another. Over the years, Disney has acquired ESPN,
Pixar, Marvel, and Lucasfilm, among many other com-
panies. Before making these acquisitions, Disney
assessed the target company’s profitability by exam-
ining its income statement, cash flows reflected in its
statement of cash flows, and liquidity and solvency
by examining its balance sheet. Although nonfinan-
cial considerations play an important role in deciding
whether or not to buy another company, and in decid-
ing on the price to pay, financial considerations are
integral in evaluating a company before making an
acquisition attempt.

Successful acquisitions have been key to Disney’s

success in recent years. ESPN is a highly profitable

(contiuned)



4 Chapter 1 Accounting: Information for Decision Making

unit, and movies from Pixar, Marvel, and Lucasfilm
have been highly successful. Movie success not only
contributes to the success of the studio entertain-
ment segment, but often leads to rides and attrac-
tions that contribute to the success of the parks and

resorts segment. In addition, successful movies and

their characters spawn merchandise that contributes to
the success of the consumer products segment as well
as games that contribute to the success of the inter-
active segment. Content derived from successful mov-
ies often serves as an engine of growth for the entire

Disney company. m

LO1-1

LEARNING OBJECTIVE
Discuss accounting as the
language of business and
the role of accounting
information in making
economic decisions.

Understanding and using accounting information is an important ingredient of any business
undertaking. Terms such as sales revenue, net income, cost, expense, operating margin, and
cash flow have clearly defined meanings and are commonly used in business-related com-
munications. Although the precise meaning of these terms may be unfamiliar to you at this
point, you must gain a basic understanding of these and other accounting concepts to become
an active participant in the business world. Our objective in this book is to provide that basic
understanding to those who both use and prepare accounting information.

Information that is provided to external parties who have an interest in a company is some-
times referred to as financial accounting information. Information used internally by manage-
ment and others is commonly referred to as managerial accounting information. Whereas
these two types of information have different purposes and serve different audiences, they
have certain attributes in common. For example, both financial and managerial accounting
require the use of judgment, and information prepared for either purpose should be subject to
the company’s system of internal control. Financial accounting concepts are critical in order
to understand the financial condition of a business enterprise. Determining a company’s net
income by subtracting its expenses from its revenue is a particularly important part of finan-
cial reporting today. This may appear to be a simple process of keeping accounting records
and preparing reports from those records, but a great deal of judgment is required. For exam-
ple, when should the cost of acquiring a resource that is used for several years be recognized
as an expense in the company’s financial statements? What information is particularly useful
for management, but not appropriate for public distribution because of the potential competi-
tive disadvantage that might result? These are among the many complex issues that a business
faces on a day-to-day basis and have a critical impact on the company’s responsibility to its
owners, creditors, the government, and society in general.

As we begin the study of accounting, keep in mind that business does not exist solely
to earn a return for its investors and creditors that supply a company’s financial resources.
Business also has a responsibility to operate in a socially responsible manner and to balance
its desire for financial success within this broader social responsibility. We begin our develop-
ment of these ideas in this chapter, and continue their emphasis throughout this text.

Accounting Information: A Means to an End

The primary objective of accounting is to provide information that is useful in making good
decisions, and as a result of good decisions societal prosperity and welfare is maximized.
From the very start, we emphasize that accounting is not an end, but rather it is a means to an
end. The final product of accounting information is the decision that is enhanced by the use
of that information, whether the decision is made by owners, management, creditors, govern-
mental regulatory bodies, labor unions, or the many other groups that have an interest in the
financial performance of an enterprise.

Because accounting is widely used to describe all types of business activity, it is sometimes
referred to as the language of business. Costs, prices, sales volume, profits, and return on
investment are all accounting measurements. Investors, creditors, managers, and others who
have a financial interest in an enterprise need a clear understanding of accounting terms and
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concepts if they are to understand and communicate about the enterprise. While our primary
orientation in this text is the use of accounting information in business, from time to time
we emphasize that accounting information is also used by governmental agencies, nonprofit
organizations, and individuals in much the same manner as it is by business organizations.

ACCOUNTING FROM A USER’S PERSPECTIVE

Many people think of accounting as simply a highly technical field with black and white
rules, and as a field practiced only by professional accountants. In reality, nearly everyone
uses accounting information daily. Accounting information is the means by which we mea-
sure and communicate economic events. Whether you manage a business, make investments,
or monitor how you receive and use your money, you are working with accounting concepts
and accounting information.

Our primary goal in this book is to develop your ability to understand and use accounting
information in making economic decisions. To do this, you need to understand the following:

o The nature of economic activities that accounting information describes.

o The assumptions and measurement techniques involved in developing accounting
information.

o The information that is most relevant for making various types of decisions.
Exhibit 1-1 illustrates a model developed by the Pathways Commission that describes

accounting.! Businesses engage in economic activities, and converting these economic
activities into useful information sometimes requires significant judgment because business
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Reprinted with permission from the American Accounting Association. This work is by The Pathways Commission and is licensed under a Creative
Commons Attribution-NoDerivs 3.0 Unported License.

! The Pathways Commission was a national initiative from 2010 to 2015 with a goal of making recommenda-
tions to engage and retain the strongest possible community of students, academics, practitioners, and other
knowledgeable leaders in the practice and study of accounting.

EXHIBIT 1-1

This is Accounting
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transactions are often complex. Making these judgments requires the accountant to exercise
effective critical thinking skills. The ultimate objective of useful information is to facilitate
good decisions, and good decisions help bring about a prosperous society.

TYPES OF ACCOUNTING INFORMATION

Just as there are many types of economic decisions, there are also many types of accounting
information. The terms financial accounting, management accounting, and tax accounting
often are used in describing three types of accounting information that are widely used in the
business community.

Financial Accounting Financial accounting refers to information describing the finan-
cial resources, obligations, and activities of an economic entity (either an organization or
an individual). Accountants use the term financial position to describe an entity’s financial
resources and obligations at a point in time and the term results of operations to describe its
financial activities during the year.

CASE IN POINT

In Sony Corporation’s 2015 financial statements to owners, financial position is presented as consisting
of ¥15,834 trillion in assets (including cash and cash equivalents, inventories, buildings, and machinery
and equipment), with obligations against those assets of ¥12,906 trillion. This leaves ¥2,928 trillion as
the owners’ interest in those assets. In the same report, results of operations indicate that Sony had a
net loss (expenses exceeded revenues) of ¥126 billion for the year ending March 31, 2015.

Financial accounting information is designed primarily to assist investors and creditors
in deciding where to place their scarce investment resources. Such decisions are important
to society, because they determine which companies and industries will receive the financial
resources necessary for growth. When capital, which is a scarce resource, is allocated wisely,
the overall prosperity of society is maximized (refer to Exhibit 1-1, the Pathways Model of
accounting).

Financial accounting information also is used by managers and in income tax returns. In
fact, financial accounting information is used for so many different purposes that it often is
called “general-purpose” accounting information.

Management Accounting Management (or managerial) accounting involves the
development and interpretation of accounting information intended specifically to assist man-
agement in operating the business. Managers use this information in setting the company’s
overall goals, evaluating the performance of departments and individuals, deciding whether
to introduce a new line of products, and making virtually all types of managerial decisions.

A company’s managers and employees constantly need information to run and control daily
business operations. For example, they need to know the amount of money in the company’s
bank accounts; the types, quantities, and dollar amounts of merchandise in the company’s ware-
house; and the amounts owed to specific creditors. Much management accounting infor-
mation is financial in nature but is organized in a manner relating directly to the decision
at hand.

Tax Accounting The preparation of income tax returns is a specialized field within
accounting. To a great extent, tax returns are based on financial accounting information.
However, the information often is adjusted or reorganized to conform with income tax report-
ing requirements. We introduce the idea of tax accounting information to contrast it with
financial and management accounting information. Although tax information is important
for a company’s successful operations and is related to financial and management accounting
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information, it results from a different system and complies with specialized legal require-
ments that relate to a company’s responsibility to pay an appropriate amount of taxes. Laws
and regulations governing taxation are often different from those underlying the prepara-
tion of financial and management accounting information, so it should not be a surprise that
the resulting figures and reports are different. Because the focus of this text is introductory
accounting, and because tax accounting is quite complex, we defer coverage of tax accounting
subjects to subsequent accounting courses.

Accounting Systems

An accounting system consists of the personnel, procedures, technology, and records used

by an organization (1) to develop accounting information and (2) to communicate this infor- LO1-2
mation to .dec.lsmn makers. The design an.d capabilities of these systems vary gr.eatly ffom LEARNING OBJECTIVE
one organization to another. In small businesses, accounting systems may consist of little Discuss the significance
more than a cash register, a checkbook, and an annual trip to an income tax preparer. In large of accounting systems
businesses, accounting systems include computers, highly trained personnel, and accounting in generating reliable

ts that affect the daily operations of every department. But in every case, the basic pur- accounting information
repor . Yy op . y dep ’ . y ’ . p and understand the five
pose of the accounting system remains the same: fo meet the organization’s needs for infor- components of internal
mation as efficiently as possible. control.

Many factors affect the structure of the accounting system within a particular organiza-
tion. Among the most important are (1) the company’s needs for accounting information and
(2) the resources available for operation of the system.

Describing accounting as an information system focuses attention on the information
accounting provides, the users of the information, and the support for financial decisions
that is provided by the information. These relationships are depicted in Exhibit 1-2. While
some of the terms may not be familiar to you at this early point in your study of business
and accounting, you will be introduced to them more completely as we proceed through this
textbook and as you take other courses in business and accounting. Observe, however, that
the information system produces the information presented in the middle of the diagram—
financial position, profitability, and cash flows. This information meets the needs of users
of the information—investors, creditors, managers, and so on—and supports many kinds of
financial decisions such as performance evaluation and resource allocation, among others.

EXHIBIT 1-2

Information System Accounting as an Information
System

Financial Information

Information Users Decisions Supported

Provided

e [nvestors o Profitability e Performance
e Creditors e Financial evaluations
e Managers position e Stock
e Owners . e Cash flows > investments
e Customers e Tax strategies
e Employees e Labor relations
e Regulators e Resource

o SEC allocations

o IRS e Lending

o FTC decisions

e Borrowing
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These relationships are consistent with what we have already learned—namely, that account-
ing information is intended to be useful for decision-making purposes.

DETERMINING INFORMATION NEEDS

The types of accounting information that a company develops vary with such factors as the
size of the organization, whether it is publicly owned, and the information needs of manage-
ment. The need for some types of accounting information may be prescribed by law. For
example, income tax regulations require every business to have an accounting system that can
measure the company’s taxable income and explain the nature and source of every item in
the company’s income tax return. Federal securities laws require publicly owned companies
to prepare financial statements in conformity with generally accepted accounting principles.
These statements must be filed with the Securities and Exchange Commission, distributed to
stockholders, and made available to the public.

Other types of accounting information are required as matters of practical necessity. For
example, every business needs to know the amounts owed to it by each customer and the
amounts owed by the company to each creditor. Although much accounting information
clearly is essential to business operations, management still has many choices as to the types
and amount of accounting information to be developed. For example, should the accounting
system of a department store measure separately the sales of each department and of differ-
ent types of merchandise? The answer to such questions depends on how useful management
considers the information to be and the cost of developing the information.

THE COST OF PRODUCING ACCOUNTING INFORMATION

Accounting systems must be cost-effective—that is, the value of the information produced
should exceed the cost of producing it. Management has no choice but to produce the types of
accounting reports required by law or contract. In other cases, however, management may use
cost-effectiveness as a criterion for deciding whether or not to produce certain information.

In recent years, the development and installation of computer-based information systems
have increased greatly the types and amount of accounting information that can be produced
in a cost-effective manner.

BASIC FUNCTIONS OF AN ACCOUNTING SYSTEM

In developing information about the activities of a business, every accounting system per-
forms the following basic functions:

1. Interpret and record the effects of business transactions.

2. Classify the effects of similar transactions in a manner that permits determination of the
various fotals and subtotals useful to management and used in accounting reports.

3. Summarize and communicate the information contained in the system to decision makers.

The differences in accounting systems arise primarily in the manner, frequency, and speed
with which these functions are performed.

In our illustrations, we often assume the use of a simple manual accounting system. Such a
system is useful in illustrating basic accounting concepts, but it is too slow and cumbersome
to meet the needs of most business organizations. In a large business, transactions may occur
at a rate of several hundred or several thousand per hour. To keep pace with such a rapid
flow of information, these companies must use accounting systems that are largely computer-
based. The underlying principles within these systems are generally consistent with the basic
manual system we frequently refer to in this text. Understanding manual systems allows users
to understand the needs that must be met in a computerized system.

WHO DESIGNS AND INSTALLS ACCOUNTING SYSTEMS?

The design and installation of large accounting systems is a specialized field. It involves
not just accounting, but expertise in management, information systems, marketing, and—in
many cases—computer programming. Thus accounting systems generally are designed and
installed by a team of people with many specialized talents.
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Large businesses have a staff of systems analysts, internal auditors, and other professionals
who work full-time in designing and improving the accounting system. Medium-size compa-
nies often hire a CPA firm to design or update their systems. Small businesses with limited
resources often purchase one of the many packaged accounting systems designed for small
companies in their line of business. These packaged systems are available through office sup-
ply stores, computer stores, and software manufacturers.

COMPONENTS OF INTERNAL CONTROL?

In developing its accounting system, an organization also needs to be concerned with
developing a sound system of internal control. Internal control is a process designed
to provide reasonable assurance that the organization produces reliable financial reports,
complies with applicable laws and regulations, and conducts its operations in an efficient
and effective manner. A company’s board of directors, its management, and other person-
nel are charged with developing and monitoring internal control. The five components of
internal control, as discussed in Internal Control-Integrated Framework: 2013 (Commit-
tee of Sponsoring Organizations of the Treadway Commission), are the control environ-
ment, risk assessment, control activities, information and communication, and monitoring
activities.

An organization’s control environment is the foundation for all the other elements of
internal control, setting the overall tone for the organization. Factors that affect a company’s
control environment are: (1) the organization’s commitment to integrity and ethical values,
(2) the independence of the board of directors from management, and the board’s oversight
of internal control, (3) management assignment, with board oversight, of appropriate lev-
els of authority and responsibility, (4) an organizational commitment to attract, develop, and
retain competent individuals, and (5) individuals being held accountable for the performance
of their control responsibilities. The control environment is particularly important because
fraudulent financial reporting often results from an ineffective control environment.

Risk assessment involves identifying, analyzing, and managing those risks that pose a
threat to the achievement of the organization’s objectives. For example, a company should
assess the risks that might prevent it from preparing reliable financial reports and then take
steps to minimize those risks. When an entity commits fraud, its risk assessment procedures
have likely failed.

Control activities are the policies and procedures that management puts in place to address
the risks identified during the risk assessment process. Examples of control activities include
approvals, authorizations, verifications, reconciliations, reviews of operating performance,
physical safeguarding of assets, and segregation of duties.

Information and communication involves developing information systems to capture
and communicate operational, financial, and compliance-related information necessary to
run the business. Effective information systems capture both internal and external informa-
tion. In addition, an effective control system is designed to facilitate the flow of information
downstream (from management to employees), upstream (from employees to management),
and across the organization. Employees must receive the message that top management views
internal control as important, and they must understand their role in the internal control sys-
tem and the roles of others.

All internal control systems need to be monitored. Monitoring activities enable the com-
pany to evaluate the effectiveness of its system of internal control over time. Monitoring
activities are generally accomplished through ongoing management and supervisory activi-
ties, as well as by periodic separate evaluations of the internal control system. Most large
organizations have an internal audit function, and the activities of internal audit represent
separate evaluations of internal control. In fact, the NYSE requires all listed companies to
maintain an internal audit function.

2 The information in this section is taken from Internal Control-Integrated Framework: 2013, Committee of
Sponsoring Organizations of the Treadway Commission, May 2013.





