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INTRODUCTION
WHAT  IS   BUSINESS?



The exchange of goods and services and typically money on  an arm’s length basis  that results in mutual benefit or profit for both parties involved.

Basic forms of Business:

Manufacturing






Merchandising –Retail






Service

WHAT is the unit of observation?  ENTITY- it is the unit of observation for which we study transactions or measure results of operations - it is a clearly defined boundary for reporting:

Three  Major  Forms  of   Organization:
Sole proprietorships
-Single owner, who is often also the only employee

           


-Economic entity concept ‑ only one business unit be accounted for at a time ‑Proprietor keeps her personal and business financial affairs separate

            

-For tax purposes, however, the business is not separate from its owner

Partnership

-Two or more owners, with an agreement on how the business will be managed and profits divided

            
-For tax purposes, however, the business is not separate from its owner

Corporation  

-A legal entity; each state regulates the formation and operation of corporations

    
-File articles of incorporation; corporate charter issued; stock issued


-Corporate form:
PUBLIC versus PRIVATE

· Ability to raise large amounts of money in a short period of time

· Ease of transfer of ownership

· Limited liability: stockholder is not responsible for obligations of the company, WHILE 
· Proprietors and partners can be held personally liable for the debts of the business

Economic Entity Concept - personal transactions and business transactions kept separate.

The Nature of Business Activity
1.
Money is needed to begin and continue a business - Sources of Money :

· Financing
 


· Equity        
Capital stock
       
permanent

                      


Stockholder's Equity
Investors are stockholders

· Debt          
Notes               
has to be returned eventually

                      


Bonds 

            liability for the corporation

                      


Loans        

lenders are called creditors

2.
Assets are needed to produce goods and or services- Uses of Money.  

· Investing



· What is done with the funds from financing activities

        


 Assets (things with future benefits) are obtained

        


 Build the plant purchase machinery and equipment

        


 Inventory - items for resale, or items to be made

· Not all assets are tangible:

-Accounts  Receivable

                                




-Patent

3.
Actual operations and production of goods and services.

· Operating



· Operating activities are the company’s   raison d’aitre

· what they do, the product they sell, the service they perform.

· Revenues:
assets generated from sales

· Expenses: 
costs incurred to generate revenues

WHAT IS  ACCOUNTING? -   A Form of Communication – a system for

· identifying events and transactions

· measuring the impact of those events and transactions

· aggregating the effects of transition over a specified time period.

· communicating the aggregated  measurements to interested parties. 

Thus,  accounting   is a language - learning a language involves:

-Learning the vocabulary 

-An ability to construct and communicate with the vocabulary (a la grammar)

-An ability to understand the vocabulary   and the grammar.

WHY do we need a language to communicate about the measurements regarding the financial status of an entity ?

- to  generate and provide information for making RESOURCE ALLOCATION DECISIONS – this  is the BASIC PURPOSE of accounting. 

PRIMARY USERS of Accounting Information:

Internal Users

Company’s managers and employees  for decision making, planning and control  (Management Accounting)

External Users

For decision making  primarily by  outsiders

          


-current and potential Stockholders

-Government agencies (IRS, SEC, ICC, FTC)

          


-current and potential Creditors

-Suppliers, Unions, Trade Associations, Brokers (Financial accounting)

This course deals with FINANCIAL ACCOUNTING i.e. measuring results from operations and reporting them- we discuss principles and procedures that underlie such measurement and reporting.  

Principally, financial accounting deals with a determination of how economic and financial events and transactions get translated into relevant information i.e. 

HOW well did a unit do during a given period?

(Income Statement)

WHERE does the unit stand on a given day?

(Balance Sheet)

The answers to these questions are measured and   FINANCIAL STATEMENTS are used   as the vehicle for communication.  

One of  the roles of financial accounting therefore is to prepare statements  that fairly reflect   the financial health of a firm .

WHY  is  there  a  DEMAND  for Financial Accounting? - Objectives of Financial Reporting
1. Primary:

To assist existing and potential investors and creditors to evaluate the firm and make informed decisions- provide information on:

a.
Future cash flows to outside parties:

for investors:
future cash flow from investments 

dividends

receipts from sale of stock

      


for creditors:
interest plus repayment of loan


b.
Future cash flows to company

ability to pay outside parties

c. Resources, claims to resources,  and changes in resources

2. Secondary:

a.
To monitor the actions of management - stewardship role- to align the shareholders interests with those of management.

b.
For use as a basis for determining management compensation.

The Conceptual Framework: Foundation for Financial Statements

Economic Entity Concept
One identifiable, specific entity should be the subject of the statements personal transactions and business transactions kept separate

Historical Cost Principle
record assets at acquisition cost, even if it is not a very recent cost; historical cost equals original cost (objective, or verifiable by an outside observer)

Going Concern Assumption
The business will continue indefinitely

Monetary Unit Assumption
The medium of exchange in the country in which the business is located.

Time Period Assumption
Although we cannot know how a business is really faring until the end of its life, we need to have some idea of how things are going.

Characteristics of Financial Statements: What Makes Accounting Information Useful?

1. Qualitative (i.e., non‑quantitative) characteristics that make statements useful:

Understandability
Can vary with background of user; FASB says statements should be understandable to  all who are willing to learn to use them- B&J statements  are  written in clear, concise language - Ben & Jerry’s thinks that cartoons will help ??

Relevance

Statements’ ability to make a difference in a decision

what parts of B&J’s balance sheet are of interest to a supplier who is considering selling to B&J on a 30‑day account?

Reliability

Represent the conditions or events that they claim to represent verifiable, valid,   impartial - can a stockholder verify the information in B&J’s balance sheet concerning shares of stock outstanding  and their book value?  How do they rely on this information? What makes it reliable?

Comparability

Should be able to compare with other companies

          


Not necessarily uniformity - alternative methods acceptable

          


Disclosure allows reader to make adjustments for these differences- where in B&J’s annual report is the information found that allows the reader to make comparisons with other companies?  with B&J’s past performance?

Consistency

Allows comparisons for same company from one accounting period to next

Materiality

Will a transaction affect the judgment of someone relying on the financial data?   -why does the threshold varies from one company to the next ?

Conservatism

In a choice between reporting equally likely outcomes, the less optimistic is used -why are expenses recognized when they are likely, but revenues only when they are certain?

Rules of the Game 

GAAP     


Generally Accepted Accounting Principles

Who Determines the Rules of the Game?

· SEC   Securities and Exchange Commission: publicly traded companies (“listed stocks”)

· FASB  Financial Accounting Standards Board: public reporting

· AICPA American Institute of Certified Public Accountants: advises FASB; auditing standards

Goals of the Course

1. To understand how the financial statements are put together and how to interpret them.

2. To understand the various individual accounts of the balance sheet.

3. To learn how to perform a financial analysis of a firm.

4.
To consider whether the financial statements of a firm are  meaningful. 

Fundamental Accounting Principle/ Equation:
Left

=
Right

Resource
=
Who has claim to these resources, i.e.  who provided the assets ?

Assets  
= 
Liabilities

+
Shareholder’s / Owner's Equity

 

           (from Creditors)      

(from Stockholders = 

Original Contributions + Earnings of the Business that Have Not Been Paid to Stockholders as Dividends also called Retained Earnings)

Ben and Jerry transactions in the text (For Financing : See pp. 4  & 8)

          
Cash        
=      
Liabilities 

 +

Equity

1978
$12,000            
$4,000              


$8,000

1984 
$2,700,000          
$2,000,000     



$700,000

            1985
$5,600,000           
$600,000           


$5,000,000

1993
$15,000,000

$15,000,000



-

1994
$15,000,000

$15,000,000



-

What we have

=
Where we got it From


Resources in place
=
Who has claims on those resources in place.

EXAMPLE:
E1‑3

NOW   WE   ARE    READY   TO   EXAMINE A   MEDIEVAL   SETTING    TO    SEE   THE    VALUE    OF    IDENTIFICATION,    MEASUREMENT,   AGGREGATION     AND  COMMUNICATION   OF   EVENTS   AND     TRANSACTIONS – RED BEARDED BARON.
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