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CHAPTER 1 

Financial Reporting


► Learning Objectives

1.
Describe the purpose of financial reporting and identify the primary financial statements.

· To evaluate the past performance of a company and aid in forecasting future performance.

· Information from past events is intended to improve future operations and forecasts of future cash flows.

· Internal users have access to custom-designed accounting reports.

· External users must rely on the general-purpose financial statements.

· Major components of the financial statements:  balance sheet, income statement, statement of cash flows, explanatory notes, and auditor’s opinion.


2.
Explain the function of accounting standards and describe the role of the FASB in setting those standards in the United States.

· Standards help accountants meet the information demands of users by providing guidelines and limits for financial reporting; they improve comparability of financial reports among different companies.

· Users benefit as they can apply one set of standards to all companies.

· The FASB sets accounting standards in the U.S., is a private-sector body, has no legal authority, and must carefully balance theory and practice to maintain credibility in the business community.


3.
Recognize the importance of the SEC, AICPA, AAA, and IRS to financial reporting.

· The SEC has legal authority to establish U.S. accounting rules, but generally lets the FASB set the standards.

· The AICPA is a professional trade organization of practicing accountants; it administers the CPA exam, monitors its members, and sets some accounting standards.

· The AAA is the professional trade organization of accounting professors; it disseminates research results and facilitates improvements in accounting education.

· The IRS uses tax accounting, which differs from financial accounting.

4.
Realize the growing importance and relevance of international accounting issues to the practice of accounting in the United States and understand the role of the IASB in international accounting standard setting.

· Divergent national accounting practices are converging to an overall global standard, though significant, “troublesome” differences still exist.

· The IASB is an international body representing accounting standard-setters from all over the world, working most closely with formal representatives from Australia, Canada, France, Germany, Japan, South Africa, Sweden, U.K., and the U.S.  Its standards are gaining increasing acceptance worldwide.


5.
Understand the significance of the FASB’s conceptual framework in outlining the qualities of good accounting information, defining terms such as asset and revenue, and providing guidance about appropriate recognition, measurement, and reporting.

· The conceptual framework allows for systematic adaptation of standards in a changing business environment.

· The framework outlines the objectives of financial reporting and the qualities of good accounting information.


6.
Identify career opportunities related to accounting and financial reporting and understand the importance of personal ethics in the practice of accounting.

· Public accounting firms provide an increasing amount of consulting and other customer services.

· Many financial accounting careers exist outside of public accounting.

► Chapter Review Outline
I.
Accounting and Financial Reporting (p. 1-5).

A.
Accounting defined.

Accounting is a service activity.  Its function is to provide quantitative information, primarily financial in nature, about economic entities that is intended to be useful in making economic decisions—in making reasoned choices among alternative courses of action.

B.
Users of accounting information, collectively referred to as “stakeholders,” are split into two groups (See Exhibit 1-1, p. 1-6):


1.
Internal—those who make decisions directly affecting the internal operations of the enterprise.

a.
Board of directors.

b. Management.

c.
Employees.

2.
External—those who make decisions concerning their relationship to the enterprise. 

a.
Creditors and potential creditors.

b.
Investors and potential investors.

c.
Customers





d.
Suppliers.

e.
Employees.

f.
Community.

g.
Governmental agencies.

h.
Other interested parties (e.g., financial analysts).


3.
Relevant types of information/accounting. 

a. Management accounting refers to the system of reporting designed to meet the information needs of internal users.

b. Financial accounting refers to the system of reporting designed to meet the information needs of external users

C.
Management has an incentive to provide information that will attract external funding.


1.
Management has a natural bias toward the company.


2.
Accounting standards and safeguards ensure that accounting information is neutral and objective.

D.
Financial reporting (external).


1.   More highly summarized than internal reporting.


2.   Governed by an established body of standards and principles.




3.   Uniform method of presenting information—general-purpose financial statements.





a.  Balance sheet – a point-in-time summary of financial condition.





b.  Income statement – summarizes periodic increase/(decrease) in equity/net assets generated by most dealings with non-owners, with this increase/(decrease) also being known as net income/(loss).





c.  Statement of cash flows – summarizes periodic change in cash balance arising from operating, investing, and financing activities.





d.  Additional information.






(1)
Notes to the financial statements – considered an “integral” part of financial statements as a whole.






(2)
Independent auditor’s opinion – adds credibility to financial statements.

II.
Development of Accounting Standards (p. 1-9)

A.
A standard set of accounting principles and reporting practices provides comparability and makes financial statements understandable and reliable.

B.
Brief history of development of accounting standards (collectively referred to   as “GAAP” – generally accepted accounting principles).


1.
SEC, a government agency, was created in 1934; Stock Market Crash of 1929 prompted need for full and fair disclosure.


2.
Prior to 1939—lack of consensus and comparability.


3.
1939-59—the Committee on Accounting Procedure (CAP, a private sector organization through the AICPA – see III. B.); pronouncements known as Accounting Research Bulletins.


4.
1959-73—the Accounting Principles Board (APB, a private sector organization through the AICPA – see III. B.); pronouncements known as APB Opinions


5.
Since 1973—the Financial Accounting Standards Board (FASB, a private sector organization); pronouncements known as Statements of Financial Accounting Standards


6.
The SEC retains the legal authority to establish U.S. accounting standards, but has generally permitted the above organizations to make them.
C.
Financial Accounting Standards Board (FASB).


1.
Organization: five-member, full-time board appointed to five-year terms


2.  “Governed” by Financial Accounting Foundation (FAF) 



a.  Appoints FASB board members and raises funds in its support.



b.  Has no standard-setting power.



c.  Members are not full-time.

d. Also responsible for selecting and supporting members of the

     Governmental Accounting Standards Board (GASB).

D.
The standard-setting process.


1.
Major function of FASB is to study accounting issues and establish accounting standards.


2.
The FASB issues:

a.
Statements of Financial Accounting Standards (SFASs), which serve as guidance on specific technical accounting and reporting issues.

b.
Statements of Financial Accounting Concepts (SFACs), which serve as a broad conceptual framework, which supports the development of specific SFASs.


3.
Major projects (23 on agenda as of May 10, 2010, 17 of which are joint projects with the International Accounting Standards Board (IASB)) — the FASB’s due process (a general outline):

a.
Identify an issue.

b.
The FASB Staff assembles information and the Board holds public meetings.

c.
Issue an Invitation to Comment or a Preliminary Views.

d.
Consider comments, including feedback from public hearings.

e.
Issue an Exposure Draft (requires approval by at 4 members of board).

f.
Consider additional comments.

g.
Reissue a revised Exposure Draft, abandon project, or issue a SFAS (requires approval by at 3 members of board).


4.
Monitor Implementation:  responding to problems in practice.

a.
The FASB may issue a subsequent SFAS or an “Interpretation of a SFAS” as additional guidance when needed.

b.
Problems arising in practice are also addressed in FASB Staff Positions prepared by the FASB staff.


5.
The Emerging Issues Task Force (EITF), established by the FASB in 1984, provides timely guidance on new accounting issues.



a.  Created to help bring about quick resolution to developing issues where lengthy FASB process prohibits necessary timely response.

b.  Comprised of field professionals seeking consensus on most urgent emerging issues while providing general intelligence on those and others to FASB, including identifying those issues which don’t require immediate FASB action. 

c.  Develops Consensus Positions serving as temporary, “surrogate” GAAP until FASB has had opportunity to more fully consider the issue.

d.
The official source of U.S. GAAP is called the FASB Accounting Standards Codification (ASC). It is found on the FASB’s website at asc.fasb.org.

6.
FASB Summary.

a.
FASB has no enforcement power; legal authority to set U.S. accounting standards rests with the SEC.

b.
FASB’s job has been described as a “balancing act” between theoretical correctness and practical acceptability.

III.
Other Organizations Important to Financial Reporting (p. 1-15).

A.
Securities and Exchange Commission (SEC), created by Congress in 1934.


1.
Regulates issuance and trading of corporate securities.


2.
Monitors the FASB’s standard-setting process.


3.
Entitled, by law, to establish accounting principles, but has generally refrained in favor of FASB’s private-sector process.


4.
Official statements are Financial Reporting Releases (FRRs).


5.
The SEC is generally supportive of FASB, but there have been disagreements.

B.
American Institute of Certified Public Accountants (AICPA)—the primary professional association of CPAs in public accounting, industry, education, and government.


1.
Responsible for administering and grading uniform CPA exam, but certification is by states.


2.  Supports members’ certification through Continuing Professional Education (CPE) program


3.  Engages in “quality control” of profession through publishing Code of Professional Conduct and operating a peer review process.


4.  Makes recommendations to the FASB and, with the FASB’s blessing, establishes standards in particular specialized areas.

C.
American Accounting Association (AAA)—primarily for accounting educators, but some practicing accountants are also members.

D.
Internal Revenue Service (IRS)—administers U.S. tax rules, many of which differ from financial reporting standards.

E.
What is GAAP?


1.
Different organizations influence accounting standards (FASB, EITF, AICPA, and SEC).

  2. Both the SEC and the AICPA have recognized the FASB as the body entrusted with establishing GAAP in the United States.

IV. International Accounting Issues (p. 1-19)

A.
International differences in GAAP.


1.
Divergent national accounting practices around the world can have a significant impact on reported financial statements.


2.
Companies should be able to make their financial statements understandable to users all over the world.


3.
Not only do international differences in accounting standards complicate the understanding of financial statements by users, but they also complicate the work that accounting staffs must do in order to satisfy these standards.


4.  Good news

a.  Certain fundamental accounting concepts are common to all sets of GAAP; thus, understanding U.S. GAAP will provide basis for understanding variations manifested in international standards.

b.  Demands by financial statement users across globe are forcing a trend toward harmonization, so differences will diminish over time.

B.
International Accounting Standards Board (IASB)


1.
Formed in 1973 to develop worldwide accounting standards.


2.  Follows a “due process” much like FASB in developing its pronouncements – International Financial Reporting Standards (IFRSs).


3.  Comprised of representation from standard-setting bodies of various countries around the world.


4.  In recent years, IASB has worked closely with FASB, has been innovative in its approaches to accounting issues, and its standards have gained increasing acceptance.


5.  U.S. GAAP is seen as being the “strictest” in the world.  However, in 2008 the SEC began allowing non-U.S. companies with shares trading on U.S. stock exchanges to issue their financial reports using IASB standards. 

6.  The SEC is now considering whether to allow U.S. companies to use IASB standards, rather than FASB standards, in their financial reports that they provide to their U.S. shareholders. If that happens, the FASB may cease to exist.
V.
A Conceptual Framework of Accounting (p. 1-22).



A.  General value of framework


1.  If accounting is to keep pace with the changing business environment, a strong theoretical foundation is essential.


2.  New situations, technological advances, and business innovations must be dealt with in an organized and consistent manner.


3.  The conceptual framework, therefore, provides a consistent, organized method for analyzing and developing new standards and in revising previously issued ones.

B.
Nature and components of the FASB’s conceptual framework.


1.
Development (over 30 years!) of seven Concepts Statements addressing four major areas.

a.
Objectives: What are the purposes of financial reporting?

b.
Qualitative characteristics: What are the qualities of useful financial information?

c.
Elements: What is an asset?  a liability?  a revenue?  an expense?

d.
Recognition, measurement, and reporting: How should the objectives, qualities, and elements definitions be implemented?

2. The seven Concepts Statements issued by the FASB (Footnote 17, 


p. 1-23):

a.
Objectives of Financial Reporting by Business Enterprises.

b.
Qualitative Characteristics of Accounting Information.

c.
Elements of Financial Statements of Business Enterprises.

d.
Objectives of Financial Reporting by Nonbusiness Organizations.

e.
Recognition and Measurement in Financial Statements of Business Enterprises.

f.
Elements of Financial Statements (a replacement of No. 3, broadened to include not-for-profit as well as business enterprises).

g.
Using Cash Flow Information and Present Value in Accounting Measurement.

C.
Objectives of financial reporting.


1.
Necessary to define what kinds of information is needed, by whom it is needed, and for what reasons it will be used before appropriate accounting and reporting practices can be determined.


2.
Key financial reporting objectives.

a.
Usefulness.

b.
Understandability.

c.
Target audience: investors and creditors.

d.
Assessing future cash flows.

e.
Evaluating economic resources.

f.
Primary focus on earnings.

D.
Decision usefulness—the overriding objective of financial reporting, achieved through the qualitative characteristics of accounting information identified in the conceptual framework.


1.  Pervasive constraint:  cost>benefits


2.  Primary decision-specific qualities.

a.
Relevance, i.e., the capacity to make a difference. Determining relevance may be done only by adopting the user’s perspective. 

(1)
Feedback value—confirms or changes expectations.

(2)
Predictive value.

(3)
Timeliness.

(4) Comparability, across entities and for a single entity through time (“consistency”), — information becomes more useful when it can be compared against a benchmark.

b.  Reliability—freedom from error or intentional bias.

(1)
Verifiability — implies consensus.

(2)
Representational faithfulness—agreement between reported measurement and actual economic activity being measured.

(3)
Neutrality — relates to concept of “fairness” and absence of bias towards particular users, companies, and industries.

(4) Comparability, across entities and for a single entity through time (“consistency”), — information becomes more useful when it can be compared against a benchmark.





3.  Threshold for recognition:  materiality.

(1)
Is the item large enough to influence a user’s decision?

(2)
There is no definitive numerical materiality threshold—an accountant must exercise judgment.





4.  What about conservatism?

(1)
“When in doubt, recognize all losses, but don’t recognize any gains.”

(2)
Specifically excluded from FASB’s conceptual framework as it compromises relevance and reliability.

(3)
However, Concepts Statement No. 2 points out that when two estimates are equally likely, it is prudent to use the more conservative number, and this general notion is undoubtedly an important and influential force behind current accounting practices, though its grip has weakened somewhat in certain areas of accounting.

E.
Elements of financial statements.


1.
Assets—probable future benefits.


2.
Liabilities—probable future sacrifices.


3.
Equity or net assets—residual interest in assets after liabilities.


4.
Investments by owners—equity increases from receipt of something of value from owners.


5.
Distributions to owners—equity decreases due to disbursement of something of value to owners.


6.
Comprehensive income—periodic change in equity [increase/(decrease) in net assets] from transactions, events, and circumstances stemming from non-owner sources.  [Net income/(loss) comprises one portion of comprehensive income.]


7.
Revenues— enhancements of assets or settlement of liabilities (i.e., increases to net assets/equity) resulting from ongoing major operations.


8.
Expenses— using up of assets or incurrence of liabilities (i.e., decreases to net assets/equity) resulting from ongoing major operations.


9.
Gains— enhancements of assets or settlement of liabilities (i.e., increases to net assets/equity) from peripheral or incidental transactions.  Said another way, all periodic increases to equity/net assets other than those reported as revenues or investments by owners.

10.
Losses— using up of assets or incurrence of liabilities (i.e., decreases to net assets/equity) from peripheral or incidental transactions.  Said another way, all periodic decreases to equity/net assets other than those reported as expenses or distributions to owners.

F.
Recognition, measurement, and reporting: what to include in financial statements, when, and at what value.


1.
Recognition—including a transaction or event in financial statements and records via journal entries; alternative is to inform users via narratives, this latter approach being known as disclosure.


2.
Recognition criteria:

a.
Definition: an item must fit one of the financial statement elements described in SFAC 5.

b.
Measurability—it must be reliably measurable.


3.
Measurement attributes. Five different attributes are currently used in practice:

a.
Historical cost.

b.
Current replacement cost.

c.
Current market value.

d.
Net realizable value.

e.
Present (or discounted) value.


4.
Reporting.

a.
Included in the recommended set of financial statements are reports that show:

(1)
Financial position at the end of the period.

(2)
Earnings (net income) for the period.

(3)
Cash flows during the period.

(4)
Investments by and distributions to owners during the period.

(5)
Comprehensive income (total non-owner changes in equity) for the period.

b.
Full disclosure principle.

(1)
All relevant information should be presented in an unbiased, understandable, and timely manner.

(2)
Requires judgment in determining what information best satisfies this principle within reasonable cost limitations and so as to not negate decision usefulness by causing “information overload”

c.
Two key ideas to remember about financial statements:

(1)
They are only one part of the overall financial reporting package.

(2)
Financial reporting itself is only one way in which companies communicate about themselves to the outside world.

G.
Traditional assumptions of the accounting model.


1.
Economic entity.


2.
Going concern (continued existence).


3.
Arm’s-length transactions.


4.
Stable monetary unit.


5.
Accounting period.

H.
Impact of the conceptual framework.


1.
The framework provides a basis for consistent judgments.


2.
Used by standard-setters, preparers, users, auditors, and others involved in financial reporting.

VI.
Careers in Financial Accounting and the Importance of Personal Ethics (p.1-35)

A.  Public accounting: the main realm of the Certified Public Accountant (CPA)



B.  Corporate accounting.



C.  User (Analyst, Banker, Consultant).

VII.
Overview of Intermediate Accounting (p.1-37).

VIII. Review Chapter 1 (pp.1-38 -1-40).

IX.  FASB-IASB CODIFICATION SUMMARY (p. 1-40).
X. Key Terms (p. 1-41).

► Teaching Suggestions and Strategies

Usefulness of General Purpose Financial Statements
Financial accounting focuses on development of general purpose financial statements. Students should recognize that financial accounting standards are the result of negotiation and compromise among users, preparers, and independent auditors.  They should understand that the FASB evaluates usefulness by considering the needs of all primary users of financial statements and by building a consensus among the interested users.

Management’s Responsibility for Financial Statements
Students should recognize the distinction between management’s and the auditor’s responsibility for financial statements.  Management accepts primary responsibility for the presentation of the financial statements in conformity with generally accepted accounting principles.  The external auditor assumes responsibility for the opinion on the financial statements and the performance of an audit in accordance with generally accepted auditing standards.

Generally Accepted Accounting Principles (GAAP)
Students should understand that GAAP includes rules, concepts, and guidelines, which are not derived in their entirety from one source.  GAAP consists of

(1)
authoritative pronouncements of the FASB (and its predecessors), including pronouncements arising from “delegation of power” to EITF for temporarily dealing with issues that require immediate attention or to AICPA for dealing with certain specialized issues, as well as SEC rules and interpretive releases (for firms required to file statements with the SEC).

(2)
non-authoritative publications of the FASB, AICPA, and SEC; and

(3)
other sources, including textbooks and periodicals published by many professional organizations.

Private Sector Standard-Setting Process
Students should understand the nature of accounting standard setting, and the role of the private-sector bodies in the process.  They should also consider the advantages (and disadvantages) of private-sector standard setting.  Raise questions on this issue, especially as to the alternative of government standard setting, the possibility of its yielding to political pressure groups, and the neutrality of standards set by the public sector. Students should realize that U.S. accounting standards are not accepted in total by the international community.  The globalization of business has made the search for harmonization of these standards across countries essential. In 2008 the SEC began allowing non-U.S. companies with shares trading on U.S. stock exchanges to issue their financial reports using IASB standards.
Point out that:

(1)
the political nature of the process results in occasional inconsistencies in GAAP,

(2)
the FASB’s solutions never satisfy everyone, and

(3)
the deliberative process is sometimes slow and certainly lengthy.

Conceptual Framework

Students experience difficulty fitting all the parts of the “puzzle” of financial accounting theory together.  Use the model of the conceptual framework in Exhibit 1-6 extensively to assist students in developing a frame of reference to understand and evaluate elements of intermediate accounting theory.

Hierarchy of Sources of GAAP
Students benefit from understanding the relative authoritativeness of various pronouncements of standard-setting bodies in both the public and private sectors.  

►  Description of Chapter Features

Opening Scenario, 
Report to the President of the French Republic on the

pp. 1-1 – 1-4


Financial Crisis
Exhibit 1-1, p. 1-6 
Major Internal and External Stakeholder Groups

Exhibit 1-2, p. 1-9
Relative Frequency of Audit Opinions


Exhibit 1-3, p. 1-11
U.S. Accounting Standard-Setting Bodies

Exhibit 1-4, p. 1-14
Topics in the FASB Accounting Standards Codification as





Of May 2010

Exhibit 1-5, p. 1-26
Qualitative Characteristics of Accounting Information

Exhibit 1-6, p. 1-29
Elements of Financial Statements

Exhibit 1-7, p. 1-32
Total Information Spectrum

►Topical Overview of End-of-Chapter Assignments






                                     Practice


       Discuss.


Topics
Quest.      
Ex.           Ex.
         Probs.
    Cases


1.
General overview of
1-7







10-12; 22


financial reporting




2.
Development of standards
8-18




13-14;









17; 21___

3.
Global standards
19




15; 


4.
Conceptual framework
20-32


1-8


18-22



5.
Career paths
33-34




16; 22

 6
.
Sample CPA exam questions
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►  Assignment Catalog



Difficulty
Time Range

 Exercise    
Description                                     
Level
(Minutes)




1-1
Aspects of the FASB’s conceptual framework        
E
10-15


1-2
Conceptual framework terminology          
E
10-15


1-3
Objectives of financial reporting                      
M
10-15


  1-4 
Applications of accounting characteristics


/concepts                          
M
10-15


1-5
Trade-off between qualitative characteristics          
M
15-20


1-6
Elements of financial reporting                
M
10-15


1-7
Assumptions of financial reporting          
D
25-30


1-8
Measurement attributes & going concern   




problems                           
D
20-30                       
     1-9

Sample CPA exam question                    
D
10-15

Discussion
                                                                  
Difficulty
Time Range


Case
 Description                                     
Level
(Minutes)




1-10
How should I invest?                               
M
10-15


 1-11
The advantage of internal users.             
M
15-20


 1-12
We aren’t getting what we expect.          
M
15-20


1-13
Does lobbying improve the quality of



accounting standards?                           
M
15-20

1-14
How important are economic 


consequences?                                       
M
15-25


1-15
Who needs international accounting?     
M
15-25


1-16
You need more education!                     
M
15-20


1-17
Let’s play by the IRS rules.                    
M
15-20

1-18 Cash flow vs. earnings                            
M
15-25

1-19 What is an asset?                                   
M
15-25
1-20 Which measurement attribute is 



right for bonds payable?                        
D
20-30

1-21
But we need only one accounting 



standard—fairness.                                
D
20-30


1-22
And then there were four         
M
15-20

Other Cases




    1-23         Deciphering Financial Statements (Walt Disney Company)

    1-24         Deciphering Financial Statements (McDonald’s Corporation)


    1-25         Writing Assignment (Should the SEC replace the FASB?)


1-26
Ethical Dilemma (Should you manipulate 
your reported income?)

	�APB Statement No. 4, par. 40.
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