CHAPTER 1

Financial Reporting
The overall objective of accounting is to provide information that can be used in making economic decisions.

· Meant to be a practical tool.

· Concerned with quantitative financial information.

· Used in making decisions about how to allocate scarce resources.

· Past information intended to be useful in making economic decisions about the future.

Stakeholders are all parties interested in the financial health of a company.

· Internal users (make decisions affecting internal operations of the enterprise)

· External users (make decisions concerning their relationship to the enterprise)

Management accounting (internal users) v. Financial accounting (external users)
Creditors v. Investors

General Purpose Financial Statements
· Balance Sheet: assets, liabilities, stockholders’ equity; what does company own? what does it owe?

· Income Statement: net income (revenue-expenses); best effort to measure performance of the co.

· Statement of Cash Flows: operating, investing, financing; most objective of the three.

· Notes outline accounting estimates & judgments, as well as other info not included in statements.

Securities & Exchange Commission (SEC) was created in the aftermath of the 1929 stock market crash to protect the interests of investors by ensuring full & fair enclosure (given specific authority to establish accounting standards). Its primary role is to regulate issuance and trading of securities by corporations to the general public.
SEC has allowed private-sector organizations to make the accounting standards in the US. These standards are referred to as Generally Accepted Accounting Principles (GAAP).

Financial Accounting Standards Board (FASB) is currently recognized as the private-sector body responsible for the establishment of US accounting standards. It is composed of 7 full time members from a variety of backgrounds serving for 5 year terms (2 terms maximum). Major function is to study accounting issues & establish accounting standards, which are published as Statements of Financial Accounting Standards.  
Financial Accounting Foundation (FAF) appoints new board members to the FASB, as well as selects & supports the Governmental Accounting Standards Board (GASB), which sets financial accounting standards for state and local government entities.

In order to provide more timely guidance on issues, FASB established the Emerging Issues Task Force (EITF), which includes senior technical partners of major national CPA firms and representatives from major associations of preparers of financial statements. Abstracts published periodically (Issue. 04-6 means issue #6 from 2004).
· Financial Reporting Releases (FRRs), official SEC statements, are accounting interpretations and policies that the SEC uses in evaluating firms’ disclosure practices.

· Regulation S-X contains the existing body of SEC rules on financial reporting.

· Staff Accounting Bulletins (SABs) are SEC staff interpretations.

American Institute of Certified Public Accountants (AICPA) is the professional organization of practicing CPAs. Responsibilities include certification and continuing education for CPAs, quality control, and standard setting. Continues to influence the establishment of accounting standards and identification of emerging issues.

American Accounting Association (AAA) is an organization of accounting professors that motivates and facilitates curriculum revision.
International Accounting Standards Board (IASB) was formed to develop worldwide accounting standards. There are 14 members of various backgrounds. The IASB and FASB are trying to work together to unify the worldwide accounting standards. IASB standards are gaining worldwide acceptance.
Conceptual framework plays a vital role in the development of new standards and in the revision of previously issued standards. (Statements of Financial Accounting Concepts help form the basis of the conceptual framework)
· Objectives: what are the purposes of financial reporting?

· Usefulness

· Understandability

· Target audience

· Assessing future cash flows

· Evaluating economic resources

· Primary focus on earnings
· Qualitative characteristics: what are the qualities of useful financial information?

· Benefits > Costs
· Understandability

· Decision Usefulness

· Relevance: information capable of “making a difference” in a decision making situation by reducing or increasing knowledge for that particular decision.

· Feedback value: helps confirm or correct expectations.
· Predictive value

· Timeliness

· Accounting standards have slowly moved toward more relevance and less reliability.
· Reliability: relates to systems providing management with appropriate information for both to use in operating the entity, in providing financial reporting to users of the financial information, and providing information to regulatory bodies with regard to compliance with laws & regulations.
· Verifiability implies consensus.
· Representational faithfulness: there is an agreement between a measurement and the economic activity or item that is being measured.
· Neutrality

· Comparability: information that becomes much more useful when it can be related to a benchmark or standard.
· Consistency: comparability of accounting data for the same company over time.
· Materiality: is the item large enough to influence the decision of a user of the information?
· Conservatism: when in doubt, recognize all losses but don’t recognize any gains.
· Elements: what is an asset? a liability? a revenue? an expense?
· Assets, liabilities, stockholders’ equity
· Revenues, expenses, gains, loses
· Distribution to owners, investment by owners, comprehensive income
· Recognition, Measurement, & Reporting: how should objectives, qualities, & elements be implemented?
· Recognition: boil down all estimates & judgments into one number & journalize.
· Must meet one of the definitions of the elements
· Must be reliably measured in monetary terms
· Disclosure: skip the entry and rely on a note to convey the information.
· Realization: something that has occurred, but not yet recognized.
· Measurement

· Historical cost: cash equivalent exchanged for goods on date of acquisition.
· Current replacement cost: cash equivalent to replace good.
· Current market value: cash equivalent to be obtained by selling good.
· Net realizable value: amount of cash expected to be received. (Ex : A/R)
· Present (discounted) value: amount of future cash inflows/outflows discounted to their present value at an appropriate rate of interest
· Historical cost = most reliable. Current market value = most relevant.
· Reporting

· Financial position at the end of the period (Balance Sheet)
· Earnings (net income) for the period (Income Statement)
· Cash flows during the period (Statement of Cash Flows)
· Investments by and distributions to owners during a period
· Statement of Changes in Owners’ Equity

· Comprehensive income (total nonowner changes in equity for the period)
· Statement of Comprehensive Income

· Comprehensive income: includes unrealized gains and losses not recognized in the income statement.
· Full disclosure principle: all relevant information should be presented in an unbiased, understandable, and timely manner for financial reporting to be most effective.
Traditional Assumptions of the Accounting Model

· Economic entity: a business enterprise.

· Going concern: provides support for the preparation of a balance sheet that would be realized in the event of voluntary liquidation or forced sale.
· Arm’s-length transactions: transactions that occur between independent parties, each of which is capable or protecting its own interests.
· Stable monetary units: changes in the dollar’s purchasing power resulting from inflation are ignored.
· Accounting periods
Users include (1) public accountants, (2) corporate accountants, (3) users (credit analysts, bankers, consultants).
