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on’t you love those moments in your course
when students are fully engaged? When the
“Aha!” revelations are bursting like fireworks?
David Spiceland, Wayne Thomas, and Don Herrmann
have developed a unique set of materials based directly
on their collective years in the classroom. They've
brought together best practices like highlighting
Common Mistakes, offering frequent Let’s Review
exercises, integrating the course with a running
Continuing Problem, demonstrating the relevance of
the course with real-world companies and decision
analysis, and communicating it all in a student-friendly
conversational writing style. After the proven success

FH\JANCIAL
ACCOUNTING

J. David Spiceland | Wayne Thomas | Don Herrmann

of the first four editions of Financial Accounting, we are
confident that the fifth edition will not only motivate, R
engage, and challenge students—it will illuminate the

financial accounting course like never before.

Spiceland’s
Accounting Series

o allow Financial Accounting to be part of a

NINTH EDITION

INTERMEDIATE

complete learning system, authors David

Spiceland and Wayne Thomas have teamed
up with Mark Nelson to offer Intermediate Accounting.
Now in its ninth edition, Intermediate Accounting uses
the same approach that makes Financial Accounting
a success—conversational writing style with a real-
world focus, decision maker’s perspective, innovative
pedagogy, and author-prepared assignments and
supplements. The Spiceland Accounting Series is
fully integrated with McGraw-Hill’s Connect, an
educational platform that seamlessly joins Spiceland’s
superior content with enhanced digital tools to deliver
precisely what a student needs, when and how they
need it.

ACCOUNTING

DAVID SPICELAND
MARK NELSON
WAYNE THOMAS
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EDUCATION IS CHANGING
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At McGraw-Hill, the Spiceland: Financial Accounting authors recognize that teaching is part
art and part science.

The Art: The Spiceland team’s teaching experience in large lecture halls, flipped class-
rooms, and online courses, along with their interactions with thousands of faculty mem-
bers, students, and business owners who have shared their insights, leads them to continu-
ally improve their content, incorporating successful teaching and learning strategies.

While financial accounting will always be important to successful business management,
the ways in which students learn and are motivated continue to evolve.

The Science: The authors’ insight into the student experience are complemented by infor-
mation gleaned from millions of student interactions in Connect. By analyzing consump-
tion and heat map data from SmartBook and Connect, the authors are able to see where
students are struggling, refine their content, and provide additional focus in these areas.

By applying the science of what works and integrating the art of teaching, the Spiceland
Financial Accounting authors continue to build on the text’s successful approach.
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CREATING FUTURE BUSINESS LEADERS

From the first edition of Financial Accounting, the authors have been talking with standard
setters, auditors, and business leaders across the country to ensure their materials are
consistent with what’s being practiced in the business world. For example, in the fifth
edition, we now cover installment notes early in the chapter on long-term liabilities based
on feedback that loans with monthly principle and interest payments are very common in
the business world. Coverage of installment notes is also practical for students who may be
considering a car loan or a home loan in the not so distant future.

The authors believe that the foundation students get in the first financial accounting
course is paramount to their business success. In keeping with feedback from business
leaders and instructors, the authors have focused their approach on four key areas:

* Building Student Interest

* Helping Students Become Better Problem Solvers
* Fostering Decision-Making and Analysis Skils

+ Using Technology to Enhance Learning

The result? Better-prepared students who have greater potential to take on leadership roles
when they graduate and enter the business world.

Building Student Interest

The first step in student engagement is real-world relevance. The authors of Financial
Accounting expose students to interesting, real-world examples that are applicable to their
lives and future careers. They also ensure engagement through an accessible tone: crafting
their narrative in an approachable, conversational style.

Helping Students Become Better Problem Solvers

Students with a strong foundation in problem-solving skills are better equipped to interpret
and analyze how financial information affects businesses. The authors have carefully
organized a scaffolded set of problem-solving features, starting with the in-chapter Let’s
Review problems. These supported practice problems encourage students to check their
understanding, prepare them to successfully complete the assigned end-of-chapter material,
and are complemented by videos that help students review. The Common Mistakes feature
is a student favorite, helping them avoid mistakes that regularly trip up both learners and
professionals. Finally, General Ledger Problems allow students to see the big picture

of how information flows through the accounting cycle—letting them problem solve as
businesspeople would, by analyzing the effect of transactions on the financial statements.

Fostering Decision-Making and Analysis Skills

Companies today cite decision-making and analysis skills as top desired skills among recent
graduates. Students are given opportunities to explore real business decision-making practices
in each chapter—Decision Maker’s Perspectives and Decision Points—and employ
decision making in their homework assignments using materials like the Great Adventures
continuing case and the Analysis portion of most General Ledger Problems. New for the
5th edition, the Financial Analysis, Ethics, and Earnings Management cases are all auto-
gradable in Connect—allowing students additional decision-making practice and ease of grading.

Using Technology to Enhance Learning

Today’s students live online and seek out videos to aid their learning—make sure they
get quality material! Spiceland: Financial Accounting reinforces students” conceptual
understanding with elements like SmartBook and videos such as Let’s Review,
Interactive lllustrations, new Concept Overview Videos and new Applying Excel
videos. End-of-chapter exercises are supplemented with Hints/Guided Example videos.



We’ve incorporated an enormous amount of feedback from over 700 reviewers, focus group, and symposium participants. The list of
changes and improvements on the next few pages is testament to the many hours that reviewers spent thinking about and analyzing our

earlier editions, helping us to make Financial Accounting the best book of its kind.

Overall Updates in the Fifth Edition

+ Updated content to reflect latest FASB pronouncements including terminology related to changes in Revenue Recognition, Inventory,

Goodwill, Investments, and Leases.

* Feature stories, real-world examples, and ratio analyses were updated to include the most recent year of company data available.
+ Financial Analysis Cases for American Eagle and Buckle are assignable and gradable in Connect for each chapter.

+ Ethics Cases are assignable and gradable in Connect for each chapter.

+ Earnings Management Cases are assignable and gradable in Connect for each chapter.
+ Chapter Highlights illustrations have been added to the end of chapters to give students a succinct overview of the chapter’s

primary topics.

* Applying Excel problems added to all 12 chapters.
* Self-Study Questions were revised to include 15 per chapter.
* Continuing Problem for Great Adventures adds content from each successive chapter to build a comprehensive set of financial

statements.

* Revised illustrations in the new edition to continue to offer clear and visual learning tools for students.

* Added content and new illustrations in Chapters 1-3 to build students” understanding of the framework of financial accounting and
the accounting cycle activities during the year versus the end of the year.

+ Usage data from SmartBook and Connect were used in developing changes to the 5th Edition.

CHAPTER 1
+ Expanded discussion of the definition
and meaning of retained earnings.

* Added discussion of the statement of
retained earnings.

+ Updated AP1-2, AP1-3, and AP1-4 for
American Eagle and The Buckle’s most
recent financial information.

CHAPTER 2

* Added brief discussion of the
role of aggregation in calculating
account balances to more efficiently
communicate measurements to users of
financial statements.

+ Updated AP2-2, AP2-3, and AP2-4 for
American Eagle and The Buckle’s most
recent financial information.

CHAPTER 3

* Streamlined the discussion of accrual-
basis accounting versus cash-basis ac-
counting.

+ Added discussion of the asset/liabil-
ity approach for revenue and expense
recognition.

* Revised the discussion of the primary
description of the four types of adjusting
entries.

* Added Illustrations 3-4A and 3-4B.

* Revised Illustration 3-11 to illustrate the
link between the adjusted trial balance
and financial statements.

viii

* Expanded discussion of the income state-
ment and its components.

* Created new P3-4A and P3-4B.

+ Updated AP3-2, AP3-3, and AP3-4 for
American Eagle and Buckle’s most recent
financial information.

CHAPTER 4

+ Added new Illustration 4-5 to demon-
strate separation of duties.

* Linked Illustrations 4-8 and 4-9 to
better demonstrate the need for a bank
reconciliation.

* Added more illustrations comparing the
bank statement to the company’s cash
records.

* Accounting for employee purchases are
separated into credit card transactions
and petty cash transactions.

* Revised Cash Analysis section to focus on
the link between cash reporting in the bal-
ance sheet and statement of cash flows.

+ Updated AP4-2, AP4-3, and AP4-4 for
American Eagle and Buckle’s most recent
financial information.

CHAPTER 5

* Added basic journal entry for cash
received on account in Part A.

* Revised example of transactions affecting
net revenues.

+ Added discussion and illustration of sales
returns and the effect on net revenues.

+ Eliminated the term net realizable value
when referring to net accounts receivable.

» Revised discussion of the allowance
method to first discuss establishing the
allowance account.

* Moved the aging of accounts receivable
method to follow writing off bad debts.

* Expanded discussion on the interpreta-
tion of the receivables turnover ratio.

» Added Exercise 5-22 as additional Gen-
eral Ledger problem.

» Converted AP5-1 Great Adventures to
be used as a General Ledger problem.

+ Updated AP5-2, AP5-3, and AP5-4 for
American Eagle and Buckle’s most recent
financial information.

CHAPTER 6

* Rearranged introduction to first talk
about manufacturing companies and
then merchandising companies.

*+ Revised LIFO discussion and illustration
to make clear that in practice LIFO is
calculated only as a year-end adjusting
entry (periodic method).

+ Added Kroger’s balance sheet in Illustra-
tion 6-11 to better demonstrate FIFO
versus LIFO for a real-world company.

* Added discussion and illustration of the
effects of inventory errors on net income
and retained earnings.

+ Converted AP6-1 Great Adventures to
be used as a General Ledger problem.




* Updated AP6-2, AP6-3, and AP6-4 for
American Eagle and Buckle’s most recent
financial information.

CHAPTER 7

* Added some discussion of the financial
statement impact of incorrectly capital-
izing rather than expensing a material
expenditure.

* Revised discussion of estimates used in
determining depreciation in each year.

» Clarified discussion of gain and loss on
sale of assets.

* Added Decision Maker’s Perspective on
understanding gains and losses.

* Added discussion to the Analysis section
of the impact on financial ratios of esti-
mating residual values and service lives.

* Updated discussion of impairment for
intangible assets with indefinite useful
lives based on ASU No. 2017-04.

* Added five new Brief Exercises.

* Converted AP7-1 Great Adventures to
be used as a General Ledger problem.

* Updated AP7-2, AP7-3, and AP7-4 for
American Eagle and Buckle’s most recent
financial information.

CHAPTER 8

* Modified discussion and example of war-
ranty liability.

* Added small discussion and assignment
material for gift card breakage.

* Revised discussion of accounting for war-
ranties.

* Add two Brief Exercises and two

Exercises.

» Converted AP8-1 Great Adventures to

be used as a General Ledger problem.

» Updated AP8-2, AP8-3, and AP8-4 for
American Eagle and Buckle’s most recent
financial information.

CHAPTER 9

* Added discussion of reclassifying the cur-
rent portion of a long-term installment
note as a current liability.

* Revise discussion of leases to include
advantages over installment notes.

¢ Revised discussion of leases for ASU
2016-02.

* Added journal entry to record a lease.

* Revised Part B and Part C so that instruc-
tors can easily choose whether to cover
bonds with or without having to calculate
the issue price.

» Added three new Brief Exercises, three
new Exercises, and two new Problems
for installment notes and leases.

* Converted AP9-1 Great Adventures to
be used as a General Ledger problem.

» Updated AP9-2, AP9-3, and AP9-4 for
American Eagle and Buckle’s most recent
financial information.

CHAPTER 10

* Added new Feature Story.

¢ Revised Illustrations 10-3 and 10-6.

* Revised discussion of preferred stock to
clarify its distinguishing features.

» Converted AP10-1 Great Adventures to
be used as a General Ledger problem.

» Updated AP10-2, AP10-3, and AP10-4
for American Eagle and Buckle’s most
recent financial information.

CHAPTER 11

¢ Separated investing activities and financ-
ing activities into separate Learning
Objectives.

* Revised Illustration 11-4 to show rela-
tionship between income statement and
operating cash flows.

* Added Illustration 11-27 to convert in-
come statement items to their operating
cash flows.

* Added five new Brief Exercises and five
new Exercises.

* Updated AP11-2, AP11-3, and AP11-4
for American Eagle and Buckle’s most
recent financial information.

CHAPTER 12

* Revised discussion of discontinued
operations and other revenues and
expenses.

* All ratios for Nike and Under Armour
updated to include the most recent year
of company data available.

* Updated AP12-2, AP12-3, and AP12-4
for American Eagle and Buckle’s most
recent financial information.

APPENDIX D

» Updated for ASU 2016-01 which elimi-
nates available-for-sale classification for
equity investments.

* Revised discussion of equity securities to
follow four critical events.

» Revised discussion of debt securities to
follow four critical events.

* Added discussion to explain the effect
of interest rate on the fair value of debt
investments.




s AT THE CORE

Operating Cash Flows

With a wide variety of students enrolled in the financial accounting course, getting them interested in the content
and making it enjoyable to learn can be challenging. Spiceland: Financial Accounting achieves this by using relevant
examples and context that relate well to students, making the content both approachable and easy to digest

Part of the unique art in how the authors of Spiceland: Financial Accounting approach the material is through
their signature Conversational Writing Style. The authors took special care to write chapters that foster a
friendly dialogue between the text and each individual student. The tone of the presentation is intentionally
conversational—creating the impression of speaking with the student, as opposed to teaching to the student. This

conversational writing style has been a proven success with Spiceland’s Intermediate Accounting (now in its ninth
edition), and that same approach has led to the success of Spiceland: Financial Accounting

The conversational writing style is of tremendous benefit. .

. addressing
students directly is engaging.

—Bruce Runyan, University of North Texas

/

.

Layered in with the conversational tone, the authors” infuse relevant examples from real companies throughout
each chapter’s content, resulting in compelling material that increases student engagement

First talking about the theory then applying the

theory to a company helps students visualize and

understand the concept.
$63598 |

— Mindy Wolfe, Arizona State University /

Real-World Focus Students retain more information when they see how
concepts are applied in the real world. Each chapter begins with a Feature
Story that involves real companies and offers business insights related to the
material in the chapter. As the chapter’s topics are being presented, references
to the companies in the Feature Story and other related companies help keep
topics relevant. The authors understand that students are engaged best when
the discussion involves companies that students find interesting and whose

. products or services are familiar, such as Apple, American Eagle Outfitters,
Best Buy, Six Flags, Regal Entertainment, and Google. In Chapter 12, full

. financial statement analysis is provided for Nike versus Under Armour.

The authors carry these real-world companies into the end-of-chapter

material, asking students to analyze real-world situations.

To help students be forward-thinking about their
careers, discussions are included to bring the

business world front and center. Career Corner boxes EBEITIE@ LY, [ i e

highlight how particular accounting topics relate to
different business careers—allowing both accounting

for students to have insights into

accounting careers via Career Corners.
nonmajors and majors to see how accounting is

relevant in their future career options.

—Chuo-Hsuan Lee, SUNY-Plattsburgh
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Building a Framework In honing analytical skills and becoming good problem solvers, it’s crucial that students
have the right tools and build the right framework to help them along the way—especially when learning the
accounting cycle. The accounting cycle chapters clearly distinguish activities During the Period (Chapter 2)
versus End of the Period (Chapter 3). Chapters 4-10 cover specific topics in balance sheet order. Throughout the
chapters, several features keep students on the right track as they learn the accounting process.

New! Chapter Highlights illustrations have been added to the end of chapters, providing students a flowchart
visual through which they can see how the chapter’s primary topics fit into the measurement/communication
framework of financial accounting.

| like the Let’s Review scenarios and use them as a learning tool. | also like the
Let’s Review videos as some students are visual and this helps. —Stephane Bacik,

Wake Technical Community College /

/

Let’s Review sections within each chapter test students” comprehension of key concepts. These short
review exercises, with solutions, are intended to reinforce understanding of specific chapter mate-
rial and allow students to apply concepts and procedures learned in the chapter prior to attempting
their homework assignment. Each Let’s Review exercise also contains Suggested Homework, which
enables instructors to easily assign corresponding homework. For the fifth edition, 22 Let’s Review
Videos show students how to solve the exercise and model that approach for related homework.

Key Points provide quick synopses of the critical pieces of information presented throughout each
chapter.

7
N KEY POINT
The revenue recognition principle states that revenue is recognized in the period in which
goods and services are provided to customers, not necessarily in the period in which we
receive cash.

Common Mistakes made by students and professionals are highlighted throughout each of the
chapters. With greater awareness of the potential pitfalls, students can avoid making the same
mistakes and gain a deeper understanding of the chapter material.

7
L COMMON MISTAKE
Dividends represent the payment of cash but are not considered an expense in running the

business. Students sometimes mistakenly include the amount of dividends as an expense The “Fli p Side” and “Common
in the income statement, rather than as a distribution of net income in the statement of
stockholders” equity. Mistakes” sections are outstanding

and are likely to be among the

The Flip Side feature demonstrates how various transactions are favorite parts of the content for
viewed by each side. Including the “flip side” of a transaction—in

context—enhances students’ understanding of both the initial and the
related transaction. Selected homework materials also include the — Christian Wurst, Temple University
Flip Side transactions, to reinforce student understanding.

students.
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In today’s environment, business graduates are
to be equipped in analyzing data and making
decisions. To address this need, each chapter

. . . 3 . . Investors typically take a close look at the components of a company’s profits. For example,
includes Decision Maker’s PeI’SpeCtIVE sections, Ford Motor Company announced that it had earned a net income for the fourth quarter (the
Wthh Offer lnSIghtS lnto hOW the information final three months of the year) of $13.6 billion. Analysts had expected Ford to earn only $1.7

to $2.0 billion for that period. The day that Ford announced this earnings news, its stock

Decision Maker’s Perspective

Investors Understand One-Time Gains

discussed in the chapters affects decisions made price fell about 4.5%.
. . Why would Ford’s stock price fall on a day when the company reported these seem-
by aneStOI'S, CI'edltorsl managers/ and OtherS. EaCh ingly high profits? A closer inspection of Ford’s income statement shows that it included a

one-time gain of $12.4 billion for the fourth quarter. After subtracting this one-time gain,

Chapter also contains Decision Points hlghhghtlng Ford actually earned only about $1.2 billion from normal operations, easily missing analysts’

speciﬁc decisions in the Chapter that can be made expectations. This disappointing earnings performance is the reason the company’s stock
. . . . . . price fell.

using financial accounting information.

Analysis sections are offered at the end of E3-210n January 1, 2021, the general ledger of Dynamite Fireworks includes the following Complete the accounting
. . account balances: cycle LO3-3, 3-4, 3-5,
topical chapters (4-11). These sections analyze 3
. . Accounts Debit Credit —
the ratios of two real companies related to that s BT -@
7 Accounts Receivable 5,200
chapter’s theme. Students are able to see how i S
1 4 3 3 1 Land 50,000
companies’ different business strategies affect e s Payale s 3200
their financial ratios. The Financial Statement Common Stock 65,000
. Retained Earnings 13,900
Analysis chapter (12) allows students to take a Totals $82100 $82.100
deep dive into these COI’ICthS by analyZIrlg the During January 2021, the following transactions occur:
financial statements of Nike and Under Armour. January 2 Purchase rental space for one year in advance, $6,000 ($500/month).

January 9  Purchase additional supplies on account, $3,500
January 13 Provide services to customers on account, $25,500.
anuary 17 Receive cash in advance from customers for services to be provided in the future

General Ledger Problems in Connect not
only help students see how journal entries flow
through to financial statements, but also ask students to demonstrate their under-
standing of Ratio Analysis. NEW for the 5th edition, General Ledger problems extend
to chapters throughout the text.

The Additional Perspectives section of each chapter offers cases and activities that
ask students to apply the knowledge and skills they’ve learned to real, realistic, or pro-
vocative situations. Students are placed in the role of decision maker, presented with a
set of information, and asked to draw conclusions that test their understanding of the
issues discussed in the chapters. Each chapter offers an engaging mix of activities and
opportunities to perform real-world financial accounting analysis, conduct Internet
research, understand earnings management, address ethical dilemmas, and practice
written communication. NEW to the 5th edition, Ethics, Earnings Management, and
Financial Analysis cases from the section are auto-gradable in Connect.

The Great Adventures Continuing Problem progresses from chapter to chapter,
encompassing the accounting issues of each new chapter as the story unfolds. These
problems allow students to see how each chapter’s topics can be integrated into the
operations of a single company. Great Adventures problems are also available in
McGraw-Hill Connect’s General Ledger format.

Financial Analysis: American Eagle Outfitters, Inc. & The Buckle, Inc. ask students
to gather information from the annual report of American Eagle in Appendix A and
Buckle in Appendix B. Comparative Analysis—In addition to separately analyzing the
financial information of American Eagle and Buckle, students are asked to compare
financial information between the two companies. NEW for the 5th edition, these
questions will be auto-gradable in Connect!

Xii




Connect and Spiceland’s Financial Accounting are tightly integrated to continue honing
students” conceptual understanding, problem-solving, decision-making & analysis skills.

All end-of-chapter items in the textbook that can be built into Connect have been included
with feedback and explanations and many with Hints/Guided Examples to help students
work through their homework in an effective manner.

This text is very well written and offers a set of end-of-chapter problems that
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CHAPTER A Framework
for Financial
Accounting

Learning PART A: ACCOUNTING AS A MEASUREMENT/
Objectives COMMUNICATION PROCESS
m LO1-1 Describe the two primary functions of financial accounting.
B LO1-2 Understand the business activities that financial accounting measures.

B LO1-3 Determine how financial accounting information is communicated through
financial statements.

B LO1-4 Describe the role that financial accounting plays in the decision-making
process.

PART B: FINANCIAL ACCOUNTING INFORMATION

B LO1-5 Explain the term generally accepted accounting principles (GAAP) and
describe the role of GAAP in financial accounting.

PART C: CAREERS IN ACCOUNTING

B LO1-6 Identify career opportunities in accounting.

Appendix

B LO1-7  Explain the nature of the conceptual framework used to develop generally
accepted accounting principles.

SELF-STUDY MATERIALS

Let’s Review—Measuring business activities (p. 8).

Let’s Review—Communicating through financial statements (p. 17).
Chapter Highlights (p. 31).

Key Points by Learning Objective (p. 32).

Glossary of Key Terms (p. 33).

Self-Study Questions with answers available (p. 34).

Applying Excel videos to demonstrate key topics (p. 35).

Videos for Let’s Review and certain illustrations.




BERKSHIRE HATHAWAY: SPEAKING THE LANGUAGE OF BUSINESS

“You have to understand accounting and you have to understand the nuances of accounting. It’s the
language of business and it’s an imperfect language, but unless you are willing to put in the effort to
learn accounting—how to read and interpret financial statements—you really shouldn’t select stocks
yourself.” —Warren Buffett

Warren Buffett is the chairman and CEO of Berkshire Hathaway, a
holding company that invests billions of dollars in other companies. In Featu re Sto ry
1965, Warren Buffet acquired control of Berkshire Hathaway, and the
company’s stock has returned an amazing 1,972,595% over the 53-year
period from 1965-2017. That means anyone investing $1,000 in Berkshire Hathaway’s stock in
1965 would have watched their investment grow to nearly $20,000,000 by the end of 2017. Buffett’s
personal net worth has grown to more than $74 billion, making him one of the richest people in the

world according to Forbes magazine.

Some of Buffett’s more famous investments have included companies such as Coca-Cola,
Dairy Queen, American Express, Gillette, GEICO, and Heinz. How did he decide which stocks
to purchase? Over ten thousand company stocks are available in the United States and thousands
more on stock exchanges around the world. How did he separate the successful companies from the
unsuccessful ones?

Buffett explains that the key to identifying good stocks is to look for companies having a
durable competitive advantage. In other words, look for companies that are expected to produce
profits for a long time because they have achieved a sustainable advantage over their rivals. How
do you do this? There are, of course, many factors to consider, but Buffett explains that the primary
source of this information comes from analyzing companies’ financial accounting information—the
subject of this book.

As you read through the chapters, you'll begin to understand the purpose of financial accounting
to measure the business transactions of a company and then to communicate those measurements to
investors, like Warren Buffett, in formal accounting reports called financial statements. It is from these
financial statements that investors base their decisions on buying and selling a company’s stock.

©Krista Kennell/Shutterstock



PART A

H LO1-1

Describe the two primary
functions of financial
accounting.

ILLUSTRATION 1-1

Decisions People Make
About Companies

CHAPTER 1 A Framework for Financial Accounting

ACCOUNTING AS A MEASUREMENT/
COMMUNICATION PROCESS

Welcome to accounting. A common misconception about this course is that it is a math
class, much like college algebra, calculus, or business statistics. You will soon see that this
is not a math class. Don’t say to yourself, “I'm not good at math so I probably won't be
good at accounting.” Though it’s true that we use numbers heavily throughout each chapter,
accounting is far more than adding, subtracting, and solving for unknown variables. So,
what exactly is accounting? We'll take a close look at this next.

Defining Accounting

Accounting is “the language of business.” It’s the language companies use to tell their
financial story. More precisely, accounting is a system of maintaining records of a compa-
ny’s operations and communicating that information to decision makers. The earliest use of
such systematic recordkeeping dates back thousands of years to when records were kept of
delivered agricultural products. Using accounting to maintain a record of multiple transac-
tions allowed for better exchange among individuals and aided in the development of more
complex societies.! In this book, you'll learn how to read, interpret, and communicate a
company’s financial story using the language of business.

Millions of people every day must make informed decisions about companies. llustration 1-1
identifies some of those people and examples of decisions they make about the companies.

Make Decisions About /\
) Companies )

1. Investors decide whether to invest in stock.

2. Creditors decide whether to lend money.

3. Customers decide whether to purchase products.

4. Suppliers decide the customer’s ability to pay for supplies.
5. Managers decide production and expansion.

6. Employees decide employment opportunities.

7. Competitors decide market share and profitability.

8. Regulators decide on social welfare.

9. Tax authorities decide on taxation policies.
10. Local communities decide on environmental issues.

To make the decisions outlined in Illustration 1-1, these people need information. This
is where accounting plays a key role. As Illustration 1-2 shows, accountants measure the
activities of the company and communicate those measurements to others.

Accounting information that is provided for internal users (managers) is referred to as
managerial accounting; that provided to external users is referred to as financial accounting.
In this book, we focus on financial accounting. Formally defined, the two functions of financial
accounting are to measure business activities of a company and then to communicate those
measurements to external parties for decision-making purposes.

As you study the business activities discussed in this book, it is important for you to keep
in mind this “framework” for financial accounting. For each activity, ask yourself

1. How is the business activity being measured?
2. How is the business activity being communicated?

1S. Basu and G. Waymire. 2006. Recordkeeping and Human Evolution. Accounting Horizons 20 (3): 201-229.
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These are the two functions of financial accounting. You'll better understand why this
process exists by thinking about how the measurements being communicated help people
make better decisions.

For example, investors want to make good decisions related to buying and selling their
shares of the company’s stock: Will the company’s stock increase or decrease in value? The
value of a stock is directly tied to the company’s ability to make a profit, so what activi-
ties reflect the company’s profitability? How should those activities be measured, and how
should they be communicated in formal accounting reports?

As another example, creditors make decisions related to lending money to the company:
Will the company be able to repay its debt and interest when they come due? How can debt
activity be measured and how can it be communicated so that creditors better understand
the ability of the company to have sufficient cash to repay debt and interest in the short term
and the long term?

@ KEY POINT

The functions of financial accounting are to measure business activities of a company and to
communicate information about those activities to investors and creditors and other outside
users for decision-making purposes.

Measuring Business Activities

Let’s first look at the typical activities of a start-up business. We'll do this with a simple
example. Suppose you want to start a soccer academy. The “goal” of the academy is to pro-
vide lessons to develop junior players for top university programs and perhaps even one day
to play in a professional league. Let’s look at some initial activities of your new company,
which you've decided to name Eagle Soccer Academy.

Let’s assume you need about $35,000 to get the business up and running. You don’t have
that amount of money to start the business, so you begin by looking for investors. With their
money, investors buy ownership in the company and have the right to share in the com-
pany’s profits. Each share of ownership is typically referred to as a share of common stock.
For your company, let’s say you sell 1,000 shares of common stock for $25 each, receiving
cash of $25,000 from investors. The 1,000 shares include 300 sold to your grandparents for

ILLUSTRATION 1-2

Framework for
Financial Accounting

mhhe.com/4fal

User’s Guide For
learning objectives
throughout this book,
you will see boxed
sections, like this one,
titled Key Point. These
boxed items will highlight
the central focus of the
learning objectives.

H LO1-2

Understand the business
activities that financial
accounting measures.



