ELEMENTS  OF  FINANCIAL  STATEMENTS

LEARNING  OBJECTIVES

AFTER  COMPLETING  CHAPTER ONE,   YOU SHOULD BE ABLE TO DO THE

 FOLLOWING:

1. IDENTIFY, DESCRIBE AND PREPARE THE FOUR BASIC FINANCIAL STATEMENTS (4)

2 EXPLAIN THE RELATIONSHIPS EXPRESSED IN THE ACCOUNTING  EQUATION (6)

3 RECORD  BUSINESS  EVENTS  UNDER AN  ACCOUNTING  EQUATION (7)

4 RECORD  BUSINESS  EVENTS IN FINANCIAL  STATEMENTS  MODELS (9)

5 IDENTIFY  THE  MAJOR COMPONENTS  OF  REAL-WORLD  ANNUAL  REPORTS

AND  SOME  OF  THE  TECHNICAL  TERMS USED  IN  THEM (10)

(    )     STUDENT SHOULD GIVE SPECIAL ATTENTION TO THESE SECTIONS OF 

           EDMONDS, ET AL (1998)  TEXTBOOK  CHAPTER 

WHY SHOULD BUSINESS STUDENTS STUDY ACCOUNTING?
BECAUSE…

    ACCOUNTING PROVIDES INFORMATION THAT IS USEFUL TO STAKEHOLDERS IN 

ANSWERING RESOURCE ALLOCATION QUESTIONS.

SOME OF THE MAJOR STAKEHOLDERS WHO USE ACCOUNTING INFORMATION
 INCLUDE

                        FINANCIAL    ANALYSTS        ( INVESTMENT ADVICE TO CLIENTS)

                        BANKERS       ( LONG TERM/SHORT TERM LOANS  TO BUSINESS)

                        STOCKHOLDERS      ( PURCHASE/SALE OF COMPANY STOCK)

                       INVESTMENT BANKERS    ( BROKER PUBLIC SALE OF STOCK AND BONDS )

                      MANAGEMENT  (  BONUSES; MEASURE  EFFECT OF BUSINESS DECISIONS)

SUCCESSFUL  USE  OF  ACCOUNTING  INFORMATION  REQUIRES SKILL AT 

INTERPRETING  ACCOUNTING REPORTS THAT ARE PREPARED  IN ACCORDANCE

WITH GENERALLY ACCEPTED ACCOUNTING PRINCIPLES.

EXAMPLES OF MEASUREMENT ISSUES WHICH COMPLICATE THE

 INTERPRETATION OF FINANCIAL REPORTS

EXAMPLE 1:

UNSTABLE  PURCHASING POWER OF CURRENCY ( FOR EXAMPLE, DOLLAR INFLATION)

IN 1970, COMPANY “A”  BUYS A PARCEL OF SALLY SMITH’S FARMLAND, PAYING HER 

$10,000 CASH.   THE GNP PRICE INDEX IN 1970 IS 105.

IN 1980, COMPANY “B” BUYS AN ADJACENT PARCEL OF  FARMLAND FROM THE SAME

 SALLY SMITH, PAYING HER $10,000 CASH.  THE GNP PRICE INDEX IN 1980 IS 160.

IN 1990, COMPANY “C” BUYS A THIRD ADJACENT PARCEL OF FARMLAND FROM THE

SAME SALLY SMITH, PAYING HER $10,000 CASH.  THE GNP PRICE INDEX IN 1990 IS 190.

OTHER FACTORS BEING EQUAL, WHICH OF THE FOLLWING SCENARIOS SEEMS MOST 

LIKELY IN YOUR OPINION:

1. CO. “A” PURCHASED A LARGER TRACT OF LAND THAN CO. “B” OR “C”

2. EACH COMPANY PURCHASED TRACTS OF LAND OF EQUAL SIZE

      3.    CO “C” PURCHASED A LARGER TRACT OF LAND THAN CO “B” OR “A” 

BALANCE SHEET, ACCORDING TO GENERALLY ACCEPTED ACCOUNTING 

PRINCIPLES (GAAP):
FINANCIAL REPORTS  PREPARED IN ACCORDANCE WITH GAAP ARE BASED ON

THE  “NUMBER OF DOLLARS”  EXCHANGED IN A BUSINESS TRANSACTION.  

                                                                                        CO. “A”                CO. “B”             CO. “C”

  BALANCE SHEET
ASSETS                                                                        $10,000              $10,000                 $10,000

LIABILITIES & STOCKHOLDER’S EQUITY          $10,000              $10,000                 $10,000

IF INTERPRETED IN 1970 DOLLARS
ASSETS                                                                      $10,000                 $6562                    $5526

                                                      ( 10,000 X             105/105                105/160                105/190 )

IF INTERPRETED IN 1990 DOLLARS

ASSETS                                                                     $18,095                $11,875                 $10,000

                                                     ( 10,000 X            190/105                 190/160                190/190 )

QUESTIONS TO THINK ABOUT:

1. WHAT WOULD THE BALANCE SHEETS LOOK LIKE IF DOLLARS WERE RESTATED TO 1980 DOLLARS?

2. WHICH OF THE 4 SETS OF NUMBERS ( BALANCE SHEETS) REPRESENTS  “TRUTH?”

…..THAT IS,  THE CORRECT REPORTING OF ASSETS FOR THE COMPANIES?                

EXAMPLES OF MEASUREMENT ISSUES WHICH COMPLICATE THE

 INTERPRETATION OF FINANCIAL REPORTS

EXAMPLE #2

FINANCIAL STATEMENTS PREPARED IN ACCORDANCE WITH GAAP RELY PRIMARILY

 ON HISTORICAL COST DOLLAR MEASUREMENTS RATHER THAN CURRENT VALUES

ON JANUARY 5, 1995, THE XYZ COMPANY BUYS 1000 SHARES OF MERCK CORPORATION 

STOCK FOR $40 PER SHARE.   ON DECEMBER 12, 1995, THE ABC COMPANY BUYS 1000 

SHARES OF MERCK CORPORATION STOCK FOR $85 PER SHARE.

                                                                                                         XYZ COMPANY        ABC COMPANY

BALANCE SHEET AS OF 12/31/95

ASSETS                                                                                                       $40,000                        $85,000

LIABILITIES & STOCKHOLDERS EQUITY                                          $40,000                        $85,000

QUESTIONS TO THINK ABOUT:

1. WHY WOULD A SHARE OF MERCK STOCK SELL FOR $40 IN JANUARY, 1995 AND INCREASE 

TO $85 PER SHARE BY DECEMBER 12, 1995?

2. SUPPOSE MERCK STOCK IS SELLING FOR $90 PER SHARE ON DECEMBER 31, 1995, CHOOSE 

THE CORRECT ANSWER:

A..   THE ABC COMPANY HAS ASSETS WORTH TWICE AS MUCH AS THE XYZ COMPANY

B   THE XYZ COMPANY HAS LESS COLLATERAL FOR A BANK LOAN THAN THE ABC COMPANY

C.  IN TERMS OF THEIR ABILITY TO GENERATE FUTURE CASH FLOWS, THEY ARE EQUAL

EXAMPLES OF MEASUREMENT ISSUES WHICH COMPLICATE THE

 INTERPRETATION OF FINANCIAL REPORTS

EXAMPLE #3

ALTERNATIVE MEASUREMENT METHODS ( PRINCIPLES AND PROCEDURES) ARE

 PERMITTED IN PREPARING FINANCIAL STATEMENTS

DATE                TRANSACTION                                            CO “A”           CO “B”         CO “C”

2/5/97     PURCHASE 100 SH OF WLR. $14 PER SH.        $1400              $1400           $1400

4/27/97   PURCHASE 100SH OF WLR. $10 PR SH.              1000                1000            1000

7/19/97   PURCHASE 100 SH OF WLR. $3 PER SH.              300                   300             300

12/9/97   SOLD 20 SH OF WLR.  $ 8 PER SHARE

COST OF SH SOLD (ACCEPTABLE ALTERNATIVES)     $60               $280              $180

     IF LIFO USED                               20 SHARES X $3/SHARE

     IF FIFO USED                                             20 SHARES X $14 PER SHARE 

     IF WEIGHTED AVERAGE USED                                          20 SH X  $9 PER SHARE

                                                     ( $1400 + $1000 + $300) / 300 SHARES = $9 PER SHARE

BALANCE SHEETS  ( AS OF 12/31/97)                               CO “A”            CO “B”          CO “C”

CASH                                                                                          $ 160                      160                  160                        

MARKETABLE   SECURITIES                                               $2640                 $2420               $2520

TOTAL ASSETS                                                                        $2800                 $2580               $2680  

LIABILITIES & STOCKHOLDERS EQUITY                         $2800                  $2580                $2680

INCOME STATEMENTS ( 1/1/97 TO 12/31/97)

 REVENUES         ($8 PER SHARE X 20 SHARES)            $160                   $160                 $160

COST OF GOODS SOLD                                                          60                      280                   180
NET INCOME <LOSS>                                                        $100                    <120>               <  20> 

QUESTION: WHICH IS THE BEST COMPANY? ( COMPUTE ABILITY TO GENERATE FUTURE CASH)

QUESTIONS:

IF THE HISTORICAL COST BASIS FOR REPORTING FINANCIAL RESULTS IS NOT AS

 USEFUL FOR INTERPRETING FINANCIAL STATEMENTS AS CURRENT VALUE, WHY 

DO GAAP-PREPARED FINANCIAL STATEMENTS RELY ON HISTORICAL COST?

RELEVANCE IS SECONDARY TO RELIABILITY BECAUSE OF THE 

IMPORTANCE OF CONSERVATISM IN THE USA FINANCIAL REPORTING CULTURE 

IF THE USE OF ALTERNATIVES FOR MEASURING FINANCIAL TRANSACTIONS

COMPLICATES THE INTERPRETATION OF FINANCIAL STATEMENTS, WHY DOES

GAAP ALLOW COMPANIES TO USE EQUALLY ACCEPTABLE ALTERNATIVES?

1.ECONOMIC CONSEQUENCES ARGUMENT… CONGRESS: POLITICAL AGENDA VIA THE SEC 
2. ALSO,   ACCOUNTING IN THE USA IS MORE LIKE  “ART ” THAN A “SCIENCE”   … GAAP
RELIES ON THE GENERAL  ACCEPTANCE OF MEASUREMENT RULES BY AMERICAN

 CORPORATIONS… WHO WILL COMPLAIN ( TO MEMBERS OF CONGRESS ULTIMATELY) IF

 THEY FEEL THE ELIMINATION OF A PARTICULAR  ALTERNATIVE “HURTS” THEIR

 BUSINESS ( INDUSTRY).  

AIDS TO HELP USERS INTERPRET FINANCIAL STATEMENTS

GAAP REQUIRES THAT A COMPANY USE THE SAME METHOD FROM YEAR TO YEAR IN

 REPORTING FINANCIAL ACTIVITY
   IF A COMPANY CHOOSES TO USE  LIFO, IT MUST CONTINUE TO USE IT EACH YEAR

( CONSISTENCY PRINCIPLE)
GAAP REQUIRES THAT COMPANIES PROVIDE USERS WITH AT LEAST THREE YEARS OF 

ANNUAL FINANCIAL REPORTS SO THAT USERS CAN EXAMINE  (FORECAST) TRENDS
FOR THAT PARTICULAR COMPANY

STUDYING THE INDUSTRY IN WHICH A COMPANY OPERATES PROVIDES USEFUL BENCHMARKS 

FOR INTERPRETING HOW TO MEASURE “SUCCESS” OR “FAILURE” IN THAT INDUSTRY. IN 

OTHER WORDS, EXAMINE HOW A COMPANY RANKS AGAINST MAJOR COMPETITORS IN ITS

INDUSTRY

STUDYING  PRINCIPLES OF FINANCIAL ACCOUNTING 

LEVEL 1

DEFINITIONS; IDENTIFICATIONS                                         ALPHABET   “A”   “B”  “C”  “D”    ETC.                                 

ALPHABET INCLUDES FOLLOWING MAJOR “LETTERS:”

FINANCIAL STATEMENTS

INCOME STATEMENT

STATEMENT OF CHANGES IN EQUITY

BALANCE SHEET

STATEMENT OF CASH FLOWS

    OPERATING  ACTIVITY

    FINANCING ACTIVITY

   INVESTING ACTIVITY

ELEMENTS

ASSETS          LIABILITIES         EQUITY                  CONTRIBUTED CAPITAL

REVENUE     EXPENSE            DISTRIBUTIONS     NET INCOME

GAINS           LOSSES

TERMS

ACCOUNT           TRANSACTION         ACCOUNTING EQUATION      ETC

LEVEL II

KNOWING HOW TRANSACTIONS ARE ANALYZED & RECORDED             FORMING WORDS
LEVEL III

GAAP REPORTING OF FINANCIAL RESULTS                                           SENTENCES…ESSAYS…

                                                                                                                             RESEARCH  PAPERS          

EDMONDS, ET AL  ( 1998)     CHAPTER ONE

LEARNING OBJECTIVES

#

4 IDENTIFY, DESCRIBE AND PREPARE THE FOUR BASIC FINANCIAL STATEMENTS

5 GRASP THE RELATIONSHIP EXPRESSED IN THE ACCOUNTING EQUATION

6 RECORD BUSINESS EVENTS UNDER AN ACCOUNTING EQUATION

9 RECORD BUSINESS EVENTS IN FINANCIAL STATEMENT MODELS

10 IDENTIFY THE MAJOR COMPONENTS OF REAL-WORLD ANNUAL REPORTS AND 

SOME OF THE TECHNICAL TERMS USED IN THEM

NOTE:

1.    YOUR TEXTBOOK PROBLEMS IDENTIFY THE ASSOCIATED LEARNING OBJECTIVES

3. BE CERTAIN TO EMPHASIZE IN YOUR STUDIES SECTIONS OF CHAPTER ONE

CORRESPONDING TO THE ABOVE LEARNING OJBECTIVES.

