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CHAPTER 1

FInANCIAL ACCOUNTING In AN

ECONOMIC CONTEXT

ISSUES FOR DISCUSSION

ID1–1

Security analysts and stockholders:  These users would use financial statements to try to estimate the future earnings and cash flow potential of the company, which would be used to project a value for the company’s stock. 

Bank loan officers:  These users would use the financial statements to determine the ability of a company to repay loans to the bank.

A company’s customers and suppliers:  These users would use financial statements to determine whether to extend credit to the company (suppliers) or whether to rely upon the company to be a supplier (customers).  Both suppliers and customers would also use the financial statements to monitor the company’s profit margins.

Public utilities:  This group would use the financial statements to determine the company’s growth rate and how that might impact upon the company’s utility needs.  Also, they would evaluate the company’s ability to pay its bills. 

Labor unions:  These groups would use the financial statements to monitor the profitability of the company to help determine the amount of pay raises and benefits that it will negotiate for from the company.  

A company’s managers:  The company’s managers will use the financial statements to assess the overall financial health of the company.  This could impact the managers in a number of ways: raises, promotion opportunities, performance of other departments, etc.

ID1–2

The board of directors serves various functions for a company.  One is to represent and protect the interests of the stockholders who are not on the board.  Another is to provide oversight and input to management.  The managers are involved in running the business on a day to day basis whereas the board is more focused on the bigger, long term picture.  A weak board may not ask probing questions of management but instead may take everything at face value and believe anything that management says to them.  A healthy management team would want a strong board that delivers valuable input.  A management team that wants a weak board of directors may be trying to hide something (management fraud).  

Auditors are concerned with management fraud because, if there is a problem, in many cases the auditors will be sued by the stockholders on the basis that the auditors should have detected the fraud.   

ID1–3


The function of the audit committee is to provide a channel whereby the auditors report their findings and concerns, if any, to the board of directors.  Typically there are outside members of the board that are on the audit committee so that if the auditors have concerns about management’s financial statements or activities, then the auditors have a way to speak directly to the board of directors.


The auditors are in a sensitive position because the financial statements and activities that they are auditing are prepared by the same people who hire and pay the auditors.  Therefore, they may be reluctant to jeopardize their relationship with the company by being too negative.

ID1–4


Banks make loans to customers and depend on those customers to repay the loans (called the “principal”) plus interest for the banks to earn a profit.  If customers are not able to pay the interest, the banks cannot make a profit; further, if the customers are not able to repay the principal the banks will show a loss that reduces the equity on the balance sheet.  Banks look at a number of factors, both “macro” and “micro” in nature.  Banks will look at the overall strength of the economy and the likelihood for future growth; these are the macro issues a bank considers. Banks will also examine the specifics of a company’s individual performance within the economy; these micro issues often are seen in the financial statements of companies.  Issues such as the amount of debt, the level of profits, the amount of cash on hand and the amount of cash generated by the business, and the quality and size of the assets can all be seen from the financial reporting system.  Banks require borrowers to submit financial statements to show these performance measures.  During the 2008-2009 recession and related credit crunch, banks were concerned about the macro issues shown in general economic data, as well as the micro issues shown in companies’ individual financial reports.  The reluctance of banks to lend has been cited as one of the reasons for the length of the economic downturn.
ID1–5

Sales for Home Depot increased during the time period because of the slow rebound of the economy after the worst of the “Great Recession”.  As conditions improved, home owners and to a lesser extent home builders purchased more materials from Home Depot to improve and construct houses.  Profits increased because the bump in sales was not offset with an equal increase in expenses, probably due to some economies of scale experienced by the large hardware retailer.  Assets increased as the company boosted inventory in stores to meet the higher sales, as well as the company increasing its total number of stores.  Equity remained flat because the company rewarded its owners by paying out dividends equal to its profits.  Finally, the cash balance slightly increased due to the fact that the improved operations (from the stronger economy) generated more cash than what was needed to invest in new stores and pay out to the providers of capital. 

ID1–6

Creditors would impose these types of restrictions on United Continental so that the creditors would be protected for their loans.  These types of restrictions are fairly common and act as a trip wire to warn the creditors that business may not be going well.  The cash restriction would force United Continental to have enough cash to pay the interest on the debt and the minimum cash flow coverage assures that the airline’s operations are functioning well enough to generate sufficient cash flow to meet obligations..


These restrictions act as trip wires in that as soon as a restriction is violated the creditors can call the debt and force the company to pay back the loans.  What is more typical is for the loans to be restructured.  This usually means higher interest rates and fees to do the restructuring.  These all put the creditors in a better position to protect their loans.

ID1–7

Companies would usually engage in this type of behavior to try to improve their stock price.  By showing higher revenues or lower expenses investors are more likely to reward the company with a higher stock price.  Companies that have negative cash flow are under a lot of pressure to maintain a high stock price since selling stock is the only way to fund the business.  This type of incentive can lead to questionable behavior.  


The ethical implications are significant because if investors lose faith in the financial statements that are reported this would severely impact the stock market.  A strong driver to a robust economy is access to capital (stock markets).  If this source is reduced because investors don’t believe the numbers that are reported, a very bad impact on the overall economy would result. 

ID1–8

This is the normal statement that an auditor would make about a company whose books it had audited and found no significant problems. This would be part of what is called a “non-qualified opinion”.  If there was a particular item that the auditors did not agree with they would issue a “qualified opinion” – they would agree with everything except the qualified item that would be identified.


“In our opinion”, shows that the statement represents the auditor’s opinion and not a fact; “fairly, in all material respects” means that the auditors can not say that every single number is exactly accurate to the penny but that the numbers are generally accurate.  This reflects the concept of materiality; the auditors believe that all material items have been presented accurately.  Finally, “in conformity with accounting principles generally accepted in the United States of America” means that the financial statements have been compiled in a way that meets all of the accounting principles that are called GAAP in the U.S but not necessarily in conformance with international standards. 

ID1–9
Corporate governance describes the relationship among the stakeholders of a company, mainly : the shareholders, the Board of Directors, management and the company’s auditors.  Corporate governance mechanisms encourage management and the Board of Directors to act in the best interest of the shareholders and to provide the shareholders with accurate and timely financial information.  The Sarbanes-Oxley Act was passed to upgrade the financial transparency of corporate operations, requiring increased financial disclosures and management responsibilities for the intergrity of the financial statements.  Improved information provided to shareholders and other providers of capital will strenghten the confidence in the financial system, ultimately benefitting both providers and users of capital.

ID1–10
Management is charged with the responsibility to benefit the shareholders’ investment in the company.  Choosing investments that will boost the short-term results of the company in lieu of long-term gains does not meet this requirement.  While satisfying the needs of Wall Street analysts for short term results, a management decision to forego larger long term returns violates the relationship between the owners of the company and the management of the company.  Many observers feel that short term profit pressures from analysts have caused management to ignore its responsibility to work for the long term benefit of the shareholder.

ID1–11

Financial analysts are charged with the task of following companies in specified industries and evaluating the past financial performance of those companies, as well as providing guidance for expectations for future financial performance.  Until financial reporting is consistent across global lines, analysts must be in a position to understand, interpret, analyze and forecast financial performance using different financial systems.  An analyst following the pharmaceutical industry needs to understand how companies compare against each other, how Novartis stacks up against Johnson & Johnson.  Now, not only does an analyst have to understand two sets of financial reporting systems (IFRS and GAAP), but that analyst then has to perform some type of conversion, so the companies can be compared under the same (“apples to apples”) basis.  Fluency in GAAP is not sufficient; an analyst must also speak the language of IFRS and be able to translate back and forth between the two systems.
ID1–12
Accounting guidelines that are established based on a number of general principles have the advantage of being simplified and easier to understand and document.  On the other hand, guidelines that are principle-based are more ripe to be exploited by companies desiring to present their financial statements in good light.  Guidelines that are based on a detailed set of rules are, by definition, lengthy and complicated, trying to anticipate every possible business situation.  However, some argue that the more detailed rules-based approach allows the users of financial statements to review companies’ financial performance from a consistent perspective.
ID1–13
Managerial accounting is the accounting system that generates information that is used exclusively by the managers of the company.  Financial accounting refers to the financial statements that are prepared and distributed outside of the company.  So in many cases management accounting information is the operational information used by the managers of the company.  This can be very proprietary to the company and so is not made public.  Management accounting numbers are not subject to audit and therefore are prepared in whatever form is helpful to the manager.

Financial accounting information is audited and therefore has to follow GAAP.  Its primary purpose is to be used by people outside of the company.   

ID1-14
a. Google is primarily a service business, providing internet search functions and selling targeted online advertising.  However, due to a recent acquisition of part of Motorola’s cell phone business, the company also is a manufacturing company.
b.
The firm of Ernst & Young audits the financial statements of Google.  The audit report states what years and financial statements were audited and therefore being commented upon by the auditor.  The second paragraph explains what an audit is intended to do and how the company has gone about doing this audit.  The company’s internal control procedures are discussed.  Finally, the report states the auditors’ opinion regarding the financial statements that have been audited. The auditors do not evaluate the financial strength of the company; the auditor states that the financial statements “present fairly” the position of Google; it is up to the user of the financial statements to analyze the company’s performance.
c.
Net income in 2010 was $8,505,000,000, for 2011 net income was $9,737,000,000 and for 2012 net income was $10,737,000,000.

d.
The amounts shown below are in millions:


                                                     2012                              2011         . 

Total liabilities             
                   $22,083                       $14,429    
Total assets                        
            $93,798
                $72,574 
TL/TA (%)
                                       23.54%                        19.88%
Total liabilities include both Current and Long Term liabilities.  From 20111 to 2012 Google increased the percentage of its assets that were financed by liabilities.  This fact, of course, means that the company decreased the percentage of its assets that were financed by equity.
e.
Cash from operating activities was $11,081,000,000 in 2010, in 2011 it was $14,565,000,000 and in 2012 it was $16,619,000,000. 

f.
Google increased its profitability (in both raw dollars) but as a percentage of revenue the company was slightly less profitable, 2012 versus 2010.  The addition of the Motorola business might be an explanation behind the margin shift.  As noted above, the company used slightly more leverage than previously, but debt levels are still quite low in comparison to other companies.  Finally, the cash generated by the company’s core operations grew significantly from 2010 to 2012. The company is quite strong and well-positioned for the future.  
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