
CHAPTER 15 

 

Understanding Accounting and Financial Statements 

 
Chapter Summary: Key Concepts 

 
 

Users of Accounting Information 

 
Accounting The process of measuring, interpreting, and 

communicating financial information to enable people 

inside and outside the firm to make informed decisions. 

 
Uses of accounting information Managers with a business, government agency, or not-

for-profit organization are the major users of accounting 

information, because it helps them plan and control daily 

and long-range operations. Business owners and boards 

of directors of not-for-profit groups also rely on 

accounting data to determine how well managers are 

operating the organizations. Union officials use 

accounting data in contract negotiations, and employees 

refer to it as they monitor their firms’ productivity and 

profitability performance. 

 

Business activities involving  

accounting Financing activities provide necessary funds to start a 

business and expand it after it begins operating. 

 Investing activities provide valuable assets required to 

run a business. Operating activities focus on selling 

goods and services, but they also consider expenses as 

important elements of sound financial management. 

 

Accounting Professionals 

 

Public accountants  Public accountants are independent organizations or 

individuals who provide accounting services to other 

firms or individuals for a fee. 

 

Management accountants  Management accountants provide accounting services 

within their own firm.  

 

Government and not-for-profit Government and not-for-profit accountants perform  

accountants  many of the same functions as management accountants, 

focusing on the effectiveness of their organization or 

agency rather than on profit or loss. 
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The Foundation of the Accounting System 

 
Generally accepted accounting  

principles (GAAP) Rule that accountants follow. These principles 

encompass the conventions, rules, and procedures for 

determining acceptable accounting and financial 

reporting practices at a particular time. 

 
Financial Accounting Standards  

Board (FASB) The organization primarily responsible for evaluating, 

setting, or modifying GAAP. 

 

Foreign Corrupt Practices Act  A federal law that prohibits U.S. citizens and companies 

from bribing foreign officials in order to win or continue 

business. 

 

 

The Accounting Cycle 

 
The accounting cycle The procedure by which accountants convert data about 

individual transactions to financial statements. 

 

Asset  Anything of value owned or leased by a business. 

 

Liability  Anything owed to creditors—that is, the claims of a 

firm’s creditors. 

 

Owners’ equity  The owners’ initial investment in the business plus 

profits that were not paid out to owners over time in the 

form of cash dividends. 

 

The accounting equation Assets must equal liabilities plus owners’ equity. This 

equation reflects the financial position of a firm at any 

point in time. 

 

Double-entry bookkeeping The process by which accounting transactions are 

recorded. 

 

The impact of computers and the  

Internet on the accounting process Computers have streamlined the accounting process, 

making it both faster and easier. Several software 

producers offer Web-based accounting products 

designed for small and medium-sized businesses. 

Among other benefits, these products allow users to 

access their complete accounting systems from 

anywhere using a standard Web browser. 
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Financial Statements 

 

Balance sheet Accounting statement that shows the financial position 

of a company as of a particular date and makes explicit 

the basic accounting equation  

(Assets = Liabilities + Owners’ Equity). 

 

Income statement  Accounting statement that shows the income, expenses, 

and profits or losses of a company during a period of 

time. 

 

Statement of cash flows  Accounting statement that provides investors and 

creditors with information about a company’s cash 

receipts and payments during an accounting period. 

 

Financial Ratio Analysis 

 

Ratio analysis One of the most commonly used tools for measuring a 

firm’s liquidity, profitability, and reliance on debt 

financing, as well as the effectiveness of management’s 

resource utilization. This analysis also allows 

comparisons with other firms and with the firm’s own 

past performance. 

 

Liquidity ratios  Measure a firm’s ability to meet its short-term 

obligations. Two commonly used liquidity ratios are the 

current ratio and the acid-test ratio. 

 

Activity ratios  Measure the effectiveness of management’s use of the 

firm’s resources. How fast inventory is moving or how 

much sales are generated from each dollar invested in 

assets can be measured using activity ratios. 

 

Profitability ratios Measures the organization’s overall financial 

performance by evaluating its ability to generate 

revenues in excess of operating costs and other 

expenses. 

 

Leverage ratios  Measure the extent to which a firm relies on debt 

financing. 

 

 

Budgeting 

 

Budget A planning and controlling tool that reflects the firm’s 

expected sales revenues, operating expenses, and cash 

receipts and outlays. 
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The cash budget One of the most important budgets prepared by firm, the 

cash budget is usually prepared monthly and tracks the 

firm’s cash inflows and outflows. 

 

International Accounting  

 

Exchange rates  The ratio at which a country’s currency can be 

exchanged for other currencies. 

 

International accounting standards The International Accounting Standards Board (IASB) 

developed the International Financial Reporting 

Standards (IFRS), which are the standards and 

interpretations for worldwide consistency in financial 

reporting practices. 

 

Business Vocabulary 
 
accounting generally accepted accounting principles (GAAP)  

accounting cycle  income statement  

accounting equation  International Accounting Standards Board (IASB)  

accrual accounting  International Financial Reporting Standards (IFRS)  

activity ratios  leverage ratios  

asset  liability  

balance sheet  liquidity ratios  

budget  management accountant  

cash budget  open book management  

cash flow  owners’ equity  

certified management accountant (CMA)  profitability ratios  

certified public accountant (CPA)  public accountant  

double-entry bookkeeping  ratio analysis  

Financial Accounting Standards Board (FASB)  statement of cash flows  

Foreign Corrupt Practices Act  statement of owners’ equity  

 

Application of Vocabulary 

 
Select the term from the list above that best completes the statements below. Write that term in 

the space provided. 

 

1. ____________________ is the activity of measuring, interpreting, and communicating 

financial information for internal and external decision making. 

 

2. A(n) ____________________ is a professional who has met specified educational and 

experiential requirements, and passed a comprehensive examination on accounting theory 

and practice. 

 

3. An independent professional who provides accounting services for both business and 

individuals is a(n) ____________________. 
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4. A(n) ____________________ is defined as anything of value owned or leased by a 

business. 

 

5. A claim against the assets of the business; excess of assets over liabilities is 

____________________. 

 

6. ____________________ is the term that describes any creditor’s claims against the 

business. 

 

7. The process by which accounting transactions are recorded is 

______________________. 

 

8. The ____________________ shows the financial position of an organization as of a 

given date and makes explicit the basic accounting equation. 

 

9. A professional accountant employed by a firm to develop financial information used by 

the firm’s own management is called a(n) ____________________. 

 

10. The ____________________ is the financial statement that reflects the income, expenses, 

and profits of a business over a period of time. 

 

11. The ____________________ is the method of converting information about individual 

transactions into financial statements. 

 

12. A certification for an accountant employed by a business other than a public accounting 

firm is called __________________________. 

 

13. A ____________________ is a planning and control tool that reflects projected revenues, 

operating expenses, cash receipts, and outlays for a future time period. 

 

14. An important statement that tracks the firm’s inflows and outflows of money, indicating 

when loans may be needed or when there will be excess funds to invest, is the 

____________________. 

 

15. The accounting concept upon which the balance sheet is based, in which  

Assets = Liabilities + Owners’ Equity is called the ____________________. 

 

16. ____________________ involves the use of relative quantitative measures to evaluate 

various aspects of a firm’s financial performance. 

 

17. A(n) ____________________ is used to measure a firm’s ability to meets it short-term 

obligations. 

 

18. A(n) ____________________ is used to measure the “bottom line” financial performance 

of a firm. 

 

19. A(n) ____________________ measures the extent to which a firm relies on debt 

financing in its operations. 

 

20. A(n) ____________________ measures the effectiveness of the firm’s use of its 

resources. 
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21. The ____________________ reports the firm’s cash receipts and cash payments, 

presenting information on the sources and uses of cash. 

 

22. ____________________ is the method of accounting that recognizes revenues and costs 

when they occur, not when actual cash changes hands. 

 

23. The money from operations, less capital expenditures, measures a firm’s 

____________________. 

 

24. ___________________________________ is primarily responsible for evaluating, 

setting, or modifying GAAP. 

 

25. __________________________________ is designed to show the components of the 

change in equity from the end of one fiscal year to the end of the next. 

 

26. Proponents of _______________________________ believe that allowing employees to 

view financial information helps them better understand how their work contributes to the 

company’s success. 

 

27. ____________________________________________ are the standards and 

interpretations adopted by the IASB. 

 

28. In 2001 the IASC became the _____________________________________________. 

 

29. To provide reliable, consistent, and unbiased information to decision makers, accountants 

follow guidelines, or standards, known as _____________________________________. 

 

30. The _____________________________________ is a federal law that prohibits U.S. 

citizens and companies from bribing foreign officials in order to win or continue 

business. 

 

 
Analysis of Learning Objectives 

 
Learning Objective 15.1: Explain the functions of accounting, and identify the three basic 

activities involving accounting. 

 

True or False 

 
1. _____ Accountants measure, interpret, and communicate financial information. 

 

2. _____ If a firm is seeking a loan, it will need to show the potential lender accounting 

information. 

 

3. _____ Accounting is important in profit oriented businesses but it cannot be used to 

evaluate the performance of not-for-profit organizations. 

 

4. _____ Accountants produce information used by both the firm’s managers and by outside 

parties. 
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5. _____ Today, few firms share accounting information with the firm’s non-accounting 

employees. 

 

 
Short Answer 

 

Describe how accounting data is used in each of the following business activities. 

 

6. Financing activities. 

 

 

 

 

 

 

 

7. Investing activities. 

 

 

 

 

 

 

 

8. Operating activities. 

 

 

 

 

 

 

 

 

 

Learning Objective 15.2: Describe the roles played by public, management, government, and 

not-for-profit accountants. 

 
True or False 

 

1. _____ Accountants who own their own accounting firms and who provide accounting 

services to other organizations are known as management accountants. 

 

2. _____ Since public accountants involved in an audit do not work for the firm under 

inspection, their findings are expected to be unbiased. 

 

3. _____ Government and not-for-profit accountants are concerned with an organization 

accomplishing its objectives rather than measuring the organization’s profit or loss. 
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4. _____ Management accountants prepare and report financial information for use by 

people who work in their own firm. 

 

5. _____ Management accountants may work as cost accountants, tax accountants, or 

internal auditors within their own firm. 

 

 
Learning Objective 15.3: Identify the foundations of the accounting system, including GAAP 

and the role of the Financial Accounting Standards Board (FASB). 

 

Short Answer 

 

There are four basic requirements to which all accounting rules should adhere:  

 

1. 

 

2. 

 

3. 

 

4.  

 

5. Define GAAP. 

 

 

 

 

 

 
Learning Objective 15.4: Outline the steps in the accounting cycle, and define double-entry 

bookkeeping and the accounting equation. 

 

Multiple Choice 

 
1. A chronological record of day-to-day transactions is called the: 

 

 a. ledger. c. journal. 

 b. budget. d. balance sheet. 

 

2. Separate accounts to which transactions are posted are: 

 

 a. ledger accounts. c. journal accounts. 

 b. budget accounts. d. balance sheet accounts. 

 

3. The final step in the accounting process is: 

 

 a. preparing the financial statements. 

 b. recording day-to-day transactions. 

 c. determining which types of ledgers to set up. 

 d. bringing the owners’ equity up to date. 
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4. In modern computerized accounting systems, point-of-sale terminals: 

 

 a. are increasingly replacing cash registers. 

 b. record transactions and keep inventory in one step. 

 c. are linked to systems that can automatically prepare and analyze financial 

 statements based on the original transaction entry. 

 d. all of the above. 

 

5. Accounting equation 

 

 a. is used in record transactions. 

 b. means that every transaction must have an offsetting transaction. 

c. states that assets (what a firm owns) must always equal liabilities (what a firm 

owes) plus owners’ equity. 

 d. is only used in the budget 

 

6. Double-entry bookkeeping 

 

 a.  is used in record transactions. 

 b. means that every transaction must have an offsetting transaction. 

c. states that assets (what a firm owns) must always equal liabilities (what a firm 

owes) plus owners’ equity. 

 d. is only used in the budget. 

 

Learning Objective 15.5: Explain the functions and major components of the four principal 

financial statements: the balance sheet, the income statement, statement of owners’ equity, and 

the statement of cash flows. 

 
True or False 

 

1. _____ In the basic accounting equation, assets equal liabilities plus owners’ equity. 

 

2. _____ The balance sheet is a summary statement of the revenue received and the expenses 

incurred. 

 

3. _____ The statement of cash flows summarizes the cash effects of a firm’s operating, 

investing, and financing activities during a specific accounting period. 

 

4. _____ The balance sheet shows the financial position of the firm as of a particular date. 

 

5. _____ Owners’ equity is another name for profits. 

 

6. _____ Long-term liabilities are debts that are due in one year or more after the preparation 

of the balance sheet. 

 

7. _____ Not-for-profit organizations do not need to prepare income statements. 

 

8. _____ An income statement deducts all expenses and taxes from total sales revenue to 

yield after-tax net earnings (or losses). 
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9. _____ The famous “bottom line” refers to the last figure on the income statement. 

 

10. _____ The statement of owners’ equity shows the components of the change in owners’ 

equity from the end of the prior year to the end of the current year. 

 

 

Learning Objective 15.6: Discuss how financial ratios are used to analyze a firm’s financial 

strengths and weaknesses. 

 

Completion 

 
For each of the following ratios, answer the following questions: 

 

 a. What does it measure? 

 b. What is the equation for determining the ratio? 

 c. Where do the numbers come from? 

 d. How should you evaluate the ratio? 

 

1. Current ratio: 

 

 a. 

 

 b. 

 

 c. 

 

 d. 

 

2. Acid-test (quick) ratio: 

 

 a. 

 

 b. 

 

 c. 

 

 d. 

 

3. Net profit margin: 

 

 a. 

 

 b. 

 

 c. 

 

 d. 

 

4. Return on equity: 
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 a. 

 

 b. 

 

 c. 

 

 d. 

 

5. Total liabilities to total assets: 

 

 a. 

 

 b. 

 

 c. 

 

 d. 

 

6. Inventory turnover ratio: 

 

 a. 

 

 b. 

 

 c. 

 

 d. 

 

 

 

 
Learning Objective 15.7: Describe the role of budgets in a business. 

 
True or False 

 
1. _____ Only underfinanced organizations have a need for a budget. 

 

2. _____ The budget serves as the standard with which actual performance is compared. 

 

3. _____ The budget is a firm’s short-term financial plan. 

 

4. _____ In large organizations, many people in various departments aid in preparing the 

overall budget. 

 

5. _____ Typically, budgets are prepared on a daily basis. 

 

6. _____ A budget should match income and expenses in a way that meets a firm’s goals 

while correctly timing cash inflows and outflows. 

 



15-12   Part V   Managing Technology and Information 

7. _____ Accounting departments generally provide much of the data needed in the 

budgeting process. 

 

 
Learning Objective 15.8: Outline accounting issues facing global business and the move toward 

one set of worldwide accounting rules. 

 

True or False 

 
1. _____ The IASC sets international accounting standards that are used exclusively in 

Europe and North America. 

 

2. _____ It is possible for a firm to earn a profit on an international transaction but still lose 

money due to shifts in currency exchange rates. 

 

3. _____ Today’s sophisticated accounting programs can track transactions in many different 

countries at once, but they are still not able to automatically account for the affect 

of currency fluctuations. 

 

4. _____ Data about international financial transactions must be translated into the currency 

of the country in which the parent country resides. 

 

 
Self Review 

 

True or False 

 

1. _____ Modern computerized accounting programs have made the accounting process 

much more efficient and effective. 

 

2. _____ Accountants produce financial statements that can impact a firm’s ability to start or 

expand a business. 

 

3. _____ While accountants produce information useful for financial and investment 

decisions, they are rarely called upon to analyze the operations activities of a firm. 

 

4. _____ To provide reliable, consistent, and unbiased information, accountants follow 

guidelines known as “generally accepted accounting principles (GAAP).” 
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5. _____ The four categories of financial ratios relate balance sheet and income statement 

items to one another to help pinpoint the organization’s strengths and weaknesses. 

 

6. _____ Leverage ratios measure the extent to which a firm is using debt financing. 

 

7. _____ The current ratio and acid-test ratio measure the organization’s profitability. 

 

8. _____ The inventory turnover ratio is a good example of a liquidity ratio. 

 

9. _____ On the balance sheet, liabilities should equal equity minus assets. 

 

10. _____ Accounts receivable is an example of a current asset. 

 

11. _____ The income statement presents a summary of the firm’s operations over a period of 

time. 

 

12. _____ A business can show a large profit and still run out of cash. 

 

13. _____ Public accountants can be external auditors. 

 

14. _____ The statement of cash flows deals with the sources and uses of cash.  

 

15. _____ The inventory turnover rate for a grocery store should be higher than for a furniture 

store. 

 

16. _____ Accountants who work for the government and not-for-profit organizations do not 

have to be concerned about the organization’s expenses and revenue. 

 

17. _____ Depreciation is added to net income to calculate an accurate cash flow. 

 

 
Multiple Choice 

 

1. The basic accounting equation includes all of the following, EXCEPT: 

 

 a. owners’ equity. d. liabilities. 

 b. gross sales. e. all of the above are on a balance sheet. 

 c. assets. 

 

2. On an income statement: 

 

 a. cost of goods sold is added to sales. 

 b. cost of goods sold is deducted from sales. 

 c. gross income is found by deducting taxes from net earnings. 

 d. profit is found by deducting operating expenses from sales. 

 

3. Money due from customers is counted as: 

 

 a. accounts payable. d. current liabilities. 

 b. accounts receivable. e. none of the above. 

 c. long-term liabilities. 
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4. In accounting, long-term means: 

 

 a. due in a year or longer. c. due in less than a year. 

 b. due in a month or longer. d. due in less than six months. 

 

5. The debts of a business are known as: 

 

 a. liabilities. d. revenue. 

 b. assets. e. accounts receivable. 

 c. equity. 

 

6. The difference between gross income and operating income are the: 

 

 a. assets.  c. operating expenses. 

 b. liabilities. d. equity. 

 

7. Modern computerized accounting systems: 

 

 a. adopt a “do-it-once” approach to data entry. 

 b. can post, summarize, and analyze transaction data automatically. 

 c. can track transactions in many different currencies at once and automatically 

 calculate the differences that result from currency fluctuations. 

 d. all of the above. 

 

8. A firm with a high current ratio would have: 

 

 a. high liquidity. d. low total debt ratio. 

 b. low equity. e. low earnings per share. 

 c. high inventory turnover. 

 

9. The net profit margin ratio: 

 

 a. divides net income by net sales. 

 b. is a measure of the firm’s efficiency. 

 c. should be evaluated in relation to profit forecasts, past performance, or more 

 specific industry standards. 

 d. all of the above. 

 

10. A firm generally has two sources of funds: liabilities and equity. The things these funds 

are used to buy are called: 

 

 a. assets. c. net income. 

 b. accounts payable. d. liquidity ratios. 

 

 

Application Exercises 
 

1. The following is a list of the major sections of an income statement. Arrange the 

sections in the proper sequence, noting which sections are subtracted to arrive at the 

final figure. 
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 Cost of goods sold 

 Operating expenses 

 Gross income 

 Income taxes 

 Operating income 

 Net income 

 Sales 

 

2. If a firm has current assets of $46,000 and current liabilities of $10,000, what is its 

current ratio? Is this acceptable or not? 

 

 

 

 

 

 

 

3. If a firm has $150,000 in assets, $100,000 in stockholders’ equity, and $50,000 in 

liabilities, what is the ratio of total liabilities to total assets for this firm? Is it acceptable 

or not? 

 

 

 

 

 

 

 

4. A firm has total current assets of $60,000, an inventory valued at $50,000, and current 

liabilities of $20,000. What is its current ratio? What is its quick ratio? Evaluate this 

firm’s liquidity. 

 

 

 

 

 

Short Essay Questions 
 

1. What is the accounting process? Detail each step and explain the importance of the 

financial statements that are eventually produced. 
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2. What are budgets, and what role do they play in business? 


