CHAPTER IV

(1) ACCOUNTING

Accounting, broadly conceived as the measure-
ment and communication of economic informa-
tion relevant to decision makers, has undergo
ne dramatic changes during the past decade.
Recent advances in quantitative methods, the
behavioral sciences, and information technolo
gy are influencing current thinking in finan-
cial as well as managerial accounting. Lea-
sing, pension plans, the use of convertible -
securities and warrants in mergers and adgui-
sitions, inflation, and corporate diversifica
tion are but a few of the challenging proble-
ms facing the accountant.

Despite the mass of techinical procedures and
detailed financial reports, accounting is fun
damentally concerned with managerial action -
in human organizations. It is therefore en-
couraging that the accountant's task is incre
asingly being viewed in terms of the contribu
tion which he can make to the overall manage-
ment of the enterprise rather than in terms -
of the more procedures by which he tries to -
achieve his own more limited financial objec-
tives. People are now interested in the mea-
ns by which the accountant contributes to the
long-term direction of the enterprise.

An important aspect of the changing view of -
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accounting is that increasing attention is -
being given to its human and social dimensio-
ns. Both accountants and managers are now exp
licitly recognizing that it is impossible to
deal adequately with accounting problems with
out also considering the motivations, values
and behaviors of the human members of the en-
terprise. The accountant contributes to the
success of an enterprise primarily by the way
in which he influences the behavior of other
people and, at least in theory, his procedu-
res should be designed to stimulate managers
and employees to behave in a manner which is
likely to contribute to the effectiveness of
the enterprise as a whole.

Accounting information is designed to serve -
as the basis for many important decisions --
both within and outside the enterprise. It -
is designed to assist in planning, coordina-
ting and controlling complex and interrelated
activities and to motivate people at all le-
vels in the enterprise to make and implement
those decisions which will further organigza--
tional purposes. Not surprisingly, the acco-
unting procedures which are used to satisfy
these and many other important organizational
functions have become highly technical in na-
ture. Economics is increasingly being used to
provide a sound basis for selecting informa--
tion which is relevant for decision making, -
mathematical skills now contribute to our po-
tential for rigorously analyzing complex fi-
nancial problems, and advances in computer -
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technology means that information is quickly
available.

Accounting helps Management:

Most businesses that fail lack adequate reco-
rds. Every businessman must keep books in or
der to know at all times his investment, in-

ventory, sales, receipts, expenses, profits,

losses, and net worth.

Business decisions must be based on facts. Ma
nagers of some firms watch their own progress
so closely that they have financial reports -
prepared every hour; these reports tell them
whether their decisions are justified by the
facts. A manufacturer must know his produc--
tion costs in order to set his prices; a reta
iler must watch his sales and inventory clo-
sely or the two will be out of balance. Every
business must constantly watch expenses. The
only way an adequate check can be maintained
is through keeping accounting records.

Financial Statements:

When people speak of financial statements, --
they usually refer to both the Balance Sheet
and the Income Statement.




The Balance Sheet:

A balance sheet shows the financial condition
of a business at a given date. It reports -
how much a business has, how much it owes, -
and what its net worth is. What it has is --
shown on the asset side; what it owes is sho-
wn on the liability side; and its net worth

is the difference between assets and liabili-
ties. The assets are the physical properties
of the company, such as cash, buildings, equi
pment, and other property. The liabilities -
are the debts of the company, such as amounts

owed to firms from which it has bought merchan

dise.

On both sides of the balance sheet there are
subdivisions. These are helpful in interpre-
ting the statement. Some of the more importa
nt classifications follow.

Current Assetg include cash and other items
that will ordinarily be converted into cash -
in the normal operations of a business. The
merchandise inventory is a current asset-beca
use it is converted into cash when it is sold.
Accounts receivable-the amount owed by custo-
mers are current assets because they will usu
ally be paid in 30 or 60 days.

Prepaid Expenses are payments a coﬁpany has
made for supplies or services that it will --

ordinarily use in its business. For example,
the wrapping paper and cardboard boxes a de--
partment store has on hand constitute prepaid.
expenses, The company may have purchased a -
six-month supply, which is a prepaid expense
until it is used. When a firm pays its insu-
rance or taxes in advance, the amounts are -
classified as prepaid expenses until they are
expended and are listed with the company's -
assets, Each of these items is generally cla
ssified on the balance sheet as a current --
asset since they will be consumed in the next
fiscal year.

Fixed Assets are the permanent properties -
used for business purposes. Land, buildings,
and equipment are of this type and are classi
fied as fixed assets,

Through use and the passage of time, there is.
a decrease in the value of fixed assets. This
decline is referred to as depreciation. De-
preciation will continue as long as the asset
is in use. In the preparation of a balance --
sheet, the accumulated amount of depreciation
on a fixed asset should be deducted from the -
original cost. This procedure gives the pre--
sent value of the asset,




Current Tiabilities are debts that must be -
paid within a year, The suppliers of merchan
dise wsually require payment in 30 to 60 days
after making shipment. Amounts owed to them
on open account are referred to as accounts -
payable; amounts owed on signed notes are -~
called notes payable.

Fixed Liabilities are the debts of a company
that will be outstanding for a long period of
time. A 20-year mortgage for the purchase of
a building and bonds sold to finance a compa-
ny are good illustrations of fixed liabilities,

The profit and loss statement

Not all important financial information is re-
vealed by the balance sheet., It tells nothing
about the income or expense of a business.

The report that presents this information is -
the profit and loss statement. (Sometimes it
is called the income and expense statement, br
the income statement.)

All profit and loss statements cover a period

of time, The five important items that appear
on almost every profit and loss statement are

sales, cost of goods sold, gross profit, opera
ting expenses, and net profit.

The sales are the major source of income for -
most businesses. Because of their importance,
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they are placed at the top of the statement.
The cost of goods sold is subtracted from the
sales in order to secure the gross profit.
The gross profit is the margin of profit that
a merchant receives on his sales.

After the gross profit (sometimes called gro-
ss margin) is determined, the operating expen
ses are deducted in order to find the net pro
fit or net income. Usually the operating ex-
penses will be itemized in some manner in or-
der to give greater information on the opera-
tions of the company,

Depreciation, or the annual reduction in value
of fixed assets, is one of the important ite-
ms8 of operating expenses. The cost of fixed
assets should never be included under opera--
ting expenses: only their depreciation should
be listed.

The net profit on a profit and loss statement
is found by subtracting operating expenses -
from the gross margin. It will always appear
near the bottom and is the most important fi-
gure on the entire report, because it is a -
measure of the success or failure of the busi
ness,

Journals and Ledgers

Accounting must provide a complete record so

~ that no important financial detail in the --

history of a business is omitted. In order -
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to provide this information, the first record
of a transaction is made in a journal-someti-
mes called a book of original entry. This --
Journal provides a permanent explanation of -
the day-to-day activities of the 'business. In
a well-kept journal, one should be able to re
fer to any period of time, even a time long -
past, and find what financial transactions --
took place.

Usually, large businesses will have several -
kinds of journals in which to record various
transactions. The important kinds are cash-
receipts journal, cash-payments journal, sa-
les journal, purchases journal, and general -
journal.

After the day-to-day entries have been made -
in the journals, the amounts are transferred
to accounts in the ledger. This process is -
called posting., 1In this book are accounts --
for such classifications as cash, accounts re
ceivable, sales, purchases, and dozens of --
other categories that appear on the financial
statements. The ledger is a book of final -
entry, and it is a permanent record. By look-
ing at the sales account in the ledger, for -
example, a merchant can tell how his sales -
have changed from day to day or from year to
year., Whenever financial statements are pre-
pared, the final amounts are taken from the -
ledger.

The three important ledgers that most busine-
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sses keep are general ledger, accounts-recei-
vable ledger, and accounts-payable ledger.

The general ledger is a book that includes -
all the accounts of the business-assets, lia-
bilities, incomes, and expenses. Additions -
and reductions are entered in these accounts.

The cash account in the general ledger, is a
two-sided forms

Received Paid Out

Jan 1 $ 150 Jan 10 $ 10
12 200 15 40

The amounts received are entered on the left
and those paid out on the right. The diffe--
rence between the two sides is the cash on -
hand.

Details of accounts receivable (amounts peo--
pPle owe us) and accounts payable (amounts --
owed to them) are usually kept in special le
dgers that are separated from the general le-
dger. The accounts-receivable ledger contai-
ns a record of the amount each customer owes.

The accounts-payable ledger is a record of the




amounts owed to others, Although smaller than
the accounts-receivable ledger, it is usually
large enough to require the work of several --
full-time clerks.

CHAPTER V

FINANCE

Theory of Financial Management

Finance is not unique from other aspects of -
business operations in that it has a role, as
do other management functions, in the optimi-
zation efforts of the firm. Goals are set, -
decisions are made, and models are used to --
help reach optimal decisions in terms of atta
ining these goals. 1In the language of the be
havioral theory of the firm, fipancial mana-

gement involves goals, choices, and models.

A positive statement of the goals of the firm
in modern financial literature has been expre
ssed in terms of either the maximization of -
value (or wealth) or the maximization of ex-

pected utility. Consider the following three
elements:

1. Alternative policies or decisions are re-
lated to alternative streams of earnings
over some projected period.

An appropriate procedure for handling di-
fferences in timing of cash flows must be
determined.

Investor attitudes toward risk must be de
termined, and ways of measuring risk and
bringing it into the analysis must be de-

veloped.




