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In the fourth and final module of topic one we discuss the need for financial information, describe the various users of financial information, talk about the annual report and its contents, briefly talk about other types of accounting reports, discuss what characteristics are critical for accounting information to be useful besides accuracy and finally go over the basic principles and assumptions that underlie accounting information. This is an important module as it builds the foundation for your understanding of accounting.
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There is much that needs to be understood about the financial information that is communicated with various users.  First we have two broad categories of users the “internal users” and the “external users”.  Second there is a hierarchy of qualitative characteristics that must be met in order to insure that the information provided is of high quality. And third there are several accounting assumptions and principles that one must understand in order to fully understand the financial information provided. Ultimately it is up to the user to determine the quality of that information and to make decisions from that information. When the analysts following Enron ,that were giving a “buy” signal were asked if they completely understood Enron’s financial statements after its collapse; they all said “no…they had not understood some of the particulars of Enron’s annual report but that the stock continued to rise on the exchange so they figured everything was okay”. Bad information should make you wary…many keep things messy to keep people from understanding what they are doing. It is a common fraud tactic.
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Internal users primarily consist of managers and employees
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There are many external users with different needs for financial information. Stockholders are looking at financial information to see if they can make a profit with an investment into the organization.  Creditors want to know that if they make a loan to the company it will be paid back.  Suppliers want to know that if they sell you inventory on credit you will pay the bill when it arrives. Customers want to know that you are solvent and will be in business so that they can depend on you to make deliveries of inventory when they need it. 
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Financial information is generally communicated by annual or quarterly reports.  Annual reports are often glossy reports published by the company with all the requisite information plus some company public relations or PR. All of the serious stuff in the glossy reports can be found at the Securities and Exchange Commission (SEC) website.  They have a database called Edgar which you can access all the filed financial information of publicly traded companies.  In order to trade on any of the United States stock exchanges a business must file certain reports with the SEC.  The annual financial information is called a 10K and the quarterly financial information is called a 10Q.  These files are very plain and have no pictures or PR.  Just the required financial information. 
In addition to the annual and quarterly reports, companies are required by the SEC to send their shareholders proxy statements.  These proxy statements provide material facts concerning matters on which the shareholders will vote at upcoming shareholder meetings. Proxy statements also report the salaries of the top executives of a company. 

Another report that is becoming more and more widespread is the social responsibility report. These reports contain information regarding environmental, social and financial performance.  This is often referred to as the triple bottom line.  To learn more about this report you can go to www.globalreporting.org. This site is the home to the global reporting initiative which is trying to standardize the social responsibility reports much like FASB standardized the financial information in the United States.
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The basic annual report contains the following items:

· Income Statement

· Balance Sheet

· Statement of Cash Flows

· Statement of Stockholders’ Equity

· Managements Discussion and Analysis (MDA)

· Notes to the Financial Statements

· Five year Summary of Earnings and Financial Highlights
We will learn about these items throughout the course of this class.
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There are several MUST HAVE characteristics of any type of information but even more so with accounting information.  First the benefits of the information for decision making must outweigh the cost of obtaining that information.  Second it needs to be understandable.  After the collapse of Enron, several financial analysts were asked why they never noticed any irregularities in Enron’s annual report.  Many noted that they never could figure out most of Enron’s annual report but that the stock was doing so well they figured they couldn’t lose. Third, it needs to be helpful in making the financial decision at hand.  If it isn’t the information you need to make the decision it is essentially useless.
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It also must be relevant and reliable.  In terms of relevant it needs to have a feedback quality and be timely.  If you can’t get the information when you need it …it sort of is like being a “day late and a dollar short”.  In terms of reliability, information MUST be verifiable.  If the numbers can’t be verified independently then they are suspect.  One does not want to rely on numbers that others can’t produce from the same information. The information also needs to be neutral or lacking of bias. This can be hard for managers to do when they are preparing the annual report for internal and external users.  Most of us want to put our best foot forward and so we often want to gloss over the bad information and really focus on the good. 
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Accounting information must also be prepared in such a way that there is an element of comparability.  The information needs to be comparable with previous year’s information as well as comparable with the information of similarly formed organizations.  Principles and assumptions used in previous years need to be used in the current year so that the information is consistent from one year to the next.  This consistency is necessary for comparability.  The information must also be material.  In other words, the financial information must be “Big” enough to make a difference in a decision made by an internal or external user.
You can sum up all of these characteristics as being part of your “user bill of rights” for accounting information.  If any of these qualities are missing in the information it makes it hard to feel confident in the decisions made off that information. Remember, some of these decisions that are made off of this kind of information are unpleasant like the laying off of employees…so one wants to feel confident in the information.
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There are several assumptions and principles used when reporting accounting information.  We first have the “monetary unit” assumption which basically states that only those things that can be expressed in terms of money can be reported. 
Second we have the “Economic or Separate Entity” assumption.  Essentially every economic entity must be separately identified and accounted for or in other words you need to keep personal financial records separated from your business’s financial records.  Co-mingling of funds is never appropriate and can lead to some real problems particularly when determining how much you owe the IRS at the end of the year.

Third we have the Time period assumption which basically states that a business’s life is divided up into artificial periods usually in years.

And fourth we have the “Going concern” assumption which basically means that the business will be in continued operations for the foreseeable future…in other words…no one expects the company to go bankrupt any time soon 
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Next we have the “Cost Principle” which simply states that all assets must be recorded at cost in financial records and not their market value and finally we have the “Full Disclosure Principle” which says that all transactions that would affect the decisions of financial statement users should be reported
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As mentioned earlier, this module outlines the foundation necessary to evaluate and analyze accounting information. It is critical in this day and age that a person evaluate the information provided to them for soundness. A cursory review of the process that generates the data that makes up the report will give you reams of information on its value. Remember…garbage in garbage out. 

Another invaluable analysis tool is use BOTH inductive and deductive reasoning. It is important to develop skills where you can go from the detail to the big picture and from the big picture to the detail. You should ask yourself “what is the big picture here?” or “What details am I missing?” So often my friends and family will make statements as though they are fact or they will take the word of another without bothering to ask a simple question like “Who told you that?” or “where did you see that?” When I ask them these questions they look at me with astonishment and reply “I don’t know”.  Periodically I ask them how they know the information is good particularly when they tell me they got the info from a friend or relative who we all know tends to embellish a bit. It is critical to evaluate your information source…particularly if you are making a big decision based upon that information.
Finally, before you can understand any information you need to understand your perspective and your bias from which you view information. Know thy self! In addition,  you can’t judge another’s ideas and decisions until you turn and look at what he/she is seeing. You might make the same crazy decision if you were looking at it from their angle. Take the time  to analyze the information provided before you formulate an important decision. 
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