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Understanding 
Accounting 

After reading this chapter, you should be able to: 

1!•11 Explain the role of accountants and distinguish among 
the three types of professional accountants In Canada. 

l!•fM Explain how the accounting equation Is used. 

I!•Q Describe three basic financial statements and shO'N 
how they reflect the activity and financial condition of a business. 

1!•11 Explain the key standards and principles for reporting 
financial statements. 

I!•IW Explain how computing financial ratios can help in 
analyzing the financial strengths of a business. 



User name: Grux G Book: Business Essentials, Sixth Canadian Edition   Page: 287
No part of any book may be reproduced or transmitted by any means without the publisher's prior permission. Use (other than qualified fair use) in violation of the 
law or Terms of Service is prohibited. Violators will be prosecuted to the full extent of the law. 

Page 7 of 10CourseSmart - Print

9/27/2011http://www.coursesmart.com/print?xmlid=9780132146746/281&pagestoprint=10

What's the Latest on Pension Accounting? 

The dramatic decline of the stock market in 2008 created large pension short fulls because the market 
value of the assets that pension plans held declined sharply. The Ontario Teachers' Pension Plan, for 

example, posted an 18 percent loss in 2008 (the fund's value declined by $21 billion), and the Ontario 
Municipal Employees Retirement System (OMERS) lost 15.3 percent. As of2008, GM Canada's pensio n 
plan was under-funded by more than $6 billion, which meant that workers would receive only 50 per
cent of what they thought they were going to get. The Canada Pension Plan (CPP) has also been hard hit. 
During the second quarter of fiscal 2009, the CPP fund declined in value by 6.7 percent ($7 .9 billion). 

In 2007, the typical pension plan was 96 percent funded (i.e., the market value of a pension plan's 
assets nearly equalled its liabilities), but in 2008 the typical pension plan was only 59 percent funded. By 
2009, the typical pension plan had improved to 74 percent funded because: the stock market had gained 
back some of what it lost in 2008. But more than half of all pension plans still are less than 80 percent 
funded, and they wiJI need to achieve re run1s of 
7.5 percent annually fo r the next 1; years just to 
ren1m to fully funded status. 

The pro blems in pension plans have been 
caused by a vat·iety of factors, but two stand out. 
First, recent returns on investments held by pen
sion plans have bee n much lower than anticipated. 
In the 1990s, returns on pension plan investments 
averaged 11 percent (higher than the 7.5 percent 
that had been predicted). But during the economic 
downturn of2001-2003, the average rate of return 
for pension plan investme nts was just 3.1 percent, 
well below the 7 percent that had been assumed. 
And during 2008-2009, pension funds lost 15 to 
30 percent of their value. econd, because pension 
plan investments bad achieved such high renl111S 
in the 1990s, many companies took contribution 

How Will This Help Me? 
By understanding the material presented in 
this chapter, you'll benefit in three ways: {1) if 
you're an entrepreneur thinking about start
ing your own business, you'll discover your 
obligations for reporting your firm's financial 
status, (2) as an employee or manager, you'll 
better understand how your company's opera
tions influence its financial performance, and 
(3) as an investor, you'll learn how to interpret 
financial statements so that you can evaluate 
a company's financial condition and its pros
pects for the future. 
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"holidays" and did not contribute anything to the plans they were sponsoring. With the lower investment 
returns of the twenty-first century, pension surpluses qukkly became pension deficits. 

The simplest solution to the pension problem is to drop defined benefit pension p lans (which guaran
tee emp loyees a certain level of income during retirement) and replace them with defined contribution 
pension p lans (which simply require a company to contribute a certain amount of money each year). 
With defined contribution plans, the company's liability is known, but the value of the pension when 
an employee retires is unknown (its value is determined solely by the rate of ret1.1rn that the investments 
in the p lan have achieved). Defined contribution plans obviously reduce uncertainty for the company, 
but increase uncertainty for retirees. 

Companies are, in fact, shifting to defined contribution pension p lans. In the United States, for exam
p le, there were 112 000 defined benefit plans in 1985, but now there are fewer than 30 000. The move 
away from defmed benefit p lans is also occurring in Canada, although at a slower rate. But the change 
is likely to accelerate, since Canadian legislation requires companies to bear the full fmancial burden of 
pension deficits. The current crisis in defined benefit p lans means that over the next five years, billions 
of extra dollars wi ll have to be put into those plans to make up for past investment losses. Companies, 
therefore, have an incentive to move away from defined benefit p lans and toward defined contribution 
plans because with the latter they at least know what their contribution requirements are. 

Canadian accounting rules may also need to be re-examined . Under c urrent rules, companies can 
delay recognizing changes in the value of their pension p lans. Using a practice called "smoothing, • com
panies can spread the reporting of changes over several years. When stock markets were booming, no 
one scrutinized pension plans much because their value was going up. But w hen stock markets started 
dropping, large liabilities began building up (but companies kept that information off their balance 
sheets). National Bank Financial studied 79 Canadian companies-representing 80 percent of the capi
talization of the S&PffSX-and found that their off-balance-sheet pension deficits totalled $21 billion. 

Canadian and intem atjonal accounting regulators are working on changes to accounting rules that 
w iU bring more realism to pension reporting. The most obvious change involves endi11g the practice of 
smoothing anu rt:purting pension ftmd returns as they ac.:tuaJiy take place. nus means that income from 
the pension fund would be reported as investment income and the costs of running the pension fund 
would be reported as expenses. Regulators recognize that a change like this will increase the volatility in 
the earnings that corporations report, but they point out that investors will be able to more clearly see 
w hat is happen ing (good or bad) in a company's pension fund. Unfortunately, the economic problems 
that developed in 2008 made it very difficult to e nd the practice of smoothing. In fact, companies were 
given even more time (10 years) to make up for pension shortfalls. 

ACCOUNTING 
A comprehensive 
system for colectir9. 
analyzing, and com
municating fiMnCial 
infoonation. 

BOOKKEEPING 
Recording accounting 
transactions. 

ACCOUNTING 
INFORMATION 
SYSTEM (AIS) 
An orgenjzed proced.Jre 
fer ickn\¥19, mee>slling, 
recordng, and retaining 
financial information so 
thet it can be U9ed in 
OOCOl.f1ti1g statements 
and management 
reports. 

What Is 
Accounting? 
Accounting is a comprehensive 
infonnation system for collecting, 
analyzing, and communicating 
financial infonnation. ltmeasuras 
business performance and 
translates the findings into infor
mation for management deci
sions. Accountants prepare 
perfonnance reports for own
ers, the public, and regulatory 
agencies. To perform these 
functions, accountants keep 
records of such transactions 
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as taxes paid, income received, and expenses incurred, 
and they analyze the effects of these transactions on partic
ular business activities. By sorting, analyzing, and record
ing thousands of transactions, accountants can detennine 
hCM' well a business is being managed and how financially 
strong it is. Bookkeeping is just one phase of accounting
the recording of accounting transactions. 

Because businesses engage in many thousands of 
transactions, ensuring that financial infonnation is con
sistent and dependable is mandatory. This is the job of 
the accounting information system (AIS): an organized 
procedure for identifying, measuring, recording, and 
retaining financial infonnation so that it can be used in 
accounting statements and management reports. The 
system includes all of the people, reports. comput
ers, procedures, and resources for compiling financial 
transactions.1 The boxed insert entitled "The Green 
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Revolution Hits Accounting" describes several ways 
that accountants are becoming more environmentally 
responsible. 

Users of accounting information are numerous: 

• Business managers use accounting information to set 
goals, develop plans, set budgets, and evaluate Mure 
prospects. 

• Employees and unions use accounting information to get 
paid and to plan for and receive such benefits as health 
care, insurance, vacation time, and retirement pay. 

• Investors and creditors use accounting information 
to estimate returns to stockholders, determine a 

THE GREENING OF BUSINESS 

company's growth prospects, and determine whether 
it is a good credit risk before investing or lending. 

• Tax authorities use accounting information to plan for 
tax inflows, determine the tax liabilities of individuals 
and businesses, and ensure that correct amounts are 
paid on time. 

• Government regulatory agencies rely on account
ing information to fulfill their duties. Provincial 
securities regulators, for example, require firms to 
file financial disclosures so that potential investors 
have valid information about a company's financial 
status. 

The Green Revolution Hits Accounting 
In accounting, there is one important activity that 
impacts the environment, and that is the use of paper 
for all those financial statements. But the electronic 
revolution has provided accountants with the oppor
tunity to reduce paper waste; to quickly respond to 
clients; to reduce the costs associated with storing, 
tracking, and accessing documents; and to work virtu
ally anywhere in the world via the internet. Traditional 
accounting firms spend a lot of valuable time handling 
paperwork such as invoices. A paperless system elimi
nates the need to store paper invoices by storing their 
digital images and retrieving the images as needed. 
Firms now have easier access to more data, facilitating 
analyses that can save thousands of dollars. 

There are real i ncentives for companies to 
embrace environmentally friendly business practices 
like saving paper. But careful thought has to be given 
to how this will be done because of the well-known 
tendency of human beings to resist change. To resolve 
any resistance that is based on technical concerns, 
management must ensure that the IT infrastructure is 
working properly and that there is an adequate stor
age and security system. To deal with resistance that 
is based on emotional concerns, management needs 
to provide incentives to motivate people to change to 
the new system. Digital files, for example, reduce the 
need to travel in order to share documents with clients 
and other associates. This also enables companies to 

reduce their dependency on a traditional work envi
ronment because more employees can choose to 
work flexible hours and have a more balanced work 
and family life. Another incentive is the increased effi
ciency that will be evident with the use of electronic 
technology. Increased efficiency means that a given 
amount of work can be done with fewer people than 
were previously needed, and this will increase com
petitiveness. 

It is anticipated that accounting firms will 
increasingly train their clients to perform more of the 
initial data entry to allow for the electronic exchange 
of information. Firms will no longer be limited by 
geographic boundaries. They can also bill for higher
level accounting tasks and be much more selective 
about their clients. These new methods will help 
eliminate the bottom 10 to 20 percent of unproduc
tive clients and allow more time to cultivate the prof
itable files. 

Critical Thinking Questions 
1. There are clearly benefits for firms that embrace 

green accounting practices, but are there also 
benefits to clients? If so, describe them. 

2. Why might there be reluct ance on the part of 
accounting firms or their clients to embrace green 
initiatives like paperless systems? 
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CONTROLLER 
The inc::i\.idual who 
manages all the lim's 
accoL.nting activities. 

FINANCIAL 
AC COUNTING 
SYSTEM The process 
•htlereby interested 
goupa are kept 
informed about the 
finmcial condition of 
a fim. 

MANAGERIAL (OR 
MANAGEMENT) 
AC COUNTING 
Internal procedures 
that alert managers to 
problems and aid them 
in plaming and deci
sion making. 

CHARTERED 
AC COUNTANT (CA) 
An indMdual who has 
rret certain experience 
and education require
ments and has passed 
a licensO-lg examina
tion; acts as an out&ide 
accoL.ntant for other 
firms. 

CERTIFIED GENERAL 
ACCOUNTANT (CGA) 
An indMdual who 
has completed an 
ad.lcation program 
and passed a naticnal 
exam; works in priwte 
industry or a CGA firm. 

1!·11 Who Are 
Accountants 
and What Do 
They Do? 
At the head of the accounting 
system is the controller, who 
manages all of the firm's account
ing activities. As chief account
ing officer, the controller ensures 
that the accounting system pro
vides the reports and statements 
needed for planning, controlling, 
and decision-making activities. 
This broad range of activities 
requires different types of exper
tise among accounting special
ists. We begin our discussion by 
distinguishing between the two 
main fields of accounting: finan

cial and managerial. Then we dis
cuss the different functions and 
activities of the three professional 
accounting groups in Canada. 

Financial and Managerial 
Accounting 
As we have just seen, it is impor
tant to distinguish between users 
of accounting information who 
are outside a company and users 
who are inside the company. 

Financial Accounting A firm's financ ial accounting 
system is concerned with external users of information 
such as consumer groups, unions, stockholders, and 
government agencies. Companies prepare and publish 
income statements and balance sheets at regular inter
vals, as well as other financial reports that are useful for 
stockholders and the general public. All of these docu
ments focus on the activities of the company as a whole, 
rather than on individual departments or divisions. 

Managerial Accounting In contrast, managerial (or 
management) accounting serves internal users. Managers 
at all levels need information to make decisions for their 
departments, to monitor current projects, and to plan for 
Mure activities. Other employees also need accounting 
information. Engineers, for instance, want to know the 
costs for materials and production so that they can make 
product operation improvements. To set performance 
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A financial report is an integral component of the 
financial accounting system. 

goals, salespeople need data on past sales by geographic 
region. Purchasing agents use information on material 
costs to negotiate terms with suppliers. 

Professional Accountants 
Three professional accounting organizations have devel
oped in Canada to certify accounting expertise. 

Chartered Accountants The Canadian Institute of 
Chartered Accountants (CICA) grants the chartered 
accountant (CA) designation. To achieve this desig
nation, a person must earn a university degree, then 
complete an educational program and pass a national 
exam. About half of all CAs work in CA firms that offer 
accounting services to the public; the other half work 
in government or industry. CA firms typically provide 
audit, tax, and management services. CAs focus on 
external financial reporting, that is, certifying for various 
interested parties (stockholders, lenders, the Canada 
Revenue Agency, etc.) that the financial records of a 
company accurately reflect the true financial condition 
of the firm. In 2008, there were about 74 ooo CAs in 
Canada.2 

Certified General Accountants The Certified General 
Accountants Association of Canada grants the certi
fied general accountant (CGA) designation. To become 
a CGA, a person must comlete an education program 
and pass a national exam; to be eligible, a person must 
have an accounting job with a company. CGAs can audit 
corporate financial statements in most provinces. Most 
CGAs work in private companies, but there are a few CGA 
firms. Some CGAs also work inCA firms. CGAs also focus 
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on external financial reporting, and emphasize the use of 
the computer as a management accounting tool. In 2008, 
there were about 71 000 CGAs in Canada, the Caribbean, 
and China.3 

Certified Management Accountants The Society of 
Management Accountants of Canada grants the certi
fied management accountant (CMA) designation. To 
achieve the designation, a person must have a university 
degree, pass a two-part national entrance examination, 
and complete a strategic leadership program while gain
ing practical experience in a management accounting 
environment. CMAs work in organizations of all sizes, and 
focus on applying best management practices in all ofthe 
operations of a business. CMAs bring a strong market 
focus to strategic management and resource deployment, 
synthesizing and analyzing financial and non-financial 
information to help organizations maintain a competitive 
advantage. CMAs emphasize the role of accountants in 
the planning and overall strategy of the firm in which they 
work. In 2008, there were about 40 000 CMAs in Canada, 
with an additional10 000 students in the program.4 

Accounting Services 
CAs and CGAs usually perform several accounting ser
vices for their clients. The most common of these are 
auditing, tax services, and management services. 

Auditing In an audit, accountants examine a compa
ny's AIS to ensure that it adheres to generally accepted 
accounting princ iples (GAAP)--a body of theory and 
procedure developed and monitored by the CICA. An 
audit involves examination of receipts such as ship
ping documents, cancelled cheques, payroll records, 
and cash receipts records. In some cases, an auditor 
may physically check inventories, equipment, or other 
assets, even if it means descending 200 metres into an 
underground mine. At the end of an audit, the auditor will 
certify whether the client's financial reports comply with 
GAAP. 

International accounting standards In a globalized 
economy, users of financial information want assurances 
that accounting procedures are comparable from coun
try to country. So, the International Accounting Stan
dards Board (IASB) has developed International Financial 
Reporting Standards (IFRS), a sort of "global GAAP," 
which is now being used by more than 1 00 countries. 5 

Canadian companies adopted the I FRS on January 1, 
2011, but it required a lot of work to determine how to 
present accounting Information in a way that satisfies 
the new standards.6 IASB financial statements require 
an income statement, balance sheet, and statement of 

cash flows, which are similar 
to those that have historically 
been developed by Canadian 
accountants, but a uniform for
mat is not required and there is a 
lot of variety. Some accounting 
expert.s argue that IFRS gives 
managers too much leeway to 
report the figures they want, 
and that means less protection 
for investors? The U.S. resisted 
the adoption of IFRS, and in 
2010 the IASB announced that 
it would no longer pursue con
vergence of standards with the 
U.S. as a key objective.8 

The new IASB standards 
may have a noticeable impact 
on the way Canadian com
panies report some financial 
results. For example, suppose 
a company has a customer loy
alty plan that gives customers 
points for purchases they make, 
and then these points can be 
redeemed for free products. If 

CERTIFIED MAN
AGEMENT ACCOUN
TANT (CMA) 
An individual who has 
completed a urllier · 
aity degree. paseed 
a nabonal exarrina
tion, and oompleted 
a strategic leadenohip 
program; works n 
industry end faa.es on 
intemel management 
accounting. 

AUDIT 
An accountant's exami· 
nation of a comp<r~y's 
financial records to 
determne if it used 
proper procedures to 
prepare its financial 
reports. 

GENERALLY 
ACCEPTED 
ACCOUNTING PAIN· 
CIPLES (GAAP) 
Standard rules end 
methods used by 
accountants in prepar· 
ing finencia reports. 

a customer makes $1000 in purchases and earns points 
that can be redeemed for $25 worth of merchandise, the 
company may have historically counted the $1000 as 
sales revenue and then also counted the $25 as sales 
revenue when the points were redeemed. But under the 
new IFRS, companies cannot add the $25 to the origi
nal $1000. The new rules will reduce the apparent same
stores sales growth numbers for these companies.9 

Detecting fraud In recent years, there has been much 
publicity about the alleged failure of auditors to detect 
fraud. Therefore, when audits are being conducted, 
forensic accountants may be used to track down hid
den funds in business firms. Because white-collar crime 
is on the increase, the number of forensic accountants 
has increased in recent years. The boxed insert entitled 
"Opportunities in Forensic Accounting" gives more infor
mation on this interesting career path. 

Tax Services Tax services include helping clients not 
only with preparing their tax returns but also in their tax 
planning. Tax laws are complex, and an accountant's 
advice can help a business structure (or restructure) its 
operations and investments and save millions of dollars 
in taxes. To serve their clients best, of course, accoun
tants must stay abreast of changes in tax laws-no 
simple matter. 
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MANAGEMENT 
CONSULTING 
SERVICES Specialized 
aooounting ll<lfVicee to 
help managers resolve 
e variety of problems 
in finance, production 
scheduling, end other 
areas. 

PRIVATE ACCOUN· 
TANT An accourtant 
tired e.s a salaried 
employee to deal with a 
company's day-to-day 
eooounting needs. 

Management Consulting Ser
vices Management consulting 
services range from personal 
financial planning to planning 
corporate mergers. Other ser
vices include plant layout and 
design, marketing studies, pro
duction scheduling, computer 
feasibility studies, and design 
and implementation of account
ing systems. Some CA firms even 
assist in executive recruitment. 
Small wonder that the staffs of 

MANAGING IN TURBULENT TIMES 

CA firms include engineers, architects, mathematicians, 
and even psychologists. 

Private Accountants 
Private accountants are salaried employees who deal 
with a company's day-to-day accounting needs. Large 
businesses employ specialized accountants in such 
areas as budgets, financial planning, internal auditing, 
payroll, and taxation. In a small firm, a single individual 
may handle all accounting tasks. The work of private 
accountants varies, depending on the nature of the spe
cific business and the activities needed to make that 
business a success. An internal auditor at Petro-Canada, 

Opportunities in Forensic Accounting 
Anyone who watches television knows about the 
forensic investigations that police officers conduct as 
they try to catch the bad guys (think CS/: Miami). It's 
pretty interesting stuff. But did you know that foren
sics is also very relevant to the field of accounting? The 
numerous corporate financial scandals of the last few 
years have caused an increase in demand for forensic 
accountants-individuals who investigate the finan
cial transactions of companies in order to determine 
if something fishy is going on. According to the latest 
Kroll Global Fraud Report, companies lost an average 
of $8.2 million to fraud in the past three years, largely 
because of the credit crunch and tough economic 
climate. 

Fraud examiners interview high-level executives, 
pursue tips from employees or outsiders, and comb 
through emails, searching for suspicious words and 
phrases. The CA designation in investigative and 
forensic accounting (CA IF A) provides in-depth know
ledge and experience in investigative and forensic 
accounting. This is accomplished through a profession
endorsed certification process that has ongoing expe
rience and education requirements. Individuals who 
pursue a career in IFA are well positioned to practise 
in areas such as fraud and economic loss quantifica
tion. Some of their responsibilities include testifying as 
expert witnesses, investigating and analyzing finan
cial evidence, and getting involved in criminal inves
tigations (especially in the rapidly evolving area of 
computer and internet fraud). 

Most of the publicity about financial scandals 
focuses on large companies, but forensic investiga
tion is needed in businesses of all shapes and sizes. 

292 Part ill: Managing Operations and Information 

The Atlantic Lottery Corporation, for example, hired a 
forensic accounting firm to review the operations of 
its small, individually owned lottery retail outlets when 
reported winnings were higher than statistically possi
ble. That led to widespread concerns that some retail
ers were cheating by pocketing prizes won by other 
players who weren't properly notified of their winnings. 

At the other end of the size scale, a major multina
tional consumer-goods producer became concerned 
when one of its best-known products began to lose 
market share in Europe because a competitor was sell
ing its brand at a substantially lower price. Kroll was 
asked to determine whether the competitor's actions 
were legitimately supported by lower production 
costs or whether they reflected unfair market practices. 
After considerable research, Kroll discovered that the 
competitor had indeed found a novel means of pro
duction that sharply reduced its costs without reduc
ing the quality of its product. Kroll recommended that 
the company license the technology so that it could 
also achieve lower costs. 

Critical Thinking Questions 
1. Visit the Canadian Institute of Chartered 

Accountants (www.cica.ca) website. How much 
emphasis is placed on forensic accounting? How 
does a person become a forensic accountant? 

2. Interview a forensic accountant and ask the fol
lowing questions: (a) What general approach 
do forensic accountants take when investigat
ing the financial statements of companies? and 
(b) What specific techniques are used to determine 
whether accounting fraud has occurred? 
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for example, might fly to the Hibernia site to confirm 
the accuracy of oil-flow meters on the offshore drilling 

platform. But a supervisor responsible for $200 million 
in monthly accounts payable to vendors and employees 
may travel no further than the executive suite. 

The Accounting Cycle Private accountants use a six
step process to develop and analyze a company's finan

cial reports (see Figure 11.1 ). The first step is to analyze 
data that are generated as a result of the company's 
regular business operations (sales revenue, income tax 

payments, interest income, inventory purchases, etc.). 
These transactions are entered in a journal (which lists 

them in chronological order) and then in a ledger (which 
shows the increases and decreases in the various asset, 
liability, and equity accounts). Then the ledger amounts 

for each account are listed in a trial balance (which 
assesses the accuracy of the figures). Financial state
ments (balance sheet, income statement, and state
ment of cash flows) are then prepared, using GAAP. The 
last step in the process involves analyzing the financial 

statements (for example, by using ratio analysis). Many 
years ago, these steps were done laboriously by hand, 
but now computers are used to help private accountants 

efficiently work through the six steps. 

IC·f* The Accounting 
Equation 
All accountants, whether public or private, rely on record 

keeping. Underlying all record-keeping procedures is the 
most basic tool of accounting: the accounting equation. 
At various points in the year, accountants use the follow
ing equation to balance the data pertaining to financial 
transactions: 

Assets = Liabilities + Owners' equity 

I. 
twqze 

trnnsodion 
documents 

(for eJCample, 
sales slips 

trn .... l 
expenses, 

payments to 
employees, 

etc.). 

Figure 11.1 
The accounting cycle. 

2. 
Record 

transactioos 
in a journal 

3. 
Transfer 
entries 

from the 
journal 

to a ledger 

After each transaction (e.g., 
payments to suppliers, sales to 

customers, wages to employ
ees), the accounting equation 
must be in balance. To under
stand the importance of this 
equation, we must understand 

the terms assets, liabilities, and 
owners' equity.10 

Assets and Liabilities 
An asset is any economic 

resource that Is expected to 
benefit a firm or an individual 

who owns it. Assets include 
land, buildings, equipment, 
inventory, and payments due to 

the company (accounts receiv
able). A liability is a debt that the 
firm owes to an outside party. 

Owners' Equity 
You may have heard of the 

ACCOUNTING 
EQUATION 
Assets - Uablitiee + 
Owners' Eq..Oty; the for
rnJa used by accoun
tenta to belanoe data 
for the firm's fiw1cial 
transactions at varous 
points in the year. 

ASSET 
Anything of economic 
value owned by a firm 
or individual. 

L IABILITY 
Any debt owed by a firm 
or indi'lidual to others. 

OWNERS' EQUITY 
Any positive differ
ence between a firm's 
assets and its liabilities; 
what would remain 
for a firm's O'Mler8 if 
the company 'MlrB 

lqUdated. all ~e aseets 
were sold. md ell ita 
debts were paid. 

equity that a homeowner has in a house-that is, the 

amount of money that could be made by selling the house 
and paying off the mortgage. Similarly, owners' equity is 

the amount of money that owners would receive if they 
sold all of a company's assets and paid all of its liabilities. 
We can rewrite the accounting equation to highlight this 

definition: 

Assets- Liabilities= Owners' equity 

H a company's assets exceed its liabilities, ovvners' equity 
is positive; if the company goes out of business, the ovvners 

will receive some cash (a gail) after selling assets and paying 

4. 
Do a trial 
balance 

5. 
Prepare 
financial 

slatements 
(i.e., income 
slatement, 
balance 
sheet, 
and 

statement 
of cash 
ftows) 

6. 
Analyze 

the financial 
slatements 
(e.e., usina 

ratio analysis) 
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DOUBLE- ENTRY 

ACCOUNTING 
SYSTEM A bookkeep
ing system, developed 
in the fifteenth century 
and still in use, thel 
requires avery transac
tion to be entered in 
two ·~s--hrm it 
affects esseta and haw 
it affects liei:Jiities and 
ownera' eq<.ity---eo 
that the SCOOU'Iti'lg 
equation is ~'J8Y8 il 
balance. 

FINANCIAL 
STATEMENTS Any of 
several typee of broad 
reports regarding a 
company's finandal 
status; most often uesd 
in reference to beiBnce 
sheets, income state
ments, and/or state
ments of cash flows. 

BALANCE SHEET 
A type of financial 
statement that summa
rizes a firm's financial 
position on a particular 
date in terms of its 
aasets, liabilities, and 

owners' equity. 

CURRENT ASSETS 
Cash and other assets 
that can be converted 
into cash within a year. 

LIQUIDITY The eeee 
and speed with •Mich en 
asset can be COI'Mlrted 
to cash; cash is said to 
be perfectly iq.jd. 

ACCOUNTS 

RECEIVABLE 
AmOt.nts dJe to the firm 
from customers who 
hew puchassd goods 
or services on credit; a 
form of current aaset. 

MERCHANDISE 
INVENTORY The cost 
of merchandise that 
has been acquired for 
sale to customers but 
is still on hand. 

PREPAID EXPENSES 
Includes supplies on 
hand and rent paid for 
the period to come. 

The inventory at this auto dealership is among the company's 
assets. The cars constitute an economic resource because the 
firm will benefit financially as it sells them. 

off liabilities. If liabilities outweigh 
assets, owners' equity is nega
tive; assets are insufficient to pay 
off all debts. If the company goes 
out of business, the owners will 
get no cash and some creditors 
won't be paid. Owners' equity is 
meaningful for both investors and 
lenders. Before lending money 
to owners, for example, lenders 
want to know the amount of own
ers' equity in a business. Owners' 
equity consists of two sources of 
capital: 

D The amount that the owners 
originally invested. 

B Profits earned by and rein
vested in the company. 

When a company operates 
profitably, its assets increase 
faster than its liabilities. Owners' 
equity, therefore, will increase if 
profits are retained in the business 
instead of paid out as dividends to 
stockholders. Owners' equity also 
increases if owners invest more 
of their own money to increase 
assets. However, owners' equity 
can shrink if the company oper
ates at a loss or if owners with
draw assets. 

1!·11 Financial Statements 
If a business purchases inventory with cash, cash 
decreases and inventory increases. Similarly, if the busi
ness purchases supplies on credit, supplies increase and 

so do accounts payable. Since every transaction affects 
two accounts, doub le-entry accounting systems are 
used to record the dual effects of financial transactions. 
These transactions are reflected in three important finan
cial statements: balance sheets, income statements, and 
statements of cash flows. tt 

Balance Sheets 
Balance sheets supply detailed information about the 
accounting equation factors: assets, liabilities, and own

ers' equity. Figure 11.2 shows the balance sheet for 
Perfect Posters. 

Assets As we have seen, an asset is any economic 
resource that a company owns and from Which it can 
expect to derive some future benefit. Most companies 
have three types of assets: current, fixed, and intangible. 

Current Assets Current assets include cash, money 
in the bank, and assets that can be converted into cash 

within a year. They are normally listed in order of liquidity, 
that is, the ease with Which they can be converted into 
cash. Business debts, for example, can usually be sat
isfied only through payments of cash. A company that 
needs cash but does not have it- in other words, a com
pany that is not liquid-may be forced to sell assets at 
sacrifice prices or even go out of business. 
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By definition, cash is completely liquid. Marketable 
securities (e.g., stocks or bonds of other companies, gov
ernment securities, and money market certificates) are 
slightly less liquid but can be sold quickly if necessary. 
Three other non-liquid assets are accounts receivable 
(amounts due from customers who have purchased 
goods on credit), merchandise inventory (merchandise 
that has been acquired for sale to customers and is still 
on hand), and prepaid expenses (supplies on hand and 
rent paid for the period to come). Figure 11.2 shows that 
Perfect Posters' current assets as of December 31 , 2009, 
totalled $57 21 o. 
Fixed Assets Fixed assets (e.g., land, buildings, and 
equipment) have long-term use or value. As buildings 
and equipment wear out or become obsolete, their value 
depreciates. Various methods can be used to calculate 
depreciation, but in its simplest sense, depreciation 
means determining an asset's useful life in years, divid
ing its worth by that many years, and then subtracting 
the resulting amount each year. The asset's remaining 
value therefore decreases each year. In Figure 11.2, 

Figure 11 .2 

Perfect Posters shows fixed 
assets of $107 880 after depre
ciation. 

Intangible Assets Although 
their worth is hard to set, intan
gible assets have monetary 
value. Intangible assets usu
ally include the cost of obtain
ing rights or privileges such as 
patents, trademarks, copyrights, 
and franchise fees. Goodwill is 
the amount paid for an existing 
business beyond the value of its 
other assets. Perfect Posters has 
no goodwill assets, but it does 

own trademarks and patents for 
specialized storage equipment. 
These intangible assets are 
worth $8000. Larger companies 
have intangible assets that are 
worth much more. 

Perfect Posters' balance sheet shows clearly that the firm's total 
assets equal its total liabilities and owners' equity. 

0 0 0 0 0 0 0 0 0 Perfect Posters, Inc. 
555 Riven~ew, Toronto, Ontario 

Perfect Posters, Inc. 
Balance Sheet 

As of December 3 1, 2009 

Assets 
Current Assets: 

Cash ................ . 
Marketable securities ... . 
Accounts receivable ..... $26,210 
Less: Allowance of 

doubtful acco\tnts. . . . . ( 650) 

Merchandise inventory .... . 
Prepaid expenses ........ . 

Total current assets 

Fixed Assets: 
Land ................ . 
Building .. . . . . . . . . . . . . 65,000 
Less: Accumulated 

depreciation . . . . . . . . . (22,500) 

Equipment .............. 72,195 
Less: Accumulated 

depreciation . . . . . . . . . (24,815) 
Total fixed assets ... 

Intangible Assets: 
Patents . . . . . . . . . . . . . . . 7,100 
Trademarks . . . . . . . . . . . 900 

Total intangible 
assets ........... . 

Total assets ............. . 

$7,050 
2,300 

25,560 

21 ,250 
1,050 

18,000 

42,500 

47,380 

$57,210 

107,880 

Liabilities and Owners' Equity 
Current liabilities: 

Accounts payable .... . 
Wages payable ...... . 
Thxes payable ...... . 

Total current liabilities 

Long-term liabilities: 
Notes payable, 8% 

due 2010 .......... . 
Bonds payable, 9% 

due 2012 ......... . 
Total long-term 

liabilities ...... . 

Totallia bill ties ........ . 

Owners' Equity 
Common stock, $5 par 

$16,315 
3,700 

___l.lli_ 

10,000 

Additional paid-in capital ... . 
Retained earnings .......... . 

Total owners' equity .... . 

Totalliablllties and owners' equity ... 

FIXED ASSETS 
Assets that have 
long-term use or value 
to the firm, such as 
land, buildings, a nd 
machinery. 

DEPRECIATION 
Distributing the cost 
of a major asset over 
the years in whic h it 
produces revenues; 
calculated by each year 
subtracting the asset's 
original va lue divided by 
the number of years in 
its productive life . 

INTANGIBLE ASSETS 
Non-physical assets, 
such as patents, 
tradsmarl<s, copyrights, 
and franchise fees, that 
have economic value 
b.Jt whose precise value 
is difficult to calculate. 

GOODWILL The 
amount paid for an 
existing business 
beycnd the value of ~s 
other assets. 

40,000 
15,000 
56,155 

$21,935 

40,000 

$61,935 
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CURRENT 
LIABILITIES lvl<j debl1 

owed by the firm that 
rrust be peid within 
oneyeeT. 

ACCOUNTS PAYABLE 
Amourta due fran the 
frm to rta 8t4lPfiera fa 
goods erd/a _,.;cee 
ptn:hased on aedrt; a 
tam a CUTant labiity. 

LONG-TERM 
LIABL ITIES hrydebla 
owed by the fim that 
1n not ciJe fa at leul 
one~. 

PAID· IN CAPITAL 
lvl<j adcitional money 
invested in the fnn by 
the O\NflOfe. 

RETAINED EARNINGS 
A company's net proits 
lees any dividend pay
menta to el"weholders. 

INCOME STATEMENT 
(PROFIT-AND-LOSS 

STATEMENT) A type 
of financial &latement 
that deecribe& a frm'e 

~ande~ 
and indicates •Mlether 
the firm hee eemed a 
profit a' IUffered • loee 
d..-ing a gMlr1 period. 

REVENUES lvl<j mon
ies reoeM!d by a irm 
aea~a~a 
good a 8<ltVICe or fran 
other 8011098 eucil 
aa intereet, 18flt, and 
licensing fees. 

REVENUE 
RECOGNITION The 
formall'800rding and 
reporting of reveruea 
in the financial 
statements. 

Liabilities Current liabilities 
are debts that must be paid 
within one year. These include 
accounts payable (unpaid bills 
to suppliers for materials, as well 
as wages and taxes that must be 
paid in the coming year). Perfect 
Posters has current liabilities of 
$21 935. 

l ong-t erm liabili ties are 
debts that are not due for at least 
one year. These nonnally repre
sent borrowed funds on which 
the company must pay interest. 
Perfect Posters' long-term liabili
ties are $40 000. 

Owners' Equity The final sec
tion of the balance sheet in Figure 
11.2 shows owners' equity broken 
down Into common stock, paid
In capital, and retained earn
Ings. When Perfect Posters was 
formed, the declared legal value 
of its common stock was $5 per 
share. By law, this $40 000 ($5 
multiplied by 8000 shares) can
not be distributed as dividends. 
Paid-in capital is additional 
money invested in the firm by 
its owners. Perfect Posters has 
$15 000 in paid-in capital 

Retained earnings are net 
profits minus dividend payments 
to stockholders. Retained earn
Ings accumulate when profits, 
which could have been distrib
uted to stockholders, are kept 
instead for use by the company. 
At the close of 2009, Perfect 
Posters had retained earnings of 
$56155. 

I!•Ji Income Stat ements 
The incom e s tatement Is sometimes called a profit
and-loss stat ement, because its description of reve
nues and expenses results in a figure showing the firm's 
annual profit or loss. In other words, 

Revenues - Expenses = Profit (or loss) 

Popularly known as "the bottom line," profit or 
loss is probably the most Important figure In any busi
ness enterprise. Figure 11.3 shows the 2009 income 
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statement for Perfect Posters, whose bottom line that year 
was $12585. The income statement is divided into three 
major categories: revenues, cost of goods sold, and oper
ating expenses. 

Revenues When a law firm receives $250 for preparing a 
will or when a supermarket collects $65 from a customer 
buying groceries, both are receiving revenues-the funds 
that tiO'N into a business from the sale of goods or services. 
In 2009, Perfect Posters reported revenues of $256 425 
from the sale of art prints and other posters. 

Revenue Recognition and Matching Revenue rec
ognition is the formal recording and reporting of revenues 
in the financial statements. Although any finn earns rev
enues continuously as it makes sales, earnings are not 
reported until the earnings cycle is completed. Revenues 
are recorded for the accounting period In which sales are 
completed and collectible (or collected). 

a D D D a D D a a a D a a Pe rfect Posters, Inc. 
555 Rlverview, Toronto, Ontario 

Perfect Pollte nl, I nc. 
Income Statement 

Year e nded De<:ember 31, 2009 

Revenue• (groN ooleo). • . • • . 
Costs of goods sold: 
Merchandise inftfltoty, 

January I, 2009 . . . . • . . • . . • 
Merchandise purcbases 

durinsyeu . 
Goods available fur sale. .•••••. 
Less: ~rchaodise in~ntOI)I 

December 31, 2009 .......•• 
Cost ol goods told 

Cross prollt 

Operating expenses: 
Selling and repackaging expenses: 

Salaries and "'llFS· ...... . 
Advertising. . . . . . . . . . • . 
Deprecia~warehouse and 

repodwpng equipment. •. 
Totnl xUint; nnd rcpackn&inr; 

expenses ................. . 
Administratil ·e expenseJ: 

Salaries and wages . ....•.•.•• 

~:u~:: :::::::::.:::.::::: 
Deprecintion-offioeequipmenl . 

Interest expense ... . ... . ....... •. 
Miscellnneous expenses .•........• 
Total administration expenses .. . .. . 

Total operating experueo .. .. . . 

$22,.380 

103,635 

49,150 
6,.380 

3,350 

55,100 
4, 150 
3,300 
3,420 
2,900 

.....!..lli 

Operating income (mcome before taxes) .•. 
Inco01e lDAe.S. • • • • • • • • • • • • •••• 

Net incot:lle •. •. .• .•. . ••. . ••..••. 

Figure 11 .3 

$126.0t5 

21.250 

59,480 

$256,415 

t04,765 

t 5 1,660 

130,685 

20,975 

~ 
$ 12,585 

Perfect Posters' incom e statemenL The final entry on the 
income statement, the bottom line, reports the firm's profit 
or loss. 
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The matching principle states that expenses will be 
matched with revenues to determine net income for an 

accounting period.12 This principle is important because it 
permits the user of the statement to see how much net gain 
resulted from the assets that had to be given up to gener

ate revenues during the period covered in the statement. 

Cost of Goods Sold In Perfect Posters' income state
ment, the cost of goods sold category shCNVs the costs 
of obtaining materials to make the products sold during 

the year. Perfect Posters began 2009 with posters valued 
at $22 380. Over the year, it spent $103 635 to purchase 
posters. During 2009, then, the company had $126 015 

worth of merchandise available to sell. By the end of the 
year, it had sold all but $21 250 of those posters, which 
remained as merchandise inventory. The cost of obtaining 

the goods sold by the firm was thus $104 765. 

Gross Profit (or Gross Margin) To calculate gross 
profit (or gross margin), subtract the cost of goods sold 
from revenues. Perfect Posters' gross profit in 2009 was 

$151660 ($256 425 minus $104 765). Expressed as a per
centage of sales, gross profit is 59.1 percent ($151 660 
divided by $256 425). 

Gross profit percentages vary widely across indus
tries. In retailing, Home Depot reports 30 percent; in man
ufacturing, Harley-Davidson reports 34 percent; and in 

pharmaceuticals, American Home Products reports 

At the end of its accounting period, this 
pharmaceuticals company will subtract the 
cost of making the goods that it sells from 
the revenues it receives from sales. The 
difference will be its gross profit (or gross 
margin). 

75 percent. For companies with 
low gross margins, product costs 

are a big expense. If a company 
has a high gross margin, it prob
ably has low cost-of-{loods-sold 

but high selling and administra
tive expenses. 

Operating Expenses In addi
tion to costs directly related to 

acquiring goods, every company 
has general expenses rang
ing from erasers to the presi

dent's salary. Like cost of goods 
sold, op erating expenses are 
resources that must fiCNV out 

of a company for it to earn rev
enues. As you can see in Fig

ure 11.3, Perfect Posters had 
operating expenses of $130 685 
in 2009. This figure consists of 

$59 480 in selling and repack
aging expenses and $71 205 in 

administrative expenses. 
Selling expenses result from 

activities related to selling the 

firm's goods or services. These 
may include salaries for the sales 
force, delivery costs, and adver

tising expenses. General and 
administrative expenses, such as 

management salaries, insurance 
expenses, and maintenance costs, 
are expenses related to the gen

eral management of the company. 

Operating Income and Net 

MATCHING Expenses 
shotid be matched 
with revenues to deter
mine net income for an 
acoounting period. 

COST OF GOODS 
SOLO Any eJ<P90S98 
directly involved in 
producing or eeli1g a 
good or seM::e d.o:ing 
a gven time period. 

GROSS PROFIT 
(GROSS MARGIN) 
A &m's revenues 
(groea !IEllea) Ieee ita 
cost of goods sold. 

OPERATING 
EXPENSES Coets 
ncUTed by a &m other 
than those incUded in 
coet of goode sold. 

OPERATING INCOME 
Compares the gross 
profit from buainees 
operatons against 
operating expenses. 

NET INCOME (NET 
PROFIT OR NET 
EARNINGS) A &m's 
groea profit Ieee ita 
operating expenses 
end ncome taxes. 

STATEMENT OF 
CASH FLOWS A 
financial statemert 
that describes a firm's 
generation and use of 
cash during a gillen 
period. 

Income Sometimes managers calculate operating 
inc ome, which compares the gross profit from business 

operations against operating expenses. This calculation 
for Perfect Posters ($151660 minus $130685) reveals an 
operating income, or income before taxes, of $20975. 
Subtracting income taxes from operating income ($20 975 
minus $8390) reveals net income (also called net profit 

or net earnings). In 2009, Perfect Posters' net income 
was $12 585. 

Statements of Cash Flows 
In order to survive, a business must earn a profit (that is, 
its sales revenues must exceed its expenses), but it must 
also make sure it has cash available when it needs it (for 

example, to pay employees). Cash flow management 
requires the development of a statement of cash flows, 
which describes a company's yearly cash receipts and 

Chapter 11: Under.aandlng Accounting 297 



User name: Grux G Book: Business Essentials, Sixth Canadian Edition   Page: 298
No part of any book may be reproduced or transmitted by any means without the publisher's prior permission. Use (other than qualified fair use) in violation of the 
law or Terms of Service is prohibited. Violators will be prosecuted to the full extent of the law. 

Page 8 of 10CourseSmart - Print

9/27/2011http://www.coursesmart.com/print?xmlid=9780132146746/291&pagestoprint=10

BUDGET A detailed 
financ ial plan for 
estimated receipts 
and expenditures for 
a period of time in the 

future, usually one year. 

SOLVENCY RATIOS 
Ratios that estimate 
the financial risk that is 
evident in a company. 

SHORT-TERM 
SOLVENCY RATIO 
Financial ratio for mea
suring a company's 
ability to pay immediate 
debts. 

CURRENT RATIO 
Financial ratio for 
measuring a com
pany's ability to pay 
current debts out of 
current assets. 

cash payments. It shows the 

effects on cash of three impor
tant business activities: 

• Cash flows from opera
tions. This part of the state
ment is concerned with the 
firm's main operating activi

ties: the cash transactions 
involved in buying and sell
ing goods and services. It 
reveals how much of the 
year's profits result from the 
firm's main line of business 
(for example, Jaguar's sales 
of automobiles) rather than 

from secondary activities (for 
example, licensing fees that 
a clothing firm paid to Jaguar 
for using the Jaguar logo on 
shirts). 

DEBT A company's 
total liabilities. • Cash flows from investing. 

This section reports net cash 
used in or provided by invest

ing. It includes cash receipts and payments from buy
ing and selling stocks, bonds, property, equipment, 

and other productive assets. 

• Cash flows from financing. The final section reports net 
cash from all financing activities. It includes cash inflows 
from borrowing or issuing stock, as well as outflows 
for payment of dividends and repayment of borrowed 
money. 

The overall change in cash from these three sources 
provides information to lenders and investors. When 
creditors and stockholders know how firms obtained and 
used their funds during the course of a year, it is easier for 

them to interpret the year-to-year changes in the firm's 
balance sheet and income statement. 

The Budget: An Internal Financial Statement 
In addition to financial statements, managers need other 
types of accounting information to aid in internal plan
ning, controlling, and decision making. Probably the 
most crucial internal financial statement is the budget. A 
budget is a detailed statement of estimated receipts and 
expenditures for a period of time in the future. Although 

that period is usually one year, some companies also 
prepare budgets for three- or five-year periods, espe
cially when considering major capital expenditures. 

Budgets are also useful for keeping track of weekly 
or monthly performance. Procter & Gamble, for example, 
evaluates all of its business units monthly by comparing 
actual financial results with monthly budgeted amounts. 
Discrepancies in "actual versus budget" totals signal 
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potential problems and initiate action to get financial 

performance back on track. 

11·11 Analyzing Financial 
Statements 
Financial statements present a great deal of information, 
but what does it all mean? How, for example, can state
ments help investors decide what stock to buy or help 
managers decide whether to extend credit? Statements 
provide data, which in turn can be used to compute 
solvency, profitability, and activity ratios that are useful 
in analyzing the financial health of a company compared 

to other companies, and to check a firm's progress by 
comparing its current and past statements. 

Solvency Ratios 
What are the chances that a borrower will be able to repay a 
loan and the interest due? This question is first and foremost 
in the minds of bank lending officers, managers of pension 
funds and other investors, suppliers, and the borrowing 
company's own financial managers. Solvency ratios mea
sure the firm's ability to meet its debt obligations. 

Short-Term Solvency Ratios Short-term solvency 
ratios measure a company's liquidity and its ability to 
pay immediate debts. The most commonly used ratio is 
the current ratio, which reflects a firm's ability to gener
ate cash to meet obligations through the normal, orderly 
process of selling inventories and collecting revenues 
from customers. It is calculated by dividing current assets 
by current liabilities. The higher a firm's current ratio, the 
lower the risk to investors. For many years, the guideline 
was a current ratio was one of 2:1 or higher- which meant 
that current assets were at least double current liabilities. 

More recently, many firms that are financially strong oper
ate with current ratios of less than 2:1. 

How does Perfect Posters measure up? Look again 
at the balance sheet in Figure 11.2. Judging from its cur
rent assets and current liabilities at the end of 2009, we 
see that the company looks like a good credit risk: 

Current assets = $57210 = 
2 61 

Current liabilities $21935 · 

Long-Term Solvency A firm that can't meet its long-term 
debt obligations is in danger of collapse or takeover- a risk 
that makes creditors and investors quite cautious. To evalu
ate a company's risk of running into this problem, creditors 
turn to the balance sheet to see the extent to which a firm 
is financed through borrowed money. Long-term solvency 
is calculated by dividing d ebt-total liabilities-by own
ers' equity. The lower a firm's debt, the lower the risk to 
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Investors and creditors. Companies with debt-to-equity 
ratios above 1.0 may be relying too much on debt. In the 
case of Perfect Posters, we can see from the balance 
sheet in Figure 11.2 that the debt-to-equity ratio calculates 
as follows: 

Debt = $61 935 = $O 56 
Owners' equity $111155 · 

Sometimes, high debt can be not only acceptable but 
also desirable. Borrowing funds gives a firm leverage
the ability to make otherwise unaffordable investments. In 
leveraged buyouts, firms have sometimes taken on huge 
debt in order to get the money to buy out other compa
nies. If owning the purchased company generates profits 
above the cost of borrowing the purchase price, lever
aging makes sense. Unfortunately, many buyouts have 
caused problems because profits fell short of expected 
levels or because rising interest rates increased payments 
on the buyer's debt. 

Profitability Ratios 
Although it is important to know that a company is sol
vent, safety or risk alone is not an adequate basis for 
Investment decisions. Investors also want some measure 
of the returns they can expect. Return on equity, return 
on sales, and earnings per share are three commonly 
used profitability ratios (sometimes these are called 
shareholder return ratios or performance ratios). 

Return on Equity Owners are interested in the net 
income earned by a business for each dollar invested. 
Return on equity measures this performance by divid
ing net income (recorded on the income statement, Fig
ure 11.3) by total owners' equity (recorded on the balance 
sheet, Figure 11.2). For Perfect Posters, the return-on
equity ratio in 2009 is: 

Net income = $12 585 = 11 3% 
Total owners' equity $111 155 · 

Is this ratio good or bad? There is no set answer. If 
Perfect Posters' ratio for 2009 is higher than in previous 
years, owners and investors should be encouraged. But if 
11.3 percent is lower than the ratios of other companies 
in the same industry, they should be concerned. 

Return on Sales Companies want to generate as much 
profit as they can from each dollar of sales revenue they 
receive. The return on sales ratio is calculated by divid
ing net income by sales revenue (see Figure 11.3). For 
Perfect Posters, the return on sales ratio for 2009 is: 

Net income = $12 585 = 4 9% 
Sales revenue $256 425 · 

Is this figure good or bad? Once again, there is no set 
answer. If Perfect Posters' ratio for 2009 is higher than 

in previous years, owners and 
investors should be encour
aged, but if 4.9 percent is lower 
than the ratios of other compa
nies in the same industry, they 
will likely be concerned. 

Earnings per Share Earnings 
per share--which is calculated 
by dividing net income by the 
number of shares of common 
stock outstanding-influences 
the size of the dividend a com
pany can pay to its sharehold
ers. Investors use this ratio to 
decide whether to buy or sell a 
company's stock. As the ratio 
gets higher, the stock value 
increases because Investors 
know that the firm can better 
afford to pay dividends. The 
market value of a stock will typi
cally decline if the latest finan
cial statements report a decline 
in earnings per share. For Per
fect Posters, we can use the net 
income total from the income 
statement in Figure 11.3 to 
calculate earnings per share as 
follows: 

Net income 

Number of common 
shares outstanding 

s;:o~~ = $1.57 per share 

Activity Ratios 
Activity ratios measure how 
efficient a company is in using 
the resources that it has. 
Potential investors want to know 
which company gets more 
"mileage" from its resources. 
For example, suppose that two 

DEBT-TO-EQUITY 
RATIOS A fo<m of debt 
ratio calculated 88 total 
iabities divided by 
aM>ers' equity. 

LEVERAGE Using 
borrowed funds to 
make purchases, thus 
O::ree.sing the Ull9r' e 
pli'Chasing power, 
potential rate of return, 
and risk of loee. 

PROFITABILITY 
RATIOS Me88tl98 of 
a tim's overoD finandal 
perlormence in terms 
of i:s likely profits; used 
byimlestors to aeseee 
thai' probable ret<.mS. 

RETURN ON EQUITY 
A bm of profitsbiity 
ratio calculated 88 net 
income divided by total 
<7Ml9re' equity. 

RETURN ON SALES 
Ratio calculated by 
dMding net income by 
sales revenue. 

EARNINGS 
PER SHARE 
A bm of profitabiity 
ratio calculated as net 
income divided by the 
r1UTber of common 
shares outsterrlng. 

ACTIVITY RATIOS 
Measures of hoYt 
efficiently a firm uses 
its resources; used by 
imestors to assess 
thai' probable ret\ms. 

INVENTORY TURN
OVER RATIO An activ
ity ratio that meaeures 
the average m.mber of 

li """' ii111H11llll y .. >UkJ 
and restocked d.oring 
the year. 

firms use the same amount of resources or assets. If Firm 
A generates greater profits or sales, it is more efficient 
and thus has a better activity ratio. 

One of the most important activity ratios is the inven
tory turnover ratio, which calculates the average num
ber of times that inventory is sold and restocked during 
the year.13 Once a company knows its average inventory 
(which is calculated by adding end-of-year inventory to 
beginning-of-year inventory and dividing by 2), it can 
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The inventory turnover ratio measures the average 
number of times that a store sells and restocks 
its inventory in one year. The h igher the ratio, the 
more products that get sold and the more revenue 
that comes in. In almost all retail stores, products 
with the highest ratios get the shelf space that 
generates the most customer traffic and sales. 

ffiybusinesslaqij: 

calculate the inventory turnover ratio, which is expressed 
as the cost of goods sold divided by average Inventory: 

Cost of goods sold = 
Average inventory 

Cost of goods sold 
(Beginning inventory + Ending inventory) 7 2 

To calculate Perfect Posters' inventory turnover ratio 
for 2009, we take the merchandise inventory figures for 
the Income statement In Figure 11.3. The ratio can be 
expressed as foiiO'NS: 

$104 765 = 4 8 
($22 380 + $21 250) ~ 2 . 

In other words, new merchandise replaces old mer
chandise every 76 days (365 days divided by 4.8). The 4.8 
ratio Is below the industry average of 7.0 for comparable 
wholesaling operations, indicating that the business is 
somewhat inefficient. 

To improve your grade, visit the MyBusinessLab website at www.pearsoned .ca/mybusinesslab. This 
online homework and tutorial system allows you to test your understanding and generates a personalized 
study plan just for you. It provides you with study and practice tools directly related to this chapter's content 
MyBusinessLab puts you in control of your own learning! Test yourself on the material for this chapter at 
www.pearsoned.ca/mybusinesslab. 

Summary of Learning Objectives 
1. Explain the role of accountants and distinguish 

among the three types of p rofessional accoun
tants in Canada. By collecting, analyzing, and 
communicating financial information, accountants 
provide business managers and investors with an 
accurate picture of a firm's financial health. Chartered 
Accountants (CAs) and Certified General Accountants 
(CGAs.) provide accounting expertise for client orga
nizations that must report their financial condi
tion to external stakeholders. Certified Management 
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Accountants (CMAs) provide accounting expertise for 
the firms that employ them. 

2. Explain how the accounting equat ion is used. 
Accountants use the following equation to balance 
the data pertaining to financial transactions: 

Assets- Uabilities =Owners' Equity 

After each financial transaction (e.g., payments to 
suppliers, sales to customers, wages to employees), 
the accounting equation must be in balance. If it isn't, 
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then an accounting error has occurred. The equa
tion also provides an Indication of the firm's financial 
health. If assets exceed liabilities, owners' equity 
is positive; if the firm goes out of business, owners 
will receive some cash (a gain) after selling assets 
and paying off liabilities. If liabilities outweigh assets, 
owners' equity is negative; assets aren't enough to 
pay off debts. If the company goes under, owners will 
get no cash and some creditors won't be paid, thus 
losing their remaining investments in the company. 

3. Describ e three basic financial statements and 
show how they reflect the activity and financial 
condition of a business. The balance sheet sum
marizes a company's assets, liabilities, and owners' 
equity at a given point in time. The income statement 
details revenues and expenses for a given period of 
time and identifies any profit or loss. The statement of 
cash flows reports cash receipts and payment from 
operating, investing, and financial activities. 

4. Explain the key standards and princ iples for 
reporting financial statements. Accountants follow 
standard reporting practices and principles when 
they prepare financial statements. OthenNise, users 
wouldn't be able to compare information from differ
ent companies, and they might misunderstand~r 

Questions and Exercises 
Questions for Analysis 

1. Balance sheets and income statements are sup
posed to be objective assessments of the fnancial 
condition of a company. But the accounting scandals 
of the last few years show that certain pressures may 
be put on accountants as they audit a company's 
financial statements. Describe these pressures. To 
what extent do these pressures make the audit more 
subjective? 

2. If you were planning to invest in a company, which 
of the three types of financial statements would you 
want most to see? Why? 

3. A business hires a professional accountant like a 
CA or CGA to assess the financial condition of the 

Application Exercises 

7. Dasar Co. reports the following data in its September 
30, 2010, financial statements: 

• Gross sales $225 000 

• Current assets 40 000 

• Long-term assets 100 000 

• Current liabilities 16 000 

• Long-term liabilities 44 000 

• Owners' equity 80 000 

be led to misconstrue-a company's true financial 
status. Revenue recognition Is the formal recording 
and reporting of revenues in financial statements. The 
earnings cycle Is complete when the sale has been 
made, the product is delivered, and the sale price has 
been collected or is collectible. This practice assures 
interested parties that the statement gives a fair com
parison of what was gained for the resources that were 
given up. The matching principle states that expenses 
win be matched with revenues to determine net 
income for an accounting period. This permits the user 
of the statement to see how much net gain resulted 
from the assets that had to be given up to generate 
revenues dOOr!g the period covered in the statement. 

5. Explain how computing financial ratios can help 
in analyzing the financial strengths of a business. 
Drawing upon data from financial statements, ratios 
can help creditors, investors, and managers assess 
a firm's finances. The current, liquidity, and debt-to
owners' equity ratios all measure solvency, a firm's 
ability to pay its debt In both the short and long runs. 
Return on sales, return on equity, and earnings per 
share are all ratios that measure profitability. The 
inventory turnover ratio shows how efficiently a firm 
is using its funds. 

company. Why would the business also employ a 
private accountant? 

4. Why does the double-entry system reduce the 
chances of mistakes or fraud in accounting? 

5. How do financial ratios help managers to monitor 
their own efficiency and effectiveness? 

6. Explain the difference between financial and mana
gerial accounting. In your answer, describe the dif
ferent audiences for the two types of accounting and 
the various individuals Involved In the process. 

• Net income 7 200 
• Number of common shares 5 000 

Compute the following ratios: current ratio, debt-to
equity, return on owners' equity, and earnings per 
share. 

8. Interview an accountant at a local manufacturing firm. 
Determine what kinds of budgets the firm uses, and 
the process by which budgets are developed. Also 
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determine how budgeting helps managers plan their 
business activities. Give specific examples. 

9. Interview the manager of a local retail or wholesale 
business. Ask the manager about the company's 
primary purpose for taking inventory, and how often 
this is done. 

TEAM EXERCISES 

10. Interview the manager of a local business and ask 
about the role of ethics in the company's accounting 
practices. How important is ethics in accounting? 
What measures does the firm take to ensure that 
its internal reporting is ethical? What steps does the 
company take to maintain ethical relationships in its 
dealing with external CA or CGA firms? 

Building Your Business Skills 
Putting the Buzz in Billing 

Goal 
To encourage students to think about the advantages 
and disadvantages of using an electronic system for han
dling accounts receivable and accounts payable. 

Method 
Step 1 As the CFO of a utility company, you are ana
lyzing the feasibility or switching from a paper to an 
electronic system. You decide to discuss the ramifica
tions of the choice with three associates (choose three 
classmates to take on these roles). Your d iscussion 
requires that you research electronic payment systems 
now being developed. Specifically, using online and 
library research, you must find out as much as you can 
about the electronic bill-paying systems being developed 
by companies like VISA International, Intuit, IBM, and the 
Checkfree Corporation. 

Step 2 After you have researched this information, 
brainstorm the advantages and disadvantages of switch
ing to an electronic system. 

Follow-Up Questions 
1. What cost savings are inherent in the electronic sys

tem for both your company and its customers? In 
your answer, consider such costs as handling, post
age, and paper. 

2. What consequences would your decision to adopt an 
electronic system have on others with whom you do 
business, including manufacturers of cheque-sorting 
equipment, Canada Post, and banks? 

3. Switching to an electronic system would mean a 
large capital expense for new computers and soft
ware. How could analyzing the company's income 
statement help you justify this expense? 

4. How are consumers likely to respond to paying bills 
electronically? Are you likely to get a different response 
from individuals than you get from business customers? 

Exercising Your Ethics 
Confidentially Yours 

The Situation 
Accountants are often entrusted with private, sensitive 
information that should be used confidentially. In this 
exercise, you're encouraged to think about ethical con
siderations that might arise when an accountant's career 
choices come up against a professional obligation to 
maintain confidentiality. 
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The Dilemma 
Assume that you're the head accountant in Turbatron, a 
large electronics firm that makes components for other 
manufacturing firms. Your responsibilities include prepar
ing Turbatron's financial statements that are then audited 
for financial reporting to shareholders. In addition, you 
regular1y prepare confidential budgets for internal use by 
managers responsible for planning departmental activi
ties, including future investments in new assets. You've 
also worked with auditors and CA consultants that assess 
financial problems and suggest solutions. 
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NOIN let's suppose that you're approached by another 
company, Electrolast, one of the electronics industry's 
most successful firms, and offered a higher-level posi
tion. If you accept, your new job will include developing 
Electrolast' s financial plans and serving on the strategic 
planning committee. Thus, you'd be involved not only in 
developing strategy but also in evaluating the competi
tion, perhaps even using your knowledge of Turbatron's 
competitive strengths and weaknesses. 

Your contractual commitments with Turbatron do not 
bar you from employment with other electronics mns. 

Team Activity 
Assemble a group of four to five students and assign 
each group member to one of the following roles: 

• Head accountant (leaving Turbatron) 

• General manager of Turbatron 

• Shareholder of Turbatron 

• Customer of Turbatron 

• General manager of Electrolast (if your group has 
five members) 

BUSINESS CASE 11 

Action Steps 

1. Before hearing any of your group's comments on 
this situation, and from the perspective of your 
assigned role, decide if there are any ethical issues 
confronting the head accountant in this situation. If 
so, write them down. 

2. Return to your group and reveal ethical issues iden
tified by each member. Were the issues the same 
among all roles or did differences in roles result in 
different issues? 

3. Among the ethical issues that were identified, decide 
as a group which one is most important for the head 
accountant. Which is most important for Turbatron? 

4. What does your group finally recommend be done to 
resolve the most important ethical issue(s)? 

5. What steps do you think Turbatron might take in 
advance of such a situation to avoid any difficulties 
it now faces? 

Who Will Take the Blame? 
The negative publicity that has been given to firms like 
Liven!, Enron, Parmalat, and WorldCom during the last 
decade has made fa very interesting reading, but it has 
also made auditors nervous. More and more investors are 
asking questions like, "How much confidence can I really 
have when I read in an auditor's statement that a compa
ny's practices adhere to generally accepted accounting 
principles?" or "How can a company go bankrupt shortly 
after having its books audited by an independent audi
tor?" Two recent high-profile cases have been evident at 
Lehman Brothers in the U.S. and Liven! in Canada. 

In 2008, an executive at Lehman Brothers wrote a 
letter to senior management expressing his concern that 
the company was concealing the true risks on its balance 
sheet and therefore misleading investors about its finan
cial condition. The board of directors Instructed the com
pany's auditors (Ernst & Young) to interview the executive 
and investigate his concerns. The auditas did so, but 
when they met with the board of directors. the auditors 
did not mention the executive's allegations. Not too long 
afterward, Lehman Brothers went bankrupt. 

In 2010, a report by a bankruptcy-court examiner 
concluded that Lehman's auditors knew of accounting 
irregularities but did nothing about them. In its defence, 
Ernst & Young pointed out that Lehman's management 
had concluded that the allegations originally made by the 
executive were unfounded. It also noted that its review of 
the executive's allegations was not completed because 
Lehman Brothers went bankrupt. As of mid-2010, author
ities were in the process of deciding whether to prosecute 
some of Lehman's top executives for manipulating the 
company's financial statements. If they decide to go 
ahead with the prosecution, it is likely that the executives 
will use the defence that they relied on the firm's auditors 
to determine if financial repating had been property done 
(Ernst & Young said that some questionable transactions 
complied with generally acceptable acco~ting principles). 
When executives blame the auditors and the auditors 
blame the executives, it is very frustrating. Someone is to 
blame for the problems. 

The case of Livent Inc.-a live theatre company 
that formerly had theatres in Vancouver, Toronto, and 

Clup~er II: Understanding Accounting 303 



User name: Grux G Book: Business Essentials, Sixth Canadian Edition   Page: 304
No part of any book may be reproduced or transmitted by any means without the publisher's prior permission. Use (other than qualified fair use) in violation of the 
law or Terms of Service is prohibited. Violators will be prosecuted to the full extent of the law. 

Page 4 of 10CourseSmart - Print

9/27/2011http://www.coursesmart.com/print?xmlid=9780132146746/301&pagestoprint=10

New York-further Illustrates the tendency to shift the 
blame for problems to someone else. Uvent went bank
rupt In the late 1990s amid charges of questionable 
accounting practices. After nearly a decade of court 
delays, two of its executives-Garth Drabinsky and 
Myron Gottlieb--were found guilty in 2009 of defrauding 
investors and creditors out of $500 million. Investors lost 
95 percent of their investment after Livent first disclosed 
accounting irregularities in 1998. (For more details about 
the Uvent case, see the opening case in Chapter 3.) 

Several years before the 2009 court ruling, the Institute 
of Chartered Accountants of Ontario (ICAO) had already 
taken disciplinary action against Uvent's senior vice
president of finance, who was a chartered accountant. 
He was fined $25 000 and expelled from the ICAO after 
admitting that he had filed false financial statements and 
fraudulently manipulated Uvent's books. The ICAO then 
laid charges of professional misconduct against three 
partners at Deloitte & Touche, the accounting firm that 
was auditing Uvent. (Deloitte also faced several other 
lawsuits, including one resulting from the collapse of the 
Italian dairy firm Parmalat. In that case, investors sued 
Parmalat executives and two partners in Deloitte's Italian 
branch for allegedly conspiring to hide nearly $17 billion 
of debt.) 

At a disciplinary hearing, the lawyer for Deloitte & 
Touche argued that the ICAO charges were "rubbish," 
and that the allegations were simply differences of 
opinion regarding the application of generally accepted 
accounting principles. He also pointed out that Uvent 
managers had admitted lying to Deloitte auditors to pre
vent them from finding out about Uvent's real financial 
condition. In 2007, the ICAO decided that the three part
ners at Deloitte were guilty of professional misconduct 
during their audit of Uvent's books (a report stating the 
ICAO's reasons for their decision was published some 
months later). Each partner received a written reprimand, 
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was fined $100 000, and was required to 
pay costs of $417 000. Deloitte appealed 
the ICAO's decision, arguing that the faulty 
audit didn't necessarily mean there was 
professional misconduct. 

The CEO of Deloitte says that there is an 
• expectation gap" between what the invest
ing public expects and what external audi
tors can possibly deliver. While auditors 
simply certify the accuracy of a company's 
financial statements (based on informa
tion provided by the company), investors 
want auditors to certify that a company 
Is actually financially healthy. He also says 
that it is not reasonable to hold auditing 
firms accountable for the illegal and secre
tive behaviour of corporate executives. He 
does agree that auditing firms will have to 
improve the rigour of their audits, and he 

said that Deloitte has been working hard to overcome any 
existing deficiencies. The company has appointed an eth
ics officer in each of its national companies, has added 
more resources to audit teams, and re-checks initial 
audit results. 

The CEO's explanation sounds pretty reasonable, 
but people still want to know how cases like Uvent, 
Parmalat, and Enron happen even after the companies' 
financial statements have been audited by an inde
pendent accounting firm. One answer is that auditors 
are sometimes tempted to "look the other way" when 
they encounter questionable practices. But why would 
accounting firms not point out questionable accounting 
practices when they find them? One reason is that many 
accounting fums have historically also done manage
ment consulting for the firms they are auditing. The fees 
generated from this management consulting can be very 
lucrative, and often exceed the auditing fees the account
ing firm receives. Accountants are human beings, so we 
should not be surprised if they worry that their clients 
will be upset if auditors question certain accounting 
practices. And if clients get upset enough, they may not 
give the accounting firm any more management consult
ing contracts. The obvious solution to this problem is to 
prohibit accounting firms from doing both auditing and 
management consulting for a given client. The Canadian 
Imperial Bank of Commerce no longer allows Its auditors 
to do any management consulting for CIBC. 

One very specific Canadian response is the estab
lishment of the Canadian Public Accountability Board 
(CPAB), which oversees supervision, inspection, and dis
cipline of Canada's largest accounting firms. Accounting 
firms must get CPAB clearance before their clients' finan
cial statements are accepted. In short, the auditors are 
going to be audited. Since the CPAB was formed, several 
individuals have had their chartered accountant certifica
tions revoked as a result of professional misconduct or 
violation of securities laws. 
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We should not conclude from all of this that doom and 
gloom reigns in the auditing business. In tact, things are 
looking up, partly because of the Sarbanes-Oxley Act, 
which was passed by the U.S. Congress in 2002 and is 
designed to restore public trust in corporate accounting 
practices. Section 404 of the Act requires U.S.-Iisted 
companies to analyze their reporting controls and to 
make any improvements that are necessary. At each 
year-end, auditors must certify these controls. Many peo
ple in the accounting field believe that Canadian legisla
tors will soon introduce similar legislation. That will affect 
over 4000 Canadian corporations, which in turn will cre
ate a substantial increase in demand for the services of 
auditors. Canadian public accounting firms have already 
begun recruiting more staff. The Increased demand for 
accountants who are knowledgeable about Sarbanes
Oxley is particularly evident in p laces like Calgary, the 
home of many Canadian companies that are listed on 
U.S. stock exchanges. 

Questions for Discussion 
1. What role does the Institute of Chartered Accountants 

of Ontario OCAO) play in ensuring full disclosure on 
the part of accountants and auditors? How does the 
ICAO monitor auditor activity and maintain integrity 
within the accounting profession? What Is its relation
ship to the CPAB? 

2. What are some ways to ensure that an auditing finn 
does not find itself in the position that Deloitte & 
Touche did in the Livent case? 

3. Do you think business practices like disclosure and 
auditing proceedings will change as a result of the 
Sarbanes-Oxley Act? Do you think the number of 
fraud allegations will decline? Explain your answers. 

4. There has been much publicity in the last few years 
about white-collar fraud. Give some examples of 
fraud that you are familiar with. 'Nhat role, If any, did 
accounting fraud play in these cases? 
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Appendix B 
Using Technology to Manage 
Information in the Internet 
and Social Media Era 

INFORMATION 
TEc.lNOLOGY !In 
The various devices 
for a-eating, etoring, 
exchanging, end ueing 
information in dverse 
moclea, Including vieuel 
images, \/Oice, mulllm&
dia, and b~s data. 

Throughout the text we exam
ine how the internet and the 
emergence of social media 
have improved communica
tions, revolut ionized distri
bution, augmented human 
resources practices, revolution
ized industries (and threatened 
others), developed new mar
keting communication chan

nels, and changed the most basic business systems. 
In this appendix we will begin by providing additional 

information about the internet and social media. We will 
also examine the evolving role of technology in managing 
information. 

Internet Usage 

Before we look into the specifics, let's examine some of 
the key Canadian internet statistics. In 2009, approxi
mately 80 percent of Canadians (21.7 million) over the 

age of 16 used the internet. That figure was up from 
73 percent two years earlier. The statistics are even 

more Impressive for higher income families; 94 percent 
of Canadians that live in households with incomes above 

$85 000 are connected (only 56 percent for households 
with incomes below $30 000 per year).1 These figures 
will continue to Increase in the next few years. The fed
eral government has set its sights on Increasing and 

improving the connectivity in rural settings; it invested in 
52 projects worth over $225 million In 2010. At the time, 

it cost approximately $89 per month for 5Mbps (mega

bits per second) in most rural areas, but consumers could 
get 10Mbps for about $47 a month in most cities, or get 

50mbps (10 times quicker speed) for about the same fee. 
The improved Infrastructure will help increase rural access 
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and build further opportunities for companies wishing to 
sell to rural Canadian clients and also provide more incen
tive and opportunity for small businesses to operate In 
rural settings. 2 

The Impact of Information 
Technology (IT) 

No matter where we go, we can't escape the impact of 

information technology (IT}-the various devices for 
creating, storing, exchanging, and using information in 
diverse modes, Including visual images, voice, multimedia, 
and business data We see ads all the time for the latest 

smart phones, IPods, laptops, iPads, netbooks, and soft
ware products, and most of us connect daily to the Inter

net (many of you never disconnect). Email and BlackBerry 
(BBM) messaging have become staples in business, and 

even such traditionally "low-techD businesses as hair 

salons and garbage collection companies are becoming 
dependent on the internet, computers, and networ1<s. As 

consumers, we Interact with databases every time we 
withdraw money from an ATM. order food at McDonald's, 
use an Apple application to order food or movie tickets, or 

check on the status of a package at UPS or FedEx. 

IT has had an Immense effect on businesses-In 
fact, the growth of IT has changed the very structure of 

business organizations. Its adoption has altered the work
forces in many companies, contributed to greater flex
ibility in dealing with customers, and changed the way 
that employees Interact with each other. E-commerce 
has created new market relationships around the globe. 

We begin by looking at how businesses are using IT to 

bolster productivity, improve operations and processes, 
create new opportunities, and communicate and work in 

ways not possible before. 
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The Impact of the Internet on Marketing 
E-commerce refers to buying and selling processes that 

make use of electronic technology, while Internet market

ing refers to the promotional efforts of companies to sell 

their products and services to consumers over the intemet.3 

While internet marketing has some obvious advan

tages for both buyers (access to Information, conve

nience, etc.) and sellers (reach, direct distribution, etc.) 

it also has weaknesses, including profitability problems 

(many internet marketers are still unprofitable and the fail

ure rates are high); information overload (consumers may 

not know what to do with all the information available to 

them), and somewhat limited markets (consumers who 

use the web are typically more highly educated). 
In addition to these weaknesses, Internet market

ers must also cope with consumer concerns about two 

security-related issues. All Angus Reid/Globe and Mail poll 

of 1500 Canadians found that their main concern about 

internet marketing was security. People who had made 

at least one purchase on the Internet were more likely 

to list security as their top concern than were those who 

had never purchased anything on the Internet. In particu
lar, people were concerned that their credit card number 

might end up in the wrong hands, and that their privacy 

would be invaded if they purchased on the internet. 4 

Consumers also object to spyware software, which 

monitors websites they visit and observes their shopping 

habits. This software is often implanted on their personal 

computers as they wander through the web. It then gen

erates pop-up advertisements that are targeted to that 

particular consumer. Because people are often unaware 

that such spyware is on their computer, the technique 

has generated anger among consumers. Consumers can, 

however, get free anti-spyware software that removes 

spyware from their computer. Spyware is also a concern 

tor companies that sell from their own websites because 

the pop-ups are designed to divert web surfers from the 

products offered by the website. 5 

Creating Portable Offices: Providing Remote 
Access to Instant Information 
The packing list for Barry Martin's upcoming fishing trip 

reflects his new outlook on how he gets his work done. 

It reads, In part, as follows: (1) fly rod, (2) dry-pack food, 

(3) tent, and (4) BlackBerry. Rve years ago, a much lon

ger list would have included a cellphone, road and area 

maps, phone directory, appointments calendar, office 

files, and client project folders, all of which are now 

replaced by just one item-his 

BlackBerry-a wireless hand
held messaging device that 

allows him to take the office with 

him wherever he goes. Even in 
the Canadian wilderness, Martin 
can place phone calls and read 
new email messages. Along 
w ith Internet browsing, there's 

access to desktop tools-such 

as an organizer and an address 
book-for managing work and 

staying in touch with customers, 

E-COMMERCE 
Buying rod aeling 
proc- that meke 
use of electronic 
tech1ology. 

INTERNET 
MARKETING 
The promotional efforts 
ol companies to _. 
!her product• rod 
..vioea to ()()(liU'Il8('8 

aver the ..,tsmet. 

suppliers, and employees from any location. The mobile 

messaging capabilities of devices like the BlackBerry 
offer businesses powerful tools that save time and travel 

expenses.e As we describe in Chapter 12's E-Business 

and Social Media Solutions box, "Apps, Apps, and More 

Apps," the range of current applications Is immense and 

enlarging to meet the needs of business and consumers. 

Barack Obama is an avid BlackBerry user. 
This picture Is indicative of the times we live 
in. Think of how often you see classmates and 
work colleagues walking down a hall with a 
smartphone in hand. 
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Enabling Better Service by Coordinating 
Remote Deliveries 
With access to the Internet, company activities may be 
geographically scattered but remain coordinated through 
a networked system that provides better service for cus
tomers. Many businesses, for example, coordinate activi
ties from one centralized location, but their deliveries flow 
from several remote locations, often at lower cost. When 
you order furniture from an internet storefront-for exam
ple, a chair, a sofa, a table, and two lamps-the chair 
may come from a warehouse in Toronto, the lamps from 
a manufacturer In China, and the sofa and table from a 
supplier in North Carolina. Beginning with the customer's 
order, activities are coordinated through the company's 
network, as if the whole order were being processed at 
one place. This avoids the expensive In-between step of 
first shipping all the Items to a central location. 

Creating Leaner, More Efficient 
Organizations 
Networks and technology are also leading to leaner com
panies with fewer employees and simpler structures. 
Because networks enable firms to maintain informa
tion linkages between employees and customers, more 
work and customer satisfaction can be accomplished 
with fewer people. Bank customers can access 24-hour 
information systems and monitor their accounts without 
employee assistance. Instructions that once were given 
to assembly workers by supervisors are now delivered 
to workstations electronically. Truck drivers delivering 
freight used to return to the trucking terminal to receive 
instructions from supervisors on reloading for the next 
delivery, but now instructions arrive on electronic screens 
in the trucks so drivers know in advance what will be 
happening next. 

Enabling Increased Collaboration 
Collaboration among Internal units and with outside firms 
is greater when firms use collaboration software and 
other IT communications devices ~e discuss these later 
In this appendix). Companies are learning that complex 
problems can be solved better through IT-supported 
collaboration, either with formal teams or spontane
ous interaction among people and departments. The 
design of new products, for example, was once largely 
an engineering responsibility. Now it is a shared activity 
using information from people In marketing, finance, pro
duction, engineering, and purchasing who, collectively, 
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determine the best design. For example, the design of 
Boeing's 787 Dreamliner aircraft is the result of collabo
ration, not just among engineers but also from passen
gers ~o wanted electronic outlets to recharge personal 
electronic devices), cabin crews (\Nho wanted more bath
rooms and wider aisles), and air-traffic controllers (who 
wanted larger, safer airbrakes). 

Enabling Global Exchange 
The global reach of IT Is enabling business collabo
ration on a scale that was unheard of just a few years 
ago. Consider Lockheed Martin's contract for design
ing the Joint Strike Fighter and supplying thousands of 
the planes in different versions for Canada, the United 
States, Britain, Italy, Denmark, and Norway. Lockheed 
can't do the job alone. Over the project's 20-year life, 
more than 1500 companies will supply everything from 
radar systems to engines to bolts. Web collaboration 
on a massive scale is essential for coordinating design, 
testing, and construction while avoiding delays, holding 
down costs, and maintaining quality.7 

Improving Management Processes 
IT has also changed the nature of the management pro
cess. A! one time, upper-level managers didn't concern 
themselves with all of the detailed Information filtering 
upward from the workplace because it was expensive to 
gather, slow in coming, and quickly became out of date. 
Rather, workplace management was delegated to middle 
and first-line managers. 

Wrth datalbases, specialized software, and networks, 
however, Instantaneous Information Is accessible and 
useful to all levels of management. For example, consider 
enterprise resource planning (£RP). a system for orga
nizing and managing a firm's activities across product 
lines, departments, and geographic locations. The ERP 
stores real-time information on work status and upcom
ing transactions and notifies employees when action is 
required if certain schedules are to be met. It coordinates 
internal operations with activities of outside suppliers and 
notifies customers of upcoming deliveries and billings. 
Consequently, more managers use it routinely for planning 
and controlling operations. A manager at Hershey Foods, 
for example, uses ERP to check on the current status of 
any customer order for Hershey Kisses, to Inspect pro
ductivity statistics for each workstation, and to analyze 
the delivery performance on any shipment. Managers can 
better coordinate company-wide performance because 
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they can identify departments that are working well 
together and those that are lagging behind schedule and 
creating bottlenecks. 

Providing Flexibility for Customization 
IT has also created new manufacturing capabilities that 
enable businesses to offer customers greater variety and 
faster delivery cycles. Whether it's a personal computer 
from Dell, one of Nokia's phones, or a Rawlings base
ball glove, today's design-it-yourself world has become 
possible through fast, flexible manufacturing using IT net
wor1<s. At nmbuk2's website, for example, you can "build 
your own" custom messenger bag at different price levels 
with choices of size, fabric, colour combinations, acces
sories, liner material, strap, and even left- or right-hand 
access.8 The principle Is called mass-customization: 
Although companies produce in large volumes, each 
unit features the unique options the customer prefers. 
As shown In Figure 8.1, flexible production and speedy 
delivery depend on an Integrated network of information 
to coordinate all the acti-

The IT landscape has also 
presented small business own
ers with new a-business oppor
tunities. More than 600 online 
marketplaces allow entrepre
neurs to sell directly to consum
ers, bypassing conventional 
retail outlets, and enable 828 
selling and trading with access 

MASS
CUSTOMIZATJON 
Mhough oompenee 
j:rodu:e n large 
llllllmM. each lril fa&. 
Illes the uriqua options 
the CU6tomer p-efere. 

to a worldwide customer base. To assist start-up busi
nesses, e8ay's services networ1< Is a ready-made online 
business model, not just an auction market. Services 
range from credit financing to protection from fraud and 
misrepresentation, information security, international cur
rency exchanges, and post-sales management. These 
features enable users to complete sales transactions, 
deliver merchandise, and get new merchandise for Mure 
resale, all from the comfort of their own homes. 

Technology continues to provide new and Improved 
business models. For example, lnstlnet Inc. was a pioneer 

vities among customers, 
manufacturers, suppliers, 
and shippers. 

Figure 8.1 
Networking for ~--....... 
mass-customization. ![J4/": 

Providing New 
Business 
Opportunities 
Not only is IT Improv
ing existing businesses, 
it is creating entirely new 
businesses. For big busi
nesses, this means devel
oping new products, 
offering new services, and 
reaching new clients. Only 
a few years ago, Google 
was a fledgling search 
engine. In 2010, the com
pany had nearly $25 bil
lion in cash and short-term 
investments and It was 
no longer simply a search 
engine company; Google 
had email (Gmail ser
vice) and other productiv
ity software, the Android 
cellphone platform, and 
YouTube.e 

~= ~;~ 
;r I ' '· " 

Prodooicn scheduler Ctrcy website plans materials lllCMifnents 

d",c$~, fn,P'f::~/'~!pl•• 

I 
Cuslome< order Rows Into production 

scheduling 

• • II 

Ill _!.:I 
Ne~ •:1 

~• :.:n111 
.. 

Supplow sch.dules production 
and shipment to 

-"''""''"""'\ 
·-~-lJ 

Shipper schedules pickup 
from plant and delillery to 

custo7 

Appendix B: Using Technology to .\larulge Information In the lnl~ and Socbl Media Era 309 



User name: Grux G Book: Business Essentials, Sixth Canadian Edition   Page: 310
No part of any book may be reproduced or transmitted by any means without the publisher's prior permission. Use (other than qualified fair use) in violation of the 
law or Terms of Service is prohibited. Violators will be prosecuted to the full extent of the law. 

Page 10 of 10CourseSmart - Print

9/27/2011http://www.coursesmart.com/print?xmlid=9780132146746/301&pagestoprint=10

INTERNET A gigantic 
system of irtercoo
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more than 100 nilion 
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HYPERTEXT 
TRANSFER 
PROTOCOL (HTTP! 
Cormllrications 
protocol ueed for the 
Wa1d Wide Web, In 
wlic:h related pieoee 
of information 00 

eeperate -tiebpagea 
are oomected using 
hypetirl<a. 

WORLD WIDE WEB 
A standardized code 
for accessing informa
tion snd t~tting 
data over the Internet; 
the common lmguage 
that allows infamation 
sharing on the Internet 

SIMPLE MESSAGE 
TRANSFER PROTO
COL (SMTP) Basic 
OOilliTUlicalion& proto
col Ulled to -.d emai 

POST OFFICE 
PROTOCOL (POP) 
One of the baeic: 
communic.tiont 
protocoleUIIed to 
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in electronic trading. In 2010, it 
launched a service called Meet 
the Street, which matches com
panies with potential investors. 
This service competes directly 
with investment companies 
like the Royal Bank of Canada 
(ABC) and Goldman Sachs that 
are known for creating "road 
shows" (days packed with 
meetings with potential inves
tors). The service enables busi
ness owners to book their own 
meetings, make travel arrange
ments, suggest dining spots, 
and use GPS technology to 
organize meetings efficiently to 
save time.1o 

Improving the World 
and Our Lives 
Can advancements in IT really 
make the wortd a better place? 
Hospitals and medical equip
ment companies certainly think 
so. For example, when treating 
combat injuries, surgeons at 
Walter Reed National Military 
Medical Center in the U.S. rely 
on high-tech graphics displays 
that are converted into three
dimensional physical models 

After this capsule Is swallowed, the camera 
inside it can transmit 50 000 images during its 
eight-hour journey through the digestive tract. 
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for pre-surgical planning. These 3-0 mock-ups of shoul
ders, femurs, and facial bones give doctors the opportu
nity to see and feel the anatomy as it will be seen in the 
operating room, before they even use their scalpels. 11 

Meanwhile, vitamin-sized cameras that patients swal
low are providing doctors with computer images of the 
insides of the human body, helping them to make better 
diagnoses for such ailments as ulcers and cancer. 12 

Social Networking: Providing a Service 
The many forms of social medla-blogs, chats, and net
works such as Linkedln, Twitter, and Facebook-are no 
longer just playthings for gossips and hobbyists. As we 
examined in Chapter 8 (E-Business and Social Media 
Solutions box, ·~ob Recruitment In the Social Media Eraj 
they're also tools for getting a job. The economic meltdown 
pushed millions of job seekers to online networking
tapping leads from friends, colleagues, and acquain
tances- for contacts with companies that may be hiring. 
Peers and recruiters are networking using electronic dis
cussion forums and bulletin boards at websites of profes
sional associations and trade groups, technical schools, 
and alumni organizations. 

Some social sites provide occupation-specifiC career 
coaching and job tips. For example, scientists are con
necting with Epemlcus, top managers use Meet the Boss, 
and graduate students are connecting with Graduate 
Junction.13 

IT Building Blocks: Business 
Resources 

Businesses today have a wide variety of IT resources at 
their disposal. In addition to the Internet and email, these 
include communications technologies, networks, hard
ware devices, and software, as shown at technology 
media sites such as TechWeb.com. 

The Internet's Other Communication 
Resources 
The internet is a gigantic system of interconnected com
puters; these computers are connected by numerous 
applications utilizing different communications protocols. 
The most familiar internet protocols are hypertext transfer 
pro tocol (HTIP)-which is used for the World Wide 
Web, a branch of the internet consisting of interlinked 
hypertext documents, or webpages-and simple mes
sage transfer protocol (SMTP) and post office protocol 
(POP), which are used to send and receive email. For 
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thousands of businesses, the internet has replaced the 
telephone, tax machine, and standard mail as the pri
mary communications tool. 

The amount of traffic on the internet has increased 
dramatically over the years, and certain individuals, such 
as scientists, have found that it is often slow going when 
they try to transmit or manipulate large databases. So 
lntemet2 has been created, which is dramatically faster 
than the regular internet. lntemet2 is generally available 
only to universities, corporations, and government agen
cies that have applications that put heavy demands on 
the internet (for example, videoconferencing). 

The internet has spawned a number of other busi
ness communications technologies, including intranets, 
extranets, electronic conferencing, and VSAT satellite 
communications. 

Intranet$ Many companies have extended inter
net technology by maintaining internal websites 
linked throughout the firm. These private networks, or 
intranets, are accessible only to employees and may 
contain confidential information on benefits programs. a 
learning library, production management tools, or prod
uct design resources. For firms such as Ford Motor Com
pany, whose Intranet Is accessible to 200 000 people 
daily, sharing information on engineering, distribution, 
and marketing has reduced the lead time for getting new 
models into production and has shortened customer 
delivery times. 1~ 

Extraneh Extranets allow outsiders limited access to 
a firm's internal information networ1<. The most common 
application allows buyers to enter a system to see which 
products are available for sale and delivery, thus provid
ing convenient product-availability information. Industrial 
suppliers are often linked Into customers' information net
works so that they can see planned production schedules 
and prepare supplies for customers' upcoming opera
tions. Enterprise portals allow outsiders like customers 
to log on to a company's Intranet. The extranet at Chap
arral Steel, for example, lets customers shop electroni
cally through its storage yards and gives them electronic 
access to Chaparral's planned inventory of industrial steel 
products. 

Electronic Conferencing Electronic conferencing 
allows groups of people to communicate simultane
ously from various locations via email, phone, or video, 
thereby eliminating travel time and saving money. One 
form, called dataconferencing, allows people in remote 
locations to work simultaneously on one document. 

Videoconferencing allows par
ticipants to see one another 
on video screens while the 
conference is in progress. For 
example, Lockheed Martin's 
Joint strike Fighter project, dis
cussed earlier, uses internet col
laboration systems with both 
voice and video capabilities. 
Although separated by oceans, 
partners can communicate as 
if they were in the same room 
while redesigning components 
and creating production sched
ules. Electronic conferencing is 
attractive to many businesses 
because it eliminates travel and 
saves money. 

VSAT Satellite Communica
tions Another internet technology 
businesses use to communicate 
is VSAT satellite communica
tions. VSAT (short lor very small 
aperture lermina~ systems have a 
transmitter-receiver (transceivet) 
that sits outdoors with a direct 
One of sight to a satellite. The 
hub--a ground-station computer 
at the company's headquarters
sends signals to and receives sig
nals from the sateaite, exchanging 
voice, video, and data transmis
sions. An advantage of VSAT is 
privacy. A company that operates 
its own VSAT system has total 
control over communications 
among its facilities, no matter their 
location, without dependence on 
other companies. A firm might 
use VSAT to exchange sales and 
inventory information, advertising 
messages, and visual presenta
tions between headquarters and 
store managers at remote sites. 

INTERNET2 Faster 
than rego.S intemel, 
lntemet2 "' gero--
tl:'f avaiable or-if to 
~.oorpora

tions. and gcNElfT'ITl8rt 
~thatt.w 
applicabons with heavy 
demands. 

INTRANETS An orga
rlz.otion'a private net
wOO< of ntemaly inked 
weblitee accesaiJie 
only to ~yeee. 

EXTRANETS A eylllem 
that allows out&id8f11 
imted aooeee to a 
firm'e irtemel informa
tion network. 

ENTERPRISE 
PORTALS Enable 
rustomen11 to log on to 
a company's intnnet. 

E.LECTRONIC 
CONfERENCING IT 
that alcr.Ya Qr0<4l8 of 
people to ()()ITliTUlicele 
lim..&neouely from 
ll8riouB kx:ationll'oia 
emai, phone. or 1oideo. 

VSAT SA TElUTE 
COMMUNICATIONS 
A networl< of geo
IJ'spl'icaly diepereed 
llwlamottar·r90elller8 
~)that 
aand II!Jlllla to and 
receive aiglBis from a 
18tellite, axchanging 
IIOioe. video, and data 
lninamieeions. 

COMPUTER 
NETWORK A g<l4:) of 
two or more comput
er& lirked together by 
eome form of cabling or 
by wireless technol
ogy to lhare data or 
reBOUrcea. such as a 
printer. 

Networks: System Architecture 
A computer network is a group ol two or more computers 
fin ked together, either han:lwired or wirelessly, to share data 
or resources, such as a printer. The most common type 
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WIDE AREA 
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LOCAL AREA 
NETWORKS (LANS) 
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such aa all or a firm'e 
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singe building. 

VIRTUAL PRIVATE 
NETWORKS (VPNS) 
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internet, to M\19 rT'QOfiiY 
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Figure 8.2 
BlackBerry wireless 
internet architecture. 

User Company's 
Computer and 

System Software 

of network used in businesses 

is a client-server network. In 
client-server networks, clients 

ars usually the laptop or desk

top computers through which 
users make requests for infor
mation or resources. Servers 

ars the computers that provide 

the services shared by users. 
In big organizations, servers are 
usually assigned a specific task. 
For example, in a local university 

or college network, an appli
cation sarver storss the word

processing, spreadsheet, and 
other programs used by all com

puters connected to the network. 
A print server controls the print

ers, storss printing requests from 
client computers, and routes 

jobs as the printers become 
available. An email sarver han

dles all incoming and outgoing 
email. With a client-server sys

tem, users can share rssources 
and internet connections--and 
avoid costly duplication. 

Networks can be classified 
according to geographic scope 

and means of connection (either 
wired or wireless). 

Wide Area Networks 
(WANs) Computers that ars 

linked over long distances--province-wide or even 
nationwide--through telephone lines, microwave signals, 

or satellite communications make up what are called wide 
area networks (WANs). Firms can lease lines from com

munications vendors or mai'ltain privata WANs. Walmart, 

for example, depends heavily on a private sateUita nat
work that links thousands of U.S. and international retail 
stores to its Bentonville, Arkansas, headquarters. 

Local Area Networks (LANs) In local area networks 
(LANs), computers are linked in a smaller area such as an 

office or a building. For example, a LAN unites hundreds 

of operators who enter call- in orders at TV's Home Shop
ping Network facility. The arrangement requires only one 

computer system with one database and one software 

system. Virtua l private networks (VPNs) connect two or 
more LANs through a public network like the Internet. This 
saves companies money because they don't have to pay 
for privata lines, but It is Important that strong security 

measures are in place so that unauthorized parsons can't 
gain access. 

Wireless Networks Wireless networks use airborne 

electronic signals to link network computers and devices. 
Uka wired networks, wireless networks can reach across 
long distances or exist within a single building or small 

area. For example, the BlackBerry system shown in Fig
ura B.2 consists of devices that send and receive trans
missions on the w ireless w ide area networks (WWANs) 

of more than 100 service providers--such as Cellular One 
(United States), T-Mobile (United Kingdom and United 

States), and Vodafone (ltaly}-ln countries throughout the 

world. The wireless format that the system relies on to 
control wireless messaging Is supplied by Research In 

Motion (RIM), the Cana

dian company that makes 
the BlackBerry, and is 

Firewall 
Wireless Wide 
Area Networks 

installed on the user
company's computer.15 

A firewall provides privacy 
protection. We'll discuss 

firewalis in more detail 
later In the appendix. 

BlackBerry 
Handheld 
Devices 

Wi-Fi Hotspots are loca

tions, such as coffee 

shops, hotels, and airports, 
that provide wireless inter

net connections for people 
on the go. Each hotspot, 
or Wi-Fi (short for wireless 
fidelity) access point, uses 
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its own small netwot1<, called a wire less local area net
w ork (Wireless LAN or WLAN). Although wireless service 
is free at some hotspots, others charge a f~ daily or 
hourly rate-for the convenience of Wi-Fi service. 

Wi-Fi netwot1<s have many benefits, for example, 
employees can wait for a delayed plane in the airport 
and still be connected to the internet. However, Wi-Fi has 
limitations, including a short range of distance. In addi
tion, thick walls, construction beams, and other obstacles 
can interfere with the signals sent out by the network. So, 
while a city may have hundreds of hotspots, your laptop 
must remain near one to stay connected. WiMAX (world
wide interoperablllty for microwave access), the next step 
in wireless advancements, will improve this distance limi
tation with Its wireless range of about 50 kilometres. 

Hardware and Software 
Any computer network or system needs h ardware-the 
physical components, such as keyboards, monitors, sys
tem units, and printers. In addition to the laptops, desk
top computers, and BlackBerrys, handheld computers are 
also used in businesses. For example, Walmart employees 
roam store aisles using handhelds to identify, count, and 
order Items, track deliveries, and update backup stock at 
distribution centres to keep store shelves replenished with 
merchandise. 

The other essential in any computer system is soft
ware-programs that tell the computer how to function. 

of software application pro
grams from application service 
providers (ASPs). They there
fore don't have to spend a lot of 
money buying various software 
programs. Managed service pro
viders (MSPs) go even further, 
and include management of a 
company's netwot1< servers. 

One illustrative example 
of a software program Is com
puter graphics, which converts 
numeric and character data Into 
pictorial information like charts 
and graphs. They allow manag
ers to see relationships more 
easily and generate clearer and 
more persuasive reports and pr&
sentations. As Figure 8.3 shows, 
both types of graphics can con
vey different kinds of informa
tion-in this case, the types of 
materials that should be ordered 
by a picture framing shop like 
Artists' Frame Service. 

WI-Fl Short for W1'81918 
fidelity; a wireless local 
III'IMlniiWork. 

WIRELESS LOCAL 
AREA NETWORK 
(WIRELESS LAN OR 
WLAN) A local wee 
network with Wnlless 
aooeea poilte for PC 
ueera. 

HARDWARE The 
p~Tjtwical oomponents 
of a oomput er networi<, 
aJCh 1111 kayboarde, 
monitors, system trits, 
and printers. 

SOFTWARE Progmms 
that tel the computer's 
hardware what 
re80\1"098 to U8e 
and how. 

COMPUTER 
GRAPHICS~ 

that COf"Mltt runaric 
and character data into 
pictorial ink>rmation like 
cilata trod grapt.. 

Groupware-software that connects group mem
bers for email distribution, electronic meetings, message 

Software includes system 
software, such as Microsoft 
Windows 7 for PCs, which 
tells the computer's hardware 
how to interact with the soft
ware. It also Includes applica
tion software, which meets the 
needs of specific users (for 
example, Adobe Photoshop). 
Some application programs 
are used to address common, 
long-stand ing needs such as 
database management and 
inventory control, whereas 
others have been developed 
for a variety of specialized 
tasks ranging from map
ping the underground struc
ture of oil fields to analyzing 
the anatomical structure of 
the human body. For a sub
scription fee, companies can 
gain access to a large number 

Apple's iPhone lags far behind in business usage compared to the 
BlackBerry but new versions are becoming more appealing. iPhones offer a 
larger keyboard, voice messaging and convenient text editing in addition to 
its key consumer features (iPod, movie viewing capacity etc.) 
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Frame Materials Used 
(as % or total annual 
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Black plastic 40% 

INFORMATION 
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that .-e IT reeouroea 
to~dalanto 
irlormallon md to 
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trenamt that nform&
tion lor .-in decieion 
mek.ng. 

DATA Raw fade and 
fig..,. that by lhom
eelvee may not have 
much meaning. 

INFORMATION The 
m88lingful, ueefU lrter
pretabon of data. 

INFORMATION 
SYSTEMS 
MANAGERS Mlroag
era who operate the 
ayatema ueed for gath
ering, orgenczw>g, and 
distributing infoonation. 

Oak 13% 
12% 

Green plastic 
20% 

All others 
33'£ 

Figure 8 .3 
Artists' Frame Service. 

storing, appointments and sched
ules, and group writing-allows 
people to collaborate from their 
<1Ml desktop PCs, even If they're 
remotely located. It is especially 
useful when people wor1< together 
regularly and rely heavily on infor
mation sharing. Groupware sys
tems include IBM Lotus Domino, 
Microsoft Exchange Server, and 
Novell GroupWise. 

Information Systems: 
Harnessing the Competitive 
Power of Information 
Technology 
Business today relies on information management in ways 
that no one could foresee even a decade ago. Managers 
now treat IT as a basic organizational resource for con
ducting dally business. At major firms, every activity
designing services, ensuring product delivery and cash 
flow, evaluating personnel--is linked to Information sys
tems. An information system {IS) uses IT resources and 
enables managers to take dat~aw facts and figures 
that by themselves may not have much meaning-and 
turn that data into information-the meaningful, useful 
interpretation of data. Information systems also enable 
managers to collect, process, and transmit that informa
tion for use in decision making. 
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20% 
25% 10% 

5 .. 

45% 

50% Winter 75% Sales 
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p~stlc plastic others Sales 

One of the most widely publicized examples of the 
strategic use of Information systems is Walmart. The IS 
drives down costs and increases efficiency because the 
same methods and systems are applied for all 5000-plus 
stores in Europe, Asia, and North America. Data on the 
billions of sales transactions--time, date, plae&-tlows to 
company headquarters in Bentonville, Arkansas. Keeping 
track of nearly 700 million stock keeping units (SKUs) 
weekly, the information system enforces uniform reorder
ing and delivery procedures--on packaging, timing, and 
quantities-for more than 30 000 suppliers. It also regu
lates the flow of the more than five billion cases through 
its distribution centres, and deliveries by nearly 8000 
Walmart truck drivers, to its stores. 

Beyond the firm's daily operations, information 
systems are also crucial in planning. Managers rou
tinely use the IS to decide on products and markets for 
the next 5 to 10 years. The company's vast database 
enables marketing managers to analyze demographics, 
and it is also used for financial planning, materials hand
ling, and electronic funds transfers with suppliers and 
customers. 

Like most businesses, Walmart regards Its Informa
tion as an asset that's planned, developed, and protected. 
Therefore, It's not surprising that buslnssses have Infor
mation syst ems managers who operata the systems 
used for gathering, organizing, and distributing Information, 
just as they have production, marketing, and finance man. 
agars. These managers use many of the IT resources we 
discussed earlier to sift through this information and apply 
it to their jobs. The effective use of information is so critical 
that many companies have appointed chief information 
officers who are responsible for managing all aspects of 
information resources and information processes. 
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There are so many new challenges and opportuni
ties for IT managers. For example, cloud com puting 
is a major buzz word In IT circles and it has different 
meanings to different people. In essence, it refers to 
internet-based development and use of computer tech
nology. Individuals have been using this approach for 
years with email and photo sharing (think Google and 
Flickr). Organizations are now taking a closer look at 
the prospects of shared data centres through Internet 
technology. At the conceptual level, cloud computing 
means placing some infrastructure online and having 
someone else run it rather than doing it in-house. Some 
of the major advantages promised by this approach 
include lower costs, quicker set-up, easy scalabil
ity, easier software Integration, reduced financial risk, 
decreased downtime, potential services for small busi
ness (that otherwise could not afford them), automatic 
updates that don't disrupt or endanger other systems, 
and empowered users. It should be interesting to see 
how this concept evolves Into practice over the next few 
years.te 

Leveraging Information Resources: Data 
Warehousing and Data Mining 
Almost everything you do leaves a trail of information 
about you. Your preferences In movie rentals, television 
viewing, internet sites, and groceries; the destinations of 
your phone calls, your credit card charges, your fnancial 
status; personal Information about age, gender, marital 
status, and even your health are just a few of the items 
about each of us that are stored in scattered databases. 
The behaviour patterns of millions of users can be traced 
by analyzing files of Information gathered over time from 
their internet usage and in-store purchases. 

Dat a Warehousing The collection, storage, and 
retrieval of such data In electronic Illes is called data 
w arehousing. For managers, the data warehouse is a 
goldmine of Information about their business. Indeed, 
Kroger Co., the Ohio-based grocery chain, collects data 
on customer shopping habits to find ways to gain greater 
customer loyalty. As part owner of a data-mining firm, 
Kroger accumulates Information from its shopper cards, 
analyzes the data to uncover shopping patterns, and 
sends money-saving coupons to regular customers for 
the specific products they usually buy. Kroger's precision 
targeting pays off, especially in the recession economy. 
With a rate of coupon usage up to as much as 50 times 
the industry average, it's a money-saver for Kroger cus
tomers and boosts the company's sales, too.17 

Data Mining After collect
ing information, managers use 
data mining-the application 
of electronic technologies for 
searching, sifting, and reorga
nizing pools of data to uncover 
useful information. Data mining 
helps managers plan for new 
products, set prices, and Iden
tify trends and shopping pat
terns. By analyzing what con
sumers actually do, businesses 
can determine what subsequent 
purchases they are likely to 
make and then send them tal
lor-made ads. 

Information linkages with 
Suppliers The top priority for 
Walmart's l~mproving in
stock reliabilily-fequires Inte
gration of Walmart's and suppli
ers' activities with store sales. 
That's Why Procter & Gamble, 
Johnson & J ohnson, and other 
suppliers connect into Walmart's 
information system to observe 
up-to-the-minute sales data on 
individual items, by store. They 
can use the system's computer
based tool~preadsheets, 

sales forecasting, and weather 
information-to forecast sales 
demand and plan delivery 

CHIEF 
INFORMATION 
OFFICERS Manegel8 
••.tlo are reeponoible for 
m&na!Jn9 all upecta ol 
onformabon r~ 
and irlorma1ion 
prooeMI8. 
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COMPIJTIN G lrtemet
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and .-ol oompl.(er 
technology: at the 
oonoeptuallevel, it 
meane placing acme 
infrastructt¥e onine 
and heiiiOQ eomeone 
else run it rather than 
doing h in-house. 

DATA WAREHOUS
ING The collection, 
storage, and retrieval of 
data in electronic filee. 

DATA MINING The 
applicebon of elec
troric technologee for 
eearcting, sifting, and 
morgonzng poole ol 
data to IIICO\Iel" use1ut 
onlormotion. 

TRANSACTION 
PROCESSING 
SYSTEM (TPSl 

Applicelions of onfor
mation prooesaing 
f()( baaocday-to-day 
~ tnnoacbonB. 

schedules. Coordinated planning avoids excessive invento
ries, speeds up deliveries, and holds dOMl costs through
out the supply chain while keeping shelves stocked for retail 
customers. 

Types of Information Systems 
Since employees have a variety of responsibilities and 
decision-making needs, a firm's Information system may 
actually be a set of several information systems that 
share data while serving different levels of the organi
zation, different departments, or different operations. 
One popular information system Is called the transac
tion processing system (TPS), which processes infor
mation for many different, day-to-day business trans
actions like customer order-taking by online retailers, 
approval of claims at insurance companies, receiving 
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and displaying them 
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MANAGEMENT 
INFORMATION 
SYSTEM (MIS) 
C<>rrputer ayatem that 

~~managers by 
prOIIidng informal~ 
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that can be ueed for 
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Interactive aywtem tho! 
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and confirming reservations by 
airlines, and payroll processing. 

Because they work on 
different kinds of problems, 
managers and their subordinates 
need access to the specialized 
Information systems that sat
isfy their different information 
needs. In addition to different 
types of users, each business 
function-marketing, human res
ources, accounting, production, 
tinanc&--has its own information 
needs, as do groups working 
on major projects. Each user 
group and department, there
fore, may need a special IS. Two 
important groups are know-ledge 
workers and managers. 

Information Syst ems for 
Knowledge Workers As we 
discussed in Chapter 8, know
ledge worlcers am employees tor 
whom information and know
ledge 81'9 the raw materials of 
their work, such as engineers, 
scientists, and IT specialists who 
rely on IT to design new products 
or create new processes. These 
workers mquim knowledge 
informat ion systems, which pro-
vide resources to create, store, 
use, and transmit new knowledge 

for useful applications-for instance, databases to orga
nize and retrieve information, and computational power 
for data analysis. 

Specialized support systems have also increased 
the productivity of knowledge workers. Computer-aided 
design (CAD) helps knowledge workers design prod
ucts ranging from cellphones to jewellery to auto parts 
by simulating them and displaying them in 3-D graphics. 
The older method-making handcrafted prototypes from 
wood, plastic, or clay-is replaced with faster, cheaper 
prototyping: the CAD system electronically transfers 
instructions to a computer-controlled machine that builds 
the prototypes. 

In archaeology, CAD Is helping scientists uncover 
secrets hidden in fossils using 3-0 computer models of 
skeletons, organs, and tissues constructed with digital 
data from CT (computed tomography) scans of dinosaur 
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fossils. From these models, scientists have learned, for 
example, that the giant apatosaurus's neck curved down
ward, instead of high in the air as once thought. By see
ing how the animals' bones fit together with cartilage, 
ligaments, and vertebrae, scientists are discovering more 
about how these prehistoric creatures interacted with 
their environment.1B 

Informat ion Systems for Managers Each manager's 
information activities and IS needs vary according to 
his or her functional area (accounting, marketing, etc.) 
and management level. The following are some popu
lar information systems used by managers for different 
purposes. 

Management Information Sys tems Management 
information systems (MISs) support managers by provid
ing reports, schedules, plans, and budgets that can then 
be used for making decisions, both short and long term. 
For example, at a publishing company, managers rely on 
detailed Information-current customer orders, staffing 
schedules, employee attendance, production schedules, 
equipment status, and materials availability- for moment
to-moment decisions during the day. They require similar 
information to plan such mid-range activities as person
nel trailing, materials movements, and cash flows. They 
also need to anticipate the status of the jobs and projects 
assigned to their departments. Many MIS-cash ftow, 
sales, production schedulilg, and shipping-are indis
pensable tor helping managers complete these tasks. 

For longer-range decisions involving business strat
egy, managers need ilformation to analyze trends In the 
publishing industry and overall company performance. 
They need both external and Internal Information, current 
and future, to compare current performance data to data 
from previous years and to analyze consumer trends and 
economic forecasts. 

Decision Support Systems Managers who face a par
ticular kind of decision repeatedly can get assistance from 
decision support systems (DSSs)-interactive systems 
that create virtual business models and test them with 
different data to see how they respond. When faced 
with decisions on plant capacity, for example, manag
ers can use a capacity OSS. The manager Inputs data on 
anticipated sales, working capital, and customer-delivery 
mquirements. The data flow into the DSS processor, 
which then simulates the plant's performance under the 
proposed data conditions. After experimenting with vari
ous data conditions, the DSS makes mcommendations 
on the best levels of plant capacity for each Mure time 
period. 
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Artif icial Intelligence Artificial intelligence (AI) refers 
to the development of computer systems to imitate 
human behaviour-in other words, systems that per
form physical tasks, use thought processes, and learn. 
In developing AI systems. business specialists, mod
ellers, and information-technology experts try to design 
computer-based systems capable of reasoning so that 
computers, instead of people, can perform certain activi
ties. For example, a credit-evaluation system may decide 
which loan applicants are creditworthy and which are too 
risky, and It may then compose acceptance and rejection 
letters accordingly. 

Some AI systems possess sensory capabilities, 
such as lasers that "see," "hear," and ''feel." AND Corp. 
of Toronto has developed a software program-called 
Hnet-that can learn to recognize faces. This may seem 
like a simple thing, but millions of dollars had been spent 
on this problem, without success until AND Corp. devel
oped the software. The system can be used to improve 
airport security and to track terrorists.19 

The expert system Is designed to imitate the thought 
processes of human experts In a particular field. 20 Expert 
systems incorporate the rules that an expert applies to 
specific types of problems, such as the judgments a phy
sician makes when diagnosing illnesses. In effect, expert 
systems supply everyday users with "instant expertise. • 
For example, Campbell's developed an expert system to 
mimic complex decision processes and save the expert 
knowledge that was going to be lost when a long-time 
expert soup maker announced his intention to retire.21 

IT Risks and Threats 
As with other technologies throughout history, IT has 
attracted abusers that are intent on doing mischief, 
with severity ranging from mere nuisance to outright 
destruction. Eager IT users everywhere are finding that 
even social networking and cell phones have a "dark 
side"-privacy invasion. Facebook postings of personal 
information about users can be intercepted and mis
used by intruders. Beacon caused a public uproar when 
it published peoples' online purchases publicly on their 
Facebook newsfeeds. This is a problem with cellphone 
advancements. Bluetooth connections allow savvy 
intruders to read a victim's text messages, listen in on live 
conversations, and even view unwary users' photos.22 
Smartphone sales are likely to surpass regular cellphone 
sales by 2015. This is presenting an increased challenge, 
since more personal infonnation tends to be contained 
on these multipurpose devices.23 

Businesses, too, are troubled 
with ITs dark side. Hackers break 
into computers, stealing per
sonal information and company 
secrets, and launching attacks 
on other computers. Meanwhile, 
the ease of infonnation sharing 
on the internet has proven costly 
for companies that are having 
an increasingly difficult time pro
tecting their intellectual property. 
and viruses that crash computers 
have cost companies millions. In 
this section, we'll look at these 
and other IT risks. 

Hackers 
Breaking and entering no lon
ger refers merely to physical 
intrusion. Today, it applies to IT 
intrusions as well. Hac kers are 
cybercriminals who gain unau
thorized access to a computer 
or network, either to steal Infor
mation, money, trade secrets, 
or property, or to tamper with 
data. Another common hacker 
activity is to launch den/a/ of ser-

ARTIFICIAL INTEL
LIGENCE (AI) The 
d6o.<elopmeri of 
~er ayetema to 
rnitota tunm thougl1 
and betliMOU". 

EXPERT SYSTEM A 
form of />J deeigled 
to imitate the thouglt 
~oflunan 
8)Cpefia in a pertictJar 
field. 

HACKERSC~
aiminol who gane 
unauthorized acoass to 
a computer Of network. 
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tion, money, trade 
eacrete, Of property or 
to tamper with data 

IDENTITY THEFT 
Unauthorized stealing 
of pereonal lnforma
tion (llUCh ea social 
i-\sumno& nllnbw and 
addreea) to get toone, 
aadt CMle. or other 
monetary benefit• by 
~tirgthe 
victim. 

vice (DoS) attacks. DoS attacks flood networks or web
sites with bogus requests for information and resources, 
thereby shutting the networks or websites down and pre
venting legitimate users from accessing them. 

Wireless mooching is a profitable industry for cyber
criminals. in just five minutes, one newspaper reporter 
using a laptop found six unprotected wireless networks 
that were wide open to outside users.24 Once inside an 
unsecured wireless network, hackers use it to commit 
identity theft and to steal credit card numbers, among 
other things. When pollee officers try to track down these 
criminals, they're long gone, leaving you, the network 
host, exposed to criminal prosecution. 

Identity Theft 
Once inside a computer network, hackers are able to 
commit identity theft, the unauthorized stealing of per
sonal information (such as social Insurance numbers and 
address) to get loans, credit cards, or other monetary 
benefits by impersonating the victim. Clever crooks get 
information on unsuspecting victims by digging in trash, 
stealing mail, or using phishing or pharming schemes 
to lure internet users to bogus websites. For instance, 
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INTELLECTUAL 
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of the mind thd hos 
corrmercial vaU9. 
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SPAM Junk emall eent 
to a mailing ist or a 
newagroup. 

a cybercriminal might send 
American Online subscribers 
an email notifying them of a bill
ing problem with their accounts. 
When the customers click on the 
AOL Billing Center link, they are 
transferred to a spoofed (falsi
fied) webpage, modelled after 
AOL:s. The customers then sub
mit the requested information
credit card number, social insur
ance number, and PIN-into the 
hands of the thief. Today, con
sumers are more aware of these 
scams, but they are still effec
tive. Major organizations like the 
Canadian Bankers Association 
and the Competition Bureau 

are working with organizations to Identify patterns and 
inform consumers.25 

In Canada, the federal government created privacy 
legislation in the Personal Information Protection and 
Electronic Documents Act (PIPEDA) back in 2001. It was 
designed to promote a-commerce while protecting per
sonal information. The Act outlines the rules for managing 
personal information In the private sector.26 

Intellectual Property Theft 
Nearly every company faces the dilemma of protecting 
procluct plans, new inventions, industrial processes, and 
other intellectual property-something produced by the 
intellect or mind that has commercial value. Its ownership 
and right to its use may be protected by patent, copy
right, trademark, and other means. Intellectual property 
theft is evident when, for example, individuals illegally 
download unpaid-for movies, music, and other resources 
from file-swapping networks. But the activities are not 
limited to illegal entertainment downloads. For example, 
according to the U.S. Intelligence Agency, Chinese cyber 
spies steal about 40 to 50 billion dollars' worth of intel
lectual property each year.27 

Computer Viruses, Worms, and Trojan Horses 
Another IT risk facing businesses Is rogue programmers 
who disrupt IT operations by contaminating and destroy
ing software, hardware, or data files. Viruses, worms, and 
Trojan horses are three kinds of malicious programs that, 
once installed, can shut down any computer system. A 
computer virus exists In a tile that attaches itself to a 
program and migrates from computer to computer as a 
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shared program or as an email attachment. It does not 
infect the system unless the user opens the contaminated 
file, and users typically are unaware they are spreading 
the virus by file sharing. It can, for example, quickly copy 
itself over and over again, using up all available memory 
and effectively shutting down the computer. 

WomJs are a particular kind of virus that travel from 
computer to computer within networked computer sys
tems, without your needing to open any software to 
spread the contaminated file. In a matter of days, the 
notorious Blaster worm Infected some 400 000 computer 
networks, destroying files and even allowing outsiders to 
take over computers remotely. The worm replicates itself 
rapidly, sending out thousands of copies to other comput
ers In the network. Travelling through Internet connections 
and email address books in the network's computers, it 
absorbs system memory and shuts down network serv
ers, web servers, and individual computers. 

Unlike viruses, a Trojan horse does not replicate itself. 
Instead, it most often comes into the computer, at your 
request, masquerading as a harmless, legitimate software 
product or data file. Once installed, the damage begins. 
For instance, it may simply redesign desktop icons or, 
more maliciously, delete files and destroy information. 

Spyware 
As if forced intrusion isn't bad enough, internet users 
unwittingly invite spies-masquerading as a friendly file 
available as a giveaway or shared among individual users 
on their PCs. This so-called spyware is downloaded by 
users that are lured by "free" software. Once installed, it 
crawls around to monitor the host's computer activities, 
gathering email addresses, credit card numbers, pass
words, and other inside information that it transmits back 
to someone outside the host system. Spyware authors 
assemble incoming stolen Information to create their CMIIl 

"intellectual property" that they then sell to other par
ties to use for marketing and advertising purposes or for 
identity theft.26 

Spam 
Spam-junk email sent to a mailing list or a newsgroup 
(an online discussion group)-is a greater nuisance than 
postal junk mail because the Internet Is open to the pub
lic, email costs are negligible, and massive mailing lists 
are accessible through file sharing or by theft. Spam 
operators send unwanted messages ranging from explicit 
pornography to hate mail to advertisements to destruc
tive computer viruses. In addition to wasting users' time, 
spam also consumes a network's bandwidth, thereby 
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reducing the amount of data that can be transmitted in 
a fixed amount of time for useful purposes. U.S. industry 
experts estimate spam's damage in lost time and pro
ductivity at more than $140 billion worldwide in 2008 
alone.n 

IT Protection Measures 

Security measures against Intrusion and viruses are 
a constant challenge. Businesses guard themselves 
against intrusion, identity theft, and viruses by using fire
walls, special software, and encryption. 

Firewalls 
Firewalls are security systems with special software 
or hardware devices designed to keep computers safe 
from hackers. A firewall is located where two networks
for example, the internet and a company's internal 
network-meet. It contains two components for filtering 
each incoming data: 

1. The company's security policy-Access rules that 
identify every type of message that the company 
doesn't want to pass through the firewall. 

2. A router-A table of available routes or paths, a "traf
fic switch" that determines which routes or paths on 
the network to send each message to after it is tested 
against the security policy. 

Only those messages that meet the conditions of the 
user's security policy are routed through the firewall and 
permitted to now between the two networks. Messages 
that fail the access test are blocked and cannot flow 
between the two networks. 

Preventing Identity Theft 
Internet privacy experts say that a completely new iden
tity verification system Is needed to stop the rising tide 
of internet Identity theft. One possibility is an "infocard," 
which would act like a credit card and would allow web
sites to verify a customer's Identity without keeping 
personal Information on the customer. While foolproof 
prevention is impossible, steps can be taken to reduce 
the chance that you will be victimized. A visit to the 
Identity Theft Resource Center (www.ldtheftcenter.org) 
is a valuable first step to get information on everything 
from scam alerts to victim issues-including assistance 
on lost and stolen wallets-to media resources, current 
laws, and prevention of identity theft in the workplace. 

Preventing Viruses: 
Anti-Virus Software 
Many viruses take advantage of 
weaknesses in operating sys
tems in order to spread and 
propagate. Network adminis
trators must make sure that the 
computers on their systems 
are using the most up-to-date 
operating system that includes 
the latest security protection. 
Combating viruses, worms, 
and Trojan horses has become 
a major industry for systems 
designers and software devel
opers. Installation of anti -virus 
software products protects 
systems by searching Incom
ing email and data files for 
"signatures" of known viruses 
and virus-like characteristics. 
Contaminated flies are dis
carded or placed in quarantine 
for safekeeping. 

FIREWALL Security 
eystem with special 
eoftw~n a hatdware 
daoJicee da8igned to 
keep c:cmputEn aafe 
from hackers. 

AN'Il-VIRUS 
SOFTWARE PraiJct 
that protects syatems 
by aearct-ing inoornng 
emeh end data fiea fa 
"lignel1X81" of known 
llirueee and virus-li<e 
cnaracterittice. 

ENCRYPTION 
SYSTEM Software 
that assign• en email 
meoeage to a !rique 
ooda runber (cljtal 
fingarpmt) for aacn 
oo~er eo crioj that 
oo~er, not others, 
cen open and reed the 
meeaege. 

Protecting Electronic Communications: 
Encryption Software 
Unprotected email can be intercepted, diverted to unin
tended computers, and opened, revealing contents 
to intruders. Protective software is available to guard 
against those Intrusions, adding a layer of security by 
encoding emails so that only intended recipients can 
open them An encryption system works by scrambling 
an email message so that It looks like garbled nonsense 
to anyone who doesn't possess the key. 

Avoiding Spam and Spyware 
To help their employees avoid privacy Invasion and 
to improve productivity, businesses often install anti
spyware and spam filtering software on their systems. 
Dozens of anti-spyware products provide protection
software such as Webroot's Spy Sweeper and Microsoft 
Windows Defender-but they must be continually 
updated to keep pace with new spyware techniques. 
While it cannot be prevented entirely, spam is abated by 
many internet service providers (ISPs) that ban the spam
ming of ISP subscribers. 

While computer security devices--spam filters. data 
encryption, firewalls, and anti-virus software-catch 
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a vast number of attempted intrusions, many threats 
remain, both for individuals and for businesses. In diffi
cult economic times, both individuals and businesses are 
taken in by schemes that they would likely ignore if they 
weren't under financial pressure. For example, fake web
sites, cellphones, and internet-based phones promise 
high-paying jobs, low-cost loans, and can't-miss lotter
ies. Cellphone text messages lure bank customers into 
telephoning account Information, saying victims' credit 
cards have been deactivated. Internet-based phone 

320 Part m: Managing Operations and lnfonnatloo 

users receive fake caller-IDs of real hospitals, govern
ment agencies, banks, and other businesses in a new 
form of telephone phishing that talks victims Into reveal
ing personal information. Cyber-thieves are using "target
ing" (also known as spear phishing) to identify wealthy 
individuals and professional money managers. Victims 
receive friendly sounding emails containing contaminated 
attachments that, once opened, infect their computers, 
exposing bank account and other Identity Information to 
scammers. 
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CRAFTING A BUSINESS PLAN 

Part 3: Managing Operations 
and Information 
Goal of the Exercise 
This part of the business plan project asks you to think 
about your business in terms of both accounting con
cepts and information technology (IT) needs and costs. 
See Appendix B for material on IT. 

Managing Operations and Information 
An Increasingly important part of a business plan is 
a consideration of how IT -<:omputers, the internet, 
software, and so oil-influences businesses. This part 
of the business plan asks you to assess how you will 
use technology to improve your business. Will you, for 
example, use a database to keep track of your custom
ers? How will you protect your business from hackers 
and other IT security risks? 

This part of the business plan also asks you to 
consider the costs of doing business, such as salaries, 
rent, and utilities. You'll also be asked to complete the 
following financial statements: 

• Balance Sheet. The balance sheet is a foundation 
for financial reporting. This report identifies the val
ued items of the business (its assets) as well as the 
debts that it owes (its liabilities). This information 
gives the owner and potential investors a snapshot 
into the health of the business. 

• Income Statement (or Profit-and-Loss Statement). 
This is the focus of the financial plan. This docu
ment will show you what it takes to be profitable 
and successful as a business owner for your 
first year. 

Your Assignment 

mybusinessla~ 
Step 1 
Open the saved Business Plan file you have been 
working on. 

Step 2 
For the purposes of this assignment, you will answer 
the following questions In Managing Operations and 
Information: 

1. What kinds of IT resources will your business 
require? 

Hint: Think about the employees in your business 
and what they will need in order to do their jobs. 
What computer hardware and software will they 
need? Will your business need a network and an 
internet connection? What type of network? Refer 
to Appendix B for a discussion on IT resources you 
may want to consider. 

2. How will you use IT to keep track of your custom
ers and potential customers? 

Hint: Many businesses---11ven small businesses
use databases to keep track of their customers. 
WiU your business require a database? What about 
other information systems? Refer to Appendix B for 
more information on these topics. 

3. What are the costs of doing business? Equipment, 
supplies, salaries, rent, utilities, and insurance are 
just some of these expenses. Estimate wllat it will 
cost to do business for one year. 

Hint: The Business Plan Student Template pro
vides a table for you to insert the costs associ
ated with doing business. Note that these are just 
estimates-just try your best to include accurate 
costs for the expenses you think will be a part of 
doing business. 

4. How much will you charge for your product? How 
many products do you believe that you can sell 
in one year (or how many customers do you think 
your business can attract)? Multiply the price that 
you will charge by the number of products that you 
hope to sell or the amount you hope each customer 
will spend. This will give you an estimate of your 
revenues for one year. 

Hint: You will use the amounts you calculate in the 
costs and revenues questions in this part of the 
pian in the accounting statements in the next part, 
so be as realistic as you can. 
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5. Create a balance sheet and an income statement 
(profit-and-loss statement) for your business. 

Hint: You wil have two options for creating these 
reports. The first option is to use the Microsoft 
Word versions that are found within the Business 
Plan Student Template itself. The second option 
is to use the specific Microsoft Excel templates 
created for each statement, which are found on 
the book's MyBusinessLab. These Excel files 
are handy to use because they already have the 
worl<sheet calculations preset-all you have to 
do is plug in the numbers and the calculations 
will be performed automatically for you. If you 
make adjustments to the different values in the 
Excel worl<sheets, you'll automatically see how 
changes to expenses, for example, can improve 
the bottom line. 

6. Create a floor plan of the business. What does it 
look like when you walk through the door? 

322 l':ln 10: .\laruglng Operalioos and lnfonn2tloo 

Hint When sketcring your floor plan, consider where 
equipment, supplies, and furniture will be located. 

7. Explain what types of rf'IN materials and supplies 
you will need to run your business. How will you 
produce your good or service? What equipment 
do you need? What hours will you operate? 

Hint: Refer to the discussion of operations in 
Chapter 10 for information to get you started. 

8. What steps win you take to ensure that the quality of 
the product or service stays at a high level? Who will 
be responsible for maintaining quality standards? 

Hint: Refer to the discussion of quality improve
ment and total quality management in Chapter 10 
for information to get you started. 

Note: Once you have answered the questions, save 
your Word document. You'll be answering additional 
questions in later chapters. 
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VIDEO CASE 111-1 

Tree Planters 
N. Touchwood Lake, Alberta, 36 rookie tree planters 
(as well as a group of veteran planters) meet Cal Dyck, 
who has contracts to plant 7 million white and black 
spruce seedlings in Alberta and Saskatchewan. The 
trees won't be ready for harvest for 90 years. The tree
planting Industry was born in the 1970s when the idea 
of sustainable forestry caught on. Originally, convicts 
were used, but then the forestry companies found out 
that hippies were cheaper. 

During a two-day orientation session, Cal gives the 
students a lot of information about tree planting. He 
knows most of them want to make a lot of money in a 
short period of time, and he tells them they can do that 
if they are highly motivated and committed to working 
hard (planters can bum up to 7000 calories per day). 
Students are paid between 1 0 and 25 cents per tree, 
depending on the terrain. For a $30-per-day charge, 
Cal will feed the workers and move them around to 
various planting sites. He also provides hot showers. 

Among the rookies at the orientation are three 
friends: Misha (who is studying journalism at Concordia), 
Megan (a student at Emily Carr University in Vancouver), 
and Lianne (also a student at the Emily Carr University). 
They wUI soon learn about the frailty of the human body 
in the business of tree planting (blisters. tendonitis, 
twisted ankles, etc.). The orientation also includes all
important demonstrations about how to properly plant 
a seedling. Spacing the seedlings, planting them at the 
right depth, choosing the right type of soil, and having 
the seedlings at the right temperature are all important 
considerations. The rookies train as a group, but then 
they 're on their own and can work at their own pace. 
Their work is constantly checked for quality. If planting 
is not done right, it must be redone. 

The rookies plant for just four hours during their first 
day on the job. While rookies are learning how to plant, 
they may plant less than 100 trees a day, but an expe
rienced veteran can plant 3000 trees in a day. These 
high-volume planters-called "pounders" because of 
their intense work ethic-can earn $15 000 during the 
summer season. They set high production goals for 
themselves and that motivates them to work hard. 

For the rookies, the first week is already starting to 
blur. They eat, sleep, and plant. The work cycle is four 
days on and one day off. Within just a few weeks, some 
rookies are already starting to wonder why they are in the 
bush, especially on days when the rain is pouring do...., 
and they are soaked through. N. Kananaskis, Allerta, 
work slows down because the terrain is rough and steep. 
It's only halfway through the season, but some planters 

already have bad cases of tendonitis from the repeated 
motion of jamming their shovel into the ground as they 
plant seedlings. Already 8 of the 36 rookies have quit 

Lianne has made $2500 so far, and she is one of the 
top rookie planters. By season's end, Lianne will have 
planted over 98 000 trees. Megan (Lianne's school 
buddy) is starting to waver. She Is fighting a sinus infec
tion and is not even making minimum wage. Misha has 
decided to quit. A friend of hers is getting married back 
east and she will not return after the wedding. A week 
later, Megan quits as well . 

At Candle Lake, Saskatchewan, the planting crems 
are behind schedule as the season nears Its end. They 
still have 1.2 million trees to plant, and the ranks of 
rookie planters are thinning fast. Only 14 of 36 rookies 
are still on the job. Smaller work crews mean more work 
for those who are left, and the opportunity to make 
more money. After more than three months in the bush, 
each rookie who is still on the job has planted thou
sands of trees. Lianne has learned to stop calculating 
her daily earnings. Brad, a veteran planter, says that he 
admires the rookies who have pulled through. He says 
that it's amazlng that people can be brought into the 
bush from the city to do this kind of work. 

VIdeo Resource: "Tree Planters," The Nationai(May 25, 
2007). 

Questions for Discussion 

1. Explain what the terms "productivity" and "quality" 
mean. How are they related in the actual practice 
of tree planting? 

2. Consider the following statement "The productiv
ity and quality of rool</e tree planters is very low, 
and the turnover rate Is vety high. Tree planting 
companies should therefore hire only experienced 
tree planters. n Do you agree or disagree with the 
statement? Defend your answer. 

3. Why do you think tree planters are paid on a piece
rate basis? What are the advantages and disadvan
tages of paying tree planters this way? (Review the 
relevant material in Chapter 8 before answering this 
question.) 

4. Explain the various forms of employee behaviour. 
How does each one of these forms of behaviour 
impact the productivity and quality of tree plant
ers? (Review the relevant material in Chapter 9 
before answering this question.) 
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VIDEO CASE 111-2 

African Accountants 
In Canada's business jungle, all tracks lead to 
Bay Street, whElfe lions of mod&fn industry reign. 
Accountants keep Bay Street's books, but the heat is 
on to keep better books. Accountants don't like people 
who bring in shoeboxes full of receipts and then ask 
the accountant to organize them. Instead, accountants 
want the material organized before they try to do any 
calculations. But all this organizing costs money, and 
small- and mid-sized businesses don't usually have the 
money to pay for it. 

For George Wall, of Wall &Associates, finding enough 
casual workers to do data organization and entry was a 
big challenge. He had to pay them up to $20 an hour, and 
that service was too pricey for many of his clients. But 
what if Wall could find workers who would do this work 
for one-tenth the hour1y wage he had to pay people in 
Toronto? He found the solution by adopting global out
sourcing. It works like this: When that shoebox arrives, 
each piece of paper is first fed into a high-speed scannElf, 
then stored on a server, and then sent to the internet. 
While Bay Street sleeps, the material is sent to Kampala, 
Uganda, where the data are keyed in by African accoun
tants who are paid only about $1 a day. 

In a freshly painted office in Kampala, a dozen 
computers have just been taken out of their boxes, and 
a dozen workers have just been hired. Their boss is 
20-something Abu Luaga, a Ugandan with a commerce 
degree who has the contract to do accounting work for 
Wall & Associates. He teaches the new hires what to 
do. His start-up funds came from his family, and he got 
involved with Wall & Associates through his connec
tions with a Canadian business consultant. 

There is much competition from other developing 
countries to get this kind of business. But his workers 
are keen, and they're already trained as bookkeepers. 
They're eager to see what the developed world has to 
offer, but many have never had a computer before and 
need training so that they can recognize various finan
cial documents and learn Canadian accounting jargon. 
They're also being trained to think the way Canadian 
businesses do. As well, Luaga reminds them about 
deadlines and privacy. Because these workers are 
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dealing with sensitive information, no cellphones are 
allowed in the offiCe and the copying or saving of files 
or images is prohibited. 

What are the Implications of all this information 
flowing from the first wor1d to the developing world and 
back again? It may be just the kind of miracle Uganda 
needs. The telecommunications industry has been a 
bright spot in the Ugandan economy, but Ugandans 
still make only about $1 a day. The country still relies on 
money earned by exporting coffee, and the government 
is dependent on foreign donors for part of its budget. 
Officials admit that the technical skills of workers aren't 
as good as those of people In some Asian countries, 
but this system allows educated Ugandans to work In 
their home country. 

Luaga's workers say the work has already changed 
their career prospects. But not all Canadian clients 
have jumped at the chance to zip their documents to 
Africa George Wall is convinced they will eventually be 
comfortable with the idea, and Luaga is banking on it. 
He's leasing bigger and better office space because 
he thinks that a new office and clients in Canada will 
impress other potential clients In Africa. 

Video Resource: "African Accountants," Venture 
(February 16, 2003). 

Questions for Discussion 

1. What is the difference between financial and 
managerial accounting? Is the work that the African 
accountants are doing financial or managerial 
accounting? Explain. 

2. Why might Canadian clients be reluctant to have 
Wall & Associates send their data to Africa for 
organizing? What can George Wall do to respond 
to their concerns? 

3. Suppose that you read a newspaper editorial 
condemning the practice of sending documents 
to Africa on the grounds that this was yet another 
example of exporting Canadian jobs overseas to 
low-wage countries. How would you respond? 


