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Accounting analysis is an integral component of financial statement analysis, serving as the 
foundation for evaluating a firm’s financial health and operational performance. Its primary 
purpose is to assess whether a company’s accounting accurately reflects its underlying economic 
activities. By identifying areas of flexibility in accounting policies, evaluating the appropriateness 
of these policies, and correcting any distortions, analysts can enhance the reliability and 
usefulness of financial data. This technical note delves into the framework, principles, and 
processes that guide accounting analysis, providing the tools necessary to bridge the gap 
between reported numbers and the economic reality they aim to represent. 

Institutional framework for financial reporting 

Financial reporting operates within a structured institutional framework that governs how firms 
prepare and present their financial data. This framework is underpinned by widely accepted 
accounting standards, such as Generally Accepted Accounting Principles (GAAP) in the United 
States and International Financial Reporting Standards (IFRS) globally. These standards aim to 
provide consistency and comparability across firms, facilitating informed decision-making for 
stakeholders. On a periodic basis, companies prepare three main financial reports: (1) an income 
statement, which outlines the company’s operational performance over a specific period; 
(2) a balance sheet, which presents the company’s assets and their sources of financing; and 
(3) a cash flow statement, which provides a summary of the company’s cash movements. These 
reports are supplemented by footnotes offering further details on specific financial statement 
items, as well as by a narrative section called Management Discussion and Analysis, where 
management discusses the company’s performance 
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Accrual accounting 

At the core of modern financial reporting lies the principle of accrual accounting, which recognizes 
revenues and expenses based on expected and not necessarily actual cash movements. Unlike 
cash accounting, which records events only when cash changes hands, accrual accounting 
provides a more accurate representation of a firm’s economic activities during a given period. 

Key principles of accrual accounting include: 

• Revenue recognition: Revenues are recognized when a firm has delivered goods or 
services and has a reasonable expectation of payment. This ensures that earnings reflect 
economic activity, not just cash inflows. 

• Expense matching: Expenses are matched to the revenues they help generate. This 
principle ensures that costs are recorded in the same period as the associated income, 
providing a clearer picture of profitability. 

• Conservatism: When uncertainties arise, expenses and liabilities are recognized earlier, 
while revenues and assets are recorded only when reasonably certain. This approach 
minimizes the risk of overstating profits. 

• Profit is the difference between revenues and expenses in a given time period. 

Profit = Revenues – Expenses 

The balance sheet is a snapshot of the company’s assets and their sources of financing (liabilities 
and equity) at one point in time.  

• Assets are economic resources owned by a firm that are (a) likely to produce future 
economic benefits and (b) measurable in a reliable fashion. 

• Liabilities are current obligations of a firm arising from benefits received in the past that 
are required to be met with a reasonable degree of certainty. 

• Equity is the difference between a firm’s assets and its liabilities. 

Assets = Liabilities+ Equity 

Through these principles, accrual accounting creates a more comprehensive view of a firm’s 
operations, offering insights into both current performance and future prospects. 

Delegation of reporting to management 

The key aspects of a firm’s financial statements are simple in theory but often involve complex 
judgments in practice. For instance, how should revenue be recognized when land is sold to 
customers with financing? If revenue is recognized before cash collection, how should default 
risks be estimated? Should research and development costs, with uncertain future benefits, be 
classified as expenses or assets?  

Managers, given their intimate understanding of their firms, are tasked with making these 
decisions using the accrual accounting framework. This discretion is valuable, as it allows 
managers to reflect unique business insights in financial statements. However, because reported 
profits influence investor perceptions and often serve as performance metrics, managers may 
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be tempted to bias assumptions or manipulate figures. Additionally, accounting numbers used 
in external contracts provide further incentive for misrepresentation. 

The motivations for earnings management are diverse and often tied to the firm’s strategic or 
operational goals. Common drivers include: 

• Contractual obligations: Managers may adjust earnings to comply with debt covenants 
or avoid triggering penalties in financing agreements. 

• Performance targets: Many executive compensation plans are tied to achieving specific 
earnings or profitability thresholds, incentivizing manipulation. 

• Capital market expectations: Firms facing pressure from investors or analysts may inflate 
earnings to meet quarterly or annual expectations. 

• Tax minimization: Adjusting reported income can reduce tax liabilities, particularly in 
jurisdictions with high corporate tax rates. 

• Regulatory considerations: In industries subject to antitrust scrutiny or government 
subsidies, firms may adjust financial data to influence regulatory outcomes. 

Examples of earnings management include recognizing revenues prematurely, deferring 
expenses, overvaluing assets, or understating liabilities. These practices, while often subtle, can 
significantly distort the financial picture presented to stakeholders. 

Earnings management undermines the reliability of financial data, reducing its value to external 
users. Delegating financial reporting to managers thus involves trade-offs. Mechanisms such as 
accounting standards, audits, regulation, and capital market pressure reduce the costs and 
preserve the benefits of delegating financial reporting to managers. 

This delegation of responsibility allows for nuanced reporting but also creates opportunities for 
misrepresentation of a company’s performance. 

Generally accepted accounting standards  

Investors often struggle to determine if managers use accounting flexibility to signal proprietary 
information or distort reality. To address this, accounting conventions such as the historical cost 
method record assets and liabilities at original purchase prices rather than fair values or 
replacement costs. This limits managers’ ability to inflate asset values or understate liabilities but 
also restricts the information available about a firm’s current asset potential. Recognizing this, 
major standard setters have increasingly adopted fair value accounting to improve relevance. 

Uniform accounting standards ensure consistent treatment of similar transactions across firms 
and over time, creating a common language and enhancing the credibility of financial statements. 
However, this increased uniformity reduces managers’ flexibility to reflect legitimate business 
differences. Rigid standards are effective for straightforward transactions but problematic when 
significant judgment is required, as they may prevent managers from applying their superior 
knowledge of the business to determine how best to report the economics of key business events. 
Moreover, if accounting standards are excessively rigid, managers may be compelled to allocate 
resources toward restructuring business transactions to meet specific reporting criteria or might 
avoid transactions altogether if they are challenging to report. 
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