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Preface

—v-
PURPOSE

—W
GENERAL
OVERVIEW

Financial accounting is a growing and dynamic discipline. Similarly, the financial
statements prepared by companies are becoming more complex as the business
environment and transactions become more complex and disclosure requirements
increase. The subject matter can be made more relevant and understandable by a
book the contains (1) clear, direct discussion that anticipates the student’s learning
process, (2) up-to-date treatment of accounting principles, (3) the frequent use of
examples, (4) illustrations taken from financial statements of real companies, and
(5) plentiful and varied assignment materials. We feel that we have incorporated
these teaching and learning tools into this book.

Our goal is to provide students with a comprehensive yet readable book, one
that will enable the reader to develop a sound understanding of the principles
underlying the accounting information included in financial statements and the
uses to which that information is put. The book is intended for students who wish
to develop a thorough understanding of the meaning of accounting information,
whether they are undergraduate or graduate students, business or accounting
majors or other interested students. We believe that an understanding of the con-
tent of, and principles underlying, financial statements is valuable for the students’
future careers as bankers, managers, investors, accountants, or owners of their
own businesses.

Financial Accounting: Concepts and Uses, third edition, has been developed for an
introductory course, or courses, in financial accounting. It is written with the same
care and thought as our book Intermediate Accounting, (sixth edition by Nikolai
and Bazley) published by South-Western Publishing Company. Our goal is to
include the most educationally effective blend to facilitate an understanding of the
usefulness and limitations of accounting principles, the concepts underlying those
principles, and the practical implementation of those principles in the financial
statements. The book is organized in a fairly traditionally manner because we do
not believe that rearranging the order of coverage, just for the sake of being differ-
ent, is sound pedagogy. On the other hand, we have chosen to expand the coverage
of some topics (e.g., postemployment benefits, earnings per share, and investments)
that are important to an understanding of the financial statements, and to reduce
that of other topics (e.g., discounts, exchanges, and LIFO perpetual inventory) that
are unlikely to affect the financial statements materially. We believe that this blend
of topics will provide a more relevant introduction to financial reporting.
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Although the first exposure to accounting principles is sometimes difficult for stu-
dents, we believe that these principles can be made more understandable and inter-
esting by using a clear, direct, building block discussion that anticipates a student’s
learning process and that is written at the student’s reading level. Numerous real-
world examples are used to provide an understanding of the way in which the
principles actually are implemented. Each chapter begins with a set of learning
objectives—what the student should understand after reading this chapter—and an
introduction that presents the topics to be covered. Each topic is discussed in a log-
ical order. Generally, each topic is introduced by a brief practical and conceptual
overview, followed by a discussion of the related accounting principles and their
implementation in the financial statements. This discussion often includes the use
of visuals: diagrams, sets of steps designed to facilitate the student’s understand-
ing, and real-world examples. At the appropriate place in the discussion, an exam-
ple is presented to reinforce the student’s learning process. Each example is
straightforward, is fully explained, and avoids quantum leaps that might confuse
the student. Illustrations of the effects on the accounting equation and the financial
statements as well as the notes and supporting schedules are abundant and mean-
ingful. Any issues regarding the interpretation of those principles in the financial
statements are discussed. Only after the current principles and practices have been
thoroughly explained are the usefulness and limitations of those principles dis-
cussed, and any alternative principles explained and evaluated.

Within each chapter, headings separate the material into logically ordered,
understandable portions for the student. Key concepts are boldfaced; italics are
used for emphasis. The entire financial section of the 1993 annual report of Nike,
Inc., is in various chapters throughout the book. The entire financial section of the
1993 annual report of Ford Motor Company is included in Appendix A.

The book consists of 14 chapters divided into three parts: The Fundamentals of
Financial Reporting; Assets, Liabilities, and Stockholders’ Equity; and Additional
Financial Reporting Topics. Because of the complexity of accounting principles
and the economic transactions that occur in today’s business environment, the
book may include more topics than an instructor wishes to cover in a single class.
The book is written so that the instructor may select topics without detracting
from the ability of the student to understand those topics. For example, postretire-
ment benefits, primary and fully diluted earning per share, alternative methods of
revenue recognition, and consolidations are self contained topics that may be omit-
ted. Our philosophy is not to exclude items that are relevant to an understanding
of most companies’ published financial statements, but to allow the instructor to
select the appropriate coverage. Therefore, the book will also be a valuable
resource to the student after the class when topics omitted from the class are
encountered, whether in another academic class or in a working environment.
Suggestions regarding the selection of topics are included in the Imstructor’s
Marnual.

In our combined 70 years of teaching experience we have identified many aspects
of sound pedagogy; these have been incorporated into the book. Some of the
major features are summarized:




10.

11.
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Nontechnical GAAP. The book introduces and explains generally accepted
accounting principles (GAAP) in understandable nontechnical language with-
out repeatedly quoting formal pronouncements.

Revenues and expenses. Discussion of revenues and expenses is deferred until
Chapter 2, after a clear discussion of assets, liabilities, and stockholders’ equity
in Chapter 1, causing less confusion for the students.

Corporations. The book focuses on the corporate form of entity because that
is the most likely entity that the student will encounter. Other types of entities
are discussed briefly.

Mechanics of accounting, The book eliminates the emphasis on debits and
credits by focusing on the accounting equation and the financial statements
when transactions are being analyzed and discussed.

Making decisions. Sections entitled “Making Decisions” are included in each
chapter (new in this edition). The primary purpose of these sections is to help
students appreciate the relevance of the chapter discussion to real-world deci-
sions. While some issues relate directly to the chapter discussion, others deal
with issues that are beyond the specific chapter coverage. These are intended to
stimulate students’ thinking about broader issues. All the questions may be
used for class, or group, discussions.

Characteristics of accounting information and audit reports. Chapter 4 con-
tains an extensive discussion of the characteristics of accounting information,
such as relevance and reliability, as well as the purpose and types of audit
reports. The purpose of this discussion is to give the student a perspective for
understanding the realities of financial reporting. Instructors may prefer to
assign some of this material earlier, for example, as the first chapter.

Uses of accounting information. Chapter 5 contains a discussion of the analy-
sis of financial information, including ratios, so that those topics can be inte-
grated throughout the book.

Real-world understanding. Frequently, once a topic has been explained, the
impact on the financial statements is discussed. Examples include the impacts
of LIFO, LIFO liquidation, conversion from LIFO to FIFO, the recognition or
nonrecognition of contingencies, the appropriateness of the 40-year period for
amortizing intangibles, the selection of purchase or pooling, and the selection
of rates used for postemployment benefits. Each of these sections is designated
by a logo.

Receivables and liabilities. Accounts receivable are discussed in Chapter 6,
while liabilities are discussed in Chapters 9 and 10. This arrangement lessens
the confusion often found in many texts that discuss the accounting for receiv-
ables and payables in the same chapter.

Income tax issues integrated. Rather than devoting an entire chapter to the
specifics of income taxes, the discussion of income taxes is integrated in each

- chapter where it applies to specific topics (e.g., inventory, depreciation,

deferred income taxes, and operating loss carrybacks and carryforwards). This
organization allows the student to understand the general relationship of
accounting principles and income taxes while leaving the detailed discussion of
specifics to a separate tax course,

Effective interest method. The discussion of bonds focuses on bonds issued at
par, while the effective interest method is applied to mortgages, notes, (zero
coupon bonds) and leases. The effective interest method applied to bonds (as
well as the straight-line method) is explained in an Appendix to Chapter 9.



vi

v
MAJOR
CHANGES

12.

13.

14.

Preface

Consolidated financial statements. Because of the importance of acquisitions
in the business world, the basic characteristics of purchase and pooling are dis-
cussed, as well as the preparation of a balance sheet on the date of acquisition,
The discussion of disaggregated information (segment reporting) follows the
discussion of consolidation.

International accounting. Because of the increasing importance of internation-
al transactions and subsidiaries, both topics are discussed. The conversion of
foreign financial statements, when a foreign currency is the functional currency
and when the U.S. dollar is the functional currency, is discussed.

An abundance of end-of-chapter assignment materials is included. A bold-
faced note preceding each assignment indicates the subject at issue, without
providing a hint as to the appropriate solution. The assignment materials are
divided into three separate classifications, questions, problems and cases, and
annual report problems. The first group includes questions that address key
concepts and terms and may be most useful for class discussion or for the stu-
dent to review the key items in the chapter. The second group includes prob-
lems and cases that typically require numerical solutions or narrative answers;
generally they are organized in order of difficulty and follow the order of the
topics in the chapter. The third group includes assignments that focus on
financial statements and financial reporting issues involving real-world compa-
nies. These assignments require the student to apply the concepts developed in
the chapter to the financial statements of actual companies. Therefore, they
may require an ability by the student to understand the use of different termi-
nology, to apply the principles to alternative situations, and to integrate topics
from different chapters. (If the assignment requires knowledge of a topic not
yet discussed in the sequential order of the chapters, a note is included in the
Instructor’s Manual.)

To improve the pedagogy and to reflect significant changes in accounting princi-
ples, numerous changes have been made in this third edition. The major changes
are summarized as follows:

1.

Simplification of diseussion. The entire book has been thoroughly reviewed
and, wherever possible, simplified to make the text more “student friendly.”
Particular emphasis has been placed on making the first 5 chapters easier to
read and understand.

Rearrangement of coverage. The topics from Chapter 14 have been simplified
and moved to Chapter §, so that the first 5 chapters form a unified introduc-
tion to the content and uses of financial reporting. The discussion of present
value principles has been moved to Appendix B of the book so that it may be
introduced into the course at the instructor’s discretion.

Modification and expansion of visual aids. Exhibits 1-1 (capital markets), 4-1
(groups influential in establishing GAAP), 9-4 (characteristics of bonds), and
14-1 (pension relationships) are examples of visual aids that have been added
to enhance student understanding.

Addition of discussion of differences in international accounting principles. In
Chapter 5, a discussion of international accounting differences and interna-
tional accounting principles has been added. In subsequent chapters, an expla-
nation of major differences in international accounting standards has been
added. Discussion of international topics is designated by the use of a logo.
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Integration of the annual report of Nike. A reference list included in
Appendix A shows the integration throughout the book of the Nike annual
report.

Ford Motor Company’s annual report. Ford’s financial statements (in
Appendix A) have been included because they are separated into automotive
and financial services segments so that instructors and students have “two
statements for the price of one.”

Analysis of transactions and events using the accounting equation.
Transactions and events are explained in terms of the accounting equation
with related text discussion emphasizing the effects on the financial statements.
Journal entries and ledger accounts are not used.

Usefulness and limitations of financial statements. Sections on the usefulness
and limitations of the balance sheet, income statement, and cash flow state-
ment have been added to Chapters 1 and 2.

Discussion of agency theory. A brief discussion of agency theory has been
added to Chapter 5.

Expansion of cash flow discussion. The discussion of the cash flow statement
in Chapter 2 has been expanded so that instructors may discuss all subsequent
topics in terms of their impacts on the cash flow statement. An explanation of
those impacts has been added to the text of all subsequent chapters. Cash flow
statements have been added to the Wells Company example in Chapter 2.
Discussion of the accounting system. Throughout the book, instructors may
teach the impacts of transactions and events by reference only to the financial
statements, and avoid the distraction of accounting procedures. However, the
appendix to Chapter 3 may be used for an explanation of those procedures, if
preferred.

Changes to comprehensive review example. In Chapter 3, Exhibit 3-3 has
been added to make the example less procedural. Exhibits 3-4, 5, and 6 can be
omitted to provide a more conceptual approach.

Revision of homework assignments. Homework has been updated and revised
in all chapters. Also, virtually all the “annual report problems” have been
revised and updated.

Updating of bierarchy and sources of GAAP. The hierarchy and sources of
GAAP have been updated to reflect all current changes in the accounting stan-
dards.

Addition of brief discussion of regulatory accounting principles (RAP). A brief
discussion of RAP has been added because companies in certain industries
(e.g., banking) may follow those principles.

Addition of a discussion of ethics. A section on ethical issues in accounting
has been added so that students understand that ethical issues arise in financial
reporting, and to provide a framework for class discussion of ethical issues.
Discussion of cash flow ratios.. A section discussing specific cash flow ratios
has been added. '

Cash, accounts receivable, and revenue recognition. The discussion of alterna-
tive revenue and expense recognition methods has been moved to the appendix
of Chapter 6.

Inventories and cost of goods sold. The discussion of the periodic and perpetual
inventory methods has been rewritten to emphasize the use of the perpetual
method for control and the periodic method for financial reporting. Appendix
1 on purchases discounts has been simplified and Appendix 2 on the perpetual
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LIFO method has not been included because its use is unlikely to have an
effect on reported financial information.

Property, plant, and equipment, intangibles, natural resource assets and relat-
ed expenses. The discussion on impairments has been updated to reflect the
most recent deliberations of the FASB. A section on the interpretation of the
gain or loss in disposals has been added. The discussion of disposals has been
simplified and the appendix on exchanges deleted because the method is
unlikely to have an effect on reported financial information.

Current liabilities, mortgages, notes, bonds, and interest expense. A discussion
of the impact of environmental liabilities has been added. A discussion of the
impairment of loans has been added and the discussion of troubled debt
restructuring has been updated for FASB Statement No. 114.

Leases and income taxes. The section on the evaluation of leases has been
expanded. The discussion of deferred income taxes and operating losses has
been updated for FASB Statement No. 109. The discussion of postemployment
benefits has been moved to Chapter 14 to provide the instructor with greater
flexibility of coverage.

Stockbolder’s equity and components of the income statement. The discus-
sions of treasury stock, stock dividends, and appropriations of retained earn-
ings have been simplified. A brief explanation of ESOPs has been added. The
discussion of stock options has been simplified while the evaluation section
has been expanded to provide a better user orientation. A brief discussion of
the FASB’s proposed rules has been added.

Investments and acquisitions of other companies. The discussion has been
updated for FASB Statement No. 115, and the discussion of segment reporting
has been included in this chapter because of its relationship to consolidations.
Postemployment benefits, international operations, and changing prices. The
examples of accounting for pensions have been simplified, and a section on the
evaluation of pension disclosures has been added. The section on OPEBs has
been updated to reflect FASB Statement No. 106. The evaluation of account-
ing for changing prices has been modified to emphasize the impacts on finan-
cial statements of not reporting the effects of changing prices. The discussion
of the supplementary disclosure of the effects of changing prices has been
deleted. The conclusions to the book have been updated for the report of the
AICPA Committee on Financial Reporting.

In addition to the book, an Instructor’s Manual is available. It includes a suggest-
ed solution for each assignment and helpful notes to the instructor. Also included
at the beginning of each chapter are teaching notes for the instructor.

The authors wish to express their appreciation to the individuals who served as
reviewers and who provided insightful comments and valuable suggestions in the
development of the manuscript.
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