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PREFACE

This is a conceptually based/user-oriented book that stresses meaningful learning
over rote memorization. More specifically, the text focuses on the relationships
between business events and financial statements. The primary objective is to de-
velop students who can explain how any given business event will affect the in-
come statement, balance sheet, and the statement of cash flows. Did the event
cause assets to increase, decrease, or stay the same? Similarly, what was the effect
on liabilities, equity, revenue, expense, gains, losses, net income, and distribu-
tions? Furthermore, how did the event affect cash flows? These are the big pic-
ture relationships that both accounting majors and general business students
need to understand to function effectively in the business world. The text con-
tains numerous innovative features that are designed to facilitate the students’
comprehension of the events affect statements paradigm.

Innovative Features

A Horizontal Financial Statements Model Is the

Teaching Platform

A horizontal financial statements model replaces the accounting equation as the
predominant teaching platform. The model enables students to visualize the si-
multaneous effects of a single business event on the income statement, balance
sheet, and statement of cash flows by arranging the statements horizontally
across a single line of text in the following manner:

[l Assets — wiabitities 4 £quity

One of the more powerful explanatory features of the horizontal statements
model stems from the fact that individual events are recorded directly in finan-
cial statements that are visually adjacent to their discussions. Traditionally, a se-
ries of events is recorded in accounts and summative information is presented in
the statements. Accordingly, students do not observe the effects of individual
events on financial statements. The horizontal statements model remedies this
condition by requiring students to record statement effects transaction by trans-
action. For example, Event No. 1 in Exhibit 1 demonstrates that the recognition
of revenue on account affects the balance sheet and income statement but not
the statement of cash flows. These effects are visibly isolated from the effects of
other events. Accordingly, students can see how a particular event affects the fi-
nancial statements. The horizontal statements model also provides an effective
means for comparing the effects of one transaction with the effects of another
transaction. By comparing Event No. 1 with Event No. 2 in Exhibit 1, students
can see how the recognition of cash revenue differs from the recognition of
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EXHIBIT 1
Financial Statements Model

Balance Sheet

Liabilities

Acct. Pay. + Con.Cap. +

+ na_ + nfa 4+ 500
500 + n/a = n/a + n/a
(800) + nfa = nfa + n/a
nfa + n/a = n/a + 800

EXHIBIT 2
Horizontal Statements Models

Balance Sheet

Equity

Retained  Unreal.
Earnings + Gain

n/a + n/a
700 + n/a
n/a + 700

revenue on account. Similarly, a comparison of Events No. 3 and 4 highlights
differences between the effects of cash dividends versus stock dividends. Also,
note that students are required to identify cash flows as being financing activi-
ties (FA), investing activities (IA), or operating activities (OA) by placing the ap-
propriate letters in the cash statement column.

The horizontal model also can be used to demonstrate how alternative ac-
counting procedures affect financial statements. For example, the recognition of
unrealized gains on investment securities affects financial statements differently,
depending on whether the securities are classified as (1) held to maturity, (2) trad-
ing, or (3) available for sale. Exhibit 2 demonstrates how the recognition of a $700
unrealized gain affects financial statements under each of the three alternative ac-
counting treatments.

When reviewing the text, you will notice that the statements model is in-
troduced gradually with increasing emphasis after Chapter 3. One of the more de-
structive forces in the learning process is the temptation to move too far too fast.
When you overload the students’ ability to understand, they retreat to the safe
confines of memorization. The statements model cannot serve as an effective in-
structional tool until the students have fully grasped the rudiments of the ac-
counting cycle. A student who does not recognize the difference between an
expense and a liability is not likely to find the statements model insightful.
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Accordingly, the model should be used sparingly until the student gains.a thor-
ough understanding of the elements of financial statements and the cyclical na-
ture of the accounting discipline. Thereafter, it constitutes an extremely effective

teaching tool with abundant applications.

A Separate Section of Innovative End-of-Chapter Materials

Encourages Students to Analyze, Communicate, Think

An innovative activities section entitled Analyze, Communicate, Think (ACT)
has been added to the end of chapter materials. This section is composed of busi-
ness applications cases, group exercises, writing assignments, ethics cases, Excel
spreadsheet applications, and Internet assignments. These activities let you decide
the appropriate level of emphasis between a user- versus a preparer-oriented ap-
proach to accounting education. Furthermore, the material in this section permits
you to stress computer applications to the extent you deem appropriate. Although
the text is not designed to teach spreadsheet technicalities, Excel problems and
exercises do include instructional tips that facilitate the students’ ability to use
spreadsheets. Spreadsheet problems were created by Linda Bell of William Jewell
College.

By focusing on the materials in the ACT section, you can place heavy em-
phasis on a user orientation or on computer technology. Indeed, you can even
teach the course without debits and credits if you are inclined to do so. However,
the text includes a healthy supply of problems that require the use of debits and
credits, journal entries, T-accounts, and other technical recording procedures. Ac-
cordingly, you can emphasize the preparer approach by selectively choosing the
end-of-chapter materials that contain traditional requirements. The ACT section
of the end-of-chapter materials permits you to emphasize those areas that you
consider to be most important for your particular academic environment. An ex-
ample of an ACT case from Chapter 2 is shown below; and an example of an ACT
Excel assignment from Chapter 5 is shown on the following page.

N T e N — AN

ACT 2-3 REAL-WORLD CASE Unusual Types of Liabilities

In the liabilities section of its 1997 balance sheet, First Union Corporation reported “non-
interest-bearing deposits” of almost $22 billion. First Union is a very large banking com-
pany. In the liabilities section of its 1997 balance sheet, Newmont Mining Corporation
reported “reclamartion and remediation liabilities” of almost $89 million. Newmont Min-
ing is involved in gold mining and refining activities. In the accrued liabilities reported on
its 1997 balance sheet, Phillips Petroleum Company included $83 million for “environ-
mental accruals.”

Required

a. For each of the preceding liabilities, write a brief explanation of what you believe
the nature of the liability to be and how the company will pay off the liability. To
develop Your answers, think about the nature of the industry in which each of the
companies operates.

b.  Of the three liabilities described, which do you think poses the most risk for the
company? In other words, which liability is likely to have actual cost that exceed
the reported cost shown on the balance sheet? Uncertainty creates risk.
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VA VAVAV-aa U U VU A

- SPREADSHEET ANALYSIS MasteryofEx:gl A -
rerse At the end of 20X4, the following information is available for Short and Wise Companies:
“N

Required
a. Set up the spreadsheet shown here. Complete the income statements by using Excel
formulas.
b. Prepare a common size financial statement for each company by completing the
% Sales columns.

A variety of writing, group, technology, and ethics assignments are included.
These problems are marked appropriately for easy identification.

) § Sl il

Writing Group Technology Ethics

Financial Statement Effects Are Demonstrated over
Multiple Accounting Cycles

The text also employs the use of a vertical statements model, which presents the
statements in an upright pattern from the top to the bottom of the page. The in-
come statement is presented first, the balance sheet directly below the income
statement; and the statement of cash flows directly below the balance sheet. Fi-
nancial data for a sequence of accounting cycles are displayed in adjacent
columns. An example of a vertical statements model from Chapter 9 is shown on
the following page.
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Financial Statements under Double-Declining Balance Depreciation

DRYDEN ENTERPRISES
Financial Statements

Income Statements

20X1 20X2 20X3 20X4 20X5

Assets
Cash $16,000 $25,000 $30,000 $33,000 $37,500
Van 24,000 24,000 24,000 24,000 0
Accumulated Depreciation (12,000) (18,000) (20,000) (20,000) 0
Total Assets $28,000 $31,000 $34,000 $37,000 $37,500
Equity
Contributed Capital $25,000 $25,000 $25,000 $25,000 $25,000
Retained Earnings 3,000 6,000 9,000 12,000 12,500
Total Equity $28,000 $31,000 $34,000 $37,000 $37,500

Statements of Cash Flows

Operating Activities .
Inflow from Customers $15,000 $ 9,000 $ 5,000 $ 3,000 L0

Investing Activities

Outflow to Purchase Van (24,000)

Inflow from Sale of Van 4,500

Activities

Inflow from Capital Acquisition 25,000
Net Change in Cash 16,000 9,000 5,000 3,000 4500
Beginning Cash Balance (] 16,000 25,000 30000 33,000
Ending Cash Balance $16,000 $25,000 $30,000 ©  $33,000 $37,500

e e T S e |

The vertical statements model enables the instructor to link related events
over multiple accounting cycles. A student can see how expense recognition is
spread over an asset’s useful life. Furthermore, since a full set of statements is
presented on a single page, the student can visually contrast expense recognition
with cash flow. Similarly, the vertical statements model enables a student to ob-
serve the multicycle effects of accumulating depreciation or amortizing a bond
discount. An important difference between a vertical statements model and the
traditional comparative financial statements is that the vertical statements
model is presented in a simplified form on a single page of paper. Students cannot
comprehend the linkage between financial statements as easily when the state-
ments and/or accounting periods are shown on separate pages.

The statements models are presented for instructional purposes. They are
very helpful in understanding how accounting events affect financial statements.
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Accordingly, statements models are used extensively in this text. Notice, how-
ever, that the models are not intended to represent the formal presentation for-
mats that appear in annual reports. For example, although a full set of four
financial statements is normally presented in published financial statements, the
horizontal model shows only a partial set of statements. Similarly, the vertical in-
structional model may vary in form and content, depending on the learning task.
Since the statements are presented in aggregate, the description of dates (i.e., “as
of” versus “for the period ended”) cannot be used to distinguish periodic from cu-
mulative data. When using this text, keep in mind that statement models are in-
tended to facilitate learning tasks. They do not conform to the detailed
requirements of formal reporting practices.

Effects of Cash Flows Are Shown throughout the Entire Text

Coverage of the statement of cash flows begins in the first chapter and continues
throughout the text. Students can be taught to prepare a statement of cash flows
in the first chapter of an introductory accounting text by having them analyze the
Cash account. When the Cash account is used as the data source, preparing a
statement of cash flows is simply a matter of learning how to classify events as
operating, investing, or financing activities. The easy to use classification scheme
is summarized in Exhibit 1-4 which is shown below. This approach provides a
logical learning environment that facilitates an understanding of the essential dif-
ferences between cash flow and accrual-based income. More complicated topics
such as the indirect method and a T-account approach for the conversion of ac-
cruals to cash are covered in a separate chapter at the end of the text.

N\/\/\/\/\/\/\/\/\/\/\

Classification Scheme for Cash Inflows and Outflows
Type of Activity
Financing Investing Operating
Cashinflows from (1) Creditors (1) Sale of Long-Term Assets® (1) Collections of Revenue
(2) Owners (2) Collections of Loans
Cash Outflows for (1) Repayment of Debt (1) Purchase of Long-Term Assets* (1) Payments for Expenses
(2) Distributions to Owners (2) Loans to Debtors

*Long-term assets include productive assets and long-term investments in the equity of other companies.

Accounting Concepts Are Introduced in a Logical
Stepwise Fashion

Students are confused when too many new concepts are introduced simultane-
ously. Most books overwhelm students by introducing cash, accrual, and deferral
events in the first chapter. This text introduces these components in a logical
stepwise manner. Cash transactions are discussed in Chapter 1. Accruals are in-
troduced in Chapter 2, and deferrals are covered in Chapter 3. Nontechnical ter-
minology (i.e., increase/decrease) is used to discuss the effects of events on the
elements of financial statements in the first three chapters of the text. Recording
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procedures including debits and credits are demonstrated in Chapter 4. Accord-
ingly, technical details are delayed until students have grasped the big picture re-
lationships associated with articulating financial statements.

An Appropriate Balance between Theory and

Practice Is Maintained

A conceptual foundation enables students to think instead of memorize. Stu-
dents who understand concepts are better able to communicate ideas and are
more effective at solving unstructured problems. Accordingly, this text ad-
dresses the issues raised by the Accounting Education Change Commission. It
is important to note, however, that the call for change in accounting education
is not a call for the abandonment of technical competence. Instead, the en-
hancement of communication and thinking skills must accompany technical
proficiency. Practicing accountants continue to book transactions, and real-
world communication requires nonaccountants to possess an adequate techni-
cal vocabulary. Although the coverage of recording procedures has been
significantly curtailed, it has not been eliminated. We continue to cover the ba-
sic components of double-entry bookkeeping including debits and credits, jour-
nal entries, T-accounts, and trial balances. Accordingly, it is not necessary to
change your intermediate accounting course if you adopt this book. Indeed,
users of previous editions have consistently reported that their students are bet-
ter prepared for intermediate accounting than they were under the traditional
approach. This edition of the text continues to maintain the delicate balance be-
tween enhanced relevance and technical competence.

Business Transactions Are Classified into Four

Logical Categories

Instead of attempting to memorize transactions, students learn to identify events
as belonging to one of four conceptual categories. More specifically, students
learn to classify transactions as being (1) asset sources, (2) asset uses, (3) asset ex-
changes, or (4) claims exchanges. This classification approach encourages stu-
dents to think about the effects of events rather than to memorize recording
procedures.

A Consistent Point of Reference Is Provided

Do you ever wonder why good students sometimes have so much trouble grasp-
ing the simplest concepts? For example, why do so many students have diffi-
culty distinguishing the effects of an owner investment from those of a business
investment? A participant in a recent introductory accounting workshop pro-
vided the answer that enabled us to avoid a common pitfall that needlessly con-
fuses so many students. Normally, accounting events are described from the
perspective of the business entity. For example, we say that the business bor-
rowed money, purchased assets, earned revenue, or incurred expenses. For some
unknown reason, however, we usually shift the point of reference when we

XV
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speak of equity transactions. We say that the owners contributed capital, pro-
vided cash, or invested assets in the business. From the perspective of the busi-
ness, these are capital acquisitions, not owner investments. To understand how
this reference shift affects the entry-level accounting student, try it on a differ-
ent type of transaction. Suppose that we say, “A customer purchased services
from the business.” What kind of transaction is this? It is a revenue transaction,
of course. How about “a supplier provides services to the business?” This is just
a more confusing way of saying the business incurred an expense. Likewise, an
owner investment is just a more confusing way of saying the business acquired
assets from the owner. Your students will certainly appreciate the fact that this
text uses the business entity as a consistent point of reference in the description
of all accounting events. We steadfastly use the term capital acquisition rather
than owner investment when describing equity events.

Content That Is Manageable and Relevant Has

Been Maintained

Accounting is a dynamic discipline. It changes to reflect new and emerging busi-
ness practices. As academicians, we are certainly obligated to keep current and to
introduce our students to the latest developments. As teachers, however, we
must also recognize the limited ability of our students to meaningfully process an
ever increasing supply of information. Remember that information overload
equals memorization. Although we have found it necessary to add new material,
we determined that eliminating the older, less relevant subject matter is equally
important. The first editions of our text made real progress toward the elimina-
tion of alternative recording procedures, meaningless details, and subject matter
that is too advanced for introductory accounting students. Like its predecessors,
the new edition contains only 12 chapters.

Stimulating Student Interest

A good textbook must be more than pedagogically sound. It must be designed
in a manner that motivates student interest. Toward this end, we have added
several features that highlight real-world applications. Each chapter of the re-
vised text opens with a sidebar entitled The Curious Accountant. The sidebar
poses a question regarding a real-world accounting issue. The question is an-
swered in a separate sidebar located a few pages after the question. Pictures
that stimulate interest are attached to each sidebar. An example of the Curious
Accountant feature is shown on the following two pages. The new edition con-
tains other real-world features such as actual financial statements, footnote
quotations, and management analyses drawn from the annual reports of well-
known companies. Most chapters now contain a sidebar that discusses inter-
esting international accounting issues. In addition, most chapters include
colorful graphs that provide summary facts about financial reporting. The data
source for these graphs is the AICPA’s source book Accounting Trends and
Techniques. Finally, the end-of-chapter material includes real-world cases re-
quiring the use of the World Wide Web.
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Financial ratios introduced throughout the book are logically related to the
chapter material. For example, accounts receivable turnover is introduced in the
chapter that covers bad debts, and the times-interest-earned ratio is discussed in
the bonds chapter. Industry data are shown to provide students with a basis for es-
tablishing a sense of normalcy regarding business practice. The 1997 annual re-
port for Gateway 2000 is included in Appendix B, and the “Analyze, Comunicate,
Think” section that relates directly to the annual report are in the end-of-chapter
material.

Supplemental Materials

The text is supported by a complete package of supplements. Rather than farm-
ing the supplements out, we have prepared these materials ourselves. Accord-
ingly, you can rest assured that the supplements match the text. The package
includes the following items.

Instructors’ Guide: Prepared by Thomas P. Edmonds
(ISBN 0-07-229907-X)

The text is suitable to new teaching approaches such as group dynamics and
active pedagogy. The Instructors’ Guide provides step-by-step, explicit instruc-
tions as to how the text can be used to implement these alternative teaching
methodologies. Guidance is also provided for instructors who choose to use the
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traditional lecture method. The guide includes lesson plans and demonstration
problems with student work papers, and solutions for them.

Solutions Manual: Prepared by Edmonds, McNair, Milam,
and Olds (ISBN 0-07-229908-8)

The Solutions Manual has been prepared by the authors and contains complete
answers to all questions, exercises, problems, and cases. The manual has been
tested using a variety of quality control procedures to ensure accuracy. After the
initial preparation of the solutions, the problems and exercises were reworked
“blind.” An independent reviewer then compared the second set of answers with
the previous solutions. Any differences were reconciled. After this process, the
solutions manual was again proofed and checked for accuracy by two indepen-
dent error checkers including Barbara Schnathorst of the Write Solution, Inc., and
Bruce Duckworth of the University of Wisconsin-Baraboo. Although the author
team retains the responsibility for any errors that may occur, we €Xpress our ap-
preciation for the individuals who have exhibited a zero tolerance attitude that is
required to maintain the highest standards of excellence.

Check Figures (ISBN 0-07-234389-3)

Check figures are available for selected exercises and problems.

Annotated Instructor’s Edition (ISBN 0-07-232804-5)

New marginal annotations provide additional support for instructors, including
Teaching Strategies, Real-World References, Key Concepts, and suggestions for
additional group and communications activities. Annotations were created by
Philip R. Olds, Eric Carlsen (Kean University], and Kathleen Sevigny (Bridgewater
State College).

Working Papers: Prepared by Frances M. McNair and
Edward E. Milam (ISBN 0-07-229904-5)

The working papers provide forms that are useful in the completion of both exer-
cises and problems. Working papers for the exercises provide headings and pre-
recorded example transactions that enable students to get started quickly and
to work in an efficient manner. The forms provided for the problems can be used
with either series A or B problems.

Solutions Transparencies: Prepared by Frances M. McNair
and Edward E. Milam (ISBN 0-07-229909-6)

Transparencies are prepared in easy-to-read 14-point bold type. They are mirror
images of the answers provided in the solutions manual and are consistent with
the forms contained in the working papers. This ensures congruence between
your in-class presentations and the follow-up exposure that students attain when
they view the solutions manual or use the working papers.

Xix
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Test Bank: Prepared by Thomas P. Edmonds, Cindy D. Edmonds,
Bor-Yi Tsay, Alan Falcon (Loyola Marymount University), John
Marts (North Carolina at Wilmington), and David L. Davis
(Tallahassee Community College})

(ISBN 0-07-229910-X)

The Test Bank has been significantly revised and expanded. It includes true/false,
multiple-choice, and short discussion questions as well as open-ended problems.
The testing material is coded by learning objective and level of difficulty.

Computest (ISBN 0-07-234390-7)

A computerized version of the test bank for more efficient use is available in a
Windows platform.

Teletest

By calling a toll-free number, users can specify the content of exams and have a
laser-printed copy of the exams mailed to them.

Study Guide: Prepared by Philip R. Olds (ISBN 0-07-229906-1)

Each chapter of the Study Guide includes a review and an explanation of the
chapter’s learning objectives, as well as multiple-choice problems and short exer-
cises. Unique to this Study Guide is a series of articulation problems that require
students to indicate how accounting events affect i.e., increase, decrease, no ef-
fect) the elements of financial statements. They not only reinforce the student’s
understanding of how events affect statements but also help them to understand
how the income statement, balance sheet, and statement of cash flows inter-
relate. The guide contains approximately 200 pages and includes appropriate
working papers and a complete set of solutions.

Computerized Practice Problem: Broadway Babies, Inc.:
Prepared by Thomas P. Edmonds and Bor-Yi Tsay
(ISBN 0-07-844325-3)

Broadway Babies, Inc., is a computerized practice problem. Beginning account
balances are presented in a trial balance. Students record accounting events in-
cluding appropriate adjusting entries in general journal format. The software pro-
gram automatically updates the beginning balances and provides students with an
adjusted trial balance. Students use the adjusted trial balance to manually prepare
a complete set of financial statements. The software is a DOS-based program de-
signed to operate on IBM-compatible systems using DOS versions of 3.0 or higher.

Manual Practice Problem: Mark’s Racquets, Inc.: Prepared by
Cindy D. Edmonds (ISBN 0-07-021399-2)

Mark’s Racquets, Inc., is a manual practice problem that can be introduced ap-
proximately two-thirds of the way through the course. Students record account-
ing events in general journal format and post transaction data to running balance
general ledger accounts. They prepare unadjusted, adjusted, and post-closing trial



