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Preface

Follow the Leader

Clear. Conceptual. Comprehensive.

With a strong tradition of combining sound theoret-
ical foundations with a hands-on learn-by-example
approach, this book has earned itself a prominent
place in advanced accounting classrooms across the
country. In this Seventh Edition, we build on
Advanced Accounting’s clear writing style, compre-
hensive coverage, and focus on conceptual under-
standing. This edition expands on its time-tested
and proven approach by adding new features that
enhance comprehension and knowledge, as well as
topics and issues that are timely.

Realizing that students reap the greatest bene-
fits when they can visualize the application of theo-
ries, Advanced Accounting closely links theory and
practice by providing examples that are common to
real-world accounting. When students can visualize
the concept being discussed and apply it directly to
an example, their understanding greatly improves.
This focus on conceptual understanding makes
even the most complex topics approachable.
Questions are used to reinforce theory, and exer-
cises are short, focused applications of specific top-
ics in the chapter. These exercises make great
assignments to be done prior to class. The book’s
problems—more comprehensive than the exer-
cises—often combine topics and are designed to
work well as after-class assignments. For group
projects, the cases found in the business combina-
tions chapters provide an innovative way to blend
theoretical and numerical analysis.

Ideal for student self-study and unique to
Advanced Accounting is the Student Companion
Enrichment Manual. With step-by-step application of
the methods discussed in the text, as well as a com-
plete study guide, the enrichment manual rein-
forces student understanding and helps students in
their mastery of text subject matter. See page viii for
more information on the Enrichment Manual.

Of importance to both instructors and stu-
dents is the emphasis on accuracy in both the book
and supplementary items. Through meticulous

proofing and quality control, we have taken great
strides to ensure its error-free content. Each author
has carefully proofread the chapters, and an editor
has gone over the content to ensure accuracy. In
addition, all the ancillaries have been reviewed and
checked by highly qualified individuals.

Comprehensive

Highlights of Changes in the Seventh Edition

Advanced Accounting, Seventh Edition, reflects
changes in accounting procedures and standards
while improving on those features that aid in stu-
dent comprehension. The book’s authorship now
includes Rita Cheng of the University of Wisconsin,
Milwaukee, a well-respected educator in the gov-
ernmental and not-for-profit accounting arena.

New features of this edition include:

e  Expanded coverage of the pooling-of-interests
method. Chapter 1 takes a more in-depth look
at the comparison of pooling versus purchase
and analyzes the current increase in pooling.
It also focuses on the motivation to use this
method to enhance performance measures.

An actual case is used to demonstrate the
financial reporting advantages of pooling.

*  Changes in accounting and business combinations
procedures that may take place in the coming years.
The impact of these changes on current GAAP
methods used in the text is analyzed. Many of
the methods used in the text, such as disclo-
sure of the minority interest and 100% elimina-
tion of intercompany profits, are ratified by the
FASB proposals.

e Two new special appendices that focus on the exist-
ing FASB proposals for new consolidation proce-
dures. The first appendix, Special Appendix 1,
follows Chapter 3 and focuses on the mark to
market the noncontrolling interest (currently
the minority interest). Following Chapter 8,
Special Appendix 2 studies the possible
changes in accounting for changes in the level
of parent ownership and changes in the sub-
sidiary equity structure.
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Substantial improvements and updated coverage in
accounting for the taxation of the consolidated firm.
New support schedules guide the worksheet
procedures for consolidated firms, which are
taxed as separate entities.
Enhancements of the very popular Determination
and Distribution of Excess Schedule. “Zone
Analysis” is now included in the scheduling
process, allowing students to determine in
advance if the price will allow goodwill, be a
bargain, or result in a deferred credit.
Simplified worksheet procedures for intercompany
fixed asset sales and for intercompany inventory
transactions, where the periodic inventory method
is used. Chapter 4 includes this easier approach
" for students.
Substantial revision of end-of-chapter assignments.
There is an expanded use of cases to study
alternative accounting methods for business
combinations. These cases build an awareness
of the important issues now under considera-
tion by the FASB.
A study of the specific differences between account-
ing procedures in the United States and selected
major foreign countries. The countries are com-
pared by cultural classification and selected
accounting principles. Chapter 9 also studies
the development of international accounting
standards and identifies areas which differ
from existing U.S. GAAP. The material on for-
eign currency transactions has been revised to
reflect the FASB exposure draft on derivatives.
Coverage of SFAS No. 131 (segmental reporting).
Financial disclosure for segments has been
made less structured and more consistent with
internal measurement methods. This edition
includes a full discussion of the new proce-
dures and illustrates their application.
Coverage of SFAS No. 128 (earnings per share).
Our traditional, unique, and simplified for-
mula approach has been revised to insure clear
explanation and illustration of the new calcula-
tions of earnings per share.
A discussion of recent developments in state and
local government financial reporting, including the
GASB's efforts to develop a new reporting model. In
addition to the reporting model, this edition
also incorporates the new GASB guidance on
accounting for pensions, for recognition of
assets and liabilities and related disclosures
arising from securities lending transactions,
accounting for certain investments at fair value,
and additional coverage of key issues in gov-
ernmental audit, including the single audit act.
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e An appendix detailing the proposed dual-perspec-
tive financial reporting model. At the end of
Chapter 17, the unique features of the dual per-
spective are presented.

e Revised coverage of FASB 116, 117, and 124 in the
not-for-profit chapters. The same transactions are
used for the nonprofit organizations as for the
governmental units, so that the student will
clearly see the differences in the methods used.

e Enhanced coverage throughout the government and
not-for-profit chapters. Improvements in the text,
illustrations, and end-of-chapter materials are
aimed at making the presentation more con-
ceptual and less procedural. The aim is to pro-
vide students with an understanding of the
unique features of the changing government
and not-for-profit accounting environment.

Clear. Conceptual.

Organization of the Book

The book’s flexible coverage of topics allows for
professors to teach their course at their own pace
and in their preferred order. There are no depen-
dencies between major sections of the text except
that coverage of consolidations should precede
multinational accounting if one is to understand
accounting for foreign subsidiaries. The book con-
tains enough coverage to fill two advanced courses,
but when only one semester is available, many pro-
fessors find it ideal to cover the first four to six chap-
ters in business combinations.

The text is divided into the following major
topics:

BUSINESS COMBINATIONS—BASIC TOPICS
(CHAPTERS 1-6)

A unique feature of this book is the devotion of the
first chapter to the basic issues of purchase and
pooling-of-interests accounting in the context of
direct asset acquisitions. This provides an opportu-
nity to focus on theoretical concepts without being
concerned about the mechanics of consolidations.
The most difficult concept in the chapter is the com-
bining of stockholders’ equities in a pooling of inter-
ests, and this is aided by a unique “equity transfer
diagram.” Chapter 1 also takes an in-depth look at
the comparison of pooling versus purchase and ana-
lyzes the current increase in pooling. We use a real-
world case to demonstrate the financial reporting
advantages of pooling.

Chapters 2 through 5 cover the basics of
preparing a consolidated income statement and bal-
ance sheet.
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In 1977, we introduced two schedules that
have been much appreciated by students and fac-
ulty alike—the Determination and Distribution of
Excess Schedule and Income Distribution Schedule. The
determination and distribution schedule (quickly
termed the D&D schedule by students) analyzes the
difference between the price paid in a purchase and
the underlying equity of the subsidiary. It provides
a check figure for all subsequent years” worksheets,
provides all information for the distribution of dif-
ferences between book and market values, and pro-
vides all data for the amortization of the differences.
The schedule provides rules for all types of pur-
chase situations and for alternative consolidation
theories. The income distribution schedule (known
as the IDS) is a set of T accounts that distributes
income between the minority and controlling inter-
ests. It also provides a useful check function to
assure that all intercompany eliminations are prop-
erly accounted for. These chapters give the student
all topics needed for the CPA Exam. Special
Appendix 1, which follows Chapter 3, focuses on
the marking to market of the noncontrolling (cur-
rently the minority) interests.

With regard to the alternative worksheet meth-
ods and why we follow the approaches we do: First,
consider the method used to record the investment
in the subsidiary’s and the parent’s books. There are
two key points of general agreement. The first is that
it doesn’t really matter which method is used since
the investment account is eliminated! Second, when
the course is over, a student should know how to
handle each method: simple equity, full (we call it
sophisticated) equity, and cost. The real issue is
which method is the easiest one to learn first. We
believe the winner is simple equity since it is totally
symmetric with the equity accounts of the sub-
sidiary. It simplifies elimination of subsidiary equity
against the investment account. Every change in
subsidiary equity is reflected, on a pro rata basis, in
the parent’s investment account. Thus, the simple
equity method becomes the mainline method of the
text. We teach the student to convert investments
maintained under the cost method to the simple
equity method. In practice, most firms and the
majority of the problems in the text use the cost
method. This means that the simple equity method
is employed to solve problems that begin as either
simple equity or cost method problems.

We also cover the sophisticated equity
method, which amortizes the excess of cost or book
value through the investment account. This method
should also adjust for intercompany profits through

the investment account. The method is cumbersome
because it requires the student to deal with amorti-
zations of excess and intercompany profits in the
investment account before getting to the consoli-
dated worksheet, which is designed to handle these
topics. This means teaching consolidating proce-
dures without the benefit of a worksheet. We cover
the method after the student is proficient with a
worksheet and the other methods. Thorough under-
standing of the sophisticated method is important
so that it can be applied to influential investments
that are not consolidated.

The second major concern among advanced
text professors has to do with the worksheet style
used. There are three choices: the horizontal (trial
balance) format, the vertical (stacked) method, and
the balance sheet only. Again, we do cover all three,
but the horizontal format is our main method.
Horizontal is by far the most appealing to students.
They have used it in both introductory and interme-
diate accounting. It is also the most likely method to
be found in practice. On this basis, we use it initially
to develop all topics. We do cover the vertical for-
mat, but not until the student is proficient with the
horizontal format. There is no difference in the elim-
ination entries; only the worksheet logistics differ. It
takes only one problem assignment to teach the stu-
dents this approach so they are prepared for its pos-
sible appearance on the CPA Exam. The
balance-sheet-only format has no reason to exist
other than its use as a CPA Exam testing shortcut.
We cover it in an appendix.

Chapter 6 is more essential for those entering
practice than it is for the CPA Exam. It contains cash
flow for consolidated firms, taxation issues, and the
use of the sophisticated equity method for influen-
tial investments. This edition makes substantial
improvements in accounting for the taxation of the
consolidated company. New support schedules
guide the worksheet procedures for consolidated
companies, which are taxed as separate entities.
Taxation is the most difficult application of consoli-
dation procedures. Every intercompany transaction
is a tax allocation issue. Teaching the tax allocation
issues with every topic as it is introduced is very
confusing to students. We prefer to have the stu-
dents fully understand worksheet procedures with-
out taxes and then introduce taxes.

BUSINESS COMBINATIONS—SPECIALIZED TOPICS
(CHAPTERS 7 AND 8)

These chapters deal with topics that occasionally
surface in practice and have not appeared on the
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CPA Exam for over 10 years. Studying these chap-
ters perfects the students’ understanding of consoli-
dations and stockholders” equity accounting, thus
affording a valuable experience. Chapter 7 deals
with piecemeal acquisitions of an investment in a
subsidiary, sale of the parent’s investment, and the
impact of preferred stock in the subsidiary’s equity
structure. Chapter 8 deals with the impact of sub-
sidiary equity transactions including stock divi-
dends, sale of common stock shares, and subsidiary
reacquisitions of shares. The chapter also considers
indirect or three-tier ownership structures and reci-
procal holdings where the subsidiary owns parent
shares. Following Chapter 8, Special Appendix 2
studies the possible changes in accounting for
changes in the level of parent ownership and
changes in the subsidiary equity structure.

BuUsINESS COMBINATIONS—SPECIAL APPENDICES

The Special Appendices 1 and 2 should not be dis-
missed from the study plan for a semester. The
material on alternative consolidation theories is
conceptually important. It summarizes FASB’s 1995
Exposure Draft and compares alternative theories to
current practice. Studying it reinforces the students’
understanding and prepares them for changes that
may occur. Generally, students find this material
very interesting. The first one follows Chapter 3. It
summarizes the Parent Company theory and
explains two approaches to the Economic Unit
Concept. Special Appendix 2 appears after Chapter
8. It explains additional possible changes to consoli-
dation practice based on the FASB proposal.

Special Appendix 3 explores accounting for
leveraged buyouts. This is a popular topic and is
easily mastered using consolidation techniques.
Students enjoy mastering it since it is a common
business phenomenon that sounds difficult but
really isn’t. It particularly appeals to students with
an interest in financial management.

MULTINATIONAL ACCOUNTING (CHAPTERS 9-11)

As business has developed beyond national bound-
aries, the discipline of accounting also has evolved
internationally. As our global economy develops, so
does the demand for reliable and comparable finan-
cial information. Chapter 9 discusses the interna-
tional accounting environment and compares
accounting principles among several countries. This
comparison illustrates for the need for accounting
standards to be in harmony with each other.
Approaches to the harmonization of standards and
the various organizations involved are identified.
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Chapter 10 discusses accounting for foreign currency
transactions. The basic mechanics of exchange rates
and the business risks resulting from exchange rate
changes are set forth. The use of forward contracts as
a hedge against rate change fluctuations is discussed,
and the accounting for such hedges is demonstrated.
Chapter 11 demonstrates the remeasurement and/or
translation of a foreign entity’s financial statements
into a U.S. investor’s currency. Whenever possible,
examples of footnote disclosure relating to interna-
tional accounting issues are presented.

SPECIAL REPORTING CONCERNS (CHAPTERS 12 AND 13)

The usefulness of financial information naturally
increases if it is communicated on a timely basis.
Therefore, interim financial statements and report-
ing requirements are now widely accepted. In
Chapter 12, the concept of an interim period as an
integral part of a larger annual accounting period is
set forth as a basis for explaining the specialized
accounting principles of interim reporting.
Particular attention is paid to the determination of
the interim income tax provision including the tax
implications of net operating losses. Chapter 12 also
examines segmental reporting and the various dis-
closure requirements. A worksheet format for devel-
oping segmental data is used, and students are able
to review the segmental footnote disclosure for a
large public company. The section on segmental
reporting has been significantly updated to reflect
the new FASB Statement No. 131.

In Chapter 13, students are given a compre-
hensive discussion of the disclosure of earnings per
share data in compliance with FASB statement No.
128. Supporting schedules are used to facilitate the
calculation of per share amounts. The calculation of
basic earnings per share is developed, and then,
with that background, students are exposed to the
calculation of diluted earnings per share. The chap-
ter concludes with a comprehensive illustration
dealing with the calculation of both basic and
diluted earnings per share.

ACCOUNTING FOR PARTNERSHIPS (CHAPTERS 14
AND 15)

Chapters 14 and 15 take students through the entire
life cycle of a partnership, beginning with formation
and ending in liquidation. Although new forms of
organization, such as the limited liability corpora-
tion, are available, partnerships continue to be a
common form of organization. Practicing accoun-
tants must be aware of the characteristics of this
form of organization and the unique accounting
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principles. The accounting aspects of profit and loss
agreements, changes in the composition of partners
(admissions and withdrawals), and partnership lig-
uidations are fully illustrated. In addition to
accounting principles, certain income tax principles
relating to partnerships are set forth. The end-of-
chapter material in this area focuses on evaluating
various alternative strategies available to partners,
for example, deciding whether it would be better to
liquidate a partnership or admit a new partner.

GOVERNMENTAL AND NOT-FOR-PROFIT ACCOUNTING
(CHAPTERS 16-19)

Chapters 16 and 17 have been updated to include
recent Governmental Accounting Standards Board
(GASB) pronouncements. Chapter 16 includes a
complete discussion of measurement focus and
basis of accounting issues for state and local gov-
ernments. The deferral of GASB Statement No. 11
and the issues involved in the deliberation of a new
“dual perspective” financial reporting model are
outlined for the reader.

In Chapter 16, we introduce the unique
accounting and financial reporting issues of state
and local governments. The chapter also covers the
basics of accounting and financial reporting for the
general fund and the two account groups. This
order emphasizes the “working capital” focus of the
general fund and the resulting need to account for
fixed assets and long-term liabilities elsewhere.

Chapter 17 covers the accounting and financial
reporting of the specialized funds of government:
those established to account for restricted operating
resources, long-term construction projects or acqui-
sition of major fixed assets, and servicing of princi-
pal and interest on long-term debt. The chapter also
covers the unique accounting issues of various trust
funds and proprietary (business-type) funds.

Chapters 18 and 19 include revised coverage
of Financial Accounting Standards Board (FASB)
116, 117, and 124 for such organizations as private
not-for-profit health care entities, private universi-
ties, and voluntary health and welfare organiza-
tions. The same transactions are used for the
nonprofit organizations as for the governmental
units, allowing students to clearly see the differ-
ences in the methods used. The standards define
how the resources of a private not-for-profit organi-
zation are to be divided into unrestricted, temporar-
ily restricted, or permanently restricted net asset
classifications. Financial statements also are based
on net asset classifications. The new standards rep-
resent a shift away from fund accounting to organi-
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zation-wide financial reporting. A statement of cash
flows is now required. The chapters also cover the
updated guidance in the 1996 industry audit guides.

In Chapter 18, we provide an overall summary
of the new accounting and financial reporting stan-
dards as they apply to all not-for-profit organiza-
tions. We then offer a complete description of
accounting and illustrations of the financial reports
of public universities. Since the GASB has not
changed accounting for the public universities,
these organizations will continue to follow the “old”
version of the AICPA audit guide. The next section
in this chapter illustrates accounting and financial
reporting for private not-for-profit organizations
following the new FASB guidance. For ease of pre-
sentation, these illustrations are presented without
regard to a fund structure. However, since the new
FASB guidance does not preclude funds-based
reporting, an appendix is included incorporating
the new standards within the existing funds struc-
ture. This gives the instructor the option of teaching
the material for private universities with or without
funds.

Chapter 19 covers accounting and financial
reporting for health care entities and voluntary
health and welfare organizations. The chapter also
incorporates for each type of organization the most
recent FASB standards in addition to the 1996
updated AICPA audit guide. In this chapter, funds
are viewed as internal control and management
tools. External financial statements are illustrated
without a funds structure. As in Chapter 18, how-
ever, a funds-based illustration is included in the
appendix for both health care organizations and
voluntary health and welfare organizations.

Throughout the government and not-for-profit
chapters, improvements in the text, illustrations, and
end-of-chapter materials are aimed at making the
presentation more conceptual and less procedural.
The aim is to provide students with an understand-
ing of the unique features of the changing govern-
ment and not-for-profit accounting environment.

FIDUCIARY ACCOUNTING (CHAPTERS 20 AND 21)

The role of estate planning and the use of trusts are
important to many individuals and present some
unique accounting principles. The tax implications
of estate planning are discussed so that the student
has a basic understanding of this area. Various
accounting reports necessary for the administration
of an estate or trust are illustrated in Chapter 20.
No business is immune from financial diffi-
culty. Chapter 21 discusses various responses to
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such difficulties, including troubled debt restructur-
ing, quasi-reorganizations, corporate liquidations,
and corporate reorganizations.

Supplementary Materials

For the Instructor

Solutions Manual. This manual provides descrip-
tions of all exercises, problems, and cases with their
estimated completion time. You'll find answers to
all end-of-chapter questions and solutions to all
exercises, problems, and cases, along with the logic
for the solutions when appropriate. In particular,
answers to multiple-choice questions include sup-
porting explanations and computations.

Transparencies. The set of transparencies contains
blank worksheets, solutions for all of the consolida-
tion problems, and selected solutions from the
remainder of the text.

Test Bank. This resource, available in both print and
electronic formats, contains multiple-choice ques-
tions and examination problems for each chapter
along with the solutions. These materials may be
reproduced by the instructor. The electronic test
bank is Windows® based.

Excel® Templates. Both student and solutions tem-
plates for use with Excel® are available. The tem-
plates, for use with selected problems from the text,
are for use with selected nonconsolidation chapters
as well as the consolidation chapters. Instructors
may choose from horizontal and vertical presenta-
tions for the consolidation assignments.

PowerPoint® Presentations. Author-designed elec-
tronic slides are available to enrich classroom teach-
ing of concepts and practice.

For the Student

Student Companion Enrichment Manual. This manual
greatly enhances student self-study. With step-by-
step application of the methods discussed in the
text, the enrichment manual helps students in their
mastery of text subject matter. The manual is com-
posed of three main sections: the Text Companion,
the Enrichment, and the Study Guide. The Text
Companion section contains the worksheets from
Chapters 2-8 and 11 and the Special Appendices
reproduced on removable pages to give students
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easy reference as they study the related text narra-
tive. Also in the Text Companion section are several
supporting examples, diagrams, and illustrations to
assist understanding of complex topics. The
Enrichment section contains coverage of branch
accounting and the SEC as background information
for the students. The Study Guide section contains a
detailed outline of each chapter and several learning
activities, such as true/false, multiple choice, and
matching questions, as well as short problems. The
solutions for these activities appear at the end of the
section.

Working Papers for Consolidations. = The working
papers for solving the consolidation problems in
Chapters 2-8 and Chapter 11 contain printed trial
balances as a means of saving time. The pages are
bound in a single volume and are perforated for
easy removal. Blank worksheets are included at the
end for extra assignments.
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mon transaction. Recording methods have been stable for over 20 years. We

are now, however, in a period of uncertainty for the accounting methods used
for these transactions. There are two accounting models available for acquisitions,
the purchase and pooling of interests methods. Both of these methods are under
great scrutiny; major changes in their application can be expected. These changes are
studied in the first two special appendices.

There are two types of transactions that can be used to secure control of another
company. The first is to acquire all the assets and liabilities of a company directly
from the company by paying cash or issuing securities. This is called a direct asset
acquisition. The theory of purchase and pooling will be developed in this context in
Chapter 1.

The more popular method to establish control is to purchase a controlling inter-
est, usually over 50%, in the common stock of another company. Accounting stan-
dards hold that when two or more companies are under common control, only one
set of consolidated statements should be prepared for the companies under common
control. Chapters 2 through 8 provide the methods for consolidating separate state-
ments of the affiliated firms into one consolidated set of consolidated statements.

The acquisition of one company by another has become an increasingly com-
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