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PREFACE

Conceptual Foundation for Users and Preparers of Financial Statements

This isa conceptually based / user oriented book that focuses on the meaningful comprehension of
accounting fundamentals as opposed to the rote memorization of recording procedures. What do we mean
by a conceptually based book? We mean that the book focuses on the relationships between accounting
events and financial statements. The primary objective is to produce students who can explain how an
accounting event such as “provided services on account” affects the elements of financial statements. 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 distributions. Further, how did the event affect
cash flows? These are the primary questions that are addressed repeatedly as new accounting events are
introduced throughout the text.

We believe that an understanding of how accounting events affect financial statements is reinforced by
the preparation and use of financial statements. As a result, the text has two secondary objectives: (1) to
provide coverage of recording procedures to the extent that they are necessary for students to learn how to
organize accounting information for the preparation of financial statements, and (2) to provide a base of
analytical tools that enable students to identify meaningful differences in business performance as it is
reflected in financial statements, This dual focus is consistent with the goals and objectives of the Ac-
counting Education Change Commission as outlined in Position Statement No. Two, which states that the
first course in accounting “. . . should be a rigorous course focusing on the relevance of accounting
information to decision-making (use) as well as its source (preparation).”

We havedelayed the introduction of recording procedures, including debit and credit terminology,
journal entries, ledger accounts, etc. until Chapter 4. Non-technical terminology (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. Why bother with debits and credits? In general, students enter business with a sense of debits and
credits that is directionally reversed. This phenomenon occurs because businesses speak to customers from
the perspective of the business entity, while customers listen from their personal perspective, When a
business credits one of its receivable accounts, it reduces the customer’s obligation to the business.
Unfortunately, when a customer is told by a business that his/her account is being credited, they develop
the erroneous impression that credits act to reduce liabilities. Even non-accounting majors should have
opportunity to correct these misconceptions of basic business terminology. More importantly is the fact
that some knowledge of the double entry recording scheme facilitates the comprehension of basic concepts
by promoting organization and communication skills. As a result, authors disagree with the philosophy
that general business majors can ignore recording procedures. Reduce, yes — ignore, no!

Each chapter ends with a discussion entitled Using Accounting Information. This section introduces
special topics such as the use of ratio analysis, the role of the audit report, the use of management discus-
sion and anatysis (MD&A), the importance of footnotes to financial statements, and differentia) reporting
formats. Accordingly, the tools of financial statement analysis are integrated throughout the text. The
complete 1993 annual report for Tredegar Industries has been included in Appendix A. The end of chapter
material includes a special case that relates the topics covered in each chapter to the Tredegar report.

Unique Features that Facilitate Meaningful Learning

The accounting cycle. We use a cpcles model which extends the discussion beyond the accounting
equation to the financial statements. Other modern textbooks use what is frequently classified as a
“horizontal model.” The horizontal model focuses on how events affect the accounting equation. This
model should not be confused with a cycles model. The cycles model not only demonstrates the effect of
events on the accounting equation but also shows students how the information is presented in a full set of
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financial statements (i.e., income statement, statement of changes in equity, balance sheet, and statement of
cash flows). In other words, the illustrations end with the presentation of a full set of financial statements.
The cycles model is used throughout the book. Events, the equation, and the related financial statements
are shown in virtually every chapter of the text.

Multi-Period Model. We demonstrate the effect of events on financial statements over multiple ac-
counting periods. Indeed, the illustrations in most chapters cover two or more accounting cycles. Eight
accounting cycles including eight complete sets of financial statements are presented in the first three
chapters alone. The associations between accounting events and financial statements cannot be fully
comprehended when only one accounting cycle is presented. Students need to see how depreciation
accumulates on the balance sheet over the life of the asset or how a discount account is amortized over the
life of a bond. The text is designed to provide a complete picture of the effects of events on financial
statements over a series of accounting cycles. You will be amazed at how much clearer this format is to
your students.

Statement of Cash Flows. Along with the balance sheet, statement of changes in equity, and the in-
come statement, the statement of cash flows is described and illustrated nine times within the first four
chapters. Students are taught to create the statement of cash flows under the direct method by analyzing
the cash account. Using this approach, coverage of the statement of cash flows is placed on parity with the
other primary financial statements which are illustrated throughout the text. Indeed, a full set of financial
statements including the statement of cash flows is shown at least once and usually two or three times in
virtually every chapter of the textbook. Likewise, many of the exercises and problems require students to
prepare a full set of financial statements including the statement of cash flows. We know of no other
textbook on the market today that provides a comparable level of coverage of financial statements in
general or of the statement of cash flows in particular.

Control of Complexity. Many educators have begun to recognize the detriments of crowded material.
Education research suggests that information overload leads to memorization. Very little is accomplished
when students are exposed to such a volume of material that they are unable to comprehend the basic
concepts. This text seeks to emphasize the comprehension of concepts by reducing the volume of content.
For example, one method of estimating uncollectible accounts is sufficient to demonstrate how bad debts
affect financial statements. Likewise, you do not need both the net and gross methods to explain how cash
discounts affect financial statements. Either method standing alone could be used to demonstrate the
critical interrelationships. To heighten the focus on key concepts, this text has eliminated the coverage of
many of the alternative recording procedures that are included in traditional textbooks. Some of the topics
omitted are: alternative recording procedures for adjusting entries, reversing entries, accounting treatment
for discounting an interest bearing note, sum-of-the-years depreciation, accounting for the exchange of
like-kind assets, the issue of bonds between interest dates, bond investments, accounting for marketable
equity securities, stock subscriptions, and differences in the treatment of large and small stock dividends.
While this is not an exhaustive list of the items that have been eliminated, it should serve to make the point
that this text represents a serious effort to reduce the problem of information overload in introductory
accounting. Indeed, in some instances entire chapters such as accounting for consolidated financial
statements, payroll accounting, and parterships have been omitted. It is important to note that by thinning
the material we are not advocating a reduction in rigor. The comprehension of concepts is a far more
rigorous learning task than the memorization of arbitrary details.

Emphasis on the Perpetual Inventory Method. The perpetual inventory system is stressed. With the
advent of computers, the perpetual system has become the predominant method employed in business
practice. It is also the system that is logically consistent with accrual accounting which recognizes events
and circumstances as they occur. A strict application of accrual accounting requires product costs to be
capitalized in asset accounts until the goods are used (i.e., sold) for the production of revenue. At the time
the goods are sold, the product costs should be removed from the asset account and placed in an expense
account (i.e., cost of goods sold). The perpetual method of accounting for merchandising transactions is
consistent with these concepts because costs are capitalized in the inventory account at the time of
acquisition and expensed at the point of sale. In contrast, the periodic method places inventory costs in a
temporary account (i.e., a “purchases” account, which is neither an asset nor an expense) at the time of
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acquisition. Further, in a periodic system, inventory costs are not expensed as merchandise is sold.
Although the objectives of accrual accounting are eventually accomplished through a year-end adjustment,
the entries made at the time goods are acquired or sold are logically inconsistent with accrual accounting
concepts. Accordingly, students struggling with the comprehension of accrual accounting are likely to find
the periodic recording procedures arbitrary. Since arbitrary material cannot be learned meaningfully,
students are left with no choice but to memorize. By stressing the perpetual inventory method, this text
promotes meaningful learning and more accurately represents contemporary accounting practice.

Real World Relevance. How many companies use sum-of-the-years depreciation versus how many
companies use tax tables to compute depreciation? Clearly, tax applications have more real world
relevance. This text covers some topics that are not normally found in traditional textbooks, but which are
prevalent in business practice. Some examples include the modified accelerated cost recovery system
(MACRS) used to compute depreciation for tax purposes, accounting for warranty obligations, accounting
for credit card sales, commercial lines of credit, and term loans that require the amortization of principal as
well as interest.

Asset/Liability Approach. The Financial Accounting Standards Board (FASB) has consistently fa-
vored the measurement of assets and liabilities over the goal of matching in the process of establishing
accounting standards. To facilitate the comprehension of present and prospective accounting standards this
book has adopted the asset/liability view. Revenues and expense are defined as the by products of the
measurement of assets and liabilitics. For examples, revenues are defined as increases in assets or de-
creases in liabilities. Similarly, expenses are defined as decreases in assets or increases in liabilities.
Further, in the process of thinning material, favored status was given to the alternatives that focused on the
measurement of assets and liabilities. For example, the percent of receivables method was retained and the
percent of sales method was discarded in the discussion of bad debts. While the matching concept is
discussed, the text emphasizes the measurement of assets and liabilities.

Generic Terminology. This text distinguishes between the different type of business organization in
Chapter 11. Prior to this point, the generic term, equity, is used to describe the ownership interest in a
business. The term equity is subdivided into two categories: contributed capital and retained earnings.
These terms are preferable because they describe the two distinct sources of assets. Once the concept of
ownership has been fully comprehended, the intricacies of different types of ownership (i.¢., proprietor-
ship, partnership, and corporation) are introduced. This approach is consistent with the idea of putting the
forest before the trees. Indeed, generic terminology (i.e., assets, liabilities, equity, revenue, expense, net
income, cash flow, etc.) is use extensively throughout the text. The theme of the text centers on the
comprehension of concepts rather than the memorization of technical terminology.

Ethics Discussion Cases. The end of chapter material for each chapter contains a case that describes
an ethical dilemma that may occur in business practice. The unique feature of these cases is that they all
concern issues that have a direct bearing on financial statements. The issue under question is always
consistent with the topics discussed in the chapter. Students are required to address the impact on financial
reporting prior to engaging in a discussion of the ethical implications. This approach provides structure to
the discussion and reinforces the relationships between events and financial statements as well as providing
a forum for the discussion of ethics.

We believe that this text provides a unique alternative for an introduction to accounting. The primary
objective of the text is to provide students with learning experiences that result in the comprehension of the
framework of fundamental concepts upon which the accounting discipline is based. Accordingly, the
model provides a third alternative to the traditional preparer, or the emerging user, oriented approaches to
introductory accounting. This alternative is a concepts approach. Since a conceptual understanding of
accounting is essential to the use and preparation of financial statements, it serves general business students
as well as those who choose accounting as a major. Indeed, the concepts approach even enhances the
appeal of introductory accounting as an elective for non business majors,
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A Complete Package of Supplements

The text is supported by a complete package of supplements. Rather than farming the supplements
out, we have prepared these material ourselves. Accordingly, you can rest assured that the supplements
match the text. The package includes the following items:

Solutions Manual: Prepared by Edmonds, McNair, Milam and Olds: 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 insure accuracy. After
the initial preparation of the solutions, the problems and exercises were reworked “blind.” The second set
of answers were then compared with the previous solutions by an independent reviewer. Any differences
were reconciled. After this process, the solutions manual was again proofed and checked for accuracy by
the authors. In addition to the quality control measures used by the authors, the material has been class
tested at 20 schools by 26 different instructors in 51 independent classroom settings. Any errors found and
reported have been incorporated into the review and correction process.

Test Bank: Prepared by Thomas P. Edmonds and Frances M. McNair: The test bank contains a
variety of questions and problems. There are between 20 and 30 muitiple choice questions provided for
each chapter. The questions are specifically designed to test the student's comprehension of accounting
concepts. For example, instead of asking what accounts would be debited or credited, the questions center
on how an event affects the elements of the financial statements. Did assets, liabilities, and equity increase,
decrease, or stay the same? What happened to net income and cash flow? These are the types of questions
addressed in a multiple choice format. Do not let anyone tell you that you cannot use multiple choice
questions to test conceptual comprehension. If teaching mass sections has encumbered you with a heavy
grading burden, you will be especially appreciative of the high quality of the multiple choice component of
this test bank.

The test bank also includes short discussion questions that enable you to assess your student’s com-
munication skills as well as their accounting knowledge. Even so, the questions can be graded in a
relatively short time period. Most of the questions can be answered using one or two words or very short
sentences. This format epables the maximum potential for the evaluation of communication skills and
accounting knowledge while minimizing the grading task.

Finally, the test bank contains a generous supply of open-ended problems. Many of these problems
test the student’s understanding of financial transactions and their impact on financial statements. The
problems allow the instructor to test the student’s knowledge of financial statement structure, format, and
content. While the majority of problems focus on the evaluation of conceptual comprehension, there are an
ample supply of questions that address computational skills and knowledge of recording procedures. Like
the textbook, the test bank recognizes the importance of the double entry recording scheme as a mechanism
for the organization and communication of accounting information. It is the glue that holds the conceptual
relationships together and should not be forgotten in the process of instruction or evaluation.

The test bank is available in file formats that are compatible with WordPerfect, Microsoft Word, and
other word processing software programs. Accordingly, instructors or their secretaries can easily alter
questions using their own word processing programs. There is no need to learn how to operate some
complicated test generating software.

Study Guide: Prepared by Philip R. Olds: Each chapter of the study guide begins with a brief re-
view and explanation of a set of learning objectives that correspond to the objectives set forth in the
textbook. Students are encouraged to accomplish the stated objectives by working a variety of multiple
choice problems and short exercises. Unique to this study guide are a series of articulation problems.
These problems require students to indicate how accounting events affect (i.e., increase, decrease, no
effect) the elements of financial statements. They not only reinforce the student’s understanding of how
events affect statements but also help them understand how the income statement, balance sheet, and
statement of cash flows interrelate. Completion of the study guide will enable the student to (1) review
their comprehension of the text material, (2) prepare for examinations, and (3) obtain an additional
perspective of the course material. The guide contains approximately 200 pages. It includes appropriate
work papers and a complete set of solutions.
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Work Papers: Prepared by Frances M. McNair and Edward E. Milam: The work papers provide
forms that are useful in the completion of both exercises and problems. Work papers for the exercises
provide headings and prerecorded example transactions that enable students to get started quickly and to
work in an efficient manner. They can be used to shorten the time necessary to complete homework
assighments and to provide structure that facilitates the grading task. The forms provided for the problems
can be used with either series A or B problems. This set of working papers is of the traditional type in that
the shell is provided, but the student must fill in the headings and all other necessary information. The
work papers for problems are designed as a companion set to those provided for the exercises. They
assume that the student has worked enough exercises to be familiar with the design of the accounting
equation and financial statement format. Accordingly, they avoid the fill-in-the-blank mentality that
encourages memorization. When using the working papers for problems, students will be required to
provide proper headings and to organize information in proper financial statement format. In a effort to
control cost the number of pages included in the work paper package has been limited. Only one set of
working papers has been provided for both series A and B problems. These working papers can be
duplicated by the student if a separate set of papers are needed for each problem series.

Computerized Practice Problem: Broadway Babies, Inc. Prepared By Thomas P. Edmonds and
Bor-Yi Tsay: Broadway Babies, Inc. is a computerized practice problem. Beginning account balances are
presented in a trial balance. Students record accounting events including appropriate adjusting entries in
general journal format. The software program 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. This is not a black box exercise. The problem requires the active
participation of the student in the application of debit and credit terminology, the formation of journal
entries, and the preparation of financial statements. Accordingly, the student gets a clear picture of how
accounting events affect financial statements without getting bogged down in computational and proce-
dural detail. Work papers for statement preparation are included in a booklet that accompanies the
software. The problem is designed so that it can be introduced at a point that is approximately two-thirds
through the course. This permits a review of a significant portion of the course material while allowing a
reasonable amount of time for students to finish the exercise prior to the completion of the course. The
software is a DOS based program that is designed to operate on IBM compatible systems using DOS
versions of 3.0 or higher. The entire booklet including instructions, transactions and work papers is only
fourteen pages long. The program is menu driven. The print function works with any printer without
requiring a complicated installation process. Grading effort can be minimized by using a set of muitiple
choice tests that are provided to instructors upon request. This is truly a hassle free, affordable computing
experience for your students.

Manual Practice Problem -- Mark’s Racquets, Inc. Prepared By Cindy D. Edmonds: Mark’s
Racquets, Inc. is a manual practice problem. Students record accounting events in general journal format
and post transaction data to running balance general ledger accounts. They prepare unadjusted, adjusted,
and post-closing trial balances. They use the information contained in the adjusted trial balance to prepare
an income statement, a balance sheet, a statement of changes in equity and a statement of cash flows. The
problem minimizes procedural detail. Special journals, a worksheet, posting references, etc. are not used.
The problem is designed so that it can be introduced at a point that is approximately two-thirds through the
course. This permits a review of a significant portion of the course material while allowing a reasonable
amount of time for students to finish the exercise prior to the completion of the course. The thirty-seven
page practice problem booklet contains instructions, transactions, and work papers. Most students are able
to complete the problem in less than eight hours. Grading effort can be minimized by using a set of
multiple choice tests that are provided to instructors upon request.
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CHAPTER |

INTRODUCTION

People around the world use some form of accounting every day.
Consumers account for the money they spend; students have to plan for
their educational expenses; and companies use accounting to track the
performance of their operating activities. Accounting is a diverse and
dynamic industry. Much like the fields of medicine or law, accounting is a
service based discipline. The accountant’s responsibility is to provide
reliable and relevant information that is useful in making business deci-
sions. Users of accounting information hold either a direct or indirect
interest in the companies that issue the accounting reports. Direct users of
financial information include investors, managers, creditors, suppliers, and
employees. Indirect users advise and influence the direct users of financial
information. They include financial analysts, brokers, bankers, govern-
ment regulators, and reporters. The importance of accounting’s role in
business is evidenced by the fact that it is frequently referred to as the
language of business.

Accounting’s Role in Business

To understand the importance of accounting in the modern business
world, you must know that first and foremost accounting is a measure-
ment discipline There are many different measurement schemes needed
in the world of commerce, such as measurements of length, weight and
time. Accounting is the measurement of financial results. Exactly what
this means cannot be explained in a sentence or even in a page. This entire
textbook is devoted to introducing the topic. However, to help explain the
importance of understanding financial measurement, consider some of the
issues relate to other types of measurement with which you are more
familiar.

How long is a yard? A yard is .944 of a meter. So, how long is a me-
ter? According to the International System of Units, a meter is the dis-
tance traveled by light in a vacuum during 1/299,792,458 of a second.
Now, that is helpful! Is it important to know the precise definition of a
meter? No. However, if you wish to communicate the length of a particu-
lar object to other people, it is important that both parties agree on a
definition of the unit of measure. Imagine the problems that would result
if you were to build a house with a carpenter who considered the length of
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a foot to be ten inches. Think of your disappointment when you walked
into rooms that were much smaller than you expected. The length of a
foot is not nearly as important as is the ability to reach agreement on its
measurement.

Accounting has similar problems. Many times different definitions
could be used to explain an accounting measurement. To facilitate com-
munication, accountants have established rules that business people can
use to assure themselves that they are talking about the same thing. For
example, suppose a store sells a compact disk player in December to a
customer who agrees to pay for it in January. Should the store owner tell
people that the sale occurred in December or in January? As will be
explained in Chapter 2, accountants operating in the United States have
agreed to say it was sold in December. The rule could have been made the
other way. There would no problem if everybody reported similar sales in
January. However, communication problems may occur if some people
report this type of sale in December while others choose to report it in
January. Such reporting could preclude meaningful comparisons between
companies. Choosing to report in December versus January is not as
important as making a rule that facilitates consistency in reporting meas-
urements.

Many people and organizations in our society make decisions based on
financial information reported by companies. Therefore, it is important for
them to understand how that information was measured. Early in life you
learned the length of a yard. Now, when you hear that a quarterback threw
a 60 yard pass to win the game, you know what it means. In your business
career, if you hear that a company’s earnings are down ten percent while
cash flows from operations are about the same, you need to know what
that means as well. The reason business students are required to take this
accounting course is to learn the rules of measurement that accountants
use.

Why does it take an entire course or two just to get an introduction to
the rules of accounting measurement? Because the business activity that
accounting is designed to measure is complex. Just think about how many
hamburgers McDonald’s sells in one day and how many different foreign
currencies must be used to account for those sales. Now think about how
many different sets of tax rules must be applied to determine the amount
of tax due on the income earned from the sale of those hamburgers. In a
effort to capture the diversity of business activity, different companies are
allowed to use different measurement methods. Even within the same
company, it may be necessary to use one measurement method for some
financial items and another method for other items.
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The diversity in accounting for business activity may appear to con-
tradict the earlier statement that “accountants have established rules that
business people can use to assure themselves that they are talking about
the same thing.” However, upon further reflection, you can see that this is
not a contradiction. Carpenters in Europe may use meters as the meas-
urement unit, while carpenters in the United States use yards. Even so,
construction companies operating on both continents can still communi-
cate so long as they agree on the rules governing the length of a yard and a
meter. Similarly, one business may record sales when they are made while
another business records them in the period that cash is collected. Effec-
tive communication can still be accomplished so long as both businesses
disclose which measurement method was used to report their sales.

Certainly, communication would be easier if only one measurement
method were used to report each type of business activity. Unfortunately,
world economies have not yet evolved to the point where it is possible to
attain uniformity in financial reporting. Indeed, significant diversity
continues to exist even in highly sophisticated countries such as the United
States. A well-educated business person must be able to understand and
interpret accounting information that has been prepared under a variety of
measurement rules. The rules of measurement for accounting used in the
United States are called generally accepted accounting principles. This
textbook is designed to introduce you to these principles so that you will
be able to understand business activity as it is presented in accounting
reports.

Financial Statements

Which businesses will increase in value? Which companies will fail to
pay their debts? Many people are interested in questions such as these.
Among others, owners, lenders, employees, customers, suppliers, and
regulators seek information about the financial activities of business
enterprises. Businesses communicate such information to the public
through a process known as financial reporting. The central feature of
external financial reporting is a set of financial statements Accordingly,
financial statements constitute the principal means of communicating
economic information to individuals and institutions residing outside the
reporting enterprise.

The four general purpose financial statements used by business enter-
prises are (1) the income statement, (2) the statement of changes in equity,



