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FOR OUR STUDENTS, WITH THANKS

Whatever be the detail with which you cram your students, the chance of their meet-
ing in after-life exactly that detail is almost infinitesimal; and if they do meet it, they
will probably have forgotien what you taught them about it. The really useful train-
ing yields a comprehension of a few general principles with a thorough grounding
in the way they apply to a variety of concrete details. In subsequent practice the stu-
dents will have forgotten your particular details; but they will remember by an un-
conscious commen sense how to apply principles to immediate circumstances.

Alfred North Whitehead
The Aims of Education and Other Essays

FOR SIDNEY AND SYDNEY, WITH THANKS.
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PREFACE

The eighth edition of this book has the same principal objectives as the previous edi-
tions. The introductory course in financial accounting has two main purposes:

To help students develop a sufficient understanding of the basic concepts underly-
ing financial statements so that they can apply the concepts to new and different
situations.

To train students in accounting terminology and methods so that they can interpret,
analyze, and evaluate financial statements currently published in corporate annual
reports.

Most introductory financial accounting textbooks share these, or similar, objec-

tives. The critical differences among textbooks would be the relative emphases on
concepts. methods, and uses.

1.

Concepts This book emphasizes the rationale for, and implications of, important
accounting concepts. To learn accounting, the student must develop the ability to
conceptualize the transactions which accounting summarizes and the process of
summarization. Without such conceptualization, students will have difficulty fo-
cusing on relevant issues in new and different situations. Accordingly, each chap-
ter begins by identifying important accounting concepts. Several numerical
examples illustrating their application then follow. The end-of-chapter material
includes numerous short exercises to check the students’ ability to apply the con-
cepts to different problem situations.

- Methods We place sufficient emphasis on accounting procedures so that students

can interpret, analyze, and evaluate published financial statements. The text does
not emphasize procedures to such an extent that students bog down in detail. All
writers of accounting textbooks must decide just how much accounting procedure
to include. Many believe, as we do, that students will learn most effectively by
working many problems and exercises. Too much emphasis on accounting proce-
dures, however, lulls students into the security of thinking they understand
accounting concepts when they do not. We have for many years uscd the mixture
of concepts and procedures in this book and have found them effective in class-
room use.

Understanding the accounting implications of an event requires that students
construct the journal entry for that event. Throughout this book we use Journal en-
tries in describing the nature of accounting events. Moreover, most chapters con-
tain exercises and problems that require the analysis of transactions with debits
and credits. Do not conclude by a glance at this text, however, that it is primarily
procedural. We want students to learn concepts; the procedures enhance the learn-
ing of concepts.

Uses This book attempts to bridge the gap between the preparation of financial
statements and their use in various decision situations. The chapters consider the
effects of alternative accounting principles on the measurement of earnings and

vii
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financial position and the appropriate and inappropriate interpretations of them.
Numerous user-oriented problems and cases based on financial statement data of
actual companies appear at the end of most chapters.

CHANGES IN THIS EDITION

The major changes in the eighth edition are as follows:

1. The chapters expand consideration to the roles of political pressures and eco-
nomic consequences in the setting of financial accounting standards. particularly
in the materials on marketable securities, employee stock options. and foreign
currency translation.

2. Several chapters reflect new or proposed reporting standards on comprehensive
income, asset impairments, and earnings per share.

3. Approximately 30 percent of the questions, exercises, problems, and cases at the
ends of chapters represent new or substantially revised material. Virtually all of
the new exercises and problems use financial statement data of actual companies.

4. Extensive changes made to enhance readability of the text include the use of bul-
let points, text setoffs, and active voice.

ORGANIZATION

This book comprises four major parts. Part One, “Overview of Financial State-
ments,” consisting of Chapter 1; Part Two, “Accounting Concepts and Methods.”
Chapters 2 through 6; Part Three, “Measuring and Reporting Assets and Equities.”
Chapters 7 through 14; and Part Four, “Synthesis,” Chapters 15 and 16. We view the
four parts as four tiers, or steps, in the learning process. Part One presents a general
overview of the principal financial statements. Part Two discusses the basic ac-
counting model accountants use to generate the principal financial statements. Part
Three considers the specific accounting principles or methods used in preparing the
financial statements. Finally, Part Four synthesizes material covered in Chapters 1 to
14. This organization reflects the view that learning takes place most effectively
when the student starts with a broad picture, then breaks up that broad picture into
smaller pieces until achieving the desired depth, and finally synthesizing so that the
relation between the parts and the whole retains its perspective.

Chapter 1 presents a brief description of the principal activities of a business firm
(investing, financing, and operating) and shows how the three principal financial
statements—the balance sheet, the income statement, and the statement of cash
flows—report the results of these activities. Chapter 1 also provides an overview of
the financial reporting environment. Many students feel deluged with the multitude
of new terms and concepts after reading Chapter 1. Most of these same students
admit later, however, that the broad overview helped piece material together as they
later explored individual topics at greater length.

Chapters 2 through 5 present the basic accounting model that generates the three
principal financial statements. In each case, the discussion begins with a description
of the important concepts underlying each statement. The chapter then describes and
illustrates procedures accountants use to generate the financial statements. One of
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the unusual features of the book is the integration in Chapter 3 of the accounting en-
tries for transactions during a period with the related adjusting entries at the end of
the period. When textbooks discuss these two types of entries in separate chapters,
students often lose sight of the fact that measurement of net income and financial po-
sition requires both kinds of entries.

Another unusual aspect of the text is the early coverage, in Chapter 5, of the
statement of cash flows. This placement serves two purposes. First, this placement
elevates the statement to its rightful place among the three principal financial state-
ments. Students can thereby integrate the concepts of profitability and cash flow
more effectively and begin to understand that one does not necessarily accompany
the other. Covering this statement at the end of the course (in many cases, when time
is running out) leads the student to think that the cash flow statement is less impor-
tant. Placing this chapter early in the book forces the student to cement understand-
ing of the basic accounting model from Chapters 2 through 4. Preparing the
statement of cash flows requires the student to “work backward” from the balance
sheet and income statement to reconstruct the transactions that took place.

Chapter 6 describes and illustrates tools for analyzing the financial statements.
The discussion structures the various financial statement ratios in a multi-level for-
mat that students have found minimizes the need to memorize formulas. Instructors
who incorporate annual reports of actual companies throughout their course will find
that analysis of the financial statements of such companies at this point in the course
serves as an effective synthesis. An appendix to Chapter 6 illustrates procedures for
preparing pro forma financial statements. This topic helps cement understanding of
the relation among the three principal financial statements.

Chapters 7 through 13 discuss the various generally accepted accounting princi-
ples that accountants use in generating the financial statements. Each chapter not
only describes and illustrates the application of the various accounting methods but
also considers their effects on the financial statements. This approach reflects the
view that students should be able to interpret and analyze published financial state-
ments and to understand the effect of alternative accounting methods on such as-
sessments. We have placed some of the more complicated topics in end-of-chapter
appendixes to provide flexibility in coverage. Some instructors may wish to omit this
more advanced material.

Chapter 14 explores the statement of cash flows in greater depth by presenting
a comprehensive illustration using transactions discussed in Chapters 7 through
13. Instructors have flexibility in structuring their coverage of the statement of
cash flows.

Some students who have used the previous editions of this book report that Chap-
ter 15, which synthesizes much of the material in the first fourteen chapters, is the
most useful in the book. This chapter explicitly considers the combined effects of al-
ternative accounting methods on the financial statements, The self-study problem
and problems 16 and 17 at the end of Chapter 15 provide thorough review for the en-
tirc book.

Chapter 16 considers international reporting issues in greater depth than the short
section in each of the preceding chapters. The chapter presents a framework for clas-
sifying countries according to their standard-setting process and the types of ac-
counting standards set. We illustrate the framework using Germany, Japan, and the
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United Kingdom as examples. Chapter 16 also describes and illustrates foreign cur-
rency translation methods.

The end of the book includes a comprehensive glossary of accounting terms. It
serves as a useful reference tool for accounting and other business terms and pro-
vides additional descriptions of a few topics, such as accounting changes and com-
prehensive income, considered only briefly in the text.

RELATED MATERIALS ACCOMPANYING THE TEXTBOOK

The following supplementary materials are available with the textbook:

Instructor’s Manual The instructor’s manual presents suggested outlines for
courses of varying lengths, a list of chapter objectives, helpful teaching hints. de-
tailed lecture and discussion outlines including the number of particularly germane
problems, and sample examination questions and problems. The instructor’s manual
also includes a list of check figures for various problems in the text. The instructor
may wish to photocopy these check figures and distribute them to students.

Solutions Manual The solutions manual provides full solutions for all end-of-
chapter assignment items, including questions, exercises, problems, and cases. We

give computations wherever possible, allowing the instructor to show how to reach
a particular answer.

Study Guide This study guide, by LeBrone C. Harris and James E. Moon, lists high-
lights from each chapter and provides numerous short true/false, matching, multiple-
choice questions, and exercises. with answers.

Testbook Prepared by Bobbe Barnes of the University of Colorado, the testbook is
thoroughly expanded and revised and now includes multiple-choice items. matching
guestions, short essay questions, and problems.

Computerized Test Bank All items in the testbook are available in EXAMaster
software format for most DOS-based and Macintosh microcomputers.

Spreadsheet Template Software Prepared by Kent Finkle, each chapter identifics
(with the symbol shown on the left) two problems to be solved using Microsoft
Excel®, Lotus 1-2-3® or compatible software.

Solutions Transparencies Solutions acelates accompany all numerical end-of-
chapter exercises, problems, and cases.

Teaching Transparencies A selection of 100 textbook illustrations are available in
transparency acetate form.

The Dryden Press will provide complimentary supplements or supplement packages
to those adopters qualified under our adoption policy. Please contract your sales rep-
resentative to learn how you may qualify. If as an adopter or potential user you re-
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ceive supplements you do not need, please return them to your sales representative
or send them to:

Attn: Returns Department
Troy Warehouse

465 South Lincoln Drive
Troy, MO 63379

ACKNOWLEDGMENTS

We gratefully acknowledge the helpful criticisms and suggestions of the following
people who used the previous edition or reviewed the manuscript for this edition:

Andrew W. Alford University of Pennsylvania
Gary C. Biddle University of Washington
Germain B. Boer Vanderbilt University

Paul R, Brown New York University

Alvin H. Carley University of Pennsylvania
Kevin M. Devine Xavier University

Kirsten M. Ely Emory University

Bertrand N. Horwitz SUNY Binghamton
Jennifer J. Jones University of Chicago

A. Ronald Kucic University of Denver

James A. Largay III Lehigh University
Laureen A. Maines Duke University

Janette Moody The Citadel

Alan Mayer-Sommer Georgetown University
Patricia C. O’Brien London Business School
Glen E. Owen University of California, Santa Barbara
Glenn Pfeiffer Chapman College

Gordon S. Potter Cornell Universiry

Anne J. Rich Quinnipiac College

Stephen E. Sefcik University of Washington
Thomas I. Selling Thunderbird

Galen Sevcik Universiry of Arizona

Virginia E. Soybel Babson College

Steve Sung Dartmouth College

Breet Trueman University of California, Berkeley
Peter Wilson Duke Universiry

Stephen A. Zeff Rice University

Thomas Horton and Daughters, Inc., permits us to reproduce material from Ac-
counting: The Language of Business. Problems 48 to 50 in Chapter 3 derive from
ones prepared by George H. Sorter. These problems involve working backwards
from one financial statement to another, and we have found them useful in cement-
ing understanding. Stan Baiman provided us with a series of excellent problems on
the statement of cash flows for use in Chapters 7 through 13.



Xil

Preface

We thank Katherine Xenophon-Rybowiak and Tammy Stebbins for helping us to
prepare the manuscript for this edition and Cherie Weil for preparing the index.

We thank the following at The Dryden Press who assisted with various aspects of
this revision including executive editor Mike Reynolds, acquisitions editor Sara Ten-
ney, developmental editor Van Strength, project editor Jim Patterson, art director
Brian Salisbury, production manager Eddie Dawson, and product manager Craig
Johnson.

Finally, Sidney Davidson. What can we say? For over twenty years he has taught
us and guided us and wrote with us. Thank you.



BRIEF CONTENTS
Preface vii

PART ONE
OVERVIEW OF FINANCIAL STATEMENTS 1

CHAPTER 1 Introduction to Business Activities and Overview of Financial Statements and the
Reporting Process 3

PART TWO
ACCOUNTING CONCEPTS AND METHODS 43

CHAPTER 2 Balance Sheet: Presenting the Investments and Financing of a Firm 45

CHAPTER 3 Income Statcment: Reporting the Results of Operating Activities 106

CHAPTER 4 Income Statement: Extending the Accrual Concept 169

CHAPTER 5 Statement of Cash Flows: Reporting the Effects of Operating, Investing, and Financing
Activities on Cash Flows 216

CHAPTER 6 Introduction to Financial Statement Analysis 274
APPENDIX 6.1 Pro Forma Financial Statements and Valuation 311

PART THREE
MEASURING AND REPORTING ASSETS AND EQUITIES USING
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 349

CHAPTER 7  The Liquid Assets: Cash, Markctable Securities, and Receivables 351

APPENDIX 7.1 Effects on the Statement of Cash Flows of Transactions Involving Liquid
Assets 384

CHAPTER 8  Inventories: The Source of Operating Profits 410
APPENDIX 8.1 Effects on the Statement of Cash Flows of Transactions Involving
inventory 435
CHAPTER 9  Plant, Equipment, and Intangible Assets: The Source of Operating Capacity 456
APPENDIX 9.1 Effects of Transactions Involving Plant and Intangible Assets on the
Statement of Cash Flows 492
CHAPTER 10 Liabilities: Introduction 516
APPENDIX 10.1 Effects on the Statement of Cash Flows of Transactions Involving Long-Term
Liabilities 555
CHAPTER 11 Liabilities: Off-Balance Sheet Financing, Leases, Deferred Income Taxes, and
Retirement Benefits 578
APPENDIX 11.1 Effects of Transactions Involving Liabilities on the Statement of
Cash Flows 610
CHAPTER 12 Shareholders’ Equity 639
APPENDIX 12.1 Effects on the Statement of Cash Fiows of Transactions Involving
Shareholders’ Equity 668
CHAPTER 13 Long-Term Investments in Corporate Securities 687
APPENDIX 13.1 Preparing Consolidated Financial Statements 707
APPENDIX 13.2 Accounting for Corporate Acquisitions 713
APPENDIX 13.3 Effects of Investments in Securities on the Statement of Cash Flows 719
CHAPTER 14 Statement of Cash Flows: Another Look 746
xiii



xlv Brief Contents

PART FOUR
SYNTHESIS 783

CHAPTER 15 Significance and Implications of Alternative Accounting Principles 785
CHAPTER 16 International Financial Reporting 834

APPENDIX 889

COMPOUND INTEREST, ANNUITY, AND BOND TABLES 915

GLOSSARY G-1

INDEX I-1



CONTENTS

Preface vii

PART ONE
OVERVIEW OF FINANCIAL STATEMENTS 1

CHAPTER 1

introduction to Business Activities and Overview of Financial Statements and the
Reporting Process 3

Overview of Business Activities 4 | Principal Financial Statements 8 | Problem 1.1 for
Self-Study 16 | Other Items in Annual Reports 17 | Financial Reporting Issues 19 |
Financial Reporting Process in the United States 23 | An International Perspective 26 |

Summary 26 | Solution to Self-Study Problem 27 | Key Terms and Concepts 27 |
Questions, Exercises, Problems, and Cases 28

PART TWO
ACCOUNTING CONCEPTS AND METHODS 43

CHAPTER 2

Balance Sheet: Presenting the Investments and Financing of a Firm 45
Underlying Concepts 46 | Problem 2.1 for Self-Study 53 | Problem 2.2 for Self-Study
55 | Accounting Procedures for Preparing the Balance Sheet 57 1 Problem 2.3 for Self-Study
63 | An Overview of the Accounting Process 64 | Balance Sheet Account Titles 68 |
Problem 2.4 for Self-Study 72 | Analysis of the Balance Sheet 72 | An International
Perspective 74 | Summary 79 | Solutions to Self-Study Problems 80 | Key Terms

and Concepts 84 | Questions, Exercises, Problems, and Cases 84
CHAPTER 3
Income Statement: Reporting the Results of Operating Activities 106
The Accounting Period Convention 107 | Accounting Methods for Measuring Performance

108 | Problem 3.1 for Self-Study 112 | Measurement Principles of Accrual Accounting
112 | Problem 3.2 for Self-Study 116 | Overview of Accounting Procedures 117 1
[llustration of the Accounting Process for a Merchandising Firm 121 | Problem 3.3 for Self-
Study 124 1 Problem 3.4 for Self- Study 132 | Summary 137 | Problem 3.5 for
Self-Study 140 | Solutions to Self-Study Problems 141 | Key Terms and Concepts
145 | Questions, Exercises, Problems, and Cases 145

CHAPTER 4
Income Statement: Extending the Accrual Concept 169
Accrual Basis for Manufacturers 170 | Problem 4.1 for Self-Study 177 | Application of

Accrual Concepts to Other Types of Businesses 178 | Summary Ilustration of Income
Recognition Methods 184 | Problem 4.2 for Self-Study 186 | Format and Classification
within the Income Statement 186 | An International Perspective 192 | Interpreting and

Xv



xvi Contents

Analyzing the Income Statement 193 | Summary 195 1 Solutions to Self-Study Problems
195 | Key Terms and Concepts 197 | Questions, Exercises, Problems, and Cases 198
CHAPTER 5

Statement of Cash Flows: Reporting the Effects of Operating, Investing, and Financing

Activities on Cash Flows 216
Rationale for the Statement of Cash Flows 217 | Problem 5.1 for Self-Study 222 |
Analyzing the Effects of Transactions on Cash 222 | Preparing the Statement of Cash Flows
224 | Problem 5.2 for Self-Study 234 | Problem 5.3 for Self-Study 240 | An
International Perspective 240 | Using Information in the Statement of Cash Flows 242 |
Summary 246 | Problem 5.4 for Self-Study 246 | Solutions to Self-Study Problems
247 | Key Terms and Concepts 252 | Questions, Exercises, Problems, and Cases 252

CHAPTER 6
introduction to Financial Statement Analysis 274
Objectives of Financial Statement Analysis 275 | Usefulness of Ratios 276

Analysis of Profitability 277 | Problem 6.1 for Self-Study 287 | Problem 6.2 for Selt-
Study 294 | Analysis of Risk 297 | Problem 6.3 for Self-Study 302 | Problem 6.4
for Self-Study 305 | Limitations of Ratio Analysis 305 | Problem 6.5 for Self-Study

309 | An International Perspective 308 | Summary 308 | Appendix 6.1: Pro Forma
Financial Statements and Valuation 311 | Solutions to Self-Study Problems 321 | Key
Terms and Concepts 325 | Questions, Exercises, Problems, and Cases 325

PART THREE
MEASURING AND REPORTING ASSETS AND EQUITIES USING
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES 349

CHAPTER 7

The Liquid Assets: Cash, Marketable Securities, and Receivables 351
Introduction to Economic Consequences 352 | Liquidity and Moneylike Assets 353 |
Cash 354 | Problem 7.1 for Self-Study 355 1| Marketable Securities 356 | Problem
7.2 for Self-Study 364 | Accounts Receivable 366 | Problem 7.3 for Self-Study 375
| Notes Receivable 377 | Problem 7.4 for Self-Study 381 | Illustration of Balance Sheet
Presentation 381 | An International Perspective 381 | Summary 382 | Appendix
7.1: Effects on the Statement of Cash Flows of Transactions Involving Liquid Assets 384 |
Solutions to Self-Study Problems 387 | Key Terms and Concepts 391 | Questions,
Exercises, Problems, and Cases 391

CHAPTER 8

Inventories: The Source of Operating Profits 410
Inventory Terminology 411 | Significance of Accounting for Inventories 411 1 Issue I:
Costs Included in Inventory at Acquisition 414 | Issue 2: Basis for Inventory Valuation 415
| Issue 3: Timing of Computations 419 | Issue 4: Cost Flow Assumptions 422 | Problem

8.1 for Self-Study 426 | Problem 8.2 for Self-Study 428 | Problem 8.3 for Self-Study
430 | Identifying Operating Margin and Holding Gains 432 | Problem 8.4 for Self-Study
434 | An International Perspective 434 | Summary 434 | Appendix 8.1 Effects on the
Statement of Cash Flows of Transactions Involving Inventory 435 | Solutions to Self-Study

Problems 436 | Key Terms and Concepts 439 | Questions, Exercises, Problems, and
Cases 440



Contents xvii

CHAPTER 9

Plant, Equipment, and Intangible Assets: The Source of Operating Capacity 456
Acquisition of Plant Assets 457 1 Problem 9.1 for Self-Study 460 | Depreciation:
Fundamental Concepts 461 | Issues in Depreciation Accounting 463 | Depreciation
Methods 466 | Problem 9.2 for Self-Study 472 | Problem 9.3 for Self-Study 475 |
Repairs and Improvements 476 | Problem 9.4 for Self-Study 479 | Impairment of Assets
479 | Retirement of Assets 481 | Financial Statement Presentation 483 | Wasting
Assets and Depletion 484 | Intangible Assets and Amortization 484 | An International
Perspective 488 | Problem 9.5 for Self-Study 491 | Summary 491 | Appendix 9.1:
Effects of Transactions Involving Plant and Intangible Assets on the Statement of Cash Flows 492
I Solutions to Self-Study Problems 494 | Key Terms and Concepts 497 | Questions.
Exercises, Problems, and Cases 497

CHAPTER 10
Liabilities: Introduction 516
Basic Concepts of Liabilitics 517 | Current Liabilities 521 1 Problem 10.1 for Self-Study

527 1 Long-Term Liabilities 528 | Problem 10.2 for Self-Study 532 | Problem 10.3 for
Self-Study 535 | Problem 10.4 for Self-Study 542 | Problem 10.5 for Self-Study 549
| Problem 10.6 for Self-Study 553 | Summary 554 | Appendix 10.1: Effects on the
Statement of Cash Flows of Transactions Involving Long-Term Liabilities 555 | Solutions to

Self-Study Problems 556 | Key Terms and Concepts 564 | Questions, Exercises,
Problems, and Cases 565

CHAPTER 11
Liabilities: Off-Balance Sheet Financing, Leases, Deferred Income Taxes, and Retirement
Benefits 578
Oft-Balance Sheet Financing 579 | Problem I1.1 for Self-Study 582 | Leases 583 |
Problem 11.2 for Self-Study 589 | Income Tax Accounting and Deferred Income Taxes 590
I Problem 11.3 for Self-Study 594 | Problem 11.4 for Self-Study 598 | Deferred
Compensation: Pension Benefits 601 | Problem 11.5 for Self-Study 608 | Deferred
Compensation: Health Care and Other Benefits 609 | An International Perspective 609 |

Summary 610 | Appendix 11.1: Effects on the Statement of Cash Flows of Transactions
Involving Liabilities 610 | Solutions to Self-Study Problems 612 | Key Terms and
Concepts 617 | Questions, Exercises. Problems, and Cases o018

CHAPTER 12

Shareholders’ Equity 639
Disclosure of Shareholders’ Equity 641 | Capital Contributions 644 | Problem 12.1 for

Self-Study 652 | Treasury Shares 652 | Problem 12.2 for Self-Study 654 |

Retained Earnings 655 | Problem 12.3 for Self-Study 662 | Reporting Earnings Per Share
663 | Disclosure of Changes in Shareholders’ Equity 663 | An International Perspective

664 | Summary 668 | Appendix 12.1: Effects on the Statement of Cash Flows of Transactions
Involving Shareholders’ Equity 668 | Solutions to Self-Study Problems 670 | Key Terms

and Concepts 672 | Questions, Exercises, Problems. and Cases 673
CHAPTER 13
Long-Term Investments in Corporate Securities 687
Types of Long-Term Investments 688 | Minority, Passive Investments 689 | Problem 13.1

for Self-Study 691 | Minority, Active Investments 692 1 Problem 13.2 for Self-Study
695 | Majority, Active Investments 695 | Problem 13.3 for Self-Study 703 | An



