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Preface

The word accounting most often conjures up images of tedious figures,
thick glasses, and headaches. However, the savvy businessperson real-
izes that accounting has come to be known as the language of business
with good reason. Accounting conveys important financial information
that is used in the management planning, control, and decision-making
processes integral to achieving organizational objectives. Some com-
mand of this language is a necessity for those who wish to participate in
these processes.

In order to learn the accounting language, typical undergraduate busi-
ness students are required to complete two entry-level accounting courses
covering topics in financial and managerial accounting. This curriculum
provides students who are majoring or minoring in any area of business
studies the essential background in accounting necessary in the business
world.

Many students whose academic interests are not in the business field
can also benefit from exposure to accounting. These students, however,
often have a restricted curriculum and may simply not be interested in
investing two elective courses in acquiring some basic accounting tools.
This book takes the position that the time has come for the academic
community to recognize this need and take steps toward meeting it. Stu-
dents interested in augmenting their capabilities by learning about the fi-
nancial foundations common to many fields should have the opportunity
to do so. The structure of this book lends itself to a one-semester course
that provides a basic understanding of accounting information.

A Survey of Accounting: What the Numbers Mean is designed espe-
cially for nonaccountants who realize the value of possessing basic ac-
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ORGANIZATION

counting knowledge. Some students who could benefit in this regard
include undergraduate majors from

* Engineering

* Behavioral sciences
* Public administration
* Prelaw programs

Professionals in any of these broad disciplines are likely to be con-
fronted with financial management issues early in their careers. In fact,
accounting issues are likely to touch the majority of career paths open to
a student today. MBA students who do not have a background in under-
graduate business study or feel the need for a refresher course will value
the opportunity to gain or revive certain key business skills.

The text takes the reader through the basics: what accounting infor-
mation is, what it means, and how it is used. Students examine financial
statements and discover what they do and do not communicate. This
knowledge will help them gain the decision-making and problem-solving
abilities so crucial outside the academic environment.

This book is for the benefit of the many who simply want to know
“what the numbers mean.”

Chapter 1 presents a basic description of accounting and its evolution.
Emphasis is placed on developments that have occurred to meet the
needs of the users of accounting information and on dispelling the mis-
conception that accounting standards are just a code of rules. The re-
mainder of the text is divided into two major topic areas: financial
accounting topics (Chapters 2 through 11) and managerial accounting
topics (Chapters 12 through 16).

In presenting these two aspects of accounting, the spiral approach is
used. In this teaching method, a general sketch is presented, and each
chapter fills in a few of the finishing details until the reader possesses
the full picture. The spiral approach is based on the belief that students
can better navigate a subject matter if they are given a glimpse of the
big picture first. Thus, the objectives of the course are clear from the
beginning, and the student can keep them in sight throughout the learn-
ing process.

Following this model, the first chapter of each section outlines the
pertinent fundamental relationships and presents appropriate terminology
so that the student is given an overview before exposure to the details.
In the following chapters, the fundamentals are elaborated and devel-
oped until the picture is sufficiently fleshed out. The focus throughout
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the presentation is on understanding the meaning of the numbers in fi-
nancial statements, their relationship to each other, and the how they are
used in evaluation, planning, and control. In taking the spiral approach,
an instructor focuses on the function and not the formation of the finan-
cial statements.

The financial accounting portion (Chapters 2 through 11):
* Chapter 2— Getting the big picture
A model of the accounting process and the role of financial statements.

The introduction of a schematic diagram that illustrates the interre-
lationship of various financial statements and facilitates understanding
the effects of various transactions.

* Chapter 3 — Introducing basic concepts
Return on investment.
Return on equity.
Liquidity.
* Chapter 4 — Understanding the method
The bookkeeping system in general terms, including journal entries.

A powerful transaction analysis scheme, which builds on the schematic
diagram presented in Chapter 2.

* Chapters 5 through 10— Examining the specifics

The elements of the balance sheet, income statement, and statement of
cash flows in relation to the schematic diagram.

The unique and valuable explication of Explanatory Notes in Chap-
ter 10, crucial to understanding financial statements as a whole.

Knowledge of business practices as a foundation for an understanding
of accounting for transactions.

* Chapter 11 — Using the knowledge
Financial statement analysis: from financial data to decision making.

The managerial accounting portion (Chapters 12-16):

* Chapter 12— Getting the big picture
An introduction to cost accounting systems and cost classifications.
Diagrams of cost flow, cost systems, and cost behavior.

* Chapters 13 through 16 — Examining the specifics and putting them to use
An in-depth look at the specific uses of cost data in the planning, con-
trol, and decision-making processes.

The relationship between cost data and other factors involved in these
processes.
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NOTABLE FEATURES

Text

Supplements

* Business Procedure Capsules are used throughout the chapters to
highlight and discuss various business practices and their financial
statement impact. Understanding these business practices facilitates a
more complete understanding of financial statements in general.

* Learning Objectives guide students conceptually by providing a
framework for each chapter.

* Chapter Summaries and Key Terms and Concepts promote
greater retention of important points and definitions.

* The 1988 Annual Report of Armstrong World Industries, Inc., is
presented in Appendix A and is referred to frequently in the financial
accounting portion of the text. This real-world example piques
student interest and gives students a hands-on experience. In
addition, students are asked to obtain their own example of an actual
annual report.

* End-of-chapter exercises and problems illustrate important
concepts and applications.

* Solutions to odd-numbered exercises and problems are included in
Appendix B in order to reinforce learning and minimize frustration
as well as to facilitate the use of the book as a self-study or
Continuing Professional Educational resource.

* Instructor’s Manual and Test Bank featuring teaching/learning
objectives, chapter outlines, teaching observations, exercise and
problem solutions, quiz/exam questions, and take-home quizzes

* Study Guide and Workpapers (by Wayne McManus) for student
use, including several hundred matching, true/false, and multiple
choice review questions with answers.

ADDITIONAL NOTES FROM THE AUTHOR

In this text, I have followed a pragmatic approach in explaining the in-
formation content and use of financial statements and financial data.
Students should be encouraged to read The Wall Street Journal and
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other business publications regularly, and instructors should attempt to
call to their attention current developments relating to the course material.

Users of this text are cautioned that accounting is not a spectator sport
and that comprehension of the material does require actually working
through the problems. Reviewing solutions without first attempting the
problems will significantly dilute the learning process.

I hope the approach and scope of coverage in this text have achieved
my identified objectives and, in addition, have adequately filled the
user’s need. Any ideas for increasing the effectiveness of this text are
welcomed.

ACKNOWLEDGMENTS

This text has had a long gestation period, and I am grateful for the en-
couragement and support of my colleagues at Millikin University.
Dr. C.R. Decker (Grover M. Hermann Professor of Business Policy
and former Dean of the Tabor School of Business and Engineering),
and R. A. Mannweiler (current Dean of the Tabor School) persevered
in challenging me to write. Professor Daniel F. Viele developed Ex-
hibit 2—-5. Millikin provided the time I needed to write in the form of an
academic leave during the fall of 1985. Without that leave this book
would still be just an idea. My thanks also go to Mr. Stuart Koop, Di-
rector of the Mueller Computer Center at Millikin, and his staff for the
technical assistance they provided in the actual manuscript preparation.

Mr. Wayne McManus, a onetime colleague at Millikin University,
has provided assistance in several respects. His suggestions for improv-
ing this text proved almost as beneficial as his creation of the Study
Guide and Workpapers.

For several years, Armstrong World Industries, Inc., has provided
copies of its annual report for classroom use. This link to reality has
been a valuable teaching aid. I am grateful for Armstrong’s permission
to include its 1988 Annual Report as Appendix A. In addition to the re-
port itself, Armstrong also makes available a “Special Edition” brochure
that explains many elements of the annual report. Adopters of this text
are encouraged to request annual reports for subsequent years and “Spe-
cial Edition” brochures from Armstrong World Industries, Inc.

Although the approach to the material and the scope of the coverage
are the results of my own conclusions, truly new ideas are rare. The au-
thors whose textbooks I have used in the past have influenced many of
my ideas for particular accounting and financial management explana-
tions. Likewise, students and colleagues through the years have helped
me clarify illustrations and teaching techniques. Their input is greatly
appreciated.



X Preface

In addition, the following persons have provided valuable feedback
after reviewing manuscript versions of this text. I am grateful for their
supportive comments and constructive criticisms.

Vincent C. Brenner, Louisiana State University

Clifford Brown, Bentley College

Jon R. Carpenter, University of Nebraska

Rosalind Cranor, Virginia Polytech University

Thomas E. Duff, Fullerton College

Michael L. Duffy, University of California—Berkley

Angela W. Finley, New Mexico State University

Betty Harper, Middle Tennessee State University

Patti Mills, Indiana State University

Dr. Leo Ruggle, Mankato State University

John V. Stec, Oregon Institute of Technology

Charles W. Stuck, Ashland University

Henry Testa, Herkimer Cty. Community College

David H. Marshall



Contents

| ACCOUNTING —PRESENT AND PAST 1

What Is Accounting? 2
Financial Accounting. Managerial Accounting/Cost
Accounting. Auditing— Public Accounting. Internal
Auditing. Governmental Accounting. Income Tax
Accounting.

How Has Accounting Developed? 6
Early History. The Accounting Profession in the United
States. Financial Accounting Standard Setting at the Present
Time. Standards for Other Types of Accounting.

The Conceptual Framework 9
“Highlights” of Concepts Statement No. 1— Objectives of
Financial Reporting by Business Enterprises. Objectives of
Financial Reporting for Nonbusiness Organizations.

Part I —Financial Accounting 19

2 FINANCIAL STATEMENTS AND ACCOUNTING
CONCEPTS/PRINCIPLES 21

Financial Statements 22
From Transactions to Financial Statements. Financial
Statements Illustrated. Explanations and Definitions.
The Balance Sheet. Income Statement. The Statement of
Changes in Owners’ Equity. The Statement of Cash Flows.

xi



xii Contents

Comparative Statements in Subsequent Years. Illustration of
Financial Statement Relationships.

Accounting Concepts and Principles 38
Concepts/Principles Related to the Entire Model. Concepts/
Principles Related to Transactions. Concepts/Principles Related
to Bookkeeping Procedures and the Accounting Process.
Concepts/Principles Related to Financial Statements.
Limitations of Financial Statements.

The Corporation’s Annual Report 43

3 FUNDAMENTAL INTERPRETATIONS MADE FROM
FINANCIAL STATEMENT DATA 56

Financial Ratios and Trend Analysis 57
Return on Investment. The DuPont Model, an Expansion of
the ROI Calculation. Return on Equity. Working Capital
and Measures of Liquidity. [llustration of Trend Analysis.

4 THE BOOKKEEPING PROCESS AND TRANSACTION
ANALYSIS 78

The Bookkeeping/Accounting Process 78
The Balance Sheet Equation— A Mechanical Key.
Transactions. Bookkeeping Jargon and Procedures.
Transaction Analysis Methodology.

s} ACCOUNTING FOR AND PRESENTATION OF CURRENT
ASSETS 108

Cash 109
The Bank Reconciliation.

Short-term Marketable Securities 112
Balance Sheet Valuation. Interest Accrual.

Accounts Receivable 113
Bad Debts/Uncollectible Accounts. Cash Discounts.

Notes Receivable 118
Interest Accrual.

Inventories 120
Inventory Cost Flow Assumptions. The Impact of Changing
Prices (Inflation/Deflation). The Impact of Inventory
Quantity Changes. Selecting an Inventory Cost Flow
Assumption. Inventory Accounting System Alternatives.
Inventory Errors. Balance Sheet Valuation at the Lower of
Cost or Market.

Prepaid Expenses and Other Current Assets 131



Contents xiii

ACCOUNTING FOR AND PRESENTATION OF PROPERTY,

PLANT, AND EQUIPMENT AND OTHER NONCURRENT
ASSETS 143

Land 144

Buildings and Equipment 146
Cost of Assets Acquired. Depreciation. Maintenance and
Repair Expenditures. Disposal of Depreciable Assets.

Assets Acquired by Capital Lease 155

Intangible Assets 165
Leasehold Improvements. Patents, Trademarks, and
Copyrights. Goodwill.

Natural Resources 168

Other Noncurrent Assets 168

ACCOUNTING FOR AND PRESENTATION OF
LIABILITIES 177

Current Liabilities 178
Short-term Debt.
Current Maturities of Long-term Debt.
Accounts Payable.
Unearned Revenue or Deferred Credits.
Other Accrued Liabilities.
Long-Term Liabilities 186
Long-Term Debt. Deferred Income Taxes. Other
Long-Term Liabilities.

ACCOUNTING FOR AND PRESENTATION OF OWNERS’
EQUITY 206

Paid-in Capital 208

Common Stock. Preferred Stock. Additional Paid-in Capital.
Retained Earnings 214

Cash Dividends. Stock Dividends and Stock Splits.
Treasury Stock 218
Cumulative Foreign Currency Translation Adjustment 219
Reporting Changes in Owners’ Equity Accounts 220

THE INCOME STATEMENT AND STATEMENT OF CASH
FLOWS 231

Income Statement 233
Revenues. Expenses. Cost of Goods Sold. Gross Profit
or Gross Margin. Other Operating Expenses. Income from
Operations. Other Income and Expenses. Income before
Income Taxes and Income Tax Expense. Net Income and



Xiv

Contents

10

11

Earnings per Share. Unusual Items Sometimes Seen on an
Income Statement.
Discontinued Operations. Extraordinary Items. Minority
Interest in Earnings of Subsidiaries.
Summary of Income Statement Presentation Alternatives.
Statement of Cash Flows 251

EXPLANATORY NOTES TO THE FINANCIAL
STATEMENTS 263

General Organization 264
Significant Accounting Policies. Details of Other Financial
Statement Amounts. Other Disclosures.
Accounting Change. Business Combinations.
Contingencies and Commitments. Events Subsequent to
the Balance Sheet Date. Impact of Inflation. Segment
Information.
Management’s Statement of Responsibility.
Management’s Discussion and Analysis 270
Five-Year (or longer) Summary of Financial Data 271

FINANCIAL STATEMENT ANALYSIS 276

Financial Statement Analysis Ratios 277
Liquidity Measures. ~Activity Measures.  Profitability
Measures. Financial Leverage Ratios.

Other Analytical Techniques 289
Book Value per Share of Common Stock. Common Size
Financial Statements. Other Operating Statistics.

Part I — Managerial Accounting 307

12

MANAGERIAL/COST ACCOUNTING AND COST
CLASSIFICATIONS 309

The Management Process 310

Cost Classifications 313
Costs for Cost Accounting Purposes. Cost Accounting
Systems — General. Cost Accounting Systems — Job-Order
Costing, Process Costing, and Hybrid Costing. Cost
Accounting Systems — Absorption Costing and Direct Costing.
Relationship of Cost to Product or Activity. Relationship of
Total Cost to Volume of Activity. Cost Classification
According to a Time-Frame Perspective. Cost
Classifications for Other Analytical Purposes.



13

14

15

16

Contents XV

COST-VOLUME-PROFIT ANALYSIS 336

Applications of CVP Analysis 337
Cost Behavior Pattern: the Key. A Modified Income
Statement Format. Operating Leverage. An Expanded
Contribution Margin Model. Break-Even Point Analysis.

BUDGETING AND PERFORMANCE REPORTING 357

Budgeting 358
The Budgeting Process in General. The Budget Time Frame.
The Budgeting Process. The Purchases/Production Budget.
The Operating Expense Budget. The Budgeted Income
Statement. The Cash Budget. The Budgeted Balance
Sheet.

Performance Reporting 369
Characteristics of the Performance Report. Reporting for
Segments of an Organization. The Flexible Budget.

STANDARD COSTS AND VARIANCE ANALYSIS. 384

Standard Costs 385
Using Standard Costs. Developing Standards. Costing
Products with Standard Costs.

Variance Analysis 388
Analysis of Variable Cost Variances. Analysis of Fixed
Overhead Variance.

CAPITAL BUDGETING 403

Investment Analysis 404
Investment Decision Special Considerations. ~Cost of Capital.
Capital Budgeting Techniques.
Net Present Value. Internal Rate of Return. Some
Analytical Considerations. Payback. Accounting Rate
of Return.
Integration of Capital Budget with Operating Budgets.

APPENDIX A ARMSTRONG WORLD INDUSTRIES, INC. 1988

ANNUAL REPORT 420

APPENDIX B SOLUTIONS TO ODD-NUMBERED EXERCISES

AND PROBLEMS 459

INDEX 501



Index of Business Procedure
Capsules

ORGANIZING A BUSINESS 23

FISCAL YEAR 25

PAR VALUE 33

PARENT AND SUBSIDIARY CORPORATIONS 39
ESTABLISHING A CREDIT RELATIONSHIP 67
BOOKKEEPING LANGUAGE IN EVERYDAY ENGLISH 85
PETTY CASH FUNDS 113

THE INTERNAL CONTROL SYSTEM 117

CASH DISCOUNTS 119

CAPITALIZING VERSUS EXPENSING 145
PRESENT VALUE 157

INTEREST CALCULATION METHODS 181
METHODS OF RECORDING PURCHASES 185
ELECTING DIRECTORS 209

DIVIDEND DATES 215

SHIPPING TERMS 237

TAX LOSS CARRYOVERS 247

THE LEVERAGED BUYOUT 291

THE 1-CENT SALE 351

e el e e e
OO NP WNN=OOVOOIANWNHSWN -

Xvi



Chapter 1

Accounting — Present and Past

The objective of this text is to present enough of the fundamentals of
accounting to permit the nonaccountant to understand the financial state-
ments of an organization operating in our society, and to understand how
financial information can be used in the management planning, control,
and decision-making processes. Although usually expressed in the con-
text of profit-seeking business enterprises, most of the material is equally
applicable to not-for-profit social service and governmental organizations.

Accounting is sometimes called the language of business, and it is
appropriate for people who are involved in the economic activities of
our society — and that is just about everyone—to know at least enough
of this language to be able to make decisions and informed judgments
about those economic activities.

LEARNING OBJECTIVES

After studying this chapter, you should understand:

* A definition of accounting.

* Who the users of accounting information are, and why they find ac-
counting information useful.

» Several of the categories of accounting, and the kinds of work that
professional accountants in each category perform.

* The development of accounting, from a broad historical perspective.

» That financial statements do not result from following a codified set
of hard and fast rules; that there are, in fact, alternative methods of
accounting for and reporting similar economic activities.

* That the Financial Accounting Standards Board (FASB) is the current
standard-setting body for generally accepted accounting principles.

* The reasons for the FASB’s Conceptual Framework project.
» The objectives of financial reporting for business enterprises.



