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PREFACE

A recent news article reported that a new business venture was selling its
product as fast as it could be made. The article also noted that the company
had just filed for bankruptcy. What happened? How could a firm with a good
product and droves of customers fail? The answer turned out to be that the
company’s management lacked accounting information and hadn’t realized
it. At the first sign of trouble—a severe shortage of cash—they had no plan to
solve the problem and no information with which to evaluate alternative
courses of action.

Such financial disasters could be averted with no more than the basic
information contained in an introductory course in accounting. This text-
book covers the essentials of both financial and managerial accounting, pro-
viding students with the basis for a better understanding of the business
world and for making more intelligent financial decisions. Financial matters
of the sort that individuals and business firms face every day are used as
examples of accounting principles in action.

In preparing this Third Edition, we have tried to be responsive to the feed-
back received from our colleagues and students. Many users felt, for exam-
ple, that the overview of accounting and financial reporting in the Prologue
and chapters 1 and 2 of the previous edition was too extensive. We came to
agree, and so we have deleted the Prologue, condensed the introductory
material into a brief first chapter, and modified Chapter 2 so that it goes
directly to a discussion of the primary financial statements and the basic
accounting equation.

We also agreed with the suggestions to emphasize and strengthen the cov-
erage of managerial concepts and applications. Historically, full-year intro-
ductory accounting texts have not provided ample coverage of managerial
topics. Dave Buehlmann has studied, conducted research, and taught exten-
sively in the managerial accounting area; his addition as a co-author has sig-
nificantly strengthened that part of the book.

Students have trouble with managerial accounting because they don’t
have the nice Assets = Liabilities + Owners’ Equity framework that provides
the logical structure of financial accounting. We have attempted to provide
that structure. We establish in Chapter 17 a managerial accounting model by
showing that all management decisions can be broadly classified into three
functions: planning, implementing, and controlling. Throughout the follow-
ing chapters, students are shown how managerial decision making and its
techniques or tools are related to these functions: budgets to planning, for
example, measurements (product cost accumulation, segment reporting,
etc.) to implementing, and performance reports to controlling. We wish to
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link in students’ minds the managerial accounting tool and the managerial
decision, and we reiterate this tie-in with each new chapter. This structure
should enable students to understand where each chapter fits into the man-
agement process and to see the relevance of the managerial accounting tools
being discussed to the managerial decision being made.

We believe this approach leads to better understanding and application of
managerial accounting information for two additional reasons:

1. it explains the need for the information (the why) and not just its prep-

aration (the how), and

2. it presents the information in a manner similar to the way students will

come upon it in their careers in business.

All important subjects are covered thoroughly, but the number of
chapters has been reduced by reorganizing to eliminate redundancies.
Chapter 9, on long-term operational assets, illustrates this point: Many texts
have a chapter on property, plant, and equipment, another on intangible
assets, and sometimes one on natural resources. Each of these chapters deals
primarily with accounting for the same four basic events: acquisition of
assets, allocation of asset cost, maintenance and repair of assets, and the dis-
posal of assets. In this book, we clearly distinguish between the three classes
of assets and then discuss and illustrate the accounting procedures in one
chapter. Students have no trouble understanding that the same concepts and
procedures apply to all three classes of assets.

We have reduced the level of difficulty of the coverage of liabilities and
payables by integrating all material on short- and long-term liabilities into
one chapter (10) and covering bonds payable separately in Chapter 11. This
allows students more time to learn and apply these difficult procedures and
concepts.

To allow instructors and students greater flexibility in choosing the
amount of detail appropriate for their course, several chapters are followed
by supplements. The basic concepts and essential procedures are presented
in the chapters; the supplements expand upon procedural aspects, describe
alternative or more complex techniques, or simply provide additional
coverage.

Each chapter is carefully structured to help students focus on important
ideas and remember them. First, an outline of major topics to be covered
provides a sense of the chapter’s objectives. Second, the definitions of key
terms in the margins make it easier to learn terminology and to review for
exams. Third, several concise summaries within the chapter help students
remember the important terms and ideas just discussed. Fourth, the end-of-
chapter review and the list of key terms (with page references) serve as
additional reinforcement. Finally, to add realism to the students’ under-
standing of accounting, we have included brief essays from pertinent articles
in The Wall Street Journal, Fortune, and other journals (they are highlighted
in color in the Contents).

The end-of-chapter material contains various kinds of questions, exer-
cises, and problems. Each is designed to test student understanding in a dif-
ferent way.

The exercises deal with single concepts, and each can be completed fairly
quickly (a maximum of 30 minutes).
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The problems generally take longer to complete than the exercises, and
they probe for a deeper level of understanding. There are now two sets of
problems for each chapter, to aid in class assignment decisions. Those prob-
lems identified as “unifying concepts” require students to analyze the com-
puted results. The Analysis for Business Decisions problems, new to the
Third Edition, are intended to help students understand how accounting
affects day-to-day business decisions. These problems require students to
interpret data, as well as solve problems.

The questions, exercises, and problems are graded in difficulty so that
students gain confidence as they review and test their understanding.
Instructors can assign material that will challenge students up to the level
appropriate to their course goals.

ADDITIONAL FEATURES OF THE THIRD EDITION

The most significant of the improvements made in this edition (in addition to
those already mentioned) are:

1. In Chapter 3 we get right into debits and credits and the steps of the
accounting cycle. We have eliminated the descriptive material that
delayed this discussion.

2. In teaching adjusting entries in Chapter 4, we have focused on the lia-
bility approach for unearned revenues and the asset approach for prepaid
expenses. The revenue and expense approaches are discussed separately
at the end of the chapter.

3. The explanation of the work sheet method of accounting for invento-
ries is deferred to the supplement to Chapter 6.

4. The chapter providing an overview of the balance sheet has been
dropped and the material on classified financial statements added to
Chapter 2.

5. Short-term investments are now covered with cash and receivables
(Chapter 8).

6. As mentioned, all the material on short- and long-term liabilities has
been integrated into one chapter (10), enabling students to see their rela-
tionships more clearly.

7. We now introduce bonds payable (11) before bond investments (12),
since students seem to find this sequence easier to follow.

8. We have added to Chapter 12 a supplement on international account-
ing, which focuses on exchange rate and restatement problems.

9. In July 1986, the FASB issued an exposure draft entitled “Statement of
Cash Flows.” We explain the elements of this draft in Chapter 15, but we
retain our discussion of a working-capital-basis statement, so students
will have an easier time understanding the cash-basis statement.

10. Information on inflation accounting has been deleted from chapters 6
and 7, expanded, and placed in a supplement after Chapter 16. This
change will allow for more detailed coverage by those who want to con-
sider this topic or for easy elimination by those who prefer to cover infla-
tion accounting in more advanced courses.
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11. To introduce managerial accounting in Chapter 17, we provide, as
previously mentioned, a framework of the key managerial functions—
planning, implementing, and control—and relate them to the managerial
accounting cycle of budgeting, measuring activity, and reporting perform-
ance. Each chapter on managerial accounting is tied to this cycle so that
the relationship of concepts and procedures is constantly reinforced.

12. In recognition of the increasing importance of service and nonprofit
organizations in our economy, we have sought opportunities to show how
managerial accounting concepts apply to these entities (the use of job-
order costing in a service firm, for example).

13. Realizing that most students will be users, not preparers, of account-
ing information, we have in the managerial chapters emphasized the
needs of the decision maker and de-emphasized procedural detail that is
not essential to the students’ understanding of the broader concepts. For
example:

(a) Relating cost accounting information to pricing decisions and the
evaluation of product profitability.

(b) Placing process costingin a supplement and discussing only the easier
of the two cost-flow alternatives in the chapter. Students need to
understand what, in general, is part of a product cost, not all the
options available for determining it.

(c) Relating standard costs to planning and control decisions.

(d) Simplifying the discussion of how to compute standard cost variances
while emphasizing variance investigation.

(e) Using CVP analysis to evaluate managerial planning decisions and
alternatives.

(f) Emphasizing the use of performance reports in managerial decision
making rather than simply the preparation of the reports.

14. Chapter 27 has been revised to reflect the provisions of the Tax

Reform Act of 1986. Chapters 9 and 10 have also been revised to include

relevant income tax requirements of this law.

LEARNING AND TEACHING AIDS THAT ACCOMPANY
THE TEXTBOOK

We have personally written all but one of the supplements that accompany
the text and carefully reviewed the excellent practice set written by Nancy
O. Tang. We think the result is an integrated package that is unmatched in
usefulness to students and instructors.

Study Guide

The Study Guide includes chapter outlines; learning objectives; detailed
chapter summaries; discussions of topics that cause problems for students
and suggestions for overcoming those problems; and tests for student self-
assessment, including matching, true-false, multiple-choice questions, and
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computational exercises (all with solutions). The Study Guide provides a
means for students to reexamine the concepts and procedures in each
chapter from several different perspectives, each of which reinforces the
others.

Practice Set (Manual and Computerized)

Nancy Tang (Portland State University) has prepared a Practice Set that
covers the accounting cycle. It requires approximately 6 to 12 hours to com-
plete. The Instructor’s Guide to the Practice Set includes some general notes,
quizzes, and the solution. A computerized version, prepared by Educational
Computer Systems, is also available for use on an IBM PC and all compatible
equipment.

Working Papers

There are two sets of Working Papers for students to use in solving the prob-
lems in the book, including those that pertain to the supplements.

Solutions Manual and Transparencies

A complete set of pedagogical aids is available to instructors, including a
Solutions Manual with answers to all discussion questions and detailed
solutions to every exercise and problem. A set of Transparencies includes
solutions to all problems and selected exercises set in oversize type.

Teaching Masters

A set of classroom teaching notes is also available for lecture preparation or
for making transparencies for classroom projection. These include key con-
cepts, outlines of procedures, and alternative examples.

Instructor’s Resource Guide

The Instructor’s Resource Guide contains chapter outlines, teaching sugges-
tions, alternative examples for classroom use, and sample quizzes. The
Guide should be very helpful to new instructors or graduate teaching assis-
tants who wish to use the teaching notes and examples.

Test Bank

The Test Bank (2,000 questions) and a Computerized Test Generation System
provide tailor-made exams without delay. The Test Bank also provides two
exams for appropriately grouped chapters.

Computer Tutorial Programs

Finally, COMPACT II is a set of nine tutorial programs designed to help stu-
dents in areas that are less easily understood through other media. COM-
PACT 1II also includes a calculator that enables students to compute the
answers directly on the computer. The programs are: The Accounting Cycle,
Interest Accrual, Account Classification, Partial Income Statement, Lower-
of-Cost-or-Market Rule, Inventory Cost Flow, Depreciation, Bond Valuation,
The Funds Statement, Financial Statement Analysis, and The Calculator.
These programs are available for use on an IBM PC.
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TO THE STUDENT

Welcome to the study of accounting! Many of you are seeking only a general
understanding of accounting and have no intention of becoming account-
ants; others are considering careers in accounting and need a strong foun-
dation upon which to build a knowledge of accounting principles and proce-
dures. Regardless of your objective, if you will follow the suggestions here,
you will be more successful in this course.

First, you should realize that accounting is as essential to commerce as
language is to civilization. In fact, accounting is often called the language of
business. Without accounting, we couldn’t judge the success of economic
activities. We wouldn’t be able to plan our personal finances or our country’s
economic policies. Thus, accounting affects each of us. It provides the infor-
mation upon which almost every financial decision is based. Recognizing its
importance and far-reaching effects should motivate you to study hard,
which is the key to your success in this course.

Second, accounting is best learned by doing. That is why so much home-
work is assigned and why it is essential that you do the homework regularly.
Those accounting students who learn most are the ones who do not fall
behind. Accounting concepts build upon each other, so it is difficult to
understand concepts and applications in later chapters if the material in ear-
lier chapters is not fully understood. Answering the discussion questions at
the end of each chapter is a good way to review the chapter and to test your
understanding of the topics covered. If you are not able to answer the ques-
tions, you probably do not understand the concepts and procedures well
enough; that means you should restudy the appropriate sections of the
chapter. A Study Guide is available that highlights the major points of each
chapter and provides questions and exercises (with solutions) to help you
test your understanding.

Finally, we have found that many students attempt to do well in this
course by memorizing accounting details, including the solutions to specific
problems. Accounting problems tend to be unique, however, each with a
slightly different twist; so a better approach is to try to understand the con-
cepts and the reasoning underlying accounting procedures, and then to
apply this understanding to specific situations. Your emphasis should be on

understanding and reasoning rather than on memorization.
Good luck!
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