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Preface

The tradition of Fundamental Accounting Principles includes clear explana-
tions of accounting concepts and practices with closely related assignment
material. Recent editions also reflect an educational philosophy we call action
learning. We are firmly convinced that students learn most effectively when
their study activities are designed to emphasize active behavior. The 13th edi-
tion continues this focus on the effective use of student study time.

By providing a wide variety of action-oriented items in the text and in
support of the text, we hope to encourage student involvement within the
classroom as well as during out-of-class study. Newly developed and thor-
oughly revised assignment materials provide an extensive basis for varied as-
signments that stimulate interest, promote a sense of accomplishment, show
the real-world relevance of the subject matter, and sharpen the analytical
and communications ability of each student. In addition, the study guides

- and the computerized tutorial give students a number of action-learning

opportunities.

The Fundamental Accounting Principles package provides a fully inte-
grated system for the first two-semester course at the college and university
level. The system helps instructors and students meet the course objectives,
which include providing a strong foundation for future courses in business and
finance and initiating course work leading to a major and career in accounting.
Both objectives are also served by the continuous development of the con-
cepts that guide financial and managerial accounting practices.

Responses to the Accounting Education Change Commission

The 13th edition reflects many of the proposals of the AECC. A few examples
include the integrated treatment of ethics, the revised overview of the ac-
counting profession in Chapter 1, the expanded discussion of information sys-
tems in Chapter 6, and the analytical discussion of accounting concepts in
Part V. Perhaps most notable is the inclusion of approximately 120 new prob-
lem assignments that require students to think analytically and to express their
analyses in written essays. Many of the following features of the 13th edition
respond to the AECC’s objectives for the first accounting course.
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Selected Features

Some of the key features of the 13th edition are listed in the following
paragraphs.

““As aMatter of Fact”’ Articles. Several chapters contain newly selected excerpts
from relevant articles that originally appeared in publications such as Ac-
counting Today, Forbes, Fortune, and The Wall Street Journal.

“‘As a Matter of Ethics” Cases. Each chapter that contains a case entitled As a
Matter of Ethics also includes a provocative problem requiring students to
analyze and discuss the case. These problems are identified as As a Matter of
Ethics: Essay. The AICPA’s Code of Professional Conduct and the IMA's
Standards of Ethical Conduct for Management Accountants are provided as
resource material in Appendix L.

‘“As a Matter of Opinion’’ Interviews. A new feature in this edition, these inserts
provide professional testimony about the relevance of the topical coverage to
real-world decisions. Brief biographical sketches of the interviewees disclose
the variety of career paths that relate to accounting.

Expanded Use of Visual Learning Aids. A significant number of new graphical
illustrations have been created to appeal to today’s students. These diagrams
focus the readers’ attention on relationships among concepts, actions, and
financial measures.

Computer Systems and Assignments. Chapter 6 includes a new introduction to the
computerized accounting systems used in today’s businesses. In addition, a
large number of homework assignments throughout the text are preloaded on
the spreadsheet (SPATS) and general ledger (GLAS) software packages that
are available with the text.

Excerpts and Assignments from Annual Reports. Most chapters contain a problem
assignment related to the annual report of IBM in Appendix J. In addition,
questions at the end of each chapter relate to the financial statements of Mc-
Donald’s, Federal Express, and Lands’ End contained in Appendix K.

Major Revision of Chapter 1. Essentially all of the sections in Chapter 1 have
been thoroughly rewritten. We believe the revision is more interesting, more
informative, and more effective in helping students prepare for the changing
environment of accounting and business.

Part V. This separate learning unit describes the FASB’s conceptual frame-
work and now includes a presentation of the theoretical and practical dimen-
sions of accounting measurement bases other than historical cost. The identifi-
cation of this unit as Part V highlights its conceptual significance. Its
placement between Chapters 13 and 14 facilitates its use as a capstone for the
first semester or as a lead-in to the second semester.

vii
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Managerial Accounting

Perhaps the most significant revisions in this edition appear in the final eight
chapters. During the last decade, many companies have begun to embrace a
variety of new production management concepts that are affecting managerial
accounting practices. These new concepts include customer orientation, total
quality management, just-in-time manufacturing, the theory of constraints,
and continuous improvement. As a result, many schools are putting more
emphasis on managerial accounting in the principles course. We have re-
sponded to these developments with a major upgrade of the managerial ac-
counting coverage in Chapters 20 through 27. The most important revisions
are listed in the following paragraphs.

Introduction to Managerial Accounting. Chapter 20 opens with a thorough de-
scription of 10 differences between financial and managerial accounting, in-
cluding their users, their purposes, their structures, and their reports. This
discussion allows the course to make a clear transition from financial to mana-
gerial accounting.

Transparency Overlays. Following the very favorable response by adopters and
students to the use of transparency overlays in Chapter 4 of the 12th edition,
the 13th edition extends this form of presentation to Chapter 20. We use over-
lays to show the flows of materials, labor, and overhead information through
the accounting system.

New Production Management Concepts. Chapter 21 begins with discussions of the
new production management concepts listed earlier, with an emphasis on how
they affect managers’ needs for useful information. Subsequent chapters inte-
grate these ideas in their presentations.

Separate Chapters on Job Order and Process Cost Accounting. To provide more thor-
ough explanations of job order and process cost accounting systems, the 13th
edition allocates a full chapter to each of these topics.

Parallel Examples. Chapters 20, 21, and 22 present parallel examples of produc-
tion activities and the accounting records used to capture and report informa-
tion about those events. The activities are represented in similar flowcharts
and journal entries to clearly show how the same basic concepts are applied in
increasingly complex situations.

Activity-Based Costing. Chapter 23 introduces the new topic of activity-based
costing and contrasts it with traditional methods of cost allocation. The discus-
sion focuses on the underlying concepts and advantages of the approach with-
out undue attention to the mechanics.

Managerial Accounting for Service Oriented Businesses. Several of the managerial
accounting chapters now include discussions showing the relevance of the
topics to service businesses as well as manufacturing and merchandising
businesses.
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The Master Budget. Chapter 25 includes new flowcharts and illustrations that
provide a clearer framework for understanding why and how the master bud-
get is prepared. A new table ties together the sources of information used to
develop the budgeted financial statements.

Management Decisions. Chapter 27 is now divided into two sections on capital
budgeting and other management decisions. New discussions contrast alter-
native methods and new examples help the reader understand and apply the
analytical tools described in the chapter.

Appendixes and End-of-Text Items

To provide instructors flexibility in planning course content, the 13th edition
includes several appendixes. Those that clearly relate to a single chapter are
placed at the end of the chapter. Others appear at the end of the book. Appen-
dixes E, F, and I are new to this edition.

Appendix E. Located at the end of Chapter 12, this appendix explains account-
ing for deferred income taxes. It reflects the most basic requirements of FASB
Statement of Financial Accounting Standards No. 109, which was issued in
1992.

AppendixF. Also at the end of Chapter 12, this appendix extends the chapter’s
discussion of payroll liabilities with a more detailed description of payroll rec-
ords and procedures.

Appendix I. This appendix at the end of the book replaces the 12th edition’s
Chapter 28 with a concise discussion of federal income taxes.

Comprehensive List of Accounts Used in Exercises and Problems. This list exposes
students to the large variety of accounts that companies use and that are
needed to solve the exercises and problems provided in the text.

Professional Codes of Ethics. The AICPA’s Code of Professional Conduct and
the IMA’s Standards of Ethical Conduct for Management Accountants are
provided as a resource for students to use in preparing their answers to the
ethics essay problems in the text.

Check Figures. In response to the request of adopters, the check figures are
now listed at the end of the text.

New and Improved Supplements

Several new items have been added to the Fundamental Accounting Princi-
ples package and several others have been improved. New items include addi-
tional lecture enhancement videos, lecture review videos, additional practice
sets, and a book of readings. Other significantly improved supplements in-
clude the General Ledger Applications Software (GLAS), the Solutions Man-
ual, the Tutorial software, and Irwin’s Computerized Testing Software. The

ix
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test bank for the 13th edition has been substantially expanded. Also, the Work-
ing Papers now include forms for the exercises as well as the problems and

alternate problems.
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The Bridge

. . . to effective learning
. . . to full understanding
. . . to the language of business

Welcome to Fundamental Accounting Principles,
your bridge to the world of business. This newest
edition offers a wealth of special features to help
you master accounting’s basic principles and con-
cepts. By listening to your instructor, participating
in class, and actively studying the text, you will
come away from the course with a solid understand-
ing of accounting, the ‘‘language of business.’’ Our
hope is that the following learning tools will make
your journey both exciting and educational.

Chapter Opening Photo. A
four-color photograph and its
accompanying caption open
every chapter. The collection
of objects in the photo visu-
ally illustrate the chapter’s
key concepts.

xii

Accounting for a Merchandising Concern

Whether they deal in roller blades or razor blades.
many companies earn profits by buying merchandise
and selling it to customers. Accounting helps manag-
ers determine the amount of income earned by these
companies and the cost of the inventory they have on
hand.

Topical Coverage
Revenue from Sales, 249

Periodic and Perpetual Inventory
Systems, 251

Cost of Goods Sold, Periodic Inventory System,

Income Statement of a Merchandising
Company, 258

Work Sheet of a Merchandising Company . 258
Cost of Goods Sold on the Work Sheet, 263

Completing the Work Sheet and Preparing
Financial Statements. 263

Adjusting and Closing Entries, 264
Closing Entrics and the Inventories. 266
Other Inventory Methods, 267

Multiple-Step and Single-Step Income
Statements, 268

Combined Income and Retained Earnings
Statement. 268

Debit and Credit Memoranda, 268
Trade Discounts, 270

Appendix C: The Adjusting Entry Approach to
Accounting for Merchandise Inventories. 276

Topical Coverage. An outline
of the major topics provides a

preview of the chapter’s
discussions.
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248 Part Il Processing Accounting Data

n previous chapters. we used illustrations of businesses that provided
services to their customers, such as law firms, accounting firms. and
real estate agencics. In this chapter, we shift our attention to merchandising
soods or ¢ o their

15t Your study of this
for the goods that nmthndisimmwuﬁumhul’umuh.Vmw_nll

period used by isit ies. whether
they are organized as corporations or proprietorships.

Learning Objectives

After studying Chapter 5. you should be able to:

1. Analyze and record transactions that involve the purchase and resale of
merchandise.

2. Explain the nature of each item entering into the calculation of cost of
#oods sold and gross profit from sales.

3. Prepare a work sheet and the financial statements for a merchandising
business that uses a periodic inventory system and that is organized as a
corporation or as a single proprietorship.

4. Prepare adjusting and closil ies for a ising business orga-
nized as cither a corporation or a single proprietorship.

5. Define or §xplain the words and phrases listed in the chapter glossary.

After studying Appendix C at the end of Chapter $. you should be able to:

6. Explain the adjusting entry approach to accounting for inventories and
prepare a York sheet. adjusti ies, and closi i ing to
the adjustihg entry approach.

The previousfchapters have described the accounting records and finan-
cial statement§ of lrrry Dow. Attorney, which is a service enterprise. Other
examples of fervice enterprises are laundries, taxi companies, airlines,
financial planers. hair salons. theaters. and golf courses. Each provides
@ service 1o ity customers for a commission. fare, or fee. and its net income
is the differerce between the revenues eamned and the operating expenses
incurred.

On the otffer hand. a merchandising company. whether a wholesaler ora
manerumrevmbymmmdselhum merchandise. In
ch

of the goods spld and the operating expenses. as follows:

Illustrations. Charts, tables,
sample forms, and diagrams
clarify and summarize the
textual discussion.

Learning Objectives. Learning

.

goals are listed after the chap-
ter’s introduction. Use them
to give your studies direction
and purpose. The learning
objectives are repeated in the
margin where relevant within
the chapter. They are also
tied to the summary and the
end-of-chapter materials.

32 Part Il Processing Accountifg Datis

The adjustment process is based on two accounting principles, the revenue

The Adjustment recognition principle snd the matching principle. As explained in Chaper 1.
Process the revenue recognition principle requires that revenue be reported in the in-

come statement when it is carned. not before and not after. For most firms.
revenue is earned at the lime a service is rendered or a product is sold to the

LO2 Explain why

ments are required  CUSIOMer:

by the revenue recognition For example. ifa lawyer renders legal services 10 client during Decem-
and malching principles ber. the legal

and why the acerual busis - ognition principle, the lawyer must report lht&c kal fees as revenue on the
of accounting is preferred  December

10 cash basts,

take place in November or January. In cases such as this. the adjustment pro-
cess assigns the revenue 1o December. when it was carmed.

The matching principle requires reporting expenses on the income state-
ment in the same accounting period as the revenues that were carned as a
result of the expenses. For example. assume that a business uses an office to

ooy i i e

ple. the business must report the revenues on the December income state-
ment. One expense the business incurred in the pursuit of those December
revenues was the December office rent. Therefore. the marching principle
requires reporting the rent for December on the December income statement,
This must be done even if the December rent was paid in November (or in
January). In such cases, the adjustment process is used to match the cost of
December s rent with the revenues earned during December.
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s

Ms. Smith received her B.A. in ac-
‘counting from the University of Col-

Chapters Accounting Systems 3s

nesses have linked their comput-
ers. This system instantly records
deposits to a store's checking ac-

‘merce. and serves on the governing new systems, we have to know
‘boards of the American of CPA the i i

CPAs and ciples to avoid getting “'garbage-
Association.  While we

Successful  business managers
need information, and they need
‘computers to get it for them. Yet.
many people are still held back by
a fear of computers. We need to.

learn 1o be as comfortable with
computers as we are with our cal-

ample, many banks and busi- AKe them work for us.

onek

Computers and integrated software programs have dramatically reduced
the bookkeeping tasks in accounting. However, do not think that computers
have climinated the need for accountants. Nor should you conclude that suc-
cess in business no longer requires a knowledge of accounting. The need for
accountants and accounting knowledge is created by the need for informa-
tion, not by the need for pencil and paper. Accountants continue to be in de-
mand because *h~- sxpertise is necessary to determin- * *
“at data should be ve- * “nts

information

As a Matter of Fact. Excerpts
of articles from publications

As a Matter of Opinion. New
to this edition are interviews
with individuals who use ac-
counting information in the
performance of their jobs.
This feature clearly shows
how information you learn in
the classroom applies to the
working world.

Chapter 7 Internal Control and Accounting for Cash %7

= — D

Cash; Once Trash, Now Treasure

such as Fortune and The Wall
Street Journal show the rele-

vance of accounting topics to
contemporary business

issues.

Ex-biliosaire n
knows a hot idea when he hears

was in. debt X
Donald—if only he had put his
money where his mouth was. he
wouldn't be in hock o banks and
bondholders today.

Inthe decade of debt financing.
«cash was trash. It wasn't smart to

The ascendancy of cash im-
plies that credit will be tighter in
MNnnhnlhumlhew:s
Lenders

cash—$S million. Today. not only
has the value of the property
fallen to. say. $60 million, but a

corporations with weak blllnu
sheets, putting them at a com-
petitive mndmmu. Compure
Nordstrom. the  well-financed
Seattle-based department store
chain that is steadily expanding,
with R. H. Macy. which is selling
equity and trying to shed assets to

potential
with 25% cash—SIS million.
That's a high enough hurdie to
forestall any rapid recovery in
real estute.

The implications of cash as an
appreciating asset may not be
pretty. James Grant. for one.
thinks that deflation—that rare

Part It Processing Accounting Data

expenses and then (old Pena not
to make the adjustments. Al-
though Pena expressed concern
about these instructions. the pres-
ident said that because the bills
will not be received until January,
they should not be reported as

order
from Broker
plained that there will he no :ﬁu:x
on sales until January because
Broker Company will not take
delivery until after the first of the

tion of recording the sale to
Broker Company and not accru-
ing the expenses will increase the
reported income by a large

year. The presi
lledlndnmﬂedwnlmmodﬂ
had already been received and
Cryer was ready to make the de-
liveries. Even though Broker

He also wonders what reaction
the company's auditors will have
when they review the adjust-
ments. What should Pena do?

accounts payable also bear interest.) Interest expense is incurred with the
passage of time. Therefore, unless the interest has been paid and recorded on
the last day of the accounting period. some additional interest will have ac-
crued since the last payment date. Record this accrued interest with an adiust-
ing entry similar to the preceding entry to record accrued salaries.

Accrued Revenues

Many

ed. Others

time the goods o services are sold on e -+~

tthe
hill is given to the customer.

sit with it when other assets were  pay down
mmm-mn Butinthepast  For

money to swing a deal. Reputable ofRnanilmACo “Into-  will demand that sellers capitulate

real estate developers arc going  day’ where asset

Gt aa bosviy aioried yalo 250 falling. tighter credit ~the safety of cash for the illi-

homcowners cannot afford (o sell  standards are being imposed.”  quidity of other assets,”

at rock-bottom prices. Mean-  Take. for example. a $100 million

while. cash in the form of Trea-  office building. In the wood old JoWTe B2 e
E %

romson,

sury bill ::-nl o 1. 91 . 54 i 5. ©
mgl-( Magazine Ce

to 8%. purchase by putting up only 5%  pany. All rights reserved. -

ing all change. he bu 2 ares-
ister with separate cash drawers for each operator.

Muaintain Adequate Records

* ening system -+ ~molov-

As a Matter of Ethics. These
brief scenarios illustrate the
many ethical challenges faced
by accounting professionals.
End-of-chapter questions re-
lated to these cases are pre-
sented to help you understand
the ramifications of various
courses of action.




Part 11 Accounting for Assety

Recording invoices at theirnet amounts supplies management with useful
information about the amount of discounts missed through oversight. care-
lessness. or some other reason. Thus. this practice gives management better
control over the people responsible for paying bills on time so that cash dis-
counts can be taken. When the accounts record the fact that discounts are
missed. someonc has to explain why. As a result. it is likely that fewer dis-
counts are lost through carelessness.

Summary of the
Chapter in Terms of
Learning Objectives

LO 1. The liquidity of an asset refers to how easily the asset can be
converted into other types of assets or used to buy services or satisfy obli-
gations. Cash is the most liquid asset. To increase their return, companies
may invest their idle cash balances in cash equivalents. These investments
are readily convertible to a known amount of cash and are purchased so
close to their maturity date that their market values are relatively insensi-
tive to interest rate changes.

LO 2. Internal control systems are designed (o encourage adherence
to prescribed managerial policies. In doing so. they promote operational ef-
ficiencies. and protect assets against theft or misuse. They ulso help ensure
that accurate and reliable accounting data are produced. Principles of good
internal control include clear ade-
quate records. insuring assets and bonding employees, separating record-
keeping and custody of assets. dividing responsibilities for related transac-
tions. using mechanical devices whenever practicable. and performing regu-
lar independent reviews of internal control practice

LO 3. To maintain control over cash. custody must be separated from
record-keeping for cash. All cash receipts should be deposited intact in the
bank on a daily basis, and all payments (except for minor petty cash pay-
ments) should be made by check. A voucher system helps maintain control
over cash disbursements hv an-uring that payments are made only after full

documentar*

Demonstration Problem with
Solution. Each chapter in-
cludes an illustrative example
that shows how the chapter’s
concepts are applied in

The Bridge

Summary. A recap of the
main ideas presented con-
cludes every chapter. All
summary points are keyed to
the opening learning objec-

tives. The list format makes it

an excellent review tool.

XV

Chapterd The Work Sheet and Closink the Accounts

The December 31, 1993, adjusted trial balance of Westside Appliance Repair,

problem-solving. Planning
the Solution shows you the
steps that should be taken to
arrive at the correct answer.
This is followed by the com-
plete solution to the problem.

Part II. Processing Accounting Data

LO7 Definc or explain

the i steps ped‘omwd each accounting
period beginning with the record
posting the recorded amounts, mepnrmc an unu{luxmd trial balance and
a work sheet,

fistcd i the chapter
wlossary.

ing the financial d posting closing entries, and
preparing a post-closing trial balance. pp. 21012

Cash Dividends Declared 3 temporary account that serves the same fun
tion for a corporation as does a withdrawals account for a proprietorship, |
and which is closed to Retained Earnings at the end of each accounting
period. p. 207

Closing entries entries made at the end of each accounting period to estab-
lish zero balances in the temporary accounts and to transfer the temporary.
account balances to a capital account or accounts or to the Retained Earn-
ings account. pp. 194-99

Date of declaration the date on which a dividend is declared by vote of a
corporation’s board of directors. p. 208

Date of payment (he date on which a dividend liability of a corporation is
satisfied by mailing checks to the stockholders. p. 208

Date of record  the date on which the stockholders who are listed in a cor-
poration’s records are determined to be those who will receive a dividend.
p. 208

Deficit  negative amount (debit balance) of retained earnings. pp. 20910
ncome the account used in the closing process 1o summarize the
amounts of revenues and expenses, and from which the amount of the net
income or loss is transferred to the owner's capital account in a single pro-
prietorship, or to the partners’ capital accounts in a partnership, or to the
Retained Earnings account in a corporation. p. 194

Nominal accounts another name for temporary accounts, p. 199

Permanent accounts accounts that remain open as long as the asset, liabil-
ity, or owner's equity items recorded in the accounts continue in existence:
therefore. accounts that appear on the balance sheet. p. 199

Post-closing trinl balance il balance prepared after all adjusting and
closing entrie< - Sy

Demonstration

Prepare entries to close the revenue accounts to Income Summary. to
close the expense accounts to Income Summary . to close Income Sum-
mary to Retained Earnings, and to close Cash Dividends Declared to
Retained Earnings.

List the permanent accounts with their balances on the post-closing trial
balance, using the post-closing balance for the Retained Earnings ac-
count.

Sl AR

Glossary. Key terms are
briefly defined at the end of
each chapter. Page references
indicate where they are dis-
cussed. All glossary terms are
highlighted in color in the
index.

Inc.. is as follows: Problem
. $ 83,300
ints ivisble 45.000
Notes receivable .00
paid in; = 19,000
Prepaid rent 5,000
cvipment ;.0 165.000
Accumuluted depreciation, equipment . $ 52,000
yable = 37,000
Income taxes payable . . 21,500
Long-term notes. vlyer d ‘. 58,000
Commonstack v ws 5L 55.000
Retuined carnings . 99,000
Cash dividens declared 75000
Repair services revenue . . L 420.000
Interest earned .
Depreciation expense, tl:ulvmcw!
Baserennc”
Rent exi
Intiranco onpecss
Interest expense
Income taxes cxpense
Required
1. Prepare closing entries for Westside Appliance Repair. Inc.
2. Prepare a post-closing trial balance for the business.
3. Setup a Retained Earnings account. and post all necessary amounts to
the account.
Planning the Solution Solution to
® Examine the adjusted trial balance and idenify all f the nominal . DEMONSIrAtiON
counts that must be closed. Problem
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Synonymous Terms. A list of
terms that are often used in-
terchangeably follows the
glossary.

Objective Review. See how
well you understood the
chapter’s major concepts by
taking the mini-quiz at its
end. Since each question is
tied to the learning objec-
tives, you quickly see how
well you accomplished the
chapter goals.

Real-World Emphasis. Ques-
tions relating to the business
operations of actual compa-
nies—Lands’ End, Federal
Express, IBM, and McDon-
ald’s—appear in nearly every
chapter. For easy identifica-
tion, the company logos ap-
pear in the margin opposite
the questions.




