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PREFACE

Financial Accounting is designed to be used in first-year accounting courses that
cover one or two quarters or one semester. It presumes that the student has had no
previous exposure to accounting. Because of the book’s flexible organization, it can
be used in introductory accounting courses at either the undergraduate or the gradu-
ate level.

As with the first edition of Financial Accounting, the second edition is based
upon two premises. First, knowledge of accounting is important for all members of
today’s complex international economy, whether they are in industry, government, or
professional accountancy. Therefore this book is written to meet the needs of the gen-
eral student as well as of those who are prospective accounting majors. Second, ac-
counting is an interesting subject, and we believe that the time spent in learning its
concepts and practices should be enjoyable. For this reason, Financial Accounting is
written in a highly readable, conversational style that will appeal to those students
who often enter introductory accounting with a measure of trepidation.

In designing and writing this textbook, we were well aware that it must meet the
needs of a wide range of students with varying interests and goals. Potential account-
ing majors must have a solid foundation in accounting concepts and practices if they
are to complete their major requirements successfully. Other business majors, as well
as nonbusiness majors, must be introduced to accounting concepts and practices in
such a way that they can apply this knowledge to their various careers. To meet the
needs of this diverse group, we have chosen the goal that all students should be able
to read, understand, and reasonably interpret the financial statements contained in
annual reports of major companies after completing their study of this text.

In addition to being an essential topic, we believe that accounting is fascinating.
To complete successfully their first accounting courses, students spend many hours
reading the text and preparing class materials. We have gone to considerable lengths
to make this process interesting and enjoyable. The text includes extensive quotes
from business journals such as Forbes and the Wall Street Journal, as well as many
excerpts from actual financial statements and annual reports, to add realism and spark
student interest. The financial statements of Toys “R” Us are used as an integrating
force throughout the text. Whenever possible, we demonstrate the usefulness of spe-
cific accounting techniques so as to encourage further study.

B CHANGES IN THE SECOND EDITION

The second edition of Financial Accounting has been revised to reflect current ac-
counting changes and suggestions by various reviewers. However, like its predeces-
sor, it has several features that aid student understanding: (1 ) balance between theory
and practice; (2) emphasis on the use of accounting information in decision making;
(3) contemporary theory and practice; (4) organizational flexibility; and (5) a com-
plete and integrated learning package.

The second edition of Financial Accounting builds on the foundation of the first
edition. Where appropriate, the text and end-of-chapter material have been updated
to reflect current accounting standards. Thus, for example, the latest standards relat-
ing to deferred income taxes, consolidations, accounting for changing prices, and the
statement of cash flows are explained at a level appropriate for an introductory book.
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H FEATURES

PREFACE

Several changes have been made to specific chapters. Chapter 7, “Management
Control and Accounting for Cash,” has been completely revised. The chapter now
contains an overview of management control and fraudulent financial reporting, built
around the report of the Treadway Commission. Accounting for cash is then dis-
cussed, as an example of how internal controls are built into an accounting system.
The material relating to special journals, which was in Chapter 7 in the first edition,
has now been placed in Appendix A.

Chapter 8, “Accounting for Short-term Monetary Assets,” has been rewritten so
that it includes only a short discussion of accounting for short-term investments but a
more detailed discussion of accounting for receivables. This revised chapter is consid-
erably shorter than the version in the first edition, which covered both cash and re-
ceivables in detail.

Chapter 13, “Corporate Organization and Capital Stock Transactions,” has been
reorganized. It now contains a discussion of treasury stock transactions that was pre-
viously in Chapter 14, “Stockholders’ Equity—Retained Earnings and Dividends.” The
order of material in Chapter 14 has been rearranged. The discussion of corporate in-
come statements has been moved from the first part of the chapter to the second part.
Also, the material on earnings per share has been simplified.

Chapter 15, “Investment in Corporate Securities,” has been revised to reflect the
new FASB statement on consolidations. In addition, the coverage of the preparation of
consolidated financial statements has been reduced to a level more appropriate to an
introductory book.

The last three chapters have been reordered. Chapter 16, “The Statement of Cash
Flows,” has been completely rewritten to reflect the FASB’s new statement on cash
flows. Both the direct and the indirect methods are illustrated. Because of the FASB’s
preference for the direct method, however, this method is explained in more detail.
We have moved the material on “Interpreting Financial Statement Data” from Chapter
18 to Chapter 17, and Chapter 18 now covers material related to special financial ac-
counting problems. The title of the new Chapter 18 is “Accounting for Changing
Prices and Problems Related to Multinational Corporations.”

The second edition of Financial Accounting, like its predecessor, has several features
that aid student learning and understanding: (1) balance between theory and prac-
tice; (2) emphasis on the use of accounting information in decision making; (3) con-
temporary theory and practice; (4) organizational flexibility; and (5) a complete and
integrated learning package.

B BALANCE BETWEEN THEORY AND PRACTICE

In writing this textbook, we carefully planned a blend of theory and practice that
meets the needs of all its users. Financial statements and major accounting concepts
are introduced in Chapter 1, before students are exposed to the mechanics of the
accounting cycle. Details of the accounting cycle are explained patiently in Chapters
2 through 4. In Chapter 5, attention is turned back to the financial statements, and the
actual financial statements of Toys “R” Us are first introduced to explain and illustrate
key points. Throughout these chapters on the accounting cycle, the ongoing example
of the Hartman Flower Company is used to illustrate relevant accounting concepts
and procedures.

The remaining chapters are designed to reflect the proper balance between con-
cepts and practice. For example, in Chapter 10, “Property, Plant, and Equipment;
Natural Resources; and Intangible Assets,” the concepts behind these topics are ex-
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plained fully before the various depreciation methods are illustrated. In Chapter 16,
“The Statement of Cash Flows,” the uses and purposes of this statement are explained
completely before the student is led carefully through an example illustrating its
preparation. Other chapters are designed in a similar fashion.

I EMPHASIS ON USING ACCOUNTING INFORMATION IN DECISION MAKING

In this text, we consistently approach accounting as an information system that pro-
vides useful financial data. This concept of accounting emphasizes its purpose in
providing information for decisions rather than solely for its measurement proce-
dures in recording, classifying, and summarizing financial information.

The emphasis on decision making is reflected in many of the features incorpo-
rated in the text. Ratios and other analytic tools are introduced at appropriate points
in the specific chapter dealing with the related accounting concept. Chapter 17, “In-
terpreting Financial Statement Data,” then draws all these ratios and tools together.
However, this chapter does more than summarize ratio analysis; it shows students
how they can use data from a variety of sources to analyze and interpret the financial
statements of companies.

At the end of each chapter, in addition to a wide variety of other assignment mate-
rial, we have added an “Understanding Financial Statements Problem” and a “Financial
Decision Case.” In these problems and cases, students are placed in the role of deci-
sion makers and are asked to analyze and interpret financial statements and quan-
titative data.

Management’s role in the selection of accounting principles and in the prepara-
tion of the firm’s financial statements is emphasized throughout the text. For example,
the chapters that cover inventory methods, depreciation methods, leases, and pur-
chase versus pooling all discuss the various effects that different methods can have on
a firm’s financial statements, which management must consider when choosing among
these different approaches.

B CONTEMPORARY THEORY AND PRACTICE

The second edition of Financial Accounting is contemporary in all respects. Where
appropriate, current official pronouncements of authoritative accounting bodies are
referenced. Because of its predominance in our economic system, the corporate form
of business is the focus throughout. Problem material reflects our current economic
environment, with emphasis on service and technology companies. Where appropri-
ate, reference is made to current economic events such as mergers of major com-
panies, the RJR Nabisco buyout, the purchase of Pillsbury by Grand Metropolitan, and
the General Motors—Toyota joint venture.

The treatment of four particular topics—accounting for changing prices, inter-
national accounting, taxation, and computers—shows how up-to-date the text is.
Chapter 18 contains clear, concise, and up-to-date coverage of two of the most per-
plexing problems facing the accounting profession—accounting for changing prices
and international accounting. The coverage of inflation accounting in Chapter 18 re-
flects the changes made by FASB Statement No. 89. However, the effects of changing
prices are not treated as an isolated subject; they are also discussed in other parts of
the book, such as the chapter on inventories (Chapter 9) and the chapter on property,
plant, and equipment (Chapter 10).

The second part of Chapter 18 discusses international accounting. The particu-
lar topics covered include accounting for foreign currency transactions, the trans-
lation of foreign currency statements, and international accounting standards. The
coverage of these topics helps schools meet the current standards of the American As-
sembly of Collegiate Schools of Business regarding the coverage of international topics.
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These topics are covered with the full understanding of both their complex nature
and the fact that this is an introductory textbook. Thus students will gain an under-
standing of these international topics, as well as accounting for changing prices, with-
out becoming overburdened by detail more appropriate to intermediate and ad-
vanced courses.

The effects of taxes on the firm’s financial statements are discussed in the various
chapters in which the relevant accounting principle is discussed. Thus the effects of
income taxes are discussed in the chapter on inventories (Chapter 9) and in the chap-
ter on property, plant, and equipment (Chapter 10). Chapter 11, on current liabilities,
contains a discussion of interperiod income tax allocation at a level that is appropriate
to an introductory textbook. Chapter 14 contains a discussion of intraperiod income
tax allocation. This treatment reflects our view that income tax consideration plays an
important role in management decisions and should be discussed when those deci-
sions are covered, not in a separate chapter.

H ORGANIZATIONAL FLEXIBILITY

Financial Accounting is written with the full understanding that accounting instruc-
tors have various teaching styles and different approaches to the subject. Also, even
over a short period of time, the makeup of individual classes changes, and a text must
have the flexibility to meet such changes.

The eighteen chapters in this book can be divided easily into three primary parts;
two of them, covering the first fifteen chapters, contain the essential elements of an
introductory course. The first part (Chapters 1 through 7) contains a complete expla-
nation of the accounting cycle, as well as a chapter on accounting for merchandising
firms (Chapter 6) and a chapter on management control (Chapter 7). These last two
chapters can be omitted or covered in part without interrupting the flow of the text.
However, as noted, Chapter 7 is quite contemporary in nature and contains a discus-
sion of fraudulent financial reporting and ethnics.

The next eight chapters make up the second part, a comprehensive discussion of
the various financial accounting concepts and practices that both accounting and non-
accounting majors should know. However, a considerable amount of flexibility is built
into these chapters. For example, the end of Chapter 11, on current liabilities, con-
tains a complete discussion of compound interest and present-value topics. If the in-
structor desires, this part of the chapter can be omitted.

The third part of this book contains chapters on (1) the statement of cash flows,
(2) interpreting financial statements, and (3) accounting for changing prices and
international accounting. Depending on the preference of the instructor and the
amount of time available, some or all of the topics in the last three chapters can be
covered. As previously noted, relevant discussions of ratio analysis and accounting for
changing prices are contained in other chapters. The statement of cash flows is intro-
duced in Chapter 1 and discussed again in Chapter 5. Therefore, if there is not enough
time available to cover these last three chapters, the student will still have been intro-
duced to some of the topics contained in them.

Finally, two appendixes cover more procedural matters. One contains a discus-
sion of special journals; the second contains an overview of accounting for sole pro-
prietorship and partnerships.

B A COMPLETE AND INTEGRATED LEARNING PACKAGE

This text and the complete student’s and instructor’s support packages have been de-
signed as an integrated unit.
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I PEDAGOGICAL FEATURES

We have gone to great lengths to design a pedagogically sound textbook. Each of the
chapters contains a set of learning objectives at the beginning and a summary of these
objectives at the end of the chapter. Each chapter concludes with the following end-
of-chapter material: a list of Key Terms, Problem or Problems for Review, Questions,
Exercises, Problems, Understanding Financial Statement Problems, and Financial Deci-
sion Cases. Beginning with Chapter 8, there are problems entitled Using the Computer.

I LEARNING OBJECTIVES

Each chapter is preceded by a concise set of learning objectives. These objectives
clearly indicate to the students what they should be able to accomplish after studying
the chapter. Then each of these objectives is summarized in paragraph form at the end
of the chapter.

Il KEY TERMS AND GLOSSARY

At the end of each chapter is a list of key terms discussed in that chapter. These terms
are highlighted in boldface where they are introduced in the chapter. At the end of
the book, in Appendix E, is a complete glossary of these key terms, arranged alpha-
betically for easy use.

I PROBLEMS FOR YOUR REVIEW
At the end of each chapter is at least one review problem (in many cases two or
three), emphasizing key points in the chapter. These problems are followed by de-
tailed solutions, so that the students can compare their solutions with the correct one.
Many review problems contain notes that anticipate student questions or problem
areas.

I END-OF-CHAPTER ASSIGNMENT MATERIALS

This text contains a varied set of end-of-chapter assignment materials. Questions re-
late to the major concepts and key terms introduced in the chapter. Exercises involve
single concepts and provide the student with practice in applying those concepts.
These Exercises, as well as the Questions, are arranged in the same order in which the
material is introduced in the chapter.

Exercises are followed by Problems. These end-of-chapter Problems are more
complex and usually cover several related topics. They are generally arranged in the
order in which the topics are presented in the chapter. In the second edition, the end-
of-chapter material has been expanded. Many of the exercises and problems have
been revised, and new ones have been added. Each chapter now contains an exercise
related to the Toys “R” Us financial statements.

As noted, each chapter also contains a problem called Understanding Financial
Statements; a Financial Decision Case, and (beginning with Chapter 8) a problem
entitled Using the Computer. Understanding Financial Statements problems are based
on actual financial statements of major corporations. Students are asked to interpret
these statements, relating subjects learned in the chapter to realistic situations. In the
Financial Decision Cases, students are asked to analyze and interpret financial data and
address business decisions based on this data. Using the Computer problems are
straightforward exercises that are specially designed to be worked on any available
spreadsheet. These problems introduce students to accounting calculations and prob-
lems that are readily adaptable to the power of spreadsheet programs.
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l THE STUDENT SUPPORT PACKAGE

I THE STUDY GUIDE

The student support package contains a Study Guide, Working Papers, Practice Set,
and a Computerized Accounting Simulation.

Prepared by Lawrence A. Klein of Bentley College, the Study Guide helps students
develop the ability to apply concepts and techniques discussed in the main text. Each
chapter corresponds to a text chapter, and contains an extensive chapter summary as
well as fill-in the blank, multiple choice questions, and short answer problems that
students can use to test their knowledge of text topics. The answers to all these ques-
tions and exercises, with complete explanations, are provided for the student.

Il WORKING PAPERS

I PRACTICE SET

Prepared by Raj Iyengar of University of Southern California, partially completed
working papers are provided for each problem. They are designed to reduce the
amount of nonproductive pencil work required of the student.

Virginia Equipment Company. Prepared by Harry Dickinson of Virginia Common-
wealth University, this puts students in the role of decision maker by allowing a
choice of accounting methods for completing various transactions. It is to be used
after coverage of inventory and cost of goods sold.

Il ON GUARD, INC.: A COMPUTERIZED ACCOUNTING INFORMATION SYSTEM

Prepared by Earl Weiss and Don Raun of California State University, Northridge, this
unique microcomputer supplement provides a flexible set of eleven modules that are
tied to the text. Students are required to analyze transactions, enter items into the
microcomputer general ledger accounting system, and output financial statements.
The modaules are designed to enable instructors either to use the program throughout
the entire course as an ongoing supplement or to assign a traditional accounting cycle
practice set. In addition, students may use “WHAT-IF” questions to see the effect of
various changes on the outputs of the accounting system.

H THE INSTRUCTOR’S SUPPORT PACKAGE

The instructor’s support package includes a Solutions Manual, an Instructor’s Man-
ual, a Test Bank (in book and microcomputer forms), Transparencies, and a Check
Figures, and an Annual Report.

I SOLUTIONS MANUAL

Prepared by Raj Iyengar, the Solutions Manual contains detailed solutions to all ques-
tions, exercises, problems, and other end-of-chapter materials. Complete solutions, in-
cluding all intermediate calculations, are provided.

M INSTRUCTOR’S MANUAL

Prepared by Raj Iyengar, the Instructor’s Manual has been designed as a useful teach-
ing aid and resource guide for the instructor. A flow chart diagram approach is taken
to illustrate concepts, with examples for class use provided. A matrix of end-of-chapter
material, organized by learning objective, is included for each text chapter. Included
in the matrix are all questions, exercises, and problems, with their estimated level of
difficulty and time required for completion.
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An overview of the end-of-chapter material is followed by a chapter outline, also
organized by learning goals. Additional examples of key computations and illustra-
tions have been developed for selected chapters.

H TEST BANK

Prepared by Mark S. Bettner of Bucknell University, the Test Bank contains over 1,200
test items. Included for each chapter and Appendices A and B are approximately 15
fill-in-the-blanks, 30 multiple-choice questions, and 16 exercises. Detailed solutions to
all questions are included at the end, including explanations and computations where
applicable.

Il COMPUTERIZED TEST BANK

The same test material appearing in the printed Test Bank is available on disk for use
with the IBM PC or compatible.

Il TRANSPARENCIES

Acetate transparencies for problems are in oversized type for easy readability and are
available from the publisher to adopters of the text.

Il CHECK FIGURES

For the instructor, a checklist of key figures for appropriate exercises and problems is
available in quantity from the publisher.

H ANNUAL REPORT

Copies of the current Toys ‘R’ Us Annual Report are available free to adopters from the
publisher. The actual annual report reinforces illustrations used in the text.

B ACKNOWLEDGMENTS

The second edition of this text would not have been completed successfully without
the help of many of our colleagues and friends. Although it is impossible to list all who
have made a contribution, we would like to acknowledge those who have provided so
much help and insight.

Special mention goes to Raj Iyengar, who coordinated the supplement package
and provided immeasurable help to us in many other ways. A special thanks also goes
to Michael Vickerman and Donna Edgington, both of the University of Southern Cali-
fornia, who provided much-needed help during the production phase of the book. We
would also like to thank our colleagues at the University of Southern California and
the University of California, Los Angeles, who provided professional and emotional
support during this project.

Special mention goes to Mahmoud Nourayi, and to Mark Bettner of Texas Tech
who, in addition to working on many of the supplements, provided a detailed critique
of the entire manuscript. We would also like to thank Don Raun and Earl Weiss of
California State University, Northridge, for the help in class testing the book and their
efforts in preparing ON GUARD Inc., the computer supplement.

We have benefited from detailed and constructive reviews provided by many in-
dividuals, including:

Hobart W. Adams Phillip G. Buchanan
University of Akron George Mason University
Norman D. Berman David M. Buehlmann

New York University University of Nebraska at Omaha



PREFACE

Harold L. Cannon

State University of New York at
Albany

Richard L. Cross

Bentley College

Anthony P. Curatola
Louisiana State University

Harry D. Dickinson
Virginia Commonwealth University

John A. Elliot
Cornell University

Patricia C. Elliot
University of New Mexico

Clarence E. Fries
University of Arkansas—Fayetteville

Martin L. Gosman
Boston University

Abo-El-Yazeed T. Habib
Mankato State University

Stanley H. Helm
University of Florida

James M. Kreuger
University of Missouri—St. Louis

LaVern E. Kreuger
University of Missouri—Kansas City

Horace J. Landry
Syracuse University

Larry L. Lookabill
Western Washington University

Russell J. Peterson
University of Alabama

Don-Rice Richards
James Madison University

Joseph C. Rue
Syracuse University

George C. Sanderson
Moorhead State University

Barbara Schirappa
Trenton State College

Linda E. Sugarman
University of Akron

James R. Swearingen

David E. Hoffman
University of North Carolina

Weber State College

Roy C. Weatherwax
Merle W. Hopkins University of Wisconsin—Whitewater

University of Southern California

W. Elbert Jones
University of South Carolina

Our thanks to the Financial Accounting Standards Board for permission to reprint
parts of various Statements and Concepts Statements. Copyright by Financial Account-
ing Standards Board, 401 Merritt 7, P.O. Box 51 16, Norwalk, Connecticut, 06856-5116,
USA. Reprinted with permission. Copies of the complete documents are available
from the FASB.

Finally, this project would have never been completed without the assistance of
the editorial and production staff of PWS—KENT. Those who contributed mightily to
the production of this book include David Hoyt and Susan London with production
and Rich Pellagrini, Deirdre Lynch, and Sue Purdy in editorial. A special note of thanks
goes to Elaine and Jacob Diamond, who provided the emotional support required for
the completion of this text.

Notwithstanding the assistance of all of these individuals, we are solely respon-
sible for the final product. Any suggestions for improvement would be greatly

appreciated.
MA.D.

E.GF
D.TE.



CONTENTS

CHAPTER |

ACCOUNTING: ITS NATURE AND FUNCTIONS 1

Il LEARNING OBJECTIVES 1|

B THE NATURE AND FUNCTIONS
OF ACCOUNTING 2

The Record-keeping Function ® Classifying and Summarizing
Transactions ™ Accounting and Decision Making

Il ACCOUNTING AND THE FORMS
OF BUSINESS ENTERPRISES 4

Sole Proprietorships ® Partnerships ® Corporations

M THE PRIMARY USERS
OF ACCOUNTING INFORMATION 5§

Present and Potential Investors and Creditors ® Governmental
Agencies ® The General Public ® Corporate Management ®
Other Users

B ACCOUNTANTS—THE PROVIDERS
OF ACCOUNTING INFORMATION 6

Public Accounting ® Private Accounting ® Governmental
Accounting ® Accounting as a Career

B THE SETTING OF ACCOUNTING
STANDARDS 11

The American Institute of Certified Public Accountants ® The
Financial Accounting Standards Board ® The Securities and
Exchange Commission ® The American Accounting Associa-
tion ™ The Governmental Accounting Standards Board ®
Accounting Standards: A Multidimensional Process

Il ACCOUNTING CONCEPTS
AND CONVENTIONS INHERENT
IN ACCOUNTING INFORMATION 13

The Conceptual Framework of Accounting

Il FINANCIAL STATEMENTS AND
THEIR ELEMENTS 14

The Balance Sheet m The Income Statement ® The
Retained Earnings Statement ® The Statement of Cash Flows

H THE RELATIONSHIP AMONG
THE FINANCIAL STATEMENTS 22

Il SUMMARY OF LEARNING
OBJECTIVES 24

B KEY TERMS 25

B PROBLEM FOR YOUR REVIEW 25

B QUESTIONS 27

Il EXERCISES 28

I PROBLEMS 32
xi



[ xii | CONTENTS

CHAPTER 2

ACCOUNTING AS AN INFORMATION SYSTEM 37

Il LEARNING OBJECTIVES 37 Il THE TRIAL BALANCE 56
Il THE ACCOUNTING INFORMATION Errors in the Trial Balance
SYSTEM 38

The Hartman Flower Company ® Data Input into the Accounting B SUMMARY OF LEARNING
System ® Recognizing Transactions OBJECTIVES 60

B EFFECTS OF TRANSACTIONS
ON THE ACCOUNTING EQUATION 41 H KEY TERMS 61

I THE COMPONENTS
OF THE ACCOUNTING SYSTEM 45 Il PROBLEM FOR YOUR REVIEW 61

The Journal = The Ledger ® Asset Accounts ® Liability
Accounts ® Stockholders’ Equity m Revenues and Expenses Il QUESTIONS 63

Il THE RECORDING PROCESS 48
Il EXERCISES 64

Recording Transactions in the Ledger ® The Hartman Flower
Company ® Analysis of Transactions ® The Use of Ledger
Accounts in Practice ® Recording Transactions in the Journal I PROBLEMS 69

MEASURING AND RECORDING INCOME STATEMENT TRANSACTIONS 78

H LEARNING OBJECTIVES 78 I FINANCIAL STATEMENTS 92

B THE MEASUREMENT OF INCOME 79 Hartman Flower Company Statements

szfitl:,;ss and Expenses ® Gains and Losses ® Net Income ® B SUMMARY OF LEARNING
OBJECTIVES 94

m IMPORTANT CONCEPTS
IN DETERMINING INCOME 80 H KEY TERMS 95

The Time-Period Assumption ® The Matching Convention ®
The Accrual versus the Cash Basis of Accounting ® Revenue and B PROBLEM FOR YOUR REVIEW 96

Expense Recognition
Hl QUESTIONS 99

B RECORDING INCOME STATEMENT
TRANSACTIONS 85 B EXERCISES 99

Debit and Credit Rules ® Journal Entries ® Transactions for the
Hartman Flower Company H PROBLEMS 103



CONTENTS

CHAPTER 4

COMPLETING THE ACCOUNTING CYCLE 114

Il LEARNING OBJECTIVES 114

Il ADJUSTING ENTRIES 114

Expenditures Made in One Period That Affect Subsequent Peri-
ods m Receipts Received in One Period That Affect Subsequent
Periods ® Expenditures to Be Made or Receipts to Be Received
in Subsequent Periods m Other Items Requiring Adjusting En-
tries m Hartman Flower Company

Il COMPLETION OF THE ACCOUNTING
CYCLE 128

Posting Entries to the General Ledger ® Adjusted Trial Balance
= Financial Statement Preparation ® Closing Entries ® Post-
closing Trial Balance

B THE WORKSHEET—
A USEFUL TOOL 136

Preparation of 2 Worksheet ® Limitations of the Worksheet

CHAPTER 5

Il SUMMARY OF LEARNING
OBJECTIVES 140

Il SPECIAL SUPPLEMENT:
THE PREPARATION AND USES
OF REVERSING ENTRIES 141

H KEY TERMS 143

Il PROBLEM FOR YOUR REVIEW 143

Il QUESTIONS 148

Il EXERCISES 149

Il PROBLEMS 155

FINANCIAL STATEMENTS—THE OUTPUTS OF THE SYSTEM 167

H LEARNING OBJECTIVES 167

I OBJECTIVES OF FINANCIAL
REPORTING 168

H QUALITATIVE CHARACTERISTICS
OF FINANCIAL INFORMATION 168

Relevance and Reliability ® Comparability and Consistency ®

Conservatism ™ Materiality ® Qualitative Characteristics and
General-purpose Financial Statements

B CLASSIFIED BALANCE SHEETS 171
Assets ® Liabilities ® Stockholders’ Equity

B THE USES AND LIMITATIONS
OF CLASSIFIED BALANCE SHEETS 177

Measuring Liquidity ® Long-term Measures of Financial
Strength ® Limitations of the Balance Sheet

I CLASSIFIED INCOME
STATEMENTS 180

The Single-step Statement ® The Multistep Statement

B THE USES AND LIMITATIONS
OF CLASSIFIED INCOME
STATEMENTS 183

Measuring Profitability ® Return on Investment ® Limitations of
the Income Statement

B THE RETAINED EARNINGS
STATEMENT OR STATEMENT
OF CHANGES IN STOCKHOLDERS’
EQUITY 185



CONTENTS

Il THE STATEMENT OF CASH
FLOWS 187

Il OTHER ELEMENTS OF AN ANNUAL
REPORT OF A PUBLICLY HELD
COMPANY 189

Footnotes to the Financial Statements ® The Auditors’ Report ®
Other Aspects of the Annual Report

Il SUMMARY OF LEARNING
OBJECTIVES 191

CHAPTER 6

Hl KEY TERMS 192

Il PROBLEMS FOR YOUR REVIEW 193

H QUESTIONS 196

Il EXERCISES 197

I PROBLEMS 202

RECORDING SALES AND PURCHASES OF INVENTORY
FOR A MERCHANDISING FIRM 214

B LEARNING OBJECTIVES 214

Il ACCOUNTING FOR SALES 215

ide and Quantity Discounts ® Sales Discounts ® Credit Card
es m Sales Returns and Allowances ® Income Statement
sentation

Il ACCOUNTING FOR INVENTORY
PURCHASES 221

Perpetual Inventory System ® Periodic Inventory Systems ®
Issues Involved in Recording Purchases ® Taking a Physical
Inventory

B WORKSHEET TECHNIQUES FOR
A PERIODIC INVENTORY SYSTEM 228

The Unadjusted Trial Balance ® Adjusting Entries and the Ad-
justed Trial Balance ® The Income Statement and Balance Sheet
Columns ® Preparation of Financial Statement and Closing
Entries

CHAPTER 7

W SUMMARY OF LEARNING
OBJECTIVES 233

H KEY TERMS 233

H PROBLEM FOR YOUR REVIEW 234

H QUESTIONS 235

B EXERCISES 236

W PROBLEMS 237

MANAGEMENT CONTROL AND ACCOUNTING FOR CASH 246

H LEARNING OBJECTIVES 246

B THE NEED FOR MANAGEMENT
CONTROLS AND INTERNAL
CONTROLS 247



CONTENTS

The Financial Reporting System for Public Companies ® Pre-
venting Fraudulent Financial Reporting

I ELEMENTS OF AN INTERNAL
CONTROL STRUCTURE 249

The Control Environment ® The Accounting System ® Control
Procedures ® Limitations to Internal Control Systems

Il FRAUDULENT FINANCIAL REPORTING,
THE ACCOUNTING PROFESSION,
AND ETHICS: A SUMMARY 251

Il ACCOUNTING FOR CASH 252

Il MANAGEMENT CONTROL
OVER CASH 252

CHAPTER 8

Internal Control Over Cash ® Bank Checking Account Transac-
tions ® Petty Cash

Il SUMMARY OF LEARNING
OBJECTIVES 259

Il KEY TERMS 260

Il PROBLEM FOR YOUR REVIEW 260
H QUESTIONS 262

Hl EXERCISES 262

I PROBLEMS 264

ACCOUNTING FOR SHORT-TERM MONETARY ASSETS 269

I LEARNING OBJECTIVES 269

B SHORT-TERM INVESTMENTS 270

Accounting for Short-term Investments ® Valuation of Short-
term Investments ® Application of the Lower-of-cost-or-market
Rule

Il ACCOUNTING
FOR RECEIVABLES 271

Credit Sales ® Credit Policies ® Uncollectible Accounts ® Man-
agement Control and Analysis of Receivables

I NOTES RECEIVABLE 282

Elements of Promissory Notes ® Accounting for Notes Receiv-
able ® Using Receivables to Generate Cash ® Classification of
Receivables

CHAPTER 9

Hl SUMMARY OF LEARNING
OBJECTIVES 288

Il KEY TERMS 288

I PROBLEMS FOR YOUR REVIEW 289

Hl QUESTIONS 29I

Il EXERCISES 29I

Il PROBLEMS 295

ACCOUNTING FOR INVENTORIES 301

B LEARNING OBJECTIVES 301

B INVENTORIES AND INCOME
DETERMINATION 302



CONTENTS

Measuring Ending Inventories and Income ™ Determining the
Cost of Ending Inventories

Il METHODS OF ATTACHING COSTS
TO THE ENDING INVENTORY 305

Applying Different Cost Flow Assumptions—Periodic System =
Applying Different Cost Flow Assumptions—Perpetual System =
Comparing the Methods ® How Current Cost Can Alleviate the
Problem

Il CHOOSING AMONG GENERALLY
ACCEPTED ACCOUNTING
PRINCIPLES 316

Motivation for Selecting Certain Accounting Methods ® Selecting
FIFO or LIFO m Issues Related to LIFO

Il INVENTORY VALUATION—
LOWER OF COST OR MARKET 320

The Theory of Lower of Cost or Market m The Application of
Lower of Cost or Market ® Lower of Cost or Market and Income
Taxes

CHAPTER 10

l USING INVENTORY DATA
FOR DECISION MAKING 323

Il SUMMARY OF LEARNING
OBJECTIVES 323

Il SPECIAL SUPPLEMENT: ESTIMATING
ENDING INVENTORIES 324

The Gross Margin Method ® The Retail Inventory Method
l KEY TERMS 326
Il PROBLEMS FOR YOUR REVIEW 326
Il QUESTIONS 328

Il EXERCISES 328

Il PROBLEMS 334

PROPERTY, PLANT, AND EQUIPMENT; NATURAL RESOURCES;
AND INTANGIBLE ASSETS 341

I LEARNING OBJECTIVES 341

Il NONCURRENT, NONMONETARY
ASSETS 342

Future Services Not Held For Resale ® Long-term Nature of the
Assets ® Allocation of Benefits to Accounting Periods ® Major
Accounting Issues Associated with Noncurrent, Nonmonetary
Assets

H CAPITAL VERSUS REVENUE
EXPENDITURE 343

Measuring and Recording the Acquisition Cost of Property, Plant,
and Equipment ® Cash Acquisitions ® Other Methods of
Acquiring Property, Plant, and Equipment

Il THE ACCOUNTING CONCEPT
OF DEPRECIATION 347

The Nature of Depreciation ® What Causes Depreciation? ®
Recording Periodic Depreciation

I METHODS OF COMPUTING
PERIODIC DEPRECIATION 350

Factors in Computing Depreciation ® Methods of Computing
Depreciation ® Accelerated-Depreciation Methods ® Compari-
son of Various Depreciation Methods ® Choosing a Deprecia-
tion Method for Tax Purposes ® Other Problems Related to
Depreciation

Il ACCOUNTING FOR SUBSEQUENT
EXPENDITURES 360
Revenue Expenditures ® Capital Expenditures Subsequent to
Purchase

I DISPOSAL OF PROPERTY, PLANT,
OR EQUIPMENT 361
Sale of Plant Assets ® Trade-in of Plant Assets

H NATURAL RESOURCES 363

Establishing a Depletion Basis—Successful Efforts versus Full
Cost



