e
 s—
o]
L]
e
e
(i
=
(o o
(m W
P
==
—
o
(o]
-
= s
——

ACCOUNTING




THIRD EDITION PRlNClPI_ES UF
ACCOUNTING

Belverd E. Needles, Jr.
Ph.D., C.P.A., CM.A.
Professor of Accounting
DePaul University

Henry R. Anderson

Ph.D., C.P.A., CM.A.
Professor of Accounting
Director, School of Accounting
University of Central Florida

James C. Caldwell

Ph.D., C.P.A.

Partner, Educational Consulting Services
Arthur Andersen & Co.

Dallas/Fort Worth



To Marian Needles, and to Jennifer and Jeff

To Sue Anderson, and to Howard, Harold, and Hugh Anderson, and to
Deborah and Greg Shewman

To Bonnie Caldwell, and to Stephanie, Susan, and Sharon

This book is written to provide accurate and authoritative information
concerning the covered topics. It is not meant to take the place of
professional advice.

Cover photograph by James Scherer

Copyright © 1987 by Houghton Mifflin Company. All rights reserved.

No part of this work may be reproduced or transmitted in any form or by any
means, electronic or mechanical, including photocopying and recording, or by any
information storage or retrieval system, except as may be expressly permitted by
the 1976 Copyright Act or in writing by the Publisher. Requests for permission
should be addressed to Permissions, Houghton Mifflin Company, One Beacon
Street, Boston, MA  02108.

Printed in the U.S.A.
Library of Congress Catalog Card Number: 86-80401
ISBN: 0-395-35702-0

BCDEFGHIJ-RM-8987



PREFACE

PRINCIPLES OF ACCOUNTING, Third Edition, is a comprehensive first
course in accounting for students with no previous training in accounting or
business. It is intended for use in the traditional two-semester or two- and
three-quarter sequence. Designed for both majors and nonmajors, the
textbook is part of a well-integrated package for students and instructors that
includes many manual and computer ancillaries not found in previous
editions.

Goals of the Third Edition

We wrote this book believing that integrated learning objectives can signifi-
cantly improve the teaching and learning of accounting. This system of
learning by objectives enhances the role of the overall package and particularly
the textbook in achieving good communication between the instructor and
the student.

The success of the first two editions of this book has justified our confidence
in the principle of learning by integrated objectives. At the same time,
several goals guided us in developing and writing PRINCIPLES OF AC-
COUNTING, Third Edition. Those goals were: (1) to write for the student’s
first exposure to accounting; (2) to extend learning by objectives to the entire
package; (3) to make the content authoritative, practical, and contemporary;
(4) to emphasize the role of accounting in decision making; (5) to adhere to
a strict system of quality control; and (6) to develop the most complete and
flexible package available.

The Student’s First Exposure to Accounting

When organizing the text, we specifically focused on the needs of the
intended audience, the freshman and sophomore student. First, we carefully
paced new concepts and techniques to ensure that students would grasp
and retain the material. Second, we limited the number of difficult concepts
or practices in each chapter, particularly in the early part of the book. Third,
we rigorously provided a clear presentation, a consistent reading level, and
a uniform use of terminology throughout the text. Fourth, we focused on
understanding, not memorization, believing that concepts acquire meaning
when applied and practices become most easily understood when related to
those concepts. Fifth, we emphasized concepts and practices useful to
students throughout their careers, whether in accounting or not.
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Learning by Objectives

We took a definite pedagogical approach to writing PRINCIPLES OF
ACCOUNTING, Third Edition. We extensively used learning objectives and
learning theory. Learning objectives were integrated throughout the text
and package from the chapter previews and presentations to the assignment
material, chapter reviews, study aids, and testing and evaluation material.

Authoritative, Practical, and Contemporary

This book presents accounting as it is practiced and carefully explains the
concepts underlying those practices. Accounting terms and concepts are
defined according to pronouncements of the AICPA, APB, and FASB. The
Statements of Financial Accounting Concepts of the FASB’s Conceptual
Framework Study form the theoretical underpinning of the book and are
used to assess various accounting situations and controversies. In addition,
steps were taken to ensure that, to the extent possible within the framework
of introductory accounting, the material realistically reflects the way account-
ing is done today.

The topics covered are up to date and responsive to current trends in
business and accounting. Taxation, covered wherever it is relevant, and
international accounting, in Chapter 21, are just two of the contemporary
topics emphasized. In addition, complete coverage of the new proposed
FASB statement of cash flows is contained in Appendix D.

Decision-Making Emphasis

Another of our goals was to present the contemporary business world and
the real-life complexities of accounting in a clear, concise, easy-to-understand
manner. Accounting is treated as an information system that helps managers,
investors, and creditors make economic decisions. In addition to questions,
exercises, and problems, the chapter assignments include two decision-
oriented features: an “Interpreting Accounting Information” exercise and
either a “Financial Decision Case” or a “Management Decision Case.” In
each situation, the student must extract quantitative information from the
exercise or case and make an interpretation or a decision.

Quality Control

Together with our publisher, we developed a system of quality control for
all parts of the package to ensure the most technically and conceptually
accurate textbook and package possible. This system involved many steps,
including thorough reviews by users, visits to and discussions with users by
the authors, extensive in-house editorial review and accuracy checking, class
testing, and finally an audit for technical and conceptual accuracy by the
international CPA firm, Arthur Young & Company.

Complete and Flexible Learning System

We believe that PRINCIPLES OF ACCOUNTING, Third Edition, represents
the most complete and flexible package available for a first course in



Preface xiii

accounting. All parts of the package fit within the pedagogical system of
learning by objectives established by the authors. This comprehensive
learning is described in the following sections.

Organization of the Third Edition

The book is organized into seven parts so it may be used by schools on either
a semester or quarter sequence. Those using the two-semester or two-
quarter sequence may cover three parts during the first term and four parts
during the second. Those using the three-quarter sequence may cover two
parts in each of the first two quarters and three parts in the last quarter. If
a shorter course is required, all or parts of chapters 4, 6, 13, 19, 20, 21, and
24 may be omitted or covered briefly without hindering comprehension of
later chapters. For instructors wanting to introduce students to the present
and future value of money or individual income taxes, appendixes on these
subjects along with accounting examples and exercises are provided at the
end of the text.

Textbook Features

Pedagogical Use of Color The text incorporates the use of a four-color
design to enhance students’ understanding of the accounting process. First,
pedagogical features such as learning objectives, key terms, and emphasized
material in the text are printed in red. Second, green is used to represent
accounting forms and working papers that are all part of the ongoing process.
Third, blue is used to emphasize the major headings in the chapter and to
highlight the actual financial statements, the final product of the accounting
process.

Learning Objectives Action-oriented objectives at the beginning of each
chapter indicate in precise terms what students should be able to do when
they complete the chapter. The objectives are stated again in the margins
beside pertinent text. Each end-of-chapter review clearly relates each objec-
tive to the chapter’s content, and end-of-chapter assignments are keyed to
specific learning objectives.

Real-World Applications Many chapters include graphs or tables illustrating
how the practices of actual businesses relate to chapter topics. Most
Interpreting Accounting Information exercises are based on the published
financial reports of real companies.

Key Terms and Glossary Throughout the book, key accounting terms are
emphasized in bold, color type and are clearly defined in context. These
terms are also assembled into a comprehensive glossary at the end of the
book for easy reference.
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Chapter Review A unique feature of each chapter is a special review section
comprising: (1) a Review of Learning Objectives, which summarizes the
chapter’s main points in relation to the objectives; and (2) a Review Problem
with a complete solution to demonstrate the chapter's major procedures
before students tackle the exercises and problems. A Self-Test, which reviews
the basic concepts covered in these early and crucial chapters is provided for
Chapters 1-8. The Answers to the Self-Test provide immediate feedback to
students.

Questions Discussion questions at the end of each chapter focus on major
concepts and terms.

Classroom Exercises Classroom exercises provide practice in applying con-
cepts taught in the chapter and are effective in illustrating lecture points.
Each exercise is keyed to the learning objectives. In addition, transparencies
are available for all exercise solutions.

Interpreting Accounting Information This feature asks the student to
interpret published financial information in Chapters 1-21 and internal
management reports in Chapters 22-28. Such reports and information are
based on excerpts from actual annual reports or on published articles about
well-known corporations or organizations. Among the companies included
are K mart, Sears, U.S. Steel, Marathon Oil, Chrysler, Lockheed, and Federal
Express. Each exercise requires students to demonstrate their ability to
interpret published information by extracting data from what they read and
by making a computation and interpretation.

A and B Problems We have included two sets of problems to provide
maximum flexibility in homework assignments. Generally, the problems are
arranged in order of difficulty, with problems A-1 and B-1 for each chapter
being the simplest. A and B problems have been matched by topic, thus,
A-1 and B-1, for example, are equivalent in content and level of difficulty.
In addition, all problems are keyed to the learning objectives. For each
problem, ratings of difficulty, time estimates, and solutions are available to
the instructor as are transparencies of all solutions. Additional assignment
material is provided in the Demonstration Problems Book.

Financial and Management Decision Cases Each chapter contains a case
emphasizing the usefulness of accounting information in decision making.
The business background and financial information for each case are presented
in the context of a decision. The decision maker may be a manager, an
investor, an analyst, or a creditor. In the role of decision maker, the student
is asked to extract relevant data from the case, make computations as
necessary, and make a decision.

Appendixes At the end of the book, we included appendixes on using
present and future value as well as tables on compound interest and present
value. Appendix C is an overview of income taxes for individuals.

Supplementary Learning Aids

The supplementary learning aids provide a variety of useful aids to students.
They consist of the following:
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Study Guide, also available in a Spanish edition
Working Papers, four sets, plus a set of Blank Working Papers
Demonstration Problems Book
Traditional Practice Sets, including
Micro-Tec, Second Edition
College Words and Sounds Store, Second Edition
The Windham Company
Sailsports—Cumulative Practice Set
The Book Loft—A Shoebox Practice Set
The Oak Shoppe—Audit Problem
Financial Analysis Cases, including
General Mills, Inc.
Richland Home Centers, Inc.
Heartland Airways, Inc.
Computer-Assisted Practice Sets
Parks Computer Company
Matthew Sports Company
Cook’s Solar Energy Systems, Second Edition
Sounds Abound
Berger Automotive Company
Stormer Painting Company
Microcomputer Business Simulations: Lawson’s Supply Center
General Ledger
Cash
Payroll
Accounts Receivable
Accounts Payable
Computerized Study Aids, including
Lotus® Problems for Principles of Accounting
TRICALC:™ Integrated Software for Principles of Accounting
Computerized Study Guides, two different types
Computerized Diagnostic Tests
Check List of Key Figures

Instructor’s Aids

Instructor’s Handbook
Instructor’s Solutions Manual
Test Bank and Achievement Tests
Transparencies

Boxed Solutions Transparencies
Teaching Transparencies

Grade Performance Analyzer

Changes in the Third Edition

This new edition benefitted substantially from suggestions by the many users
and reviewers who corresponded with us. Since satisfaction with the
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approach and organization of the second edition was broad, changes in this
third edition were primarily refinements and extensions of successful aspects
of the previous edition. By careful editing and pruning, we streamlined the
text, making it considerably shorter. The text was updated to reflect more
recent data and changes in authoritative pronouncements. All retained
exercises, problems, and cases were revised, and more than half are new.
Quality control procedures were applied to the text, assignment material,
and solutions.
Changes in the content of specific chapters are described below.

Chapter 1 Accounting as an Information System. Chapters 1 and 2 were
combined, condensed, and integrated into a coherent introduction to ac-
counting. The introduction to transactions was rewritten to show students
more clearly how transactions affect the balance sheet equation and to present
transactions in a format resembling that on a microcomputer. The illustrations
were modified so they clearly identify the types of transactions that affect
owner’s equity.

Chapter 2 The Double Entry System. The section on T accounts was moved
to a later point in the chapter for more logical presentation.

Chapter 3 Business Income and Adjusting Entries. The explanation on
types of adjusting entries was clarified, and examples of companies with
different fiscal years were added.

Chapter 5 Accounting for Merchandising Transactions. The discussion on
the relationship between the periodic and perpetual inventory systems was
rewritten.

Chapter 6 Accounting Systems and Special-Purpose Journals. The section
on computer data processing was rewritten to give increased attention to
microcomputers and how they are used in small business. Columns of the
cash receipts and cash payment journals were rearranged into a more
convenient format.

Chapter 7 Internal Control and Merchandising Transactions. The internal
control system for purchases was revised to include a purchasing department
and to introduce more realistic illustrations of bank statements.

Chapter 9 Short-Term Liquid Assets. The presentation of short-term in-
vestments was expanded and clarified.

Chapter 10 Inventories. The section on periodic versus perpetual inventory
methods was rewritten and expanded for clarity and to show the parallel
entries of the two methods.

Chapter 11 Current Liabilities and Payroll Accounting. Payroll tax rates
were updated.

Chapter 12 Long-Term Assets: Acquisition and Depreciation. This chapter
was shortened, primarily by moving the sections on disposal of depreciable
assets and accounting for natural resources to Chapter 13.
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Chapter 13 Long-Term Assets: Other Issues and Types. This new chapter
covers capital and revenue expenditures, disposal of depreciable assets,
natural resources, and intangibles.

Chapter 15 Contributed Capital. Accounting for cash dividends was moved
from Chapter 16 to this chapter. Participating preferred stock, donations by
nonstockholders, and donation of stock were deleted because the authors’
study of 4,000 public corporations revealed few examples of these cases in
practice. The topic of employee stock options was added because most
public companies have such arrangements. Retirement of treasury stock
and calculation of book value were moved to Chapter 16.

Chapter 16 Retained Earnings and Corporate Income Statements. Account-
ing for cash dividends was moved to Chapter 15, and retirement of treasury
stock and calculation of book value were moved to this chapter. Chapter 16
was simplified by deleting computations of primary and fully diluted earnings
per share and by reducing coverage of corporate income taxes. The section
on deferred income taxes was rewritten for simplicity and clarity. The
statement of changes in stockholders’ equity was substituted for the statement
of retained earnings.

Chapter 17 Long-Term Liabilities. The contemporary topics of zero-coupon
bonds and early extinguishment of debt were added to this chapter.

Chapter 18  Statement of Changes in Financial Position: Working Capital and
Cash Bases. A substantial portion of this chapter was rewritten to give
increased emphasis to the cash basis approach. In addition, the T account
method is presented as an alternative to the work sheet approach.

Chapter 19 Financial Statement Analysis. A new discussion of accounting
issues relative to evaluating the quality of a company’s earnings was added.

Chapter 20 Intercompany Investments. This chapter was simplified by
moving international accounting to Chapter 21.

Chapter 21  Inflation Accounting and International Accounting. This new
chapter combines two important topics related to accounting and the changing
value of the dollar, both domestically and internationally.

Chapter 22 Introduction to Management Accounting. Two new introductory
sections were written for this chapter to ease the transition from financial
accounting to managerial accounting. All managerial accounting chapters
were streamlined. In certain cases, extensions of the subject matter were
removed to make these chapters easier to cover. For example, in this chapter
the work sheet using periodic inventories was removed and placed in an
ancillary case, The Windham Company.

Chapter 23 Product Costing: The Job Order System. The work sheet using
perpetual inventories was removed and placed in an ancillary case, The
Windham Company.

Chapter 24 Product Costing: The Process Cost Accounting System. The
FIFO method was shortened in favor of the more popular Average method.
The Unit Cost Analysis Schedule was simplified.
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Chapter 25 Cost Planning and Control Tools. The High-Low method of
separating variable and fixed costs was introduced.

Chapter 26 Budgetary Control: The Planning Function. To simplify the
chapter, the section on nonprofit and public sector information was deleted.
The topic of detailed period budgets was expanded.

Chapter 27 Cost Control Using Standard Costing. The section on cost
control for nonprofit and public sector organizations was deleted. A new
figure was added to illustrate materials variance analysis, and all major
formulas are highlighted in the text.

Chapter 28 Capital Budgeting and Other Management Decisions. The
section covering desired rate of return on investment was deleted, and the
section on income taxes and business decisions was rearranged.

Appendix D The Statement of Cash Flows. Provides complete coverage of
the new FASB proposal.
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