


Financial Accounting

John J. Wild
University of Wisconsin at Madison

INFORMATION FOR DECISIONS

7th
edition

wiL25893_fm_i-xxviii_1.indd Page i  11/20/13  4:44 PM f-494 wiL25893_fm_i-xxviii_1.indd Page i  11/20/13  4:44 PM f-494 /202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles/202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles



FINANCIAL ACCOUNTING: INFORMATION FOR DECISIONS, SEVENTH EDITION
Published by McGraw-Hill Education, 2 Penn Plaza, New York, NY 10121. Copyright © 2015 by McGraw-Hill Education. 
All rights reserved. Printed in the United States of America. Previous editions © 2013, 2011, and 2008. No part of this 
publication may be reproduced or distributed in any form or by any means, or stored in a database or retrieval system, 
without the prior written consent of McGraw-Hill Education, including, but not limited to, in any network or other electronic 
storage or transmission, or broadcast for distance learning.

Some ancillaries, including electronic and print components, may not be available to customers outside the United States.

This book is printed on acid-free paper.

1 2 3 4 5 6 7 8 9 0 DOW/DOW 1 0 9 8 7 6 5 4

ISBN 978-0-07-802589-1
MHID 0-07-802589-3

Senior Vice President, Products & Markets: Kurt L. Strand
Vice President, Content Production 
 & Technology Services: Kimberly Meriwether David
Managing Director: Tim Vertovec
Executive Brand Manager: Steve Schuetz
Executive Director of Development: Ann Torbert
Managing Development Editor: Christina A. Sanders
Director of Digital Content: Patricia Plumb
Digital Development Editor: Julie Hankins
Digital Product Analyst: Xin Lin
Senior Marketing Manager: Kathleen Klehr
Director, Content Production: Terri Schiesl
Content Project Manager: Lori Koetters

To my students and family, especially Kimberly, Jonathan, Stephanie, and Trevor.

Content Project Manager: Brian Nacik
Senior Buyer: Carol A. Bielski
Design: Matthew Baldwin
Cover Images: Apple store: © McGraw-Hill Companies/
  Jill Braaten, photographer. Annie’s: © Bloomberg via 

Getty Images. Groupon: © Bloomberg via Getty 
Images. Bull statue: © Royalty-Free/CORBIS. 

Senior Content Licensing 
 Specialist: Jeremy Cheshareck
Typeface: 10.5/12 Times Roman
Compositor: Aptara®, Inc.
Printer: R. R. Donnelley

 Library of Congress Cataloging-in-Publication Data
Wild, John J.
   Financial accounting : information for decisions / John J. Wild, University of Wisconsin at Madison.

—7th edition.
   pages cm
  Includes index.
  ISBN 978-0-07-802589-1 (alk. paper) — ISBN 0-07-802589-3 (alk. paper)
  1. Accounting.  I. Title.
 HF5635.W695 2015
 657—dc23
   2013042296

All credits appearing on page or at the end of the book are considered to be an extension of the copyright page.

The Internet addresses listed in the text were accurate at the time of publication. The inclusion of a website does not indicate an 
endorsement by the authors or McGraw-Hill Education, and McGraw-Hill Education does not guarantee the accuracy of the 
information presented at these sites.

www.mhhe.com

wiL25893_fm_i-xxviii_1.indd Page ii  11/20/13  9:22 PM f-494 wiL25893_fm_i-xxviii_1.indd Page ii  11/20/13  9:22 PM f-494 /202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles/202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles



  iii

Adapting to Today's Students

Enhancements in technology have changed the spectrum of 

how we live and learn in the world today. Being able to 

download and work with learning tools on smart phones, 

tablets, or laptop computers empowers students to drive their 

own learning by putting increasingly intelligent technology 

into their hands. 

No two students are alike, and whether the goal is to 

become an accountant or a businessperson or simply to be 

an informed consumer of accounting information, Financial 

Accounting (FA) has helped generations of students succeed 

by giving them support in the form of leading-edge 

accounting content that engages students, paired with state-

of-the-art technology that elevates their understanding of key 

accounting principles.

With FA on your side, you’ll be provided with engaging content 

in a motivating style to help students see the relevance of 

accounting. Students are motivated when reading materials 

that are clear and pertinent. FA excels at engaging students. 

Its chapter-opening vignettes showcase dynamic, successful 

companies guaranteed to interest and excite students, and 

highlights the usefulness of accounting to those business 

owners. This edition’s featured companies—Apple, Google, 

and Samsung—captivate students with their products and 

annual reports, which are a pathway for learning financial 

statements. Further, this book’s coverage of the accounting 

cycle fundamentals is widely praised for its clarity and 

effectiveness.

FA also delivers innovative technology to help student 

performance. Connect Accounting provides students 

with instant grading and feedback for assignments that 

are completed online. With our Intelligent Response 

Technology, we have taken our accounting content to the 

next level, delivering assessment material in a more intuitive, 

less restrictive format that adapts to the needs of today’s 

students.

Our content features: 

• general journal interface that looks and feels more like 

that found in practice. 

• auto-calculation feature that allows students to focus on 

concepts rather than rote tasks. 

• smart (auto-fill) drop-down design.

• NEW General Ledger multi-tab format for select questions.

The end result is content that better prepares students for 

the real world. Connect Accounting also includes digitally 

based, interactive adaptive learning tools that provide an 

opportunity to engage students more effectively by offering 

varied instructional methods and more personalized learning 

paths that build on different learning styles, interests, and 

abilities, allowing students to work at their own pace.

McGraw-Hill LearnSmart™ is an intelligent learning system 

that uses a series of adaptive questions to pinpoint each 

student’s knowledge gaps. LearnSmart then provides an 

optimal learning path for each student, so that they spend less 

time in areas they already know and more time in areas they 

don’t. The result is LearnSmart’s adaptive learning path that 

helps students retain more knowledge, learn faster, and study 

more efficiently. 

Our Interactive Presentations teach each chapter’s core 

learning objectives in a rich multimedia format, bringing the 

content to life. Your students will come to class prepared 

when you assign Interactive Presentations. Students can also 

review the Interactive Presentations as they study.

Guided Examples provide students with narrated, animated, 

step-by-step walkthroughs of exercises similar to those 

assigned in Connect. Students appreciate the Guided Examples 

because they can help students learn accounting and 

complete assignments when outside of class.

Connect Plus Accounting integrates a media-rich online 

version of the textbook with Connect Accounting.

Financial Accounting, 7e
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sor of accounting at the University of 
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Dear Colleagues/Friends,

As we roll out the new edition of Financial Accounting, I thank each of you 

who provided suggestions to improve the textbook. As teachers, we know how 

important it is to select the right book for our course. This new edition reflects 

the advice and wisdom of many dedicated reviewers, symposium and workshop 

participants, students, and instructors. This book consistently rates number one 

in customer loyalty because of you. Together, we have created the most read-

able, concise, current, accurate, and innovative accounting book available today.

Throughout the writing process, I steered this book in the manner you directed. 

Reviewers, instructors, and students say this book’s enhanced presentation, 

graphics, and technology cater to different learning styles and helps students 

better understand accounting. Connect Plus Accounting offers new features to 

improve student learning and to assist instructor teaching and grading. You and 

your students will find all these tools easy to apply.

I owe the success of this book to you and other instructors who graciously took 

time to help me focus on the changing demands of today’s students and their 

learning needs. I feel fortunate to have witnessed our profession’s extraordinary 

devotion to teaching. Your feedback and suggestions are reflected in  everything 

I write. Please accept my heartfelt thanks for your dedication in helping today’s 

students learn, understand, and appreciate accounting.

With kindest regards,

 John J. Wild

  v 

wiL25893_fm_i-xxviii_1.indd Page v  11/20/13  4:44 PM f-494 wiL25893_fm_i-xxviii_1.indd Page v  11/20/13  4:44 PM f-494 /202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles/202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles



Leading Technology 
Extends Learning 

vi

MCGRAW-HILL CONNECT ACCOUNTING
Get Connect Accounting. Get Results.
McGraw-Hill Connect Accounting is a digital teaching and 
learning environment that gives students the means to 
 better connect with their coursework, with their instruc-
tors, and with the important concepts that they will need 
to know for success now and in the future. With Connect 
Accounting, instructors can deliver assignments, quizzes, 
and tests easily online. Students can practice important 
skills at their own pace and on their own schedule.

Online Assignments
Connect Accounting helps students learn more efficiently 
by providing feedback and practice material when they 
need it, where they need it. Connect Accounting grades 
homework automatically and gives immediate feedback 
on any questions students may have missed.

Intelligent Response Technology (IRT)
IRT is a redesigned student interface for our end-of-
chapter assessment content. The benefits include improved 
answer acceptance to reduce students’ frustration with for-
matting issues (such as rounding). Also, select questions have 
been redesigned to test students’ knowledge more fully. 
They now include tables for students to work through rather 
than requiring that all calculations be done offline. 

General Ledger Simulation
New general ledger simulation for select questions pro-
vides a much-improved student experience when work-
ing with accounting cycle questions. Students’ work in 
the general journal is automatically posted to the ledger, 
navigation is much simpler, scrolling is no longer an issue, 
and students can easily link back to their original entries 
simply by clicking in the ledger if edits are needed. 
Many questions now have critical thinking components 
added, to maximize students’ foundational knowledge 
of accounting concepts and principles.

“I love how the general journal was set up. It felt like 
what I would be filling out if I had an accounting job.”

 —Student, Chabot Community College
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Learn with Adaptive Tools

  vii

Fueled by LearnSmart—the most widely used and intelligent adaptive learning resource—SmartBook is 
the first and only adaptive reading experience available today.

Distinguishing what a student knows from what they don’t, and honing in on concepts they are most 
likely to forget, SmartBook personalizes content for each student in a continuously adapting reading 
experience. Reading is no longer a passive and linear experience, but an engaging and dynamic one 
where students are more likely to master and retain 
important concepts, coming to class better prepared. 
Valuable reports provide instructors insight as to how 
students are progressing through textbook content, 
and are useful for shaping in-class time or assessment. 
As a result of the adaptive reading experience found 
in SmartBook, students are more likely to retain 
knowledge, stay in class, and get better grades.

This revolutionary technology is available only from 
McGraw-Hill Education and for hundreds of course 
areas as part of the LearnSmart Advantage series.

How Does SmartBook Work?
Each SmartBook contains four components: Preview, Read, Practice, and Recharge. Starting with an initial 
preview of each chapter and key learning objectives, students read the material and are guided to topics 
that need the most practice based on their responses to a continuously adapting diagnostic. Read and 
practice continue until SmartBook directs students to recharge important material they are most likely to 
forget to ensure concept mastery and retention.
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Interactive Presentations Connect 
Accounting's Interactive Presentations 
teach each chapter's core learning objec-
tives and concepts through an 
engaging, hands-on presentation, 
bringing the text content to life. 
Interactive Presentations harness 
the full power of technology to truly 
engage and appeal to all learning 
styles. Interactive Presentations are 
ideal in all class formats—online, 
face-to-face, or hybrid.

LearnSmart is one of the most effective 
and successful adaptive learning resources 
available on the market today. More than 
2 million students have answered more than 
1.3 billion questions in LearnSmart since 
2009, making it the most widely used and 
intelligent adaptive study tool that’s proven 
to strengthen memory recall, keep students 
in class, and boost grades. Students using 
LearnSmart are 13% more likely to pass their 
classes and 35% less likely to drop out.

Distinguishing what students know from 
what they don’t, and honing in on concepts 
they are most likely to forget, LearnSmart 
continuously adapts to each student’s needs 
by building an individual learning path so 
they study smarter and retain more knowl-
edge. Turnkey reports provide valuable 
insight to instructors, so precious class time 
can be spent on higher-level concepts and 
discussion.

This revolutionary learning resource is avail-
able only from McGraw-Hill Education, and 
because LearnSmart is available for most 
course areas, instructors can recommend it 
to students in almost every class they teach.

Student Resource Library The Connect 
Accounting Student Study Center gives access to 
additional resources such as recorded lectures, 
online practice materials, an eBook, and more.

Adapting to the Needs of 

viii
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Guided Examples Guided Examples 
provide narrated, animated, and step-
by-step walkthroughs of select exercis-
es similar to those assigned in Connect 
Accounting, allowing the student to iden-
tify, review, or reinforce the concepts and 
activities covered in class. Guided Examples 
provide immediate feedback and focus on 
the areas where students need the most 
help.

Today's Students!

  ix

Need-to-Know Videos Provide 
narrated, animated, step-by-step 
walkthroughs of the Need-to-Know 
learning activities presented for key 
concepts in each chapter. These tuto-
rial presentations are directed to maxi-
mize student learning and retention of 
key chapter concepts, procedures, and 
analyses. Presentations are teacher-
structured and student-focused, and 
are especially beneficial for students 
outside of the regular classroom.
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Adapting to the Needs of

MCGRAW-HILL CONNECT ACCOUNTING FEATURES
Connect Accounting offers a number of powerful tools and features to make managing assignments easier, so fac-
ulty can spend more time teaching.

Simple Assignment Management and 
Smart Grading
With Connect Accounting, creating assignments is 
easier than ever, so instructors can spend more time 
teaching and less time managing.

•  Create and deliver assignments easily with select-
able end-of-chapter questions and Test Bank items.

•  Go paperless with the eBook and online submis-
sion and grading of student assignments.

•  Have assignments scored automatically, giving stu-
dents immediate feedback on their work and side-
by-side comparisons with correct answers.

•  Access and review each response; manually change 
grades or leave comments for students to review.

•  Reinforce classroom concepts with practice tests and 
instant quizzes.

Student Reporting
Connect Accounting keeps instructors informed about 
how each student, section, and class is performing, 
allowing for more productive use of lecture and office 
hours. The progress-tracking function enables you to:

•  View scored work immediately and track individual 
or group performance with assignment and grade 
reports.

•  Access an instant view of student or class perfor-
mance relative to learning objectives.

•  Collect data and generate reports required by many 
accreditation organizations, such as AACSB and 
AICPA.

Instructor Library
The Connect Accounting Instructor Library is a repository for additional resources to improve student engagement 
in and out of class. You can select and use any asset that enhances your lecture. The Connect Accounting Instructor 
Library includes access to the eBook version of the text, videos, slide presentations, Solutions Manual, Instructor’s 
Manual, and Test Bank. The Connect Accounting Instructor Library also allows you to upload your own files.

“Connect certainly offers so much for the students and at the same time helps the 
professors. The professors can offer more learning opportunities to the students 
without intensive time investment.”

—Constance Hylton, George Mason University

x
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Today's Instructors

MCGRAW-HILL CONNECT 
PLUS ACCOUNTING

McGraw-Hill reinvents 
the textbook learning 
experience for the 

modern student with Connect Plus Accounting. 
A seamless integration of an eBook and Connect 
Accounting, Connect Plus Accounting provides 
all of the Connect Accounting features plus the 
following:

• An integrated, media-rich eBook, allowing 
for anytime, anywhere access to the 
textbook.

• Media-rich capabilities like  embedded 
audio/visual  presentations, highlighting, 
and sharing notes.

• Dynamic links between the problems or 
questions you assign to your students and 
the location in the eBook where that con-
cept is covered.

• A powerful search function to pinpoint key 
concepts for review.

In short, Connect Plus Accounting offers students 
powerful tools and features that optimize their 
time and energy, enabling them to focus on 
learning.

For more information about Connect Plus Accounting, go to www.mcgrawhillconnect.com, or 
contact your local McGraw-Hill sales representative.

Tegrity Campus: Lectures 24/7
Tegrity Campus is a service that makes class time available 24/7 by auto-
matically capturing every lecture. With a simple one-click start-and-stop 
process, you capture all computer screens and corresponding audio in a 

format that is easily searchable, frame by frame. Students can replay any part of any class with 
easy-to-use browser-based viewing on a PC, Mac, iPod, or other mobile device.

To learn more about Tegrity, watch a two-minute Flash demo at http://tegritycampus.mhhe.com.

McGraw-Hill Customer Experience Group Contact Information

At McGraw-Hill, we understand that getting the most from new technology can be challenging. That’s why

our services don’t stop after you purchase our products. You can e-mail our Product Specialists 24 hours a day

to get product training online. Or you can search our knowledge bank of Frequently Asked Questions on

our support Website. For Customer Support, call 800-331-5094 or visit www.mhhe.com/support. One of our

Technical Support Analysts will be able to assist you in a timely fashion.

xi
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We offer an Online Learning Center (OLC) that follows Financial Accounting chapter by chap-
ter. It doesn’t require any building or maintenance on your part. It’s ready to go the moment 
you and your students type in the URL:
www.mhhe.com/wildFA7e

As students study and learn from Financial Accounting, they can visit the Student Edi-
tion of the OLC Website to work with a multitude of helpful tools: 

A secured Instructor Edition stores essential course materials to save you prep time 
before class. Everything you need to run a lively classroom and an efficient course is 
included. All resources available to students, plus . . .

•  Instructor’s Resource Manual
•  Solutions Manual
• Test Bank

The OLC Website also serves as a doorway to other technology solutions, like course 
management systems.

• Generic Template Working Papers
•  Chapter Learning Objectives
•  Interactive Chapter Quizzes

•  PowerPoint® Presentations
•  Quick Check Exercises

Online Learning
Center (OLC)

McGraw-Hill CampusTM

McGraw-Hill Campus™ is a new one-stop teaching and learning experience available 
to users of any learning management system. This complimentary integration allows 
faculty and students to enjoy single sign-on (SSO) access to all McGraw-Hill Higher 
Education materials and synchronized grade-book with our award-winning McGraw-Hill 
Connect platform. McGraw-Hill Campus provides faculty with instant access to all 
McGraw-Hill Higher Education teaching materials (eTextbooks, test banks, PowerPoint 
slides, animations and learning objects, and so on), allowing them to browse, search, 
and use any instructor ancillary content in our vast library at no additional cost to 
instructor or students. Students enjoy SSO access to a variety of free and subscription-
based products (McGraw-Hill Connect). With this integration enabled, faculty and 
students will never need to create another account to access McGraw-Hill products 
and services. For more information on McGraw-Hill Campus please visit our website at 
www.mhcampus.com.

McGraw-Hill Higher Education and Blackboard have 
teamed up. What does this mean for you?

1. Single sign-on. Now you and your students can access McGraw-Hill's
Connect™ and Create™ right from within your Blackboard course —all with one
single sign-on. 

2. Deep integration of content and tools. You get single sign-on
with Connect and Create, you also get integration of McGraw-Hill content
and content engines right in Blackboard. Whether you're choosing a book
for your course or building Connect assignments, all the tools you need are
right where you want them—inside Blackboard.

3. One grade book. Keeping several grade books and manually synchronizing grades 
in Blackboard is no longer necessary. When a student completes an integrated Connect 
assignment, the grade for that assignment automatically (and instantly) feeds your 
Blackboard grade center.

4. A solution for everyone. Whether your institution is already using Blackboard
or you just want to try Blackboard on your own, we have a solution for you.
McGraw-Hill and Blackboard can now offer you easy access to industry-leading
technology and content, whether your campus hosts it, or we do. Be sure to
ask your local McGraw-Hill representative for details.

Online Course 
Management
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CourseSmart
CourseSmart is a new way to find and buy eTextbooks. CourseSmart has the
largest selection of eTextbooks available anywhere, offering thousands of
the most commonly adopted textbooks from a wide variety of higher educa-
tion publishers. CourseSmart eTextbooks are available in one standard online
reader with full text search, notes, highlighting, and email tools for sharing 
between classmates. Visit www.CourseSmart.com for more information on 
ordering.

Online Learning 
Center Instructor’s 
Library
•  Instructor’s Resource Manual

Written by April Mohr, Jefferson 
Community and Technical 
College, SW.

 This manual contains (for each chap-
ter) a Lecture Outline, a chart linking 
all assignment materials to Learning 

Objectives, and additional visuals with 
transparency masters.

•  Solutions Manual

  Written by John J. Wild, and 
Anita Kroll, University of 
Wisconsin–Madison.

•   Test Bank

  Revised by Jeannie Folk, 
College of DuPage.

•  PowerPoint® Presentations 
Prepared by Anna Boulware, 
St. Charles Community College.

Presentations allow for revision of 
lecture slides, and includes a viewer, 
allowing screens to be shown with or 
without the software.

Instructor Supplements

Working Papers
Available through Create. Contact your 
publisher representative for details.

Written by John J. Wild.

Connect Accounting with 
LearnSmart One Semester 
Access Code Card
ISBN13: 9780077847869
ISBN10: 0077847865

Connect Plus Accounting 
with LearnSmart One 
Semester Access Code Card
ISBN13: 9780077844028
ISBN10: 0077844025

Student Supplements
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Using Accounting for Decisions
Whether we prepare, analyze, or apply accounting informa tion, one skill remains essential: decision-making. To help develop 
good decision-making habits and to illustrate the relevance of accounting, our book uses a unique pedagogical framework 
we call the Decision Center. This framework is comprised of a variety of approaches and subject areas, giving students insight 
into every aspect of business decision-making. Answers to Decision Maker and Ethics boxes are at the end of each chapter.

Topic Flowchart
New! A Topic Flowchart is added to provide a handy textual/
visual guide at the very start of each chapter to enhance 
student learning. Students can now begin their reading with 
a clear understanding of what they will learn and when, al-
lowing them to stay more focused and organized along the 
way. The new Flowchart also integrates Learning Objectives 
tied to the CAP Model of learning, which shows the sequenc-
ing of learning objectives.

CAP Model
The Conceptual/Analytical/Procedural (CAP) Model allows 
courses to be specially designed to meet your teaching needs 
or those of a diverse faculty. This model identifies learning 
objectives, textual materials, assignments, and test items by C, 
A, or P, allowing different instructors to teach from the same 
materials, yet easily customize their courses toward a conceptual, analytical, or procedural approach (or a combination thereof) 
based on personal preferences.

Innovative Textbook Features

xiv

Decision AnalysisDebt Ratio

A2 Compute the debt ratio 
and describe its use in 
analyzing financial 
condition.

An important business objective is gathering information to help assess a company’s risk of failing to pay 
its debts. Companies finance their assets with either liabilities or equity. A company that finances a rela-
tively large portion of its assets with liabilities is said to have a high degree of financial leverage. Higher 
financial leverage involves greater risk because liabilities must be repaid and often require regular interest 
payments (equity financing does not). The risk that a company might not be able to meet such required 
payments is higher if it has more liabilities (is more highly leveraged). One way to assess the risk associ-
ated with a company’s use of liabilities is to compute the debt ratio as in Exhibit 2.17.

Debt ratio 5
Total liabilities

Total assets

EXHIBIT 2.17
Debt Ratio
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TRIAL BALANCE AND THE 
FINANCIAL STATEMENTS

P2 Trial balance  preparation & use

P3 Financial statement preparation

 Reading an annual report

A2 Analysis of financing sources

ANALYZING AND 
RECORDING PROCESS

  Using financial statements

C1  Source documents

C2  The account and its  analysis

  Types of accounts

  Unclassified vs Classified

ANALYZING AND PROCESSING 
TRANSACTIONS

C3 General ledger

C4 Double-entry accounting

P1 Journalizing and posting

A1 Processing transactions—An 
illustration
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C1 Explain the steps in processing 
transactions and the role of 
source documents. (p. 56)

C2 Describe an account and its 
use in recording transactions. 
(p. 57)

C3 Describe a ledger and a chart of 
accounts. (p. 60)

C4 Define debits and credits and 
explain double-entry 
accounting. (p. 61)

P1 Record transactions in a journal 
and post entries to a ledger.
(p. 63)

A1 Analyze the impact of 
transactions on accounts and 
financial statements. (p. 65)

P2 Prepare and explain the use of 
a trial balance. (p. 71)

P3 Prepare financial statements 
from business transactions.
(p. 73)

A2 Compute the debt ratio and 
describe its use in analyzing 
financial condition. (p. 77)

Learning Objectives
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Revenue Spread The New York Giants have Unearned Revenues of 
over $100 million in advance ticket sales. When the team plays its home 
games, it settles this liability to its ticket holders and then transfers the 
amount earned to Ticket Revenues. ■

Decision Insight

wiL25893_ch02_052-099.indd Page 59  25/10/13  3:01 PM f-500 /202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles

Payables Manager As a new accounts payable manager, you are being trained by the outgoing man-
ager. She  explains that the system prepares checks for amounts net of favorable cash discounts, and the 
checks are dated the last day of the discount period. She also tells you that checks are not mailed until five 
days later, adding that “the company gets free use of cash for an extra five days, and our department looks 
better. When a supplier complains, we blame the computer system and the mailroom.” Do you continue this 
 payment policy? ■ [Answer—p. 171]

Decision Ethics
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Investor A small publishing company signs an aspiring Olympic gymnast to write a book. The company pays 
the gymnast $500,000 to sign plus future book  royalties. A note to the company’s financial statements says that 
 “prepaid  expenses include $500,000 in author signing fees to be matched against future expected sales.” Is this 
accounting for the signing bonus  acceptable? How does it affect your analysis? ■ [Answer—p. 138]

Decision Maker
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Decision Insight Decision Insight boxes include interesting 
happenings from the world of business that relate to accounting.

Decision Maker Decision Maker boxes are active learning 
opportunities for students to take on the persona of a profes-
sional who uses accounting information to help resolve practi-
cal questions of importance.

Decision Ethics Decision Ethics boxes are active learning op-
portunities for students to take the perspective of a professional 
who uses accounting information to help resolve a practical situ-
ation that involves issues of ethics.

Decision Analysis Decision Analysis is a separate section at 
the end of each chapter that introduces important analysis tools/
ratios to provide insight into the f nancial performance or condi-
tion of a major corporation.
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Global View
This section explains international accounting practices relating to the ma-
terial covered in that chapter. This section is purposefully located at the 
end of each chapter so that each instructor can decide what emphasis, if 
at all, is to be assigned to it. The aim of this Global View section is to de-
scribe accounting practices and to identify the similarities and differences 
in international accounting practices versus that in the United States. As we 
move toward global convergence in accounting practices, and as we witness 
the evolution of U.S. GAAP and IFRS, the importance of student familiarity 
with international accounting grows. This innovative section helps us begin 
down that path of learning and teaching global accounting practices.

We explained that accounting under U.S. GAAP is similar, but not identical, to that 
tion discusses differences in adjusting accounts, preparing financial statements, and
liabilities on a balance sheet.

Adjusting Accounts Both U.S. GAAP and IFRS include broad and similar
ing accounts. Although some variations exist in revenue and expense recognition
all of the adjustments in this chapter are accounted for identically under the two sy
ters we describe how certain assets and liabilities can result in different adjuste
value measurements.

Preparing Financial Statements Both U.S. GAAP and IFRS prepare the 
cial statements following the same process discussed in this chapter. Chapter 2 exp
GAAP and IFRS require current items to be separated from noncurrent items on the
ing a classified balance sheet). U.S. GAAP balance sheets report current items first. 
most liquid to least liquid, where liquid refers to the ease of converting an asset t
listed from nearest to maturity to furthest from maturity, maturity refers to the near
liability. IFRS balance sheets normally present noncurrent items first (and equity b
this is not a requirement. Other differences with financial statements exist, whic
chapters. Piaggio, which manufactures two-, three-, and four-wheel vehicles and is E
ufacturer of motorcycles and scooters, provides the following example of IFRS re
liabilities, and equity within the balance sheet.

GLOBAL VIEW

PIAGGIO
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Bring Accounting To Life

xv

Fraud Boxes
Stewardship is a crucial part of modern 
business and accounting. Fraud is a gross 
violation of stewardship. Each chapter in-
troduces one or more new features devot-
ed to accounting’s role in fraud detection 
and prevention. These features describe, 
or relate to, provocative real-life scenarios 
of people who pursued fraudulent ac-
counting activities for personal gain.

Fraud

They Fought the Law Our economic and social wel-
fare depends on reliable accounting. Some individuals for-

got that and are now  paying their dues. They include Raj Rajaratnam 
(in photo), an investor, convicted of trading stocks using inside informa-
tion; Bernard Madoff of Madoff  Investment Securities, convicted of 
falsifying securities records;  Bernard Ebbers of WorldCom, convicted 
of an $11 billion accounting scandal; Andrew Fastow of Enron, guilty of 
hiding debt and inflating income; and Ramalinga Raju of Satyam 

Computers, accused of overstating assets by $1.5 billion.
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NEW Need-to-Know
This new feature asks the key questions 
that students “need-to-know” to sucess-
fully navigate the chapter, and provides 
solutions to allow students to practice. 

The Need-to-Know questions are supple-
mented with a narrated, animated, step-
by-step walkthrough video available via 
Connect Student Resources for additional 
reinforcement.

Use the accounting equation to compute the missing financial statement amounts.

Solution

a. $120 b. $400

Use the expanded accounting equation to compute the missing financial statement amounts.

NEED-TO-KNOW 1.3

A1

Solution

a. $60 b. $10

Company Assets Liabilities Equity

BOSE $150 $ 30 $__(a)__

VOGUE $__(b)__ $100 $300

Company Assets Liabilities Common Stock Dividends Revenues Expenses

Nikon $200 $ 80 $100 $0 __(a)__ $40

YouTube $400 $160 $220 __(b)__ $120 $90

Do More: QS 1-7, QS 1-8, E 1-8, E 1-9
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Marginal Student 
Annotations
These annotations provide students with 
additional hints, tips, and examples to help 
them more fully understand the concepts 
and retain what they have learned. The 
annotations also include notes on global 
implications of accounting and further 
 examples.

 acquires. Buyers often keep defective but s
acceptable allowance. When a buyer returns
issues a debit memorandum to inform the s
in the buyer’s records. 

Purchase Allowances To illustrate p
Z-Mart (buyer) issues a $300 debit memoran
chandise. Z-Mart’s November 15 entry to u
the purchase allowance is

Point: The sender (maker) of a debit 
memorandum will debit the account 
payable of the memo’s receiver. The 
memo’s receiver will credit the sender’s 
account receivable.
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xvi

Comprehensive Need-to-Know Problems 
are located at the end of each chapter and present both 
a problem and a complete solution, allowing students 
to review the entire problem-solving process.

Chapter Summaries provide students with a review organized by learning 
objectives. Chapter Summaries are a component of the CAP model (see page xiv), 
which recaps each conceptual, analytical, and procedural objective.

Key Terms are bolded in the text and repeated 
at the end of the chapter with page numbers indi-
cating their location. The book also includes a com-
plete Glossary of Key Terms. 

Quick Study assignments are 
short exercises that often focus 
on one learning objective. Most 
are included in Connect Account-
ing. There are usually 8-10 Quick 
Study assignments per chapter.

Problem Sets A & B are proven problems that can be 
assigned as homework or for in-class projects. All problems 
are coded according to the CAP model (see page xiv), and 
Set A is included in Connect Accounting.

Exercises are one of this book’s many strengths and a 
competitive advantage. There are about 10-15 per chapter 
and are included in Connect Accounting. The Exercises cover 
all learning objectives and all key topics in each chapter.

Multiple Choice Quiz questions 
quickly test chapter knowledge before 
a student moves on to complete Quick 
Studies, Exercises, and Problems.

Once a student has finished reading the chapter, how well he or 
she retains the material can depend greatly on the questions, exer-
cises, and problems that reinforce it. This book leads the way in 
comprehensive, accurate assignments.

Outstanding Assignment Material

The following information relates to Fanning’s Electronics on December 31, 2013. The compa
uses the calendar year as its annual reporting period, initially records prepaid and unearned item
ance sheet accounts (assets and liabilities, respectively).

 a.  The company’s weekly payroll is $8,750, paid each Friday for a five-day workweek. Assume D
31, 2013, falls on a Monday, but the employees will not be paid their wages until Friday, Januar

 b.  Eighteen months earlier, on July 1, 2012, the company purchased equipment that cost $20,00
ful life is predicted to be five years, at which time the equipment is expected to be worthless 
vage value).

 c.  On October 1, 2013, the company agreed to work on a new housing development. The compa
$120,000 on October 1 in advance of future installation of similar alarm systems in 24 ne
That amount was credited to the Unearned Services Revenue account. Between Octob
December 31, work on 20 homes was completed.

 d.  On September 1, 2013, the company purchased a 12-month insurance policy for $1,800. Th
tion was recorded with an $1,800 debit to Prepaid Insurance.

e On December 29 2013 the compan completed a $7 000 ser ice that has not been billed a

NEED-TO-KNOW 1

COMPREHENSIVE...
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eet accounts (assets and liabilities, respectively).

company’s weekly payroll is $8,750, paid each Friday for a five-day workweek. Assume 
2013, falls on a Monday, but the employees will not be paid their wages until Friday, Januar
hteen months earlier, on July 1, 2012, the company purchased equipment that cost $20,00
ife is predicted to be five years, at which time the equipment is expected to be worthless
value).

October 1, 2013, the company agreed to work on a new housing development. The compa
0,000 on October 1 in advance of future installation of similar alarm systems in 24 ne
t amount was credited to the Unearned Services Revenue account. Between Octob
ember 31, work on 20 homes was completed.
September 1, 2013, the company purchased a 12-month insurance policy for $1,800. Th
was recorded with an $1,800 debit to Prepaid Insurance.

D b 29 2013 th l t d $7 000 i th t h t b bill d

PLANNING THE SOLUTION
●  Analyze each situation to determine which accounts need to be updated with an adjustment.
●  Calculate the amount of each adjustment and prepare the necessary journal entries.
●  Show the amount of each adjustment in the designated accounts, determine the adjusted balance, and 

identify the balance sheet classification of the account
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(a) Dec. 31 Wages Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  1,750
     Wages Payable  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   1,750
    To accrue wages for the last day of the year 

($8,750 3 1y5).
(b) Dec. 31 Depreciation Expense — Equipment  . . . . . . . . . . . . . . . .  4,000
     Accumulated Depreciation — Equipment  . . . . . . . .   4,000
    To record depreciation expense for the year

($20,000y5 years 5 $4,000 per year).
(c) Dec. 31 Unearned Services Revenue  . . . . . . . . . . . . . . . . . . . . . .  100,000
     Services Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . .   100,000
    To recognize services revenue earned 

($120,000 3 20y24).
(d ) Dec. 31 Insurance Expense  . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  600
     Prepaid Insurance  . . . . . . . . . . . . . . . . . . . . . . . . . .   600
    To adjust for expired portion of insurance 

($1,800 3 4y12).
(e) Dec. 31 Accounts Receivable  . . . . . . . . . . . . . . . . . . . . . . . . . . . .  7,000
     Services Revenue . . . . . . . . . . . . . . . . . . . . . . . . . . .   7,000
   To record services revenue earned.

SOLUTION TO COMPREHENSIVE NEED-TO-KNOW  1
 1. Adjusting journal entries.
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KK
a
c
p

Accounting cycle (p. 122)

Accounting periods (p. 102)

Accrual basis accounting (p. 102)

Accrued expenses (p. 111)

Accrued revenues (p. 113)

Adjusted trial balance (p. 116)

Adjusting entry (p. 104)

Current liabilities (p. 125)

Current ratio (p. 128)

Depreciation (p. 106)

Expense recognition (or matching) 
principle (p. 103)

Fiscal year (p. 102)

Income Summary (p. 119)

I t ibl t ( 125)

Post-closing trial balance (p. 122)

Prepaid expenses (p. 105)

Profit margin (p. 127)

Pro forma financial statements (p. 134)

Reversing entries (p. 135)

Straight-line depreciation method (p. 10

Temporary accounts (p. 118)

Key Terms
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a

p.

Fi l ( 102)

Additional Quiz Questions are available at the book’s Website.

Multiple Choice Quiz Answers on p. 163 mhhe.com/wildFA7e

 1.  A company forgot to record accrued and unpaid employee 
wages of $350,000 at period-end. This oversight would

   a. Understate net income by $350,000.
   b. Overstate net income by $350,000.
   c. Have no effect on net income.
   d. Overstate assets by $350,000.
  e. Understate assets by $350,000.
 2.  Prior to recording adjusting entries, the Supplies account has a 

$450 debit balance. A physical count of supplies shows $125 of 
d li ill il bl Th i d dj i i

Stockton credited $3,600 to Unearned Consulting Fees. 
adjusting entry on December 31, 2013 (Stockton’s year-e
would include a

   a. Debit to Unearned Consulting Fees for $1,200.
   b. Debit to Unearned Consulting Fees for $2,400.
   c. Credit to Consulting Fees Earned for $2,400.
   d. Debit to Consulting Fees Earned for $1,200.
  e. Credit to Cash for $3,600.
 5.  If a company had $15,000 in net income for the year, and its s

$300 000 f h h i i fi i ?
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y
rding adjusting entries, the Supplies account has a 
alance. A physical count of supplies shows $125 of 

g
  e. Credit to Cash for $3,600.
 5.  If a company had $15,000 in net income for the year, and its s

 a.  On July 1, 2013, Lamis Company paid $1,200 for six months of insurance covera
have been made to the Prepaid Insurance account, and it is now December 31, 201
nal entry to reflect expiration of the insurance as of December 31, 2013.

 b.  Shandi Company has a Supplies account balance of $5,000 on January 1, 2013. D
chased $2,000 of supplies. As of December 31, 2013, a supplies inventory show
available. Prepare the adjusting journal entry to correctly report the balance of th
and the Supplies Expense account as of December 31, 2013.

QUICK STUDY

QS 3-1
Adjusting prepaid expenses

P1

QS 3-2 a. Bargains Company purchases $20 000 of equipment on January 1 2013 The equip
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EXERCISES

Exercise 3-1
Preparing adjusting entries

P1

Prepare adjusting journal entries for the year ended (date of) December 31, 201
situations. Assume that prepaid expenses are initially recorded in asset accounts
lected in advance of work are initially recorded as liabilities.
 a.  Depreciation on the company’s equipment for 2013 is computed to be $18
 b.  The Prepaid Insurance account had a $6,000 debit balance at December 31

the costs of any expired coverage. An analysis of the company’s insurance p
of unexpired insurance coverage remains.

 c.  The Office Supplies account had a $700 debit balance on December 31, 
supplies were purchased during the year. The December 31, 2013, physical
plies available.

 d. Two-thirds of the work related to $15,000 of cash received in advance was
 e.  The Prepaid Insurance account had a $6,800 debit balance at December 31

the costs of any expired coverage. An analysis of insurance policies show
had expired.

 f.  Wage expenses of $3,200 have been incurred but are not paid as of Decem

Check  (c) Dr. Office Supplies 
Expense, $3,882; (e) Dr. Insurance 
Expense, $5,800
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For each of the foll
space beside each e
 A.  To record recei
  B.  To record this p

unearned reven
 C.  To record paym
  D.  To record recei

PROBLEM SET A

Problem 3-1A
Identifying adjusting entries with 
explanations

P1
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a
S

unearned reven
 C.  To record paym
D.  To record recePROBLEM SET B

Problem 3-1B
Identifying adjusting entries 
with explanations

P1

For each of the following
space beside each entry. (
 A. To record payment of 
 B.  To record this period’

expense.
 C.  To record this period’

expense.
D T d i t f

wiL25893_ch03_100-163.indd Page 154  25/10/13  7:29 PM f-500 /202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles

wiL25893_fm_i-xxviii_1.indd Page xvi  11/20/13  4:45 PM f-494 wiL25893_fm_i-xxviii_1.indd Page xvi  11/20/13  4:45 PM f-494 /202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles/202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles



  xvii

New General Ledger Problems—Only 
Available in Connect. Every transaction af-
fects one or more f nancial statements. This General 
Ledger simulation automates many of the steps in 
the accounting cycle, which allows students to see the 
impact each transaction has on the f nancial state-
ments in real-time. Students can easily link back to 
their original entries simply by clicking in the ledger 
if edits are needed. Many questions now have critical 
thinking components added to maximize the student’s 
foundational knowledge of accounting concepts and 
principles.

Helps Students Master Key Concepts
Beyond the Numbers exercises ask students to use
accounting f gures and understand their meaning. Students
also learn how accounting applies to a variety of
business situations. These creative and fun exercises are
all new or updated, and are divided into sections:

•  Reporting in Action
•  Comparative Analysis
•  Ethics Challenge
•  Communicating in 
 Practice

•  Taking It To The Net
•  Teamwork in Action
•  Hitting the Road
•  Entrepreneurial Decision
•  Global Decision 

Beyond the Numbers

BTN 3-1 Refer to Apple’s financial statements in Appendix A to answer the following.
 1. Identify and write down the revenue recognition principle as explained in the chapter.
 2.  Review Apple’s footnotes (in Appendix A or from its 10-K on its Website) to discover how it applies 

the revenue recognition principle and when it recognizes revenue. Report what you discover.
 3.  What is Apple’s profit margin for fiscal years ended September 29, 2012 and September 24, 2011.
 4.  For the fiscal year ended September 29, 2012, what amount is credited to Income Summary to 

 summarize its revenues earned?
 5.  For the fiscal year ended September 29, 2012, what amount is debited to Income Summary to 

 summarize its expenses incurred?
 6.  For the fiscal year ended September 29, 2012, what is the balance of its Income Summary account 

 before it is closed?

REPORTING IN 
ACTION
C1  C2  A1  A2  P4

APPLE
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Serial Problem uses a continuous running case study to 
illustrate chapter concepts in a familiar context. The Serial 
Problem can be followed continuously from the f rst chapter 
or picked up at any later point in the book; enough informa-
tion is provided to ensure students can get right to work.

No.  Account Title  Dr. Cr.

210 Wages payable . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   $  500

236 Unearned computer services revenue . . . . . . . . . . .    1,500

307 Common stock  . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   83,000

318 Retained earnings . . . . . . . . . . . . . . . . . . . . . . . . . . . .   7,148

319 Dividends . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  $0 

403 Computer services revenue . . . . . . . . . . . . . . . . . . .   0

413 Sales . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .   0

No.  Account Title  Dr. Cr.

101 Cash . . . . . . . . . . . . . . . . . . . . . . . . . .  $58,160

106.1 Alex’s Engineering Co. . . . . . . . . . . . .  0

106.2 Wildcat Services   . . . . . . . . . . . . . . . .  0

106.3 Easy Leasing  . . . . . . . . . . . . . . . . . . . .  0

106.4 IFM Co. . . . . . . . . . . . . . . . . . . . . . . . .  3,000

106.5 Liu Corp.  . . . . . . . . . . . . . . . . . . . . . .  0

106.6 Gomez Co. . . . . . . . . . . . . . . . . . . . . .  2,668

(This serial problem began in Chapter 1 and continues through most of the book. If previous chapter 
 segments were not completed, the serial problem can begin at this point. It is helpful, but not necessary, to 
use the Working Papers that accompany the book.)

SP 4 Adria Lopez created Success Systems on October 1, 2013. The company has been successful, and 
its list of customers has grown. To accommodate the growth, the accounting system is modified to set up 
separate accounts for each customer. The following chart of accounts includes the account number used 
for each account and any balance as of December 31, 2013. Adria Lopez decided to add a fourth digit with 
a decimal point to the 106 account number that had been used for the single Accounts Receivable account. 
This change allows the company to continue using the existing chart of accounts.

SERIAL PROBLEM
Success Systems

P1  P2  P3  P4
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Accounting professionals utilize many technology tools to aid them in their everyday tasks and 
decision making. The General Ledger tool in Connect automates several of the procedural 
steps in the accounting cycle so that the accounting professional can focus on the impacts of 
each transaction on the full set of financial statements. Chapter 2 is the first chapter to employ 
this tool in helping students see the advantages of technology and, in particular, the power of 
the General Ledger tool in accounting practice,  including financial analysis.

GL 2-1 Using transactions from the FastForward illustration in this chapter, prepare journal 
entries for each transaction and identify the financial statement impact of each entry. The finan-
cial statements are automatically generated based on the journal entries recorded.

GL 2-2 Use the transactions in Problem 2-2A to record journal entries, create financial state-
ments, and assess the impact of each transaction on financial statements.

GL 2-3 Use the transactions in Problem 2-6A to record journal entries, create financial state-
ments, and assess the impact of each transaction on financial statements.

GL 2-4 Use the transactions in SP 2, the Serial Problem, to record journal entries, create 
 financial statements, and assess the impact of each transaction on financial statements.

GENERAL LEDGER 
PROBLEM

Available in Connect Only

GL
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•  Quick Studies, Exercises, and 
Problems available in Connect 
are marked with an icon.

•  Assignments that focus on global 
accounting practices and companies 
are often identified with an icon. 

•  The QC icon in the margin indicates 
that Quick Check questions with 
solutions are available via the text 
Website for additional practice.

accounting QC1

The End of the Chapter Is Only the Beginning. Our valuable and proven assignments aren’t just conf ned 
to the book. From problems that require technological solutions to materials found exclusively online, this book’s end-of-
chapter material is fully integrated with its technology package.
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xviii

Enhancements in This Edition

Chapter 1
Apple NEW opener with new 
entrepreneurial assignment 
Streamlined and reorganized discussion 
of the users of accounting information
New discussion on the joint role of the 
FASB and IASB in standard setting
Revised layout for accounting principles 
and assumptions
Updated accounting salary information
Added titles to revenue and expense 
entries in columnar layout of transaction 
analysis
Streamlined section on Dodd-Frank act
New survey data from executives on the 
impact of fraud

Chapter 2
LinkedIn NEW opener with new 
entrepreneurial assignment 
Reorganized discussion and presentation 
of assets, liabilities, and equity accounts
Enhanced 4-step process of journalizing 
and posting transactions
New Section on Using Financial 
Statements, including ratio analysis
New coverage of classified and 
unclassifed balance sheets
Revised global view and new Samsung’s 
(abbreviated) balance sheet
Updated debt ratio discussion using 
recent Skechers’s information

Chapter 3
Facebook NEW opener with new 
entrepreneurial assignment 
Updated innovative 3-step process for 
adjusting accounts
New example of unearned revenues 
using USA Today
Updated IFRS and FASB revenue 
recognition convergence

Added new Quick Studies to directly 
apply the three-step adjustment process

Chapter 4
Buffalo Wild Wings NEW opener with 
new entrepreneurial assignment 
Enhanced exhibit on transportation 
costs and FOB terms, with inclusion of 
entries
Highlight two-step explanation of 
recording merchandise sales
New discussion of online ordering, 
tracking numbers, RFID, and FOB
Revised visual display of a sales invoice
Revised discussion of merchandising 
purchases and sales
New Volkswagen example of IFRS 
income statement

Chapter 5
Boston Beer Company NEW opener 
with new entrepreneurial assignment 
New focus on periodic valuation 
(perpetual in appendix)
New exhibits visually show cost flows for 
each method
New explanatory boxes added to selected 
exhibits as learning aids
Expanded assignments covering periodic 
and perpetual inventory measurement

Chapter 6
Google NEW opener with new 
entrepreneurial assignment 
Expanded presentation of ‘Hacker’s 
Guide’
New discussion of the lock box and its 
purpose
New data on sources of fraud complaints
New evidence on methods to override 
controls
New visual on document to bond 
(insure) an employee

New example of MLB controls, and lack 
thereof

Chapter 7
Under Armour NEW opener with new 
entrepreneurial assignment 
New discussion of mobile payment 
systems using mini-card-readers and 
iPads
New illustration comparing bad debts 
recognition under the allowance method 
versus the direct write-off method
Revised exhibit on aging of accounts 
receivable, including all detailed 
accounts
New illustration on why the banker’s 
rule is commonly applied

Chapter 8
Nathan’s Famous NEW opener with 
new entrepreneurial assignment 
New learning boxes added to selected 
exhibits identifying salvage value
New explanation on how asset purchases 
occurring on different days of the month 
are commonly processed
New example of extraordinary repairs 
applied to the stealth bomber
New notes added to emphasize that 
depreciation is cost allocation, and not 
valuation
New explanation on how drugmakers 
fight patent expirations
New information on the Mickey Mouse 
Protection Act for intangibles
New goodwill example using Google’s 
purchase of YouTube

Chapter 9
Annie’s, Inc. NEW opener with new 
entrepreneurial assignment 
Revised unearned revenues example 
based on Rihanna ticket sales

This edition’s revisions are driven by instructors and students. General revisions to the entire book follow (including chapter-by-chapter revisions):

• Revised and updated assignments throughout

• Updated ratio/tool analysis and data for each chapter 

• New and revised entrepreneurial examples and elements

• Revised serial problem through nearly all chapters

• New Need-to-Know examples added to each chapter

• New Apple annual report with comparisons to competitors, including 
Google and Samsung (IFRS), with new assignments

• Updated graphics added to each chapter’s analysis section

• New technology content integrated and referenced in the book

• Updated Global View section in each chapter

• New innovative assignments sprinkled throughout the book

• New General Ledger questions added to most chapters
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  xix

For Better Learning and Retention

Added explanation on the role of 
sellers as tax collection ‘agents’ for the 
government 
New information on franchise costs and 
how they are accounted for
Added select formulas to enhance the 
exhibit on payroll deductions
Updated payroll rates to 2013 with 
discussion on likely adjustments for 2014
Added discussion on maximum 
withholding allowances claimed
New discussion on IRS actions against 
companies that fail to pay employment 
taxes
New evidence on payroll fraud, its 
median loss, and time taken to uncover 
such frauds

Chapter 10
Zynga NEW opener with new 
entrepreneurial assignment 
New explanation on why debt (credit) 
financing is less costly than equity 
financing
New margin graphics (four) illustrating 
how a debt’s carrying value is 
periodically adjusted until it equals 
maturity value at the end of its life
New margin boxes on calculator 
functions to compute the price of bonds
New explanation of what is investment 
grade debt
New discussion on the role of 
unreported liabilities and the financial 
crisis
Reference to changes in lease accounting
New discussion of collateral and its role 
in debt financing
New separate appendix learning 
objectives on amortizing a discount or a 
premium using effective interest

Chapter 11
Groupon NEW opener with new 
entrepreneurial assignment 
Revised presentation of corporate form
New discussion of Facebook’s IPO and 
the role of accounting information
New reference to corporate governance
New reference to state laws and where 
companies incorporate
New examples using Target for stock 
quotes and Google for stock splits
New discussion of fraudulent information 
dissemination and stock prices
Updated the global view on equity 
accounting

Chapter 12
Salesforce.com NEW opener with new 
entrepreneurial assignment 
Revised graphics to better illustrate 
cash inflows and outflows for operating, 
investing, and financing activities
Revised graphic to better reflect cash 
and cash equivalents
Added discussion on the use of 
T-accounts for reconstructing 
transactions impacting cash
New margin clarification for computing 
free cash flow 
New discussion on the potential for 
IASB and FASB to issue guidance for 
the statement of cash flow that would 
require the direct method… stay tuned

Chapter 13
Morgan Stanley NEW opener with new 
entrepreneurial assignment 
New companies—Apple, Google, and
Samsung—data throughout the chapter, 
exhibits, and illustrations

New boxed discussion on the role of 
financial statement analysis to fight and 
prevent fraud
Enhanced horizontal, vertical, ratio 
analysis using new companies and 
industry data
New analysis of segment data
Streamlined global view section

Appendix C

New discussion of the two optional 
presentations for comprehensive income
Revised discussion of accounting for 
securities
New reference to Greek debt in the 
context of international operations
New Google example of comprehensive 
income

Appendix D
New examples of LLPs and their 
prevalence among professional services
New discussion of the potential for 
multiple drawing accounts in practice
Revised and streamlined three-step 
process to liquidate a partnership

Appendix E 
Expanded discussion and examples of 
hackers and internal controls
New pneumonic tool for system principles
Enhanced exhibit on system components
New discussion on voice recognition 
controls
New discussion on cloud computing, its 
implications to accounting, and its risks
New references to XBRL, Dynamics GP, 
and QuickBooks in accounting
Updated discussion and examples for 
ERP

New! Corporate / Entrepreneurial Flavor
This edition marries three motivating factors. First, we know that student learning increases when students are engaged. 
Second, students tell us that entrepreneurial stories of success motivate them. Third, students say that reports of how 
accounting helps those entrepreneurs motivate them to study accounting. In response, we made several key decisions:
• Each chapter launches with an entrepreneur who uses accounting and has achieved success
• Each entrepreneurial company is publicly traded, meaning that students can access its accounting data
• “Decision” features (see page xiv) introduce business decisions, ethics, ratios, and real world events in accounting
• Real world assignments give students hands-on experience with data from practice
• Other elements, such as excerpts from Apple and Google, combine to create our new corporate/entrepreneurial flavor!
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xx

Assurance of Learning Ready

Many educational institutions today are focused on the notion of assur-
ance of learning, an important element of some accreditation standards. 
Financial Accounting is designed specif cally to support your assurance of 

learning initiatives with a simple, yet powerful solution. Each test bank question for Financial Ac-
counting maps to a specif c chapter learning objective listed in the text. You can use, EZ Test Online 
or Connect Accounting to easily query for learning objectives that directly relate to the learning 
objectives for your course. You can then use the reporting features of EZ Test to aggregate student 
results in similar fashion, making the collection and presentation of assurance of learning data 
simple and easy.

AACSB Statement

The McGraw-Hill Companies is a proud corporate member of 
AACSB International. Understanding the importance and value 
of AACSB accreditation, Financial Accounting recognizes the 
curricula guidelines detailed in the AACSB standards for busi-

ness accreditation by connecting selected questions in the test bank to the six general knowledge and 
skill guidelines in the AACSB standards. The statements contained in Financial Accounting are pro-
vided only as a guide for the users of this textbook. The AACSB leaves content coverage and assess-
ment within the purview of individual schools, the mission of the school, and the faculty. While 
 Financial Accounting and the teaching package make no claim of any specif c AACSB qualif cation or 
evaluation, we have within Financial Accounting  labeled select questions according to the six  general 
knowledge and skills areas.

"This textbook does address many learning styles and at the same 
time allows for many teaching styles ... our faculty have been very 
pleased with the continued revisions and supplements. From working 
papers ... to continually improved homework sites and e-books. 
I’m a ‘Wild’ fan!"
     —Rita Hays, Southwestern Oklahoma State University
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C1 Explain the purpose and 
importance of accounting. (p. 4)

C2 Identify users and uses of, and 
opportunities in, accounting.
(p. 4)

C3 Explain why ethics are crucial 
to accounting. (p. 7)

C4 Explain generally accepted 
accounting principles and 
define and apply several 
accounting principles. (p. 9)

A1 Define and interpret the 
accounting equation and each 
of its components. (p. 15)

P1 Analyze business transactions 
using the accounting equation. 
(p. 16)

P2 Identify and prepare basic 
financial statements and 
explain how they interrelate.
(p. 21)

A2 Compute and interpret return 
on assets. (p. 25)

A3 Appendix 1A—Explain the 
relation between return and 
risk. (p. 29)

C5 Appendix 1B—Identify and 
describe the three major 
activities of organizations. 
(p. 29)

Learning Objectives

1
Introducing 
Financial 
Accounting 

FINANCIAL 
STATEMENTS

P2 Income statement

  Statement of retained 
earnings

 Balance sheet

 Statement of cash flows

A2 Financial analysis

TRANSACTION
ANALYSIS

A1 Accounting equation 
and its components

P1  Transaction
analysis—illustrated

FUNDAMENTALS 
OF ACCOUNTING

C3 Ethics—key concept

C4  Generally accepted 
accounting principles

 International 
standards

 Conceptual framework

IMPORTANCE OF 
ACCOUNTING 

C1 Purpose of accounting

C2  Accounting 
 information users

  Opportunities in 
 accounting

Learning Objectives are classified as conceptual, analytical, or procedural (and 
are listed in the order covered as shown in the Flowchart above)

Chapter Flowchart is organized by key topics and includes key learning objectives
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Wizard of Woz “Wherever smart people work, doors are unlocked . . .”
—STEVE WOZNIAK

A Decision Feature launches each chapter showing the relevance of accounting for a real entrepreneur. An 
Entrepreneurial Decision problem at the end of the assignments returns to this feature with a mini-case.

Apple Inc.
NASDAQ: AAPL

$176,064 mil. assets
73,000 employees

CUPERTINO, CA—“When I designed the 
Apple stuff,” says Steve Wozniak (a.k.a. 
Woz, also known as the Wizard of Woz), 
“I never thought in my life I would have 
enough money to fly to Hawaii or make 
a down-payment on a house.” Today, 
Apple (Apple.com) boasts a value of over 
$400 billion and revenues of over $156 bil-
lion (recent years’ revenues follow). 
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 Woz, along with Steve Jobs, founded 
Apple on April 1, 1976. Immediately, Woz 
and Jobs confronted many accounting is-
sues, including how to finance their new 
company. Their decision was to sell some of 
their prized possessions, such as Woz’s HP 
scientific calculator and Jobs’s Volkswagen 
van, thereby raising $1,300 to launch Apple. 
They quickly spent the funds on electronic 
equipment for Woz to build the first Apple 
computer.

 In setting up their company, the two 
young entrepreneurs had to make a decision 
on what type of entity to form: partnership or 
corporation. They decided on a partnership 
and had Ron Wayne type it. “He sat down at 
a typewriter and typed our partnership 
 contract right out of his head,” recalls Woz. 
“He did an etching of Newton under the 
 apple tree for the cover of our Apple I manual 
[and] he wrote the manual.” Interestingly, the 
original partnership agreement included 
Wayne as a third partner with 10% owner-
ship. However, 10 days later, Wayne had a 
change of heart when he considered the un-
limited liability of a partnership and he pulled 
out, leaving Woz and Jobs holding 50% each. 
Within nine months, Woz and Jobs saw ad-
vantages to the corporate form of business 
organization, and they converted Apple to a 
corporation on January 3, 1977.

 As the new company grew, Woz and 
Steve had to learn some accounting along 
with details of preparing and interpreting 
financial statements. Important questions 
involving transaction analysis and financial 
reporting arose, and the owners took care 
to do things right. “Everything we did,” as-
serts Woz, “we were setting the tone for 
the world.” Still, there were some doubt-
ers, including Woz’s father. “A person like 
him shouldn’t have that much money,” said 
his father after finding $250,000 of 
 uncashed checks lying around in Woz’s 
Porsche.
 Information for business decisions is the 
focus of Apple’s accounting records. Woz 
believes that Apple is integral to the lan-
guage of technology, just as accounting is 
the language of business. In retrospect, 
Woz says, “every dream I have ever had in 
life has come true ten times over.” He adds: 
“in the end, I hope there’s a little note 
somewhere that says I designed a good 
computer.”

Sources: Woz Website, Woz.org, January 2014; 
iWoz: From Computer Geek to Cult Icon, 
W.W.Norton & Co., 2006; Founders at Work, Apress, 
2007; Apple Website, January 2014

Mac
iPod

iPhone

iPad

Other

Revenue Sources
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4 Chapter 1 Introducing Financial Accounting

 EXHIBIT 1.1
Accounting Activities

Select transactions and events Input, measure, and log Prepare, analyze, and interpret

Identifying Recording Communicating

Real company names are 
printed in bold magenta.

Why is accounting so popular on campus? Why are there so many openings for accounting 
jobs? Why is accounting so important to companies? Why do politicians and business  leaders 
focus on accounting regulations? The answer is that we live in an information age, where that 
information, and its reliability, impacts us all.
 Accounting is an information and measurement system that identifies, records, and com-
municates relevant, reliable, and comparable information about an organization’s business 
activities. Identifying business activities requires that we select relevant transactions and 
events. Examples are the sale of iPads by Apple and the receipt of ticket money by 
TicketMaster. Recording business activities requires that we keep a chronological log of 
transactions and events measured in dollars. Communicating business activities requires that 
we prepare accounting reports such as financial statements, which we analyze and interpret. 
(The financial statements and notes of Apple are shown in Appendix A near the end of this 
book. This  appendix also shows the financial statements of Google and Samsung.) Exhibit 1.1 
summarizes accounting activities.

IMPORTANCE OF ACCOUNTING

C1 Explain the purpose and 
importance of accounting.

 Accounting is part of our everyday lives. Our most common contact with  accounting is 
through credit approvals, checking accounts, tax forms, and payroll. These  experiences tend to 
focus on the recordkeeping parts of accounting. Recordkeeping, or bookkeeping, is the record-
ing of transactions and events, either manually or electronically. This is just one part of account-
ing. Accounting also identifies and communicates information on transactions and events, and it 
includes the crucial processes of  analysis and interpretation.
 Technology is a key part of modern business and plays a major role in accounting. 
Technology reduces the time, effort, and cost of recordkeeping while improving clerical accu-
racy. Some small organizations continue to perform various accounting tasks manually, but 
even they are impacted by technology. As technology makes more information available, the 
demand for accounting increases and so too the skills for applying that information. Consulting, 
planning, and other financial services are now closely linked to accounting. These services 
require sorting through data, interpreting their meaning, identifying key factors, and analyzing 
their implications.

Users of Accounting Information
Accounting is called the language of business because all organizations set up an accounting 
information system to communicate data to help people make better decisions. Exhibit 1.2 
shows that accounting serves many users (this is a partial  listing) who can be divided into two 
groups: external users and internal users.

External Information Users External users of accounting information are not directly 
involved in running the organization. They include shareholders (investors), lenders, directors, 
customers, suppliers, regulators, lawyers, brokers, and the press. External users have limited 
access to an organization’s information. Yet their business decisions depend on information that 
is reliable, relevant, and comparable. Financial accounting is the area of accounting aimed at 

Point: Technology is only as useful 
as the accounting data available, and 
 users’ decisions are only as good as 
their  understanding of accounting. 
The best software and recordkeeping 
cannot make up for lack of 
accounting knowledge.

C2 Identify users and uses 
of, and opportunities in, 
accounting.
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 Chapter 1 Introducing Financial Accounting 5

Internal usersExternal users

A
A 000039

 EXHIBIT 1.2
 Users of Accounting Information

Infographics reinforce key concepts 
through visual learning.

serving external users by providing them with general-purpose financial statements. The term 
general-purpose refers to the broad range of purposes for which external users rely on these 
statements. Following is a partial list of external users and some decisions they make with ac-
counting information.

●  Lenders (creditors) loan money or other resources to an organization. Banks, savings and 
loans, co-ops, and mortgage and finance companies are lenders. Lenders look for informa-
tion to help them assess whether an organization is likely to repay its loans with interest.

● Shareholders (investors) are the owners of a corporation. They use accounting reports in de-
ciding whether to buy, hold, or sell stock.

● Directors are typically elected to a board of directors to oversee their interests in an organiza-
tion. Since directors are responsible to shareholders, their information needs are similar.

● External (independent) auditors examine financial statements to verify that they are prepared 
according to generally accepted accounting principles.

● Nonexecutive employees and labor unions use financial statements to judge the fairness of 
wages, assess job prospects, and bargain for better wages.

● Regulators often have legal authority over certain activities of organizations. For example, 
the Internal Revenue Service (IRS) and other tax authorities require organizations to file 
 accounting reports in computing taxes. Other regulators include utility boards that use ac-
counting information to set utility rates and securities regulators that require reports for com-
panies that sell their stock to the public.

● Voters, legislators, and government officials use accounting information to monitor and eval-
uate government receipts and expenses.

● Contributors to nonprofit organizations use accounting information to evaluate the use and 
impact of their donations.

● Suppliers use accounting information to judge the soundness of a customer before making 
sales on credit.

● Customers use financial reports to assess the staying power of potential suppliers.

Internal Information Users Internal users of accounting information are those directly 
involved in managing and operating an organization such as the chief executive officer (CEO), 
chief financial officer (CFO), chief audit executive (CAE), treasurer, and other executive and 
managerial-level employees. They use the information to help improve the efficiency and effec-
tiveness of an organization. Managerial accounting is the area of accounting that serves the 
decision-making needs of internal users. Internal reports are not subject to the same rules as ex-
ternal reports and instead are designed with the special needs of internal users in mind. Following 
is a partial list of internal users and some decisions they make with accounting information.

●  Research and development managers need information about projected costs and revenues of 
any proposed changes in products and services.

● Purchasing managers need to know what, when, and how much to purchase.
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6 Chapter 1 Introducing Financial Accounting

●  Human resource managers need information about em ployees’ payroll, benefits, perfor-
mance, and compensation.

●  Production managers depend on information to monitor costs and  ensure quality.
●  Distribution managers need reports for timely, accurate, and efficient delivery of products 

and services.
●  Marketing managers use reports about sales and costs to target consumers, set prices, and 

monitor consumer needs, tastes, and price concerns. 
●  Service managers require information on the costs and benefits of looking after products and 

services.

Opportunities in Accounting
Accounting information is in all aspects of our lives. When we earn money, pay taxes, in-
vest savings, budget earnings, and plan for the future, we use accounting. Accounting has 
four broad areas of opportunities: financial, managerial, taxation, and accounting-related. 
Exhibit 1.3 lists selected opportunities in each area.

• Preparation
• Analysis
• Auditing
• Regulatory
• Consulting
• Planning
• Criminal 
   investigation

• Preparation
• Planning
• Regulatory
• Investigations
• Consulting
• Enforcement
• Legal services
• Estate plans

• General accounting
• Cost accounting
• Budgeting
• Internal auditing
• Consulting
• Controller
• Treasurer
• Strategy

• Lenders
• Consultants
• Analysts
• Traders
• Directors
• Underwriters
• Planners
• Appraisers

• FBI investigators
• Market researchers
• Systems designers
• Merger services
• Business valuation
• Forensic accounting
• Litigation support
• Entrepreneurs

Opportunities in Accounting

Financial Taxation Accounting-relatedManagerial

 EXHIBIT 1.3
Accounting Opportunities

Exhibit 1.4 shows that the majority of opportu-
nities are in private accounting, which are em-
ployees working for businesses. Public accounting 
offers the next largest number of opportunities, 
which involve services such as auditing and tax 
advice. Still other opportunities exist in govern-
ment and not-for-profit agencies, including busi-
ness regulation and investigation of law violations.

Accounting specialists are highly regarded and 
their professional standing is often denoted by a 

certificate. Certified public accountants (CPAs) must meet education and experience require-
ments, pass an examination, and exhibit ethical character. Many accounting specialists hold 
certificates in addition to or instead of the CPA. Two of the most common are the certificate in 
management accounting (CMA) and the certified internal auditor (CIA). Employers also look 
for specialists with designations such as certified bookkeeper (CB), certified payroll profes-
sional (CPP),  personal financial specialist (PFS), certified fraud examiner (CFE), and certified 
forensic  accountant (CrFA).
 Demand for accounting specialists is strong. Exhibit 1.5 reports average annual salaries for 
several accounting positions. Salary variation depends on location, company size, professional 
designation, experience, and other factors. For example, salaries for chief financial officers 
(CFO) range from under $100,000 to more than $1 million per year. Likewise, salaries for book-
keepers range from under $30,000 to more than $80,000.

 EXHIBIT 1.4
Accounting Jobs by Area

Private
accounting

58%
Public

accounting
23%

Government, 
not-for-profit and

education 19%

Point: The largest accounting firms are 
Deloitte, Ernst & Young, KPMG, and 
PricewaterhouseCoopers.

Point: Census Bureau (2011) reports 
that for workers 25 and over, higher 
 education yields higher average pay:
Advanced degree . . . . . . . . . . $81,568
Bachelor’s degree . . . . . . . . . . 57,326
High school degree  . . . . . . . . 36,876
No high school degree. . . . . . 26,124

Margin notes further enhance 
the textual material.

Point: U.S. Bureau of Labor (June 2011) 
reports higher education is associated 
with a lower unemployment rate:
Bachelor’s degree or more  . . . . 4.4%
High school degree  . . . . . . . . . . 10.0%
No high school degree. . . . . . . . 14.3%
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 Chapter 1 Introducing Financial Accounting 7

Point: For updated salary information:
Abbott-Langer.com

www.AICPA.org

Kforce.com

EXHIBIT 1.5
Accounting Salaries for 
Selected Fields

Field Title (experience) 2011 Salary 2016 Estimate*

Public Accounting Partner . . . . . . . . . . . . . . . . . . . . . . . . . . .  $202,000 $223,000

 Manager (6 – 8 years)  . . . . . . . . . . . . . . . .  97,500 107,500

 Senior (3 – 5 years) . . . . . . . . . . . . . . . . . .  75,000  83,000

 Junior (0 – 2 years)  . . . . . . . . . . . . . . . . . .  57,500  63,500

Private Accounting CFO . . . . . . . . . . . . . . . . . . . . . . . . . . . . .  242,000 267,000

 Controller/Treasurer  . . . . . . . . . . . . . . .  157,500 174,000

 Manager (6 – 8 years)  . . . . . . . . . . . . . . . .  91,500  101,000

 Senior (3 – 5 years) . . . . . . . . . . . . . . . . . .  74,500  82,000

 Junior (0 – 2 years)  . . . . . . . . . . . . . . . . . .  53,000  58,500

Recordkeeping Full-charge bookkeeper  . . . . . . . . . . . . .  59,500  65,500

 Accounts manager . . . . . . . . . . . . . . . . . .  52,000  57,500

 Payroll manager . . . . . . . . . . . . . . . . . . . .  55,500  61,000

 Accounting clerk (0 – 2 years)  . . . . . . . . .  38,500  42,500

* Estimates assume a 2% compounded annual increase over current levels (rounded to nearest $500).

Point: Sarbanes-Oxley Act requires 
each issuer of securities to disclose 
whether it has adopted a code of ethics 
for its senior officers and the contents of 
that code.

Accounting is guided by principles, standards, concepts, and assumptions. This section de-
scribes several of these key fundamentals of accounting.

Ethics—A Key Concept
The goal of accounting is to provide useful information for decisions. For information to be use-
ful, it must be trusted. This demands ethics in accounting. Ethics are beliefs that distinguish 
right from wrong. They are accepted standards of good and bad behavior.
 Identifying the ethical path is sometimes difficult. The preferred path is a course of action 
that avoids casting doubt on one’s decisions. For example, accounting users are less likely to 
trust an auditor’s report if the auditor’s pay depends on the client’s success . To avoid such con-
cerns, ethics rules are often set. For example, auditors are banned from direct investment in their 
client and cannot accept pay that depends on figures in the client’s reports. Exhibit 1.6 gives a 
three-step process for making ethical decisions.

FUNDAMENTALS OF ACCOUNTING

C3 Explain why ethics are 
crucial to accounting.

Identify the following users of accounting information as either an (a) external, or (b) internal user.
NEED-TO-KNOW 1.1

C1  C2

Do More: QS 1-1, QS 1-2, E 1-1, E 1-2, E 1-3

1.  Regulator

2.  CEO

3.  Shareholder

4.  Controller

5.  Executive Employee

6.  External Auditor

7.  Production Manager

8.   Nonexecutive 
Employee

Solution

1. a 2. b 3. a 4. b 5. b 6. a 7. b 8. a

NEED-TO-KNOWs highlight key procedures and concepts in learning accounting.

QC icon indicates Quick Check self-review questions available on text Website

QC1

EXHIBIT 1.6
Guidelines for Ethical 
Decision Making

Use personal ethics to
recognize an ethical concern.

Consider all good and
bad consequences.

Choose best option after
weighing all consequences.

1. Identify ethical concerns 2. Analyze options 3. Make ethical decision

wiL25893_ch01_002-051.indd Page 7  16/11/13  11:08 AM f-500 wiL25893_ch01_002-051.indd Page 7  16/11/13  11:08 AM f-500 /202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles/202/MH02009/wiL25893_disk1of1/0078025893/wiL25893_pagefiles



8 Chapter 1 Introducing Financial Accounting

 Accountants face many ethical choices as they prepare financial reports. These choices can 
affect the price a buyer pays and the wages paid to workers. They can even affect the success of 
products and services. Misleading information can lead to a wrongful closing of a division that 
harms workers, customers, and suppliers. There is an old saying: Good ethics are good business.
 Some people extend ethics to social responsibility, which refers to a concern for the impact of 
actions on society. An organization’s social responsibility can include donations to hospitals, col-
leges, community programs, and law enforcement. It also can include programs to reduce pollu-
tion, increase product safety, improve worker conditions, and support continuing  education. 
These programs are not limited to large companies. For example, many small businesses offer 
discounts to students and senior citizens. Still others help sponsor events such as the Special 
Olympics and summer reading programs.

Point: The American Institute of 
 Certified Public Accountants’ Code of 
 Professional Conduct is available at 
www.AICPA.org.

Decision Insight boxes highlight 
relevant items from practice.

 Virtuous Returns Virtue is not always its own 
 reward. Compare the S&P 500 with the Domini  Social 
Index (DSI), which covers 400 companies that have 
especially good records of social responsibility. We 
see that returns for companies with socially 
 responsible behavior are roughly on par with those of 
the S&P 500 for the past 10-year period (Domini.com, 
2011 Annual Report). Copyright © 2005 by KLD Research & 

Analytics, Inc. The “Domini 400 Social Index” is a service mark of 

KLD Research & Analytics. ■
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Decision Insight

Fraud Triangle
The fraud triangle is a model created by a criminologist that asserts the following three factors 
must exist for a person to commit fraud: opportunity, pressure, and rationalization.

● Opportunity. A person must envision a way to commit fraud with a low perceived risk of get-
ting caught. Employers can directly reduce this risk. An example of some control on oppor-
tunity is a pre-employment background check.

● Pressure, or incentive. A person must have some pressure to commit fraud. Examples are 
unpaid bills and addictions.

● Rationalization, or attitude. A person who rationalizes fails to see the criminal nature of the 
fraud or justifies the action.

It is important to recognize that all three factors of the fraud triangle must usually exist for fraud to 
occur. The absence of one or more factors suggests fraud is unlikely. The key to dealing with fraud is 
to focus on prevention. It is less expensive and more effective to prevent fraud from happening than 
it is to try to detect the crime. By the time the fraud is discovered, the money is gone and chances are 
slim that it will be recovered. Additionally, it is costly and time-consuming to investigate a fraud.

Both internal and external users rely on internal controls to reduce the likelihood of fraud. 
Internal controls are procedures set up to protect company property and equipment, ensure reliable 
accounting reports, promote efficiency, and encourage adherence to company policies. Examples 
are good records, physical controls (locks, passwords, guards), and independent reviews.

   O
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  Rationalization       

Financial Pressure

Fraud

They Fought the Law Our economic and social wel-
fare depends on reliable accounting. Some individuals for-

got that and are now  paying their dues. They include Raj Rajaratnam 
(in photo), an investor, convicted of trading stocks using inside informa-
tion; Bernard Madoff of Madoff  Investment Securities, convicted of 
falsifying securities records;  Bernard Ebbers of WorldCom, convicted 
of an $11 billion accounting scandal; Andrew Fastow of Enron, guilty of 
hiding debt and inflating income; and Ramalinga Raju of Satyam 

Computers, accused of overstating assets by $1.5 billion.
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Generally Accepted Accounting Principles
Financial accounting is governed by concepts and rules known as generally accepted  accounting 
principles (GAAP). We must understand these principles to best use accounting data. GAAP 
aims to make information relevant, reliable, and comparable. Relevant information affects deci-
sions of users. Reliable information is trusted by users. Comparable information is helpful in 
contrasting organizations.
  In the United States, the Securities and Exchange Commission (SEC), a government 
agency, has the legal authority to set GAAP. The SEC also oversees proper use of GAAP by 
companies that raise money from the public through issuances of their stock and debt. Those 
companies that issue their stock on U.S. exchanges include both U.S. SEC registrants (compa-
nies incorporated in the United States) and non-U.S. SEC registrants (companies incorporated 
under non-U.S. laws). The SEC has largely delegated the task of setting U.S. GAAP to the 
Financial Accounting Standards Board (FASB), which is a private-sector group that sets both 
broad and specific principles.

International Standards
In today’s global economy, there is increased demand by external users for comparability in 
accounting reports. This demand often arises when companies wish to raise money from lend-
ers and investors in different countries. To that end, the International Accounting Standards 
Board (IASB), an independent group (consisting of individuals from many countries), issues 
International Financial Reporting Standards (IFRS) that identify preferred accounting 
practices.
 If standards are harmonized, one company can potentially use a single set of financial state-
ments in all financial markets. Differences between U.S. GAAP and IFRS are decreasing as the 
FASB and IASB pursue a convergence process aimed to achieve a single set of accounting stan-
dards for global use. More than 115 countries now require or permit companies to prepare fi-
nancial reports following IFRS. Further, non-U.S. SEC registrants can use IFRS in financial 
reports filed with the SEC (with no reconciliation to U.S. GAAP). This means there are two sets 
of accepted accounting principles in the United States: (1) U.S. GAAP for U.S. SEC registrants 
and (2) either IFRS or U.S. GAAP for non-U.S. SEC registrants.
 The SEC is encouraging the FASB to change U.S. GAAP over a period of several years by 
endorsing, and thereby incorporating, individual IFRS standards into U.S. GAAP. This endorse-
ment process would still allow the FASB to modify IFRS when necessary. The SEC would:

●  Maintain its statutory oversight of the FASB, including authority to prescribe accounting 
principles and standards for U.S. issuers.

●  Contribute to oversight and governance of the IASB through its involvement on the IFRS 
Foundation Monitoring Board.

The FASB would continue, but its role would be to provide input and support to the IASB in 
crafting high-quality, global standards. The FASB is to develop a transition plan to effect these 
changes over the next five years or so. For updates on this roadmap, we can check with the 
AICPA (IFRS.com), FASB (FASB.org), and IASB (ifrs.org).

Point: State ethics codes require 
CPAs who audit financial statements to 
disclose areas where those statements 
fail to comply with GAAP. If CPAs fail 
to report noncompliance, they can lose 
their licenses and be subject to criminal 
and civil actions and fines.

C4 Explain generally accepted 
accounting principles and 
define and apply several 
accounting principles.

IFRS
Like the FASB, the IASB uses a conceptual framework to aid in revising or drafting new standards. However, 
unlike the FASB, the IASB’s conceptual framework is used as a reference when specific guidance is lacking. 
The IASB also requires that transactions be accounted for according to their substance (not only their legal 
form), and that financial statements give a fair presentation, whereas the FASB narrows that scope to fair 
presentation in accordance with U.S. GAAP. ■

Conceptual Framework and Convergence
The FASB and IASB are attempting to converge and enhance the conceptual framework that 
guides standard setting. The FASB framework consists broadly of the following:

●  Objectives—to provide information useful to investors, creditors, and others.
●  Qualitative Characteristics—to require information that is relevant, reliable, and comparable.
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