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Financial Accounting, 8e

Enhancements in technology have changed how we live
and learn. Working with learning resources across devices,
whether smartphones, tablets, or laptop computers,
empowers students to drive their own learning by putting
increasingly intelligent technology into their hands.

Whether the goal is to become an accountant, a businessper-
son, or simply an informed consumer of accounting informa-
tion, Financial Accounting (FA) has helped generations of
students succeed. Its leading-edge accounting content, paired
with state-of-the-art technology, supports student learning
and elevates understanding of key accounting principles.

FA excels at engaging students with content that will help
them see the relevance of accounting. Its chapter-opening
vignettes showcase dynamic, successful entrepreneurial
individuals and companies and highlight the usefulness of
accounting. This edition’s featured companies—Apple,
Google, and Samsung—capture student interest with their
products, and their annual reports serve as a pathway for
learning financial statements. Need-to-Know illustrations in
each chapter demonstrate how to apply key accounting
concepts and procedures. The illustrations are supported by
guided video presentations.

FA also delivers innovative technology to help student per-
formance. Connect provides students with a media-rich
eBook version of the textbook and offers instant grading
and feedback for assignments that are completed online.
Our system for completing exercise and problem material
takes accounting content to the next level, delivering
assessment material in a more intuitive, less restrictive for-
mat that adapts to the needs of today’s students.

This technology features:

¢ a general journal interface that looks and feels more
like that found in practice.

¢ an auto-calculation feature that allows students to focus
on concepts rather than rote tasks.

¢ a smart (auto-fill) drop-down design.

The end result is content that better prepares students for
the real world.

Connect 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.

The revolutionary technology of SmartBook® is available
only from McGraw-Hill Education. Based on an intelligent
learning system, Smartbook uses a series of adaptive ques-
tions to pinpoint each student’s knowledge gaps and then
provides an optimal learning path. Students spend less
time in areas they already know and more time in areas
they don’t. The result: Students study more efficiently,
learn faster, and retain more knowledge. Valuable reports
provide insights into how students are progressing through
textbook content and information useful for shaping in-
class time or assessment.

Interactive Presentations teach each chapter’s core learn-
ing 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.
Further, Guided Examples provide students with narrated,
animated, step-by-step walk-throughs of algorithmic ver-
sions of assigned exercises. Students appreciate the Guided
Examples, which help them learn accounting and complete
assignments outside of class.

A General Ledger (GL) application offers students the
ability to see how transactions post from the general
journal all the way through the financial statements. It
uses the intuitive, less restrictive format used for other
homework, and it adds critical thinking components to
each GL question, to ensure understanding of the entire
process.

The first and only analytics tool of its kind, Connect
Insight® is a series of visual data displays—each framed by
an intuitive question—to provide at-a-glance information
about how your class is doing. Connect Insight provides a
quick analysis on five key dimensions, available at a
moment’s notice from a tablet device.

“A great enhancement! | love the fact that GL makes the student choose from an

entire chart of accounts.”

—TAMMY METZKE, Milwaukee Area Technical College
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Dear Colleagues and Friends,

As | roll out the new edition of Financial Accounting, | thank each of you who pro-
vided suggestions to improve the textbook and its teaching resources. This new
edition reflects the advice and wisdom of many dedicated reviewers, symposium
and workshop participants, students, and instructors. Throughout the revision pro-
cess, | steered this textbook and its teaching tools in the manner you directed. As
you'll find, the new edition offers a rich set of features —especially digital features—
to improve student learning and assist instructor teaching and grading. | believe you
and your students will like what you find in this new edition.

Many talented educators and professionals have worked hard to create the mate-
rials for this textbook, and for their efforts, I’'m grateful. | extend a special thank-
you to our contributing and technology supplement authors, who have
worked so diligently to support this textbook and its teaching aids:

Contributing Author: Kathleen O’Donnell, Onondaga Community College

Accuracy Checkers: Dave Krug, Johnson County Community College; and Beth
Woods

LearnSmart Author: April Mohr, Jefferson Community and Technical College, SW
Interactive Presentations: Jeannie Folk, College of DuPage

PowerPoint Presentations: April Mohr, Jefferson Community and Technical
College, SW

Instructor Resource Manual: April Mohr, Jefferson Community and Technical
College, SW

Test Bank Contributor: Brenda J. McVey, University of Mississippi

Digital Contributor, Connect Content, General Ledger Problems, and
Exercise PowerPoints: Kathleen O’Donnell, Onondaga Community College

In addition to the invaluable help from the colleagues listed above, | thank the entire
FA, 8e, team at McGraw-Hill Education: Tim Vertovec, Steve Schuetz, Kyle Burdette,
Michael McCormick, Lori Koetters, Ann Torbert, Patricia Plumb, Xin Lin, Kevin Moran,
Debra Kubiak, Sandy Ludovissy, Shawntel Schmitt, Beth Thole, Brian Nacik, and
Daryl Horrocks. | could not have completed this new edition without your efforts.

John J. Wild



Innovative Textbook Features ...

Using Accounting for Decisions

Whether we prepare, analyze, or apply accounting informa-
tion, one skill remains essential: decision making. To help de-
velop good decision-making habits and to illustrate the
relevance of accounting, we use a learning framework we call
the Decision Center. This framework encompasses a variety of
approaches and subject areas, giving students insight into ev-

ery aspect of business decision making; see
examples for the different types of decision

those that relate to fraud. Answers to Decision Maker and

Ethics boxes are at the end of each chapter.

the four nearby
boxes, including

Decisi

Women Entrepreneurs Sara Blakely (in photo), the billionaire entrepreneur/owner
of SPANX, has promised to donate half her wealth to charity. The Center for Women's
Business Research reports that women-owned businesses are growing and that they:

* Total more than 11 million and employ nearly 20 million workers.

* Generate $2.5 trillion in annual sales and tend to embrace technology.

* Are philanthropic—70% of owners volunteer at least once per month.

* Are more likely funded by individual investors (73%) than venture firms (15%)

Paul Morigi/Getty Images
for FORTUNE
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Profit margin and current ratio

Profit Margin
A useful measure of a company’s operating results is the ratio of its net income to net sales. This ratio is
called profit margin, or return on sales, and is computed as in Exhibit 3.22.

Net income
Profit margin = ——————
el Net sales
This ratio is interpreted as reflecting the percent of profit in each dollar of sales. To illustrate how we
compute and use profit margin, let’s look at the results of Limited Brands, Inc., in Exhibit 3.23 for its
fiscal years 2010 through 2014.

Decision Analysis

® Decisi

Financial Officer

Ethics

At yearend, the president instructs you, the financial officer, not to record accrued ex

penses until next year because they will not be paid until then. The president also directs you to record in current-
year sales a recent purchase order from a customer that requires merchandise to be delivered two weeks after
the yearend. Your company would report a net income instead of a net loss if you carry out these instructions.
What do you do? B [Answers follow the chapter’s Summary.]

EXHIBIT 3.22
Profit Margin

Al

Compute profit margin and
describe its use in analyzing
ccompany performance.

B Decision Maker B

Analyst You are analyzing the financial condition of a company to assess its ability to meet upcoming loan pay-
ments. You compute its current ratio as 1.2. You also find that a major portion of accounts receivable is due from
one client who has not made any payments in the past 12 months. Removing this receivable from current assets
lowers the current ratio to 0.7 What do you conclude? B [Answers follow the chapter’s Summary.]

“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. I'm a ‘Wild" fan!”
—RITA HAYS, Southwestern Oklahoma State University

Chapter Preview

Each chapter opens with a visual chapter
preview. Students can begin their reading
with a clear understanding of what they
will learn and when, allowing them to stay
more focused and organized along the way.
Learning objective numbers highlight the
location of related content.

Chapter Preview

BASICS OF
ANALYSIS

RATIO ANALYSIS
AND REPORTING

HORIZONTAL
ANALYSIS

VERTICAL
ANALYSIS

C1 Analysis: Its purpose,
building blocks, and

information needs

C2 standards for
comparisons, and
analysis tools

P3 Liquidity and
efficiency

P1 Application of: P2 Application of:
Common-size
balance sheet

Comparative balance
sheets Solvency
Profitability

Market prospects

Common-size
income statement

Comparative income
statements

Common-size
graphics

Trend analysis A1 Analysis reports

CAP Model

Learning Objectives

CONCEPTUAL
Cc1

ANALYTICAL
A1

Summarize and report results of
analysis.

Explain the purpose and identify the
building blocks of analysis.

C2 Describe standards for comparisons in A2

analysis. assess the content of a complete

income statement.

Appendix 13A—Explain the form and

PROCEDURAL
P1

analysis.

P2

analysis.

P3 Define and apply ratio analysis.

Explain and apply methods of horizontal

Describe and apply methods of vertical

The Conceptual/Analytical/Procedural (CAP)
model allows courses to be specially designed to
meet the teaching needs of a diverse faculty.
This model identifies learning objectives, tex-
tual 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.



Prepare the (a) income statement, (b) statement of retained earnings, and (c) balance sheet for Apple using
the following condensed data from its fiscal year ended September 27, 2014 ($ in millions). (Its prior fis-

cal year ended September 28, 2013.)

$30,19
90,096
112,258
13,844
104,256
56614
182,795

Accounts payable. ... ... iiiiii Investments and other assets . ............

Other liabilities .

Land and equipment (net).......

Cost of sales Selling, general, and other expenses . .

Accounts receivable. . . .. .. ..
Retained earnings, Sep. 28, 2013 Netincome ..........

Dividends in fiscal year 2014 . Retained earnings, Sep. 27, 2014. .

[RETTS 00000000000000a06000000000 CHTENEEES coosancocosoancncoansoan

Solution (8 in millions)

APPLE
Income Statement
For Fiscal Year Ended September 27,2014

REVENUES .-+ e e et e $182,795
Expenses

Costof sales ............... ... $112,258
31027

TOTal €XPENSES - -+ v et

Selling, general, and other expenses

NEED-TO-KNOW &3

Financial Statements

$179911 P2
20,624
31,027
17,460
39,510
87,152
24,395

APPLE

143,285
S—

Global View

The Global View section explains interna-
tional accounting practices relating to the
material covered in that chapter. The aim
of this section is to describe accounting
practices and to identify the similarities and
differences in international accounting
practices versus those in the United States.
As we move toward global convergence in
accounting practices, and as we witness the
likely convergence of U.S. GAAP to IFRS,
the importance of student familiarity with
international accounting grows. This inno-
vative section helps us begin down that
path. This section is purposefully located at
the end of each chapter so that each in-
structor can decide what emphasis, if at all,
is to be assigned to it.

Need-to-Know lllustrations

Need-to-Know illustrations are located at key
junctures in each chapter. These illustrations
pose questions about the material just pre-
sented—content that students “need to
know” to successfully learn accounting.
Accompanying solutions walk students
through key procedures and analysis necessary
to be successful with homework and test ma-
terials. Need-to-Know illustrations are supple-
mented with narrated, animated, step-by-step
walk-through videos led by an instructor and
available via Connect.

(O T

Financial accounting according to U.S. GAAP is similar, but not identical, to IFRS. This section
discusses differences in analyzing and recording transactions, and with the preparation of financial

statements.

Analyzing and Recording Transactions Both U.S. GAAP and IFRS include broad and
similar guidance for financial accounting. Further, both U.S. GAAP and IFRS apply transaction anal-
ysis and recording as shown in this chapter—using the same debit and credit system and accrual
accounting. Although some variations exist in revenue and expense recognition and other accounting
principles, all of the transactions in this chapter are accounted for identically under these two
systems.

Financial Statements Both U.S. GAAP and IFRS prepare the same four basic financial state-
ments. A few differences within each statement do exist and we will discuss those throughout the book.
For example, both U.S. GAAP and IFRS require balance sheets to separate current items from noncurrent
items. However, while U.S. GAAP balance sheets report current items first, IFRS balance sheets normally
(but are not required to) present noncurrent items first, and equity before liabilities. To illustrate, a con-
densed version of Piaggio’s balance sheet follows. Piaggio is an Italian manufacturer of scooters and
compact vehicles.

PIAGGIO

Noncurrent assets ........
Currentassets ............

Total assets

PIAGGIO
Balance Sheet (in thousands of euros)
December 31,2014

Assets Equity and Liabilities

€1,079,117 Total equity ............. € 413,069

477,491 Noncurrent liabilities . . . 581,366

Current liabilities. . . . . .. 562,173

.............. €1,556,608 Total equity and liabilities . . €1,556,608

Sustainability and A ing The S ility Accounting Standards
Board (SASB) is a nonprofit entity engaged in creating and disseminating sustainability ac-
counting dards for use by cc i inability refers to I, social, and
governance (ESG) aspects of a company. A company’s social aspects include donations to
hospitals, colleges, community programs, and law enforcement. Environmental aspects in-
clude programs to reduce pollution, increase product safety, improve worker conditions, and
support “green” activities. Governance aspects include social responsibility programs, com-
munity relations, and use of sustainable materials. inability accounting dards are
intended to complement financial accounting standards. The SASB has its own Conceptual
Framework to guide the development of sustainability standards. It has also developed a set
of principles, which serve as a set of minimum criteria.

Apple, as introduced in this chapter’s opening feature, focuses on sustainability. Apple hired a
Vice President of Environmental Initiatives, Lisa Jackson (in photo), to oversee its sustainability
initiative. Lisa has set high goals for Apple, including powering all of its facilities with 100% re-
newable energy and making its products 100% recyclable. “We are swinging for the fences [on
sustainability],” proclaims Lisa, which has resulted in some home runs for Apple. In Apple’s
sustainability report, Lisa points out that it powers data centers with 100% renewable energy and
relies solely on renewable energy to power 80% of its corporate facilities and 50% of its retail
stores. As Lisa stresses, “[Sustainability] is really important at Apple.” Apple is also committed to
reducing carbon emissions. “We would like to eliminate certain toxins,” explains Lisa. Apple’s
sustainability report asserts that it has markedly improved its carbon efficiency and reduced the
amount of carbon dioxide produced per dollar of revenue—see graphic. Lisa insists, “Leave the
world better than how we found it . . . this is what really inspires people at Apple.”

© Xinhua/Alamy

Apple's Carbon Efficiency

kg GO, per § of revenue

2008 2000 2010 201 2012 2013
Source: Greenbiz, October 2014; Apple
Sustainability Report, January 2015

2014

Sustainability and Accounting

New in this edition are brief sections that high-
light the importance of sustainability within
the broader context of global accounting (and
accountability). Companies increasingly address
sustainability in their public reporting and con-
sider the sustainability accounting standards
(from the Sustainability Accounting Standards
Board) and the expectations of our global soci-
ety. These boxes, located near the end of the
Global View section, cover different aspects of
sustainability, often within the context of the
chapter’s featured entrepreneurial company.

vii



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

rate assignments.

Comprehensive Need-to-Know
Problems present both a problem and a
complete solution, allowing students to re-
view the entire problem-solving process and
achieve success. The problems draw on
material from the entire chapter.

Summary

‘Water Sports Company (WSC) patented and successfully test-marketed a new product. To expand its abil-

ity to produce and market the new product, WSC needs to raise $800,000 of financing. On January 1,

2016, the company obtained the money in two ways:

a. WSC signed a $400,000, 10% installment note to be repaid with five equal annual installments to be
made on December 31 of 2016 through 2020.

b. WSC issued five-year bonds with a par value of $400,000. The bonds have a 12% annual contract rate
and pay interest on June 30 and December 31. The bonds’ annual market rate is 10% as of January 1,
2016.

Required

1. For the installment note, (a) compute the size of each annual payment, (b) prepare an amortization ta-
ble similar to Exhibit 10.14, and (c¢) prepare the journal entry for the first payment.

. For the bonds, (@) compute their issue price; (b) prepare the January 1, 2016, journal entry to record
their issuance; (c) prepare an amortization table using the straight-line method; (d) prepare the June 30,
2016, journal entry to record the first interest payment; and (¢) prepare a journal entry to record retiring
the bonds at a $416,000 call price on January 1, 2018.

38 Redo parts 2(c), 2(d), and 2(e) assuming the bonds are amortized using the effective interest method.

N

PLANNING THE SOLUTION

@ For the installment note, divide the borrowed amount by the annuity factor (from Table B.3) using the
10% rate and five payments to compute the amount of each payment. Prepare a table similar to Exhibit
10.14 and use the numbers in the table’s first line for the journal entry.

Compute the bonds’ issue price by using the market rate to find the present value of their cash flows
(use tables found in Appendix B). Then use this result to record the bonds’ issuance. Next, prepare an
amortization table like Exhibit 10.11 (and Exhibit 10B.2) and use it to get the numbers needed for the

Jjournal entry. Also use the table to find the carrying value as of the date of the bonds’ retirement that
you need for the journal entry.

SOLUTION
Part 1: Installment Note

a. Annual payment = Note balance/PV annuity factor = $400,000/3.7908 = $105,519 (The present value
annuity factor is for five payments and a rate of 10%.)

NEED-TO
COMPREHENSIVE

Chapter Summaries provide stu-
dents with a review organized by learning

objectives. Chapter Summaries are a com-

m Explain the importance of periodic reporting and the
role of accrual accounting. The value of information is
often linked to its timeliness. To provide timely information,

accounting systems prepare periodic reports at regular intervals.

The time period assumption presumes that an organization’s
activities can be divided into specific time periods for periodic
reporting. Accrual accounting recognizes revenue when earned
and expenses when incurred—not necessarily when cash
inflows and outflows occur.

EZ Identify steps in the accounting cycle. The accounting
cycle consists of 10 steps: (1) analyze transactions,

(2) journalize, (3) post, (4) prepare an unadjusted trial balance,

(5) adjust accounts, (6) prepare an adjusted trial balance,

(7) prepare statements, (8) close, (9) prepare a post-closing

trial balance, and (10) prepare (optional) reversing entries.

E3 Explain and prepare a classified balance sheet.
Classified balance sheets report assets and liabilities in

two categories: current and noncurrent. Noncurrent assets often

include long-term investments, plant assets, and intangible

assets. A corporation separates equity into common stock and

retained earnings.

accounts. Prepaid expenses refer to items paid for in advance of
receiving their benefits. Prepaid expenses are assets. Adjusting
entries for prepaids involve increasing (debiting) expenses and
decreasing (crediting) assets. Unearned (or prepaid) revenues
refer to cash received in advance of providing products and
services. Unearned revenues are liabilities. Adjusting entries for
unearned revenues involve increasing (crediting) revenues and
decreasing (debiting) unearned revenues. Accrued expenses
refer to costs incurred in a period that are both unpaid and
unrecorded. Adjusting entries for recording accrued expenses
involve increasing (debiting) s and i ing (credit-
ing) liabilities. Accrued revenues refer to revenues earned in a
period that are both unrecorded and not yet received in cash.
Adjusting entries for recording accrued revenues involve in-
creasing (debiting) assets and increasing (crediting) revenues.

Pz Explain and prepare an adjusted trial balance. An
adjusted trial balance is a list of accounts and balances

prepared after recording and posting adjusting entries. Financial

statements are often prepared from the adjusted trial balance.

P3 Prepare financi from an d trial
balance. Revenue and expense balances are reported on

Key Terms are bolded in the text and repeated
at the end of the chapter. A complete glossary of Annulty
key terms is available online through Connect.

Bearer bonds
Bond

Bond certificate
Bond indenture
Callable bonds
Capital leases

Carrying (book) value of bonds

Contract rate
Convertible bonds
Coupon bonds

ponent of the CAP model (as discussed in
the “Innovative Textbook Features” sec-
tion), which recaps each conceptual, ana-
lytical, and procedural objective.

Debt-to-equity ratio Pension plan

Discount on bonds payable Premium on bonds
Effective interest method Registered bonds
Fair value option Secured bonds
Installment note
Lease Sinking fund bonds
Market rate

Mortgage Term bonds

Serial bonds

Straight-line bond amortization

Off-balance-sheet financing Unsecured bonds
Operating leases

Par value of a bond




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

1. A company forgot to record accrued and unpaid em-

ployee 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.

Multiple Choice Quiz Answers at end of chapter

4.

On November 1, 2016, Stockton Co. receives $3,600 cash
from Hans Co. for consulting services to be provided evenly
over the period November 1, 2016, to April 30, 2017—
at which time Stockton credited $3,600 to Unearned
Consulting Fees. The adjusting entry on December 31,
2016 (Stockton’s year-end), would include a

d. Overstate assets by $350,000. a. Debit to Unearned Consulting Fees for $1,200.
e. Understate assets by $350,000. b. Debit to Unearned Consulting Fees for $2,400.

2. Prior to recording adjusting entries, the Supplies account c. Credit to Consulting Fees Earned for $2,400.
has a $450 debit balance. A physical count of supplies d. Debit to Consulting Fees Earned for $1,200.
shows $125 of unused supplies still available. The required e. Credit to Cash for $3,600.

@

adjusting entry is: . If a company had $15,000 in net income for the year, and

a. Debit Supplies $125; Credit Supplies Expense $125. its sales were $300,000 for the same year, what is its profit
b. Debit Supplies $325; Credit Supplies Expense $325. margin?

©. Debit Supplies Expense $325; Credit Supplies $325. a. 20% c. $285,000 e. 5%

d. Debit Supplies Expense $325; Credit Supplies $125. b. 2,000% d. $315,000

Vodafone Group Ple reports the following information among its bonds payable as of March 31, 2015
(pounds in millions).

Financial Long-Term s Measured at Amortized Cost

£ millions Fair Value

Nominal (par) Value

Carrying Value

4.625% (US dollar 500 million) bond due July 2018. ... £337 £375 £367

a. What is the par value of the 4.625% bond issuance? What is its book (carrying) value?
b. Was the 4.625% bond sold at a discount or a premium? Explain.

Quick Study assignments are short exer-
cises that often focus on one learning objec-
tive. Most are included in Connect. There are
at least 10-15 Quick Study assignments per
chapter.

International liabilities
disclosures

P1

Exercises are one of this book’s many
strengths and a competitive advantage. There
are at least 10-15 per chapter, and most are
included in Connect.

Following are Nintendo’s revenue and expense accounts for a recent calendar year (yen in millions).
Prepare the company’s closing entries for its revenues and its expenses.

Preparing closing entries

P4

Net sales ¥571,726
Cost of sales . 408,506
Advertising expense. 70264
Other expense, net 156,786

@ connect

Karla Tanner opens a web consulting business called Linkworks and completes the following transactions

in its first month of operations.

April 1
in exchange for common stock.

2 The company prepaid $9,000 cash for twelve months’ rent for office space. (Hint: Debit

Prepaid Rent for $9,000.)

3 The company made credit purchases for $8,000 in office equipment and $3,600 in office

supplies. Payment is due within 10 days.

Tanner invests $80,000 cash along with office equipment valued at $26,000 in the company

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 the “Innovative Text-
book Features” section), and Set A is

PROBLEM SET A

Preparing and posting ‘
journal entries; preparing
a trial balance

C3 ¢4 AT P1 P2

PROBLEM SET B
Sept. 1

Preparing and posting 2
journal entries; preparing Rent for $9,000.)
a trial balance 4

C3 C4 A1 P1 P2

plies. Payment is due within 10 days.

included in Connect.

Humble Management Services opens for business and completes these transactions in September.

Henry Humble, the owner, invested $38,000 cash along with office equipment valued at
$15,000 in the company in exchange for common stock. !
The company prepaid $9,000 cash for 12 months rent for office space. (Hint: Debit Prepaid

The company made credit purchases for $8,000 in office equipment and $2,400 in office sup-

8 The company completed work for a client and immediately received $3,280 cash.
12 The company completed a $15,400 project for a client, who must pay within 30 days.

“| like the layout of the text and the readability. The illustrations and comics in the book make the
text seem less intimidating and boring for students. The PowerPoint slides are easy to understand and
use, the pictorials are great, and the text has great coverage of accounting material. The addition of

IFRS information and the updates to the opening stories are great. | like that the Decision Insights
are about businesses the students can relate to.”

—JEANNIE LIU, Chaffey College




Beyond the Numbers exercises ask students to use accounting figures 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:

e Reporting in Action

e Comparative Analysis Beyond the Numbers

e Ethics Challenge

REPORTING IN BTN 3-1 Refer to Apple’s financial statements in Appendix A to answer the following.

e Commun |Cat|ng in Practice ACTION 1. Identify and write down the revenue recognition principle as explained in the chapter.
. Y 2! Pprincip! P p!
e Taki ng It to the Net Al P4 n 2. Review Apple’s footnotes (in Appendix A and/or from its 10-K on its website) to discover how it ap-
e Teamw Ork in Action plies the reven}le rec?gnitiov pfinciple and when it recognizes revenue. Report what you discover.
.. APPLE 3. What is Apple’s profit margin for fiscal years ended September 27, 2014, and September 28, 2013?

e Hitti ng the Road 4. For the fiscal year ended September 27, 2014, what amount is credited to Income Summary to sum-
° Entrepreneu ria| DECiSion marize its revenues earned?

. e 5. For the fiscal year ended September 27, 2014, what amount is debited to Income Summary to sum-
e G |Oba| Decision marize its expenses incurred?

6. For the fiscal year ended September 27, 2014, what is the balance of its Income Summary account
before it is closed?

Fast Forward

7. Access Apple’s annual report (10-K) for fiscal years ending after September 27, 2014, at its website
(Apple.com) or the SEC’s EDGAR database (www.SEC.gov). Assess and compare the September 27,
2014, fiscal year profit margin to any subsequent year’s profit margin that you compute.

Serial Problems use a continuous

This serial problem began in Chapter 1 and continues through most of the book. If previous chapter seg-  SERIAL

ments were not completed, the serial problem can still begin at this point. It is helpful, but not necessary, PROBLEM runn i n g case stu dy to i | | ustrate ¢ h a p‘te r
to use the Working Papers that accompany the book. Business Solutions conce pts | na fa m | | | ar context Th e Se ri a I
SP 3 After the success of the company’s first two months, Santana Rey continues to operate Business Pl P2 P3 P4 PS ’ .
Solutions. (Transactions for the first two months are described in the Chapter 2 serial problem.) The PrOb | em can be fo I | Owed contin uously
November 30, 2016, unadjusted trial bala f Business Solutions (reflecting its transactions for October H H
a“L:iIc\[\;v;mberO“O;Jz)afill:lm:s‘na alance of Business Solutions (reflecting its transactions for October from the fll’st chapter or plcked up at any
later point in the book; enough informa-
Ne- Aceount Tidle Debit _ Credic tion is provided to ensure students can get

101 Cash. .o $38,264 .
106 Accounss ressvable D s right to work.
126  Computer supplies . 2,545

128  Prepaid insurance .. 2,220

131 Prepaid rent. .. .. 3,300

163 Office equipment. . . 8,000

164 preciati o0 $ 0

167  Computer eqUIpMeNt . ... .................. . 20,000

168 Accumulated depreciation—Computer equipment. . 0

201 Accounts payable. . . 0

210 Wages payable . 0

236 Unearned computer services revenue . 0

307 Commonstock................ . 73,000

318 Retained earnings . 0

319 Dividends. ........... L. 5,600

403 Computer services revenue ........ .. 25,659

612 Depreciation expense—Office equipment. . . 0

613 Depreciation expense—Computer equipment . . . 0

623 Wages expense . .................ain L. 2,625

637 Insurance expense. . 0

640  Rent expense......... . 0

652 Computer supplies expense 0
655  Advertising expense . .. 1,728
676  Mileage expense ... 704
677 Miscellaneous expenses. . . . 250
684 Repairs expense—Computer .. . 805
Totals. .. ..o $98,659 $98,659

“The Serial Problems are excellent. . . . I like the continuation of the same problem to the next chap-
ters if applicable. | use the Quick Studies as practice problems. . . . Students have commented that
this really works for them if they work (these questions) before attempting the assigned exercises

and problems. | also like the discussion (questions) and make this an assignment. You have done
an outstanding job presenting accounting to our students.”

—JERRI TITTLE, Rose State College




Helps Students Master Key Concepts

General Ledger Problems enable students to see how
transactions post. Students can track an amount in any financial
statement all the way back to the original journal entry. Critical
thinking components then challenge students to analyze the busi-
ness activities in the problem.

Requirem. || Genaral Genaral Trial Schadule of || Schedulz of || Income || Impacton
| Journal Ledger Balance || Recaivabl. Paysbles || Stat=ment Incame
| view transaction list || view general journal |
Journal Entry Worksheet
080060R0BMMM :E[0ake(
Et The cost of the merchandise sold to Art Co. was $800. ‘1
- Date Account Title Debit Credit
Jul 19 Cost of goods sold 800
800
[ 120: Merchandise inventory -
307: Common stock
700: Income summniary v

GENERAL
LEDGER
PROBLEMS

Available in Connect

@ connect

The General Ledger tool in Connect allows students to immediately see the financial statements as
of a specific date. Each of the following questions begins with an unadjusted trial balance. Using
transactions from the following assignment, prepare the necessary adjustments and determine the
impact each adjustment has on net income. The financial statements are automatically populated.

GL 3-1 Based on the FastForward illustration in this chapter

Using transactions from the following assignments, prepare the necessary adjustments, create the
financial statements, and determine the impact each adjustment has on net income.

GL 3-5 Based on Problem 3-6A
GL 3-6 Based on Serial Problem SP 3

GL 3-2 Based on Problem 3-3A
GL 3-3 Extension of Problem 2-1A
GL 3-4 Extension of Problem 2-2A

The End of the Chapter Is Only the Beginning Our valuable and proven assignments aren't just
confined 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.

(

&

B conhect

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

&

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

(¥
) |
= )

e Assignments that involve

decision analysis are
identified with an icon.

J




This edition’s revisions are driven by feedback from instructors and students. They include the following:

e Many new, revised, and updated assignments throughout, including e Revised art program, visual infographics, and text layout.
serial problem and entrepreneurial assignments. ¢ Updated ratio/tool analysis, using data from well-known firms.
e Many Need-to-Know demonstrations added to each chapter at key e Revised General Ledger assignments for most chapters.

junctures to reinforce key topics.

e New Sustainability section for each chapter, with examples linked to
the company featured in the chapter opener.

Google, and Samsung.
e Revised opening layout for each chapter.

Chapter 1

Updated opener—Apple.

Updated salary info for accountants and
for those with higher degrees.
Streamlined “Fraud Triangle” section.
Updated “Cooking the Books” Fraud
box.

Streamlined the “Fundamentals of
Accounting” section, including the
conceptual framework.

Removed the “Principles and Scruples”
box.

Removed the “Economic Downturn” box.

New graphic to launch “Communicating
with Users” section on financial
statements.

New margin point to highlight layout of
income statement.

Streamlined Global View section by
removing world map of IFRS coverage.
New discussion of FASB and IASB
convergence.

New Sustainability section for Apple’s
environmental efforts, including SASB.
Updated Decision Insights box on
sustainability returns.

New company, Verizon, for Decision
Analysis section.

Streamlined Appendix 1B.

Chapter 2

NEW opener—Twitter.

Simplified discussion on analyzing and
recording process.

Streamlined discussion of classified vs.
unclassified balance sheet.

Updated SPANX Decision Insight box.
Enhanced Exhibit 2.2 on expanded
accounting equation.

Changed selected numbers for
FastForward transactions.

Enhanced Exhibit 2.15 on financial links
across time.

New layout for Exhibit 2.16 showing
financial statements drawn from trial
balance.

xii

e Revised material on International Financial Reporting Standards

(IFRS).

e New and revised entrepreneurial examples and elements.
e New annual reports and comparative (BTN) assignments: Apple, e New technology content integrated and referenced in

the book.

Updated Piaggio’s (IFRS) balance sheet.
Updated “Data Quality” Fraud box with
new information from KPMG.

New Sustainability section on Twitter’s
environmental efforts.

Updated Skechers’s ratio analyses.

Chapter 3

NEW opener—GoPro.

Added partial income statement to
margins of Exhibits 3.2 and 3.3.

New box on Saba accounting fraud and
clawbacks.

Enhanced Exhibit 3.4 with added entries
and financial statement effects.
Simplified depreciation illustration under
“Prepaid Expenses.”

New art added to introduce accrued
revenues.

Changed selected numbers for

FastForward in Exhibits 3.13 through 3.18.
Updated Piaggio’s classified balance sheet.

New Sustainability section on GoPro’s
environmental efforts.

Updated Limited Brands’s ratio analyses.
Enhanced Exhibit 3B.1 with explanatory
notes at bottom of Excel screen to aid
learning.

Chapter 4

NEW opener—Chipotle.

Added T-account to Exhibit 4.4 to aid
student understanding.

Enhanced explanation, including entries,
for cash and credit purchases.

Simplified purchase returns illustration.
Enhanced explanation to section on
transportation costs.

New column added to Exhibit 4.7 to show
who owns goods in transit.

Sales entries reflect new revenue
recognition rules.

New adjusting entries for future sales

discounts and sales returns and allowances.

New Decision Insight box highlights three
new accounts.

New NTK 4-2, Part 1 to illustrate sales
transactions.

New NTK 4-2, Part 2 to illustrate new
adjusting entries.

Revised Exhibit 4.12 covers new revenue
recognition rules.

Updated “Merchandising Shenanigans”
Fraud box with new data from KPMG.
New Sustainability section for Chipotle’s
four keys.

Updated gross margin and quick ratios
using JCPenney.

New Appendix 4C showing entries for
gross (and net) method.

Numerous revised and new assignments.
Revised assignments for new revenue
recognition rules for sales discounts and
sales returns and allowances.

Chapter 5

NEW opener—Tesla Motors.

Updated box on wireless inventory scans.
Updated box on employees receiving
kickbacks or gifts from suppliers.
Updated global accounting to remove
convergence project reference.

New Sustainability section on Tesla’s
new-age manufacturing.

Updated inventory ratios section using
Toys “R” Us.

Appendix 5A: Simplified by deleting
detailed review of entries with each
method.

Appendix 5B: Revised to be consistent
with new revenue recognition rules.

Chapter 6

UPDATED opener—Google.

New image included for bonding
certificate.

New discussion of controls over social
media with reference to Facebook’s
“mood” posts.

New discussion of how fraud is detected.
New evidence on how cash is stolen from
companies.



Added T-account in margin of bank
statement to aid learning.

New table to identify five common items
for bank reconciliation.

New discussion of control weaknesses
contributing to fraud.

New section on cash spent for Google’s
sustainable initiatives.

Updated receivables analysis using Hasbro
and Mattel.

New learning notes added to bank
reconciliation.

New chart for timing differences for bank
reconciliation.

Deleted Appendix 6B (now Appendix 4C).
Added several new Quick Study
assignments.

Chapter 7

NEW opener—GrubHub.

Updated data in Exhibit 7.1.

Updated credit card processing
explanation, including links to more
explanations.

New list on pros/cons of allowance vs.
direct write-off.

New three-step process to estimate bad debts.
New marginal T-accounts to show impact
of estimating bad debts.

Expanded Exhibit 7.13 to include the
adjusting entry amount.

New Sustainability section on GrubHub’s
efforts.

Revised analysis section with new
companies: IBM and Oracle.

Chapter 8

NEW opener—Kate Spade.

Updated data in Exhibit 8.1.

Added info boxes to Exhibits 8.8, 8.10,

and 8.12.

New margin notes added for SL and DDB
rates.

Updated Dale Jarrett Racing Adventure
asset listing.

Revised “In Control” Fraud box with new
information from KPMG.

New goodwill references to Facebook and
WhatsApp.

New Sustainability section on Kate Spade’s
efforts.

Updated analysis section for Molson Coors
and Boston Beer.

Chapter 9

NEW opener—Noodles & Co.
Updated data in Exhibit 9.2.

Clarified bonus explanation and
computations.

Updated payroll rates to 2015.

New explanation of Additional Medicare
Tax.

Updated FUTA rate.

Updated “False Move” Fraud box using
new information.

Enhanced payroll reports and related
exhibits.

New Sustainability section on Noodles &
Co.’s environmental initiatives.

Chapter 10

NEW opener—Box.

Simplified Exhibit 10.1 for ease of
learning.

Reported largest bond offerings in
history—Verizon and Apple.

New bond image from the Minnesota
Vikings.

Added T-accounts for bond payable and
related discounts and premiums to
demonstrate pattern over bond life.

New Point explaining what determines
bond payments and interest expense.
Updated “Missing Debt” Fraud box using
new data from KPMG.

Added T-accounts for bond discounts
and premium over bond life in
Appendix 10B.

New Decision Insight box on equivalent
payments concept to aid learning.
Updated learning notes for bond interest
computations.

New Decision Insight box on junk bonds
and investment strategy.

New color highlighting for learning
amortization.

New Sustainability section on Box’s
nonprofit activities.

Revised analysis section with new
company: Amazon.

Chapter 11

NEW opener—Alibaba.

Updated dividend tax rates.

Updated the Target stock quote data.
New five-step process for help in learning
accounting for dividends.

Enhanced Exhibit 11.8 to include
declaration and issuance effects.

New reference to Apple’s 7-for-1 split.
Updated the Apple statement

of equity.

New Sustainability section on Alibaba’s
program.

Updated learning notes for
computations.

Updated PE and dividend yield ratios for
Amazon and Altria.

Chapter 12

NEW opener—Amazon.

New infographics for operating, investing,
and financing activities.

New Exhibit 12.4 linking cash flow
classifications to balance sheet.
Simplified discussion of noncash investing
and financing.

New, simplified five-step process for
preparing the statement of cash flows.
Streamlined the categories from rhree to
two for adjustment to income to get
operating cash flow.

Simplified cash flows from investing
presentation.

New summary T-account for learning
statement of cash flows.

New reconstruction entries to aid student
learning.

New Sustainability section on Amazon’s
initiatives.

Updated cash flow analysis using Nike.
Three new Quick Studies and three new
Exercises.

Chapter 13

Revised opener—Morgan Stanley.
Updated data for analysis of Apple
throughout using horizontal, vertical, and
ratio analysis.

Updated comparative analysis with
Google and Samsung.

New evidence on accounting ruses by
CFOs.

Revised “All Else Being Equal” Fraud box
to incorporate new data.

Revised Appendix 13A to reflect new rules
that eliminate the separate disclosure of
extraordinary items.

New Sustainability section on Morgan
Stanley’s initiatives.

Revised assignments for new standard on
extraordinary items.

Appendix C

New three-step process for fair value
adjustment.

New learning note for investee vs. investor
securities.

Updated Google example for
comprehensive income.

Updated returns analysis using Gap.

xiii



Mc ®

Education

Required=Results

M C G raw- H | | | C onne ct® Course outcomes improve with Connect.
Learn Without Limits —

Connect is a teaching and learning platform
that is proven to deliver better results for
students and instructors.

80.4%
74.7%

83.7%
Pass Rates °
72.9%

92.5%

Attendance Rates
74.5%
Connect empowers students by continually
adapting to deliver precisely what they need,  getention Rates
when they need it, and how they need it,
so your class time is more engaging and

eﬁect iVe . Nlth Connect B Without Connect

87.5%
71.1%

o

20 40 60 80 100

Using Connect improves passing rates

. by 10.8% and retention by 16.4%.
88% of instructors who use Connect y ° andretention by °

require it; instructor satisfaction increases
by 38% when Connect is required.

Connect helps students achieve better grades

Analytics - -

Connect

Connect Insight” e

Connect Insight is Connect’s new one-of-a-kind
visual analytics dashboard that provides at-a-glance
information regarding student performance, which
is immediately actionable. By presenting assignment, assessment,
and topical performance results together with a time metric that is
easily visible for aggregate or individual results, Connect Insight
gives the user the ability to take a just-in-time approach to
teaching and learning, which was never before available. Connect
Insight presents data that helps instructors improve class
performance in a way that is efficient and effective.

0 20 100

Based on McGraw-Hill Education Connect Effectiveness Study 2013



Adaptive

THE FIRST AND ONLY
ADAPTIVE READING
EXPERIENCE DESIGNED
TO TRANSFORM THE
WAY STUDENTS READ

More students earn A’s and
B's when they use McGraw-Hill ) STUDENTS WANT

Education Adaptive products. “"ﬁ’?%"'lSM/-\RTBC}lDKQ

SmartBook®

Proven to help students improve grades and
study more efficiently, SmartBook contains the
same content within the print book, but actively
tailors that content to the needs of the individual.
SmartBook’s adaptive technology provides 100*
precise, personalized instruction on what the
student should do next, guiding the student to
master and remember key concepts, targeting
gaps in knowledge and offering customized
feedback, and driving the student toward
comprehension and retention of the subject
matter. Available on smartphones and tablets,
SmartBook puts learning at the student’s
fingertips—anywhere, anytime.

of students reported SmartBook to
be a more effective way of reading
material

95

of students want to use the Practice
Quiz feature available within
SmartBook to help them study

of students reported having
reliable access to off-campus wifi

90% of students say they would purchase
SmartBook over print alone

Over 4 billion questions have been
answered, making McGraw-Hill
Education products more intelligent,
reliable, and precise.

reported that SmartBook would
impact their study skills in a
positive way

©
=
©

*Findings based on a 2015 focus group survey at Pellissippi State

Community College administered by McGraw-Hill Education

www.learnsmartadvantage.com Education







John J. Wild and McGraw-Hill Education recognize the following instructors for their valu-
able feedback and involvement in the development of Financial Accounting, 8e. We are
thankful for their suggestions, counsel, and encouragement

Thomas Arcuri, Florida State University

Sidney Askew, Borough of Manhattan Community College
Richard Barnhart, Grand Rapids Community College
Jaswinder Bhangal, Chabot College

Patrick Borja, Citrus College

Anna Boulware, St. Charles Community College
Bruce Bradford, Fairfield University

Billy Brewster, University of Texas at Arlington

Mareci Butterfield, University of Utah

Lawrence Chui, University of Saint Thomas

Colleen Chung, Miami Dade College—Kendall
Kwang-Hyun Chung, Pace University

Robert Churchman, Harding University

Marilyn Ciolino, Delgado Community College

Robin Clement, University of Oregon

Ken Couvillion, Delta College

Karen Crisonino, County College of Morris

Stan Davis, University of Tennessee at Chattanooga
Walter DeAguero, Saddleback College

Stephanie and Mike Derr, Derr Properties

Mike Deschamps, MiraCosta College

Ron Dustin, Fresno City College

David Emerson, Salisbury University

Magdy Farag, California State Polytechnic University—Pomona
Albert Fisher, College of Southern Nevada

Linda Flowers, Houston Community College

Jeannie Folk, College of DuPage

Ernesto Gonzalez, Florida National College

Ann Gregory, South Plains College

Rebecca Hancock, El Paso Community College—Valley Verde
Laurie Hays, Western Michigan University

Rita Hays, Southwestern Oklahoma State University
Bambi Hora, University of Central Oklahoma
Constance Hylton, George Mason University

Todd Jensen, Sierra College

Gina M. Jones, Aims Community College

Jeff Jones, College of Southern Nevada

Sandra Jordan, Florida State College at Jacksonville
Dmitriy Kalyagin, Chabot College

Thomas Kam, Hawaii Pacific University

Ann Kelley, Providence College

Shirly A. Kleiner, Johnson County Community College
Jo Koehn, University of Central Missouri

Sudha Krishnan, California State University—-Long Beach
Anita Kroll, University of Wisconsin—-Madison

David Krug, Johnson County Community College
Christopher Kwak, DeAnza College

David Laurel, South Texas College

Joan Lee, Fairfield University

Charles Lewis, Houston Community College

Jeannie Liu, Chaffey College

Thomas S. Marsh, Northern Virginia Community College—
Annandale

Stacie Mayes, Rose State College

Brenda McVey, University of Mississippi

Donald McWilliams, Jackson State University

Jeanine Metzler, Northampton Community College

Edna C. Mitchell, Polk State College

April Mohr, Jefferson Community and Technical College, SW
Kathleen O’Donnell, Onondaga Community College
Yvonne Phang, Borough of Manhattan Community College
M. Jeff Quinlan, Madison College

James Racic, Lakeland Community College

Ruthie Reynolds, Howard University

Helen Roybark, Radford University

Richard Sarkisian, Camden County College

Linda Schain, Hofstra University

Tracy Schmeltzer, Wayne Community College

Debbie Schmidt, Cerritos College

Raymond Shaffer, Youngstown State University

Geeta Shankhar, University of Dayton

Ken W. Shaw, University of Missouri

Regina Shea, Community College of Baltimore County—Essex
Jaye Simpson, Tarrant County College

Erik Slayter, California Polytechnic State University—San Luis
Obispo

Gerald Smith, University of Northern Iowa

Kevin Smith, Utah Valley University

Dominique Svarc, William Rainey Harper College

Ulysses Taylor, Fayetteville State University

Anthony Teng, Saddleback College

Teresa Thompson, Chaffey Community College

Tom Thompson, Madison College

Jerri Tittle, Rose State College

Bob Urell, Irvine Valley College

Patricia Walczak, Lansing Community College

Dave Welch, Franklin University

Jean Wells-Jessup, Howard University

Christopher Widmer, Tidewater Community College
Jonathan M. Wild, University of Wisconsin

Kenneth L. Wild, University of London

Gayle Williams, Sacramento City College

Wanda Wong, Chabot College

John Woodward, Polk State College

Qiang Wu, Rensselaer Polytechnic Institute

Judy Zander, Grossmont College

Xvii






o ~N O O & o N —

(=)

10
I
12
13

Introducing Financial Statements 2

Financial Statements and the Accounting System 50
Adjusting Accounts for Financial Statements 98
Reporting and Analyzing Merchandising Operations 164
Reporting and Analyzing Inventories 220

Reporting and Analyzing Cash, Fraud, and Internal Controls 272
Reporting and Analyzing Receivables 316

Reporting and Analyzing Long-Term Assets 352
Reporting and Analyzing Current Liabilities 396
Reporting and Analyzing Long-Term Liabilities 442
Reporting and Analyzing Equity 448

Reporting and Analyzing Cash Flows 534

Analyzing and Interpreting Financial Statements 590

AppendixA Financial Statement Information A1
AppendixB Applying Present and Future Values B

AppendixC Investments and International Operations C

*AppEﬂdiX D Reporting and Analyzing Partnerships D1

*Appendix D is available in McGraw-Hill Connect and as a print copy from a McGraw-Hill Education representative.

Xix



1 Introducing Financial
Statements 2

Importance of Accounting 4
Users of Accounting Information 4
Opportunities in Accounting 6
Fundamentals of Accounting 7
Ethics—A Key Concept 7
Fraud Triangle 7
Generally Accepted Accounting Principles 8
International Standards 8
Conceptual Framework and Convergence 9
Sarbanes-Oxley (SOX) 12
Dodd-Frank 12

Business Transactions and Accounting 13
Accounting Equation 13
Transaction Analysis 14
Summary of Transactions 18
Communicating with Users 19

Income Statement 19

Statement of Retained Earnings 19
Balance Sheet 21

Statement of Cash Flows 21

Global View 22

Decision Analysis—Return on Assets 23
Appendix 1A Return and Risk 27
Appendix 1B Business Activities 27

2 Financial Statements and
the Accounting
System 50

Using Financial Statements 52
Using Ratios to Analyze Financial Statements 52
Liquidity (and Efficiency) 53
Solvency 53
Profitability 53
Market Prospects 53
Summarizing Ratios 53
Basis of Financial Statements 54

Source Documents 54
The “Account” Underlying Financial Statements 54

XX

Analyzing and Processing Transactions 58
Ledger and Chart of Accounts 58
Debits and Credits 58
Double-Entry Accounting 59
Journalizing and Posting Transactions 60
Analyzing Transactions—An Illustration 62
Accounting Equation Analysis 67

Trial Balance 69

Preparing a Trial Balance 69
Using a Trial Balance to Prepare Financial
Statements 70

Global View 73
Decision Analysis—Debt Ratio 75

3 Adjusting Accounts
for Financial
Statements 98

Timing and Reporting 100
The Accounting Period 100
Accrual Basis versus Cash Basis 100
Recognizing Revenues and Expenses 101
Adjusting Accounts 102
Framework for Adjustments 102
Prepaid (Deferred) Expenses 103
Unearned (Deferred) Revenues 107
Accrued Expenses 109
Accrued Revenues 111
Links to Financial Statements 113
Adjusted Trial Balance 114

Preparing Financial Statements 114

Closing Process 116
Temporary and Permanent Accounts 117
Recording Closing Entries 117
Post-Closing Trial Balance 118
Accounting Cycle 120

Classified Balance Sheet 121

Classification Structure 121
Classification Categories 122

Global View 124

Decision Analysis—Profit Margin and Current
Ratio 125



Appendix 3A Alternative Accounting for
Prepayments 129

Appendix 3B Work Sheet as a Tool 131

Appendix 3C Reversing Entries 133

4 Reporting and Analyzing
Merchandising
Operations 164

Merchandising Activities 166
Reporting Income for a Merchandiser 166
Reporting Inventory for a Merchandiser 166
Operating Cycle for a Merchandiser 167
Inventory Systems 167
Accounting for Merchandise Purchases 168
Purchases without Cash Discounts 168
Purchases with Cash Discounts 168
Purchases with Returns and Allowances 170
Purchases and Transportation Costs 171
Accounting for Merchandise Sales 173
Sales without Cash Discounts 174
Sales with Cash Discounts 174
Sales with Returns and Allowances 175
Completing the Accounting Cycle 177
Adjusting Entries for Merchandisers 177
Preparing Financial Statements 179
Closing Entries for Merchandisers 180
Summary of Merchandising Entries 181
Financial Statement Formats 183

Multiple-Step Income Statement 183
Single-Step Income Statement 184
Classified Balance Sheet 184

Global View 186

Decision Analysis—Acid-Test and Gross Margin
Ratios 187

Appendix 4A Recording Transactions under the
Periodic System 192

Appendix 4B Work Sheet—Perpetual System 196

Appendix 4C Recording Transactions under the
Net Method 197

5 Reporting and Analyzing
Inventories 220

Inventory Basics 222

Determining Inventory Items 222
Determining Inventory Costs 222

Internal Controls and Taking a Physical Count 222

6 Reporting and

Contents XXi

Inventory Costing under a Periodic
System 223

Inventory Cost Flow Assumptions 224

Inventory Costing Illustration 225

Specific Identification 225

First-In, First-Out 226

Last-In, First-Out 227

Weighted Average 228

Financial Statement Effects of Costing

Methods 229

Consistency in Using Costing Methods 230
Valuing Inventory at LCM and the Effects of
Inventory Errors 231

Lower of Cost or Market 231

Financial Statement Effects of Inventory

Errors 233

Global View 235
Decision Analysis—Inventory Turnover and Days’

Sales in Inventory 236
Appendix 5A Inventory Costing under a Perpetual

System 243
Appendix 5B Inventory Estimation Methods 249

Analyzing Cash,
Fraud, and Internal
Controls 272

Fraud and Internal Control 274

Purpose of Internal Control 274

Principles of Internal Control 274

Technology, Fraud, and Internal Control 276

Limitations of Internal Control 278
Control of Cash 279

Cash, Cash Equivalents, and Liquidity 279

Cash Management 280

Control of Cash Receipts 280

Control of Cash Disbursements 282

Banking Activities as Controls 287
Basic Bank Services 287

Bank Statement 288
Bank Reconciliation 290

Global View 295

Decision Analysis—Days’ Sales
Uncollected 295

Appendix 6A Documentation and
Verification 298



xxXii Contents

Disposals of Plant Assets 366
Discarding Plant Assets 366
Selling Plant Assets 367
SECTION 2—NATURAL RESOURCES 369

Cost Determination and Depletion 369
Plant Assets Tied into Extracting 370

SECTION 3—INTANGIBLE ASSETS 370

7 Reporting and Analyzing
Receivables 316

Accounts Receivable 318

Recognizing Accounts Receivable 318
Valuing Accounts Receivable—Direct Write-Off

Method 322 Cost Determination and Amortization 371
Valuing Accounts Receivable—Allowance Types of Intangibles 371
Method 323 Global View 374
Estimating Bad Debts—Percent of Sales Decision Analysis—Total Asset Turnover 375
Method 325 Appendix 8A Exchanging Plant Assets 379
Estimating Bad Debts—Percent of Receivables
Method 326
Estimating Bad Debts—Aging of Receivables
Method 327 g .
Notes Receivable 330 Reporting and

Computing Maturity and Interest 330 Analyzing Current

Recognizing Notes Receivable 331 Liabilities 396
Valuing and Settling Notes 331
Disposal of Receivables 333

Selling Receivables 333
Pledging Receivables 334

Characteristics of Liabilities 398
Defining Liabilities 398
Classifying Liabilities 398
Uncertainty in Liabilities 399

glol?a} Vi/f;W ]33‘% . - Receivab] Known Liabilities 400
ision Analysis— n i
€CIS10 alysis—Accounts Recervable Accounts Payable 400

furnover 335 Sales Taxes Payable 400

Unearned Revenues 400
Short-Term Notes Payable 401
Payroll Liabilities 404
Multi-Period Known Liabilities 407

Estimated Liabilities 408

Health and Pension Benefits 408
SECTION 1—PLANT ASSETS 354 Vacation Benefits 408

Cost Determination 355 Bonus Plans 409
Warranty Liabilities 409

Multi-Period Estimated Liabilities 410

8 Reporting and Analyzing
Long-Term Assets 352

Machinery and Equipment 355
Buildings 355

Land Improvements 355 Contingent Liabilities 410

Land 355 Accounting for Contingent Liabilities 410

Lump-Sum Purchase 356 Reasonably Possible Contingent
Depreciation 356 Liabilities 411

Uncertainties That Are Not

Factors in Computing Depreciation 357 . .
Contingencies 411

Depreciation Methods 357

Partial-Year Depreciation 362 Global View 413
Change in Estimates for Depreciation 362 Decision Analysis—Times Interest Earned
Reporting Depreciation 363 Ratio 413

Additional Expenditures 364 Appendix 9A Payroll Reports, Records, and

Procedures 416

Ordinary Repairs 365 Appendix 9B Corporate Income Taxes 422

Betterments and Extraordinary Repairs 365



1[] Reporting and Analyzing

(i

Long-Term Liabilities 442

Basics of Bonds 444

Bond Financing 444

Bond Trading 445

Bond-Issuing Procedures 445
Bond Issuances 446

Issuing Bonds at Par 446

Bond Discount or Premium 446

Issuing Bonds at a Discount 447

Issuing Bonds at a Premium 450
Bond Pricing 453

Bond Retirement 454
Bond Retirement at Maturity 454

Bond Retirement before Maturity 454
Bond Retirement by Conversion 455

Long-Term Notes Payable 455

Installment Notes 455
Mortgage Notes and Bonds 457

Global View 459

Decision Analysis—Debt Features and the Debt-to-
Equity Ratio 459

Appendix 10A Present Values of Bonds and
Notes 463

Appendix 10B Effective Interest Amortization 465

Appendix 10C Issuing Bonds between Interest
Dates 467

Appendix 10D Leases and Pensions 469

Reporting and Analyzing
Equity 488

Corporate Form of Organization 490

Characteristics of Corporations 490

Corporate Organization and Management 491

Stockholders of Corporations 491

Basics of Capital Stock 492
Common Stock 494

Issuing Par Value Stock 494

Issuing No-Par Value Stock 495

Issuing Stated Value Stock 495

Issuing Stock for Noncash Assets 495
Dividends 497

Cash Dividends 497

Stock Dividends 498

Stock Splits 499

Contents xxiii

Preferred Stock 501
Issuance of Preferred Stock 501
Dividend Preference of Preferred Stock 502
Convertible Preferred Stock 503
Callable Preferred Stock 503
Reasons for Issuing Preferred Stock 503

Treasury Stock 505

Purchasing Treasury Stock 505
Reissuing Treasury Stock 506
Retiring Stock 507

Reporting of Equity 508
Statement of Retained Earnings 508

Statement of Stockholders’ Equity 509
Reporting Stock Options 509

Global View 509

Decision Analysis—Earnings per Share, Price-
Earnings Ratio, Dividend Yield, and Book Value
per Share 510

12 Reporting and Analyzing
Cash Flows 534

Basics of Cash Flow Reporting 536

Purpose of the Statement of Cash Flows 536
Importance of Cash Flows 536
Measurement of Cash Flows 536
Classification of Cash Flows 537

Noncash Investing and Financing 538
Format of the Statement of Cash Flows 539
Preparing the Statement of Cash Flows 539

Cash Flows from Operating 541
Indirect and Direct Methods of Reporting 541
Applying the Indirect Method of Reporting 543
Summary Adjustments for Operating Activities—
Indirect Method 546
Cash Flows from Investing 547

Three-Stage Process of Analysis 547
Analyzing Noncurrent Assets 547
Analyzing Additional Assets 548

Cash Flows from Financing 549
Three-Stage Process of Analysis 549
Analyzing Noncurrent Liabilities 549
Analyzing Equity 550
Proving Cash Balances 551

Overall Summary Using T-Accounts 552

Global View 554

Decision Analysis—Cash Flow Analysis 554

Appendix 12A Spreadsheet Preparation of the
Statement of Cash Flows 559

Appendix 12B Direct Method of Reporting Operating
Cash Flows 561



xXXiv Contents

Appendix A
13 Analyzing and
Interpreting Financial
Statements 590 Appendix B
Appendix C

Basics of Analysis 592

Purpose of Analysis 592 _
Building Blocks of Analysis 592 *Appendix D
Information for Analysis 593

Index IND-1
Standards for Comparisons 593 ndex

Financial Statement Information A-1
Apple A-2

Google A-10

Samsung A-14

Applying Present and Future Values B
Investments and International
Operations C

Reporting and Analyzing Partnerships

Tools of Analysis 594 Chart of Accounts CA

Horizontal Analysis 594
Comparative Statements 594
Trend Analysis 597

Vertical Analysis 599

Common-Size Statements 599

Common-Size Graphics 601
Ratio Analysis 603

Liquidity and Efficiency 603

Solvency 607

Profitability 608

Market Prospects 609

Summary of Ratios 610

Global View 612
Decision Analysis—Analysis Reporting 613
Appendix 13A Sustainable Income 616

*Appendix D is available in McGraw-Hill Connect and as a print copy
from a McGraw-Hill Education representative.

Brief Review BR



rnancial
ACCounting



Introducing
Financial
Statements

Chapter Preview

IMPORTANCE OF FUNDAMENTALS BUSINESS FINANCIAL
ACCOUNTING OF ACCOUNTING TRANSACTIONS COMMUNICATION

C1 Purpose of C3 Ethics—Key concept A1 Accounting P2 Income statement
accounting equation and its
components

Statement of
retained earnings

C4 Generally accepted

C2 Accounting accounting
information users principles Key financial

measures

Balance sheet
Opportunities in Conceptual
accounting framework P1 Transaction

analysis—lllustrated

Statement of cash
flows

Regulatory setting A2 Financial analysis

Chapter Preview is organized by key topics and includes learning objectives
Learning Objectives are classified as conceptual, analytical, or procedural

.

Learning Objectives

CONCEPTUAL ANALYTICAL PROCEDURAL

C1 Explain the purpose and importance of A1 Define and interpret the accounting P1 Analyze business transactions using
accounting. equation and each of its components. the accounting equation.

C2 Identify users and uses of, and A2 Compute and interpret return on P2 Identify and prepare basic financial
opportunities in, accounting. assets. statements and explain how they

interrelate.

C3 Explain why ethics are crucial to A3 Appendix 1A—Explain the relation

accounting. between return and risk.

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

C5 Appendix 1B—Identify and describe the
three major activities of organizations.
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A Decision Feature launches each chapter showing the relevance of accounting for a real entrepreneur.

One Smart Apple

An Entrepreneurial Decision assignment returns to this feature with a mini-case

“Wherever smart people work, doors are unlocked” —STeve WozNIAK

CUPERTINO, CA—"When | designed the
Apple stuff,” says Steve Wozniak (a.k.a. the
Wizard of Woz), "l never thought in my life
| would have enough money to fly to
Hawaii or make a down payment on a
house.” But some dreams do come true.
Woz, along with Steve Jobs and Ron
Wayne, founded Apple. Today, Apple
(Apple.com) boasts a value of over $700
billion and revenues of over $180 billion—
recent revenues and income follow.

($ billions) 2011 2012 2013 2014
Revenues. . . .. $1082 $1565 $1709 $182.8
Net income . . . 25.9 41.7 37.0 39.5

Along the way, the young entrepre-
neurs faced many challenges, including ac-
counting issues such as how to properly
read and interpret accounting data. The
first challenge was how to finance the new
company, which they did by selling some
of their prized possessions, such as Woz's
Hewlett-Packard scientific calculator and
Jobs's Volkswagen van. The $1,300 they
raised helped them purchase the electronic
equipment Woz used to build the first
Apple computer.

Revenue Sources
iPod & Other

Apple Inc.
NASDAQ: AAPL

$231,839 mil. assets
93,000 employees

In setting up their company, the two
young entrepreneurs had to decide what
type of entity to form—a partnership or a
corporation. They decided on a partnership,
and Ron Wayne “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 | manual [and] he
wrote the manual.” The original partnership
agreement included Wayne as a third part-
ner with 10% ownership. However, a few
days later, Wayne had a change of heart
when he considered the unlimited liability
of a partnership. He pulled out, leaving
Woz and Jobs holding 50% each. Within
nine months, Woz and Jobs identified
some advantages to the corporate form of
business organization, and they converted
Apple to a corporation.

As their company grew, Woz and Jobs
had to learn more 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 doubters, in-
cluding Woz's father, who worried about
his son’s cash controls. “A person like him
shouldn’t have that much money,” said his
father after finding $250,000 worth of un-
cashed checks in Woz's Porsche.

Woz and Jobs enhanced their account-
ing system and focused it on providing in-
formation for business decisions. Today,
Woz believes that Apple is integral to the
language of technology, just as accounting
is the language of business. In retrospect,
Woz says, "Every dream | have ever had in
life has come true ten times over” He
adds: “In the end, | hope there's a little
note somewhere that says | designed a
good computer.”

Sources: Woz website, Woz.org, January 2016;
iWoz: From Computer Geek to Cult Icon, W.W.
Norton & Co., 2006; Founders at Work, Apress,
2007; Apple website, January 2016
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IMPORTANCE OF ACCOUNTING

C1

Explain the purpose and
importance of accounting.

EXHIBIT 1.1

Accounting Functions

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

C2

Identify users and uses
of, and opportunities in,
accounting.

EXHIBIT 1.2

Users of Accounting
Information

Infographics reinforce key
concepts through visual
learning

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 in which
accounting information impacts us all.

Accounting is an information and measurement system that identifies, records, and commu-
nicates relevant, reliable, and comparable information about an organization’s business
activities. Exhibit 1.1 portrays these accounting functions.

Identifying Recording Communicating

Select transactions and events Input, measure, and log Prepare, analyze, and interpret
Examples are Apple’s sale of iPhones and Examples are chronological logs of Examples are reports such as financial
TicketMaster’s receipt of ticket money. transactions measured in dollars. statements that we analyze and interpret.

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 includes the analysis and interpretation of information.

Technology is a key part of modern business and plays a major role in accounting. Technol-
ogy reduces the time, effort, and cost of recordkeeping while improving clerical accuracy. Some
small organizations perform various accounting tasks manually, but even they are impacted by
technology. As technology makes more information available, the demand for accounting
knowledge increases. Consulting, planning, and other financial services are now closely linked
to accounting.

Users of Accounting Information

Accounting is called the language of business because all organizations set up an accounting
system to communicate data that help people make better decisions. Exhibit 1.2 divides these
people into two user groups, external users and internal users, and provides examples of
each.

External users Internal users

Annual Report

AN

* Lenders * Consumer groups * Officers * Sales staff
* Shareholders e External auditors * Managers * Budget officers
* Governments * Customers ¢ Internal auditors  Controllers
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External Information Users External users of accounting information do not directly
run the organization and have limited access to its accounting information. They include
shareholders (investors), lenders, directors, customers, suppliers, regulators, lawyers,
brokers, and the press. Their business decisions depend on information that is reliable, rele-
vant, and comparable. Financial accounting is the area of accounting aimed at 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
accounting 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 use information to
assess whether an organization will 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 elected to a board of directors that oversees an organization. Directors report to
shareholders and they hire top executive management.

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 have legal authority over certain activities of organizations. For example, the
Internal Revenue Service (IRS) requires accounting reports in computing taxes. Other
regulators include utility boards that use accounting to set utility rates and securities
regulators that require reports for companies that sell their stock to the public.

Voters, legislators, and government officials use accounting information to monitor and
evaluate 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 directly manage and
operate the organization such as the chief executive officer (CEO), chief financial officer (CFO),
chief audit executive (CAE), treasurer, and other executive or managerial-level employees.
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 external reports and instead
are designed with the unique 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 innovations.
Purchasing managers need to know what, when, and how much to purchase.

Human resource managers need information about employees’ 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.



EXHIBIT 1.3

Accounting Opportunities

EXHIBIT 1.4
Accounting Jobs by Area

Point: The largest accounting
firms are EY, KPMG, PwC, and
Deloitte.

Margin notes further
enhance textual material

Point: Census Bureau reports
that for workers 18 and over,
higher education yields higher
average pay:

Master’s degree $73,738
Bachelor’s degree 56,665
Associate’s degree 39,771
High school degree 30,627

No high school degree 20,241

EXHIBIT 1.5

Accounting Salaries for
Selected Positions

Point: U.S. Bureau of Labor
reports higher education

is linked to a lower
unemployment rate:

Bachelor’s degree or more 3.2%

Associate’s degree . . . . .. 4.5%
High school degree .... 6.0%
No high school degree .. 9.0%

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

www.AICPA.org
Kforce.com
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Opportunities in Accounting

Accounting has four broad areas of opportunities: financial, managerial, taxation, and
accounting-related. Exhibit 1.3 lists selected opportunities in each area.

Opportunities in Accounting

Financial Managerial Taxation Accounting-related

* Preparation * General accounting  * Preparation * Lenders * FBI investigators
¢ Analysis » Cost accounting  Planning e Consultants ¢ Market researchers
¢ Auditing * Budgeting * Regulatory * Analysts * Systems designers
* Regulatory e Internal auditing * Investigations * Traders * Merger services
* Consulting * Consulting * Consulting ¢ Directors ¢ Business valuation
¢ Planning e Controller ¢ Enforcement e Underwriters ¢ Forensic accounting
e Criminal * Treasurer * Legal services * Planners * Litigation support

investigation * Strategy « Estate plans * Appraisers e Entrepreneurs

Exhibit 1.4 shows that the majority of opportunities are in private accounting, which are em-
ployees working for businesses. Public accounting offers the next largest number of opportunities,

Government,
Private nOt-fOr-p_rofit, and
accounting education 22%
54%
Public
accounting
24%

which involve accounting services such as auditing
and taxation. Opportunities also exist in government
and not-for-profit agencies, including business regu-
lation 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 requirements,
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 professional (CPP), personal financial specialist (PFS), certified fraud exam-
iner (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
(CFOs) range from under $100,000 to more than $1 million per year. Likewise, salaries for
bookkeepers range from under $30,000 to more than $80,000.

Field

Public Accounting
Manager (6—8 years)

Senior (35 years) . .
Junior (0-2 years) ..

Private Accounting

Controller/Treasurer

Manager (6—8 years)

Senior (35 years) . .
Junior (0-2 years) ..

Recordkeeping

Accounts manager . .
Payroll manager . . ..

Accounting clerk (0-2 years) .........

Title (experience)

Partner...........

Full-charge bookkeeper

2015 Salary 2020 Estimate*
................ $240,000 $265,000
................ 109,500 121,000
................ 88,000 97,000
................ 60,500 67,000
................ 290,000 320,000
............... 180,000 199,000
................ 98,500 109,000
................ 81,500 90,000
................ 58,000 64,000
............. 60,500 67,000
................ 58,000 64,000
................ 59,500 65,500
39,500 43,500

* Estimates assume a 2% compounded annual increase over current levels (rounded to nearest $500).
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NEED-TO-KNOWs highlight key procedures and concepts in learning accounting \

Identify the following users of accounting information as either an (a) external or (b) internal user.

1. __ Regulator 4. ____ Controller 7. ____ Production manager
2. __ _CEO 5. Executive employee 8. ____ Nonexecutive

3. ___ Shareholder 6. External auditor employee

Solution

1.a 2.b 3.2 4.b 5.b 6.a 7Z.b 8.a

NEED-TO-KNOW &l

Accounting Users

€1 C2

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

E1-1,E1-2,E1-3

FUNDAMENTALS OF ACCOUNTING

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

Ethics—A Key Concept

For information to be useful, 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 a course of action that avoids casting doubt on one’s deci-
sions. For example, accounting users are less likely to trust an auditor’s report if the auditor’s
pay depends on that client’s success. To avoid such concerns, 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.

1. Identify ethical concerns 2. Analyze options 3. Make ethical decision
Y
/ \\ R —
¢
Use personal ethics to Consider all good and Choose best option after
recognize an ethical concern. bad consequences. weighing all consequences.

Accountants face 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.

Fraud Triangle

The fraud triangle asserts that 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 risk of getting caught.
© Pressure, or incentive. A person must feel pressure to commit fraud.

© Rationalization, or attitude. A person rationalizes the fraud and fails to see its criminal nature
or justifies the fraud.

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 detect it. By the time a fraud is discovered, the
money is often gone and chances for recovery are slim.

C3

Explain why ethics are
crucial to accounting.

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

EXHIBIT 1.6
Ethical Decision Making

Point: A Code of Professional
Conduct is available at

www.AICPA.org.

Financial Pressure



C4

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

Point: State ethics codes re-
quire CPAs who audit financial
statements to disclose areas
where those statements fail to
comply with GAAP. If CPA:s fail
to report noncompliance, they
can lose their licenses and be
subject to criminal and civil
actions and fines.
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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 reli-
able accounting, promote efficiency, and encourage adherence to policies. Examples are good
records, physical controls (locks, passwords, guards), and independent reviews.

. Cooking the Books Our economic and social welfare

depends on reliable accounting. Some individuals forgot that
and are now paying their dues. They include Hisao Tanaka (in photo) of
Toshiba, guilty of inflating income by $1.2 billion over five years; Tsuyoshi
Kikukawa of Olympus, guilty of hiding $1.7 billion in losses; Bernard Ebbers
of WorldCom, convicted of an $1 | billion accounting scandal; Andrew

. . . . KAZUHIRO NOGI/AFP/
Fastow of Enron, guilty of hiding debt and inflating income; and Ramalinga Getty Images

Raju of Satyam Computers, accused of overstating assets by $1.5 billion.

Generally Accepted Accounting Principles

Financial accounting is governed by concepts and rules known as generally accepted account-
ing principles (GAAP). We must understand these principles when using accounting data.
GAAP aims to make information relevant, reliable, and comparable. Relevant information af-
fects decisions of users. Reliable information is trusted by users. Comparable information aids
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 oversees proper use of GAAP by compa-
nies that raise money from the public through issuance of stock and debt. 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

Our global economy creates demand by external users for comparability in accounting
reports. To that end, the International Accounting Standards Board (IASB), an indepen-
dent group (consisting of individuals from many countries), issues International Financial
Reporting Standards (IFRS) that identify preferred accounting practices. If global standards
were harmonized, one company could potentially use a single set of financial statements
across financial markets.

Differences between U.S. GAAP and IFRS have been decreasing in recent years as the FASB
and TASB pursued a convergence process aimed at reducing inconsistencies. Further, more than
115 countries now require or permit companies to follow IFRS. However, it is clear that conver-
gence will not be achieved anytime soon. More recently, the FASB said it will work on global
accounting issues with the IASB through its membership in the Accounting Standards Advisory
Forum (ASAF).

The SEC encourages the FASB, when possible, to converge U.S. GAAP to IFRS by endors-
ing, and thereby incorporating, individual IFRS standards into U.S. GAAP. This process still
permits the FASB to modify IFRS when necessary. The SEC maintains its oversight of the
FASB, including authority to prescribe accounting principles and standards for U.S. issuers.
The SEC also has a role in oversight and governance of the IASB through its involvement on
the IFRS Foundation Monitoring Board. For updates on global accounting issues, we can
check with the AICPA (IFRS.com), FASB (FASB.org), and IASB (ifrs.org).

IFRS

Like the FASB, the IASB uses a conceptual framework to aid in revising or drafting new standards. However, un-
like 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. GAAR 1l
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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 use-
ful to investors, creditors, and others.

© Qualitative Characteristics—to require
information that is relevant, reliable, and
comparable.

Objectives

of financial accounting

© Elements—to define items that financial
statements can contain.

© Recognition and Measurement—to set
criteria that an item must meet for it to be
recognized as an element and how to
measure that element.

Qualitative

characteristics (B

For updates on this joint FASB and IASB conceptual framework convergence we can check the
FASB.org or ifrs.org websites. We must remember that U.S. GAAP and IFRS are two similar,
but not identical, systems. However, their similarities greatly outweigh differences. The
remainder of this section describes key principles and assumptions of accounting.

Principles and Assumptions of Accounting Accounting principles (and assumptions)
are of two types. General principles are the basic assumptions, concepts, and guidelines for
preparing financial statements. Specific principles are detailed rules used in reporting business
transactions and events. General principles stem from long-used accounting practices. Specific
principles arise more often from the rulings of authoritative groups.

We need to understand
both general and specific

principles to effectively use
accounting information. A
Several general principles

are described in this section

that are relied on in later 1 e

chapters. General principles Revenue
(in purple font with white Principles IMeasurement recognltlon
shading) and assumptions FuII Expense
(in red font with white dlsclosure recognltlon
shading) are portrayed as R[] '|||

145 : . ===_ Going Monetary Business ;==
bu11§1qg blocks of GAAP" in Assumptions Rl it enmy
Exhibit 1.7. The SpeCIfIC (1111} l ll L1}
principles are described Constraints { Materiality Benefits > Cost

EEEEENE
as we encounter them in
the book.

Accounting Principles General principles consist of at least four basic principles, four
assumptions, and two constraints.

© Measurement The measurement principle, also called the cost principle, prescribes that
accounting information is based on actual cost (with a potential for subsequent adjustments
to market). Cost is measured on a cash or equal-to-cash basis. This means if cash is given for
a service, its cost is measured by the cash paid. If something besides cash is exchanged (such
as a car traded for a truck), cost is measured as the cash value of what is given up or received.
The cost principle emphasizes reliability and verifiability, and information based on cost is
considered objective. Objectivity means that information is supported by independent, unbi-
ased evidence; it demands more than a person’s opinion. To illustrate, suppose a company
pays $5,000 for equipment. The cost principle requires that this purchase be recorded at
$5,000. It makes no difference if the owner thinks this equipment is worth $7,000. Later in
the book we introduce fair value measures.

EXHIBIT 1.7
Building Blocks for GAAP

Point: The cost principle is
also called the historical cost
principle.





