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The Warren Vision

Warren/Reeve/Duchac’s Accounting 27e gives students a solid foundation in accounting 
to prepare them for future business courses and the real world.

1. �Helps students connect concepts to the  
bigger picture with features such as the  
new Chapter-Opening Schema.

2. �Accounting Cycle Coverage provides an  
unmatched foundation so students are  
prepared to succeed in later chapters.

3. �Helps learners appreciate why accounting is important to business and a prosperous 
society with new tools such as the Why It Matters Concept Clips.

4. �A presentation style built for the way this  
generation reads and assimilates information.

Chapter 1

Accounting Equation

Assets = Liabilities + Owner's Equity

Accounting System

Transactions

Introduction to 

Accounting and Business
C H A P T E R

1

Chapter 2 Account

Debits Credits

Rules of Debit and Credit

BALANCE SHEET ACCOUNTS

Total Debit Balances  =  Total Credit BalancesUnadjusted Trial Balance

ASSETS  

Asset Accounts
= LIABILITIES  

Liability Accounts
+ OWNER’S EQUITY  

Owner’s Capital Account

Debit for  

increases (+)
Credit for  

decreases (–)

Debit for  

decreases (–)
Credit for  

increases (+)

Debit for  

decreases (–)
Credit for  

increases (+)

Balance

Balance
Balance

 Owner’s Drawing  

Account

Income Statement Accounts

Revenue Accounts

Debit for  

increases (+)
Credit for  

decreases (–)

Balance

Debit for  

decreases (–)
Credit for  

increases (+)

Balance

Expense Accounts

Debit for  

increases (+)
Credit for  

decreases (–)

Balance
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Chapter 3

Total Debit
  Balances            =

Total Credit 
Balances

Adjusted Trial Balance

Adjusting Entries

Adjusted 
 Accounts Unadj. Balances

Adjustments
Adj. Balances

XXX
XXX
XXX

XXX
XXX
XXX

Unadjusted  
Accounts 

XXX XXX

Unadjusted  
Trial Balance 

Adjusting  
Journal Entries

Accrued RevenuesAccrued ExpensesUnearned RevenuesPrepaid Expenses
DepreciationTotal Debit Balances

Total Credit Balances
=

Chapter 4

Financial Statements

Closing Entries
Income Statement and Drawing Accounts  

0 0

Zero Balances

Balance Sheet  
Accounts 

XXX XXX

Post-Closing  Trial Balance

Closing  
Journal Entries

Adjusted  
Accounts 

XXX XXX

Adjusted  
Balances

Adjusted Accounts 
XXX XXX

Adjusted Balances

Total Debit Balances
Total Credit Balances

=

Total Debit Balances
Total Credit Balances

=

Income Statement Statement of Owner’s Equity Balance Sheet
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490 Chapter 10    Long-Term Assets:  Fixed and Intangible

Investments are long-lived assets that are not used in the normal operations and 
are held for future resale. Such assets are reported on the balance sheet in a section 
entitled Investments. For example, undeveloped land acquired for future resale would 
be classified and reported as an investment, not land.

The Cost of Fixed Assets
In addition to purchase price, the costs of acquiring fixed assets include all amounts 
spent getting the asset in place and ready for use. For example, freight costs and the 
costs of installing equipment are part of the asset’s total cost.

Exhibit 2 summarizes some of the common costs of acquiring fixed assets. These 
costs are recorded by debiting the related fixed asset account, such as Land,1  Building, 
Land Improvements, or Machinery and Equipment.

1 As discussed here, land is assumed to be used only as a location or site and not for its mineral deposits or other natural resources.

Only costs necessary for preparing the fixed asset for use are included as a cost of 
the asset. Unnecessary costs that do not increase the asset’s usefulness are recorded 
as an expense. For example, the following costs are recorded as expenses:

• Vandalism
• Mistakes in installation
• Uninsured theft

Costs of Acquiring Fixed AssetsE X H I B I T  2

BK-CHE-WARREN_27E-160241-Chp10.indd   490 18/11/16   9:17 PM
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18Introduction to 
Managerial Accounting

Concepts and Principles

Developing Information

Decision Making

COST SYSTEMS COST BEHAVIOR

EVALUATING PERFORMANCE COMPARING ALTERNATIVES

 Introduction to Managerial AccountingChapter 18   

Chapter 21  Cost-Volume-Proft Analysis

Chapter 24  Decentralized Operations

Chapter 25  Diferential Analysis, 
Product Pricing, and  
Activity-Based Costing

Chapter 26 Capital Investment Analysis

Chapter 19 Job Order Costing

Chapter 20 Process Cost Systems

Chapter 22 Budgeting

Chapter 23  Variances from Standard Costs

BK-CHE-WARREN_27E-160241-Chp18.indd   883 07/12/16   8:09 PM

C H A P T E R

6 Accounting for 
Merchandising Businesses

Statement of Owner's Equity

Owner's capital, Jan. 1 $XXX
Net income $ XXX
Withdrawals   (XXX)
Increase in capital XXX
Retained earnings, Jan. 1, 20Y5             $XXX

Statement of Cash Flows

Cash fows from (used in) operating activities  $XXX
Cash fows from (used in) investing activities  XXX
Cash fows from (used in) fnancing activities   XXX
Increase (decrease) in cash fows  $XXX
Cash as of January 1, 20Y5   XXX
Cash as of December 31, 20Y5  $XXXIncome Statement

Sales   $XXX
Cost of merchandise sold   XXX
Gross proft $XXX
Operating expenses: 
   Advertising expense $XXX
   Depreciation expense XXX
   Amortization expense  XXX
   Depletion expense  XXX
   …  XXX
   …   XXX
Total operating expenses    XXX
Income from operations $XXX
Other revenue and expenses    XXX
Net income  $XXX

Balance Sheet 

Current assets:
   Cash  $XXX
   Accounts receivable   XXX
   Merchandise inventory   XXX
   Total current assets   $XXX
Property, plant, and equipment $XXX
Intangible assets  XXX
   Total long-term assets   XXX
Total assets   $XXX
Liabilities: 
   Current liabilities $XXX
   Long-term liabilities   XXX
Total liabilities  $XXX
Owner’s equity    XXX
Total liabilities and owner’s equity  $XXX

Chapter 17
Financial Statement Analysis

 Chapter 6   Accounting for  
Merchandising 
Businesses

Chapter 16  Cash Flows

Chapters 1–4  
Accounting Cycle

Chapter 5
Accounting Systems

Chapter 12 Partnerships
Chapter 13 Corporations

Chapter 11 Current Liabilities
Chapter 14 Bonds and Notes

Chapter 8 Cash
Chapter 9 Receivables
Chapter 7 Inventories
Chapter 10   Fixed and Intangible 

Assets
Chapter 15   Investments

Income Statement Statement of  
Owner's Equity Balance Sheet Statement of  

Cash Flows

Assets                                    =                 Liabilities                      +            Owner's Equity
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Roadmap for Success

Warren/Reeve/Duchac’s Accounting 27e makes it easy for you to give students a solid foundation in accounting 
without overwhelming students. Warren covers the fundamentals AND motivates students to learn by showing how 
accounting is important to a business. 

Built for Today’s Students
The Warren/Reeve/Duchac presentation style provides content in a way that this generation reads and assimilates 
information.

•	 Short, concise paragraphs and bullets
•	 Stepwise progression
•	 Meaningful illustrations and graphs

Hallmarks of the Revision
New schemas provide a roadmap of accounting that emphasizes the big picture. Each chapter begins 
with a new graphic Schema, or Roadmap of Accounting, that shows readers how the chapter material fits 
within the larger context of the overall book. With this approach, students view chapter concepts as part 
of a larger whole rather than as mere independent pieces of knowledge, for a truly functional understand-
ing of accounting.

Financial and managerial sections use separate schemas. A four-part schema (Chs. 1–4) demonstrates how chapter 
content integrates within the accounting cycle. The financial accounting chapters’ schema (Chs. 5–17) highlights 
chapter content within a set of integrated financial statements. A separate managerial accounting schema (Chs. 18–26)  
shows how chapter content integrates within the managerial accounting functions.

Features
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Revised and refreshed real company chapter openers engage readers from the start. New and fresh chapter 
openers introduce and briefly describe a real company and how its challenges relate to the chapter content. Links 
to this opening company appear throughout the chapter to reinforce the importance of what readers are learning.

Best Buy

RI
CH

AR
D

 B
. L

EV
IN

E/
N

EW
SC

O
M

 

C H A P T E R

7

A ssume that in September, you purchased a Sony 
HDTV from Best Buy. At the same time, you pur-

chased a Denon surround sound system for $599.99. You 
liked your surround sound so well that in November, you 
purchased an identical Denon system on sale for $549.99 
for your bedroom TV. Over the holidays, you moved to a 
new apartment and in the process of unpacking discov-
ered that one of the Denon surround sound systems was 
missing. Luckily, your renters or homeowners insurance 
policy will cover the theft, but the insurance company 
needs to know the cost of the system that was stolen.

The Denon systems were identical. However, to re-
spond to the insurance company, you will need to identify 
which system was stolen. Was it the first system, which 
cost $599.99, or was it the second system, which cost 
$549.99? Whichever system you choose will  determine 
the amount that you receive from the insurance company.

Merchandising businesses such as Best Buy make 
similar assumptions when identical merchandise is pur-
chased at different costs. For example, Best Buy may have 
purchased thousands of Denon surround sound systems 
over the past year at different costs. At the end of a period, 
some of the Denon systems will still be in inventory, and 
some will have been sold. But which costs relate to the 
sold systems, and which costs relate to the systems still 
in inventory? Best Buy’s assumption about inventory costs 
can involve large dollar amounts and, thus, can have a sig-
nificant impact on the financial statements. For example, 
Best Buy reported $5,731 million of inventory and net loss 
of $1,231 million for a recent year.

This chapter discusses such issues as how to deter-
mine the cost of merchandise in inventory and the cost 
of merchandise sold. However, it begins by  discussing the 
importance of control over inventory.

BK-CHE-WARREN_27E-160241-Chp07.indd   345 20/09/16   8:43 PM

360 Chapter 7    Inventories

the net realizable value of the merchandise.4 Net realizable value is determined as 
follows:

Net Realizable Value = Estimated Selling Price – Direct Costs of Disposal

Direct costs of disposal include selling expenses such as special advertising or 
sales commissions.

To illustrate, assume the following data about an item of damaged merchandise:

 Original cost $1,000
 Estimated selling price 800
 Estimated selling expenses 150

In applying LCM, the market value of the merchandise is $650, computed as follows:

Market Value (Net Realizable Value) = $800 – $150 = $650

Thus, the merchandise would be valued at $650, which is the lower of its cost of 
$1,000 and its market value of $650.

The lower-of-cost-or-market method can be applied in one of three ways. The 
cost, market price, and any declines could be determined for:

• Each item in the inventory
• Each major class or category of inventory
• Inventory as a whole

The amount of any price decline is included in the cost of merchandise sold. 
This, in turn, reduces gross profit and net income in the period in which the price 
declines occur. This matching of price declines to the period in which they occur is 
the primary advantage of using the lower-of-cost-or-market method.

To illustrate, assume the following data for 400 identical units of Item Echo in 
inventory on December 31:

Cost per unit $10.25
Market value (net realizable value) per unit 9.50

Since the market value of Item Echo is $9.50 per unit, $9.50 is used under the lower-
of-cost-or-market method.

Exhibit 9 illustrates applying the lower-of-cost-or-market method to each inventory 
item (Echo, Foxtrot, Sierra, Tango). As applied on an item-by-item basis, the total lower-
of-cost-or-market is $15,070, which is a market decline of $450 ($15,520 – $15,070). 
This market decline of $450 is included in the cost of merchandise sold.

In Exhibit 9, Items Echo, Foxtrot, Sierra, and Tango could be viewed as a class of in-
ventory items. If the lower-of-cost-or-market method is applied to the class, the inventory 
would be valued at $15,472, which is a market decline of $48 ($15,520 − $15,472). Likewise, 
if Items Echo, Foxtrot, Sierra, and Tango make up the total inventory, the lower-of-cost-
or-market method as applied to the total inventory would be the same amount, $15,472.

See Appendix B for 
more information.

IFRS

Link to Best Buy
Best Buy values its 
inventory at lower of 
cost or market based 
upon cost and the 
amount it expects to 
realize from the sale.

Link to Best Buy
The excess of cost 
over the amount 
Best Buy expects to 
receive from the sale 
of an item is called a 
markdown.

E X H I B I T  9

Determining 
Inventory at Lower 
of Cost or Market 
(LCM)

Echo
Foxtrot
Sierra 
Tango
Total

1
2
3
4
5
6
7
8
9

Inventory
Item Quantity

400
120
600
280

$10.25
22.50
8.00

14.00

Cost Market LCM
Total

$  9.50
24.10
7.75

14.75

$  4,100
2,700
4,800
3,920

$15,520

$  3,800
2,892
4,650
4,130

$15,472

$  3,800
2,700
4,650
3,920

$15,070

B C D E F GA

Cost per
Unit

Market Value
per Unit

(Net Realizable Value)

4 Accounting Standards Update, Inventory (Topic 330): Simplifying the Measurement of Inventory, No. 2015-11, July 2015, FASB 
( Norwalk, CT). 
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Revised end-of-chapter assignments (homework) provide important hands-on practice. Refined, meaningful review 
and applications at the end of each chapter include Discussion Questions, Practice Exercises (A and B versions), 
Exercises, Problems (Series A and B), and Cases & Projects that emphasize ethics, teamwork, and communication skills.

278 Chapter 5    Accounting Systems

3. Post the appropriate individual entries to the general ledger.

4. Total each of the columns of the special journals and post the appropriate totals to 
the general ledger; insert the account balances.

5. Prepare a trial balance.

Cases & Projects

CP 5-1 Ethics in Action
Netbooks Inc. provides accounting applications for business customers on the Internet for 
a monthly subscription. Netbooks customers run their accounting system on the Internet; 
thus, the business data and accounting software reside on the servers of Netbooks Inc. The 
senior management of Netbooks believes that once a customer begins to use Netbooks, 
it is very difficult to cancel the service. That is, customers are “locked in” because it is 
difficult to move the business data from Netbooks to another accounting application even 
though the customers own their own data. Therefore, Netbooks has decided to entice 
customers with an initial low monthly price that is half the normal monthly rate for the 
first year of services. After a year, the price will be increased to the regular monthly rate. 
Netbooks management believes that customers will have to accept the full price because 
customers will be “locked in” after one year of use.

a. Discuss whether the half-price offer is an ethical business practice.

b. Discuss whether customer “lock-in” is an ethical business practice.

CP 5-2 Team Activity
The two leading software application providers for supply chain management (SCM) 
and customer relationship management (CRM) software are JDA and Salesforce.com, 
 respectively. In groups of two or three, go to the website of each company (www 
.jda.com and www.salesforce.com, respectively) and list the services provided by each 
company’s software.

CP 5-3 Communication
Internet-based accounting software is a recent trend in business computing. Major software 
firms such as Oracle, SAP, and NetSuite are running their core products on the Internet 
using cloud computing. NetSuite is one of the most popular small-business Internet-based 
accounting systems.

 Go to NetSuite Inc.’s website at www.netsuite.com. Read about the product and 
prepare a memo to management defining cloud-based accounting. Also outline the advan-
tages and disadvantages of using cloud-based accounting compared to running software 
on a company’s internal computer network.

CP 5-4 Manual vs. computerized accounting systems
The following conversation took place between Durable Construction Co.’s bookkeeper, 
Kyle Byers, and the accounting supervisor, Sarah Nelson:

Sarah: Kyle, I’m thinking about bringing in a new computerized accounting system to replace our manual system. 
I guess this means that you will need to learn how to do computerized accounting.

Kyle: What does computerized accounting mean?

Sarah: I’m not sure, but you’ll need to prepare for this new way of doing business.

Kyle: I’m not so sure we need a computerized system. I’ve been looking at some of the sample reports from the 
software vendor. It looks to me as if the computer will not add much to what we are already doing.

Sarah: What do you mean?

Ethics

Team 
Activity

Real
World

Communication

Real
World
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Close the Gap
Between Homework and Exam Performance

with CengageNOWv2.

We’ve talked with hundreds of accounting 

instructors across the country, and we are learning 

that online homework systems have created a new 

challenge in the accounting course.  

We are hearing that students perform well on the 

homework but poorly on the exam, which leads 

instructors to believe that students are not truly 

learning the content, but rather are memorizing 

their way through the system. 

CengageNOWv2 better prepares students 
for the exam by providing an online 
homework experience that is similar to  
what students will experience on the  
exam and in the real world.

Read on to see how CengageNOWv2 helps close this gap.
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Closing the gap, one step at a time.

Multi-Panel View
One of the biggest complaints students have about online homework is the scrolling, which prevents students from 
seeing the big picture and understanding the accounting system. This new Multi-Panel View in CengageNOWv2 
enables students to see all the elements of a problem on one screen.

•• Students make 
connections and 
see the tasks 
as connected 
components in the 
accounting process.

•• Dramatically reduced 
scrolling eliminates 
student frustration. 

Blank Sheet 
of Paper 
Experience
Many students perform 
well on homework but 
struggle when it comes 
to exams. Now, with 
the new Blank Sheet of Paper Experience, students must problem-solve on their own, just as they would if taking a 
test on a blank sheet of paper. This discourages overreliance on the system.

•• Students must refer to the Chart of Accounts and decide for themselves which account is impacted.

•• The number of accounts in each transaction is not given away.

•• Whether the account should be debited or credited is not given away.

•• Transactions may be entered in any order  
(as long as the entries are correct).

Adaptive Feedback
Adaptive Feedback responds to students 
based upon their unique answers and alerts 
them to the type of error they have made 
without giving away the answer. 
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From Motivation to Mastery

MOTIVATION:
Engage students and better prepare 
them for class.

NEW Video: Animated Concept Clips
Animated Concept Clips are brief captivating 
video clips that expose students to why a 
concept is important and how the concept is 
used in the real world.

Video: Tell Me More
Tell Me More lecture activities explain the core 
concepts of the chapter through an engaging 
auditory and visual presentation that is ideal for 
all class formats—flipped mode, online, hybrid, 
face-to-face.

Adaptive Study Plan
The Adaptive Study Plan is an assignable/gradable study center that adapts 
to each student’s unique needs and provides a remediation pathway to keep 
students progressing.

APPLICATION: 
Help students apply accounting concepts.

Video: Show Me How 
Linked to end-of-chapter problems in CengageNOWv2, Show Me How 
problem demonstration videos provide a step-by-step model of a  
similar problem. 

MASTERY:
Teach students to go beyond memorization to true understanding.

Interactive Dynamic Exhibits allow students to change the variables 
in a scenario and see how a change ripples through the accounting 
system. This helps students see connections and relationships  
like never before!

Mastery Problems allow students to connect concepts across 
multiple objectives and demonstrate mastery.
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www.cengage.com/cnowv2

And that’s not all…
You might also want to learn about the MindTap eReader, our LMS integration options, and more.

MindTap eReader
The MindTap eReader is the most robust digital 
reading experience available.

•• Fully optimized for the iPad.

•• Note-taking, highlighting, and more.

•• Offline access to smartphones.

•• Embedded digital media such as the  
Dynamic Exhibits.

The MindTap eReader also features ReadSpeaker®,  
an online text-to-speech application that vocalizes,  
or “speechenables,” online educational content. 

LMS Integration 
CengageNOWv2 can be seamlessly integrated  
with most Learning Management Systems.  
Adopters will enjoy: 

•• A Seamless User Experience—Access your  
Cengage resources seamlessly using only  
your LMS login credentials.

•• Simplified Registration Process—Get students  
up and running faster!

•• Content Customization and Deep Linking— 
Use our Content Selector to create a unique learning 
path for students that blends your content with 
Cengage Learning activities, eText, and more within 
your LMS course.

•• Automatic Grade Synchronization*—Need to 
have your course grades recorded in your LMS 
gradebook? No problem. Simply select the activities 
you want synched and grades will automatically be 
recorded in your LMS gradebook.

* Grade synchronization is currently available with Blackboard, 
Brightspace (powered by D2L), Angel 8, and Canvas. 

ADA Accessibility 
Cengage Learning is committed to making its 
educational materials accessible to users of all abilities.  
We are steadily working to increase accessibility and 
create a full spectrum of usable tools, features, and 
choices that are accessible for users of all abilities. 
All new Cengage Learning products and services are 
designed with accessibility in mind.

•• With the latest release of CengageNOWv2:

•	 Images and graphics have been converted to HTML 
tables so that they can be read by screen readers.  

•	 The assignment experience now offers proper 
heading structure to support easy navigation with 
assistive technology.  

•• CengageNOWv2 solutions offer high contrast and  
well-structured HTML, which helps support screen 
reader interactivity.

•• All videos are created with closed captioning and 
transcripts available for download. 

•• The MindTap eReader is HTML-based and compatible 
with most screen reading assistive software. The 
eReader supports browser settings for high-contrast 
narrative text, variable font sizes, and multiple 
foreground and background color options.

For more information on accessibility, please visit  
www.cengage.com/accessibility.

iPad Tablet Compatibility 
CengageNOWv2 is fully compatible with the iPad and 
other tablet devices, with the exception of General 
Ledger (CLGL) and Excel Tutorials, which are flash 
based.
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New to This Edition
In this edition, the following improvements have been 
made to all chapters:

•	 Added schema at the beginning of each chapter to 
show students how the chapter material fits within 
the overall textbook.

°	 In financial chapters, the schema links material to 
the accounting cycle or the financial statements. 

°	 In managerial chapters, the schema moves through 
developing information and ultimately into evaluat-
ing and analyzing information to make decisions.

•	 Updated dates and real company information for 
currency.

•	 Added “Link to” for the opening company to inter-
weave real-world references through each chapter.

•	 Refreshed end-of-chapter assignments with different 
numerical values and updated information. 

•	 Revised Cases & Projects to include Ethics in Action, 
Team Activity, and Communication in every chapter. 

Chapter 1
•	 Added new Exhibit 1 to show a more accurate nature 

of the flow of information to users.

•	 Added equality of accounting equation after each 
transaction A through H.

•	 Report form of balance sheet shown in Exhibit 9. 
Report form is used throughout remaining chapter 
and end of chapter.

•	 Changed account form presentations to report form 
presentations.

•	 Updated ratio of liabilities to owner’s equity. 

Chapter 2
•	 Revised Exhibit 3 rules for debits and credits to ease 

student understanding. 

•	 Inserted account numbers in trial balance of Exhibit 
7. Account numbers are added to trial balances in 
selected end-of-chapter solutions where appropriate.

•	 Added account numbers to the unadjusted trial  
balance.

•	 Updated Microsoft Business Connection box.

Chapter 3
•	 Revised Nature of the Adjusting Process and updated 

for new revenue recognition standard. 

•	 New Exhibits 1 and 2.

•	 Reordered discussion of adjustments from simplest 
to more complex as follows:

° Accrued Revenues

° Accrued Expenses

° Unearned Revenues

° Prepaid Expenses

° Depreciation

•	 Inserted account numbers of NetSolutions in trial 
balances for Exhibits 3 and 9. Account numbers are 
added to trial balances in selected end-of-chapter 
items and solutions where appropriate.

Chapter 4
•	 Revised Exhibit 1 for report form of balance sheet.

•	 Revised discussion of closing entries from four clos-
ing entries to just two closing entries.  

°	 The temporary account Income Summary is no 
longer used in the closing process.

°	 Updated closing process to the one used in mod-
ern, computerized accounting systems. 

°	 Simpler for students to understand. 

°	 First closing entry closes revenues and expenses 
yielding net income or net loss, which is trans-
ferred to owner’s capital, and ties into the income 
statement.  

°	 Second closing entry closes owner’s drawing ac-
count to owner’s capital account. 

•	 Revised Exhibits 3 and 4 to reflect new two-entry 
closing method. 

•	 Added new Exhibit 8 that ties the Chapters 1–4 
schema into the accounting cycle and summarizes 
the accounting cycle. 

•	 Inserted account numbers into trial balances for 
Exhibits 7 (NetSolutions), 11, 14, and 17 (Kelly 
Consulting). Account numbers are added to trial bal-
ances in selected end-of-chapter items and solutions 
where appropriate.

•	 Added new Appendix 2, Reversing Entries, at the end 
of the chapter. Reversing entries are consistent with 
most modern, computerized accounting systems. 

Chapter 5 
•	 Added a new dedicated schema for Chapter 5, which 

shows the revenue collection cycle and purchase pay-
ment cycle as part of an accounting system. 

Chapter 6 
•	 Integrated the new revenue recognition standard 

(Revenue from Contracts with Customers) through-
out the chapter and the NetSolutions illustration. 

•	 Added new Exhibit 2, which shows the chart of  
accounts for NetSolutions. The chart of accounts  
includes accounts for Estimated Returns Inventory 
and Customer Refunds Payable. 

xii	
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	 New to This Edition	 xiii

•	 Added journal entry for purchases discounts “not 
taken.” 

•	 Reorganized sales transactions discussion:

°	 Journal entry for sales discount “not taken” has 
been added. 

°	 Adjusting entries for customer refunds, allow-
ances, and returns have been moved to the end of 
the chapter with the adjusting entry for inventory 
shrinkage.  This simplifies the initial discussion of 
customer refunds, allowances, and returns.

°	 Discussion of customer refunds, allowances, and 
returns has been changed so that the discussion 
flows from simple to complex as follows:

¤ Customer cash refunds (no return) 

¤ Customer allowance against their accounts re-
ceivable (no return; credit memorandum)  

¤ Customer return with refund or allowance

•	 Revised Exhibit 9 (Recording Merchandise Inventory 
Transactions) to exclude the effects of adjusting en-
tries for customer refunds, allowances, and returns.

•	 Revised Exhibit 10 (Illustration of Merchandise 
Inventory Transactions for Seller and Buyer) to in-
clude a customer cash refund and a return with an 
allowance (credit) memorandum to the customer’s 
accounts receivable. 

•	 Revised discussion of the adjusting process for a 
merchandise business to include the adjustments for 
customer refunds, allowances, and returns. The dis-
cussion is ordered from simple to complex with the 
first adjustment (the simplest) for inventory shrink-
age followed by the more complex adjustments for 
customer refunds, allowances, and returns. 

•	 Updated NetSolutions financial statements (Exhibits 
11, 12, 13, and 14) include the effects of the new 
revenue recognition standard. For example, the bal-
ance sheet (Exhibit 14) includes Estimated Returns 
Inventory and Customer Refunds Payable. Note that 
this is consistent with the chart of accounts presented 
in Exhibit 2. 

•	 The closing process has been changed to use only 
two closing entries. This is consistent with the closing 
entries in Chapter 4. The first closing entry closes the 
revenue and expense accounts to the owner’s capital 
account. Owner’s capital account is credited for net 
income and debited for a net loss. The second clos-
ing entry closes the owner’s drawing account to the 
owner’s capital account. 

•	 The chapter appendix (The Periodic Inventory System) 
using NetSolutions has been revised to include the ef-
fects of the new revenue recognition standard. 

•	 The end-of-chapter materials have been revised to 
include the effects of the chapter reorganization.  

Chapter 7
•	 Added new Business Connection boxes:

°	 Pawn Stars and Specific Identification 

°	 Computerized Perpetual Inventory Systems

°	 Good Samaritan 

Chapter 8
•	 Revised chapter title to delete reference to Sarbanes-

Oxley.

•	 Exhibit 2 changed from Nike to eBay (consistent with 
chapter opener).

•	 Updated example in Ethics box.

•	 Added new Business Connection boxes:

°	 Mobile Payments 

°	 Managing Apple’s Cash 

Chapter 9
•	 New opening company, Keurig Green Mountain, Inc. 

•	 Added new Business Connection boxes:

°	 Warning Signs 

°	 Failure to Collect 

Chapter 10 
•	 Changed title to Long-Term Assets: Fixed and 

Intangible.

•	 New Business Connection box on Fixed Assets.

•	 Reorganized chapter as follows: 

°	 Capital and Revenue Expenditures now appears 
after discussion of depreciation and before the 
discussion of disposal of fixed assets. Capital and 
Revenue Expenditures section is now titled Repair 
and Improvements. 

°	 Partial-Year Depreciation is now covered as a sep-
arate section after all three depreciation methods 
have been discussed. 

•	 New Exhibit 3 (Depreciation Expense).

•	 New Exhibit 4 (Straight-Line Method).

•	 Added journal entry for recording straight-line depreciation.

•	 Book value emphasized in discussion of all three 
depreciation methods.

•	 New Exhibit 5 (Straight-Line Method: Depreciation 
Expense and Book Value).

•	 Added journal entry for recording units-of-activity 
method.

•	 New Exhibit 6 (Units-of-Activity Method).

•	 Added journal entry for recording double-declining-
balance method.

•	 New Exhibit 7 (Double-Declining-Balance Method).
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xiv	 New to This Edition

•	 New Partial-Year Depreciation section.

•	 Added new Repair and Improvements section.

•	 Added new Business Connection box on Downsizing.

Chapter 11
•	 Refreshed Financial Analysis and Interpretation dis-

cussion of quick ratio.

•	 Added Business Connection box on State Pension 
Obligations.

•	 Updated federal wage bracket withholding informa-
tion.

Chapter 12 
•	 Closing entries are changed to reflect a single-stage 

approach to closing—closing revenues and expenses 
to partnership capital directly, without using an  
income summary account.

•	 New entries are provided to illustrate closing the 
partner drawing accounts.

•	 The term “net assets” is more clearly defined. 

•	 Revised Exhibit 7, Statement of Partnership 
Liquidation: Loss on Realization—Capital Deficiency, 
to provide a clearer presentation of the transactions 
steps.  

Chapter 13 
•	 Google name changed to Alphabet (Google), Inc. 

•	 Moved Stock Splits earlier in the chapter. It is now 
Objective 5, which follows dividends (Obj. 4). 

•	 Treasury stock is now Objective 6.

•	 New Business Connections boxes:

°	 Excerpts from Alphabet (Google)’s Bylaws

°	 You Have No Vote

°	 Treasury Stock or Dividends?

Chapter 14
•	 Added Business Connection box on Investor Bond 

Price Risk.

•	 Refreshed Financial Analysis and Interpretation dis-
cussion of times interest earned, focusing on intra-
industry comparisons.

Chapter 15
•	 Refreshed Interest Timeline exhibits to clearly illus-

trate the timing of interest accruals.

Chapter 16
•	 Added Business Connection boxes:

°	 Cash Crunch!

°	 Growing Pains at Twitter

•	 Updated and expanded Financial Analysis and 
Interpretation discussion of free cash flow.

Chapter 17
•	 Revised learning objectives on liquidity analysis and 

solvency analysis.

•	 Added learning objective on Analyzing and 
Interpreting Financial Statements.

•	 Name changes to several ratios:

°	 From “number of times interest charges are earned” 
to “times interest earned”

°	 From “ratio of assets to sales” to “asset turnover”

°	 From “rate earned on total assets” to “return on 
total assets”

°	 From “rate earned on stockholders’ equity” to “re-
turn on stockholders’ equity”

°	 From “rate earned on common stockholders’  
equity” to “return on common stockholders’ eq-
uity”

•	 Refreshed Exhibit 13, Summary of Analytical Measures.

•	 Added Business Connection boxes:

°	 Flying off the Shelves

°	 Liquidity Crunch at Radio Shack

°	 Gearing for Profit

•	 Updated Comprehensive Problem for Nike’s recent 
financial statements.

Chapter 18
•	 Revised chapter title.

•	 Added new learning objective on Sustainability and 
Accounting.

•	 Added Business Connection box on Line and Staff 
for Service Companies.

Chapter 19
•	 Added Business Connection boxes:

°	 3D Printing

°	 Advanced Robotics

Chapter 20
•	 References to “just-in-time processing” are changed 

to “lean manufacturing” to reflect use of more con-
temporary terms.

•	 Added new Business Connection box on Sustainable 
Papermaking.

Chapter 21
•	 Added Business Connection boxes:

°	 Booking Fees

°	 Airline Industry Break-Even

Chapter 22 
•	 Added new Business Connection box on Mad Men; 

it shows the U.S. companies with the largest adver-
tising budgets.
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Chapter 23
•	 Revised chapter title.

Chapter 24
•	 Revised chapter title.

•	 Refreshed Exhibit 3, Responsibility Accounting 
Reports for Cost Centers.

•	 Added Business Connection box on Coca-Cola 
Company: Go West Young Man.

Chapter 25 
•	 Eliminated the step structure at the beginning of 

the chapter to provide a less complex analysis 
framework.

•	 Improved the explanation of the differential analysis 
table illustration at the beginning of the chapter.

•	 The differential make vs. buy analysis table has an 
added revenue line that is set at “zero.” Thus, income 
and loss can now be arithmetically determined.

•	 Added new Business Connection box on The ABC’s 
of Schwab; it shows how Charles Schwab Corporation 
uses activity-based costing.

Chapter 26 
•	 Added new section on capital investment analysis 

for sustainability. 

•	 Added new exercises for capital investment analysis 
for sustainability.
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Solutions Manual
Author-written and carefully verified multiple times 
to ensure accuracy and consistency with the text, the 
Solutions Manual contains answers to the Discussion 
Questions, Practice Exercises, Exercises, Problems (Series 
A and Series B), Continuing Problems, Comprehensive 
Problems, and Cases & Projects that appear in the text. 
These solutions help you easily plan, assign, and efficiently 
grade assignments.

Test Bank 
Test Bank content is delivered via Cengage Learning 
Testing, powered by Cognero®, a flexible, online system 
that allows you to:  
•	 Author, edit, and manage test bank content
•	 Create multiple test versions in an instant 
•	 Deliver tests from your LMS, from your classroom, or  

through CengageNOWv2
•	 Export tests in Word format

Companion Website
This robust companion website provides immediate 
access to a rich array of teaching and learning resources—
including the Instructor’s Manual, PowerPoint slides, and 
Excel Template Solutions. Easily download the instructor 
resources you need from the password-protected, 
instructor-only section of the site.

Instructor’s Manual Discover new ways to engage your 
students by using the Instructor’s Manual ideas for class 
discussion, group learning activities, writing exercises, and 
Internet activities. Moreover, simplify class preparation 
by reviewing a brief summary of each chapter, a detailed 
chapter synopsis, teaching tips regarding a suggested 
approach to the material, questions students frequently 
ask in the classroom, lecture aids, and demonstration 
problems in the Instructor’s Manual. Quickly identify 
the assignments that best align your course with the 

assignment preparation grid that includes information 
about learning objective coverage, difficulty level and 
Bloom’s taxonomy categorization, time estimates, and 
accrediting standard alignment for business programs, 
AICPA, ACBSP, and IMA. 

PowerPoint Slides Bring your lectures to life with slides 
designed to clarify difficult concepts for your students. 
The lecture PowerPoints include key terms and definitions, 
equations, examples, and exhibits from the textbook. 
Descriptions for all graphics in the PowerPoints are 
included to enhance PowerPoint usability for students 
with disabilities.

Excel Template Solutions Excel Templates  
are provided for selected long or complicated  
end-of-chapter exercises and problems to  
assist students as they set up and work the problems. 
Certain cells are coded to display a red asterisk when an 
incorrect answer is entered, which helps students stay on 
track. Selected problems that can be solved using these 
templates are designated by an icon in the textbook 
and are listed in the assignment preparation grid in the 
Instructor’s Manual. The Excel Template Solutions provide 
answers to these templates. 

Practice Set Solutions Establish a fundamental 
understanding of the accounting cycle for your students 
with Practice Sets, which require students to complete  
one month of transactions for a fictional company.  
Brief descriptions of each Practice Set are provided in 
the Table of Contents. The Practice Set Solutions provide 
answers to these practice sets.

EXCEL

Instructor Resources

xvi
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Study Guide 
Now available free in CengageNOWv2, the Study Guide allows students to easily assess what they 
know with a “Do You Know” checklist covering the key points in each chapter. To further test their 
comprehension, students can work through Practice Exercises, which include a “strategy” hint and 
solution so they can continue to practice applying key accounting concepts.

Working Papers
Students will find the tools they need to help work through end-of-chapter assignments with the 
Working Papers. The preformatted templates provide a starting point by giving students a basic 
structure for problems and journal entries. Working Papers are available in a printed format as a 
bundle option.

Practice Sets
For more in-depth application of accounting practices, instructors may choose from among six 
different Practice Sets for long-term assignments. Each Practice Set requires students to complete 
one month of transactions for a fictional company. Practice Sets can be solved manually or with 
the Cengage Learning General Ledger software.

Website
Designed specifically for your students’ accounting needs, this website features student 
PowerPoint slides and Excel Templates, along with the Study Guides.

▪▪ PowerPoint Slides: Students can easily take notes or review difficult concepts with the student 
version of this edition’s PowerPoint slides.

▪▪ Excel Templates: These Excel Templates help students stay on track. If students enter an 
incorrect answer in certain cells, a red asterisk will appear to let them know something is wrong. 
Problems that can be solved using these templates are designated by an icon.

General
Ledger

EXCEL

Student Resources

	 xvii
Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



Debbie Adkins, Remington College 
Online

Sharon Agee, Rollins College
Sol. Ahiarah, SUNY Buffalo State
John G. Ahmad, Northern Virginia 

Community College
Janice Akeo, Butler Community 

College
Dave Alldredge, Salt Lake Community 

College
Robert Almon, South Texas College
Lynn Almond, Virginia Tech
Elizabeth Ammann, Lindenwood 

University
Sheila Ammons, Austin Community 

College
Anne Marie Anderson, Raritan Valley 

Community College
Rick Andrews, Sinclair Community 

College
Leah Arrington, Northwest Mississippi 

Community College
Christopher Ashley, Everest College
John Babich, Kankakee Community 

College
Felicia R. Baldwin, Richard J. Daley 

College
Sara Barritt, Northeast Community 

College
Geoffrey D. Bartlett, Drake University
Jan Barton, Emory University
Robert E. (Reb) Beatty, Anne Arundel 

Community College
Eric Blazer, Millersville University
Cindy Bleasdal, Hilbert College
Cynthia Bolt, The Citadel
Anna Boulware, St. Charles 

Community College
Gary Bower, Community College of 

Rhode Island
Thomas Branton, Alvin Community 

College
Gregory Brookins, Santa Monica 

College

Esther S. Bunn, Stephen F. Austin 
State University

Jacqueline Burke, Hofstra University
Lisa Busto, William Rainey Harper 

College
Thane Butt, Champlain College
Marci Butterfield, University of  

Utah
Magan Calhoun, Austin Peay State 

University
Julia M. Camp, Providence College
Kirk Canzano, Long Beach City 

College
Roy Carson, Anne Arundel 

Community College
Cassandra H. Catlett, Carson Newman 

University
David Centers, Grand Valley State 

University
Machiavelli W. Chao, University of 

California, Irvine
Bea Chiang, The College of 

New Jersey
Linda Christiansen, Indiana University 

Southeast
Lawrence Chui, University of 

St. Thomas
Colleen Chung, Miami Dade College
Tony Cioffi, Lorain County 

Community College
Sandra Cohen, Columbia College 

Chicago
Debora Constable, Georgia Perimeter 

College
Susan Cordes, Johnson County 

Community College
Leonard Cronin, University Center 

Rochester
Louann Hofheins Cummings, The 

University of Findlay
Sue Cunningham, Rowan Cabarrus 

Community College
Don Curfman, McHenry County 

College

Robin D’Agati, Palm Beach State 
College

Dori Danko, Grand Valley State 
University

Emmanuel Danso, Palm Beach State 
College

Bruce L. Darling, University of 
Oregon

Dorothy Davis, University of 
Louisiana Monroe

Rebecca Grava Davis, East Mississippi 
Community College

Julie Dawson, Carthage College
Christopher Demaline, Central 

Arizona College
Carol Dickerson, Chaffey College
Patricia Doherty, Boston University 

School of Management
Michael P. Dole, Marquette University
Karen C. Elsom, Fayetteville Technical 

Community College
Nancy Emerson, North Dakota State 

University
James M. Emig, Villanova University
Bruce England, Massasoit Community 

College
Lucile Faurel, University of California, 

Irvine
Robert Foster, Los Angeles Pierce 

College
Kimberly Franklin, St. Louis 

Community College
Michael J. Gallagher, DeSales 

University
Ann Gervais, Springfield Technical 

Community College
Alex Gialanella, Manhattanville 

College
Michael Goeken, Northwest Vista 

College
Nino Gonzalez, El Paso Community 

College
Saturnino (Nino) Gonzalez, El Paso 

Community College

The many enhancements to this edition of Accounting are the direct result of one-on-one interviews, surveys, 
reviews, and focus groups with instructors at institutions across the country. We would like to take this opportu-
nity to thank those who helped us better understand the challenges of the principles of accounting course and 
provided valuable feedback on our content and digital assets.

Acknowledgments

xviii
Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



	 Acknowledgments	 xix

Lori A. Grady, Bucks County 
Community College

Carol Graham, The University of 
San Francisco

Marina Grau, Houston Community 
College

Gloria Grayless, Sam Houston State 
University

Tim Green, North Georgia Technical 
College

Ann Gregory, South Plains College
Timothy Griffin, Hillsborough 

Community College
Sheila Guillot, Lamar State College-

Port Arthur
Michael Gurevitz, Montgomery 

College
Keith Hallmark, Calhoun Community 

College
Rebecca Hancock, El Paso 

Community College
Martin Hart, Manchester Community 

College
Len Heritage, Tacoma Community 

College
Katherine Sue Hewitt, Klamath 

Community College
Merrily Hoffman, San Jacinto College
Jose Hortensi, Miami Dade College
Jana Hosmer, Blue Ridge Community 

College
Aileen Huang, Santa Monica College
Marianne James, California State 

University, Los Angeles
Cynthia Johnson, University of 

Arkansas at Little Rock
Lori Johnson, Minnesota State 

University Moorhead
Odessa Jordan, Calhoun Community 

College
Stani Kantcheva, Cincinnati State 

Technical and Community College
Chris Kinney, Mount Wachusett 

Community College
Taylor Klett, Sam Houston State 

University
Stacy Kline, Drexel University
Pamela Knight, Columbus Technical 

College
W. Jeff Knight, Flagler College
Lynn Krausse, Bakersfield College
Barbara Kren, Marquette 

University
Jeffrey T. Kunz, Carroll University
Steven J. LaFave, Augsburg  

College
Tara Laken, Joliet Junior College
Meg Costello Lambert, Oakland 

Community College

Richard Lau, California State 
University, Los Angeles

Suzanne Laudadio, Durham Technical 
Community College

Greg Lauer, North Iowa Area 
Community College

David E. Laurel, South Texas College
Michael Lawrence, Mt. Hood 

Community College
Charles J. F. Leflar, University of 

Arkansas
Jennifer LeSure, Ivy Tech Community 

College
Bruce Leung, City College of 

San Francisco
Charles Lewis, Houston Community 

College
Erik Lindquist, Lansing Community 

College
Harold Little, Western Kentucky 

University
James Lock, Northern Virginia 

Community College
Katy Long, Hill College
Dawn Lopez, Johnson & Wales 

University
Ming Lu, Santa Monica College
Angelo Luciano, Columbia College 

Chicago
Debbie Luna, El Paso Community 

College
Jennifer Mack, Lindenwood University
Suneel Maheshwari, Marshall 

University
Ajay Maindiratta, New York University
Richard Mandau, Piedmont Technical 

College
Michele Martinez, Hillsborough 

Community College
Michelle A. McFeaters, Grove City 

College
Noel McKeon, Florida State College 

at Jacksonville
Chris McNamara, Finger Lakes 

Community College
Kevin McNelis, New Mexico State 

University
Glenn (Mel) McQueary, Houston 

Community College
Brenda McVey, Green River 

Community College
Pam Meyer, University of Louisiana at 

Lafayette
Jeanette Milius, Iowa Western 

Community College
Cynthia J. Miller, University of 

Kentucky
Linda Miller, Northeast Community 

College

Julie Miller Millmann, Chippewa 
Valley Technical College

Rita Mintz, Calhoun Community 
College

Jill Mitchell, Northern Virginia 
Community College

Timothy J. Moran, Aurora University
Michelle Moshier, University at 

Albany
Linda Muren, Cuyahoga Community 

College
Andrea Murowski, Brookdale 

Community College
Johnna Murray, University of 

Missouri-St. Louis
Adam Myers, Texas A&M University
John Nader, Davenport University
Joseph M. Nicassio, Westmoreland 

County Community College
Lisa Novak, Mott Community College
Jamie O’Brien, South Dakota State 

University
Ron O’Brien, Fayetteville Technical 

Community College
Robert A. Pacheco, Masssasoit 

Community College
Edwin Pagan, Passaic County 

Community College
Judy Patrick, Minnesota State 

Community and Technical  
College

Sy Pearlman, California State 
University, Long Beach

Aaron Pennington, York College of 
Pennsylvania

Rachel Pernia, Essex County College
Dawn Peters, Southwestern Illinois 

College
April Poe, University of the Incarnate 

Word
Michael P. Prockton, Finger Lakes 

Community College
Kristen Quinn, Northern Essex 

Community College
La Vonda Ramey, Schoolcraft College
Marcela Raphael, Chippewa Valley 

Technical College
Jenny Resnick, Santa Monica College
Rick Rinetti, Los Angeles City College
Cecile Roberti, Community College of 

Rhode Island
Shani N. Robinson, Sam Houston 

State University
Patrick Rogan, Cosumnes River 

College
Lawrence A. Roman, Cuyahoga 

Community College
Debbie Rose, Northeast Wisconsin 

Technical College

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



xx	 Acknowledgments

Leah Russell, Holyoke Community 
College

John H. Sabbagh, Northern Essex 
Community College

Lynn K. Saubert, Radford University
Marie Saunders, Dakota County 

Technical College
Michael G. Schaefer, Blinn College
Jennifer Schneider, University of 

North Georgia
Darlene Schnuck, Waukesha County 

Technical College
John Seilo, Irvine Valley College
Mon Sellers, Lone Star College-North 

Harris
Perry Sellers, Lone Star College 

System
Jim Shelton, Harding University
Ercan Sinmaz, Houston Community 

College

Lee Smart, Southwest Tennessee 
Community College

Gerald Smith, University of Northern 
Iowa

Judy Smith, Parkland College
Ryan Smith, Columbia College
Jennifer Spring Sneed, Arkansas State 

University-Newport
Nancy L. Snow, University of Toledo
Sharif Soussi, Charter Oak State 

College
Marilyn Stansbury, Calvin College
Larry G. Stephens, Austin Community 

College
Dawn W. Stevens, Northwest 

Mississippi Community College
Joel Strong, St. Cloud State University
Timothy Swenson, Sullivan University
Linda H. Tarrago, Hillsborough 

Community College

Denise Teixeira, Chemeketa 
Community College

Teresa Thompson, Chaffey 
Community College

Judith A. Toland, Bucks County 
Community College

Lana Tuss, Chemeketa Community 
College

Robert Urell, Irvine Valley College
Jeff Varblow, College of Lake County
John Verani, White Mountains 

Community College
Patricia Walczak, Lansing Community 

College
Terri Walsh, Seminole State College
James Webb, University of the Pacific
Wanda Wong, Chabot College
Patricia Worsham, Norco College
Judith Zander, Grossmont College
Mary Zenner, College of Lake County

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



Te
rr

y 
R

. S
p

ra
y 

In
H

is
Im

ag
e 

S
tu

d
io

s
C

ha
rle

s 
J.

 G
ar

ve
y 

III
 /

 G
ar

ve
y 

P
ho

to
gr

ap
hy

©
 K

en
 B

en
ne

tt

xxi

Carl S. Warren
Dr. Carl S. Warren is Professor Emeritus of Accounting at the University of Georgia, Athens. 
Dr. Warren has taught classes at the University of Georgia, University of Iowa, Michigan 
State University, and University of Chicago. He focused his teaching efforts on principles of 
accounting and auditing. Dr. Warren received his PhD from Michigan State University and his 
BBA and MA from the University of Iowa. During his career, Dr. Warren published numerous 
articles in professional journals, including The Accounting Review, Journal of Accounting 
Research, Journal of Accountancy, The CPA Journal, and Auditing: A Journal of Practice & 
Theory. Dr. Warren has served on numerous committees of the American Accounting Asso-
ciation, the American Institute of Certified Public Accountants, and the Institute of Internal 
Auditors. He also has consulted with numerous companies and public accounting firms. His 
outside interests include handball, golf, skiing, backpacking, and fly-fishing.

James M. Reeve
Dr. James M. Reeve is Professor Emeritus of Accounting and Information Management at 
the University of Tennessee. Dr. Reeve taught full time as part of the accounting faculty 
for 25 years after graduating with his PhD from Oklahoma State University. He presently 
teaches part time at UT. His teaching efforts focused on Senior Executive MBA programs.  
His research interests are varied and include work in managerial accounting, supply chain 
management, lean manufacturing, and information management. He has published over  
40 articles in academic and professional journals, including Journal of Cost Management, 
Journal of Management Accounting Research, Accounting Review, Management Accounting 
Quarterly, Supply Chain Management Review, and Accounting Horizons. He has consulted or 
provided training around the world for a variety of organizations, including Boeing, Procter 
& Gamble, Norfolk Southern, Hershey Foods, Coca-Cola, and Sony. When not writing books, 
Dr. Reeve plays golf and is involved in faith-based activities.

Jonathan Duchac
Dr. Jonathan Duchac is the Wayne Calloway Professor of Accounting and Acting Associate 
Dean of Accounting Programs at Wake Forest University. He earned his PhD in accounting 
from the University of Georgia and currently teaches introductory and advanced courses in 
financial accounting. Dr. Duchac has received a number of awards during his career, including 
the Wake Forest University Outstanding Graduate Professor Award, the T.B. Rose Award for 
Instructional Innovation, and the University of Georgia Outstanding Teaching Assistant Award. 
In addition to his teaching responsibilities, Dr. Duchac has served as Accounting Advisor to 
Merrill Lynch Equity Research, where he worked with research analysts in reviewing and 
evaluating the financial reporting practices of public companies. He has testified before the 
U.S. House of Representatives, the Financial Accounting Standards Board, and the Securities 
and Exchange Commission and has worked with a number of major public companies on 
financial reporting and accounting policy issues. In addition to his professional interests, 
Dr. Duchac is an avid mountain biker and snow skier.

About the Authors

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



 xxii

Chapter 1  Introduction to  
Accounting and Business   2

Nature of Business and Accounting 5
Types of Businesses 5
Role of Accounting in Business 6
Role of Ethics in Accounting and Business 6

Integrity, Objectivity, and Ethics in Business: 
Bernie Madoff  9

Opportunities for Accountants 9

Business Connection: Pathways Commission  10

Generally Accepted Accounting Principles 10
Business Entity Concept 11

International Connection: International Financial 
Reporting Standards (IFRS) 11

Cost Concept 12

The Accounting Equation 13

Business Connection: The Accounting Equation  13

Business Transactions and the  
Accounting Equation 14

Summary 18

Financial Statements 19
Income Statement 20
Statement of Owner’s Equity 21
Balance Sheet 21
Statement of Cash Flows 24
Interrelationships Among Financial Statements 25

Financial Analysis and Interpretation:  
Ratio of Liabilities to Owner’s Equity 26

Chapter 2  Analyzing Transactions   56

Using Accounts to Record Transactions 59
Chart of Accounts 61

Business Connection: The Hijacking Receivable  61

Double-Entry Accounting System 62
Balance Sheet Accounts 62
Income Statement Accounts 63
Owner Withdrawals 63
Normal Balances 63
Journalizing 64

Integrity, Objectivity, and Ethics in Business: 
Will Journalizing Prevent Fraud?  67

Journalizing and Posting to Accounts 68

Business Connection: Microsoft’s Unearned  
Revenue  70

Business Connection: Computerized Accounting 
Systems  72

Trial Balance 77
Errors Affecting the Trial Balance 78
Errors Not Affecting the Trial Balance 79

Financial Analysis and Interpretation:  
Horizontal Analysis 80

Chapter 3  The Adjusting Process   110

Nature of the Adjusting Process 113
Accrual and Cash Basis of Accounting 113
Revenue and Expense Recognition 114
The Adjusting Process 114
Types of Accounts Requiring Adjustment 115

Adjusting Entries for Accruals 116
Accrued Revenues 117
Accrued Expenses 118

Business Connection: Earning Revenues from  
Season Tickets  120

Adjusting Entries for Deferrals 120
Unearned Revenues 121
Prepaid Expenses 122

Business Connection: Sports Signing Bonus  122

Contents

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



	 Contents	 xxiii

Integrity, Objectivity, and Ethics in Business: 
Free Issue  123

Adjusting Entries for Depreciation 124

Summary of Adjusting Process 126

Business Connection: Microsoft’s Deferred  
Revenues  126

Adjusted Trial Balance 130

Financial Analysis and Interpretation: 
Vertical Analysis 131

Chapter 4  Completing the 
Accounting Cycle   160

Flow of Accounting Information 163

Financial Statements 165
Income Statement 165

Integrity, Objectivity, and Ethics in Business: CEO's 
Health? 167

Statement of Owner’s Equity 167
Balance Sheet 168

International Connection: International Differences  169

Closing Entries 169
Journalizing and Posting Closing Entries 170
Post-Closing Trial Balance 174

Accounting Cycle 174

Illustration of the Accounting Cycle 177
Step 1.	 Analyzing and Recording Transactions  

in the Journal 177
Step 2.	 Posting Transactions to the Ledger 179
Step 3.	 Preparing an Unadjusted Trial Balance 179
Step 4.	 Assembling and Analyzing Adjustment 

Data 180
Step 5.	 Preparing an Optional End-of-Period 

Spreadsheet 180
Step 6.	 Journalizing and Posting Adjusting  

Entries 180
Step 7.	 Preparing an Adjusted Trial Balance 182
Step 8.	 Preparing the Financial Statements 182
Step 9.	 Journalizing and Posting Closing Entries 184
Step 10.	 Preparing a Post-Closing Trial Balance 184

Fiscal Year 187

Business Connection: Choosing a Fiscal Year 188

Financial Analysis and Interpretation: 
Working Capital and Current Ratio 188

End-of-Period Spreadsheet 189
Step 1.	 Enter the Title 190
Step 2.	 Enter the Unadjusted Trial Balance 190

Step 3.	 Enter the Adjustments 191
Step 4.	 Enter the Adjusted Trial Balance 192
Step 5.	 Extend the Accounts to the Income  

Statement and Balance Sheet Columns 193
Step 6.	 Total the Income Statement and Balance 

Sheet Columns, Compute the Net Income 
or Net Loss, and Complete the Spread-
sheet 193

Preparing the Financial Statements from the 
Spreadsheet 194

Reversing Entries 196

Chapter 5  Accounting Systems   230

Basic Accounting Systems 232

Manual Accounting Systems 233
Subsidiary Ledgers 233
Special Journals 233
Revenue Journal 235
Cash Receipts Journal 238
Accounts Receivable Control Account and  

Subsidiary Ledger 240
Purchases Journal 240
Cash Payments Journal 243
Accounts Payable Control Account and Subsidiary 

Ledger 245

Business Connection: Accounting Systems and Profit 
Measurement 246

Computerized Accounting Systems 247

Business Connection: TurboTax  249

E-Commerce 249

Integrity, Objectivity, and Ethics in Business:  
Online Fraud  250

Financial Analysis and Interpretation:  
Segment Analysis  250

Chapter 6  Accounting for 
Merchandising Businesses   280

Nature of Merchandising Businesses 282
Operating Cycle 282
Financial Statements 283

Business Connection: Comcast Versus Lowe’s 284

Merchandising Transactions 284
Chart of Accounts for a Merchandising  

Business 284
Purchases Transactions 285
Sales Transactions 290

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



xxiv	 Contents

Integrity, Objectivity, and Ethics in Business: 
The Case of the Fraudulent Price Tags  294

Freight 295
Summary: Recording Merchandise Inventory 

Transactions 297
Dual Nature of Merchandise Transactions 297
Sales Taxes and Trade Discounts 299

Business Connection: Sales Taxes 300

The Adjusting Process 300
Adjusting Entry for Inventory Shrinkage 300

Integrity, Objectivity, and Ethics in Business:  
The Cost of Employee Theft  301

Adjusting Entries for Customer Refunds,  
Allowances, and Returns 301

Financial Statements for  
a Merchandising Business 303

Multiple-Step Income Statement 303
Single-Step Income Statement 305
Statement of Owner’s Equity 305
Balance Sheet 305
The Closing Process 306

Financial Analysis and Interpretation:  
Asset Turnover 307

The Periodic Inventory System 309
Chart of Accounts Under the Periodic Inventory 

System 309
Recording Merchandise Transactions Under the  

Periodic Inventory System 310
Adjusting Process Under the Periodic Inventory 

System 310
Financial Statements Under the Periodic Inventory 

System 311
Closing Entries Under the Periodic Inventory  

System 312

Practice Set: Lawn Ranger Landscaping
This set covers the complete accounting cycle for a 
service business operated as a sole proprietorship. 
Students follow a narrative of transactions to make 
general journal entries. Includes instructions for an 
optional solution with no debits and credits. This 
set can be completed manually or with the General 
Ledger software.

Chapter 7  Inventories   344

Control of Inventory 346
Safeguarding Inventory 346
Reporting Inventory 347

Inventory Cost Flow Assumptions 347

Business Connection: Pawn Stars and Specific 
Identification 349

Inventory Costing Methods Under 
a Perpetual Inventory System 350

First-In, First-Out Method 350
Last-In, First-Out Method 351

International Connection: International Financial 
Reporting  Standards (IFRS) 353

Weighted Average Cost Method 353

Business Connection: Computerized Perpetual 
Inventory Systems 355

Inventory Costing Methods Under  
a Periodic Inventory System 355

First-In, First-Out Method 355
Last-In, First-Out Method 356
Weighted Average Cost Method 357

Comparing Inventory Costing Methods 358

Integrity, Objectivity, and Ethics in Business:  
Where's the Bonus?  359

Reporting Merchandise Inventory  
in the Financial Statements 359

Valuation at Lower of Cost or Market 359

Business Connection: Good Samaritan 361
Merchandise Inventory on the Balance Sheet 361
Effect of Inventory Errors on the Financial  

Statements 362

Financial Analysis and Interpretation: Inventory 
Turnover and Days’ Sales in Inventory 365

Business Connection: Rapid Inventory at Costco 365

Estimating Inventory Cost 368
Retail Method of Inventory Costing 368
Gross Profit Method of Inventory Costing 369

Chapter 8  Internal Control 
and Cash   394

Sarbanes-Oxley Act 396

Internal Control 398
Objectives of Internal Control 398

Business Connection: Employee Fraud 398
Elements of Internal Control 398
Control Environment 399
Risk Assessment 400
Control Procedures 400

Integrity, Objectivity, and Ethics in Business:  
Tips on Preventing Employee Fraud in  
Small Companies 401

Monitoring 402
Information and Communication 402
Limitations of Internal Control 403

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



	 Contents	 xxv

Financial Analysis and Interpretation:  
Accounts Receivable Turnover and  
Days’ Sales in Receivables 459

Chapter 10  Long-Term Assets:  
Fixed and Intangible   486

Nature of Fixed Assets 488
Classifying Costs 488

Business Connection: Fixed Assets 489
The Cost of Fixed Assets 490
Leasing Fixed Assets 491

Accounting for Depreciation 492
Factors in Computing Depreciation Expense 492
Straight-Line Method 493
Units-of-Activity Method 495
Double-Declining-Balance Method 497
Comparing Depreciation Methods 499
Partial-Year Depreciation 499

Business Connection: Depreciating Animals 500
Revising Depreciation Estimates 501
Repair and Improvements 502

Integrity, Objectivity, and Ethics in Business: 
Capital Crime 503

Disposal of Fixed Assets 504
Discarding Fixed Assets 504
Selling Fixed Assets 505

Business Connection: Downsizing 506

Natural Resources 507

Intangible Assets 508
Patents 508
Copyrights and Trademarks 509
Goodwill 509

International Connection: International  
Financial Reporting Standards (IFRS) 511

Financial Reporting for Long-Term Assets: Fixed 
and Intangible 511

Financial Analysis and Interpretation:  
Fixed Asset Turnover Ratio 512

Fixed Asset Turnover Ratio 512

Business Connection: Hub-and-Spoke or  
Point-to-Point? 513

Exchanging Similar Fixed Assets 514
Gain on Exchange 514
Loss on Exchange 515

Cash Controls over Receipts and Payments 403
Control of Cash Receipts 404
Control of Cash Payments 406

Business Connection: Mobile Payments 406

Bank Accounts 407
Bank Statement 407
Using the Bank Statement as a Control  

over Cash 409

Bank Reconciliation 410

Integrity, Objectivity, and Ethics in Business:  
Bank Error in Your Favor  (or Maybe Not)  413

Special-Purpose Cash Funds 413

Financial Statement Reporting of Cash 415

Business Connection: Managing Apple's Cash 415

Financial Analysis and Interpretation:  
Ratio of Cash to Monthly Cash Expenses 415

Business Connection: Microsoft Corporation 417

Chapter 9  Receivables   440

Classification of Receivables 442
Accounts Receivable 442
Notes Receivable 442
Other Receivables 443

Uncollectible Receivables 443

Business Connection: Warning Signs 444

Direct Write-Off Method  
for Uncollectible Accounts 444

Allowance Method for Uncollectible Accounts 445

Integrity, Objectivity, and Ethics in Business:  
Collecting Past Due Accounts   446

Write-Offs to the Allowance Account 446

Business Connection: Failure to Collect 448
Estimating Uncollectibles 448

Business Connection: Allowance Percentages Across 
Companies 453

Comparing Direct Write-Off  
and Allowance Methods 453

Notes Receivable 454
Characteristics of Notes Receivable 454
Accounting for Notes Receivable 456

Reporting Receivables on the Balance Sheet 458

Business Connection: Delta Air Lines 458

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



xxvi	 Contents

Chapter 11  Current Liabilities 
and Payroll   536

Current Liabilities 538
Accounts Payable 538
Current Portion of Long-Term Debt 538
Short-Term Notes Payable 539

Payroll and Payroll Taxes 541
Liability for Employee Earnings 541
Deductions from Employee Earnings 541
Computing Employee Net Pay 544
Liability for Employer’s Payroll Taxes 545

Business Connection: The Most You Will Ever Pay 545

Accounting Systems for Payroll  
and Payroll Taxes 545

Payroll Register 546
Employee’s Earnings Record 549
Payroll Checks 550
Computerized Payroll System 551
Internal Controls for Payroll Systems 551

Integrity, Objectivity, and Ethics in Business:  
Overbilling Clients  552

Employees’ Fringe Benefits 552
Vacation Pay 552
Pensions 553
Postretirement Benefits Other Than  

Pensions 554
Current Liabilities on the Balance Sheet 554

Business Connection: State Pension  
Obligations 555

Contingent Liabilities 555
Probable and Estimable 555
Probable and Not Estimable 556
Reasonably Possible 556
Remote 557

Financial Analysis and Interpretation:  
Quick Ratio 557

Practice Set: Fit & Fashionable
This set is a merchandising business operated as 
a sole proprietorship. It includes a general journal, 
special journals, and source documents and can be 
completed manually or with the General Ledger 
software.

Practice Set: Chic Events by Jada
This set is a merchandising business operated 
as a proprietorship. It includes payroll transac-
tions and purchases and sales with discounts, 
along with source documents. It can be com-
pleted manually or with the General Ledger 
software.

Chapter 12  Accounting for 
Partnerships and Limited Liability 
Companies   584

Proprietorships, Partnerships, and Limited 
Liability Companies 586

Proprietorships 586
Partnerships 587

Business Connection: Breaking Up Is Hard To Do 587
Limited Liability Companies  588
Comparing Proprietorships, Partnerships,  

and Limited Liability Companies 588

Business Connection: Organizational Forms in the 
Accounting Industry 588

Forming a Partnership and Dividing Income 589
Forming a Partnership 589
Dividing Income 590

Integrity, Objectivity, and Ethics in Business: Tyranny 
of the Majority  592

Partner Admission and Withdrawal 593
Admitting a Partner 593
Withdrawal of a Partner 598
Death of a Partner 598

Liquidating Partnerships 599
Gain on Realization 600
Loss on Realization 601
Loss on Realization—Capital Deficiency 603

Statement of Partnership Equity 606

Financial Analysis and Interpretation:  
Revenue per Employee 606

Chapter 13  Corporations: 
Organization, Stock Transactions, 
and Dividends   628

Nature of a Corporation 630
Characteristics of a Corporation 630
Forming a Corporation 631

Business Connection: Alphabet (Google)'s Bylaws 632

Stockholders’ Equity 633

Paid-In Capital from Stock 634
Characteristics of Stock 634
Classes of Stock 635

Business Connection: You Have No Vote 635
Issuing Stock 636
Premium on Stock 637
No-Par Stock 638

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



	 Contents	 xxvii

Integrity, Objectivity, and Ethics in Business:  
The Professor Who Knew Too Much   639

Accounting for Dividends 639
Cash Dividends 639
Stock Dividends 641

Stock Splits 642

Business Connection: Buffett on Stock Splits 643

Treasury Stock Transactions 644

Business Connection: Treasury Stock or  
Dividends? 645

Reporting Stockholders’ Equity 645
Stockholders’ Equity on the Balance Sheet 645
Reporting Retained Earnings 647
Statement of Stockholders’ Equity 648

International Connection: IFRS for SMEs  649
Reporting Stockholders’ Equity for Mornin’ Joe 649

Financial Analysis and Interpretation:  
Earnings per Share 651

Practice Set: My Place, House of Décor
This set is a service and merchandising business 
operated as a corporation. It includes narrative for 
six months of transactions to be recorded in a gen-
eral journal. The set can be completed manually or 
with the General Ledger software.

Chapter 14  Long-Term Liabilities: 
Bonds and Notes   675

Financing Corporations 677

Nature of Bonds Payable 679
Bond Characteristics and Terminology 680
Proceeds from Issuing Bonds 680

Business Connection: Investor Bond Price  
Risk 681

Accounting for Bonds Payable 681
Bonds Issued at Face Amount 681
Bonds Issued at a Discount 682
Amortizing a Bond Discount 683

Business Connection: U.S. Government Debt 684
Bonds Issued at a Premium 685
Amortizing a Bond Premium 686

Business Connection: Bond Ratings 687
Bond Redemption 687

Installment Notes 688
Issuing an Installment Note 689
Annual Payments 689

Integrity, Objectivity, and Ethics in Business: 
The Ratings Game 691

Reporting Long-Term Liabilities 691

Financial Analysis and Interpretation:  
Times Interest Earned Ratio 691

Present Value Concepts and  
Pricing Bonds Payable 693

Present Value Concepts 693
Pricing Bonds 696

Interest Rate Method of Amortization 697
Amortization of Discount by the Interest  

Method 697
Amortization of Premium by the Interest Method 698

Chapter 15   Investments and Fair 
Value Accounting   719

Why Companies Invest 721
Investing Cash in Current Operations 721
Investing Cash in Temporary Investments 722
Investing Cash in Long-Term Investments 722

Accounting for Debt Investments 722
Purchase of Bonds 723
Interest Revenue 723
Sale of Bonds 724

Accounting for Equity Investments 725
Cost Method: Less Than 20% Ownership 725
Equity Method: Between 20%–50%  

Ownership 727
Consolidation: More Than 50% Ownership 729

Business Connection: More Cash Means More 
Investments for Drug Companies 730

Valuing and Reporting Investments 730
Trading Securities 730

Integrity, Objectivity, and Ethics in Business:  
Socially Responsible Investing 732

Available-for-Sale Securities 732
Held-to-Maturity Securities 734
Summary 734

Business Connection: Warren Buffett:  
The Sage of Omaha 736

Fair Value Accounting 737
Effect of Fair Value Accounting on the  

Financial Statements 737

Financial Analysis and Interpretation:  
Dividend Yield 737

Comprehensive Income 739

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



xxviii	 Contents

Chapter 16   Statement of  
Cash Flows   765

Reporting Cash Flows 767
Cash Flows from Operating Activities 768

Business Connection: Cash Crunch! 770
Cash Flows from (Used for) Investing Activities 770
Cash Flows from (Used for) Financing Activities 770
Noncash Investing and Financing Activities 770
Format of the Statement of Cash Flows 771
No Cash Flow per Share 771

Preparing the Statement of Cash Flows— 
The Indirect Method 772

Net Income 773
Adjustments to Net Income 774

Integrity, Objectivity, and Ethics in Business:  
Credit Policy and Cash Flow  777

Dividends and Dividends Payable 778
Common Stock 779
Bonds Payable 779
Building and Accumulated  

Depreciation—Building 780
Land 780
Preparing the Statement of Cash Flows 781

Business Connection: Growing Pains 782

Preparing the Statement of Cash Flows— 
The Direct Method 782

Cash Received from Customers 783
Cash Payments for Merchandise 783
Cash Payments for Operating Expenses 784
Gain on Sale of Land 785
Interest Expense 785
Cash Payments for Income Taxes 785
Reporting Cash Flows from Operating  

Activities—Direct Method 786

International Connection: IFRS for Statement of  
Cash Flows 786

Financial Analysis and Interpretation:  
Free Cash Flow 787

Spreadsheet (Work Sheet) for Statement of Cash 
Flows—The Indirect Method 789

Analyzing Accounts 789
Retained Earnings 789
Other Accounts 791
Preparing the Statement of Cash Flows 791

Chapter 17   Financial Statement 
Analysis   823

Analyzing and Interpreting Financial  
Statements 825

The Value of Financial Statement  
Information 825

Techniques for Analyzing Financial Statements 826

Basic Analytical Methods 826
Horizontal Analysis 826
Vertical Analysis 829
Common-Sized Statements 830

Analyzing Liquidity 831
Current Position Analysis 832
Accounts Receivable Analysis 834
Inventory Analysis 835

Business Connection: Flying off the Shelves 837

Analyzing Solvency 837
Ratio of Fixed Assets to Long-Term Liabilities 838
Ratio of Liabilities to Stockholders’ Equity 838
Times Interest Earned 839

Business Connection: Liquidity Crunch 840

Analyzing Profitability 840
Asset Turnover 840
Return on Total Assets 841
Return on Stockholders’ Equity 842

Business Connection: Gearing for Profit 843
Return on Common Stockholders’ Equity 843
Earnings per Share on Common Stock 844
Price-Earnings Ratio 845
Dividends per Share 846
Dividend Yield 847

Business Connection: Investing for Yield 847
Summary of Analytical Measures 847

Corporate Annual Reports 849
Management Discussion and Analysis 849
Report on Internal Control 849

Integrity, Objectivity, and Ethics in Business: 
Characteristics of Financial Statement Fraud  849

Report on Fairness of the Financial Statements 850

Unusual Items on the Income Statement 850
Unusual Items Affecting the Current Period’s  

Income Statement 850
Unusual Items Affecting the Prior Period’s  

Income Statement 852

Chapter 18   Introduction to  
Managerial Accounting   883

Managerial Accounting 885
Differences Between Managerial and Financial 

Accounting 885
The Management Accountant in the  

Organization 886
The Management Process 888

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



	 Contents	 xxix

Business Connection: Line and Staff for Service 
Companies 888

Uses of Managerial Accounting Information 889

Manufacturing Operations: 
Costs and Terminology 890

Direct and Indirect Costs 891
Manufacturing Costs 892

Business Connection: Overhead Costs 893

Sustainability and Accounting 896
Sustainability 897
Eco-Efficiency Measures in Managerial  

Accounting 897

Integrity, Objectivity, and Ethics in Business: 
Environmental Managerial Accounting  898

Financial Statements for a  
Manufacturing Business 898

Balance Sheet for a Manufacturing Business 898
Income Statement for a Manufacturing  

Business 898

Service Focus: Managerial Accounting in the Service 
Industry 903

Chapter 19   Job Order Costing   924

Cost Accounting Systems Overview 926
Job Order Cost Systems  926
Process Cost Systems 926

Job Order Cost Systems for  
Manufacturing Businesses 927

Materials 927

Integrity, Objectivity, and Ethics in Business:  
Phony Invoice Scams   929

Factory Labor 930

Business Connection: 3D Printing 931
Factory Overhead 931

Business Connection: Advanced Robotics 932
Work in Process 936
Finished Goods 937
Sales and Cost of Goods Sold 938
Period Costs 938
Summary of Cost Flows for Legend Guitars 938

Job Order Costing for Decision Making 940

Job Order Cost Systems for Service  
Businesses 941

Types of Service Businesses 941
Flow of Costs in a Service Job Order  

Cost System 942

Service Focus: Job Order Costing in a Law Firm  943

Practice Set: Hydro Paddle Boards
This practice set is a manufacturing business oper-
ated as a corporation. This set uses a job order cost 
system and includes subsidiary ledgers and job 
cost records. This set can be solved manually or 
with the General Ledger software.

Chapter 20   Process Cost Systems   968

Process Cost Systems 970

Integrity, Objectivity, and Ethics in Business:  
On Being Green  970

Comparing Job Order and Process  
Cost Systems 971

Cost Flows for a Process Manufacturer 973

Business Connection: Sustainable Papermaking 975

Cost of Production Report 976
Step 1:	 Determine the Units to Be  

Assigned Costs 976
Step 2:	 Compute Equivalent Units of  

Production 978
Step 3:	 Determine the Cost per Equivalent  

Unit 981
Step 4:	 Allocate Costs to Units Transferred  

Out and Partially Completed Units 982
Preparing the Cost of Production Report 984

Journal Entries for a Process Cost System 985

Service Focus: Costing the Power Stack  988

Using the Cost of Production  
Report for Decision Making 989

Cost per Equivalent Unit Between Periods 989
Cost Category Analysis 989
Yield 990

Lean Manufacturing 991
Traditional Production Process 991
Lean Production Process 992

Average Cost Method 993
Determining Costs Using the Average  

Cost Method 993
The Cost of Production Report 995

Chapter 21   Cost-Volume-Profit 
Analysis   1020

Cost Behavior 1022
Variable Costs 1022
Fixed Costs 1024
Mixed Costs 1024
Summary of Cost Behavior Concepts 1027

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



xxx	 Contents

Business Connection: Booking Fees 1028

Cost-Volume-Profit Relationships 1028
Contribution Margin 1029
Contribution Margin Ratio 1029
Unit Contribution Margin 1030

Mathematical Approach to  
Cost-Volume-Profit Analysis 1031

Break-Even Point 1031
Target Profit 1035

Business Connection: Airline Industry Break-Even 1036

Integrity, Objectivity, and Ethics in Business: Orphan 
Drugs 1037

Graphic Approach to  
Cost-Volume-Profit Analysis 1037

Cost-Volume-Profit (Break-Even) Chart 1037
Profit-Volume Chart 1039
Use of Computers in Cost-Volume-Profit  

Analysis 1042
Assumptions of Cost-Volume-Profit Analysis 1042

Service Focus: Profit, Loss, and Break-Even in Major  
League Baseball 1042

Special Cost-Volume-Profit Relationships 1042
Sales Mix Considerations 1043
Operating Leverage 1044
Margin of Safety 1046

Variable Costing 1047

Chapter 22   Budgeting   1074

Nature and Objectives of Budgeting 1076
Objectives of Budgeting 1076
Human Behavior and Budgeting 1077

Integrity, Objectivity, and Ethics in Business:   
Budget Games 1078

Budgeting Systems 1078
Static Budget 1079

Service Focus: Film Budgeting  1080
Flexible Budget 1080
Computerized Budgeting Systems 1081

Master Budget 1082

Operating Budgets 1082
Sales Budget 1082
Production Budget 1084
Direct Materials Purchases Budget 1084
Direct Labor Cost Budget 1086
Factory Overhead Cost Budget 1088
Cost of Goods Sold Budget 1088
Selling and Administrative Expenses Budget 1090

Business Connection: Mad Men 1091
Budgeted Income Statement 1091

Financial Budgets 1092
Cash Budget 1092
Capital Expenditures Budget 1095
Budgeted Balance Sheet 1096

Chapter 23   Evaluating Variances 
from Standard Costs   1124

Standards 1126
Setting Standards 1126
Types of Standards 1127
Reviewing and Revising Standards 1127

Integrity, Objectivity, and Ethics in Business:  
Company Reputation: The Best of the Best 1127

Criticisms of Standard Costs 1127

Business Connection: Standard Costing in Action: 
Expanding Brewing Operations 1128

Budgetary Performance Evaluation 1128
Budget Performance Report 1129
Manufacturing Cost Variances 1129

Direct Materials and Direct Labor Variances 1131
Direct Materials Variances 1131

Service Focus: Standard Costing in the Restaurant 
Industry 1133

Direct Labor Variances 1134

Factory Overhead Variances 1136
The Factory Overhead Flexible Budget 1136
Variable Factory Overhead Controllable Variance 1138
Fixed Factory Overhead Volume Variance 1139
Reporting Factory Overhead Variances 1141
Factory Overhead Account 1142

Recording and Reporting Variances  
from Standards 1143

Nonfinancial Performance Measures 1146

Chapter 24   Decentralized  
Operations  1172

Centralized and Decentralized Operations 1174
Advantages of Decentralization 1174
Disadvantages of Decentralization 1175

Business Connection: Dover Corporation: Many 
Pieces, One Picture 1175

Responsibility Accounting 1175

Responsibility Accounting for Cost Centers 1176

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



	 Contents	 xxxi

Responsibility Accounting for Profit Centers 1178
Service Department Charges 1178
Profit Center Reporting 1180

Responsibility Accounting  
for Investment Centers 1181

Return on Investment 1182

Business Connection: Coca-Cola Company: Go West 
Young Man 1184

Residual Income	 1185
The Balanced Scorecard 1187

Service Focus:Turning Around Charles Schwab 1188

Transfer Pricing 1188
Market Price Approach 1189
Negotiated Price Approach 1190
Cost Price Approach 1192

Integrity, Objectivity, and Ethics in Business:   
The Ethics of Transfer Prices 1193

Chapter 25   Differential Analysis, 
Product Pricing, and 
Activity-Based Costing 1218

Differential Analysis 1220
Lease or Sell 1222
Discontinue a Segment or Product 1223
Make or Buy 1225
Replace Equipment 1226
Process or Sell 1228
Accept Business at a Special Price 1229

Business Connection: 60% Off! 1230

Setting Normal Product Selling Prices 1231

Service Focus: Revenue Management   1232
Product Cost Concept 1232

Integrity, Objectivity, and Ethics in Business:   
Price Fixing 1234

Target Costing 1234

Production Bottlenecks 1235

Activity-Based Costing 1237
Estimated Activity Costs 1237
Activity Rates 1238
Overhead Allocation 1238

Business Connection: The ABC's of Schwab 1239
Dangers of Product Cost Distortion 1240

Total and Variable Cost Concepts to  
Setting Normal Price 1241

Total Cost Concept 1241
Variable Cost Concept 1244

Chapter 26   Capital Investment  
Analysis 1272

Nature of Capital Investment  
Analysis 1274

Business Connection: Business Use of Investment 
Analysis Methods 1275

Methods Not Using Present Values 1275
Average Rate of Return Method 1275
Cash Payback Method 1276

Methods Using Present Values 1278
Present Value Concepts 1278
Net Present Value Method and  

Index 1281
Internal Rate of Return Method 1283

Business Connection: Panera Bread Rate of  
Return 1285

Additional Factors in Capital Investment  
Analysis 1286

Income Tax 1286
Unequal Proposal Lives 1286
Lease Versus Purchase 1288
Uncertainty 1288

Service Focus: If You Build It, They Will  
Come  1288

Changes in Price Levels 1289
Qualitative Considerations 1289
Capital Investment for Sustainability 1289

Integrity, Objectivity, and Ethics in Business:  
Assumption Fudging  1290

Capital Rationing 1290

Mornin’ Joe MJ-1

Financial Statements for Mornin’ Joe MJ-2
Financial Statements for Mornin’ Joe  
International MJ-5

Appendix A: Interest Tables A-1
Appendix B: International Financial Reporting 
Standards (IFRS) B-1
Appendix C: Revenue Recognition C-1
Appendix D: Nike Inc., Form 10-K for the Fiscal 
Year Ended May 31, 2016 D-1

Glossary G-1

Index I-1

Copyright 2018 Cengage Learning. All Rights Reserved. May not be copied, scanned, or duplicated, in whole or in part.  WCN 02-200-203



Chapter 1

Accounting Equation
Assets = Liabilities + Owner's Equity

Accounting System

Transactions

Introduction to 
Accounting and Business

C H A P T E R

1

Chapter 2
Account

Debits Credits

Rules of Debit and Credit
BALANCE SHEET ACCOUNTS

Total Debit Balances  =  Total Credit Balances

Unadjusted Trial Balance

ASSETS  
Asset Accounts

= LIABILITIES  
Liability Accounts

+ OWNER’S EQUITY  
Owner’s Capital Account

Debit for  
increases (+)

Credit for  
decreases (–)

Debit for  
decreases (–)

Credit for  
increases (+)

Debit for  
decreases (–)

Credit for  
increases (+)

Balance Balance Balance

 Owner’s Drawing  
Account

Income Statement Accounts

Revenue Accounts

Debit for  
increases (+)

Credit for  
decreases (–)

Balance

Debit for  
decreases (–)

Credit for  
increases (+)

Balance

Expense Accounts

Debit for  
increases (+)

Credit for  
decreases (–)

Balance
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Financial Statements

Closing Entries
Income Statement 

and Drawing Accounts  

0 0

Zero Balances

Balance Sheet  
Accounts 

XXX XXX

Post-Closing  
Trial Balance

Adjusted  
Accounts 

XXX XXX

Adjusted  
Balances

Adjusted Accounts 

XXX XXX

Adjusted Balances

Total Debit 
Balances

Total Credit 
Balances=

Total Debit 
Balances

Total Credit 
Balances=

Income Statement Statment of Owner's Equity Balance Sheet

Total Debit
  Balances            =

Total Credit 
Balances

Adjusted Trial Balance

Adjusting Entries

Adjusted 
 Accounts 

Unadj. Balances
Adjustments
Adj. Balances

XXX
XXX
XXX

XXX
XXX
XXX

Unadjusted  
Accounts 

XXX XXX

Unadjusted  
Trial Balance 

Adjusting  
Journal Entries

Accrued Revenues
Accrued Expenses
Unearned Revenues
Prepaid Expenses
Depreciation

Total Debit 
Balances

Total Credit 
Balances=

Closing  
Journal Entries

Chapter 4

Chapter 3
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W hen two teams pair up for a game of football, there 
is often a lot of noise. The band plays, the fans 

cheer, and fireworks light up the scoreboard. Obviously, 
the fans are committed and care about the outcome of 
the game. Just like fans at a football game, the owners 
of a business want their business to “win” against their 
competitors in the marketplace. While having your foot-
ball team win can be a source of pride, winning in the 
marketplace goes beyond pride and has many tangible 
benefits. Companies that are winners are better able to 
serve customers, provide good jobs for employees, and 
make money for their owners.

Twitter is one of the most visible companies on the  
Internet. It provides a real-time information network 
where members can post messages, called tweets, for 
free. Millions post tweets every day throughout the world.

Do you think Twitter is a successful company? Does it 
make money? How would you know? Accounting helps 
to answer these questions.

This textbook introduces you to accounting, the 
language of business. Chapter 1 begins by discussing 
what a business is, how it operates, and the role that 
accounting plays.

Twitter

D
IG

IT
A

LL
IF

E/
A

LA
M

Y
C H A P T E R

1
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Nature of Business and Accounting

A business1 is an organization in which basic resources (inputs), such as materials 
and labor, are assembled and processed to provide goods or services (outputs) to 
customers. Businesses come in all sizes, from a local coffee house to Starbucks, which 
sells over $19 billion of coffee and related products each year.

The objective of most businesses is to earn a profit. Profit is the difference between 
the amounts received from customers for goods or services and the amounts paid for 
the inputs used to provide the goods or services. This text focuses on businesses oper-
ating to earn a profit. However, many of the same concepts and principles also apply 
to not-for-profit organizations such as hospitals, churches, and government agencies.

Types of Businesses
Three types of businesses operating for profit include service, merchandising, and 
manufacturing businesses. Some examples of each type of business follow:

•	 Service businesses provide services rather than products to customers.
Delta Air Lines (transportation services)
The Walt Disney Company (entertainment services)

1  A complete glossary of terms appears at the end of the text.

Describe the 
nature of 

business and the role of 
accounting and ethics in 
business.

Obj. 1

	 Chapter 6    Accounting for Merchandising Businesses	 5
Learning Objectives

After studying this chapter, you should be able to: Example Exercises (EE) are shown in green.

At a Glance 1 Page 28

Obj. 1	 Describe the nature of business and the role of 
accounting and ethics in business.

	 Nature of Business and Accounting
	 Types of Businesses
	 Role of Accounting in Business
	 Role of Ethics in Accounting and Business
	 Opportunities for Accountants

Obj. 2	 Summarize the development of accounting 
principles and relate them to practice.

	 Generally Accepted Accounting Principles
	 Business Entity Concept
	 Cost Concept	 EE 1-1

Obj. 3	 State the accounting equation and define each 
element of the equation.

	 The Accounting Equation	
	 Solving the Accounting Equation	 EE 1-2

Obj. 4	 Describe and illustrate how business 
transactions can be recorded in terms of 
the resulting change in the elements of the 
accounting equation.

	 Business Transactions and the  
Accounting Equation	

	 Recording Transactions	 EE 1-3

Obj. 5	 Describe the financial statements of a 
proprietorship and explain how they  
interrelate.

	 Financial Statements
	 Income Statement	 EE 1-4
	 Statement of Owner’s Equity	 EE 1-5
	 Balance Sheet	 EE 1-6
	 Statement of Cash Flows	 EE 1-7
	 Interrelationships Among Financial  

Statements

Obj. 6	 Describe and illustrate the use of the ratio of 
liabilities to owner’s equity in evaluating a 
company’s financial condition.

	 Financial Analysis and Interpretation:  
Ratio of Liabilities to Owner’s Equity

	 Computing and Interpreting Ratio  
of Liabilities to Owners’ Equity	 EE 1-8
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6	 Chapter 1    Introduction to Accounting and Business

•	 �Merchandising businesses sell products they purchase from other businesses to 
customers.

Wal-Mart (general merchandise)
Amazon.com (Internet books, music, videos)

•	 �Manufacturing businesses convert basic inputs into products that are sold to 
customers.

Ford Motor Co. (cars, trucks, vans)
Dell Inc. (personal computers)

Role of Accounting in Business
The role of accounting in business is to provide information for managers to use in 
operating the business. In addition, accounting provides information to other users 
in assessing the economic performance and condition of the business.

Thus, accounting can be defined as an information system that provides reports 
to users about the economic activities and condition of a business. You could think 
of accounting as the “language of business.” This is because accounting is the means 
by which businesses’ financial information is communicated to users.

The process by which accounting provides information to users is as follows:

	 1.	Identify users.
	 2.	Assess users’ information needs.
	 3.	Design the accounting information system to meet users’ needs.
	 4.	Record economic data about business activities and events.
	 5.	Prepare accounting reports for users.

As illustrated in Exhibit 1, users of accounting information can be divided into 
two groups: internal users and external users.

Managerial Accounting  Internal users of accounting information include manag-
ers and employees. These users are directly involved in managing and operating the 
business. The area of accounting that provides internal users with information is called 
managerial accounting or management accounting.

The objective of managerial accounting is to provide relevant and timely information 
for managers’ and employees’ decision-making needs. Oftentimes, such information is 
sensitive and is not distributed outside the business. Examples of sensitive information 
might include information about customers, prices, and plans to expand the business. 
Managerial accountants employed by a business are employed in private accounting.

Financial Accounting  External users of accounting information include investors, 
creditors, customers, and the government. These users are not directly involved in 
managing and operating the business. The area of accounting that provides external 
users with information is called financial accounting.

The objective of financial accounting is to provide relevant and timely information 
for the decision-making needs of users outside the business. For example, financial 
reports on the operations and condition of the business are useful for banks and 
other creditors in deciding whether to lend money to the business. General-purpose 
financial statements are one type of financial accounting report that is distributed to 
external users. The term general-purpose refers to the wide range of decision-making 
needs that these reports are designed to serve. Later in this chapter, general-purpose 
financial statements are described and illustrated.

Role of Ethics in Accounting and Business
The objective of accounting is to provide relevant, timely information for user decision 
making. Accountants must behave in an ethical manner so that the information they 
provide users will be trustworthy and, thus, useful for decision making. Managers 
and employees must also behave in an ethical manner in managing and operating a 
business. Otherwise, no one will be willing to invest in or loan money to the business.

Link to  
Twitter
Twitter is a service 
company that 
provides a platform 
for individuals to send 
text messages called 
tweets.

Accounting is an 
information system that 
provides reports to users 
about the economic 
activities and condition of 
a business.

Link to  
Twitter
One of the ways 
Twitter provides 
information to 
its investors is by 
publishing an annual 
report, which includes 
general-purpose 
financial statements.

Ethics
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