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Preface

Roadmap for Success

Warren’s Accounting 28e makes it easy for you to give students a solid foundation in accounting without over-
whelming students. Warren covers the fundamentals AND motivates students to learn by showing how accounting 
is important to a business. 

The Warren 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
Schemas provide a roadmap of accounting that emphasizes the big picture. Each chapter begins with a 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 understanding 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.

Introduction to
Managerial Accounting

Concepts and Principles

Developing Information

Decision Making

COST SYSTEMS COST BEHAVIOR

EVALUATING PERFORMANCE COMPARING ALTERNATIVES

Chapter 21  Cost-Volume-Profit Analysis

Chapter 24  Decentralized Operations

Chapter 25  Differential 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

18
C H A P T E R

Chapter 18   Introduction to Managerial Accounting

C H A P T E R

6 Accounting for Merchandising 
Businesses

STATEMENT OF
OWNER’S EQUITY

For the Year Ended December 31, 20Y6

Owner’s capital, Jan . 1, 20Y6 $XXX
Net income $ XXX
Withdrawals   (XXX)
Increase in equity    XXX
Owner’s capital, Dec . 31, 20Y6 $XXX

STATEMENT OF CASH FLOWS
For the Year Ended December 31, 20Y6

Cash flows from (used for)
 operating activities  $XXX
Cash flows from (used for)
 investing activities  XXX
Cash flows from (used for)
 financing activities   XXX
Net increase (decrease) in cash  $XXX
Cash balance, January 1, 20Y6   XXX
Cash balance, December 31, 20Y6  $XXX

INCOME STATEMENT
For the Year Ended December 31, 20Y6

Sales   $XXX
Cost of merchandise sold   XXX
Gross profit $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 
December 31, 20Y6

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
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	 Preface	 v

Link to Best Buy . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pages 349, 350, 362, 364

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 
respond to the insurance company, you will need to iden-
tify 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 
significant impact on the financial statements. For exam-
ple, Best Buy reported $5,409 million of inventory and net 
income of $1,464 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.

Best Buy

7
C H A P T E R
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Revised and refreshed real company chapter openers engage readers from the start. Chapter openers intro-
duce 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.

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.

362 Chapter 7    Inventories

the net realizable value of the merchandise.4

follows:

sales commissions.

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

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

$1,000 and its market value of $650.

mary advantage of using the lower-of-cost-or-market method.

inventory on December 31:

Cost per unit
Market value (net realizable value) per unit 

of-cost-or-market method.

applied to the total inventory.5

inventory.

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

Total

$  9.50
24.10
7.75

14.75

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

$15,520

B C D EA

Cost per
Unit

Market Value
per Unit

(Net Realizable Value)

4 Accounting Standards Update, Inventory (Topic 330): Simplifying the Measurement of Inventory
( Norwalk, CT) . 

5 The LCM can also be applied to different classes of inventory .

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)

CengageNOWv2 
CengageNOWv2 is a powerful course management and online homework resource that 
provides control and customization to optimize the student learning experience. Included 
are many proven resources, such as algorithmic activities, a test bank, course management 
tools, reporting and assessment options, and much more.

Cengage Mobile App
The Cengage Mobile App lets students study wherever and whenever the mood strikes. 
Now available with CengageNOWv2, it features a full interactive eBook—readable online 
or off—with 24/7 course access and study tools to power on-the-go learning. Plus, the app 
allows you to engage your students with instant in-class polling and take attendance with 
a tap. Find details at www.cengage.com/mobile-app/.

Excel Online
Cengage and Microsoft have partnered in CengageNOWv2 to provide students with a uniform, 
authentic Excel experience. It provides instant feedback, built-in video tips, and easily acces-
sible spreadsheet work. These features allow you to spend more time teaching accounting 
applications and less time troubleshooting Excel.

These new algorithmic activities offer pre-populated data directly in Microsoft Excel Online. 
Each student receives his or her own version of the problem to perform the necessary data cal-
culations in Excel Online. Their work is constantly saved in Cengage cloud storage as a part of 
homework assignments in CengageNOWv2. It’s easily retrievable so students can review their 
answers without cumbersome file management and numerous downloads/uploads.

EXCEL
ONLINE
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vi	 Preface

MindTap eReader
The MindTap eReader for Warren’s Accounting is the most robust digital reading experi-
ence available. Hallmark features include:

•	 Fully optimized for the iPad.

•	 Note taking, highlighting, and more.

•	 Embedded digital media.

•	 The MindTap eReader also features ReadSpeaker®, an online text-to-speech application 
that vocalizes, or “speech-enables,” online educational content. This feature is ideally 
suited for both instructors and learners who would like to listen to content instead of 
(or in addition to) reading it.

Cengage Unlimited
Cengage Unlimited is a first of-its-kind digital subscription designed specifically to lower costs. 
Students get total access to everything Cengage has to offer on demand—in one place. That’s 
over 20,000 eBooks, 2,300 digital learning products, and dozens of study tools across 70 disci-
plines and over 675 courses. Currently available in select markets. Find details at www.cengage.
com/unlimited.

•	 Updated dates and real company information for 
currency.

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

•	 A new “Time Period Concept” discussion has been 
added to the “Generally Accepted Accounting Prin-
ciples” section of Chapter 1. This discussion defines 
and illustrates the natural business year and fiscal 
year accounting periods. 

•	 The fiscal year discussion was moved from the prior 
edition’s Chapter 4. In addition, the notation of 20Y1, 
20Y2, … is introduced for indicating years through-
out the text.

•	 In Chapter 2, the discussion on “Errors Not Affecting 
the Trial Balance” has been revised to better aid stu-
dent understanding and to simplify the preparation 
of correcting journal entries.

•	 In Chapter 4, the Accounting Cycle illustration in 
Exhibit 8 has been revised to facilitate student review.

•	 In Chapter 4, the “Fiscal Year” discussion has been 
moved to Chapter 1.

•	 In Chapter 4, the “Reversing Entry” appendix has 
been moved to an online appendix.

•	 A new “Why Is the Accrual Basis of Accounting 
Required by GAAP?” discussion has been added as 
Appendix 2 to Chapter 4. The understanding of why 
accrual accounting is required by GAAP is important 
for students’ ability to analyze and evaluate financial 
statements. Why accrual accounting is required is 
illustrated by comparing NetSolutions’ financial state-
ments under the accrual basis (Chapters 1–4) with 
related cash basis financial statements. 

•	 To simplify and give the instructor more flexibility 
in Chapter 6, the discussion of the accounting for 
customer merchandise refunds, including the related 
adjusting entries, has been moved to Appendix 2 at 
the end of the chapter.

•	 For those instructors who prefer to cover sales dis-
counts using the gross method, Appendix 1, “Gross 
Method of Recording Sales Discounts,” has been 
added to the end of Chapter 6.

New to This Edition
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C H A P T E R

When 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 com-
petitors in the marketplace. While having your football 
team win can be a source of pride, winning in the mar-
ketplace goes beyond pride and has many tangible ben-
efits. Companies that are winners are better able to serve 
customers, provide good jobs for employees, and make 
money for their owners.

Twitter, Inc. is one of the most visible companies 
on the Internet. It provides a real-time information net-
work 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 lan-
guage of business. Chapter 1 begins by discussing what a 
business is, how it operates, and the role that accounting 
plays.

Twitter
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Link to Twitter. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . Pages 6, 12, 14, 20, 24
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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 cus-
tomers. Businesses come in all sizes, from a local coffee house to Starbucks, which 
sells over $24 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 busi-
nesses operating 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

LEARNING OBJECTIVES

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

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
	 Time Period 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 Owner’s 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 Stores, Inc. (general merchandise)
Amazon.com (general merchandise)

•	 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 man-
agers 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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Company
Internal Users

1
Identify
Users

2
Assess
Users’

Information
Needs

3
Design

Accounting
System

4
Record

Economic
Data

5
Prepare

Accounting
Reports

Managers,
Employees

Company
External Users

Investors, Creditors,
Customers, Government

Ethics are moral principles that guide the conduct of individuals. Unfortunately, 
business managers and accountants sometimes behave in an unethical manner. Many 
of the managers of the companies listed in Exhibit 2 engaged in accounting or busi-
ness fraud. These ethical violations led to fines, firings, and lawsuits. In some cases, 
managers were criminally prosecuted, convicted, and sent to prison.

Accounting as an Information System E X H I B I T  1
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8	 Chapter 1    Introduction to Accounting and Business

What went wrong for the managers and companies listed in Exhibit 2? The answer 
normally involved one or both of the following factors:

•	 Failure of Individual Character. Ethical managers and accountants are honest and 
fair. However, managers and accountants often face pressures from supervisors to meet 
company and investor expectations. In many of the cases in Exhibit 2, managers and 
accountants justified small ethical violations to avoid such pressures. However, these 
small violations became big violations as the company’s financial problems became 
worse.

•	 Culture of Greed and Ethical Indifference. By their behavior and attitude, senior 
managers set the company culture. In most of the companies listed in Exhibit 2, the 
senior managers created a culture of greed and indifference to the truth.

As a result of the accounting and business frauds shown in Exhibit 2, Congress 
passed laws to monitor the behavior of accounting and business. For example, the 
Sarbanes-Oxley Act (SOX) was enacted. SOX established a new oversight body for 
the accounting profession called the Public Company Accounting Oversight Board 
(PCAOB). In addition, SOX established standards for independence, corporate respon-
sibility, and disclosure.

How does one behave ethically when faced with financial or other types of pres-
sure? Guidelines for behaving ethically follow:2

	 1.	Identify an ethical decision by using your personal ethical standards of honesty and 
fairness.

	 2.	Identify the consequences of the decision and its effect on others.
	 3.	Consider your obligations and responsibilities to those who will be affected by your 

decision.
	 4.	Make a decision that is ethical and fair to those affected by it.

2  Many companies have ethical standards of conduct for managers and employees. In addition, the Institute of Management 
Accountants and the American Institute of Certified Public Accountants have professional codes of conduct, which can be obtained 
from their websites at www.imanet.org and www.aicpa.org, respectively.

Accounting and Business FraudsE X H I B I T  2

Company
Nature of Accounting 

or Business Fraud Result

Computer Associates  
International, Inc.

Fraudulently reported its financial results. CEO and senior executives indicted.  
Five executives pled guilty. $225 million  
fine.

Enron Fraudulently reported its financial results. Bankrupcty. Senior executives criminally  
convicted. More than $60 billion in stock 
market losses.

HealthSouth Overstated performance by $4 billion in false 
entries.

Senior executives criminally convicted.

Qwest Communications  
International, Inc.

Improperly reported $3 billion in false receipts. CEO and six other executives criminally 
convicted of “massive financial fraud.” 
$250 million SEC fine.

Xerox Corporation Recognized $3 billion in revenue prior to when  
it should have been recorded.

$10 million fine to SEC. Six executives  
forced to pay $22 million.
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Opportunities for Accountants
Numerous career opportunities are available for students majoring in accounting. Cur-
rently, the demand for accountants exceeds the number of new graduates entering the 
job market. This is partly due to the increased regulation of business caused by the 
accounting and business frauds shown in Exhibit 2. Also, more and more businesses 
have come to recognize the importance and value of accounting information.

As indicated earlier, accountants who work for a business are employed in pri-
vate accounting. Private accountants have a variety of possible career options within 
a company. Some of these career options are shown in Exhibit 3 along with their 
starting salaries. Accountants who provide audit services, called auditors, attest to the 
accuracy of financial records, accounts, and systems. As shown in Exhibit 3, several 
private accounting careers have certification options.

Integrity, Objectivity, and Ethics in Business
BERNIE MADOFF

In June 2009, Bernard L. “Bernie” Madoff was sen-
tenced to 150 years in prison for defrauding thousands 
of investors in one of the biggest frauds in American 
history. Madoff ’s fraud started several decades ear-
lier when he began a Ponzi scheme in his investment 
management firm, Bernard L. Madoff Investment 
Securities LLC. 

In a Ponzi scheme, the investment manager uses 
funds received from new investors to pay a return to 

existing investors, rather than basing investment returns 
on the fund’s actual performance. As long as the invest-
ment manager is able to attract new investors, he or 
she will have new funds to pay existing investors and 
continue the fraud. While most Ponzi schemes collapse 
quickly when the investment manager runs out of new 
investors, Madoff’s reputation, popularity, and personal 
contacts provided a steady stream of investors, which 
allowed the fraud to survive for decades.

Accounting  
Career Track Description Career Options

Annual Starting  
Salaries* Certification

Private Accounting Accountants employed by 
companies, government, 
and not-for-profit entities.

Bookkeeper
Payroll clerk
General accountant
Budget analyst
Cost accountant
Internal auditor
Information technology 
auditor

$43,000
$39,000
$47,000
$51,000
$49,000
$46,000
$51,000

Certified Payroll Professional (CPP)

Certified Management Accountant (CMA)
Certified Internal Auditor (CIA)
Certified Information Systems Auditor (CISA)

Public Accounting Accountants employed 
individually or within a 
public accounting firm in 
audit, tax, or management 
advisory services.

$47,000 Certified Public Accountant (CPA)

*Average salaries rounded to the nearest thousand. Salaries may vary by size of company and region.
Source: Robert Half 2019 U.S. Salary Guide (Finance and Accounting), Robert Half International, Inc. (www.roberthalf.com/workplace-research/salary-guides).
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