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This book is dedicated to our students, whose questions have so frequently caused us to 

reevaluate our method of presentation that the students themselves have become major 

contributors to the development of this text.
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AUTHORS’ VIEW OF  
● PREPARING ACCOUNTING STUDENTS FOR 

A CHANGING BUSINESS ENVIRONMENT
Automated data capture, data analytics, and artificial intelligence are transforming the 
business environment. Technology has greatly reduced or, in some cases, eliminated the 
need for humans to be involved in recording and reporting procedures. Rather than gath-
ering information, today’s students will be required to analyze and interpret information. 
They will have to make decisions early and often. In summary, instead of memorizing re-
cording procedures, today’s students must learn to think like business professionals.

Business professionals tend to think about bottom-line consequences: If I do this 
or that, how will it affect my company’s net income, total assets, cash flow, and so on? 
We use a financial statements model to teach students how to mimic this thought pro-
cess. The model arranges the balance sheet, income statement, and statement of 
cash flows horizontally across a single line of text, as shown here:

Balance Sheet Income Statement Statement 
of Cash 
FlowsAssets = Liab. + Equity Rev. – Exp. = Net Inc.

Throughout the text, students are taught to show how accounting events affect the 
statements represented in the model. For example, an $8,400 cash payment to settle 
an interest payable liability would require the student to show the effects as follows:

Balance Sheet Income Statement Statement 
of Cash 
FlowsAssets = Liab. + Equity Rev. – Exp. = Net Inc.

(8,400) (8,400) NA NA  NA NA (8,400) OA

In the statement of cash flows, the student is required not only to identify the item 
as an inflow or outflow, but also to classify the item as an operating activity (OA), 
 investing activity (IA), or financing activity (FA).

● WITHOUT DEBITS AND CREDITS, 
IMPLEMENTATION AND LEARNING ARE EASY

Instructors have little difficulty implementing the statements model approach. Indeed, 
it is easier to show students how a single event affects financial statements than it is to 
show them how a series of events are recorded and then summarized in financial 
statements. Instead of using confusing debit/credit terminology, common increase/
decrease terminology is all that is necessary to explain the interrelationships between 
business events and how they affect financial statements. This is analogous to skip-
ping the middleman: instead of going from events to financial statements through a set 
of recording procedures, you skip the recording procedures and focus on a direct link 
between events and statement effects. Accounting comes alive with purpose, rather 
than being reduced to a boring memorization task. Student comprehension and moti-
vation increase, with virtually no learning curve for instructors.

The business-oriented statements model approach does not require knowl-
edge of debit and credit terminology. Indeed, early exposure to debit and credit 
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THE FUTURE
terminology can hinder learning. After all, a debit or a credit is just a confusing way 
of saying an increase or a decrease. We believe that students should learn the 
 essential relationships between events and statements before technical jargon is 
used to describe those relationships. The appropriate place to introduce debits and 
credits is at the end, rather than the beginning, of the text.

Some worry that accounting majors will not get enough exposure to recording 
procedures to prepare them for intermediate accounting. We provide a solution to this 
dilemma. Specifically, we offer two capstone course projects. These projects are 
 designed to be covered during the last two weeks of class. By this time, students will 
have enough exposure to accounting to classify themselves as accounting majors or 
general business students. Those who consider themselves accounting majors should 
be assigned the General Ledger Capstone Project, while other students should be 
 assigned the Financial Statement Analysis Capstone Project. The General Ledger 
 Capstone Project provides instructors with a mechanism to drill students about debits 
and credits, while the Financial Statement Analysis Capstone Project teaches students 
how to use financial information to make management and investment decisions. 
These projects let instructors solve the age-old problem of accommodating the differ-
ing needs of accounting majors versus general business students. You can find a 
 detailed discussion of these capstone course projects in the “How Are Chapter 
 Concepts Reinforced?” section of this book’s front matter.

This text includes all topics that are normally covered in a traditional introductory 
financial accounting book, including debits, credits, and all of the typical recording 
procedures associated with double-entry accounting. As a result, any questions that 
might be raised regarding accreditation and transfer credit can be easily answered.

● EMPIRICAL EVIDENCE SUPPORTING A 
DELAYED DEBITS/CREDITS APPROACH  
FOR ACCOUNTING MAJORS

Shifting the focus from debits and credits to financial statement impacts does not 
mean that accounting majors will be ill-prepared for intermediate. We compared 
student performance under the “traditional” approach of introducing debits and 
credits early in the course (Chapter 3) to the “delayed” approach of introducing 
debits and credits at the end of the course (Chapter 13). Across a sample of 773 
 introductory students, we compared students’ ability to 1) recognize financial state-
ment impacts and 2) record journal entries at the end of the introductory accounting 
course. We found that students in the “delayed” group did significantly better in 
their ability to recognize the impact of accounting events on financial statements. 
Interestingly, we found no difference in their ability to record journal entries even 
though the “delayed” group was only exposed to this material briefly at the end of 
the course. In fact, students in the “delayed” group actually scored higher on the 
journal entry assessment, although the difference was not statistically significant.

A firm understanding of the relationship between accounting events and the 
 accounting equation facilitates the process of learning debits/credits. Since students 
in the delayed group had more exposure to these relationships, they were able to 
grasp debit/credit terminology quickly. This conclusion is consistent with the  education 
literature that shows knowledge retention improves when material is introduced in a 
sequential fashion. For more information on this study contact Chris Edmonds, 
 cedmonds@gmail.com.

“Sequential approach evident 
throughout the chapters. 

Building . . . building . . . 
building. . . . done!” 

—NANCY SNOW 
UNIVERSITY OF TOLEDO
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● EXPOSURE TO DATA ANALYTICS
Beyond learning to think like business professionals, students need exposure to data 
analytics software. Just as spreadsheet software transformed accounting  practice, 
data analytics is likely to have a similar impact. While there is general agreement that 
introductory accounting students need exposure to data analytics, agreement regard-
ing the level and type of exposure is evolving. Do students need to know how to use 
the software or will the ability to interpret the output of the software be sufficient? We 
offer opportunities for you to expose your students to either or both options.

For those looking to give their students a deeper dive into data analytics, we offer an 
in-depth project, Applying Tableau, where students get hands-on operational experience 
with the software to answer a variety of business type questions. The answers to  Applying 
Tableau are auto-gradable in Connect, saving you valuable time. Applying Tableau 
 includes a tutorial video that walks students through the Tableau software and demon-
strates the basic skills students need to get started using the software. A thorough 
 description of this project is located in Appendix H at the end of the text.

For those who prefer to focus their students on understanding outputs rather than 
learning software, we have included short exercises, called Tableau Dashboard Activities, 
at the end of each chapter requiring students to make decisions using Tableau dash-
boards. These Tableau Dashboard Activities do not require students to learn Tableau. In-
stead, the Tableau dashboards are served up  directly within Connect and accompanied 
by auto-gradable questions that students must answer based on the visualizations. The 
use of these Tableau Dashboard Activities creates a streamlined, integrated experience 
and allows students to focus on interpreting the outputs rather than creating them.

Having multiple options for teaching data analytics to your students gives you 
flexibility in how you want to incorporate these resources into your classroom. As data 
analytics trends continue to evolve, these resources should keep your curriculum 
 current and your students up to date.

● USING ANALYTICS TO IMPROVE VIDEO 
QUALITY

We know that there are a lot of videos out there, but all videos are not equal. In order for 
a video to be successful, students must watch it. If students stop watching in the early 
stages of a video, you know that they are not getting the content exposure they need 
and you can rest assured that failure is just around the corner. Based on this  rationale, 
we have implemented a continuous quality improvement program for the videos that 
accompany our texts. Specifically, we analyze drop and finish rates to  determine which 
videos are working and which ones are not. A typical analytical  report is shown here:

This report shows that the video kept 96 percent of students tuned-in at the half-
way point and 85 percent of students completed the entire video. While there is  always 
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room for improvement, this video produced a high-quality result. We completed an 
 extensive analysis of all first edition videos and replaced select videos that had a finish 
rate of less than 80 percent. The results of this analysis lead us to create new and/or 
improved videos for learning objectives 1-1, 4-1, 4-7, 7-1, 7-2, 7-3, 8-2, 8-5, and 8-8.

If you have questions or comments regarding the lecture videos, please contact 
Chris Edmonds at cedmonds@gmail.com.

● STEP-BY-STEP LEARNING APPROACH
The order in which material is presented can strongly influence what is learned, 
how fast it is learned, and even whether the material is learned at all. (1) Tradition-
ally, teaching the first course in accounting starts with an overview of a full set of 
financial statements. However, many introductory students are not equipped to 
comprehend the items shown in the financial statements. Since terms such as 
 accounts receivable, accumulated depreciation, prepaid expenses, etc. are not 
easily explained to a beginner, students are forced to memorize. Confusion and 
boredom follow in quick pursuit.

In contrast, this text employs a sequential, or step-by-step, learning approach. The 
text begins with the events rather than the statements that result from the events. 
Each time a new event is introduced, the terms presented in the event are defined and 
the effects of the event on the accounting equation are explained. Finally, students are 
shown how the information in the accounting equation is used to prepare financial 
statements. At no time are students exposed to terms that have not been fully 
 explained. In other words, information is presented in a step-wise fashion with each 
new step following logically from the previous one. This sequential approach is used 
throughout the text. For example, cash transactions are introduced in Chapter 1, 
 accrual events in Chapter 2, and deferral transactions in Chapter 3. Other texts tradi-
tionally tend to introduce these events simultaneously, which can result in information 
overload and lead to memorization. In contrast, our step-by-step approach gradually 
introduces concepts in a logical sequence that promotes understanding and stimu-
lates interest while increasing motivation and engagement.

● STATEMENT OF CASH FLOWS COVERED 
THROUGHOUT THE TEXT

The transaction-by-transaction analysis we use in the financial statements model en-
ables an early introduction to the statement of cash flows. While the statement of cash 
flows is critically important in the real world, coverage of this statement in traditional 
textbooks is usually slighted and relegated to the last chapter of the text. The usual 
justification for this treatment is that teaching students to convert accrual accounting 
data into cash flow is complicated. In fact, it does not have to be this way. We removed 
the complexity by implementing a more direct method: a transaction-by-transaction 
teaching strategy.

We begin by defining the terms operating, investing, and financing activities. 
Thereafter, students are required to classify individual cash events as belonging to one 
of the three categories. As shown earlier, we implement this strategy via the financial 
statements model. The last column of the statements model represents the statement 
of cash flows. In this column, students distinguish between cash inflows and outflows 
and classify each cash flow as being an operating activity (OA), an investing activity (IA), 
or a financing activity (FA). See the entry for the $8,400 cash payment to settle an inter-
est payable liability that was shown in the statements model earlier as an example.

This teaching strategy is applied consistently through the first 11 chapters. As a  result, 
students develop the ability to distinguish between operating, investing, and  financing 
activities and to prepare a statement of cash flows. This knowledge base  provides the 
foundation for grasping the more complicated process of converting accrual accounting 
numbers to their cash flow equivalents, which is presented in Chapter 12.
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● FINANCIAL STATEMENT ANALYSIS
The text provides extensive coverage of financial statement analysis. A separate sec-
tion titled “The Financial Analyst” is included in each chapter. This section covers the 
financial ratios related to the topics covered in the chapter. For example, the accounts 
receivable turnover ratio and number of days to collect receivables are covered in the 
receivables chapter. Likewise, inventory turnover and number of days to sell inventory 
are covered in the merchandise inventory chapter. We not only provide coverage of 
how to calculate the ratios but also provide real-world industry data to help students 
identify benchmarks and learn how to make meaningful comparisons of financial per-
formance. In other words, the text shows students how to interpret ratios, as well as 
how to calculate them.

In addition, the text includes a separate chapter, Chapter 14, which provides in-
depth coverage of the analysis of financial statements. This chapter includes two full 
sets of exercises, problems, and test bank material, along with all the Connect fea-
tures. Finally, the appendices of the text include two comprehensive financial state-
ment analysis projects. One pertains to Target’s 10K annual report, which is included in 
the text. The other is an open-ended project that allows the instructor or the student to 
choose the company to be analyzed.

Once students understand how events affect financial statements, the next step is 
understanding how to analyze statements. The choice to cover financial statement 
analysis (FSA) at the introductory level really depends on the level of your students. 
We provide thorough coverage of FSA for the introductory level, but we separate it in 
such a way that covering this topic is left to the discretion of the professor.

(1) Frank E. Ritter; et al., eds. (2007). In order to learn: How the sequence of topics 
influences learning. Oxford series on cognitive models and architectures. Oxford/ 
New York: Oxford University Press.
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WHAT WE DID TO MAKE IT BETTER

We profoundly appreciate the comments and suggestions provided by so many of the first 
 edition adopters and reviewers of Introductory Financial Accounting for Business. In response, 
we made the following three major enhancements to the text and supporting materials.

Response to Adopter/Reviewer Suggestions
Data Analytics
Until recently data analytics, business intelligence, and big data were only buzz words that 
have now become essential components of the accounting curriculum at virtually all forward-
thinking business schools. This edition offers a convenient way to address this subject matter 
in your introductory accounting course. Specifically, we offer a data analytics project that 
 requires students to create data visualizations from a large data set in Tableau. Tableau is 
widely recognized as one of the leading business intelligence software packages in practice 
today. The details of this project can be found in Appendix H located in the end-of-text materi-
als. Instructors can find more information in the Instructor Resource Center.

Test bank enhancements
Many of our adopters and reviewers recommended that we expand the test bank to include 
questions that specifically address the horizontal financial statements model. In response, we 
have added multiple-choice questions in each chapter that directly relate to this model. Here 
is an example:

Jantzen Company recorded employee salaries earned but not yet paid. Which of the fol-
lowing represents the effect of this transaction on the financial statements?

Balance Sheet Income Statement Statement of 
Cash FlowsAssets = Liab. + Stk. Equity Rev. − Exp. = Net Inc.

a. + + n/a + n/a + OA

b. n/a + − n/a + − IA

c. − n/a − n/a + − n/a

d. n/a + − n/a + − n/a

The correct answer is “d”. Liabilities (Salaries Payable) increase. Expenses (Salaries 
 Expense) increase thereby decreasing net income and retained earnings. Cash flow is not 
 affected. Overall, the test bank revision includes more than 50 new questions. We have also 
worked to make sure that consistent terminology is used across the text and test bank. We 
understand that assessment is an important part of teaching and hope that these changes will 
improve teaching and learning with the text.

Student Active Learning Worksheets
An increasing number of students are choosing to adopt the electronic version of text-
books. Since many students do not bring computers to class, working a particular exercise 
or problem in class is frustrated by the fact that students may not have access to the exer-
cise or problem being worked. To resolve this issue, we provided a set of Active Learning 
Worksheets that  included copies of the Set B exercises and problems. The blank forms 
include guidance and check figures designed to facilitate student engagement in the 
classroom. These  Active Learning Worksheets are available as downloadable Word docu-
ments via McGraw-Hill Connect. An example is shown next.
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Exercise 2-1B, Requirement a, Appears as Follows:

Exercise 2-1B Recording events in a horizontal financial statements model

The Bruce Spruce Co. experienced the following events during its first year of operations, Year 1:

 1. Acquired $75,000 cash by issuing common stock.

 2. Earned $48,000 cash revenue.

 3. Paid $34,000 cash for operating expenses.

 4. Borrowed $20,000 cash from a bank.

 5. Paid $38,000 cash to purchase land.

 6. Paid a $2,000 cash dividend.

Required

a.  Use a horizontal financial statements model to show how each event affects the balance 
sheet, income statement, and statement of cash flows. More specifically, record the 
amounts of the events into the model. Also, in the Statement of Cash Flows column, clas-
sify the cash flows as operating activities (OA), investing activities (IA), or financing activi-
ties (FA). The first transaction is shown as an example.

Balance Sheet
Income Statement

Statement of 
Cash Flows

Assets = Liab. + Stk. Equity

Event Cash + Land =
Notes  
Pay. + 

Com.  
Stk. + 

Ret.  
Earn. Rev. - Exp. = Net Inc.

1. 75,000 + NA = NA + 75,000 + NA  NA - NA = NA 75,000 FA

Student Active Learning Worksheet for Exercise 2-1B, Requirement a, Appears as Follows:

Exercise 2-1B Requirement An Active Learning Worksheet

The Bruce Spruce Co.
Horizontal Statements Model for Year 1

Balance Sheet
Income Statement

Statement of 
Cash Flows

Assets = Liab. + Stockholders’ Equity

Event Cash + Land =
Notes 

Payable + 
Common 

Stock + 
Retained 
Earnings Rev. - Exp. =

Net 
Inc.

1. 75,000 + NA = NA +  75,000 + NA NA - NA = NA 75,000 FA

2.

3.

4.

5.

6.

69,000 + 38,000 = 20,000 + 75,000 + 12,000 48,000 - 34,000 = 14,000 69,000 NC

Instructor Active Learning Worksheets
We also provide an instructor version of the Active Learning Worksheets. The instructor 
 version shows exercises and problems along with the corresponding solution. Matching the 
exercises and problems with solutions avoids the necessity of flipping back and forth  between 
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the textbook and the solutions manual. It is now possible to display both the exercise or 
 problem and the  corresponding solution simultaneously. An example of the solution for 
Exercise 2-1B instructor version appears next. Although a copy of the exercise also appears in 
the instructor version, we do not show that here due to space limitations.

Instructor Active Learning Worksheet (Solution)

The Bruce Spruce Co.
Horizontal Statements Model for Year 1

Balance Sheet
Income Statement

Statement of 
Cash Flows

Assets = Liab. + Stockholders’ Equity

Event Cash + Land =
Notes 

Payable + 
Common 

Stock + 
Retained 
Earnings Rev. - Exp. = Net Inc.

1. 75,000 + NA = NA +  75,000 + NA NA - NA = NA 75,000     FA

2. 48,000 + NA = NA + NA + 48,000 48,000 - NA = 48,000 48,000 OA

3. (34,000) + NA = NA + NA + (34,000) NA - 34,000 = (34,000) (34,000)   OA

4. 20,000 + NA = 20,000 + NA + NA NA - NA = NA  20,000     FA

5. (38,000) + 38,000 = NA + NA + NA NA - NA = NA (38,000)   IA

6.   (2,000) + NA = NA + NA + (2,000) NA - NA = NA (2,000) FA

69,000 + 38,000 = 20,000 + 75,000 + 12,000 48,000 - 34,000 = 14,000 69,000 NC

The instructor version of the Active Learning Worksheets is provided in an electronic format 
using Microsoft Word documents. The Active Learning Worksheets provide innovative oppor-
tunities to improve classroom presentations. Just open a Word document and display any 
Set B exercise or problem along with the corresponding solutions. With a couple of key-
strokes, you can hide any portion of a solution. The hidden data can be made to reappear as 
the instructor discusses the solution. Not only will you avoid the annoying chalk dust, but your 
students will appreciate a presentation that perfectly matches their working paper forms. A 
short video that shows you how to implement this very attractive feature is available in the 
instructor resources section of Connect.

Other Improvements
In addition to the three major enhancements described above we made several other 
changes as described below:

Improved Readability — Improved readability through the use of more consistent terminol-
ogy and the reduction of duplicate terminology. In Chapters 1 through 12 we removed all refer-
ences to terms such as ledger, journals, and entries. This allowed us to improve our focus on 
conceptual issues prior to the introduction of recording procedures. Procedural issues includ-
ing debit/credit terminology, journals, ledgers, closing, and other recording practices are in-
troduced in Chapter 13. 

Reorganized Coverage of Business Liquidations — To reduce the possibility of information 
overload in Chapter 1, we moved the coverage of business liquidations to Chapter 11.

Debit/Credit Decision Aid — Employed a three-step decision aid to teach students to use 
debit/credit terminology to describe increases and decreases in account balances.

Added content related to end-of-period adjustments — In Chapter 2, relabeled “Event 6” 
and “Adj. 1” and added a discussion of the adjusting process. All other events related to ad-
justments were labeled with the “Adj.” prefix. The goal here was to explain the need for end-
of-period adjustments and to label events so as to distinguish between those occurring during 
an accounting period from the adjustments required at the end of an accounting period.
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Redesigned Exhibits 3.2 and 3.7 — Replaced the display containing ledger accounts with a 
display that shows data in an accounting equation. The change results in consistency in the 
way content is shown across Chapters 1, 2, and 3.

Improved coverage of freight terms — In Chapter 5 we added content (text and new Exhibits 
4-3 and 4-4) to better explain freight terms (FOB Shipping Point and FOB Destination).

Uncollectible accounts expense versus bad debts expense — While the account title bad 
debts expense is frequently used in practice, the term is a misnomer because it is a receiv-
able rather than a debt that has turned bad. To avoid confusion in the early stages of the 
learning process the author team has chosen to use the term uncollectible accounts expense, 
which provides an accurate description of the actual expense. Even so, we have added a 
footnote in Chapter 7 that alerts instructors to the term and provides an explanation as to why 
we use uncollectible accounts expense rather than bad debts expense.

Double taxation — In Chapter 11 we revised the discussion regarding double taxation to 
 reflect the new 21% corporate rates.

Maintaining Currency
As with all new editions, we conducted a thorough review of all features and made extensive 
changes to ensure that all content is current and relevant. The specific changes we made are 
highlighted here.

Chapter 1 An Introduction to Accounting

• Revised The Curious Accountant 1 & 2 content
• Revised Focus on International Issues text box that includes IFRS coverage
• Updated Exhibit 1.18 with new real-world data
• Updated exercises, problems, and cases

Chapter 2 Accounting for Accruals

• Updated The Curious Accountant content
• Added new International Issues feature
• Updated exercises, problems, and cases

Chapter 3 Accounting for Deferrals

• Updated The Curious Accountant content
• Revised Reality Bytes feature
• Updated Exhibit 3.6 with new real-world data
• Updated Exhibit 3.10 with new real-world data
• Updated exercises, problems, and cases

Chapter 4 Accounting for Merchandising Businesses

• Updated The Curious Accountant content.
• Updated Exhibit 4.1 with new real-world data
• Updated Exhibit 4.11 with new real-world data 
• Updated exercises, problems, and cases

Chapter 5 Accounting for Inventories

• Revised The Curious Accountant content
• Updated the Focus on International Issues feature
• Revised Reality Bytes feature
• Updated Exhibit 5.6 with new real-world data
• Updated exercises, problems, and cases

Chapter 6 Internal Control and Accounting for Cash

• Updated The Curious Accountant content
• Updated exercises, problems, and cases
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Chapter 7 Accounting for Receivables

• Revised The Curious Accountant content
• Updated Reality Bytes feature.
• Updated Exhibit 7.7 with new real-world data 
• Updated Exhibit 7.8 with new real-world data 
• Updated exercises, problems, and cases

Chapter 8 Accounting for Long-Term Operational Assets

• Updated The Curious Accountant content
• Updated Exhibit 8.8 with new real-world data
• Updated exercises, problems, and cases

Chapter 9 Accounting for Current Liabilities and Payroll

• Revised The Curious Accountant content
• Updated Reality Bytes feature
• Updated Exhibit 9.6 with new real-world data
• Updated exercises, problems, and cases

Chapter 10 Accounting for Long-Term Debt

• Revised The Curious Accountant content
• Updated Reality Bytes feature
• Updated the new real-world data in The Financial Analysis
• Updated exercises, problems, and cases

Chapter 11 Proprietorships, Partnerships, and Corporations

• Updated The Curious Accountant content
• Updated two Reality Bytes features
• Updated exercises, problems, and cases

Chapter 12 Statement of Cash Flows

• Revised The Curious Accountant content
• Updated Reality Bytes feature
• Updated Exhibit 12.16 with new real-world data
• Updated exercises, problems, and cases

Chapter 13 The Double-Entry Accounting System

• Revised The Curious Accountant content
• Added a new decision aid to assist students with debits/credits
• Updated exercises, problems, and cases

Chapter 14 Financial Statement Analysis

• Revised The Curious Accountant content
• Updated all real-world ratio data
• Updated exercises, problems, and cases

New Appendix H

• New Data Analytics Project
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HOW DOES THE BOOK 

● REAL-WORLD EXAMPLES
The text provides a variety of real-world examples of financial accounting 
as an essential part of the management process. There are descriptions of 
accounting practices from real organizations such as Coca-Cola, Enron, 
General Motors, and Amazon.com. These companies are highlighted in 
blue in the text. 

“Relating this material to real life is key to get the students interested and 
make it applicable regardless of the major. This does a great job.”

—ROB STUSSIE, UNIVERSITY OF ARIZONA

●  THE CURIOUS ACCOUNTANT
Each chapter opens with a short vignette. These pose a 
question about a real-world accounting issue related to 
the topic of the chapter. The answer to the question 
 appears in a separate sidebar a few pages farther into the 
chapter.

● FOCUS ON INTERNATIONAL ISSUES
These boxed inserts expose students to IFRS and other international is-
sues in accounting.

● THE FINANCIAL ANALYST
Financial statement analysis is highlighted in each chapter 
 under this heading.

● CHECK YOURSELF
These short question/answer features occur at the end of each main topic 
and ask students to stop and think about the material just covered. The 
answer follows to provide immediate feedback before students go on to a 
new topic.

● REALITY BYTES
This feature expands on the topics by showing how companies use the 
concepts discussed in the chapter to make real-world business decisions.

  183

generate revenue by selling goods. They buy the merchandise they sell from 

companies called suppliers. The goods purchased for resale are called 

 merchandise inventory. Merchandising businesses include retail companies 

(companies that sell goods to the final consumer) and wholesale companies 

(companies that sell to other businesses). Costco, JCPenney, Target, and Sam’s 

Club are real-world merchandising businesses.

The Curious Accountant

Katie recently purchased a new Ford automo-
bile from a dealer near her home. When she 
told her friend George that she was able to 
purchase the car for $1,000 less than the 
sticker price, George told Katie she had gotten 
a lousy deal. “Everybody knows there’s a huge 
markup on cars,” George said. “You could 
have gotten a much lower price if you’d 
shopped around.”
 Katie responded, “If there’s such a big profit margin on cars, why did so many of the car manu-
facturers get into financial trouble?” George told her that she was confusing the maker of the car 
with the dealer. George argued that although the manufacturers may not have high profit margins, 
the dealers do, and told her again that she had paid too much.
 Exhibit 4.1 presents the income statements for AutoNation, Inc. and Ford Motor Company. 
Based on these statements, do you think either of these friends is correct? For example, if you pay 
$20,000 for a vehicle from a dealership operated by AutoNation, the largest auto retailer in the 
United States, how much did the car cost the company? Also, how much did the car cost the Ford 
Motor Company to manufacture? (Answers on page 205.)

Sergey Tikhomirov/123RF
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Exhibit 3.10 shows that while ExxonMobil’s return-on-equity ratio is about two times 
higher than its return-on-assets ratio (10.1 percent versus 5.7 percent). By comparison, 
Aflac’s return-on-equity ratio is almost six times higher than its return-on-assets ratio 
(18.7 percent versus 3.4 percent). How did this happen? Compare their debt-to-assets 
 ratios. Aflac financed 82 percent of its assets with debt compared to Exxon’s 44 percent. 
 Financial leverage is the biggest factor causing these results, but it is not the only factor 
that  affects this ratio. 

Because financial leverage offers the opportunity to increase return on equity, why 
doesn’t every company leverage itself to the maximum? There is a downside. When the 

FOCUS ON INTERNATIONAL ISSUES
HOW DOES IFRS DIFFER FROM U.S. GAAP?

Chapter 1 discussed the progression toward a single global 
GAAP in the form of International Financial Reporting 
 Standards (IFRS). That discussion noted that the United States 
does not currently allow domestic companies to use IFRS; they 
must follow GAAP. Let’s briefly consider just how U.S. GAAP 
differs from IFRS.

The differences can be summarized in a few broad 
 categories. First, some differences are relatively minor. 
 Consider the case of bank overdrafts. Under IFRS, some bank 
overdrafts are included as a cash inflow and are  reported on 
the statement of cash flows. U.S. GAAP does not permit this. 
Conversely, some differences relate to very significant issues. 
Both IFRS and GAAP use historical cost as their primary 
method for reporting information on financial statements, but 
both allow exceptions in some  circumstances. However, IFRS 
permits more exceptions to historical cost than GAAP does. 
Some of these differences will be discussed in later chapters.

Some of the differences affect how financial statements 
are presented in annual reports. IFRS requires companies to 
report all financial statements for the current year and the 
prior year—two years of comparative data. Rules of the 
 Securities and Exchange Commission require U.S. compa-
nies to report two years of balance sheets (the current and 
prior year) and three years of all other statements. See the 
financial statements of Target Corporation in Appendix B as 
an example. Of course, companies can show additional years 
if they wish.

As you would expect in the first course of accounting, 
some of the differences between IFRS and GAAP are simply 
too complex to be covered. Examples of such items relate 
to business combinations (when one company buys another) and foreign currency translations (when a company 
has subsidiaries that operate outside the United States).

Do not be overwhelmed by the differences between IFRS and GAAP. They have many more rules alike than differ-
ent. A person who has a reasonable understanding of U.S. GAAP should be able to read financial statements prepared 
under IFRS without too much difficulty. If you are interested in more detailed, up-to-date information about IFRS versus 
GAAP, the large international accounting firms have websites that can help. Two examples are: www.iasplus.com, which 
is presented by the firm of Deloitte Touche Tohmatsu, and www.kpmg.com/global/en/topics/global-ifrs-institute/, which 
is presented by the firm of KPMG.

Corbis/Getty Images

edm14440_ch03_126-181.indd   147 18/09/19   5:11 PM

 Accounting for Deferrals 129

Balance Sheet
Income Statement Statement of 

Cash FlowsAssets = Liab. + Stk. Equity

Supplies Ret. Earn. Rev. − Exp. = Net Inc.

(650) = NA + (650) NA − 650 = (650) NA

ACCOUNTING FOR PREPAID ITEMS
EVENT 3 On March 1, Year 1, Alvarado pays $12,000 cash to lease office space for one 
year beginning immediately.

The cost of the office space described in Event 3 is an asset. It is recorded in the asset 
 account Prepaid Rent. Alvarado expects to benefit from incurring this cost by using the office 
to generate revenue over the next 12 months. Expense recognition is deferred until Alvarado 
actually uses the office space to help generate revenue. Other commonly deferred expenses 
include prepaid insurance and prepaid taxes. As these titles imply, deferred expenses are 
 frequently called prepaid items.

Purchasing prepaid rent is an asset exchange transaction. The asset account Cash 
 decreases and the asset account Prepaid Rent increases. The amount of total assets is not 
 affected. Note that this event does not affect the income statement. Expense recognition is 
deferred until the office space is used. Because the cash outflow was incurred to purchase 
prepaid rent (a short-term asset) that will be used to operate the business, it is classified as an 
operating activity on the statement of cash flows. The effects on the financial statements are 
shown next:

Balance Sheet
Income Statement Statement of 

Cash FlowsAssets = Liab. + Stk. Equity

Cash + Prepaid Rent Rev. − Exp. = Net Inc.

(12,000) + 12,000 = NA + NA NA − NA = NA (12,000) OA

Show how accounting 
for prepaid items 
affects financial 
statements.

LO 3-2

 CHECK YOURSELF 3.1

Treadmore Company started the Year 4 accounting period with $580 of supplies on 
hand. During Year 4, the company paid cash to purchase $2,200 of supplies. A physical 
count of supplies indicated that there were $420 of supplies on hand at the end of 
Year 4. Treadmore pays cash for supplies at the time they are purchased. Based on this 
 information alone, determine the amount of supplies expense to be recognized on the 
income statement and the amount of cash flow to be shown in the operating activities 
section of the statement of cash flows.

Answer The amount of supplies expense recognized on the income statement is the 
amount of supplies used during the accounting period. This amount is computed next:

$580 Beginning balance + $2,200 Supplies purchases = $2,780 Supplies  
available for use 

$2,780 Supplies available for use − $420 Ending  
supplies balance = $2,360 Supplies used 

The cash flow from operating activities is the amount of cash paid for supplies during 
the accounting period. In this case, Treadmore paid $2,200 cash to purchase supplies. 
This amount would be shown as a cash outflow.
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2. Alvarado collected $18,000 of cash for installation services but provided only $10,500 of 
consulting services. In other words, Alvarado deferred the recognition of $7,500 of instal-
lation revenue in Year 1. This is confirmed by the balance in the unearned revenue ac-
count shown on the Year 1 balance sheet.

3. Alvarado recognized $36,000 of salary expense but paid its employees only $32,000 
cash. In other words, Alvarado accrued $4,000 ($36,000 − $32,000) of accrued salary 
expense. This is confirmed by the balance in the salaries payable account shown on the 
Year 1 balance sheet.

4. Alvarado recognized $20,000 of other operating expenses but paid its suppliers only 
$18,200 cash. In other words, Alvarado accrued $1,800 ($20,000 − $18,200) of accrued 
other operating expenses. This is confirmed by the balance in the accounts payable 
 account shown on the Year 1 balance sheet.

5. Alvarado paid $800 cash for supplies but recognized only $650 of supplies expense in 
Year 1. In other words, Alvarado deferred $150 ($800 − $650) of supplies expense. This 
is confirmed by the balance in the supplies account shown on the Year 1 balance sheet.

WHY DID THAT BIG EXPENSE CAUSE THE STOCK PRICE TO RISE?
If you follow business news, which you should if you are a business 
major, you have probably heard about a company reporting a big 
write-off of assets, sometimes called a “special charge.” Such an 
announcement sends a signal to readers that the company’s earn-
ings will decrease as a result of the write-off. However, in many 
cases, this seemingly bad news does not cause the company’s 
stock price to fall; in fact, it sometimes causes it to increase. Why?

Consider the following January 27, 2018, announcement 
from General Motors Company (GM) related to its plans to close 
several plants and eliminate almost 15,000 jobs:

On November 20, 2018, the General Motors Company . . .  Board of 
Directors approved a plan to accelerate the Company’s transfor-
mation for the future (the “Plan”). The Plan is expected to 
strengthen the Company’s core business, capitalize on the future 
of personal mobility, and drive significant cost efficiencies, and it consists, in relevant part, of (i) restructuring the Global Product 
Development Group, (ii) realigning current manufacturing capacity and utilization, and (iii) reducing salaried and contract staff 
and capital expenditures. These actions are expected to be substantially completed by the end of 2019.
 The Company expects to record pre-tax charges of $3.0 billion to $3.8 billion related to these actions, including up to 
$1.8 billion of non-cash accelerated asset write-downs and pension charges, and up to $2.0 billion of employee-related and 
other cash-based expenses.

Despite this seemingly bad financial news about a reduction in earnings of over $3 billion, GM’s stock price 
 increased by 4.8 percent on the day of the announcement, while the overall market was up only 1.5 percent. 

There are at least a couple of reasons why this seeming bad news may have a positive impact on a company’s 
stock price. First, while write-offs do decrease earnings, they often do not decrease the company’s cash flows, and cash 
flow is at least as important to investors as earnings. Much of GM’s special charge did not decrease its cash outflows.  

The second reason that writing off assets can sometimes have a positive effect on a company’s stock price is 
 because extra expenses that are recognized today may mean there will be fewer expenses recognized in the future; 
thus, future earnings will be higher than they otherwise would have been. This subject will be explained further in later 
chapters, but keep in mind that investors are more interested in the future than they are in the past, so lower current 
earnings that lead to higher future earnings are often viewed as good news.

So, when you hear a company make a big announcement about its business, always ask yourself two questions: 
How does this event affect cash flows? And, how will this event affect future earnings?

REALITY BYTES

Katherine Welles/Shutterstock
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The Financial Analyst
Corporate governance is the set of relationships between the board of directors, management, 
shareholders, auditors, and other stakeholders that determine how a company is operated. 
Clearly, financial analysts are keenly interested in these relationships. This section discusses 
the key components of corporate governance.

CORPORATE GOVERNANCE

Importance of Ethics
The accountant’s role in society requires trust and credibility. Accounting information is 
worthless if the accountant is not trustworthy. Similarly, tax and consulting advice is useless 
if it comes from an incompetent person. The high ethical standards required by the profes-
sion state “a certified public accountant assumes an obligation of self-discipline above and 
beyond requirements of laws and regulations.” The American Institute of Certified Public 
 Accountants (AICPA) requires its members to comply with the Code of Professional Conduct. 
The preface of the Code includes six Principles of Professional Conduct that are summarized 
in Exhibit 2.7. The importance of ethical conduct is universally recognized across a broad 
spectrum of accounting organizations. The Institute of Management Accountants requires its 
members to follow a set of Standards of Ethical Conduct. The Institute of Internal Auditors 
also requires its members to subscribe to the organization’s Code of Ethics.

EXHIBIT 2.7

Principles of Professional Conduct: AICPA Code of Professional Conduct

Responsibilities Principle 
In carrying out their responsibilities as professionals, members should exercise sensitive 
professional and moral judgments in all their activities.

The Public Interest Principle 
Members should accept the obligation to act in a way that will serve the public interest, 
honor the public trust, and demonstrate commitment to professionalism.

Integrity Principle 
To maintain and broaden public confidence, members should perform all professional  
responsibilities with the highest sense of integrity.

Objectivity and Independence Principle 
A member should maintain objectivity and be free of conflicts of interest in discharging 
professional responsibilities. A member in public practice should be independent in fact 
and appearance when providing auditing and other attestation services.

Due Care Principle 
A member should observe the profession’s technical and ethical standards, strive 
continually to improve competence and the quality of services, and discharge professional 
responsibility to the best of the member’s ability.

Scope and Nature of Services Principle 
A member in public practice should observe the Principles of the Code of Professional 
Conduct in determining the scope and nature of services to be provided.

The Sarbanes–Oxley Act
Credible financial reporting relies on a system of checks and balances. Corporate management 
is responsible for preparing financial reports while outside, independent accountants (CPAs) 
audit the reports. The massive surprise bankruptcies of Enron in late 2001 and WorldCom 

Identify the primary 
components of 
corporate governance.

LO 2-7

edm14440_ch02_072-125.indd   92 18/09/19   4:58 PM

Corbis/Getty Images

©Paul Sakuma/AP Images

 Accounting for Merchandising Businesses 205

Real-World Data
Exhibit 4.11 shows the gross margin percentages and return-on-sales ratios for 10 companies. 
Three of the companies are manufacturers that produce pharmaceutical products, and the 
remaining 7 companies sell various products at the retail level. These data are for the compa-
nies’ 2017 fiscal years.

As data from the income state-

ment for AutoNation show, auto-

mobile dealers do not have big markups on the cars they sell. The new vehicles the company sold for 

$12,180.8 million in 2017 cost the company $11,592.4 to purchase, resulting in a gross margin of $588.4, 

or 4.8 percent. In other words, if you bought an “average” car from AutoNation for $20,000, the com-

pany’s gross profit on it was only $960 ($20,000 × .048), meaning it paid Ford $19,040 ($20,000 − 

$960). Furthermore, the company still had other expenses to pay besides its cost of goods sold. In 

2017, only 2.0 percent of each dollar of AutoNation’s sales was net profit ($434.6 ÷ $21,534.6). 

 Remember, the amount shown for sales on AutoNation’s income statement is based on what custom-

ers actually paid for the cars the company sold, not the “sticker price.”

 Meanwhile, if Ford sold the car to AutoNation for $19,040, it earned a 10.5 percent gross margin 

on the sale, or $1,866 [$14,321 ÷ $145,653 = 9.8%; ($145,653 − $131,332 = $14,321)] [$19,040 × .098 

= $1,866]. Like AutoNation, Ford still had other expenses to pay for besides the cost of goods sold. In 

2017, Ford earned 4.8 percent of net profit on each dollar of sales ($7,602 ÷ $156,776).

 Most consumers significantly overestimate the profit margins of the companies from which they 

buy goods. Retailers, especially, operate with small profit margins, so inventory management, dis-

cussed in Chapter 5, is very important to their success.

Answers to The Curious Accountant

EXHIBIT 4.11

Industry/Company Gross Margin % Return on Sales %

Pharmaceutical manufacturers
 GlaxoSmithKline 65.7  5.1
 Johnson & Johnson 66.8  1.7
 Merck & Co. 68.2  6.0
Retail pharmacies   
 CVS 15.4  3.6
 Rite Aid 22.2  4.4
 Walgreens 23.4  3.8
Department stores  
 Macy’s 39.0  6.2
 Walmart 24.7  2.0
Building supplies   
 Home Depot 34.0  8.6
  Lowe’s 32.7  5.0
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MOTIVATE STUDENTS?

● ANNUAL REPORTS
Excerpts from the 2018 annual report for Target Corporation are shown in 
Appendix B.
 Business Applications Cases related to the annual report are included 
at the end of each chapter.
 A Capstone Financial Statement Analysis Project for the annual report 
is located in Appendix E. Also, a general purpose annual report project is 
included for instructors to assign for any company.

“I like the way the book stresses real world applications and makes the 
transactions and discussions meaningful and engaging.”

—STACY KLINE,  
DREXEL UNIVERSITY

703

APPENDIX BAPPENDIX B

PORTION OF THE FORM 10-K FOR TARGET 
CORPORATION

UNITED STATES
SECURITIES AND EXCHANGE COMMISSION

Washington, D.C. 20549

FORM 10-K

(Mark One)

ANNUAL REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the fiscal year ended February 2, 2019

OR

TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934
For the transition period from to

Commission file number 1-6049

TARGET CORPORATION 
(Exact name of registrant as specified in its charter)

Minnesota
(State or other jurisdiction of

incorporation or organization)

41-0215170
(I.R.S. Employer

Identification No.)
1000 Nicollet Mall, Minneapolis, Minnesota

(Address of principal executive o�ces) 
55403

(Zip Code)

Registrant's telephone number, including area code: 612/304-6073

Securities Registered Pursuant To Section 12(B) Of The Act:

Title of Each Class Name of Each Exchange on Which Registered

Common Stock, par value $0.0833 per share New York Stock Exchange

Securities registered pursuant to Section 12(g) of the Act: None

Indicate by check mark if the registrant is a well-known seasoned issuer, as defined in Rule 405 of the Securities Act. 
Yes  No ☐

Indicate by check mark if the registrant is not required to file reports pursuant to Section 13 or Section 15(d) of the 
Act. Yes ☐ No 

Note — Checking the box above will not relieve any registrant required to file reports pursuant to Section 13 or 15(d) 
of the Exchange Act from their obligations under those Sections.

Indicate by check mark whether the registrant (1) has filed all reports required to be filed by Section 13 or 15(d)  
of the Securities Exchange Act of 1934 during the preceding 12 months (or for such shorter period that the regis-
trant was required to file such reports), and (2) has been subject to such filing requirements for the past 90 days.  
Yes   No ☐

Indicate by check mark whether the registrant has submitted electronically every Interactive Data File required to 
be submitted pursuant to Rule 405 of Regulation S-T (§232.405 of this chapter) during the preceding 12 months (or 
for such shorter period that the registrant was required to submit such files). Yes  No ☐

Source: U.S. Securities and Exchange Commission.
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A review of the data confirms our earlier finding that ratios for companies in the 
same industry are often more similar than are ratios for companies from different in-
dustries. For example, note that the manufacturers have much higher margins, both 
for gross profit and for net earnings, than do the retailers. Manufacturers are often 
able to charge higher prices than are retailers because they obtain patents that give 
them a legal monopoly on the products they create. When a company such as Merck 
develops a new drug, no one else can produce that drug until the patent expires, 
g iving it lots of control over its price at the wholesale level. Conversely, when Rite Aid 
sells Merck’s drug at the retail level, it faces price competition from CVS Caremark 
(CVS), a company that is trying to sell the same drug to the same consumers. One 
way CVS can try to get customers to shop at its store is to charge lower prices than its 
competitors, but this reduces its profit margins because it must pay the same price to 

get Merck’s drug as did Rite Aid. However, a lower gross margin does not always mean a lower 
return on sales.  As the data in Exhibit 4.11 show, in 2017 Rite Aid had a lower gross margin 
percentage than Walgreens, indicating it is charging lower prices for similar goods. However, 
Rite Aid still managed to generate a higher return on sales percentage.

It is difficult not to notice that Johnson & Johnson (J&J) had a much lower return on 
sales percentage than its direct competitors. This was the result of J&J having an unusually 
high income tax expense in 2017.  In 2016, J&J’s return on sales percent was 23.0 percent.

In the examples presented in Exhibit 4.11, some companies with higher gross margin 
percentages have higher return-on-sales ratios than their competitors, but this is not always 
the case. Finally, notice that Home Depot’s gross margin percentage was only 4 percent 
higher than Lowe’s [(34.0 − 32.7) ÷ 32.7], but its return-on-sales ratio was 72 percent 
higher. [(8.6 − 5.0) ÷ 5.0]. This is very unusual.

Marek Slusarczyk/123RF

Merchandising companies earn profits by selling inventory at prices that are higher than the 
cost paid for the goods. Merchandising companies include retail companies (companies that 
sell goods to the final consumer) and wholesale companies (companies that sell to other 
 merchandising companies). The products sold by merchandising companies are called inven-
tory. The costs to purchase inventory, to receive it, and to ready it for sale are product costs, 
which are first accumulated in an inventory account (balance sheet asset account) and then 
recognized as cost of goods sold (income statement expense account) in the period in which 
goods are sold. Purchases and sales of inventory can be recorded continually as goods are 
bought and sold (perpetual system) or at the end of the accounting period (periodic system, 
discussed in the chapter Appendix).

Accounting for inventory includes the treatment of cash discounts, transportation costs, 
returns and allowances, and shrinkage. The cost of inventory is the list price less any pur-
chase returns and allowances and purchase discounts, plus transportation-in costs. The cost 
of freight paid to acquire inventory (transportation-in) is considered a product cost. The cost 
of freight paid to deliver inventory to customers (transportation-out) is a selling expense. Sales 
returns and allowances and sales discounts are subtracted from sales revenue to determine the 
amount of net sales reported on the income statement. Purchase returns and allowances 
 reduce product cost. Theoretically, the cost of lost, damaged, or stolen inventory (shrinkage) 
is an operating expense. However, because these costs are usually immaterial in amount, they 
are typically included as part of cost of goods sold on the income statement.

Some companies use a multistep income statement, which reports product costs separately 
from selling and administrative costs. Cost of goods sold is subtracted from sales revenue to 
 determine gross margin. Selling and administrative expenses are subtracted from gross margin to 
determine income from operations. Other companies report income using a single-step format, in 
which the cost of goods sold is listed along with selling and administrative items in a single 
 expense category that is subtracted in total from revenue to determine income from operations.

 A Look Back
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in the liability account, Interest Payable, and a decrease in the stockholders’ equity, 
 Retained Earnings, 

Finally, this chapter introduced the issues surrounding corporate governance. Codes of 
ethics, the relevant provisions of Sarbanes–Oxley, and the fraud triangle were discussed.

Accrual accounting is composed of accruals and deferrals. This chapter discussed accruals. 
Chapter 3 will introduce deferrals. Recall that a deferral occurs when revenue or expense 
recognition occurs in an accounting period after the period that cash was collected or paid. 
Four specific deferrals will be discussed in Chapter 3. More specifically, you will learn how 
deferrals related to supplies, prepaid items, unearned revenue, and depreciation affect finan-
cial statements. When you finish the next chapter, you will have a clear understanding of how 
accrual accounting (including accruals and deferrals) differs from cash basis accounting.

 A Look Forward

SELF-STUDY REVIEW PROBLEM

Gifford Company experienced the following accounting events during Year 1:

1.	 Started operations on January 1 when it acquired $20,000 cash by issuing common stock.
2.	 Earned $27,000 of revenue on account.
3.	 Borrowed $10,000 cash from the City Bank on May 1, Year 1. The note carried a 9 percent 

 annual interest rate and a one-year term.
4.	 Incurred operating expenses of $17,000 on account.
5.	 Paid a $2,700 cash dividend to stockholders.

6.	 Collected $25,000 cash from accounts receivable.

Adj. 1 Recognized accrued interest expense on December 31, Year 1.

Gifford Company experienced the following accounting events during Year 2:
1.	 Recognized $28,000 of revenue on account.
2.	 Paid $15,000 cash in partial settlement of accounts payable.
3.	 Collected $21,000 cash from accounts receivable.
4.	 Incurred $22,000 of operating expenses on account.
5.	 Paid a $5,000 cash dividend to stockholders.
6.	 Accrued interest expense on the note payable described in Year 1, Event 3.
7.	 Paid cash to settle accrued interest expense.
8.	 Paid $10,000 cash to pay off the note payable described in Year 1, Event 3.

Required
	a.	 Record the events in a horizontal financial statements model like the following one. In the cash 

flow column show not only the amount but also indicate whether the event represents a financing 
activity (FA), investing activity (IA), or operating activity (OA). The first event is recorded as an 
example.

Video lectures and accompanying self-assessment quizzes are available in Connect for all learning objectives.

Tableau Dashboard Activity is available in Connect for this chapter.
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● A LOOK BACK/A LOOK  
FORWARD

Students need a roadmap to make sense of where the 
chapter topics fit into the “whole” picture. A Look Back 
reviews the chapter materials and a Look Forward intro-
duces students to what is to come.

Source: U.S. Securities and Exchange Commission
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HOW ARE CHAPTER CONCEPTS

Regardless of the instructional approach, there is 
no shortcut to learning accounting. Students must 
practice to master basic accounting concepts. The 
text includes a prodigious supply of practice 
materials and exercises and problems.

346 Chapter 7

the amount of the  accounts receivable balance that is likely to be uncollectible. The balance in 
the Allowance for Doubtful Accounts account is then adjusted to equal the estimated amount 
of uncollectible  accounts. Uncollectible accounts expense decreases the net realizable value of 
receivables ( accounts receivable − allowance for doubtful accounts), stockholders’ equity, and 
net income.

The allowance method of accounting for uncollectible accounts is conceptually superior 
to the direct write-off method, in which uncollectible accounts expense is recognized when an 
account is determined to be uncollectible. The direct write-off method fails to match revenues 
with expenses and overstates accounts receivable on the balance sheet. It is easier to use, 
however, and is permitted by generally accepted accounting principles if the amount of uncol-
lectible accounts expense is immaterial.

The chapter also introduced notes receivable and accounting for accrued interest. When 
the term of a promissory note extends over more than one accounting period, companies 
must make adjustments to recognize interest in the appropriate accounting period, even if the 
cash exchange of interest occurs in a different accounting period.

We also discussed accounting for credit card sales, a vehicle that shifts uncollectible 
 accounts expense to the credit card issuer. Many companies find the benefits of accepting 
major credit cards to be worth the credit card expense consequently incurred.

Finally, we addressed the costs of making credit sales. In addition to uncollectible 
 accounts expense, interest is a major cost of financing receivables. The length of the collec-
tion period provides a measure of the quality of receivables. Short collection periods usually 
indicate lower amounts of uncollectible accounts and interest cost. Long collection periods 
imply higher costs. The collection period can be measured in two steps. First, divide sales by 
the accounts receivable balance to determine the accounts receivable turnover ratio. Then, 
divide the number of days in the year (365) by the accounts receivable turnover ratio.

 A Look Forward

Chapter 8 discusses accounting for long-term assets such as buildings and equipment. As with 
 inventory cost flow, discussed in Chapter 5, GAAP allows companies to use different  accounting 
methods to report on similar types of business events. Life would be easier for accounting  students 
if all companies used the same accounting methods. However, the business world is complex. For 
the foreseeable future, people are likely to continue to have diverse views as to the best way to 
 account for a variety of business transactions. To function  effectively in today’s business environ-
ment, it is important for you to be able to recognize  differences in reporting practices.

SELF-STUDY REVIEW PROBLEM

A step-by-step audio-narrated series of slides is available in Connect.

During Year 4, Calico Company experienced the following accounting events:

1.	 Provided $120,000 of services on account.
2.	 Collected $85,000 cash from accounts receivable.
3.	 Wrote off $1,800 of accounts receivable that were uncollectible.
4.	 Loaned $3,000 to an individual, Emma Gardner, in exchange for a note receivable.
5.	 Paid $90,500 cash for operating expenses.
6.	 Estimated that uncollectible accounts expense would be 2 percent of credit sales. Recorded the 

year-end adjustment.
7.	 Recorded the year-end adjustment for accrued interest on the note receivable (see Event 4). 

 Calico made the loan on August 1. It had a six-month term and a 6 percent rate of interest.

Tableau Dashboard Activity is available in Connect for this chapter.
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Required
a. Organize the transaction data in accounts under an accounting equation.
b. Prepare an income statement, a statement of changes in stockholders’ equity, a balance sheet, and 

a statement of cash flows for Year 3.

Exercise 7-16A  Accounts receivable turnover and average days to collect accounts 
receivable

The following information is available for Market, Inc. and Supply, Inc. at December 31:

Accounts Market, Inc. Supply, Inc.

Accounts Receivable $ 56,200 $ 75,400
Allowance for Doubtful Accounts    2,248    2,256
Sales Revenue  606,960  867,100

Required
a. What is the accounts receivable turnover for each of the companies?
b. What is the average days to collect the receivables?
c.  Assuming both companies use the percent of receivables allowance method, what is the estimated 

percentage of uncollectible accounts for each company?

LO 7-7

PROBLEMS—SERIES A
® All applicable Problems in Series A are available in Connect.

Problem 7-17A  Accounting for uncollectible accounts: two cycles using the percent of 
revenue allowance method

The following transactions apply to Jova Company for Year 1, the first year of operation:

1. Issued $10,000 of common stock for cash.
2. Recognized $210,000 of service revenue earned on account.
3. Collected $162,000 from accounts receivable.
4. Paid operating expenses of $125,000.
5. Adjusted accounts to recognize uncollectible accounts expense. Jova uses the allowance method of 

accounting for uncollectible accounts and estimates that uncollectible accounts expense will be 1 
percent of sales on account.

The following transactions apply to Jova for Year 2:

1. Recognized $320,000 of service revenue on account.
2. Collected $335,000 from accounts receivable.
3. Determined that $2,150 of the accounts receivable were uncollectible and wrote them off.
4. Collected $800 of an account that had previously been written off.
5. Paid $205,000 cash for operating expenses.
6. Adjusted the accounts to recognize uncollectible accounts expense for Year 2. Jova estimates uncol-

lectible accounts expense will be 0.5 percent of sales on account.

Required
Complete the following requirements for Year 1 and Year 2. Complete all requirements for Year 1 prior 
to beginning the requirements for Year 2.

a. Identify the type of each transaction (asset source, asset use, asset exchange, or claims exchange).
b. Show the effect of each transaction on the elements of the financial statements, using a horizontal 

statements model like the one shown here. Use + for increase, − for decrease, and NA for not af-
fected. Also, in the Statement of Cash Flows column, indicate whether the item is an operating 

LO 7-1

CHECK FIGURES
c.  Ending Accounts 

Receivable, Year 1: $48,000
d. Net Income, Year 2: $113,400
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● SELF-STUDY REVIEW 
PROBLEM

These example problems include a detailed, 
worked-out solution and provide support for stu-
dents before they work problems on their own. 
These review problems are included in an ani-
mated audio presentation in the Connect Library.

● EXERCISE SERIES A & B 
AND PROBLEM  
SERIES A & B

There are two sets of problems and exercises: 
Series A and B. Instructors can assign one set for 
homework and another set for classwork.

• Check Figures
The figures provide key answers for selected 
problems.

• Excel
Many problems can be solved using the Excel™ 
templates available in the Connect Library. A logo 
appears in the margins next to these problems.

“There is a rich variety of material of all levels of 
complexity. Between the wide variety of problems and 

the algorithmic versions in Connect, I doubt I would 
ever run out of homework problems.”

—EDWARD R. WALKER,  
UNIVERSITY OF CENTRAL OKLAHOMA
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REINFORCED?

● ANALYZE, THINK, 
COMMUNICATE (ATC)

Each chapter includes an innovative section 
 titled Analyze, Think, Communicate (ATC). This 
section offers Business Applications Cases, 
Group Assignments, Real-World Cases, Writing 
Assignments, Ethical Dilemmas, Research 
 Assignments, and Spreadsheet Assignments.
 We use icons to help students identify the 
type of question being asked.

178 Chapter 3

 i. What amount of interest payable would Oaks report on the balance sheet?
 j. What amount of total expenses would Oaks report on the income statement?
 k. What amount of retained earnings would Oaks report on the balance sheet?
 l. What total amount of service revenues would Oaks report on the income statement?
 m. What amount of cash flows from financing activities would Oaks report on the statement of cash flows?
 n. What amount of net income would Oaks report on the income statement?

Problem 3-34B  Using ratio analysis to assess return on equity

The following information was drawn from the Year 5 balance sheets of two companies:

      Common  Retained 
Company Assets = Liabilities + Stock + Earnings

Steelman 720,000 = 400,000 + 200,000 + 120,000
Bingum 450,000 = 125,000 + 180,000 + 145,000

During Year 5, Steelman’s net income was $45,800, while Bingum’s net income was $22,300.

Required
 a. Compute the debt-to-assets ratio to measure the level of financial risk of both companies.
 b. Compare the two ratios computed in Requirement a to identify which company has the higher level 

of financial risk.
 c. Compute the return-on-equity ratio to measure the level of financial risk of both companies.
 d. Compare the two ratios computed in Requirement a to identify which company is performing better.
 e. Define the term financial leverage.
 f. Identify the company that is using financial leverage to a greater extent.

LO 3-6

ANALYZE, THINK, COMMUNICATE

ATC 3-1 Business Applications Case Understanding real-world annual reports

Required
Obtain Target Corporation’s annual report for its 2018 fiscal year (year ended February 2, 2019) at 
http://investors.target.com using the instructions in Appendix B, and use it to answer the following 
questions: 

a. What was Target’s debt-to-assets ratio for its fiscal year ended February 2, 2019 (2018) and 2017?
b. What was Target’s return-on-assets ratio for 2018 and 2017?
c.  What was Target’s return-on-equity ratio for 2018 and 2017?
d. Why was Target’s return-on-equity ratio higher than its return-on-assets ratio for 2018 and 2017?

ATC 3-2 Group Assignment Missing information

On January 1, Year 1, three companies purchased the same make and model copy machine. However, each 
company made different assumptions regarding the useful life and salvage value of its particular asset.

 Company A Company B Company C

Cost of copy machine $45,000 $45,000 $45,000
Salvage value 5,000 5,000 10,000
Useful life 5 years 4 years 4 years

Required
a. Divide the class into groups of four or five students. Organize the groups into two sections. Assign 

one section of groups the copy machine data for Company A and Company B. Assign the other 
group the copy machine data for Company B and Company C. 

Target Corporation
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•  Writing  
assignments

•  Group  
exercises

• Ethics cases

•  Internet  
assignments

•  Real company  
examples

“The strong Analyze, Think, Communicate 
section promotes judgment, decision 

making, and critical thinking.”

—ANGELA WOODLAND  
MONTANA STATE UNIVERSITY

“The number and coverage of the end of 
chapter material is one of the strong 

selling points of the text.”

—WENDY POTRATZ  
UNIVERSITY OF WISCONSIN—OSHKOSH
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No surprises. 
The Connect Calendar and Reports tools keep you on track with the 
work you need to get done and your assignment scores. Life gets busy; 
Connect tools help you keep learning through it all.

Learning for everyone. 
McGraw-Hill works directly with Accessibility Services 
Departments and faculty to meet the learning needs 
of all students. Please contact your Accessibility 
Services office and ask them to email  
accessibility@mheducation.com, or visit  
www.mheducation.com/about/accessibility  
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HOW CAN TECHNOLOGY HELP 

● MCGRAW-HILL CONNECT 
McGraw-Hill Connect is a digital teaching and learning environment that gives stu-
dents the means to better connect with their coursework, their instructors, and the 
important concepts they will need to know for success both now and in the future. 
With Connect, instructors can deliver assignments, quizzes, and tests easily online. 
Students can review course material and practice important skills. Connect provides 
the following features:

• SmartBook 2.0
• Auto-graded Online Homework.
•  Using McGraw-Hill’s free ReadAnywhere App, access 

your media-rich eBook anywhere, even offline.
•  Dynamic links between the problems or questions you 

assign to your students and the location in the eBook 
where that concept is covered.

•  A powerful search function to pinpoint and connect key 
concepts to review.

In short, Connect offers students powerful tools and fea-
tures that optimize their time and energy, enabling them to 
focus on learning.

For more information about Connect, go to www.mheducation.com/highered/connect, 
or contact your local McGraw-Hill Higher Education representative.

• SmartBook
Within Connect, Smartbook brings these features to life by interleaving reading with 
active practice. As students read, Smartbook encourages them to answer questions 
to demonstrate their knowledge—then, based on their answers, highlights those 
areas where students need more practice.

®
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HOW CAN TECHNOLOGY HELP IMPROVE STUDENT SUCCESS?
• Online assignments
Connect helps students learn more efficiently by providing feed-
back and practice material when they need it, where they need 
it. Connect grades homework automatically and gives immediate 
feedback on any questions students may have missed. Our 
 assignable, gradable end-of-chapter content includes a general 
journal application that looks and feels like what you would find 
in a general ledger software package. Also, select questions 
have been redesigned to test students’ knowledge more fully. 
They now include tables for students to work through rather than 
requiring that all calculations be done offline.
 End-of-chapter content in Connect includes:
• Quizzes (multiple-choice questions)
• Exercises
• Problems
• Analyze, Think, Communicate Cases
• Comprehensive Problems

• Lecture videos
One or more lecture videos are available for every learning objective introduced 
throughout the text. The videos have been developed by a member of the author 
team and have the touch and feel of a live lecture. The videos are accompanied by a 
set of self-assessment quizzes. Students can watch the videos and then test them-
selves to determine if they understand the material presented in the video. Students can 
repeat the process, switching back and forth between the video and self-assessment 
quizzes, until they are satisfied that they understand the material.

• Excel simulations
Simulated Excel questions, assignable within Connect, allow students to practice 
their Excel skills—such as basic formulas and formatting—within the content of 
 financial accounting. These questions feature animated, narrated Help and Show 
Me tutorials (when enabled), as well as automatic feedback and grading for both 
students and professors.

• Guided Examples/Hint Videos
The Guided Examples/Hints videos in Connect provide a video-based, step-by-
step walkthrough of select exercises similar to those assigned. These short videos 
can be made available to students as hints by instructors and provide reinforce-
ment when students need it most.

“Using the Lecture Videos would 
allow me to delve deeper into 

the subject in class.”

—LINDA TARRAGO, 
HILLSBOROUGH  

COMMUNITY COLLEGE

McGraw-Hill Global Education Holdings, LLC

Microsoft Corporation
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• Capstone General Ledger Project
General Ledger Problems provide a much-improved student 
experience when working with accounting cycle questions, of-
fering improved navigation and less scrolling. Students can 
audit their mistakes by easily linking back to their original en-
tries and can see how the numbers flow through the various 
financial statements. Many General Ledger Problems include 
an analysis tab that allows students to demonstrate their criti-
cal thinking skills and a deeper understanding of accounting 
concepts.

• Instructor Resources
The Connect Instructor Resources is your repository for addi-
tional resources to improve student engagement in and out of 
class. You can select and use any asset that enhances your 
lecture. The Connect Instructor Library includes access to:

• Solutions Manual
• Instructor’s Manual
• Test Bank
• Instructor PowerPoint® slides
• Media-rich eBook

● TEGRITY: LECTURES 24/7
Tegrity in Connect is a tool that makes class time available 
24/7 by automatically cap turing every lecture. With a sim-
ple one-click start-and-stop process, you capture all com-

puter screens and corresponding audio in a format that is easy to search, frame by 
frame. Students can replay any part of any class with easy-to-use, browser-based view-
ing on a PC, Mac, iPod, or other mobile device.

®
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Educators know that the more students can see, hear, and experience class re-
sources, the better they learn. In fact, studies prove it. Tegrity’s unique search feature 
helps students efficiently find what they need, when they need it, across an entire se-
mester of class recordings. Help turn your students’ study time into learning moments 
immediately supported by your lecture. With Tegrity, you also increase intent listening 
and class participation by easing students’ concerns about note-taking. Using Tegrity 
in Connect will make it more likely you will see students’ faces, not the tops of their 
heads.

• Custom Publishing through Create
McGraw-Hill Create™ is a new, self-service website 
that allows instructors to create custom course 
materials by drawing upon McGraw-Hill’s compre-

hensive, cross-disciplinary content. Instructors can add their own content quickly and 
easily and tap into other rights-secured third-party sources as well, then arrange the 
content in a way that makes the most sense for their course. Instructors can even per-
sonalize their book with the course name and information and choose the best format 
for their students: color print, black-and-white print, or an eBook.

Through Create, instructors can

• Select and arrange the content in a way that makes the most sense for their course.
• Combine material from different sources and even upload their own content.
• Choose the best format for their students: print or eBook.
• Edit and update their course materials as often as they like.

Begin creating now at www.mcgrawhillcreate.com.

• McGraw-Hill Customer Experience Group Contact Information
At McGraw-Hill, we understand that getting the most from new technology can be 
challenging. That’s why our services don’t stop after you purchase our products. You 
can contact our Product Specialists 24 hours a day to get product training online. Or 
you can search the knowledge bank of Frequently Asked Questions on our support 
website. For Customer Support, call 800-331-5094, or visit www.mhhe.com/support. 
One of our Technical Support Analysts will be able to assist you in a timely fashion.
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SUPPLEMENTS FOR INSTRUCTORS

Assurance of Learning Ready
Many educational institutions today are focused on the 
notion of assurance of learning, an important element 
of many accreditation standards. Introductory Financial 
Accounting for Business 2e is designed specifically to 
support your assurance of learning initiatives with a 
simple, yet powerful, solution.

Each chapter in the book begins with a list of num-
bered learning objectives, which appear throughout 
the chapter, as well as in the end-of-chapter assign-
ments. Every Test Bank question for Introductory 
 Financial Accounting for Business maps to a specific 
chapter learning objective in the textbook. Each Test 
Bank question also identifies topic area, level of diffi-
culty, Bloom’s Taxonomy level, and AICPA and AACSB 
skill area. You can use Connect to easily search for 
learning objectives that directly relate to the learning 
objectives for your course.

AACSB Statement
McGraw-Hill Education is a proud corporate member of 
AACSB International. Understanding the importance 
and value of AACSB accreditation, Introductory 
 Financial  Accounting for Business 2e recognizes the 

 curricula guidelines detailed in the AACSB standards 
for business accreditation by connecting selected 
questions in the text and the Test Bank to the general 
knowledge and skill guidelines in the revised AACSB 
standards.

The statements contained in Introductory Financial 
Accounting for Business 2e are provided only as a 
guide for the users of this textbook. The AACSB leaves 
content coverage and assessment within the purview 
of individual schools, the mission of the school, and the 
faculty. While Introductory Financial Accounting for 
Business 2e and the teaching package make no claim 
of any specific AACSB qualification or evaluation, we 
have, within the text and test bank, labeled selected 
questions according to the eight general knowledge 
and skill areas.

McGraw-Hill’s Connect 
Connect offers a number of 
powerful tools and features 

to make managing your classroom easier. Connect with 
Edmonds 2e offers enhanced features and technology 
to help both you and your students make the most of 
your time inside and outside the classroom. 

®
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CHAPTER 1

An Introduction to Accounting

LEARNING OBJECTIVES
After you have mastered the material in this chapter, you will be able to:

SECTION 1: COLLECTING AND ORGANIZING INFORMATION

LO 1-1 Identify the ways accounting benefits society.

LO 1-2 Identify reporting entities. 

LO 1-3 Identify the components of the accounting equation. 

LO 1-4 Classify business events as asset source, asset use, asset 
exchange, or claims exchange transactions. 

LO 1-5 Show how business events affect the accounting equation. 

LO 1-6 Prepare and interpret balance sheets for multiple accounting cycles.

SECTION 2: REPORTING INFORMATION

LO 1-7 Prepare and interpret information shown in an income statement.

LO 1-8 Prepare and interpret a statement of changes in stockholders’ equity.

LO 1-9 Prepare and interpret a statement of cash flows.

LO 1-10 Identify the ways financial statements interrelate.

The Curious Accountant
Who owns Apple, Inc.? Who owns the American Cancer 
 Society (ACS)? Many people and organizations other than owners 
are interested in the operations of Apple and the ACS. These 
 parties are called stakeholders. Among others, they include 
 lenders, employees, suppliers, customers, benefactors, research 
institutions, local governments, cancer patients, lawyers, bankers, financial analysts, and 
 government agencies such as the Internal Revenue Service and the Securities and Exchange 
 Commission.  Organizations communicate information to stakeholders through financial reports.
 How do you think the financial reports of Apple differ from those of the ACS? (Answer on page 10.)

Roman Tiraspolsky/Shutterstock

Video lectures and 
accompanying self-
assessment quizzes are 
available in Connect for all 
learning objectives.
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Tableau Dashboard Activity 
is available in Connect for 
this chapter.
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Why should you study accounting? You should study accounting because it can help you succeed in 

 business. Businesses use accounting to keep score. Imagine trying to play football without knowing how 

many points a touchdown is worth. Like sports, business is competitive. If you do not know how to keep 

score, you are not likely to succeed.

Accounting is an information system that reports on the economic activities and financial condition of a 

business or other organization. Do not underestimate the importance of accounting information. If you had 

information that enabled you to predict business success, you could become a very wealthy Wall Street 

 investor. Indeed, communicating economic information is so important that accounting is frequently called 

the language of business.

SECTION 1:
COLLECTING AND ORGANIZING INFORMATION
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ROLE OF ACCOUNTING IN SOCIETY
How should society allocate its resources? Should we spend more to harvest food or cure 
disease? Should we build computers or cars? Should we invest money in IBM or General 
 Motors? Accounting provides information that helps answer such questions.

Using Free Markets to Set Resource Priorities
Suppose you want to start a business. You may have heard “you have to have money to make 
money.” In fact, you will need more than just money to start and operate a business. You will 
likely need such resources as equipment, land, materials, and employees. If you do not have 
these resources, how can you get them? In the United States, you compete for resources in 
open markets.

A market is a group of people or entities organized to exchange items of value. The 
 market for business resources involves three distinct participants: consumers, businesses, and 
resource owners. Consumers use resources. Resources are frequently not in a form consumers 
want. For example, nature provides trees but consumers want houses. Businesses transform 
resources such as trees into desirable products such as houses. Resource owners control the 
distribution of resources to businesses. Thus, resource owners provide resources (inputs) to 
businesses that provide goods and services (outputs) to consumers.

For example, a home builder (a business) transforms labor and materials (inputs) into 
houses (output) that consumers use. The transformation adds value to the inputs, creating 

outputs worth more than the sum of the inputs.  Suppose a house that required 
$220,000 of  materials and labor to build could have a market value of $250,000.

Common terms for the added value created in the transformation process 
 include profit, income, or earnings. Accountants measure the added value as the 
 difference between the cost of a product or  service and the selling price of that prod-
uct or service. The profit on the house described earlier is $30,000, the difference 
between its $220,000 cost and $250,000 market value.

Businesses that successfully and efficiently (at low cost) satisfy consumer 
 preferences are rewarded with high earnings. These earnings are shared with 
 resource owners, so businesses that exhibit high earnings potential are more 
likely to compete successfully for resources.

Return to the original question. How can you get the resources you need to start 
a  business? You must go to open markets and convince resource owners that you can produce 
profits. Exhibit 1.1 illustrates the market trilogy involved in resource allocation.

The specific resources businesses commonly use to satisfy consumer demand are 
 financial resources, physical resources, and labor resources.

Financial Resources
Businesses need financial resources (money) to get started and to operate. Investors and 
 creditors provide financial resources.

■ Investors provide financial resources in exchange for ownership interests in businesses. 
Owners expect businesses to return to them a share of the business, including a portion 
of earned income.

■ Creditors lend financial resources to businesses. Instead of a share of the business, credi-
tors expect the businesses to repay borrowed resources plus a specified fee called interest.

Investors and creditors prefer to provide financial resources to businesses with high 
 earnings potential because such companies are better able to share profits and make interest 
payments. Profitable businesses are also less likely to experience bankruptcy.

Physical Resources
In their most primitive form, physical resources are natural resources. Physical resources 
often move through numerous stages of transformation. For example, standing timber 
may be successively transformed into harvested logs, raw lumber, and finished houses. 
Owners of physical resources seek to sell those resources to businesses with high  earnings 

Identify the ways 
accounting benefits 
society.

LO 1-1
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potential  because profitable businesses are able to pay higher prices and make  repeat 
purchases.

Labor Resources
Labor resources include both intellectual and physical labor. Like other resource providers, 
workers prefer businesses that have high income potential because these businesses are able 
to pay higher wages and offer continued employment.

Accounting Provides Information
How do providers of financial, physical, and labor resources identify businesses with high 
profit potential? Investors, creditors, and workers rely heavily on accounting information to 
evaluate which businesses are worthy of receiving resources. In addition, other people and 
organizations have an interest in accounting information about businesses. The many users of 
accounting information are commonly called stakeholders. Stakeholders include resource 
providers, financial analysts, brokers, attorneys, government regulators, and news reporters.

The link between businesses and those stakeholders who provide resources is direct: busi-
nesses pay resource providers. Resource providers use accounting information to identify 
companies with high earnings potential because those companies are more likely to return 
higher profits, make interest payments, repay debt, pay higher prices, and provide stable, 
high-paying employment.

The link between businesses and other stakeholders is indirect. Financial analysts, bro-
kers, and attorneys may use accounting information when advising their clients. Government 
agencies may use accounting information to assess companies’ compliance with income tax 
laws and other regulations. Reporters may use accounting information in news reports. 

Types of Accounting Information
Stakeholders such as investors, creditors, lawyers, and financial analysts exist outside of and 
separate from the businesses in which they are interested. The accounting information these 
external users need is provided by financial accounting. In contrast, the accounting informa-
tion needed by internal users, stakeholders such as managers and employees who work within 
a business, is provided by managerial accounting.

EXHIBIT 1.1

Market Trilogy in Resource Allocation

Provide 
financial, 
physical, and 
labor resources 
to businesses

Resources

Compensation

Goods and
services

Profits

Add value by 
transforming 
basic resources 
into goods and 
services that 
consumers 
demand 

Use resources 

Consumers

ConsumersBusinesses

BusinessesResource
owners

Resource
owners

Compensate 
resource owners
with interest, 
shared profits, 
high purchase 
prices, and high 
wages

Reward 
businesses 
with 
profits
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The information needs of external and internal users frequently overlap. For example, 
external and internal users are both interested in the amount of income a business earns. 
Managerial accounting information, however, is usually more detailed than financial 
 accounting reports. For example, investors are concerned about the overall profitability of 
Wendy’s versus Burger King; whereas a Wendy’s regional manager is interested in the 
 profits of individual Wendy’s restaurants. In fact, a regional manager is also interested in 
nonfinancial measures, such as the number of employees needed to operate a restaurant, 
the times at which customer demand is high versus low, and measures of cleanliness and 
customer satisfaction.

Nonbusiness Resource Usage
The U.S. economy is not purely market-based. Factors other than profitability often influence 
resource allocation priorities. For example, governments allocate resources for national 
 defense, to redistribute wealth, or to protect the environment. Foundations, religious groups, 
the Peace Corps, and other benevolent organizations prioritize resource usage based on 
 humanitarian concerns.

Organizations that are not motivated by profit are called not-for-profit entities (also called 
nonprofit or nonbusiness organizations). Stakeholders interested in nonprofit  organizations 
also need accounting information. Accounting systems measure the cost of the goods and 
services not-for-profit organizations provide, the efficiency and effectiveness of the organiza-
tions’ operations, and the ability of the organizations to continue to provide goods and 
 services. This information serves a host of stakeholders, including taxpayers, contributors, 
lenders, suppliers, employees, managers, financial analysts, attorneys, and beneficiaries.

The focus of accounting, therefore, is to provide information that is useful to a variety of 
business and nonbusiness user groups for decision making. The different types of accounting 
information and the stakeholders that commonly use the information are summarized in 
 Exhibit 1.2.

EXHIBIT 1.2

Accounting as Information Provider

Accounting Information

Financial accounting Managerial accounting Nonprofit accounting

Investors

Creditors Employees

Managers

Brokers Unions

Benefactors and
beneficiaries

Legislators

Citizens
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Careers in Accounting
What do accountants do? Accountants identify, record, analyze, and communicate informa-
tion about the economic events that affect organizations. They may work in either public 
 accounting or private accounting.

Public Accounting
You are probably familiar with the acronym CPA. CPA stands for certified public accountant. 
Public accountants provide services to various clients. They are usually paid a fee that varies 
depending on the service provided. Services typically offered by public accountants include 
(1) audit services, (2) tax services, and (3) consulting services.

■ Audit services involve examining a company’s accounting records in order to issue an 
opinion about whether the company’s financial statements conform to generally  accepted 
accounting principles. The auditor’s opinion adds credibility to the statements, which are 
prepared by the company’s management.

■ Tax services include both determining the amount of tax due and tax planning to help 
companies minimize tax expense.

■ Consulting services cover a wide range of activities that include everything from installing 
sophisticated computerized accounting systems to providing personal financial advice.

All public accountants are not certified. Each state government, as well as Washington, 
DC, and four U.S. territories, establish certification requirements applicable in that 
 jurisdiction. Although the requirements vary from jurisdiction to jurisdiction, CPA candi-
dates normally must have a college education, pass a demanding technical examination, and 
obtain work experience relevant to practicing public accounting.

Private Accounting
Accountants employed in the private sector usually work for a specific company or nonprofit orga-
nization. Private sector accountants perform a wide variety of functions for their employers. Their 
duties include classifying and recording transactions, billing customers and  collecting amounts 
due, ordering merchandise, paying suppliers, preparing and analyzing  financial statements, devel-
oping budgets, measuring costs, assessing performance, and making decisions.

Private accountants may earn any of several professional certifications. For 
 example, the Institute of Management Accountants issues the Certified Management 
Accounting (CMA) designation. The Institute of Internal Auditors issues the Certified 
Internal Auditor (CIA)  designation. These designations are widely recognized indica-
tors of technical competence and integrity on the part of individuals who hold them. 
All professional accounting certifications call for meeting education requirements, 
passing a technical examination, and obtaining relevant work experience.

Measurement Rules
Suppose a store sells an MP3 player in December to a customer who agrees to pay 
for it in January. Should the business recognize (report) the sale as a December 
transaction or as a January transaction? It really does not matter as long as the store-
owner discloses the rule the decision is based on and applies it consistently to other 
transactions. Because businesses may use different reporting rules, however, clear 
communication also requires full and fair disclosure of the accounting rules chosen.

Communicating business results would be simpler if each type of business 
 activity were reported using only one measurement method. World economies and 
financial reporting practices, however, have not evolved uniformly. Even in highly 
sophisticated countries such as the United States, companies exhibit significant 
 diversity in reporting methods. Providers of financial reports assume that users are 
 educated about accounting practices.

The Financial Accounting Standards Board (FASB)1 is a privately funded orga-
nization with the primary authority for establishing accounting standards in the Lars A. Niki

1The FASB consists of seven full-time members appointed by the supporting organization, the Financial Accounting 
Foundation (FAF). The FAF membership is intended to represent the broad spectrum of individuals and institutions 
that have an interest in accounting and financial reporting. FAF members include representatives of the accounting 
profession, industry, financial institutions, the government, and the investing public.
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United States. The measurement rules established by the FASB are called generally accepted 
accounting  principles (GAAP). Financial reports issued to the public must follow GAAP. This 
textbook introduces these principles so you will be able to understand business activity 
 reported by companies in the United States.

Companies are not required to follow GAAP when preparing management accounting 
reports. Although there is considerable overlap between financial and managerial accounting, 
managers are free to construct internal reports in whatever fashion best suits the effective 
operation of their companies.

REPORTING ENTITIES
Think of accountants in the same way you would think of news reporters. A news reporter 
gathers and discloses information about some person, place, or thing. Likewise, an accoun-
tant gathers and discloses financial information about specific people or businesses. The 
people or businesses accountants report on are called reporting entities. When studying 
 accounting, you should think of yourself as the accountant. Your first step is to identify the 
person or business on which you are reporting. This is not always as easy as it may seem. To 
illustrate, consider the following scenario. 

Jason Winston recently started a business. During the first few days of operation, 
Mr. Winston transferred cash from his personal account into a business account for a 
 company he named Winston Enterprises. Mr. Winston’s brother, George, invested cash in 
 Winston Enterprises for which he received an ownership interest in the company. Winston 
Enterprises borrowed cash from First Federal Bank. Winston Enterprises paid cash to 
 purchase a building from Commercial Properties, Inc. Winston Enterprises earned cash 
 revenues from its customers and paid its employees cash for salaries  expense.

How many reporting entities are described in this scenario? Assuming all of the custom-
ers are counted as a single entity and all of the employees are counted as a single entity, there 
are a total of seven entities named in the scenario. These entities include: (1) Jason Winston, 
(2) Winston Enterprises, (3) George Winston, (4) First Federal Bank, (5) Commercial 
 Properties, Inc., (6) the customers, and (7) the employees. A separate set of accounting re-
cords would be maintained for each entity.

Your ability to learn accounting will be greatly influenced by how you approach the 
 entity concept. Based on your everyday experiences you likely think from the perspective of a 
customer. In contrast, this text is written from the perspective of a business entity. These 
 opposing perspectives dramatically affect how you view business events. For example, as a 
customer, you consider a sales discount a great bargain. The view is different from the 
 perspective of the business granting the discount. A sales discount means an item did not sell 
at the expected price. To move the item, the business had to accept less money than it 
 originally planned to receive. From this perspective, a sales discount is not a good thing. To 
understand accounting, train yourself to interpret transactions from the perspective of a busi-
ness rather than a consumer. Each time you encounter an accounting event, ask yourself: 
How does this affect the business?

Identify reporting 
entities. 

LO 1-2

 CHECK YOURSELF 1.1

In a recent business transaction, land was exchanged for cash. Did the amount of cash 
increase or decrease?

Answer The answer depends on the reporting entity to which the question pertains. 
One entity sold land. The other entity bought land. For the entity that sold land, cash 
increased. For the entity that bought land, cash decreased.
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FOCUS ON INTERNATIONAL ISSUES
IS THERE GLOBAL GAAP?

As explained in this chapter, accounting is a measurement and 
 communication discipline based on rules referred to as generally 
 accepted accounting principles (GAAP). The rules  described in this 
text are based on GAAP used in the United States, but what rules do 
the rest of the world use? Is there a global GAAP, or does each coun-
try establish its own unique GAAP?

Until recently, each country developed its own unique GAAP. Global 
companies were required to prepare multiple sets of financial statements 
to satisfy each country’s GAAP. The use of multiple accounting standards 
across the globe made  comparing company performance difficult and 
expensive. To address the need for a common set of financial standards, 
the International Accounting Standards Committee was formed in 1973. 
The committee was reorganized as the International  Accounting Stan-
dards Board (IASB) in 2001. The IASB issues International Financial Re-
porting Standards (IFRS), which are rapidly gaining support worldwide. In 2005, companies in the countries who were 
members of the European Union were required to use the IFRS as established by the IASB, which is headquartered in London. 
Today, over 100 countries require or permit companies to prepare their financial statements using IFRS.

As of 2019, most of the major economic countries had switched from their local GAAP to IFRS. One notable exception is 
the United States, but even here, there is an active process in place to reduce the differences between IFRS and U.S. GAAP.

There are many similarities between the IASB and the FASB. Both the FASB and the IASB are required to include mem-
bers with a variety of backgrounds, including auditors, users of financial information, academics, and so forth. Also, both 
groups primarily require that their members work full-time for their respective boards; they cannot serve on the board while 
being compensated by another organization. (The IASB does allow up to three of its members to be part-time.) Members of 
each board serve five-year terms and can be reappointed once. The funds to support both boards, and the large organiza-
tions that support them, are obtained from a variety of sources, including selling publications and private contributions. To 
help maintain independence of the board’s members, fund-raising is performed by separate sets of trustees.

Despite their similarities, there are significant differences between the IASB and the FASB. One of these relates to 
size and geographic diversity. The FASB has only seven members, all from the United States. The IASB has 16 members, 
and these must include at least 4 from Asia, 4 from Europe, 4 from North America, 1 from Africa, and 1 from South America.

Not only is the structure of the standards-setting boards different, but the standards and principles they establish 
may also differ significantly. In this chapter, you will learn that GAAP employs the historical cost concept. This means that 
the assets of most U.S. companies are shown on the balance sheet at the amount for which they were purchased. For 
example, land that has a market value of millions of dollars may be shown on Ford’s financial statements with a value of 
only a few hundred thousand dollars. This occurs because GAAP requires Ford to show the land at its cost rather than its 
market value. In contrast, IFRS permits companies to show market values on their financial statements. This means that 
the exact same assets may show radically different values if the statements are prepared under IFRS rather than GAAP.

Throughout this text, where appropriate, we will note the differences between U.S. GAAP and IFRS. However, by 
the time you graduate, it is likely that among the major industrialized nations, there will be a global GAAP.

Kristi Blokhin/Kevin Roche John Dinkeloo and Associates/Shutterstock

CREATING AN ACCOUNTING EQUATION
The Accounting Equation is composed of three elements called assets, liabilities, and stockhold-
ers’ equity. Stockholders’ equity may be subdivided into two additional elements called common 
stock and retained earnings. Each of these elements is discussed in this section of the chapter.

Businesses use resources to conduct their operations. For example, Carmike  Cinemas, 
Inc. uses buildings, seating, screens, projection equipment, vending machines, cash registers, 
and so on in order to make money from ticket sales. The resources a business uses to make 
money are called assets. So, where do businesses get assets? There are three  distinct sources:

1. A business can borrow assets from creditors. Usually a business acquires cash from credi-
tors and then uses the cash to purchase the assets it needs to conduct its operations. 

Identify the 
components of the 
accounting equation.

LO 1-3




