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For more than 30 years, Dan Short has been an exceptional teacher, administrator, and textbook author.
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A TRUSTED LEADER FOR

New author Frank Hodge joins the award-winning author team of Bob Libby and Pat
Libby to continue Financial Accounting’s best-selling tradition of helping the instruc-
tor and student become partners in learning. Libby/Libby/Hodge uses a remarkable
learning approach that keeps students engaged and involved in the material from the
first day of class.

Libby/Libby/Hodge’s Financial Accounting maintains its leadership by focusing on
three key attributes:

THE PIONEERING FOCUS COMPANY APPROACH

The Libby/Libby/Hodge authors’ trademark focus company approach is the best method
for helping students understand financial statements and the real-world implications
of financial accounting for future managers. This approach shows that accounting is
relevant and motivates students by explaining accounting in a real-world context.
Throughout each chapter, the material is integrated around a familiar focus company,
its decisions, and its financial statements. This provides the perfect setting for dis-
cussing the importance of accounting and how businesses use accounting information.

A BUILDING-BLOCK APPROACH TO TEACHING
TRANSACTION ANALYSIS

Faculty agree the accounting cycle is the most critical concept to learn and master for
students studying financial accounting. Libby/Libby/Hodge believes students strug-
gle with the accounting cycle when transaction analysis is covered in one chapter. If
students are exposed to the accounting equation, journal entries, and T-accounts for
both balance sheet and income statement accounts in a single chapter, many are left
behind and are unable to grasp material in the next chapter, which typically covers
adjustments and financial statement preparation.

“The book does an excellent job of using real-world examples to

"\ The market-leading Libby/Libby/
Hodge approach spreads transaction

highlight the importance of understanding financial accounting analysis coverage over two chapters
to students who may or may not be interested in pursuing so that students have the time to

accounting careers. | think this book will hold students’ master the material. In Chapter 2 of
attention, without sacrificing the technical information that Financial Accounting, students are
provides the foundation for further accounting coursework. exposed to the accounting equation
Exceptionally well-written and nicely organized.” and transaction analysis for investing

—Paul Hribar, University of lowa and financing transactions that affect

only balance sheet accounts. This




STUDENTS AND INSTRUCTORS

provides students with the oppor- Accounting Cycle
tunity to learn the basic structure Start Early Compress Coverage Extend Coverage
and tools used in accounting in (Libby/Libby/Hodge approach)

a simpler setting. In Chapter 3, . .
. . B/S and I/S Transactions with
complex operating transactions .
F/S, Ratios, and Conceptual | - 2 e e
u . with Accounting Equation,
lJournaI Entries, and T-accounts

that also affect income statement
accounts. By slowing down the

introduction of transactions and | B/S and I/S Transactions -

giving students time to practice with Jc;_urnal Enttries and R | VE’{ I's1 Zzgc:/u i:;;;n;:ﬁté‘;';sn ~ ' B/Sand /S Transactions
. . T -accounts o | with Accounting Equation,
and gain mastery, this building- 4 | soumai i, B T-accounts‘ | Journal Entries ar?d ?—accounts

block approach leads to greater

student success in their St"dy of Adjustments, Closing Adjustments, Closing Adjustments, Closing
later topics in financial account- i i i i i i

ing such as adjusting entries.
After the students have devel-
oped an understanding of the complete accounting cycle and the resulting statements,
Chapter 5 takes students through the corporate reporting and analysis process.

This graphic shows a detailed comparison of the Libby/Libby/Hodge approach to
the accounting cycle chapters compared to the approach taken by other financial
accounting texts.

The authors’ approach to introducing the accounting cycle has been tested in peer-
reviewed, published research studies. One of these award-winning studies has
shown that the accounting cycle approach
used in this textbook yields learning gains that
outpace approaches used in other textbooks
by a significant margin.

\
‘[Libby, Libby, Hodge] does a great job explaining
financial accounting concepts to college students
on an introductory level.”

POWERFUL TECHNOLOGY FOR —Peggy O’Kelly, Northeastern University
TEACHING AND STUDY \L
Students have different learning styles and ~
conflicting time commitments, so they want | “Tho text has some of the best discussions that |

technology tools that will help them study
more efficiently and effectively. The ninth
edition includes the best technology available
with Connect’s latest features—SmartBook, \
Connect Insight, and new study, practice, and
assessment materials. v

have seen in introductory texts of statement of
cash flows and financial statement analysis topics.”
—Marilyn Misch, Pepperdine University




MARKET-LEADING PEDAGOGY

Financial Accounting, 9e, offers a host of pedagogical tools that complement the
different ways you like to teach and the ways your students like to learn. Some offer
information and tips that help you present a complex subject; others highlight issues
relevant to what your students read online or see on television. Either way, Financial
Accounting's pedagogical support will make a real difference in your course and in
your students’ learning.

FINANCIAL ..: Interpreting Assets, Liabilities, and Stockholders’
ANALYSIS /" Equity on the Balance Sheet

Assessment of Le-Nature’s assets was important to its creditors, Wells Fargo Bank and others, and its
resources

A QUESTION T/ .
OF ETHICS m I\ Ethics and the Need for Internal Control

Some people are bothered by the recommendation that all well-run companies should have strong inter-

t does not
KEY RATIO ) : : "
ANALYSIS ¢ Net Profit Margin

74'7 Working Capital and Cash Flows

Many working capital accounts have a direct relationship to income-producing activities. Accounts

INTERNATIONAL E The International Accounting Standards Board and Global

Vi

PERSPECTIVE Convergence of Accounting Standards

Financial accounting standards and disclosure requirements are adopted by national regulatory agen-
cies. Since 2002, there has been substantial movement toward the adoption of International Finan-
cial Reporting Standards (IFRS) issued by the International Accounting Standards Board (IASB).
Examples of jurisdictions requiring the use of IFRS currently include:

FINANCIAL ANALYSIS BOXES—These features tie important chapter concepts to
real-world decision-making examples. They also highlight alternative viewpoints and
add to the critical-thinking and decision-making focus of the text.

A QUESTION OF ETHICS BOXES—These boxes appear throughout the text, convey-
ing the importance and the consequences of acting responsibly in business practice.

“Excellent book with very good and clear writing, coverage,
illustrations and overall very student friendly.”

—Kashi Balachandran, New York University




AND CONTENT

FOCUS ON CASH FLOWS BOXES—Each
of the first eleven chapters includes a dis-
cussion and analysis of changes in the cash
flows of the focus company and explores
the decisions that caused those changes.

KEY RATIO ANALYSIS BOXES—Each box
presents ratio analysis for the focus com-

Cash Flows from Operations, Net Income, and the Quality of Earnings

As presented in the previous chapters, the statement of cash flows explains the difference between the
ending and beginning balances in the Cash account on the balance sheet during the accounting period.
Put simply, the cash flow statement is a categorized list of all transactions of the period that affected the
Cash account. The three categories are operating, investing, and financing activities. Since no adjust-
ments made in this chapter affected cash, the cash flow categories identified on the Cash T-account
at the end of Chapter 3 remain the same.

Many standard financial analysis texts warn analysts to look for unusual deferrals and accruals when they
attempt to predict future periods’ earnings. They often suggest that wide disparities between net income and
cash flow from operations are a useful warning sign. For example, Subramanyan suggests the following:

Accounting accruals determining net income rely on estimates, deferrals, allocations, and valuations.
These considerations sometimes allow more subjectivity than do the factors determining cash flows.
For this reason we often relate cash flows from operations to net income in assessing its quality.

pany in the chapter as well as for comparative companies. Cautions are also provided
to help students understand the limitations of certain ratios.

INTERNATIONAL PERSPECTIVE BOXES—These boxes highlight the emergence
of global accounting standards (IFRS) at a level appropriate for the introductory

student.

“The textbook focuses on the key accounting concepts and is written
clearly so that it is easy for students to understand.”

—Rada Brooks, University of California Berkeley, Haas School of Business

were an excellent addition.”

L

“The real-life examples are an excellent way to draw in the student
and | thought that the ethics components and IFRS components

—Tammy Metzke, Milwaukee Area Technical College
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PRACTICE IS KEY TO SUCCESS

PAUSE FOR FEEDBACK

Inventory should include all items owned that are held for resale. Costs flow into inventory when
goods are purchased or manufactured. They flow out (as an expense) when they are sold or disposed
of. The cost of goods sold equation describes these flows.

SELF-STUDY QuUlIZ

1. Assume the following facts for Harley-Davidson’s Motorclothes leather baseball jacket
product line for the year 2016.
Beginning inventory: 400 units at unit cost of $75.
Purchases: 600 units at unit cost of $75.
Sales: 700 units at a sales price of $100 (cost per unit $75).
Using the cost of goods sold equation, compute the dollar amount of goods available for
sale, ending inventory, and cost of goods sold of leather baseball jackets for the period.

Beginning inventory
+ Purchases of merchandise during the year

Goods available for sale
— Ending inventory

Cost of goods sold

n

Assume the following facts for Harley-Davidson’s Motorclothes leather baseball jacket
product line for the year 2017.

Beginning inventory: 300 units at unit cost of $75.

Ending inventory: 600 units at unit cost of $75.

Sales: 1100 units at a sales price of $100 (cost per unit $75).

Using the cost of goods sold equation, compute the dollar amount of purchases of leather
baseball jackets for the period. Remember that if three of these four values are known, the
cost of goods sold equation can be used to solve for the fourth value.

Beginning inventory
+ Purchases of merchandise during the year
— Ending inventory

Cost of goods sold

After you have completed your answers, check them below.

"@ GUIDED HELP 7-1

For additional step-by-step video instruction on using the cost of goods sold equation to compute
relevant income statement amounts, go to www.mhhe.com/libby9e_gh7a.

Solutions to

1. Beginning inventory (400 X $75) $30,000
+ Purchases of ise during the year (600 X $75) 45,000 SELF-STUDY QuIZ
Goods available for sale (1,000 x $75) 75,000
— Ending inventory (300 x $75) 22,500
Costof goods sold (700 X §75) 552,500

2. BI'= 300 x $75 = $22,500 BI + P — El = CGS
EI =600 x $75 = $45,000 22,500 + P — 45,000 = 82,500
CGS = 1,100 x $75 = $82,500 P = 105,000

PAUSE FOR FEEDBACK AND
SELF-STUDY QUIZ

Research shows that students learn best when they are
actively engaged in the learning process. This active
learning feature engages the student, provides interac-
tivity, and promotes efficient learning. These quizzes ask
students to pause at strategic points throughout each
chapter to ensure they understand key points before mov-
ing ahead.

( N
“The Pause for Feedback and Self-Study

Quizzes give the student the opportunity
to test their understanding of the
material before moving forward and also
assist in breaking up the chapter into
manageable sections.”

—Betty P. David, Francis Marion University
\\ S

GUIDED HELP

Today's students have a wide variety of time com-
mitments. And research shows that when they
have difficulty understanding a key concept, they
benefit most when help is available immediately.
Our unique Guided Help feature provides a nar-
rated, animated, step-by-step walk-through of
select topics covered in the Self-Study Quiz that
students can view at any time through their mobile
device or online. It also saves office hour time!

Vil

% a. Received $30,000 cash and an office building valued at $220,000 in exchange for

5,000 shares of $1.00 par value common stock to each of three architects (investors).

Requirement 1

Received Given

a. Cash (+A)

Requirement 3

$ 30,000 Common stock (+SE) $ 15,000

Building (+A) 220,000 Additional paid-in capital (+SE) 235,000

Requirement 2

Credit
a.  Cash (+A)
Building (+A)
Common Stock (+SE)
Additional Paid-in Capital (+SE) 235,000

General Ledger
Assets Liabilities Stockholders’ Equity
+ Cash - = Common Stock +

30,000 | [15000 a

+ Building -

220,000 |

...$15,000 on the credit side of the Common Stock
account, and $235,000 on the credit side of the
Additional Paid-in Capital account.



IN FINANCIAL ACCOUNTING

CHAPTER TAKE-AWAYS

End-of-chapter summaries complement the learning objectives outlined at the begin-
ning of the chapter.

CHAPTER TAKE-AWAYS

7-1. Apply the cost principle to identify the amounts that should be included in inventory and the
expense matching principle to determine cost of goods sold for typical retailers, wholesalers,
and manufacturers. p. 335
Inventory should include all items owned that are held for resale. Costs flow into inventory when
goods are purchased or manufactured. They flow out (as an expense) when they are sold or disposed
of. In conformity with the expense matching principle, the total cost of the goods sold during the
period must be matched with the sales revenue earned during the period. A company can keep track
of the ending inventory and cost of goods sold for the period using (1) the perpetual inventory sys-
tem, which is based on the maintenance of detailed and continuous inventory records, and (2) the
periodic inventory system, which is based on a physical count of ending inventory and use of the
cost of goods sold equation to determine cost of goods sold.

7-2. Report inventory and cost of goods sold using the four inventory costing methods. p. 340
The chapter discussed four different inventory costing methods used to allocate costs between the
units remaining in inventory and the units sold and their applications in different economic circum-
stances. The methods discussed were specific identification, FIFO, LIFO, and average cost. Each of
the inventory costing methods conforms to GAAP. Public companies using LIFO must provide note
disclosures that allow conversion of inventory and cost of goods sold to FIFO amounts. Remember
that the cost flow assumption need not match the physical flow of inventory.

COMPREHENSIVE PROBLEMS

Selected chapters include problems that cover topics from earlier chapters to
refresh, reinforce, and build an integrative understanding of the course material.

COMPREHENSIVE PROBLEM (CHAPTERS 6-8)

COMPS8-1 Complete the requirements for each of the following independent cases:

Case A. Dr Pepper Snapple Group, Inc., is a leading integrated brand owner, bottler, and distributor of
nonalcoholic beverages in the United States, Canada, and Mexico. Key brands include Dr. Pep-
per, Snapple, 7-UP, Mott’s juices, A&W root beer, Canada Dry ginger ale, Schweppes ginger
ale, and Hawaiian Punch, among others.

The following represents selected data from recent financial statements of Dr Pepper Snapple Group
(dollars in millions):

DR PEPPER SNAPPLE GROUP, INC.
Consolidated Balance Sheets (partial)
(in millions) December 31,2014 December 31, 2013
Assets
Current assets:
Cash and cash equivalents $237 $153
Accounts receivable (net of allowances
of $2 and $3, respectively) 61 58
Ci lidated S of I (partial)
For the Year Ended
December 31
(in millions) 2014 2013 2012
Net sales $6,121 $5,997  $5,995
Net income $ 703 $ 624 $ 629




CASES AND PROJECTS

CP1-1
LO1-1

CP1-2
LO1-1

& connect

Annual Report Cases
Finding Financial Information
Refer to the financial statements of American Eagle Outfitters in Appendix B at the end of this book.

Required:

Skim the annual report. Look at the income statement, balance sheet, and cash flow statement closely
and attempt to infer what kinds of information they report. Then answer the following questions based

on the report.

. What types of products does American Eagle Outfitters sell?

2. On what date does American Eagle Outfitters’s most recent reporting year end?
3. For how many years does it present complete

a. Balance sheets?

b. Income statements?

c. Cash flow statements?

Are its financial statements audited by independent CPAs? How do you know?
Did its total assets increase or decrease over the last year?

B>

call this the ending balance)?

)

the company as of January 31, 2015.

Finding Financial Information

Refer to the financial statements of Urban Outfitters in Appendix C at the end of this book.

How much inventory (in dollars) did the company have as of January 31, 2015 (accountants would

. Write out the basic accounting (balance sheet) equation and provide the values in dollars reported by

CONTINUING PROBLEM

CON1-1

Financial Statements for a New Business Plan

Penny Cassidy is considering forming her own pool service and supply company, Penny’s Pool Ser-
vice & Supply, Inc. (PPSS). She has decided to incorporate the business to limit her legal liability.
She expects to invest $20,000 of her own savings and receive 1,000 shares of common stock. Her plan
for the first year of operations forecasts the following amounts at December 31, the end of the current
year: Cash in bank, $2,900; amounts due from customers for services rendered, $2,300; pool supplies
inventory, $4,600; equipment, $28,000; amounts owed to Pool Corporation, Inc., a pool supply
wholesaler, $3,500; note payable to the bank, $5,000. Penny forecasts first-year sales of $60,000,
wages of $24,000, cost of supplies used of $8,200, other administrative expenses of $4,500, and
income tax expense of $4,000. She expects to pay herself a $10,000 dividend as the sole stockholder
of the company.

Regquired:
If Penny’s estimates are correct, what would the following first-year financial statements look like for
Penny’s Pool Service & Supply (use Exhibits 1.2, 1.3, and 1.4 as models)?

1. Income statement

2. Statement of stockholders’ equity

3. Balance sheet

CASES AND PROJECTS

This section includes annual report cases,
financial reporting and analysis cases, crit-
ical thinking cases, and financial reporting
and analysis team projects. The real-world
company analysis theme is continued in
this section, giving students practice com-
paring American Eagle and Urban Outfit-
ters among other relevant companies.
New for the ninth edition: several of these
Cases and Projects are now in Connect as
auto-graded assignment option.

CONTINUING PROBLEM

The continuing case revolves around
Penny’s Pool Service & Supply, Inc., and
its largest supplier, Pool Corporation,
Inc. In the first five chapters, the con-
tinuing case follows the establishment,
operations, and financial reporting for
Penny’s. In Chapter 5, Pool Corporation,
a real publicly traded corporation, is also
introduced in more detail. The Pool Cor-
poration example is then extended to
encompass each new topic in the remain-
ing chapters.

“This is an excellent book that can be used for both an introductory
course as well as an MBA class. The book has a simple, conversational
and easy-to-understand writing style. The book is also very well
organized and has a lot of end-of-chapter material. This is one of
the best financial accounting books that | have come across. It is a
must for a financial accounting course.”

—Syed Hasan, George Mason University

J




WHAT'S NEW IN THE 9th EDITION?

In response to feedback and guidance from numerous financial accounting faculty,
the authors have made many important changes to the ninth edition of Financial
Accounting, including the following:

¢ Integrated new focus companies including Amazon, the world’s largest Internet
retailer; Whole Foods Market, a supermarket chain specializing in organic food; and
Graham Holdings Company, a company that expands primarily through investing in other
companies, including Kaplan, Inc.

e Detailed edit of Chapters 9, 10, and 11 to use consistent terminology throughout each
chapter and more closely link content to other chapters.

¢ Expanded the number of Guided Help features in the text to provide more of these nar-
rated, animated, step-by-step examinations of select topics in the Self-Study Quizzes in
each chapter.

e Reviewed, updated, and introduced new end-of-chapter material in each chapter to sup-
port new topics and learning objectives. In addition, other new McGraw-Hill Connect®
problem formats include General Ledger Problems that auto-post from journal entries to
T-accounts to trial balances, Excel Simulations, and Interactive Presentations.

¢ Added new Annual Report Cases that can be auto-graded in Connect. In addition, the
Cases and Projects content from the book is also now available in Connect as either auto-
graded or manually graded questions.

Chapter 1
Focus Company: Le-Nature's Inc.

Chapter 1 is written around a recent
accounting fraud that is exciting, yet
simple. Students are introduced to the
structure, content, and use of the four
basic financial statements through the
story of two brothers who founded
Le-Nature's Inc., a natural beverage
company. Le-Nature’s financial state-
ments are used to support increases in
borrowing for expansion. When actual
sales do not live up to expectations, the
brothers turn to financial statement
fraud to cover up their failure, which
emphasizes the importance of controls,
responsible ethical conduct, and accu-
rate financial reporting.

GUIDED HELP feature provides all users
of the text with free access to step-by-
step video instruction on preparing a
simple balance sheet, income statement,
and statement of stockholders’ equity
for LaCrosse Footwear, a leading out-
door footwear company.

More algorithmic exercises included in
Connect®.

New CONTINUING PROBLEM added
to the end-of-chapter problems based
on the activities of Penny's Pool Service
& Supply and its supplier, Pool Cor-
poration. These companies provide a
consistent context for summarizing the
key points emphasized in each chapter.
In Chapter 1, students prepare a basic
income statement, statement of stock-
holders’ equity, and balance sheet based
on Penny’s estimates for the first year.

New Annual Report Case that can be
graded through Connect.

New and updated real companies in
end-of-chapter exercises, problems, and
cases.

Chapter 2
Focus Company: Chipotle Mexican Grill

Chapter 2 introduces the accounting
cycle for Chipotle Mexican Grill, a
trendy, yet relatively simple company.
The chapter integrates financial informa-
tion for investing and financing activities
for the first quarter of 2015, resulting in
the company’s actual quarterly balance

sheet (with a few simplifications). This
fast-casuval restaurant does not utilize
franchising, thus reducing the complexi-
ties found with most other competitors
and allowing focused emphasis on
transaction analysis, journal entries,
T-accounts, and the structure of the bal-
ance sheet.

Focus and contrast company data updated.

Update of the conceptual framework to
reflect the new definitions from the FASB.

Simplified account titles that relate
more closely to end-of-chapter material.

T-accounts now follow each transaction
to illustrate posting the effects, while
marginal notes have been deleted for a
cleaner visual approach.

New additional GUIDED HELP feature
provides free access to step-by-step
video instruction applying transaction
analysis to identify accounts and effects
on the accounting equation. This is in
addition to the existing Guided Help

for recording, posting, and classifying
accounts for financing and investing
activities.

Xl



e New CONTINUING PROBLEM added

to the end-of-chapter problems based
on the activities of Penny’s Pool Ser-
vice & Supply and its supplier, Pool
Corporation. These companies pro-
vide a consistent context for sum-
marizing the key points emphasized

in each chapter. In Chapter 2, stu-
dents prepare journal entries, post

to T-accounts, prepare a trial balance
and classified balance sheet, iden-
tify investing and financing activities
affecting cash flows, and compute and
interpret the current ratio based on
the balance sheet for Penny’s Pool Ser-
vice & Supply.

* New and updated real companies, as
well as additional exercises on key con-
cepts, in end-of-chapter exercises, prob-
lems, and cases.

e New Annual Report Case that can be
graded through Connect.

Chapter 3

Focus Company: Chipotle Mexican Grill

e Chapter 3 builds on Chapter 2 by explain-
ing and illustrating transaction analysis
for operating activities for the first
quarter of 2015 for Chipotle Mexican
Grill. Students apply their knowledge
of accounting concepts by preparing
journal entries and posting to T-accounts
using Chapter 2 transactions involving
revenues and expenses.

¢ Focus and contrast company data
updated.

e New concepts based on the FASB's
Accounting Standards Updates for rev-
enue recognition and expense recogni-
tion are incorporated in the chapter and
end-of-chapter material.

e Newadditional GUIDED HELP feature
provides free access to step-by-step
video instruction applying transac-
tion analysis to identify accounts and
effects on the accounting equation.
This is in addition to the existing
Guided Help for identifying revenue
and expense account titles and amounts
for a given period.
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e NewCONTINUING PROBLEM added
to the end-of-chapter problems based
on the activities of Penny’s Pool Ser-
vice & Supply and its supplier, Pool
Corporation. These companies provide
a consistent context for summariz-
ing the key points emphasized in each
chapter. In Chapter 3, students prepare
journal entries, create a classified
income statement, and calculate and
analyze the net profit margin for Penny’s
Pool Service & Supply.

e New and updated real companies,
as well as additional exercises on key
concepts, in end-of-chapter exercises,
problems, and cases.

e New Annual Report Case that can be
graded through Connect.

Chapter 4
Focus Company: Chipotle Mexican
Grill

e Chapter 4 builds on Chapters 2 and 3 by
explaining and illustrating end-of-period
adjustments, financial statements, and
closing the records for the first quarter
of 2015 for Chipotle Mexican Grill.

¢ Focus and contrast company data
updated.

e The process for identifying and record-
ing an adjustment at the end of the
period has been modified to provide a
logical progression—with the journal
entry followed by the effects on the
accounting equation, followed by posting
the effects in the T-accounts—with less
marginal clutter.

e Newadditional GUIDED HELP feature
provides free access to step-by-step
video instruction on recording a closing
entry. This is in addition to the existing
Guided Help for recording adjusting
entries.

e NewCONTINUING PROBLEM added to
the end-of-chapter problems based on
the activities of Penny's Pool Service &
Supply and its supplier, Pool Corpora-
tion. These companies provide a con-
sistent context for summarizing the key

points emphasized in each chapter. In
Chapter 4, students prepare adjusting
journal entries for Penny's Pool Service &
Supply.

New and updated real companies,

as well as additional exercises on key
concepts, in end-of-chapter exercises,
problems, and cases.

New Annual Report Case that can be
graded through Connect.

Chapter 5
Focus Company: Apple Inc.

Chapter 5 has been rewritten around the
most recent financial statements and
corporate governance and disclosure
processes of Apple Inc., students’ favor-
ite technology company.

Focus and contrast company data
updated.

Focus of the chapter has been narrowed
to three topics: details of the corporate
governance and disclosure process;
financial statement formats and impor-
tant subtotals, totals, and additional
disclosures; and the analysis of financial
statements through gross profit, net
profit, total asset turnover, and return
on assets analysis.

Fraud triangle provides the basis
for the corporate governance
discussion.

New section on the effects of transac-
tions on key ratios added to tie in the
chapter to material in Chapters 2, 3,
and 4.

GUIDED HELP feature provides free
access to step-by-step video instruction
on preparing a detailed classified income
statement and balance sheet from a trial
balance for Amazon.com, the world's
largest online retailer.

More algorithmic exercises included in
Connect.

Two new CONTINUING PROBLEMS
added to the end-of-chapter problems.
The first asks students to evaluate the
effects of key transactions on important
statement subtotals and financial ratios



for Penny's Pool Service & Supply. The
second introduces Penny's supplier, Pool
Corporation, a public company, and asks
students to prepare a detailed classified
income statement and balance sheet and
compute the gross profit percentage and
return on assets ratios.

e New Annual Report Case that can be
graded through Connect.

e New and updated real companies in
end-of-chapter exercises, problems, and
cases.

Chapter 6
Focus Company: Deckers Brands

¢ Focus and contrast company data
updated.

e Content narrowed to three related
topics: determinants of net sales,
receivables valuation, and control
of cash.

e Exhibits reorganized to better reflect
the chapter flow.

e Coverage of bad debt recoveries
increased.

¢ Coverage of electronic banking
increased.

e Two New GUIDED HELP features
provide free access to step-by-step video
instruction on (1) preparing entries
related to bad debts and determining
their financial statement effects and
(2) using aging to estimate bad debt
expense.

e More algorithmic exercises included
in Connect.

e NewCONTINUING PROBLEM added
to the end-of-chapter problems. Stu-
dents are asked to make summary
entries for bad debts and compute
the amount to be reported as net
sales for Pool Corporation, a public
company.

e New Annual Report Case that can be
graded through Connect.

e New and updated real companies in
end-of-chapter exercises, problems,
and cases.

Chapter 7

Focus Company: Harley-Davidson, Inc.

e Focus and contrast company data
updated.

e Coverage of perpetual versus periodic
inventory systems moved to section on
cost of goods sold near the beginning of
the chapter.

e Newrules for applying lower-of-cost-
or-market to inventories covered at an
appropriate level for the introductory
course.

e Two New GUIDED HELP features pro-
vide free access to step-by-step video
instruction on (1) computation of goods
available for sale and cost of goods sold
and (2) computing cost of goods sold and
ending inventory under FIFO and LIFO
costing methods.

e Exhibits 7.4 and 7.5 revised to make it
easier to see the effects of FIFO, LIFO,
and average costing methods on the
financial statements.

e Supplement B added to demonstrate the
effects of determining FIFO and LIFO
cost of goods sold under periodic versus
perpetual inventory systems.

e More algorithmic exercises included in
Connect.

e NewCONTINUING PROBLEM added to
the end-of-chapter problems. Students
are asked to compute the effects of the
LIFO/FIFO choice for inventory items
with increasing and decreasing costs for
Pool Corporation, a public company.

e New Annual Report Case that can be
graded through Connect.

e New and updated real companies in
end-of-chapter exercises, problems, and
cases.

Chapter 8
Focus Company: Southwest Airlines

e Chapter 8 illustrates the acquisition,
use, repair and improvement, and dis-
posal of property, plant, and equipment,
followed by an illustration of accounting
and reporting for intangible assets and

natural resources, at several companies
including Cisco Systems, Walt Disney
Company, Papa John’s International,
and International Paper, among others.

Focus and contrast company data
updated.

New additional GUIDED HELP feature
provides free access to step-by-step
video instruction on recording a disposal
of an asset. This is in addition to the
existing Guided Help for determining
cost and creating depreciation schedules
under straight-line, units-of-production,
and declining-balance methods.

New CONTINUING PROBLEM added
to the end-of-chapter problems. Based
on the activities of Pool Corporation,
students are asked to determine cost;
create depreciation schedules under
straight-line, units-of-production, and
declining-balance methods; and dispose
of an asset.

New and updated real companies, as
well as additional exercises on key con-
cepts, in end-of-chapter exercises, prob-
lems, and cases.

New Annual Report Case that can be
graded through Connect.

Chapter 9
Focus Company: Starbucks

Focus company data updated. New
contrast companies added.

Complete revision of chapter content to
more closely link content to other chap-
ters and to use consistent terminology
throughout the chapter.

Updated present value discussion and
graphics for both single amounts and
annuities. Chapter now includes descrip-
tions of how to calculate present values
using tables, calculators, and Excel.

New GUIDED HELP features teach
students the steps required to compute
present values using two popular calcula-
tor models (HP 10BIl+ and HP 12C) and
Excel.

New Supplement A uses vivid graphics
to display the steps required to compute

X



present values using two popular
calculator models (HP 10BlI+ and HP
12C) and Excel.

e NewCONTINUING PROBLEM added to
the end-of-chapter problems. Students
are asked to record transactions that
affect the liabilities section of the
balance sheet for Pool Corporation, a
public company.

e New Annual Report Case that can be
graded through Connect.

e New and updated real companies in
end-of-chapter exercises, problems, and
cases.

e End-of-chapter material completely
updated to seamlessly match the content
of the chapter.

Chapter 10

Focus Company: Amazon
e Newfocus company and new contrast
companies.

e Complete revision of chapter content to
more closely link content to other chap-
ters and to use consistent terminology
throughout the chapter.

e New graphics that visually help students
understand the timing of bond payments
and the accounting for bonds.

e NewFINANCIAL ANALYSIS feature
describes bond ratings and bond rating
agencies.

e Revised structure allows instructors to
seamlessly assign accounting for bonds
with or without the use of discount and
premium accounts.

e NewGUIDED HELP features walk
students through (1) how to calculate
the present value of a bond issued at a
premium and (2) how to account for the
bond over its life.

e Newdiscussion of accounting for bond
issuance costs.

e NewCONTINUING PROBLEM added
to the end-of-chapter problems.
Students are asked to record bond
transactions for Pool Corporation, a
public company.
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e New Annual Report Case that can be
graded through Connect.

e New and updated real companies in
end-of-chapter exercises, problems, and
cases.

e End-of-chapter material completely
updated to seamlessly match the content
of the chapter.

Chapter 11

Focus Company: Whole Foods Market
e Newfocus company and new contrast
companies.

e Complete revision of chapter content to
more closely link content to other chap-
ters and to use consistent terminology
throughout the chapter.

e Newdiscussion of stock splits effected
in the form of a stock dividend.

e New FINANCIAL ANALYSIS feature on
preferred stock.

e NewCONTINUING PROBLEM added to
the end-of-chapter problems. Students
are asked to record transactions that
affect the equity section of the balance
sheet for Pool Corporation, a public
company.

e New Annual Report Case that can be
graded through Connect.

* New and updated real companies in
end-of-chapter exercises, problems, and
cases.

e End-of-chapter material completely
updated to seamlessly match the content
of the chapter.

Chapter 12
Focus Company: National Beverage

Corporation
e Focus and contrast company data
updated.

e Two New GUIDED HELP features pro-
vide free access to step-by-step video
instruction on (1) preparing the operat-
ing section of the statement of cash
flows using the indirect method and (2)
preparing the investing and financing
sections of the statement of cash flows.

Supplement C and related problem
material illustrate preparation of the
complete statement of cash flows using
the T-account approach.

More algorithmic exercises included in
Connect.

New CONTINUING PROBLEM added to
the end-of-chapter problems. Students
are asked to prepare a complete state-
ment of cash flows for Pool Corpora-
tion, a public company.

New Annual Report Case that can be
graded through Connect.

New and updated real companies in end-
of-chapter exercises, problems, and cases.

Chapter 13
Focus Company: The Home Depot

Focus company data updated.

Complete revision of chapter content to
more closely link content to other chap-
ters and to use consistent terminology
throughout the chapter.

New discussion of DuPont analysis.

Ratio formulas in chapter updated to be
consistent with formulas provided in pre-
vious chapters.

New CONTINUING PROBLEM added to
the end-of-chapter problems. Students
are asked to download the latest finan-
cial statements for Pool Corporation,

a public company, and compute various
ratios discussed in the chapter.

New Annual Report Case that can be
graded through Connect.

New and updated real companies in
end-of-chapter exercises, problems, and
cases.

End-of-chapter material completely
updated to seamlessly match the content
of the chapter.

Appendix A
Focus Company: Graham Holdings
Company

New focus company, Graham Hold-
ings Company, a company that expands



primarily through investing in other J
companies, including Kaplan, Inc. (top
admissions test preparation organiza- o

tion). Accounting and reporting are
discussed and illustrated for: (1) debt
securities held to maturity, (2) passive
investments using the fair value method,
(3) investments involving significant
influence using the equity method, and
(4) investments in controlling interests.

Focus and contrast company data
updated.

GUIDED HELP feature provides free
access to step-by-step video instruction on
accounting for and reporting available-for-

sale securities as investments at fair value.

New CONTINUING PROBLEM added to
the end-of-chapter problems. Using the
activities of Pool Corporation, students

are asked to record passive investments
as trading securities and as available-for-
sale securities over a three-year period.

New and updated real companies, as
well as additional exercises on key con-
cepts, in end-of-chapter exercises, prob-
lems, and cases.

New Annual Report Case that can be
graded through Connect.
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McGraw-Hill Connect’
Learn Without Limits

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

Connect empowers students by continually
adapting to deliver precisely what they
need, when they need it, and how they need
it, so your class time is more engaging and
effective.

Course outcomes improve with Connect.
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Exam Scores |
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Using Connect improves passing rates

. by 10.8% and retention by 16.4%.
88% of instructors who use Connect y ° y198%

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

Connect helps students achieve better grades

Analytics

Connect Insight”

Connect Insight is Connect’s new one-of-a-
kind visual analytics dashboard that provides
at-a-glance information regarding student

With
Connect

Without
Connect
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Based on McGraw-Hill Education Connect Effectiveness Study 2013

performance, which is immediately actionable. By presenting
assignment, assessment, and topical performance results together
with a time metric that is easily visible for aggregate or individual
results, Connect Insight gives the user the ability to take a just-in-
time approach to teaching and learning, which was never before
available. Connect Insight presents data that helps instructors
improve class performance in a way that is efficient and effective.



Adaptive

More students earn A's and
B's when they use McGraw-Hill
Education Adaptive products.

SmartBook”

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

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

THE FIRST AND ONLY
ADAPTIVE READING
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*Findings based on a 2015 focus group survey at Pellissippi State

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

95

of students want to use the Practice

0,
100 % Quiz feature available within
SmartBook to help them study

of students reported having
reliable access to off-campus wifi

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

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

Community College administered by McGraw-Hill Education
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gives immediate feedback on any questions students may

Journal Entry Worksheet
have missed. The extensive assignable, gradable end-of- e
chapter content includes a general journal application that H i H
looks and feels more like what you would find in a general T S—
ledger software package. Also, select questions have been |H...,J..um..u.mu.u.m¢ -
redesigned to test students’ knowledge more fully. They ‘1
now include tables for students to work through rather than S mm—— Enter debits barore cisas
requiring that all calculations be done offline. S —— ——
End-of-chapter questions in Connect include: 4
«  Mini-Exercises
» Exercises
. Problems “Students like the flexibility that Connect offers . . . They can complete
- Comprehensive Problems their work and catch up on lectures anytime and anywhere.”
» Continuing Problems —Professor Lisa McKinney, M.T.A., CPA, University of Alabama

+  NEW! Cases and Projects

NEW! General Ledger Problems

New General Ledger Problems provide a much-improved student experience when working with accounting cycle
questions, offering improved navigation and less scrolling. Students can audit their mistakes by easily linking back
to their original entries 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 critical thinking skills and a
deeper understanding of accounting concepts.
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Each journal entry Is posted automatically to the general ledger. Use the drop-down button to view the unadjusted, adjusted, or Netice the dropdown below that gives the options to select the unadjusted, adjusted or post-closing trial balance. The option
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NEW! Interactive
Presentations

The Interactive Presentations provide
engaging narratives of all chapter

learning objectives in an assignable and
interactive online format. They follow the
structure of the text and are organized to
match the specific learning objectives within
each chapter of Financial Accounting. The
interactive presentations provide additional
explanation and enhancement of material
from the text chapter, allowing students

to learn, study, and practice with instant
feedback, at their own pace.

NEW! Excel Simulations

Simulated Excel Questions, assignable within Connect,

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.

chapter 02: The Balance Sheet
Prepare a trial balance and a classified balance sheet.

Preparing a Trial Balance

Trial Balance

Trial balance provides a checkon |

SONICGATEWAY, INC.
‘ Trial Balance debits = credits equality
At August 31
Debit Credit

‘ Cash 20,700
: Supplies 600

Equipment 9,600

Software 9,000 Ending balance inT-accounts
‘ Logo/trademarks 300

Accounts Payable 10,200
‘ Note Payable 20,000

[ CommonStock 10,000 |

1 Totals 40,200 40,200

@ menu v next »

Prepare a schedule of net cash provided by operating activities.
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- - Formatting+ Tables Styles=

Clipboard & Font 5 styles

B H ®© - ¢ - & - = Prepare the Operating Activities Section of a Statement of Cash Flows using the Indirect.. 2 (8]
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allow students to practice their Excel skills—such as basic i %

-8 %
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Cells | Editing

fe || The following information is for FloorCo, Inc. for the year just ended: -

A B c ] E F
1 [he followhg information s for FloorCo, inc. for the year just ended

G H

Beginning of
i End of year year
5 |Current assets:
6 Cash $ 75000 $ 90,000
7 | Accountsreceivable 158,000 140,000
8 | Inventory 285,000 246,000
9 | Prepaid expenses 11,000 16,000
™ 10
11 Current liabilities
Guided Examples T m————
13| Accrued liabiities 9500 11,200
. . . 14| Income taxes payable 27000 24,000
The Guided Examples in Connect provide a narrated, =l -
animated, step-by-step walk-through of select exercises i e —
19|  total credits $ 45,000
similar to those assigned. These short presentations can be =
1 Floor Company did not record any gains or losses during the year.
. . . 22
turned on or off by instructors and provide reinforcement 2 e s o Ty R
. v sheett [ @ i
when students need it most. — B

Attempt(s)

“As a student | need to interact with course material in order to retain it, and Connect
offers a perfect platform for this kind of learning. Rather than just reading through
textbooks, Connect has given me the tools to feel engaged in the learning process.”

—Jennah Epstein Kraus, Student, Bunker Hill Community College

XIX




ACKNOWLEDGMENTS

Many dedicated instructors have devoted their time and effort to help us make each edition better. We would like to
acknowledge and thank all of our colleagues who have helped guide our development decisions for this and previous

editions. This text would not be the success it is without the help of all of you.

Board of Reviewers

Dawn Addington, Central New Mexico Community
College

Ajay Adhikari, American University

Gary Adna Ames, Brigham Young University
Peter Aghimien, Indiana University—South Bend
Nas Ahadiat, California Polytechnic University
John Ahern, DePaul University

Pervaiz Alam, Kent State University

Joyce Allen, Xavier University

Robert Allen, University of Utah—Salt Lake City
Vern Allen, Central Florida Community College
Bridget Anakwe, Plattsburgh State University of
New York

Brenda Anderson, Boston University

Joseph Antenucci, Youngstown State University
Frank Aquilino, Montclair State University

Liz Arnold, The Citadel

Florence Atiase, University of Texas—Austin
Jane Baird, Minnesota State University—Mankato
Kashi R. Balachandran, New York University
Patricia Bancroft, Bridgewater State University
Yan Bao, Frostburg State University

Laurel Barfitt, Delta State University

Melody Barta, Evergreen College

Ira W. Bates, Florida A&M University

Deborah Beard, Southeast Missouri State University
Daisy Beck, Louisiana State University

John Bedient, Albion College

S. Douglas Beets, Wake Forest University
Michael Bitter, Stetson University

Eric Blazer, Millersville University

Janell Blazovich, University of St. Thomas

L. Charles Bokemeier,Michigan State University
Michael G. Booth, Cabrillo College

Sharon Borowicz, Benedictine University

Scott Boylan, Washington & Lee University

Mark Bradshaw, Harvard Business School
Christopher Brandon, Indiana University—Purdue
University Columbus

Rodger Brannan, University of Minnesota—Duluth
Allison Brock, Imperial Valley College

Rada Brooks, University of California at Berkeley
Nina Brown, Tarrant County College

Amy Browning, Ivy Technical Community College
Helen Brubeck, San Jose State University

Terri Brunsdon, The University of Akron

Marci Butterfield, University of Utah
Catherine Byrne, Boston College

Kay Carnes, Gonzaga University

Nancy Cassidy, Texas A&M University

XX

Michael Cathey, The George Washington University
Kam Chan, Pace University

Chiaho Chang, Montclair State University
Gretchen Charrier, University of Texas—Austin
Agnes Cheng, University of Houston

Antoinette Clegg, Palm Beach Community College
Anne Clem, lowa State University

Jacklyn Collins, University of Miami

Judy Colwell, Northern Oklahoma College
Elizabeth Conner, University of Colorado—Denver
Teresa Conover, University of North Texas

Scott Creech, Johnston Community College
Marcia Croteau, University of Maryland—Baltimore
Sue Cullers, Tarleton State University

Dori Danko, Grand Valley State University

Betty David, Francis Marion University

Harold Davis, Southeastern Louisiana University
Paquita Davis-Friday, Bernard M. Baruch College
Marinus DeBruine, Grand Valley State University
Mark DeFond, University of Southern California
Elizabeth Demers, University of Rochester
Mingcherng Deng, Columbia University

Bettye Desselle, Prairie View A&M University
Carleton Donchess, Bridgewater State University
Debra Dragone, University of Delaware

Allan Drebin, Northwestern University

Carolyn Dreher, Southern Methodist University
Chan Du, University of Massachusetts—Dartmouth
Gene Elrod, University of North Texas

Sheri Erickson, Minnesota State University—
Moorehead

Harlan Etheridge, University of Louisiana—Lafayette
Thomas Finnegan, University of lllinois at Urbana—
Champaign

Richard Fleischman, John Carroll University
Virginia Fullwood, Texas A&M University—Commerce
Cheryl Furbee, Cabrillo College

Mohamed Gaber, SUNY Plattsburgh

Joseph Galante, Millersville University of
Pennsylvania

Carolyn Galantine, Pepperdine University

Andy Garcia, Bowling Green State University

David Gelb, Seton Hall University

Lisa Gillespie, Loyola University, Chicago

Giorgio Gotti, University of Massachusetts—Boston
Anthony Greig, Purdue University

A. Kay Guess, St. Edward's University

Jeffrey Haber, lona College

Leon Hanouille, Syracuse University

Russell Hardin, Pittsburgh State University

Sheila Hardy, Lafayette College

Betty Harper, Middle Tennessee State

David Harr, American University

Bob Hartman, University of lowa

Syed Hasan, George Mason University

Carla Hayn, University of California—Los Angeles
Haihong He, California State University—Los Angeles
Julie Head, Indiana University

Kenneth R. Henry, Florida International University
Siriyama Kanthi Herath, Clark Atlanta University
Ann Ownby Hicks, North Park University

Lori Holder-Webb, University of Wisconsin
Pamela Hopcroft, Florida Community College
Merle W. Hopkins, University of Southern California
Paul Hribar, University of lowa

Courtland Huber, University of Texas—Austin
Dawn Hukai, University of Wisconsin—River Falls
Bob Hurt, California State Polytechnic University—
Pomona

Carol Hutchinson, AB Tech

Constance M. Hylton, George Mason University
Marc Hyman, University of California—Berkeley
Laura llcisin, University of Nebraska—Omaha
Norma Jacobs, Austin Community College

Scott Jerris, San Francisco State University

Carol Johnson, Oklahoma State University

Eric Johnson, Indiana University—Purdue University
Columbus

Shondra Johnson, Bradley University
Christopher Jones, The George Washington
University

Matthew Josefy, Texas A&M University

John Karayan, California State Polytechnic
University—Pomona

Robert Kasmir, The George Washington University
Beth Kern, Indiana University—South Bend

Irene Kim, George Washington University

Janet Kimbrell, Oklahoma State University

Janice Klimek, University of Central Missouri
Trevor Knox, Muhlenberg College

Dennis Lee Kovach, Community College of Allegheny
Tammy Kowalczyk, Western Washington University
Doug Kroll, University of Notre Dame

Charles Ladd, University of St. Thomas

Steven J. LaFave, Augsburg College

Christy Land, Catawba Valley Community College
Maria Leach, Auburn University at Montgomery
Terry Lease, Sonoma State

Marc Lebow, Christopher Newport University
Deborah Lee, Northeastern State University



Patsy Lee, University of North Texas

Christy Lefevers-Land, Catawba Valley Community
College

Annette Leps, Johns Hopkins University

Seth Levine, University of Miami

Elliott Levy, Bentley University

Phil Lewis, Eastern Michigan University

June Li, University of Wisconsin—River Falls

Ling Lin, University of Massachusetts—Dartmouth
Daniel Litt, University of California—Los Angeles
Jack Little, Cornell University

Chao-Shin Liu, University of Notre Dame

Joshua Livnat, New York University

Lawrence Logan, University of Massachusetts—
Dartmouth

Patricia Lopez, Valencia Community College
Barbara Lougee, University of San Diego

Joseph Lupino, St. Mary’s College of California
Luann Lynch, University of Virginia

Mary MacAusland, Cornell University

Lori Mason-Olson, University of Northern lowa
Josephine Mathias, Mercer County Community
College

Larry McCabe, Muhlenberg College

Nick McGaughey, San Jose State University
Florence McGovern, Bergen Community College
Noel McKeon, Florida Community College—
Jacksonville

Allison McLeod, University of North Texas
Michael G. McMillan, Johns Hopkins University
L. Kevin McNelis, New Mexico State University
Tammy Metzke, Milwaukee Area Technical College
Michael J. Meyer, University of Notre Dame
Paulette Miller, Collin County Community College
Tim Mills, Eastern lllinois University

Marilyn Misch, Pepperdine University

Birendra Mishra, University of California at Riverside
Earl Mitchell, Santa Ana College

Dennis P. Moore, Worcester State College

Haim Mozes, Fordham University

Brian Nagle, Duquesne University

Ramesh Narasimhan, Montclair State University
Presha Neidermeyer, Union College

Samir Nissan, California Sate University—Chico
Tom Nunamaker, Washington State University
Peggy O’Kelly, Northeastern University

John O’Shaughnessy, San Francisco State University
Janet L. O'Tousa, University of Notre Dame
Donald Pagach, North Carolina State—Raleigh
Susan Parker, Santa Clara University

Sharon Parrish, Kentucky State University

Kathy Petroni, Michigan State University
Catherine Plante, University of New Hampshire
Kay Poston, Francis Marion University

Grace Pownall, Emory University

Olga Quintanta, University of Miami

Rama Ramamurthy, College of William & Mary
Charles Ransom, Oklahoma State University
Keith Richardson, Bellarmine University

Brenda Richter, Santa Barbara City College

Laura Rickett, Kent State University

Brandi Roberts, Southeastern Louisiana University
Joanne Rockness, University of North Carolina—
Wilmington

Lawrence Roman, Cuyahoga Community College
John Rossi lll, Moravian College

John Rude, Bloomsburg University

Joan Ryan, Clackamas Community College

Karen Salmela, University of Minnesota—Duluth
Angela Sandberg, Jacksonville State University
Amy Santos, Manatee Community College

Maggie Schlerman, Central College

Andrew Schmidt, Columbia University

William Schmubhl, University of Notre Dame
Richard Schroeder, University of North Carolina—
Charlotte

Joann Segovia, Minnesota State University Moorhead
Cindy Seipel, New Mexico State University

Ann Selk, University of Wisconsin—Green Bay
Kathleen Sevigny, Bridgewater State College
Howard Shapiro, Eastern Washington University
Warren Smock, Ivy Technical Community College—
Lafayette

Billy Soo, Boston College

Sri Sridhanen, Northwestern University

David Stein, Metropolitan State University

Phillip Stocken, Dartmouth College

Dennis Stovall, Grand Valley State University

Joel Strong, St. Cloud State University

Gina Sturgill, Concord College

Susan Sullivan, University of Massachusetts—
Dartmouth

Martin Taylor, University of Texas—Arlington
Mack Tennyson, College of Charleston

Peter Theuri, Northern Kentucky University

W. Stewart Thomas, University of North Carolina—
Pembroke

Lynda Thompson, Massasoit Community College
Theresa Tiggeman, University of the Incarnate Word
Theodore Tully, DeVry University

Lana Tuss, Chemeketa Community College
Michael Ulinski, Pace University

Ingrid Ulstad, University of Wisconsin—Eau Claire
Marcia Veit, University of Central Florida

Charles Wain, Babson College

Rick Warne, University of Cincinnati

Charles Wasley, University of Rochester

Daniel Weddington, Ohio University—Zanesville

David Weiner, University of San Francisco

Patti Weiss, John Carroll University

Cheryl Westen, Western lllinois University

David Wiest, Washington and Lee University
Patrick Wilkie, University of Virginia

Jefferson Williams, University of Michigan
Wendy Wilson, Southern Methodist University
Peter Woodlock, Youngstown State University
Ron Woods, North Seattle Community College
Darryl Woolley, University of Idaho

Michael Yampuler, University of Houston

Kathryn Yarbrough, University of North Carolina—
Charlotte

Zhang (May) Yue, Northeastern University
Xiao-Jun Zhang, University of California at Berkeley

We are grateful to the following individuals who
helped develop, critique, and shape the extensive
ancillary package: LuAnn Bean, Florida Institute
of Technology; Jeannie Folk, College of DuPage;
Julie Head, Indiana University; Shondra Johnson,
Bradley University; Sara Kern, Gonzaga Univer-
sity; Nancy Lynch, West Virginia University; Mark
McCarthy, East Carolina University; Barbara
Muller, Arizona State University; Kristine Palmer,
Longwood College; llene Leopold Persoff, Long
Island University Post; Kevin Smith, Utah Valley
University; Beth Woods, Accuracy Counts; and
Teri Zuccaro, Clarke University.

We also have received invaluable input and sup-
port through the years from present and former
colleagues and students. We also appreciate the
additional comments, suggestions, and support
of our students and our colleagues at Cornell
University, Ithaca College, and University of
Washington.

Last, we applaud the extraordinary efforts of a
talented group of individuals at McGraw-Hill who
made all of this come together. We would espe-
cially like to thank Tim Vertovec, our managing
director; Natalie King, our senior brand manager;
Rebecca Mann, our senior product developer;
Kyle Burdette, our marketing manager; Daryl
Horrocks, our program manager; Lori Koetters
and Angela Norris, our project managers; Debra
Kubiak, our designer; Susan Culbertson, our
buyer; and Melissa Homer and Beth Thole, our
content licensing specialists.

Robert Libby

Patricia A. Libby
Frank Hodge

XXI



Chapter 1 Chapter 10

Financial Statements and Business Decisions 2 Reporting and Interpreting Bond Securities 506
Focus Company: Le-Nature’s Inc. Focus Company: Amazon
Chapter 2 Chapter 11

Reporting and Interpreting Stockholders’ Equity 554

Investing and Financing Decisions and the Accounting Focus Company: Whole Foods Market

System 42

Focus Company: Chipotle Mexican Grill
Chapter 12

Statement of Cash Flows 600

Chapter 3 Focus Company: National Beverage Corp.
Operating Decisions and the Accounting System 102
Focus Company: Chipotle Mexican Grill Chapter 13
Analyzing Financial Statements 658
Chapter 4 Focus Company: The Home Depot
Adjustments, Financial Statements, and the Quality of )
Earnings 164 Appendix A
Focus Company: Chipotle Mexican Grill Reporting and Interpreting Investments in Other

Corporations A-O

Chapter 5 Focus Company: Graham Holdings Company

Communicating and Interpreting Accounting Information 230

Appendix B
Focus Company: Apple Inc. PP

American Eagle Outfitters, Inc., Form 10-K Annual Report B-1

Chapter 6

Appendix C
Reporting and Interpreting Sales Revenue, Receivables, and Urban Outfitters, Inc., Form 10-K Annual Report C-1
Cash 282 ' !
Focus Company: Deckers Brands Appendix D
Industry Ratio Report D-0
Chapter 7
Reporting and Interpreting Cost of Goods Sold and Appendix E
Inventory 332 Present and Future Value Tables E-1

Focus Company: Harley-Davidson, Inc.
Glossary G-1
Chapter 8

Reporting and Interpreting Property, Plant, and Equipment;
Intangibles; and Natural Resources 388
Focus Company: Southwest Airlines

Company Index IND-1
Subject Index IND-5

MBA Companion (Available in McGraw-Hill

Chapter 9 Education’s Create)
Reporting and Interpreting Liabilities 458 Leases, Income Taxes, and Retirement Obligations
Focus Company: Starbucks Focus Company: Under Armour

XX



Preface iv

Chapter 1

Financial Statements and Business Decisions

Le-Nature's Inc. 3

Understanding the Business 3

The Accounting System 3

Why Study Financial Accounting? 4

Your Goals for Chapter 1 5

The Four Basic Financial Statements: An Overview 6
The Balance Sheet 6

FINANCIAL ANALYSIS:

Interpreting Assets, Liabilities, and Stockholders’ Equity on the

Balance Sheet 8

¢ Pause for Feedback and Self-Study Quiz 8
The Income Statement 9

FINANCIAL ANALYSIS:
Analyzing the Income Statement: Beyond the Bottom Line

e Pause for Feedback and Self-Study Quiz 11
Statement of Stockholders’ Equity 11

FINANCIAL ANALYSIS:
Interpreting Retained Earnings 12

¢ Pause for Feedback and Self-Study Quiz 13
Statement of Cash Flows 13

FINANCIAL ANALYSIS:
Interpreting the Cash Flow Statement 14

¢ Pause for Feedback and Self-Study Quiz 14
Relationships Among the Statements 15
Notes and Financial Statement Formats 15
Summary of the Four Basic Financial Statements 16
Responsibilities for the Accounting Communication
Process 16
Generally Accepted Accounting Principles 16

INTERNATIONAL PERSPECTIVE:

The International Accounting Standards Board and Global
Convergence of Accounting Standards 18

Ensuring the Accuracy of Financial Statements 18

2

10

CONTENTS

Demonstration Case 21

CHAPTER SUPPLEMENT A: TYPES OF BUSINESS
ENTITIES 22

CHAPTER SUPPLEMENT B: EMPLOYMENT IN THE
ACCOUNTING PROFESSION TODAY 23

End-of-Chapter Material 24

Chapter 2

Investing and Financing Decisions and the
Accounting System 42

Chipotle Mexican Grill 43

Understanding the Business 44
Overview of Accounting Concepts 45
Concepts Emphasized in Chapter 2 45

e Pause for Feedback and Self-Study Quiz 49

FINANCIAL ANALYSIS:
Unrecorded but Valuable Assets and Liabilities 49
What Business Activities Cause Changes in Financial Statement
Amounts? 49
Nature of Business Transactions 49
Accounts 50
How Do Transactions Affect Accounts? 51
Principles of Transaction Analysis 51
Analyzing Chipotle’s Transactions 53

e Pause for Feedback and Self-Study Quiz 55

How Do Companies Keep Track of Account Balances? 56
The Direction of Transaction Effects 57

e Pause for Feedback and Self-Study Quiz 58
Analytical Tools 59

FINANCIAL ANALYSIS:
Inferring Business Activities from T-Accounts 61

Transaction Analysis Illustrated 62
e Pause for Feedback and Self-Study Quiz 65

How Is the Balance Sheet Prepared and Analyzed? 66
Classified Balance Sheet 67

INTERNATIONAL PERSPECTIVE:
Understanding Foreign Financial Statements 68

Ratio Analysis in Decision Making 68

XX



XXIV. CONTENTS

KET RATIO ANALYSIS:

Current Ratio 69

¢ Pause for Feedback and Self-Study Quiz 70
FOCUS ON CASH FLOWS:

Investing and Financing Activities 70

¢ Pause for Feedback and Self-Study Quiz 71

Demonstration Case 71
End-of-Chapter Material 74

Chapter 3

Operating Decisions and the Accounting System 102

Chipotle Mexican Grill 103

Understanding the Business 104

How Do Business Activities Affect the Income Statement?
The Operating Cycle 104
Elements of the Income Statement

104

106
INTERNATIONAL PERSPECTIVE:
Income Statement Differences 109

How are Operating Activities Recognized and Measured? 109

Accrual Accounting 110
FINANCIAL ANALYSIS:
Revenue Recognition for More Complex Customer Contracts 111
¢ Pause for Feedback and Self-Study Quiz
¢ Pause for Feedback and Self-Study Quiz

112
114

A QUESTION OF ETHICS:
Management'’s Incentives to Violate Accounting Rules

115

115

The Expanded Transaction Analysis Model
115
Analyzing Chipotle’s Transactions

Transaction Analysis Rules
17
¢ Pause for Feedback and Self-Study Quiz

How Is the Income Statement Prepared
and Analyzed? 125
Classified Income Statement

123

126

KEY RATIO ANALYSIS:

Net Profit Margin 126

FOCUS ON CASH FLOWS:

127

¢ Pause for Feedback and Self-Study Quiz

129
End-of-Chapter Material

Operating Activities
128

Demonstration Case
133

Chapter 4
Adjustments, Financial Statements, and the Quality
of Earnings 164

Chipotle Mexican Grill 165

Understanding the Business 165
Adjusting Revenues and Expenses
Accounting Cycle 166
Purpose of Adjustments
Types of Adjustments 167
Adjustment Process 168

¢ Pause for Feedback and Self-Study Quiz

166

166

177

A QUESTION OF ETHICS:

Adjustments and Incentives 179

Preparing Financial Statements
Income Statement 182
Statement of Stockholders’ Equity
183

FOCUS ON CASH FLOWS:

Cash Flows from Operations, Net Income, and the Quality of
Earnings 183

179

183
Balance Sheet

KEY RATIO ANALYSIS:
Total Asset Turnover Ratio

Closing the Books 185
End of the Accounting Cycle

185

185

e Pause for Feedback and Self-Study Quiz
188

188

End-of-Chapter Material 193

Comprehensive Problems (Chapters 1-4)

187
Post-Closing Trial Balance
Demonstration Case

219

Chapter 5

Communicating and Interpreting Accounting
Information 230

Apple Inc. 231

Understanding the Business 231

A QUESTION OF ETHICS:
The Fraud Triangle 232

Players in the Accounting Communication Process 233
Regulators (SEC, FASB, PCAOB, Stock Exchanges) 233
Managers (CEO, CFO, and Accounting Staff) 233

Board of Directors (Audit Committee) 234

Auditors 234



Information Intermediaries: Information Services and Financial
Analysts 235

FINANCIAL ANALYSIS:

Information Services and Your Job Search 237

Users: Institutional and Private Investors, Creditors, and Others 237
¢ Pause for Feedback and Self-Study Quiz 238

The Disclosure Process 238

Press Releases 238
FINANCIAL ANALYSIS:

How Does the Stock Market React to Earnings
Announcements? 239
Annual Reports and Form 10-K 239
Quarterly Reports and Form 10-Q 240
Other SEC Reports 240
A Closer Look at Financial Statement Formats and Notes
Classified Balance Sheet 241
Classified Income Statement

240

242

FINANCIAL ANALYSIS:
Statement of Comprehensive Income 243

e Pause for Feedback and Self-Study Quiz 244

KEY RATIO ANALYSIS:

Gross Profit Percentage 244
Statement of Stockholders’ Equity 245
246
Notes to Financial Statements 247
249
INTERNATIONAL PERSPECTIVE:

Differences in Accounting Methods Acceptable under IFRS and U.S.
GAAP 249

Statement of Cash Flows

Voluntary Disclosures

Return on Assets Analysis: A Framework for Evaluating Company
Performance 250
KEY RATIO ANALYSIS:

Return on Assets (ROA) 250

ROA Profit Driver Analysis and Business Strategy 251
How Transactions Affect Ratios 252

¢ Pause for Feedback and Self-Study Quiz 254

Demonstration Case 255

End-of-Chapter Material 257

Chapter 6

Reporting and Interpreting Sales Revenue,
Receivables, and Cash 282

Understanding the Business 282
Deckers Brands 283

Accounting for Net Sales Revenue 284

CONTENTS XXV

Motivating Sales and Collections 285
Credit Card Sales to Consumers 285

Sales Discounts to Businesses 285

FINANCIAL ANALYSIS:

To Take or Not to Take the Discount,
That Is the Question 286

Sales Returns and Allowances
Reporting Net Sales 287

¢ Pause for Feedback and Self-Study Quiz
289

287

288

Measuring and Reporting Receivables

Classifying Receivables 289
INTERNATIONAL PERSPECTIVE:
Foreign Currency Receivables 289

Accounting for Bad Debts 289
FINANCIAL ANALYSIS:

Bad Debt Recoveries 291
Reporting Accounts Receivable and Bad Debts 292

¢ Pause for Feedback and Self-Study Quiz 293
Estimating Bad Debts 293
Control over Accounts Receivable 295

KEY RATIO ANALYSIS:

Receivables Turnover Ratio 296

FOCUS ON CASH FLOWS:
Accounts Receivable 297

¢ Pause for Feedback and Self-Study Quiz 298
Reporting and Safeguarding Cash 299
Cash and Cash Equivalents Defined 299
Cash Management 299
Internal Control of Cash 299
A QUESTION OF ETHICS:
Ethics and the Need for Internal Control 300

Reconciliation of the Cash Accounts and the Bank Statements 300
e Pause for Feedback and Self-Study Quiz 304

305

Demonstration Case A 305

Epilogue

Demonstration Case B 306
CHAPTER SUPPLEMENT: RECORDING DISCOUNTS AND RETURNS 307
End-of-Chapter Material 308

Chapter 7

Reporting and Interpreting Cost of Goods Sold
and Inventory 332

Harley-Davidson, Inc. 333

Understanding the Business 333



XXVl CONTENTS

Nature of Inventory and Cost of Goods Sold 335

Items Included in Inventory 335

Costs Included in Inventory Purchases 336
FINANCIAL ANALYSIS:

Applying the Materiality Constraint
in Practice 336

Flow of Inventory Costs 336
Cost of Goods Sold Equation 337

¢ Pause for Feedback and Self-Study Quiz 339
Perpetual and Periodic Inventory Systems 340
Inventory Costing Methods 340
Specific Identification Method 341
Cost Flow Assumptions 341

INTERNATIONAL PERSPECTIVE:

LIFO and International Comparisons 344
Financial Statement Effects of Inventory Methods 344
Managers’ Choice of Inventory Methods 345

A QUESTION OF ETHICS:

LIFO and Conflicts between Managers' and Owners’ Interests 346

¢ Pause for Feedback and Self-Study Quiz 347

Valuation at Lower of Cost or Market (Net Realizable Value)
Evaluating Inventory Management 349
Measuring Efficiency in Inventory Management 349

348

KEY RATIO ANALYSIS:
Inventory Turnover 349

e Pause for Feedback and Self-Study Quiz 350
Inventory Methods and Financial Statement Analysis 350

FINANCIAL ANALYSIS:
LIFO and Inventory Turnover Ratio 352

¢ Pause for Feedback and Self-Study Quiz 353
Control of Inventory 353

Internal Control of Inventory 353
Errors in Measuring Ending Inventory 353

¢ Pause for Feedback and Self-Study Quiz 354
Inventory and Cash Flows 355

FOCUS ON CASH FLOWS:
Inventory 355

Demonstration Case 356
CHAPTER SUPPLEMENT A: LIFO LIQUIDATIONS 358

CHAPTER SUPPLEMENT B: FIFO AND LIFO COST OF GOODS
SOLD UNDER PERIODIC VERSUS PERPETUAL INVENTORY
SYSTEMS 359

CHAPTER SUPPLEMENT C: ADDITIONAL ISSUES IN
MEASURING PURCHASES 360

End-of-Chapter Material 362

Chapter 8

Reporting and Interpreting Property, Plant, and
Equipment; Intangibles; and Natural Resources 3883

Southwest Airlines 389

Understanding the Business 389
Acquisition and Maintenance of Plant and Equipment 391
Classifying Long-Lived Assets 391
Measuring and Recording Acquisition Cost 391
KEY RATIO ANALYSIS:
Fixed Asset Turnover 392

e Pause for Feedback and Self-Study Quiz 395
Repairs, Maintenance, and Improvements 396

FINANCIAL ANALYSIS:

WorldCom: Hiding Billions in Expenses

through Capitalization 398

¢ Pause for Feedback and Self-Study Quiz 398
Use, Impairment, and Disposal of Plant
and Equipment 398
Depreciation Concepts 398

FINANCIAL ANALYSIS:

Book Value as an Approximation of Remaining Life 400

FINANCIAL ANALYSIS:

Differences in Estimated Lives within a Single Industry 401
Alternative Depreciation Methods 401

FINANCIAL ANALYSIS:

Impact of Alternative Depreciation Methods 406

¢ Pause for Feedback and Self-Study Quiz 406

FINANCIAL ANALYSIS:
Increased Profitability Due to an Accounting Adjustment? Reading
the Notes 407
INTERNATIONAL PERSPECTIVE:
Component Allocation 407
How Managers Choose 407
A QUESTION OF ETHICS:
Two Sets of Books 408
Measuring Asset Impairment 409
Disposal of Property, Plant, and Equipment 410
¢ Pause for Feedback and Self-Study Quiz 411
Intangible Assets and Natural Resources 412
Acquisition and Amortization of Intangible Assets 412
FINANCIAL ANALYSIS:

Research and Development Costs: Not an Intangible Asset under
U.S. GAAP 415



INTERNATIONAL PERSPECTIVE:

Differences in Accounting for Tangible and Intangible Assets
Acquisition and Depletion of Natural Resources 417

FOCUS ON CASH FLOWS:

Productive Assets and Depreciation 418

FINANCIAL ANALYSIS:
A Misinterpretation 419
Demonstration Case A 420

Demonstration Case B 422

CHAPTER SUPPLEMENT: CHANGES IN DEPRECIATION
ESTIMATES 423

¢ Pause for Feedback and Self-Study Quiz 424

End-of-Chapter Material 425
Comprehensive Problem (Chapters 6-8) 450

Chapter 9
Reporting and Interpreting Liabilities 458

Understanding the Business 458

Starbucks 459
Liabilities Defined and Classified 460
Current Liabilities 461
Accounts Payable 461
KEY RATIO ANALYSIS:
Accounts Payable Turnover 462
Accrued Liabilities 462
Deferred Revenues 465
Notes Payable 466
Current Portion of Long-Term Debt 467
FINANCIAL ANALYSIS:
Refinancing Debt: Current or Long-Term
Liability? 467

Contingent Liabilities Reported on the
Balance Sheet 468

Contingent Liabilities Reported in the Footnotes 468
INTERNATIONAL PERSPECTIVE:
It's a Matter of Degree 469
Working Capital Management 470
FOCUS ON CASH FLOWS:
Working Capital and Cash Flows 470

e Pause for Feedback and Self-Study Quiz 470

Long-Term Liabilities 471
Long-Term Notes Payable and Bonds 471

INTERNATIONAL PERSPECTIVE:

Borrowing in Foreign Currencies 471

416

CONTENTS XXVII

Lease Liabilities 472
Computing Present Values 473
Present Value of a Single Amount 474
¢ Pause for Feedback and Self-Study Quiz 475
Present Value of an Annuity 475

A QUESTION OF ETHICS:
Truth in Advertising 477

Accounting Applications of Present Values 477
Demonstration Case 481

CHAPTER SUPPLEMENT A: PRESENT VALUE
COMPUTATIONS USING A CALCULATOR OR
EXCEL 482

CHAPTER SUPPLEMENT B: DEFERRED TAXES 485
End-of-Chapter Material 486

Chapter 10
Reporting and Interpreting Bond Securities 506

Amazon 507

Understanding the Business 507
Characteristics of Bond Securities
Why Issue Bonds? 508
Bond Terminology 509

508

Bond Issuance Process 510

FINANCIAL ANALYSIS:

Bond Rating Agencies and Their Assessments
of Default Risk 511

Reporting Bond Transactions 512
FINANCIAL ANALYSIS:
Bond Information from the Business Press 513
¢ Pause for Feedback and Self-Study Quiz 513
Bonds Issued at Par 514
¢ Pause for Feedback and Self-Study Quiz 515
KEY RATIO ANALYSIS:
Times Interest Earned 516
Bonds Issued at a Discount 517
¢ Pause for Feedback and Self-Study Quiz 521
Bonds Issued at a Premium 521
¢ Pause for Feedback and Self-Study Quiz 524
The Book Value of a Bond over Time 524
FINANCIAL ANALYSIS:
Zero Coupon Bonds 525

KEY RATIO ANALYSIS:
Debt-to-Equity 526



XXVIII CONTENTS

Early Retirement of Bonds 527 FOCUS ON CASH FLOWS:
FOCUS ON CASH FLOWS: Financing Activities 572
Bonds Payable 528 Demonstration Case 573

CHAPTER SUPPLEMENT: ACCOUNTING FOR OWNERS’
EQUITY FOR SOLE PROPRIETORSHIPS AND
PARTNERSHIPS 574

End-of-Chapter Material 578
Comprehensive Problem (Chapters 9-11) 596

Demonstration Case 529
CHAPTER SUPPLEMENT: ACCOUNTING FOR BONDS WITHOUT
A DISCOUNT ACCOUNT OR PREMIUM ACCOUNT 529
¢ Pause for Feedback and Self-Study Quiz 531
Bonds Issued at a Premium 532
¢ Pause for Feedback and Self-Study Quiz 534

End-of-Chapter Material 535
nd-of-Chapter Materia Chapter 12

Chapter 11 Statement of Cash Flows 600

Reporting and Interpreting Stockholders’ Equity 554 Understanding the Business 600

National Beverage Corporation 601

Understanding the Business 554 Classifications of the Statement of Cash Flows 602
Whole Foods Market 555

Ownership of a Corporation 557
Benefits of Stock Ownership 557
Authorized, Issued, and Outstanding Shares 558

Cash Flows from Operating Activities 603
Cash Flows from Investing Activities 604

Cash Flows from Financing Activities 605
Net Increase (Decrease) in Cash 605

KEY RATIO ANALYSIS: ¢ Pause for Feedback and Self-Study Quiz 605

Earnings per Share (EPS) 559 Relationships to the Balance Sheet and Income Statement 606

Common Stock Transactions 559 Preliminary Steps in Preparing the Cash Flow Statement 607
Initial Sale of Stock 560 Reporting and Interpreting Cash Flows from Operating
Sale of Stock in Secondary Markets 560 Activities 609
Stock Issued for Employee Compensation 561 Reporting Cash Flows from Operating Activities—Indirect
Repurchase of Stock 561 Method 609
¢ Pause for Feedback and Self-Study Quiz 562 INTERNATIONAL PERSPECTIVE:
Dividends on Common Stock 563 Classification of Interest on the Cash Flow Statement 613
KEY RATIO ANALYSIS: * Pause for Feedback and Self-Study Quiz 614
Dividend Yield 563 Interpreting Cash Flows from Operating Activities 614
Key Dividend Dates 564 KEY RATIO ANALYSIS:
FINANCIAL ANALYSIS: Quality of Income Ratio 615

Impact of Dividends on Stock Price 565
A QUESTION OF ETHICS:

* Pause for Feedback and Self-Study Quiz 565 Fraud and Cash Flows from Operations 616
Stock Dividends and Stock Splits 566 Reporting and Interpreting Cash Flows from
Stock Dividends 566 Investing Activities 616
Stock Splits 567 Reporting Cash Flows from Investing Activities 616

* Pause for Feedback and Self-Study Quiz 568 Interpreting Cash Flows from Investing Activities 617
Statement of Stockholders’ Equity 569 KEY RATIO ANALYSIS:

Preferred Stock Transactions 570 Capital Acquisitions Ratio 618

INTERNATIONAL PERSPECTIVE: FINANCIAL ANALYSIS:

What's in a Name? 571 Free Cash Flow 618

Dividends on Preferred Stock 571 Reporting and Interpreting Cash Flows
FINANCIAL ANALYSIS: from Financing Activities 619
Preferred Stock and Limited Voting Rights 572 Reporting Cash Flows from Financing Activities 619



Interpreting Cash Flows from Financing Activities 620
¢ Pause for Feedback and Self-Study Quiz 621
Completing the Statement and Additional
Disclosures 621
Statement Structure 621
Supplemental Cash Flow Information 622
Epilogue 623
Demonstration Case 623

CHAPTER SUPPLEMENT A: REPORTING CASH
FLOWS FROM OPERATING ACTIVITIES—DIRECT
METHOD 625

¢ Pause for Feedback and Self-Study Quiz 628

CHAPTER SUPPLEMENT B: ADJUSTMENT FOR GAINS AND
LOSSES ON SALE OF LONG-TERM ASSETS—INDIRECT
METHOD 628

CHAPTER SUPPLEMENT C: T-ACCOUNT APPROACH
(INDIRECT METHOD) 629

End-of-Chapter Material 631

Chapter 13

Analyzing Financial Statements 658

The Home Depot 659

Understanding the Business 659

The Investment Decision 663

Understanding a Company's Strategy 664
Financial Statement Analysis 666

Component Percentages and Ratio Analysis 667
Component Percentages 667

Ratio Analysis 668

Profitability Ratios 669

¢ Pause for Feedback and Self-Study Quiz 673
Asset Turnover Ratios 673

FINANCIAL ANALYSIS:
The DuPont Model 677

Liquidity Ratios 677
¢ Pause for Feedback and Self-Study Quiz 679

Solvency Ratios 679
Market Ratios 680

¢ Pause for Feedback and Self-Study Quiz 681

Interpreting Ratios and Other Analytical
Considerations 682

CONTENTS XXIX

Other Financial Information 682

A QUESTION OF ETHICS:
Insider Information 683

End-of-Chapter Material 683

Appendix A

Reporting and Interpreting Investments in Other
Corporations A-0

Graham Holdings Company A-1

Appendix B

American Eagle Outfitters, Inc., Form 10-K Annual
Report B-1

Appendix C
Urban Outfitters, Inc., Form 10-K Annual Report C-1

Appendix D
Industry Ratio Report D-0

Appendix E

Present and Future Value Tables E-1

Glossary G-1

Company Index [IND-1

Subject Index IND-5

MBA Companion (Available in McGraw-Hill
Education’s Create)

Leases, Income Taxes, and Retirement Obligations

Under Armour

Lease Overview
Income Taxes Overview
Pensions and Other Postretirement Benefits Overview






Financial
Accountin




Financial Statements
and Business Decisions

noncarbonated beverages. And apparently its strategy was a huge success: Its financial

statements reported growth in sales from $156 to $275 million in just three years. How
did this small family-run business compete with the likes of Coke and Pepsi in this growing
market? The business press suggested the first key to its success was manufacturing a broad
range of products that fit into the fastest growing “healthy” segments: flavored waters, teas,
and fruit drinks. Founder and CEO Gregory Podlucky said that an obsessive drive for quality
and efficiency was just as critical. Matching customers’ concerns for the environment and
healthy living, Le-Nature's was praised as one of the first companies to switch to environmen-
tally friendlier PET plastic bottles and to employ safe in-bottle pasteurization. Its 21st-century
manufacturing operation in Latrobe, Pennsylvania, produced everything that goes into its
products, from the injection-molded PET bottles to the final packaging. Complete control over
the whole process assures quality and provides the flexibility to respond quickly to changes
in customers’ demands. When convenience stores moved to larger-sized drinks or school caf-
eterias switched from carbonated beverages to healthier drinks, Le-Nature's could change its
production to meet the customers’ needs. In August, the company opened a second new state-
of-the-art manufacturing facility in Arizona to meet the apparent growing demand.

But here is the twist: Just three short months later, investigators discovered that Le-Nature's
phenomenal sales growth was more fiction than fact. How could this seeming success story
portrayed in the financial statements really be one of the most remarkable frauds in history?

Chapter 1 concentrates on the key financial statements that businesspeople rely upon
when they evaluate a company’s performance as well as the importance of accurate financial
statements in making our economic system work. We discuss these issues in the context of
Le-Nature's rise and fall.

Accounting knowledge will be valuable to you only if you can apply it in the real world.
Learning is also easier when it takes place in real contexts. So at the beginning of each chap-
ter we always provide some background about the business that will provide the context for
the chapter discussion.

| e-Nature’s Inc. designed its business strategy to ride the growing wave of interest in

Learning Objectives

After studying this chapter, you should be able to:

11 Recognize the information conveyed in each of the four basic financial
statements and the way that it is used by different decision makers
(investors, creditors, and managers).

1-2 |dentify the role of generally accepted accounting principles (GAAP) in
determining financial statement content and how companies ensure the
accuracy of their financial statements.
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UNDERSTANDING THE BUSINESS

Le-Nature’s Inc., our focus company for this chapter, was founded by Gregory
Podlucky and his brother Jonathan, who initially were the sole owners or
stockholders of the company. They were also the managers of the company.
Using expertise gained working at their parents’ brewery (Stoney’s Beer), the
brothers were early believers in the trend toward healthier, noncarbonated bev-
erages. Like most entrepreneurs, their growth ambitions quickly outpaced their
own financial resources. So they turned to banks, including Wells Fargo Bank
and other lenders, to finance additional manufacturing facilities and equipment.
Different units of Wells Fargo continued to arrange lending to Le-Nature's as the
need arose, becoming its largest lender or creditor. Creditors make money on
the loans by charging interest. The Podluckys also convinced others to buy stock
in Le-Nature’s. These individuals became part owners or stockholders along with
the Podluckys. They hoped to receive a portion of what the company earned in
the form of cash payments called dividends and to eventually sell their share of
the company at a higher price than they paid. Creditors are more willing to lend
and stock prices usually rise when creditors and investors expect the company
to do well in the future. Both groups often judge future performance based on
information in the company’s financial statements.

The Accounting System

Managers (often called internal decision makers) need information about the
company's business activities to manage the operating, investing, and financing
activities of the firm. Stockholders and creditors (often called external decision
makers) need information about these same business activities to assess whether

FOCUS COMPANY:

Le-Natures Inc.

USING FINANCIAL STATEMENT
INFORMATION TO MANAGE
GROWTH
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The Accounting System
and Decision Makers

ACCOUNTING

A system that collects and
processes (analyzes, measures,
and records) financial information
about an organization and reports
that information to decision
makers.

Accounting System

/\

Financial Accounting Reports Managerial Accounting Reports
Periodic financial statements Detailed plans and
and related disclosures continuous performance reports
: provided to :
A4 A
External Decision Makers Internal Decision Makers
Evaluate the company Run the company

iy

Creditors Investors
Managers

the company will be able to pay back its debts with interest and pay dividends. All busi-
nesses must have an accounting system that collects and processes financial information
about an organization's business activities and reports that information to decision makers.
Le-Nature’s business activities included:

¢ Financing Activities: borrowing or paying back money to lenders and receiving additional
funds from stockholders or paying them dividends.

 Investing Activities: buying or selling items such as plant and equipment used in the pro-
duction of beverages.

e Operating Activities: the day-to-day process of purchasing raw tea and other ingredients
from suppliers, manufacturing beverages, delivering them to customers, collecting cash
from customers, and paying suppliers.

Exhibit 1.1 outlines the two parts of the accounting system. Internal managers typically
require continuous, detailed information because they must plan and manage the day-to-day
operations of the organization. Developing accounting information for internal decision mak-
ers, called managerial or management accounting, is the subject of a separate accounting
course. The focus of this text is accounting for external decision makers, called financial
accounting, and the four basic financial statements and related disclosures that are periodi-
cally produced by that system.

Why Study Financial Accounting?

No matter what your business career goals, you can't get away from financial accounting. You
may want to work for an investment firm, a bank, or an accounting firm that would be involved in
the financing of companies like Le-Nature's. We will focus much of our discussion on the per-
spectives of investors, creditors, and preparers of financial statements. However, you might
not be aware that managers within the firm also make direct use of financial statements. For
example, marketing managers and credit managers use customers’ financial statements to
decide whether to extend credit to their customers. Supply chain managers analyze suppliers’
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financial statements to see whether the suppliers have the resources to meet demand and invest
in future development. Both the employees’ unions and company human resource managers
use financial statements as a basis for contract negotiations over pay rates. Financial statement
figures even serve as a basis for calculating employee bonuses. Regardless of the functional area
of management in which you are employed, you will use financial statement data.

We begin with a brief but comprehensive overview of the information reported in the four
basic financial statements and the people and organizations involved in their preparation
and use. This overview provides a context in which you can learn the more detailed material
presented in the chapters that follow. Then we will discuss the parties that are responsible
for the accuracy of financial statements as well as the consequences of misstated financial
statements. Le-Nature's stockholders and creditors used its financial statements to learn
more about the company before making their investment and lending decisions. In doing so,
they assumed that the statements accurately represented Le-Nature’s financial condition.

Your Goals for Chapter 1

To understand the way in which creditors and stockholders used Le-Nature’s financial state-
ments, we must first understand what specific information is presented in the four basic
financial statements for a company such as Le-Nature's. PLEASE NOTE: Rather than trying
to memorize the definitions of every term used in this chapter, try to focus your attention
on learning the general content, structure, and use of the statements. Specifically:

e Content: the categories of items (often called elements) reported on each of the four
statements.

e Structure: the equation that shows how the elements within the statement are organized
and related.

e Use: how the information is used by stockholders and creditors to make investment and
lending decisions.

The Pause for Feedback-Self-Study Quizzes at key points in the chapter will help you
assess whether you have reached these goals. Remember that since this chapter is an over-
view, each concept discussed here will be discussed again in Chapters 2 through 5.

ORGANIZATION of the Chapter

Responsibilities for the

The Four Basic Financial Accounting Communication

Statements: An Overview

Process
I I
¢ Balance Sheet e Generally Accepted Accounting
¢ Income Statement Principles
e Statement of Stockholders’ Equity e Ensuring the Accuracy of
e Statement of Cash Flows Financial Statements
¢ Relationships Among the
Statements

¢ Notes and Financial Statement
Formats
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LEARNING OBJECTIVE 1-1

Recognize the information
conveyed in each of the four
basic financial statements
and the way that it is used
by different decision makers
(investors, creditors, and
managers).

BALANCE SHEET
(STATEMENT OF FINANCIAL
POSITION)

Reports the amount of assets,
liabilities, and stockholders’
equity of an accounting entity at a
point in time.

Balance
Sheet
Assels

Liabilities
+
Stockholders’
Equity

ACCOUNTING ENTITY
The organization for which
financial data are to be collected.

BASIC ACCOUNTING
EQUATION (BALANCE
SHEET EQUATION)
Assets = Liabilities +
Stockholders’ Equity.

Financial Statements and Business Decisions

THE FOUR BASIC FINANCIAL STATEMENTS:
AN OVERVIEW

Four financial statements are normally prepared by profit-making organizations for use by
investors, creditors, and other external decision makers.

1. On its balance sheet, L.e-Nature’s reports the economic resources it owns and the sources
of financing for those resources.

2. On its income statement, Le-Nature’s reports its ability to sell goods for more than their
cost to produce and sell.

3. On its statement of stockholders’ equity, Le-Nature’s reports additional contributions or
payments to investors and the amount of income the company reinvested for future growth.

4. On its statement of cash flows, Le-Nature’s reports its ability to generate cash and how it
was used.

The four basic statements can be prepared at any point in time (such as the end of the year,
quarter, or month) and can apply to any time span (such as one year, one quarter, or one month).
Like most companies, Le-Nature’s prepared financial statements for external users (investors
and creditors) at the end of each quarter (known as quarterly reports) and at the end of the
year (known as annual reports).

The Balance Sheet

The purpose of the balance sheet is to report the financial position (amount of assets, liabili-
ties, and stockholders’ equity) of an accounting entity at a particular point in time. We can learn
a great deal about what the balance sheet reports just by reading the statement from the top. The
balance sheet Le-Nature’s Inc. presented to creditors and stockholders is shown in Exhibit 1.2.

Structure
Notice that the heading specifically identifies four significant items related to the statement:

1. Name of the entity, Le-Nature’s Inc.

2. Title of the statement, Balance Sheet.

3. Specific date of the statement, At December 31, 2012.
4. Unit of measure, (in millions of dollars).

The organization for which financial data are to be collected, called an accounting entity, must
be precisely defined. On the balance sheet, the business entity itself, not the business owners,
is viewed as owning the resources it uses and being responsible for its debts. The heading of
each statement indicates the time dimension of the report. The balance sheet is like a finan-
cial snapshot indicating the entity’s financial position at a specific point in time—in this case,
December 31, 2012—which is stated clearly on the balance sheet. Financial reports are nor-
mally denominated in the currency of the country in which they are located. U.S. companies
report in U.S. dollars, Canadian companies in Canadian dollars, and Mexican companies in
Mexican pesos. Le-Nature’s statements report in millions of dollars. That is, they round the last
six digits to the nearest million dollars. The listing of Cash $10.6 on Le-Nature’s balance sheet
actually means $10,600,000.

Notice that Le-Nature’s balance sheet has three major captions: assets, liabilities, and stock-
holders’ equity. The basic accounting equation, often called the balance sheet equation,
explains their relationship:

Assets Liabilities + Stockholders’ Equity

Economic resources
(e.g., cash, inventory, buildings)

Financing from creditors
(e.g., amounts owed to
suppliers, employees, banks)

Financing from stockholders
(e.g., common stock,
retained earnings)



LE-NATURE'S INC.*
Balance Sheet
At December 31, 2012
(in millions of dollars)
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EXPLANATION
Name of the entity
Title of the statement
Specific date of the statement

Unit of measure Balance Sheet

Assets: Resources controlled by the company
Cash $ 10.6 | Amount of cash in the company’s bank accounts
Accounts receivable 6.6 | Amounts owed by customers from prior sales
Inventories 51.2 | Ingredients and beverages ready for sale
Property, plant, and equipment 459.0 | Factories, production equipment, and land
Total assets $527.4 | Total amount of company’s resources
Liabilities and stockholders’ equity: Sources of financing for company’s resources
Liabilities Financing supplied by creditors
Accounts payable $ 26.0 | Amounts owed to suppliers for prior purchases
Notes payable to banks 381.7 | Amounts owed to banks on written debt contracts
Total liabilities 407.7
Stockholders’ equity Financing provided by stockholders
Common stock 55.7 | Amounts invested in the business by stockholders
Retained earnings 64.0 | Past earnings not distributed to stockholders
Total stockholders’ equity 119.7
Total liabilities and stockholders’ equity $527.4 | Total sources of financing for company’s resources

The notes are an integral part of these financial statements.

The basic accounting equation shows what we mean when we refer to a company’s financial
position: the economic resources that the company owns and the sources of financing for those
resources.

Elements

Assets are the economic resources owned by the entity. Le-Nature’s lists four items under
the category Assets. The exact items listed as assets on a company’s balance sheet depend
on the nature of its operations. But these are common names used by many companies.
The four items listed by Le-Nature’s are the economic resources needed to manufacture
and sell beverages to retailers and vending companies. Each of these economic resources
is expected to provide future benefits to the firm. To prepare to manufacture the bever-
ages, Le-Nature’s first needed cash to purchase land on which to build factories and
install production machinery (property, plant, and equipment). Le-Nature’s then began
purchasing ingredients and producing beverages, which led to the balance assigned to
inventories. When Le-Nature’s sells its beverages to grocery stores and others, it sells
them on credit and receives promises to pay called accounts receivable, which are col-
lected in cash later.

Every asset on the balance sheet is initially measured at the total cost incurred to acquire
it. Balance sheets do not generally show the amounts for which the assets could currently
be sold.

Liabilities and stockholders’ equity are the sources of financing for the compa-
ny’s economic resources. Liabilities indicate the amount of financing provided by
creditors. They are the company’s debts or obligations. Under the category Liabilities,
Le-Nature’s lists two items. The accounts payable arise from the purchase of goods

© Adrian Bradshaw/EPA/Newscom

*Le-Nature’s statements have been simplified for purposes of our discussion.
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or services from suppliers on credit without a formal written contract (or a note). The
notes payable to banks result from cash borrowings based on a formal written debt con-
tract with banks.

Stockholders’ equity indicates the amount of financing provided by owners of the busi-
ness and reinvested earnings.! The investment of cash and other assets in the business by
the stockholders is called common stock. The amount of earnings (profits) reinvested in the
business (and thus not distributed to stockholders in the form of dividends) is called retained
earnings.

In Exhibit 1.2, the Stockholders’ Equity section reports two items. The founders and other
stockholders’ investment of $55.7 million is reported as common stock. Le-Nature’s total earn-
ings (or losses incurred) less all dividends paid to the stockholders since formation of the cor-
poration equals $64 million and is reported as retained earnings. Total stockholders’ equity is
the sum of the common stock plus the retained earnings.

FINANCIAL . ... Interpreting Assets, Liabilities, and Stockholders’

ANALYSIS -~ Equity on the Balance Sheet

Assessment of Le-Nature’s assets was important to its creditors, Wells Fargo Bank and others, and its
stockholders because assets provide a basis for judging whether the company has sufficient resources
available to operate. Assets are also important because they could be sold for cash in the event that
Le-Nature’s went out of business.

Le-Nature’s debts are important because creditors and stockholders are concerned about whether the
company has sufficient sources of cash to pay its debts. Le-Nature’s debts were also relevant to Wells
Fargo Bank’s decision to lend money to the company because existing creditors share its claim against
Le-Nature’s assets. If a business does not pay its creditors, the creditors may force the sale of assets suf-
ficient to meet their claims. The sale of assets often fails to cover all of a company’s debts, and some
creditors may take a loss.

Le-Nature’s stockholders’ equity is important to Wells Fargo Bank because creditors’ claims legally
come before those of owners. If Le-Nature’s goes out of business and its assets are sold, the proceeds of
that sale must be used to pay back creditors before the stockholders receive any money. Thus, creditors
consider stockholders’ equity a protective “cushion.”

PAUSE FOR FEEDBACK

We just learned the balance sheet is a statement of financial position that reports dollar amounts for
a company’s assets, liabilities, and stockholders’ equity at a specific point in time. These elements are
related in the basic accounting equation: Assets = Liabilities + Stockholders’ Equity. Before you
move on, complete the following questions to test your understanding of these concepts.

SELF-STUDY QUIZ

1. Le-Nature’s assets are listed in one section and liabilities and stockholders’ equity in
another. Notice that the two sections balance in conformity with the basic accounting

'A corporation is a business that is incorporated under the laws of a particular state. The owners are called
stockholders or shareholders. Ownership is represented by shares of capital stock that usually can be bought and
sold freely. The corporation operates as a separate legal entity, separate and apart from its owners. The stockholders
enjoy limited liability; they are liable for the debts of the corporation only to the extent of their investments. Chapter
Supplement A discusses forms of ownership in more detail.
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equation. In the following chapters, you will learn that the basic accounting equation is the
basic building block for the entire accounting process. Your task here is to verify that total
assets ($527.4 million) is correct using the numbers for liabilities and stockholders’ equity
presented in Exhibit 1.2.

2. Learning which items belong in each of the balance sheet categories is an important first
step in understanding their meaning. Without referring to Exhibit 1.2, mark each balance
sheet item in the following list as an asset (A), a liability (L), or a stockholders’ equity (SE)
1tem.

Accounts payable

Accounts receivable
______Cash

Common stock

__ Property, plant, and equipment
Inventories

Notes payable
Retained earnings

After you have completed your answers, check them below.

The Income Statement
Structure

The income statement (statement of income, statement of earnings, statement of operations,
statement of comprehensive income?) reports the accountant’s primary measure of perfor-
mance of a business, revenues less expenses during the accounting period. While the term
profit is used widely for this measure of performance, accountants prefer to use the technical
terms net income or net earnings. Le-Nature’s net income measures its success in selling bev-
erages for more than the cost to generate those sales.

A quick reading of Le-Nature’s income statement (Exhibit 1.3) indicates a great deal about
its purpose and content. The heading identifies the name of the entity, the title of the report,
and the unit of measure used in the statement. Unlike the balance sheet, however, which reports
as of a certain date, the income statement reports for a specified period of time (for the year
ended December 31, 2012). The time period covered by the financial statements (one year
in this case) is called an accounting period. Notice that Le-Nature’s income statement has
three major captions: revenues, expenses, and net income. The income statement equation that
describes their relationship is:

Revenues - Expenses = Net Income

(Cash and promises received from
delivery of goods and services)

(Resources used to earn
period’s revenues)

(Revenues earned minus
expenses incurred)

Elements

Companies earn revenues from the sale of goods or services to customers (in Le-Nature’s
case, from the sale of beverages). Revenues normally are amounts expected to be received for
goods or services that have been delivered to a customer, whether or not the customer has
paid for the goods or services. Retail stores such as Walmart and McDonald’s often receive
cash from consumers at the time of sale. However, when Le-Nature’s delivers its beverages to
retail stores, it receives a promise of future payment called an account receivable, which later is

1. Assets ($527.4) = Liabilities ($407.7) + Stockholders’ Equity ($119.7) (in millions).
2.L, A, A, SE, A, A, L, SE (reading down the columns).

2Comprehensive income is sometimes presented in a separate statement. This advanced topic is discussed in Chapter 5.
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INCOME STATEMENT
(STATEMENT OF

INCOME, STATEMENT OF
EARNINGS, STATEMENT OF
OPERATIONS, STATEMENT
OF COMPREHENSIVE
INCOME)

Reports the revenues less the
expenses of the accounting
period.

ACCOUNTING PERIOD
The time period covered by the
financial statements.

\ncome
Statement

Revenues
— Expenses

Net \ncome

Solutions to

SELF-STUDY QUIZ





