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Lecture Videos
Edmonds’ Connect Plus Accounting Lecture Videos, 
new to this edition, teach each chapter’s core learning 
objectives and concepts through an engaging, 
hands-on presentation, bringing the text content to 
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team and have the touch and feel of a live lecture, as 
opposed to a canned presentation. Paired with self 
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eBook
Connect Plus includes a media-rich eBook that 
allows you to share your notes with your students. 
Your students can insert and review their own notes, 
highlight the text, search for specific information, and 
interact with media resources. Using an eBook with 
Connect Plus gives your students a complete digital 
solution that allows them to access their materials 
from any computer. 

End-of-Chapter Material
McGraw-Hill Education redesigned the student interface 
for our end-of-chapter assessment content. The new 
interface provides improved answer acceptance to 
reduce students’ frustration with formatting issues (such 
as rounding), and, for select questions, provides an 
expanded table that guides students through the process 
of solving the problem. Many questions have been 
redesigned to more fully test students’ mastery of the 
content. 
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providing single sign-on to access all Connect Plus assignments and automatic 
feeding of assignment results to the Blackboard grade book.
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  This book is dedicated to our students, whose questions have so frequently 

caused us to reevaluate our method of presentation that they have, 

in fact, become major contributors to the development of this text.  
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 NOTE FROM THE AUTHORS 
 ● LECTURE VIDEOS: A SEA CHANGE IN 

INSTRUCTIONAL METHODOLOGY 
 We are excited to announce the availability of instructional videos that explain 
the content associated with every learning objective introduced throughout the 
text.  These videos have been d  e  veloped by a member of the author team and 
are available when assigned through McGraw-Hill Connect   Plus   Accounting.  
They have the touch and feel of a live lecture as opposed to a canned PowerPoint 
presentation. The benefits are enormous. Videos allow students to pause for con-
templation and note-taking. They permit students to repeat difficult concepts or 
fast-forward through content they have mastered. In other words, videos enable 
self-paced learning. No longer is the lecture too fast for some and too slow for 
others. Now the lecture satisfies the needs of each individual student. 

 Many accounting educators have taught in professional exam prep courses 
that make extensive use of video lectures. Now you can bring that prep course 
learning approach into your everyday classroom. You can use the videos we pro-
vide to transform the traditional classroom from a passive listening exercise into 
an active learning experience. Here are some examples of how you can use 
 instructional videos to improve the classroom environment. 

•  Flip courses 
 Instructional videos enable instructors to flip the traditional teaching model. 
Specifically, instead of providing a lecture in class and then assigning homework, 
 flip courses  deliver the lecture at home and use the classroom as a place for stu-
dents to work problems and ask questions. The teacher’s function moves from 
lecturer to coach and tutor. Without a requirement to deliver a lecture, the in-
structor is free to tutor students in small groups or individually. Instruction be-
comes more focused and individualized. Indeed, when coupled with  Connect  ®  
technology, instructors can obtain real-time feedback that allows them to iden-
tify and approach specific students who are having difficulty without disturbing 
those students who are able to digest the material independently. 

•  Competency-based learning courses 
 Video instruction enables the implementation of a competency-based grading 
system. Since learning is self-paced, grades can be assigned on the basis of how 
deep students go into the content as opposed to an averaging approach. For ex-
ample, content could be divided into modules. Grades could be assigned based on 
the number of modules completed successfully. Weaker students could repeat 
lower-level modules, while stronger students move on to more advanced topics. 
When you are no longer forced to move students through your class in a lock-step 
fashion, the potential for improving the learning environment is virtually limitless. 

 There are many different competency-based models that can be applied to 
introductory accounting. At this point, our objective is to introduce the general 
possibilities for improving learning. If you are interested in developing a specific 
competency-based approach for your classroom, you can speak directly with a 
member of the author team who has used videos in a variety of settings (contact 
information is provided on the following page). Standardized lesson plans that 
can be adapted for use in your individual classroom are available upon request. 
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•  Mass section courses 
 Many schools deliver live lectures to mass section classes. Students then break 
into small groups that are led by teaching assistants or adjunct faculty. While this 
approach is cost-effective, it frequently results in dissatisfaction. Students often 
find it difficult to see and hear in large lecture halls. Also, the lecture must be set 
at an average pace which by its nature is too fast for many students and too slow 
for others. Prerecorded video lectures resolve these issues. They enable stu-
dents to study the lecture before class. They can then bring questions about the 
lecture to the breakout sessions. Since videos eliminate the need for mass lec-
tures, there is more time for students to meet in small groups where they are 
able to receive more individualized attention. 

•  Distance learning courses 
 One of the fastest-growing markets in higher education today is Internet-based 
courses. Many students struggle with these courses. Generally, they would prefer 
to learn from a lecture but due to timing or location are unable to attend class. 
Prerecorded video lectures solve this problem by allowing students to access lec-
tures on demand. Until now, the only way to provide video coverage was for the 
instructor to make personal recordings. Anyone who has tried this knows it is a 
time-consuming activity. We offer a standardized turnkey course that is composed 
of prerecorded instructional videos, self-assessment quizzes, and  instructor-generated 
evaluative exams. The instructor simply selects the learning objectives to be covered. 
There is no simpler way to develop a distance learning course. 

•  Supplement your traditional lecture-based course 
 You do not have to change the way you teach your class to reap many of the 
benefits available from video instruction. Students who have to miss class or who 
have trouble comprehending certain concepts can benefit from watching video 
lectures. Also, many students who attend class will be able to build confidence 
by watching videos that reinforce the concepts presented in class. Since the vid-
eos are tied directly to the learning objectives, you can develop a specific plan 
for students who are struggling with specific topics. Alternatively, you may offer 
video instruction to enable advanced students to cover additional topics. 

 These are only a few opportunities made possible by video lectures. If you 
would like to discuss these or other possible applications, please contact Chris 
Edmonds at  ce  d  monds@gmail.com . 
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WHAT WE DID TO MAKE IT BETTER

 As discussed in the “Note from the Authors” this text has been revised to in-
clude video lectures that provide coverage of all of the learning objectives 
included in the text. These videos have been developed by a member of the 
author team and have the touch and feel of a live lecture as opposed to a 
canned PowerPoint presentation. The videos provide unparalleled opportuni-
ties for instructional innovation including the development of flip courses, 
distance learning courses, and competency-based teaching. The videos can 
also be used in traditional courses to help students who need additional in-
struction. For example, students who are unable to keep up in class or who 
have to miss class now have a video lecture that can be used to catch up. The 
videos can be assigned to individual students or to the class as a whole 
through McGraw-Hill  Connect Plus . The instructor has complete control over 
student access to video content and the accompanying self-assessment 
quizzes. 

 Specific chapter changes: 

  Chapter 1 An Introduction to Accounting  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Organized coverage of the statement of cash flows into a separate learning 

objective. 
  •  Revised coverage of the closing process. Developed a modular approach that 

allows you to skip coverage of the subject or to place greater emphasis on the 
topic depending on your preference. 

  •  Revised the  Curious Accountant  feature using new high-profile companies and 
products. 

  •  Updated  Focus on International Issues  textbox with new high-profile 
companies. 

  •  New  Reality Bytes  content. 
  •  Updated real-world financial statements in  The Financial Analyst  content. 
  •  Updated exercises, problems, and cases. 

  Chapter 2 Accounting for Accruals and Deferrals  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Revised learning objectives and content to more equally distribute material 

between Sections 1 and 2. 
  •  Revised content to highlight the relationship between the initial transaction 

and the associated adjusting entries for supplies, prepaid items, and unearned 
revenues. The revised content also eliminated redundancies and improved 
clarity. 

  •  Revised the  Curious Accountant  feature using new high-profile companies and 
products. 

  •  New  Reality Bytes  content. 
  •  Reorganized exercises and problems to match the sequence of learning objec-

tives as presented in  the chapter.  
  •  Updated exercises, problems, and cases. 
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  Chapter 3 The Double-Entry Accounting System  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Revised the  Curious Accountant  feature using new high-profile companies and 

products. 
  •  Updated industry ratios and other real-world data in  The Financial Analyst  

content. 
  •  Updated exercises, problems, and cases. 

  Chapter 4 Accounting for Merchandising Businesses  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Combined the learning objective associated with gains and losses with the 

learning objective related to the multistep income statement. Also, combined 
the learning objective associated with inventory shrinkage with the learning 
objective related to transportation cost, cash discounts, and purchase returns 
and allowances. Related content was moved to appropriate parts of the 
chapter. 

  •  New  Reality Bytes  content. 
  •  Updated real-world financial statements associated with  The Curious 

Accountant  content. 
  •  Reorganized exercises and problems to match the sequence of learning objec-

tives as presented in  the chapter.  
  •  Updated exercises, problems, and cases. 

  Chapter 5 Accounting for Inventories  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Revised the  Curious Accountant  feature using new high-profile companies and 

products. 
  •  Updated  Focus on International Issues  content. 
  •  Updated industry ratios and other real-world data in  The Financial Analyst  

content. 
  •  Updated exercises, problems, and cases. 

  Chapter 6 Internal Control and Accounting for Cash  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  New  Curious Accountant  content .  
  •  New  Reality Bytes  content. 
  •  Updated exercises, problems, and cases. 

  Chapter 7 Accounting for Receivables  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Updated  Curious Accountant  content .  
  •  Combined the learning objective associated with the introduction of the al-

lowance method with the learning objective related to estimating uncollect-
ible accounts expense using the percent of revenue method. Related content 
was rewritten. 
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  •  Created a separate learning objective for aging of accounts receivable. 
  •  New  Reality Bytes  content. 
  •  Updated industry ratios and other real-world data in  The Financial Analyst  

content. 
  •  Updated exercises, problems, and cases. 

  Chapter 8 Accounting for Long-Term Operational Assets  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  New  Curious Accountant  content. 
  •  Created separate learning objectives for straight-line, double-declining- 

balance, and units-of-production depreciation methods. Also, created separate 
learning objectives for identifying and determining the cost of intangible as-
sets versus recognizing amortization expense. 

  •  Created a separate learning objective for aging of accounts receivable. 
  •  Updated  Reality Bytes  content. 
  •  Updated industry ratios and other real-world data in  The Financial Analyst  

content. 
  •  Updated exercises, problems, and cases. 

  Chapter 9 Accounting for Current Liabilities and Payroll  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Updated  Curious Accountant  content .  
  •  Updated  Reality Bytes  content. 
  •  Updated industry ratios and other real-world data in  The Financial Analyst  

content. 
  •  Updated exercises, problems, and cases. 

  Chapter 10 Accounting for Long-Term Debt  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Created separate learning objectives for the treatment of bond discounts and 

premiums under both the straight-line and the effective interest rate methods 
of amortization. 

  •  New  Curious Accountant  content .  
  •  Updated  Reality Bytes  content. 
  •  Updated industry ratios and other real-world data in  The Financial Analyst  

content. 
  •  Updated exercises, problems, and cases. 

  Chapter 11 Proprietorships, Partnerships, and Corporations  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Created separate learning objectives for the treatment of bond discounts and 

premiums under both the straight-line and the effective interest rate methods 
of amortization. 

  •  Revised the  Curious Accountant  feature using new high-profile companies and 
products. 

  •  New  Reality Bytes  content. 
  •  Updated  Focus on International Issues  content. 
  •  Updated real-world data in  The Financial Analyst  content. 
  •  Updated exercises, problems, and cases. 

x Fundamental Financial Accounting Concepts 
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  Chapter 12 Statement of Cash Flows  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  New  Curious Accountant  content. 
  •  New  Reality Bytes  content. 
  •  Updated real-world data in  The Financial Analyst  content. 
  •  Updated exercises, problems, and cases. 

  Chapter 13 Financial Statement Analysis (Available online in the   Connect   
Library)  
  •  Added video lectures and self-assessment quizzes for each learning objective. 
  •  Revised learning objectives. 
  •  New  Curious Accountant  content. 
  •  Reorganized exercises and problems to match the sequence of learning objec-

tives as presented in the chapter. 
  •  Updated exercises, problems, and cases. 

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

 HOW DOES THE BOOK  

  The Curious Accountant  

 Jason recently purchased a new Ford automobile from a 

dealer near his home. When he told his friend Ryan that 

he was able to purchase the car for $1,000 less than the 

sticker price, Ryan told Jason he had gotten a lousy deal. 

“Everybody knows there is a huge markup on cars,” 

Ryan said. “You could have gotten a much lower price if 

you’d shopped around.” 

  Jason responded, “If there is such a big profit margin 

on cars, why did so many of the car manufacturers get into financial trouble?” Ryan told him that he was confus-

ing the maker of the car with the dealer. Ryan argued that although the manufacturers may not have high profit 

margins, the dealers do, and told him again that he had paid too much. 

  Exhibit 4.1 presents the income statements for  AutoNation, Inc. , and  Ford Motor Company . Based on 

these statements, do you think either of these guys is correct? For example, if you pay $20,000 for a vehicle from 

a dealership operated by AutoNation, the largest auto retailer in the United States, how much did the car cost the 

company? Also, how much did the car cost the Ford Motor Company to manufacture? (Answers on 

page 236.) 

FPOFPOOFPOOO
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e guys is correct?? For example, if you pay $20,000 for a vehicle from hinkk either of these

gest auto retailer in the United States, how much did the car cost the AututoNation, the larg

cost the Ford Motor Company to manufacture? (Answers on uch did the car  As data from the income statement for 

 AutoNation show, automobile dealers 

do not have big markups on the cars they sell. The new vehicles the company sold for $9,949.6 million in 2013 cost the 

company $9,333.2 to purchase, resulting in a gross margin of $616.4, or 6.2 percent. In other words, if you bought an 

“average” car from AutoNation for $20,000, the company’s gross profit on it was only $1,240 ($20,000  3  .062), mean-

ing it paid Ford $18,760 ($20,000  2  $1,240). Furthermore, the company still had other expenses to pay besides its cost 

of goods sold. In 2013, only 2.1 percent of each dollar of AutoNation’s sales was net profit ($374.9  4  $17,517.6). 

 Remember, the amount shown for sales on AutoNation’s income statement is based on what customers actually paid for 

the cars the company sold, not the “sticker price.” 

 Meanwhile, if Ford sold the car to AutoNation for $18,760, it earned a 10.1 percent gross margin on the sale, or $1,895 

[$14,135  4  $139,369  5  10.1%; ($139,369  2  $125,234  5  $14,135)] [$18,760  3  .101  5  $1,895]. Like AutoNation, Ford 

still had other expenses to pay for besides the cost of goods sold. In 2013, Ford earned 4.9 percent of net profit on each 

dollar of sales ($7,155  4  $146,917). 

Most consumers significantly overestimate the profit margins of the companies from which they buy goods. Retail-

Answers to The Curious Accountant 

edm25907_ch04_212-273.indd Page 236  23/07/14  3:26 PM user1 /207/MH02192/edm25907_disk1of1/0078025907/edm25907_pagefiles

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

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

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

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

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

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

Do not be overwhelmed by the differences between IFRS and GAAP. 
There are many more rules that are alike than are different. A person who 
has a reasonable understanding of U.S. GAAP should be able to read fi-
nancial statements prepared under IFRS without too much difficulty. If you are interested in more detailed, up-to-date information about IFRS 
versus GAAP, the large international accounting firms have websites that can help. Two examples are: www.iasplus.com, which is presented 
by the firm of Deloitte Touche Tohmatsu, and www.kpmg.com/global/en/topics/global-ifrs-institute/, which is presented by the firm of KPMG.
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 ● FOCUS ON INTERNATIONAL ISSUES 
 These boxed inserts expose students to IFRS and other inter-
national issues in accounting. 
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 CORPORATE GOVERNANCE 

  THE FINANCIAL ANALYST  

 Corporate governance is the set of relationships between the board of directors, management, share-
holders, auditors, and other stakeholders that determine how a company is operated. Clearly, financial 
analysts are keenly interested in these relationships. This section discusses the key components of 
corporate governance. 
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 ● THE FINANCIAL ANALYST 
 Financial statement analysis is highlighted 
in each chapter under this heading. 

Asset Exchange Transactions

 CHECK YOURSELF 3.1

What are the three sources of assets? Which accounts are debited and credited when a business 
acquires an asset?

Answer The three sources of assets are creditors, investors, and earnings. When a company ac-
quires an asset, the asset account is debited and the source account is credited. For example, if a 
company earns revenue on account, the Receivables account is debited and the Revenue account is 
credited.
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● CHECK YOURSELF 
 These short question/answer features occur at the end 
of each main topic and ask students to stop and think 
about the material just covered. The answer follows to 
provide immediate feedback before students go on to a 
new topic. 

REALITY BYTES
Do all accounting systems require using debits and 
credits? The answer is a definite no. Many small busi-
nesses use a single-entry system. A checkbook con-
stitutes a sufficient accounting system for many 
business owners. Deposits represent revenues, and 
payments constitute expenses. Many excellent auto-
mated accounting systems do not require data entry 
through a debit/credit recording scheme.  QuickBooks 
is a good example of this type of system. Data are 
entered into the QuickBooks software program 
through a user-friendly computer interface that does 
not require knowledge of debit/credit terminology. 
Even so, the QuickBooks program produces traditional 
financial reports such as an income statement, bal-
ance sheet, and statement of cash flows. How is this 
possible? Before you become too ingrained in the 
debit/credit system, recall that throughout the first two chapters of this text, we illustrated accounting records without using debits and cred-
its. Financial reports can be produced in many ways without using a double-entry system. Having recognized this point, we also note that the 
vast majority of medium- to large-size  companies use the double-entry system. Indeed, debit/credit termi nology is a part of common culture. 
Most people have an understanding of what is happening when a business tells them that their account is being debited or credited. It is 
important for you to embrace the double-entry system as well as other financial reporting systems.
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● REALITY BYTES 
 This feature expands on the topics by showing how 
companies use the concepts discussed in the chapter to 
make real-world business decisions. 
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HOW DOES THE BOOK 

● ANNUAL REPORTS 
 The 2013 annual report for Target Corporation is shown in 
Appendix B. 

 Business Application Problems related to the annual re-
port are included at the end of each chapter. 

 A financial statement analysis project for the annual re-
port is located in Appendix D. Also, a general purpose annual 
report project is included for instructors to assign for any 
company. 
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MOTIVATE STUDENTS? 

APPENDIX B

699

  PORTION OF THE FORM 10-K FOR TARGET 
CORPORATION  

  This appendix contains a portion of  the Form 10-K for the Target Corporation that 
was filed with the Secur  i  ties and Exchange Commission on March   1  4  , 201  4  . The docu-
ment included in this appendix is Target’s a  n  nual r  e  port, which was included   as a part
of  its complete Form 10-K for the company’s fiscal year ended   February     1  , 201  4  .   
Throughout this text this is referred to as the co  m  pany’s   201  3   fiscal year.  

This document is included for illustrative purposes, and it is intended to be used for 
educational purposes only.   It should not be used for making investment decisions.  Target 
Corpor  a  tion’s complete Form 10-K may be obtained from the SEC’s EDGAR website, 
using the procedures e  x  plained in Appendix A. The Form 10-K may also be found   on 
Target’s website under “Inve  s  tor Relations.”     From this page, click on the “SEC Filings” 
tab and scroll to locate the appropriate 10-K report.  

Washington, D.C. 20549

 

For the fiscal year ended February 1, 2014

For the transition period from                                    to                                     

Commission file number 

(Exact name of registrant as specified in its charter)

(State or other jurisdiction of
incorporation or organization)

 
(I.R.S. Employer
Identification No.)

(Address of principal executive offices)
 

(Zip Code)

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

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

 

Securities registered pursuant to Section 12(g) of the Act: 
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(Exact name of registrant as specified in its charter)

(State or other jurisdiction ofr
incorporation or organization)

(I.R.S. Employer
Identification No.)

(Address of principal executive offices) (Zip Code)

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

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

Securities registered pursuant to Section 12(g) of the Act:

Name and Type of Company Used as Main Chapter Example

Company Used  

as Main Chapter 

 Example

Rustic Camp Sites

Cato Consultants

Collins Brokerage 
Services, Inc.

June’s Plant Shop

The Mountain Bike 
Company

Green Shades Resorts,  
Inc.

Allen’s Tutoring 
Services

Dryden Enterprises

Herrera Supply Company

Mason Company

Nelson Incorporated

New South 
Corporation

 

 

Type of Company

Rents land

Provides training services

Investment consulting firm

Sells gardening supplies

Sells bicycles

Rents resort facilities

Provides tutoring 
services

Van rental company

Supply company

Leases land

Software development 
company

Retail gift shop

 

 

Chapter Title

 1.  An Introduction to 
Accounting

 2.  Accounting for 
Accruals and  
Deferrals

 3.  The Double-Entry 
Accounting System

 4.  Accounting for 
Merchandising 
Businesses

 5.  Accounting for 
Inventories

 6.  Internal Control 
and Accounting 
for Cash

 7.  Accounting for 
Receivables

 8.  Accounting for  
Long-Term  
Operational Assets

 9.  Accounting for 
Current Liabilities 
and Payroll

10.  Accounting for  
Long-Term Debt

11.  Proprietorships, 
Partnerships, and 
Corporations

12.  Statement of 
Cash Flows

Company Logo

● CHAPTER FOCUS COMPANY 
 Each chapter introduces important managerial 
accounting topics within the context of a real-
istic company. Students see the impact of man-
agerial accounting decisions on the company 
as they work through the chapter. When the 
Focus Company is presented in the chapter, its 
logo is shown so the students see its applica-
tion to the text topics. 

  Merchandising companies  earn profits by selling inventory at prices that are higher than 
the cost paid for the goods. Merchandising companies include  retail companies  (compa-
nies that sell goods to the final consumer) and  wholesale companies  (companies that sell 
to other merchandising companies). The products sold by merchandising companies 
are called  inventory.  The costs to purchase inventory, to receive it, and to ready it for 

 A Look Back <<
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>>  A Look Forward

  To this point, the text has explained the basic accounting cycle for service and merchan-
dising businesses. Future chapters more closely address specific accounting issues. For 
example, in Chapter 5 you will learn how to deal with inventory items that are pur-
chased at differing prices. Other chapters will discuss a variety of specific practices that 
are widely used by real-world companies.  
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● A LOOK BACK/A LOOK FORWARD 
 Students need a roadmap to make sense of where the 
chapter topics fit into the “whole” picture. A Look Back 
reviews the chapter materials and a Look Forward in-
troduces students to what is to come. 
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 HOW ARE CHAPTER CONCEPTS  

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

 ● SELF-STUDY REVIEW 
PROBLEM 

 These example problems include a detailed, 
worked-out solution and provide support 
for students before they work problems on 
their own. These review problems are in-
cluded in an animated audio presentation 
in the Connect Library. 

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

 There are two sets of problems and exer-
cises, Series A and B. Instructors can assign 
one set for homework and another set for 
classwork. 

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

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

“The self-study problems and supplements on the 
web are very useful for students.”

BARRY BUCHOFF,
TOWSON UNIVERSITY

“Exercises and problems are great and provide a 
variety as well as multiple examples for students to 

practice.”

PATRICIA BANCROFT, 
BRIDGEWATER STATE UNIVERSITY
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  SELF-STUDY REVIEW PROBLEM  

  A step-by-step audio-narrated series of slides is available in the   Connect   library.  
 Academy Sales Company (ASC) started the 2016 accounting period with the balances given in the 
financial statements model shown below. During 2016 ASC experienced the following business events. 
  1.  Purchased $16,000 of merchandise inventory on account, terms 2y10, ny30. 
  2.  The goods that were purchased in Event 1 were delivered FOB shipping point. Freight costs 

of $600 were paid in cash by the responsible party. 
  3.  Returned $500 of goods purchased in Event 1. 
  4a.  Recorded the cash discount on the goods purchased in Event 1. 
  4b.  Paid the balance due on the account payable within the discount period. 
  5a.  Recognized $21,000 of cash revenue from the sale of merchandise. 
  5b.  Recognized $15,000 of cost of goods sold. 
  6.  The merchandise in Event 5a was sold to customers FOB destination. Freight costs of $950 

were paid in cash by the responsible party. 
  7.  Paid cash of $4,000 for selling and administrative expenses. 
  8.  Sold the land for $5,600 cash. 
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  PROBLEMS—SERIES A  

  All applicable Problems in Series A are available with McGraw-Hill’s 
  Connect  Plus Accounting    .  

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

 The following transactions apply to Jova Company for 2016, the first year of operation: 

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

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

 The following transactions apply to Jova for 2017: 

  1.  Recognized $320,000 of service revenue on account. 
  2.  Collected $335,000 from accounts receivable. 
  3.  Determined that $2,150 of the accounts receivable were uncollectible and wrote them off. 
  4.  Collected $800 of an account that had previously been written off. 
  5.  Paid $205,000 cash for operating expenses. 
  6.  Adjusted the accounts to recognize uncollectible accounts expense for 2017. Jova estimates 

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

 Required 

 Complete the following requirements for 2016 and 2017. Complete all requirements for 2016 
prior to beginning the requirements for 2017. 
   a.  Identify the type of each transaction (asset source, asset use, asset exchange, or claims exchange). 
   b.  Show the effect of each transaction on the elements of the financial statements, using a hori-

zontal statements model like the one shown here. Use    1    for increase,    2    for decrease, and NA 

LO 7-1

CHECK FIGURES

c. Ending Accounts Receivable, 
2016: $48,000

d. Net Income, 2017: $113,400
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 REINFORCED? 

“Lots of good exercises and problems at the end 
of each chapter with A and B choices.”

CAROL SHAVER,
LOUISIANA TECH UNIVERSITY

“I love the spreadsheet assignments and the 
comprehensive problems at the end of each 

chapter. I love the check figures that are 
available on some of the problems.”

JANE GARVIN,
IVY TECH COMMUNITY COLLEGE

● ANALYZE, THINK, 
COMMUNICATE (ATC) 

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

● COMPREHENSIVE PROBLEM  
 Beginning in Chapter 1, a comprehensive problem 
builds in each successive chapter, with the ending 
account balances in one chapter becoming the 
 beginning account balances in the next chapter. 

●  MASTERING EXCEL AND 
USING EXCEL 

 The Excel applications are used to make students 
comfortable with this analytical tool and to 
show its use in accounting. 
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 • Group Work

 •  Real World 
Company

 • Research

 • Excel

 • Ethics

 • Writing

 Target Corporation  • Target Corp.

 ATC 2-1   Business Applications Case Understanding real-world annual reports 

 Required 

 Use the  Target Corporation  annual report in Appendix B to answer the following questions: 

   a.  Which accounts on Target’s balance sheet are accrual type accounts? 
   b.  Which accounts on Target’s balance sheet are deferral type accounts? 
   c.  Compare Target’s  net income  to its  cash provided by operating activities  for the fiscal-year 

ended February 1, 2014 (2013) .  Which is larger? 
   d.  First, compare Target’s 2012 net income to its 2013 net income. Next, compare Target’s 2012 

cash provided by operating activities to its 2013 cash provided by operating activities. Which 
changed the most from 2012 to 2013, net income or cash provided by operating activities? 

 ATC 2-2   Group Assignment   Missing information 

  Verizon Communications, Inc. , is one of the world’s largest providers of communication services. 
The following information, taken from the company’s annual reports, is available for the years 
2013, 2012, and 2011: 

 ANALYZE, THINK, COMMUNICATE 

Target Corporation
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ing those cell addresses to the respective cell in the Cash column. Notice that the 
formula in cell O6 (statement of  cash flows) is set equal to cell B6 (cash on the bal-
ance sheet). Once the formula is completed for cell O6, it can be easily copied to cells 
O7 through O11.) 

   c.  Using formulas, sum each of the quantitative columns to arrive at the end-of-month amounts 
reported on the financial statements. 

 Spreadsheet Tips 

   (1)   Center the heading  Balance Sheet  across columns by entering the entire heading in cell 
B1. Position the cursor on B1 until a fat cross appears. Click and drag the cursor across 
B1 through G1. Click on the Merge and Center icon (it is highlighted in the screen in 
the toolbar). 

   (2)   Enter arithmetic signs as headings by placing an apostrophe in front of  the sign. For 
example, to enter the equal sign in cell D4, enter ‘ 5 . 

   (3)   Copy cells by positioning the cursor in the bottom right corner of the cell to copy from 
(such as cell O6) until a thin cross appears. Click and drag the cursor down through the 
desired locations to copy to (through cell O11). 

   (4)  To enter the dollar sign, choose Format, Cells, and Currency. 

 The following information is available for Pacilio Security Services Inc. for 2011, its first year of 
operations. Pacilio provides security services for local sporting events. 
  The following summary transactions occurred during 2011: 

  1.  Acquired $6,000 from the issue of common stock. 
  2.  Borrowed $5,000 from the Small Business Government Agency. The loan is interest free. 

 COMPREHENSIVE PROBLEM 
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  1.  Rows and columns can be inserted by positioning the mouse on the immediate row or col-
umn after the desired position. Click on the  right  mouse button. With the  left  mouse button, 
choose Insert and then either Entire Column or Entire Row. Use the same method to delete 
columns or rows. 

  2.  Enter the sequential numbering of the adjusting entries as labels rather than values by posi-
tioning an apostrophe in front of each entry. The first adjusting entry should be labeled ‘(1). 

  ATC 3-10 Spreadsheet Assignment   Mastery of Excel  

 At the end of the accounting period, Adams Company’s general ledger contained the following 
adjusted balances: 
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HOW CAN TECHNOLOGY HELP 

 ● MCGRAW-HILL  CONNECT   PLUS   ACCOUNTING  
  McGraw-Hill   Connect Plus Accounting   is a digital teaching and learning environ-
ment that gives students the means to better connect with their coursework, 
their instructors, and the important co  n  cepts that they will need to know for suc-
cess now and in the future. With   Connect Plus Accounting  , instructors can d  e  liver 
assignments, quizzes, and tests easily online. Students can review course material 
and practice impo  r  tant skills.   Connect Plus Accounting   provides the following 
features:  

  •   SmartBook   and   LearnSmart  .  
  •   Auto-graded Online Homework.  
  •    An integrated media-rich eBook, allowing for any-

time, anywhere access to the textbook.  
  •    Dynamic links between the problems or ques-

tions you assign to your students and the loca-
tion in the eBook where that concept is covered.  

  •    A powerful search function to pinpoint and con-
nect key concepts to review.  

  In short,   Connect Plus Accounting   offers students 
powerful tools and features that optimize their time 
and energy, enabling them to focus on learning.  

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

•   SmartBook  , powered by   LearnSmart  
  LearnSmart®     is the market-leading adaptive study resource that is 
proven to strengthen memory recall, increase class retention, and 

boost grades.   LearnSmart   allows students to study more efficiently because they 
are made aware of what they know and don’t know.  

  SmartBook  ®  , which is powered by   LearnSmart  , is the first and only adaptive 
reading experience designed to change the way students read and learn. It creates a 
personalized reading experience by highlighting the most impactful concepts a stu-
dent needs to learn at that moment in time. As a student engages with   SmartBook  , 

the reading experience continuously adapts by high-
lighting content based on what the student knows 
and doesn’t know. This ensures that the focus is on 
the content he or she needs to learn, while si  m  ulta-
neously promoting long-term  retention of material.  

  Use   SmartBook’s   real-time reports to quickly 
identify the concepts that  require more attention 
from individual students—or the entire class. The 
end result? Students are more engaged with course 
co  n  tent, can better prioritize their time, and come 
to class ready to participate.  
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IMPROVE STUDENT SUCCESS?

•   Online assignments  
Connect Plus Accounting   helps students learn more efficiently by providing feed-
back and practice m  a  terial when they need it, where they need it.   Connect Plus 
  grades homework automatically and gives immediate feedback on any questions 
s tudents may have missed. Our assignable, gradable end-of-chapter content  includes 
a general journal application that looks and feels like what you would find in a gen-
eral ledger software package. Also, select questions have been  redesigned to test 
students’ knowledge more fully. They now include tables for students to work 
through rather than requiring that all calculations be done offline.  

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

  “The Lecture Videos are 
outstanding for online 

courses and as a tutorial for 
face-to-face present  a  tion.”  

 PHILIP LITTLE, COASTAL 
CAROLINA UNIVERSITY 

Edmonds/Edmonds/McNair/Olds xvii

•  Student  Resource  Library 
 The  Connect Plus Accounting  Student  Resources  give students access to addi-
tional resources such as recorded lectures,  online practice materials, an eBook, 
and more.  
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•   Excel simulations  
  Simulated Excel questions, assignable within   Connect 
Plus Accounting  , allow students to practice their 
E  x  cel skills—such as basic formulas and formatting—
within the content of financial accounting. These 
que  s  tions feature animated, narrated Help and Show 
Me tutorials (when enabled), as well as automatic 
fee  d  back and grading for both students and 
professors.  

  ● MCGRAW  -HILL   CONNECT PLUS 
ACCOUNTING   FEATURES  

  Connect   Plus   Accounting  offers powerful tools,  re-
sources,  and features to make managing assignments 
easier, so faculty can spend more time teaching. 

  Simple Assignment Management and Smart 
Grading  With  Connect Plus Accounting,  students can 
engage with their coursework anytime, anywhere, mak-
ing the learning process more accessible and efficient. 

  •   Create and deliver assignments easily with selectable end-of-chapter questions 
and test bank items. 

  •   Have assignments scored automatically, giving students immediate feedback 
on their work and comparisons with correct answers. 

  •    Access and review each response; manually change grades or leave comments 
for st  u  dents to r  e  view.  

  •   Reinforce classroom concepts with practice  assignments,  instant quizzes , and 
exams . 
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•    Powerful Instructor and  Student Reports 
Connect   Plus   Accounting  keeps instructors informed about how each student, 
section, and class is performing, allowing for more productive use of lecture and 
office hours. The reports tab enables you to: 

  •   View scored work immediately and track individual or group performance 
with assignment and grade  reports. 

  •   Access an instant view of student or class performance relative to learning 
objectives. 

  •   Collect data and generate reports required by many accreditation organiza-
tions, such as AACSB and AICPA. 
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•   Connect Insight  
  The first and only analytics tool of its kind, 
Connect Insight™ is a series of visual data 
 displays—each framed by an intuitive 
 question—to provide at-a-glance information 
 regarding how your class is doing.  

  Connect Insight™ provides an at-a-glance 
analysis on five key insights, available at a mo-
ment’s notice from your tablet device.  

  •   How are my students doing?  
  •   How is my section doing?  
  •   How is this student doing?  
  •   How are my assignments doing?  
  •   How is this assignment going?  
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•  Instructor Library 
 The  Connect   Plus   Accounting  Instructor Library is your repository for additional 
resources to improve student engagement in and out of class. You can select and 
use any asset that  enhances your lecture. The  Co  n  nect   Plus   Accounting  Instructor 
Library includes access to: 

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

 ● TEGRITY CAMPUS: LECTURES 24/7 
 Tegrity Campus, is a service that makes class time avail-
able 24/7 by automatically capturing every lecture. 
With a simple one-click start-and-stop process, you cap-

ture all computer screens and corresponding audio in a format that is easily 
searchable, frame by frame. Students can replay any part of any class with easy-to-
use browser-based viewing on a PC, Mac, or other mobile device. 

 Help turn your students’ study time into learning moments immediately sup-
ported by your lecture. With Tegrity Campus, you also increase intent listening 
and class participation by easing students’ concerns about note-taking. Lecture 
Capture will make it more likely you will see students’ faces, not the tops of their 
heads. To learn more about Tegrity, watch a 2-minute Flash demo at  http:// 
tegritycampus.mhhe.com.  
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•   McGraw  -  Hill Campus  
  McGraw-Hill Campus™ is a new one-stop teaching 
and learning experience available to users of any 
lear  n  ing management system. This institutional 

 service allows faculty and students to enjoy single sign-on (SSO) access to all 
McGraw-Hill Higher Education materials, including the award-winning 
 McGraw-Hill   Connect Plus   platform, from directly within the institution’s  website. 
To learn more about MH Campus, visit http://mhcampus.mhhe.com.  

•   Custom Publishing through Create  
  McGraw-Hill Create™ is a new, self-service 
website that allows instructors to create cus-
tom     course mater  i  als by drawing upon 

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

  Through Create, instructors can  

  •   Select and arrange the content in a way that makes the most sense for their 
course.  

  •   Combine material from different sources and even upload their own content.  
  •   Choose the best format for their students—print or eBook.  
  •   Edit and update their course materials as often as they like.  

  Begin creating now at   www.mcgrawhillcreate.com  .  

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

 Assurance of Learning Ready 
 Many educational institutions today are focused on 
the notion of  assurance of learning , an important 
element of many accreditation standards. 
 Fundamental Financial Accounting     Concepts   9  e  is 
designed specifically to support your assurance of 
learning initiatives with a simple, yet powerful, 
solution. 

 Each chapter in the book begins with a list of 
numbered learning objectives, which appear 
throughout the chapter as well as in the end-of-
chapter assignments. Every Test Bank question for 
 Fundamental F  i  nancial Accounting Concepts  maps 
to a specific chapter learning objective in the text-
book. Each Test Bank question also identifies topic 
area, level of difficulty, Bloom’s Taxonomy level, 
and AICPA and AACSB skill area. You can use our 
Test Bank software,  EZ Test Online , or  Connect   Plus 
  Accounting  to easily search for learning objectives 
that directly relate to the learning objectives for 
your course. You can then use the reporting fea-
tures of  EZ Test  to aggregate student results in simi-
lar fashion, making the collection and presentation 
of Assurance of Learning data simple and easy. 

 AACSB Statement 
 McGraw-Hill/Irwin is a proud corporate member of 
AACSB International. Understanding the impor-
tance and value of AACSB accreditation, 
 Fundamental Financial Accounting Concepts   9  e  rec-
ognizes the curricula guidelines detailed in the 
AACSB standards for business accreditation by con-
necting selected questions in the text and the Test 
Bank to the general knowledge and skill guidelines 
in the revised AACSB standards. 

 The statements contained in  Fundamental 
Financial Accounting Concepts   9  e  are provided only 
as a guide for the users of this textbook. The AACSB 

leaves content coverage and assessment within the 
purview of individual schools, the mission of the 
school, and the faculty. While  Fund  a  mental 
Financial Accounting Concepts   9  e  and the teaching 
package make no claim of any specific AACSB qual-
ification or evaluation, we have, within the text 
and test bank, labeled selected questions according 
to the eight general knowledge and skill areas. 

 McGraw-Hill’s  Connect   Plus   Accounting  
  Connect   Plus   Account-
ing  offers a number of 
powerful tools and 

features to make managing your classroom easier. 
 Connect   Plus   Accounting  with Edmonds 9e offers 
enhanced features and technology to help both 
you and your students make the most of your time 
inside and outside the classroom. See page 000 for 
more details. 

 EZ Test Online 
 This test bank in Word format contains multiple-
choice questions, essay questions, and short prob-
lems. Each test item is coded for level of difficulty, 
learning objective, AACSB and AICPA  skill area,  and 
Bloom’s  Taxonomy level.  

 McGraw-Hill’s EZ Test Online is a flexible and 
easy-to-use electronic testing program that allows 
instructors to create tests from book-specific items. 
EZ Test Online accommodates a wide range of 
question types and allows instructors to add their 
own questions. Multiple versions of the test can be 
created and any test can be exported for use with 
course management systems such as BlackBoard/
WebCT. EZ Test Online gives instructors a place to 
easily administer exams and quizzes online. The 
program is available for Windows and Macintosh 
environments. 
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SUPPLEMENTS FOR STUDENTS

 McGraw-Hill  Connect Plus Accounting  
 McGraw-Hill  Connect 
  Plus   Accounting  helps 
prepare you for your 

future by enabling faster learning, more efficient 
studying, and higher retention of knowledge. 
 Connect Plus Accounting  includes access to a 
searchable, integrated online version of the text , 
and much more.  

 CourseSmart 
Learn Smart. Choose Smart.  

 CourseSmart is a way 
for faculty to find and 
review eTextbooks. It’s 
also a great option for 

students who are interested in accessing their 
course materials digitally and saving money. 
CourseSmart offers thousands of the most com-
monly adopted textbooks across hundreds of 
courses from a wide variety of higher education 
publishers. With the CourseSmart eTextbook, stu-
dents can save up to 45 percent off the cost of a 
print book, reduce their impact on the environ-
ment, and access powerful Web tools for learning. 
CourseSmart is an online eTextbook, which means 
users access and view their textbook online when 
connected to the Internet. Students can also print 
sections of the book for maximum portability. 
CourseSmart eTextbooks are available in one 

standard online reader with full text search, notes 
and highlighting, and e-mail tools for sharing notes 
between classmates. For more information on 
CourseSmart, go to  www.coursesmart.com . 

 Study Guide 
  ISBN-10:   1259296784   ISBN-13:   9781259296789  
 This proactive guide incorporates many of the 
 accounting skills essential to student success. Each 
chapter contains a review and explanation of the 
chapter’s learning objectives, as well as multiple-
choice problems and short exercises. Unique to this 
Study Guide is a  series of articulation problems that 
require students to indicate how accounting events 
affect the elements of financial statements. Now 
available through McGraw-Hill Create. 

 Working Papers 
  ISBN-10:   1259296792   ISBN-13:   9781259296796  
 This study aid contains forms that help students orga-
nize their solutions to homework exercises and prob-
lems. Now available through McGraw-Hill  Create . 

 Excel Templates 
 These templates allow students to develop spread-
sheet skills to solve selected assignments identified 
by an icon in the end-of-chapter material. 
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 The Curious Accountant 

 Who owns  Mc  Donald’s ? Who owns the  American   Red Cross     (  ARC  ) ? Many 

people and organizations other than owners are interested in the operations of 

McDonald’s and the  ARC . These parties are called  stakeholders . Among others, 

they include lenders, employees, suppliers, customers, benefactors, research insti-

tutions, local governments, flood victims, lawyers, bankers, financial analysts, and 

government agencies such as the Internal Revenue Service and the Securities and 

Exchange Commission. Organizations communicate information to  stakeholders through  f  i  nancial reports.  
  How do you think the financial reports of McDonald’s differ from those of the  ARC ? (Answer on page 11.) 

 An Introduction to Accounting 

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

 SECTION 1: COLLECTING AND ORGANIZING INFORMATION 

 LO 1-1 Explain the role of accounting in society. 

 LO 1-2 Construct an accounting equation and show how business events affect the equation. 

 LO 1-3 Interpret information shown in an accounting equation. 

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

 SECTION 2: REPORTING INFORMATION 

 LO 1-5 Prepare an income statement, a statement of changes in stockholders’ equity, and a 
balance sheet. 

 LO 1-6 Prepare a statement of cash flows. 

 LO 1-7 Explain the closing process. 

 LO 1-8 Record business events using a horizontal financial statements model. 

  Video lectures and accompanying self-assessment quizzes are available for all learning objectives 
through McGraw-Hill Connect   ®   Plus Accounting.  

2
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  SECTION 1:  
  COLLECTING AND ORGANIZING INFORMATION  

 Why should you study accounting? You should study accounting because it can help you succeed in business. Businesses use 

accounting to keep score. Imagine trying to play football without knowing how many points a touchdown is worth. Like sports, 

business is competitive. If you do not know how to keep score, you are not likely to succeed. 

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

organization. Do not underestimate the importance of accounting information. If you had information that enabled you to predict 

business success, you could become a very wealthy Wall Street investor. Communicating economic information is so important 

that accounting is frequently called the  la  n  guage of business.  

3
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4 Chapter 1

  ROLE OF ACCOUNTING IN SOCIETY  

 How should society allocate its resources? Should we spend more to harvest food 
or cure disease? Should we build computers or cars? Should we invest money in 
IBM or General Motors? Accounting provides information that helps answer such 
questions. 

  Using Free Markets to Set Resource Priorities  

 Suppose you want to start a business. You may have heard “you have to have money to 
make money.” In fact, you will need more than just money to start and operate a busi-
ness. You will likely need such resources as equipment, land, materials, and employees. 
If  you do not have these resources, how can you get them? In the United States, you 
compete for resources in open markets. 
  A  market  is a group of people or entities organized to exchange items of value. The 
market for business resources involves three distinct participants: consumers, conver-
sion agents, and resource owners.  Co  n  sumers  use resources. Resources are frequently 
not in a form consumers want. For example, nature provides trees but consumers want 
furniture.  Conversion agents  (businesses) transform resources such as trees into desir-
able products such as furniture.  Resource owners  control the distribution of resources to 
conversion agents. Thus resource owners provide resources (inputs) to conversion 
agents who provide goods and services (outputs) to consumers. 
  For example, a home builder (conversion agent) transforms labor and materials 
(inputs) into houses (output) that consumers use. The transformation adds value to the 
inputs, creating outputs worth more than the sum of the inputs. For example, a house 

that required $220,000 of materials and labor to 
build could have a market value of $250,000. 
  Common terms for the added value created in 
the transformation process include  profit, in-
come,  or  earnings.  Accountants measure the 
added value as the difference between the cost of 
a product or service and the selling price of that 
product or service. The profit on the house de-
scribed above is $30,000, the difference between 
its $220,000 cost and $250,000 market value. 

  Conversion agents who successfully and efficiently (at low cost) satisfy consumer 
preferences are rewarded with high earnings. These earnings are shared with resource 
owners, so conversion agents who exhibit high earnings potential are more likely to 
compete successfully for resources. 
  Return to the original question. How can you get the resources you need to 
start a business? You must go to open markets and convince resource owners that 
you can  produce profits. Exhibit 1.1 illustrates the market trilogy involved in 
 resource allocation. 
  The specific resources businesses commonly use to satisfy consumer demand are 
financial resources, physical resources, and labor resources. 

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

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

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

LO 1-1

 Explain the role of 
accounting in society. 
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 An Introduction to Accounting 5

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

  Physical Resources  
 In their most primitive form,  physical resources  are natural resources. Physical resources 
often move through numerous stages of transformation. For example, standing timber 
may be successively transformed into harvested logs, raw lumber, and finished furniture. 
Owners of physical resources seek to sell those resources to businesses with high earn-
ings potential because profitable businesses are able to pay higher prices and make 
 repeat purchases. 

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

  Accounting Provides Information  

 How do providers of financial, physical, and labor resources identify conversion agents 
(businesses) with high profit potential? Investors, creditors, and workers rely heavily on 
accounting information to evaluate which businesses are worthy of receiving resources. 
In addition, other people and organizations have an interest in accounting information 
about businesses. The many  users  of  accounting information are commonly called 
 stakeholders.  Stakeholders include resource providers, financial analysts, brokers, 
 attorneys, government regulators, and news reporters. 
  The link between conversion agents (businesses) and those stakeholders who pro-
vide resources is direct: businesses pay resource providers. Resource providers use ac-
counting information to identify companies with high earnings potential because those 
companies are more likely to return higher profits, make interest payments, repay debt, 
pay higher prices, and provide stable, high-paying employment. 

Provide 
financial, 
physical, and 
labor resources 
to conversion 
agents

Resources

Compensation

Goods and
services

Profits

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

Use resources 

Consumers

Consumers
Conversion

agents

Conversion
agents

Resource
owners

Resource
owners

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

Reward 
conversion 
agents with 
profits

    EXHIBIT 1.1  

  Market Trilogy in Resource Allocation    
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6 Chapter 1

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

  Types of Accounting Information  

 Stakeholders such as investors, creditors, lawyers, and financial analysts exist outside of 
and separate from the businesses in which they are interested. The accounting informa-
tion these  external users  need is provided by  financial accounting.  In contrast, the ac-
counting information needed by  internal users,  stakeholders such as managers and 
employees who work within a business, is provided by  managerial accounting.  
  The information needs of  external and internal users frequently overlap. For ex-
ample, external and internal users are both interested in the amount of income a busi-
ness earns. Managerial accounting information, however, is usually more detailed than 
financial accounting reports. For example, investors are concerned about the overall 
profitability of  Wendy’s  versus  Burger King ; whereas a Wendy’s regional manager is in-
terested in the profits of individual Wendy’s restaurants. In fact, a regional manager is 
also interested in nonfinancial measures, such as the number of  employees needed to 
operate a restaurant, the times at which customer demand is high versus low, and 
 measures of cleanliness and customer satisfaction. 

  Nonbusiness Resource Usage  

 The U.S. economy is not purely market based. Factors other than profitability often 
influence resource allocation priorities. For example, governments allocate resources for 
national defense, to redistribute wealth, or to protect the environment. Foundations, 
religious groups, the Peace Corps, and other benevolent organizations prioritize re-
source usage based on humanitarian concerns. 
  Organizations that are not motivated by profit are called  not-for-profit entities  (also 
called  nonprofit  or  nonbusiness organizations ). Stakeholders interested in nonprofit or-
ganizations also need accounting information. Accounting systems measure the cost of 
the goods and services not-for-profit organizations provide, the efficiency and effective-
ness of the organizations’ operations, and the ability of the organizations to continue to 
provide goods and services. This information serves a host of  stakeholders, including 
taxpayers, contributors, lenders, suppliers, employees, managers, financial analysts, at-
torneys, and beneficiaries. 
  The focus of accounting, therefore, is to provide information that is useful to a vari-
ety of business and nonbusiness user groups for decision making. The different types of 
accounting information and the stakeholders that commonly use the information are 
summarized in Exhibit 1.2. 

 Careers in Accounting 

 An accounting career can take you to the top of the business world. In a recent  Forbes  
article Jeffery Sanders reveals that a significantly higher percentage of  Fortune 500 
CEOs advance from financial backgrounds than any other discipline. Sanders notes 
that large companies prefer CEOs who understand the financial ramifications of busi-
ness decisions. 
  What do accountants do? Accountants identify, record, analyze, and communicate 
information about the economic events that affect organizations. They may work in 
 either public accounting or private accounting. 

  Public Accounting  
 You are probably familiar with the acronym CPA. CPA stands for certified  public  
accountant. Public accountants provide services to various clients. They are usually 
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 An Introduction to Accounting 7

paid a fee that varies depending on the service provided. Services typically offered 
by public accountants include (1) audit services, (2) tax services, and (3) consulting 
services. 

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

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

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

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

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

  EXHIBIT 1.2  

  Accounting as Information Provider  

Accounting Information

Financial accounting Managerial accounting Nonprofit accounting

Investors

Creditors Employees

Managers

Brokers Unions

Benefactors and
beneficiaries

Legislators

Citizens
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8 Chapter 1

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

  Measurement Rules  

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

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

 The  Financial Accounting Standards Board 
(FASB  )  1  is a privately funded organization with 
the primary authority for establishing account-
ing standards in the United States. The mea-
surement rules established by the FASB are 
called  generally accepted accounting principles 
(GAAP).  Financial reports issued to the public 
must follow GAAP. This textbook introduces 
these principles so you will be able to under-
stand business activity reported by companies 
in the United States. 

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

  Reporting Entities  

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

  1 The FASB consists of seven full-time members appointed by the supporting organization, the Financial 
Accounting Foundation (FAF). The FAF membership is intended to represent the broad spectrum of individuals 
and institutions that have an interest in accounting and financial reporting. FAF members include representatives 
of the accounting profession, industry, financial institutions, the government, and the investing public. 
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 An Introduction to Accounting 9

  Jason Winston recently started a business. During the first few days of operation, 
Mr. Winston transferred cash from his personal account into a business account for a 
company he named Winston Enterprises. Mr. Winston’s brother, George, invested cash 
in Winston Enterprises for which he received an ownership interest in the company. 
Winston Enterprises borrowed cash from First Federal Bank. Winston Enterprises paid 
cash to purchase a building from Commercial Properties, Inc. Winston Enterprises 
earned cash revenues from its customers and paid its employees cash for salaries 
 expense. 
  How many reporting entities are described in this scenario? Assuming all of  the 
customers are counted as a single entity and all of the employees are counted as a single 
entity, there are a total of  seven entities named in the scenario. These entities include: 
(1) Jason Winston, (2) Winston Enterprises, (3) George Winston, (4) First Federal 

FOCUS ON INTERNATIONAL ISSUES  
  IS THERE GLOBAL GAAP?  

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

 Until recently, each country developed its own unique GAAP. Global 
companies were required to prepare multiple sets of financial statements to 
satisfy each country’s   GAAP. The use of multiple accounting standards 
across the globe made comparing company performance difficult and ex-
pensive. To address the need for a common set of financial standards, the 
International Accounting Standards Committee was formed in 1973. The 
committee was reorganized as the  International Accounting Standards 

Board (IASB)  in 2001. The IASB issues  International Financial Reporting 

Standards (IFRS),  which are rapidly gaining support worldwide. In 2005, 
companies in the countries who were members of the European Union were required to use the IFRS as established by the IASB, which is 
headquartered in London. Today, over 100 countries require or permit companies to prepare their financial statements using IFRS. 

 As of 2014, most of the major economic countries have switched from their local GAAP to IFRS. One notable exception is the United 
States, but even here, the Securities and Exchange Commission announced in 2008 that it was seriously considering adopting rules that 
would allow our companies to use either GAAP or IFRS. Although not finalized when this book was being prepared, many accountants in the 
United States believe this will occur. Additionally, there is an active process in place to reduce the differences between IFRS and U.S. GAAP. 

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

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

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

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