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A TRUSTED LEADER FOR 
STUDENTS AND INSTRUCTORS

The award-winning author team of Bob Libby, Pat Libby, and Frank Hodge con-
tinue Financial Accounting’s best-selling tradition of helping the instructor 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 four key attributes:

THE PIONEERING REAL-WORLD COMPANIES 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 discussing the importance of accounting 
and how businesses use accounting information. No other book matches this 
seamless integration of the real world.

A BUILDING-BLOCK APPROACH TO TEACHING  
TRANSACTION ANALYSIS
Faculty agree the accounting cycle is the most critical concept to learn and mas-
ter for students studying financial accounting, regardless of their career aspira-
tions. Libby/Libby/Hodge believes students struggle 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 remaining chapters.

The market-leading Libby/Libby/Hodge approach spreads transaction analysis 
coverage over two chapters so that students have the time to master the mate-
rial. In Chapter 2 of Financial Accounting, students are exposed to the account-
ing equation and transaction analysis for investing and financing transactions 
that affect only balance sheet accounts. This provides students with the oppor-
tunity to learn the basic structure and tools used in accounting in a simpler set-
ting. In Chapter 3, students are exposed to more complex operating transactions 
that also affect income statement accounts. By slowing down the introduction 
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of transactions and giving students time to practice and gain mastery, this 
building-block approach leads to greater student success in their study of 
later topics in financial accounting such as adjusting entries. Research 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.
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Steady, paced learning

THE RIGHT BALANCE OF TRANSACTION ANALYSIS  
AND FINANCIAL STATEMENT ANALYSIS
A clear understanding of how transactions affect financial statements is key for 
sound decision-making utilizing these statements. Accountants, auditors, analysts, 
managers, creditors, and investors must all be aware of the effect of measuring 
and reporting financial activities and the power of financial statement analysis. Our 
balanced focus on transaction analysis and financial statement analysis based on 
real companies optimally prepares students regardless of their career aspirations.

POWERFUL TECHNOLOGY FOR TEACHING AND STUDY
Students have different learning styles and conflicting time commitments, 
so they want technology tools that will help them study more efficiently and 
effectively. The eleventh edition includes the best technology available with 
Connect’s latest features—Concept Overview Videos, Integrated Excel, General 
Ledger problems, and other new study, practice, and assessment materials.
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MARKET-LEADING PEDAGOGY
AND CONTENT

Financial Accounting, 11e, 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; oth-
ers highlight issues relevant to what your students read online and see in their 
other coursework. Either way, Financial Accounting’s pedagogical support will 
make a real difference in your course and in your students’ learning.
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9C H A P T E R  1   Financial Statements and Business Decisions

Interpreting Assets, Liabilities, and Stockholders’ Equity on the Balance Sheet
Assessment of Le-Nature’s assets is 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 avail-
able to operate. Assets are also important because they could be sold for cash in the event that Le-Nature’s 
goes 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 are 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 sufficient 
to meet their claims.

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.”

FINANCIAL ANALYSIS

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.

S E L F - S T U D Y  Q U I Z

 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 equa-
tion. 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.

Assets _____ = Liabilities _____ + Stockholders’ Equity _____

 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) item.

_____ 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.

P A U S E  F O R  F E E D B A C K

Related Homework: M1-1, M1-2, E1-2, E1-3

Don’t skip the SELF-
STUDY QUIZZES! 

They are designed to help 
ensure you understand the 
material before moving on.

S o l u t i o n  t o  
S E L F - S T U D Y  Q U I Z

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).
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409CHAPTER 	8 Reporting	and	Interpreting	Property,	Plant,	and	Equipment;	Intangibles;	and	Natural	Resources

Debit Credit
Aircraft (+A) 300
  Cash (−A) 300

Assets = Liabilities + Stockholders’ Equity
Aircraft +300
Cash −300

In many cases, no clear line distinguishes improvements (assets) from ordinary repairs and 
maintenance (expenses). In these situations, managers must exercise professional judgment and 
make a subjective decision. Capitalizing expenses will increase assets and net income in the cur-
rent year, lowering future years’ income by the amount of the annual depreciation. On the other 
hand, for tax purposes, expensing the amount in the current period will lower taxes immediately. 
Because the decision to capitalize or expense is subjective, auditors review the items reported as 
capital expenditures and ordinary repairs and maintenance closely.

To avoid spending too much time classifying additions and improvements (capital expenditures) 
and repair expenses (revenue expenditures), some companies develop simple policies to govern the 
accounting for these expenditures. For example, one large computer company expenses all indi-
vidual items that cost less than $1,000. Such policies are acceptable because immaterial (relatively 
small dollar) amounts will not affect users’ decisions when analyzing financial statements. Aviation	Images	Ltd/Alamy	Stock	

Photo

WorldCom: Hiding Billions in Expenses through Capitalization
When expenditures that should be recorded as current period expenses are improperly capitalized as part of 
the cost of an asset, the effects on the financial statements can be enormous. In one of the largest accounting 
frauds in history, WorldCom (now part of Verizon) inflated its income and cash flows from operations 
by billions of dollars in just such a scheme. This fraud turned WorldCom’s actual losses into large profits.

Over five quarters in 2001 and 2002, the company initially announced that it had capitalized  
$3.8 billion that should have been recorded as operating expenses. By early 2004, auditors discovered  
$11 billion in necessary restatements (reductions to previously reported pretax income) for 2000 and 2001.

Accounting for expenses as capital expenditures increases current income because it spreads a single 
period’s operating expenses over many future periods as depreciation expense. It increases cash flows 
from operations by moving cash outflows from the operating section to the investing section of the cash 
flow statement.

A QUESTION OF ETHICS

Being a Global Citizen
FedEx publishes an ESG report at sustainability.fedex.com that “covers FedEx corporate social 
responsibility (CSR) strategies, goals, programs, and progress.” Its 2020 Global Citizenship 
Report, for example, highlights its innovative technologies to focus on meeting customers’ 
and employees’ needs and being environmentally conscious. The innovations include: Using 
emissions-free e-bikes in high-congestion areas to reduce the company’s environmental footprint; 
expanding its fleet of electric vehicles; replacing and modernizing older aircraft with more fuel-
efficient planes (the company uses a lot of jet fuel!) such as the ATR 72-600F purchases for 
its FedEx Express Feeder fleet; obtaining jet fuel from alternative low-carbon renewable jet 
fuel sources; optimizing vehicle routes to reduce fuel usage; investing in autonomous vehicles  
(e.g., robots—Roxo™, the SameDay Bot and drones using Alphabet’s Wing technology); 
installing solar and fuel cell technologies; and enhancing the recycling of packaging.

ENVIRONMENTAL, SOCIAL, & GOVERNANCE (ESG) REPORTING
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19C H A P T E R  1   Financial Statements and Business Decisions

is useful to existing and potential investors, lenders, and other creditors in making decisions 
about providing resources to the company. Most users are interested in information to help 
them assess the amounts, timing, and uncertainty of a business’s future cash inflows and 
outflows. To be useful, the information must be relevant to the decisions of these external 
users and be a faithful representation of the economic substance of the company’s activities. 
Information is relevant if it helps evaluate the company’s past behavior and predict its future 
activities. Faithful representation requires that the information be complete and free from 
bias and other forms of error.

Comparability, verifiability, timeliness, and understandability are qualitative characteristics that 
enhance the usefulness of information that is relevant and faithfully represented. For example, our 
discussions of financial analysis will emphasize the importance of comparing information for the 
same company over time, as well as against those of competitors. Such comparisons are valid only 
if the information is prepared on a consistent and comparable basis. These characteristics of use-
ful information guide the FASB in deciding what financial information should be reported.

Why Is GAAP Important to Managers and External Users?
Generally accepted accounting principles (GAAP) are of great interest to the companies that 
must prepare financial statements, their auditors, and the readers of the statements. Companies 
incur the cost of preparing the statements and bear the major economic consequences of their 
publication, which include, among others:

 1. Effects on the selling price of a company’s stock.

 2. Effects on the amount of bonuses received by management and employees.

 3. Loss of competitive information to other companies.

As a consequence of these and other concerns, changes in GAAP are actively debated, politi-
cal lobbying often takes place, and final rules are a compromise among the wishes of interested 
parties. Most managers do not need to learn all the details included in these standards. Our 
approach is to focus on those details that have the greatest impact on the numbers presented in 
financial statements and are appropriate for an introductory course.

Objective of Financial Reporting Fundamental Characteristics of Useful Information

Enhancing Characteristics of Useful Information

To provide financial information that is
useful to existing and potential

investors, lenders, and other creditors 

Funndamental Characte f Useful Informationeristics of

Relevant to users’
decisions

Faithful representation
of company activities

nE hancing Characteristics of Uf seful Information

decisions of company activities

Timely, Verifiable, Comparable, Understandable

EXHIBIT 1.8

Conceptual Framework for 
Financial Reporting

The International Accounting Standards Board and Global Accounting 
Standards
Financial accounting standards and disclosure requirements are adopted by national regulatory agencies. 
Since 2002, 144 jurisdictions have adopted International Financial Reporting Standards (IFRS) issued by 
the International Accounting Standards Board (IASB). Examples of jurisdictions requiring the use of IFRS 
currently include:

 • European Union (Germany, France, the Netherlands, Belgium, Bulgaria, Poland, etc.) and 
United Kingdom

 • Australia and New Zealand

 • Hong Kong (S.A.R. of China), Malaysia, and Republic of Korea

INTERNATIONAL PERSPECTIVE
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296 C H A P T E R  6   Reporting and Interpreting Sales Revenue, Receivables, and Cash

SKECHERS U.S.A.
REAL WORLD EXCERPT:
Annual Report

NOTES TO CONSOLIDATED FINANCIAL STATEMENTS
1. Summary of Significant Accounting Policies

Revenue Recognition

. . . Allowances for estimated returns, discounts, . . . and chargebacks are provided for 
when related revenue is recorded. . . . Allowance for returns, sales allowances and customer 
chargebacks are recorded against revenue.

Source: Skechers U.S.A., Inc.

Volume Discounts/Rebates and Earnings Misstatements at Monsanto
In 2016, the SEC found that agribusiness company Monsanto had materially misstated company rev-
enues and earnings by improperly accounting for volume discounts and rebates offered to retailers and 
distributors of its flagship product, Roundup. In an attempt to offset the effects of generic competition 
for Roundup, Monsanto instituted new discount and rebate programs. As we learned in Chapter 3 and in 
this chapter, net sales revenue should be recorded “in the amount the company expects to be entitled to 
receive.” This rule requires that Monsanto reduce the amount of reported net sales by the expected rebates 
in the period of sale. Instead, Monsanto delayed recording these reductions until the following year, over-
stating net sales and earnings before taxes by $44.5 million and $48 million, respectively, over two years. 
Monsanto also improperly accounted for additional rebates of more than $56 million as selling, general, 
and administrative expense instead of a reduction in net sales. This practice overstated gross profit, an 
important measure used by analysts to assess competitive pricing pressure, but did not affect income 
before taxes. Monsanto agreed to pay an $80 million penalty to settle these violations and three Monsanto 
managers paid penalties of between $30,000 and $55,000 for their involvement in the scheme. And Mon-
santo’s CEO and CFO returned bonuses of $3,165,852 and $728,843 they had received as a result of the 
earnings overstatements, though they were not found to be involved in personal misconduct.

A QUESTION OF ETHICS

In the last section, we learned to analyze the impact of credit card sales, sales discounts, and sales 
returns, all of which reduce the amounts reported as net sales. Both credit card discounts and sales or 
cash discounts promote faster receipt of cash. Sales returns and allowances include refunds and adjust-
ments to customers’ bills for defective or incorrect merchandise.

Before you move on, complete the following questions to test your understanding of these concepts.

P A U S E  F O R  F E E D B A C K

S E L F - S T U D Y  Q U I Z

 1. Assume that Skechers sold $30,000 worth of footwear to various retailers with terms 1/10, 
n/30 and half of that amount was paid within the discount period. Gross retail store and online 
sales were $5,000 for the same period; 80 percent of these sales were paid for with credit cards 
with a 3 percent discount and the rest were paid for with cash. Compute net sales for the period.

 2. During the fourth quarter of 2019, Skechers’ net sales totaled $1,330,732 and cost of sales was 
$692,983. What was Skechers’ gross profit for the fourth quarter of 2019?

After you have completed your answers, check them at the bottom of the next page.

Rev. Confirming Pages

lib29739_ch03_108-169.indd 131 09/02/21  06:49 PM

131C H A P T E R  3   Operating Decisions and the Accounting System

have been made yet to reflect all revenues earned and expenses incurred during the quarter. There-
fore, the trial balance is unadjusted until all adjustments are made, as we illustrate in Chapter 4.

Classified Income Statement
Exhibit 3.7 presents the classified income statement. Classified means it is categorized into 
Operating activities and Other items, but note that, because it is based on unadjusted balances, it 
would not be presented to external users.

When comparing this statement with Chipotle’s 2019 income statement in Exhibit 3.1, we 
notice that the income from operations for the first quarter ($794) exceeds income from opera-
tions for all of 2019 ($444). Because a more representative amount for one quarter would be 
about 25 percent, obviously, numerous adjustments are necessary to revenues and expenses, 
such as providing food service to customers with gift cards (earning a revenue) and using food, 
packaging, and beverage supplies, renting facilities, and using buildings and equipment during 
the quarter to generate revenue (incurring expenses). We would not want to use the information 
for analysis until it has been adjusted. Instead, we use the 2019 income statement in Exhibit 3.1 
to determine how effective Chipotle’s management is at generating profit.

CHIPOTLE MEXICAN GRILL, INC.
Consolidated Statement of Income*

UNADJUSTED
For the Quarter ended March 31, 2020

(in millions of dollars)

Restaurant sales revenue $ 1,359
Restaurant operating expenses:
  Wages expense  342
  Utilities expense  117
  Repairs expense  35
General and administrative expenses:
  Training expense  65
Loss on disposal of assets  9
  Total operating expenses  568
Income from operations  791
Other items:
  Interest revenue  3
Income before income taxes  794
Income tax expense  0
Net income $ 794

*Based on hypothetical activities for the quarter.

EXHIBIT 3.7

Unadjusted Income 
Statement

Net Profit Margin Ratio

ANALYTICAL QUESTION
How effective is management at generating profit (that is, at generating revenue and controlling costs) on 
every dollar of sales?

KEY RATIO ANALYSIS

LEARNING OBJECTIVE 3-6

Compute and interpret the 
net profit margin ratio.
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484 C H A P T E R  9   Reporting and Interpreting Liabilities

Consistent with the table shown earlier, Starbucks has not recorded a liability because man-
agement deemed a loss to be “less than reasonably possible.” Therefore, disclosure in a footnote 
was sufficient.

Working Capital Management
Information about current liabilities is very important to managers and analysts because these 
obligations must be paid in the near future. Analysts say that a company has liquidity if it has the 
ability to meet its current obligations. A number of financial measures are useful in evaluating 
liquidity, including the current ratio (introduced in Chapter 2) and the dollar amount of working 
capital. Working capital is defined as the dollar difference between current assets and current 
liabilities. Working capital is important to both managers and financial analysts because it has a 
significant impact on the health and profitability of a company. Starbucks’s working capital at 
the end of fiscal 2020 was:

    
Current assets

  
−

  
Current liabilities

  
=

  
Working capital

      $7,806.4  −  $7,346.8  =  $459.6   

Working capital reflects the amount Starbucks would have left over if it used all of its current 
assets to pay off all of its current liabilities.

Managers actively manage working capital accounts to achieve a balance between a com-
pany’s short-term obligations and the resources to satisfy those obligations. If a business has 
too little working capital, it runs the risk of not being able to meet its obligations. On the other 
hand, too much working capital may tie up resources in unproductive assets. Excess inventory, 
for example, ties up dollars that could be invested more profitably elsewhere in the business and 
incurs additional costs associated with storage and deterioration.

Changes in working capital accounts are also important to managers and analysts because 
they have a direct impact on the cash flows from operating activities reported on the statement 
of cash flows.

LEARNING OBJECTIVE 9-5

Explain the importance 
of working capital and its 
impact on cash flows.

Working Capital and Cash Flows
Many working capital accounts have a direct relationship to income-producing activities. Accounts 
receivable, for example, are related to sales revenue: Accounts receivable increase when sales are made 
on credit. Cash is collected when customers pay their bills. Similarly, accounts payable increase when 
inventory is purchased on credit. A cash outflow occurs when the account is paid. We discuss how to 
use changes in working capital accounts to create the operating section of the statement of cash flows in 
Chapter 12.

F O C U S  O N  C A S H  F LO W S

Companies classify liabilities as either current or long term. Our discussion to this point has focused 
on current liabilities, which are short-term obligations that will be paid in cash (or other current assets) 
within the current operating cycle or one year, whichever is longer. In the next section, we turn our 
attention to long-term liabilities. Before you move on, complete the following questions to test your 
understanding of the concepts we have covered.

P A U S E  F O R  F E E D B A C K

Confirming Pages

lib29739_ch05_236-289.indd 241 08/13/21  12:00 AM

241C H A P T E R  5   Communicating and Analyzing Accounting Information

Information Intermediaries: Information Services 
and Financial Analysts
Students sometimes view the communication process between companies and financial 
 statement users as a simple process of mailing the report to individual shareholders who read 
the report and then make investment decisions based on what they have learned. This simple 
picture is far from today’s reality. Now most investors rely on company websites, information 
services, and financial analysts to gather and analyze information.

Companies actually file their SEC forms electronically through the EDGAR (Electronic 
Data Gathering, Analysis, and Retrieval) Service, which is sponsored by the SEC. Each fact in 
the report is now tagged to identify its source and meaning using a language called iXBRL. Users 
can retrieve information from EDGAR within 24 hours of its submission, long before it is avail-
able through the mail. EDGAR is a free service available on the web under “Filings” at: sec.gov

Most companies also provide direct access to their financial statements and other informa-
tion over the web. You can view this information for Apple at: investor.apple.com

Information services allow investors to gather their own information about the company and 
monitor the recommendations of a variety of analysts. Financial analysts and other sophis-
ticated users obtain much of the information they use from the wide variety of commercial 
online information services. Fee-based services such as S&P Global Market Intelligence pro-
vide broad access to financial statements and news information. A growing number of other 
resources offering a mixture of free and fee-based information exist on the web. These include: 
finance.google.com, finance.yahoo.com, and marketwatch.com.

Exhibit 5.2 suggests the wide range of information about Apple available on the Yahoo! 
Finance website. It includes stock price and financial statement information, news accounts, 
and important future events related to Apple. To see what has happened to Apple since this 
chapter was written, go to finance.yahoo.com and search for AAPL to see how Apple has fared 
compared to its competitors.

Financial analysts receive accounting reports and other information about the company from 
online information services. They also gather information through conversations with company 
executives and visits to company facilities and competitors. The results of their analyses are 
combined into analysts’ reports. Analysts’ reports normally include forecasts of future quarterly 
and annual earnings per share and share price; a buy, hold, or sell recommendation for the 

How Data Analytics Are Affecting What Auditors Do
Modern data analytics are changing the world of auditing. The availability of more data from clients’ enter-
prisewide accounting systems, which combine the various record-keeping functions within an organization, has 
allowed access now to entire populations of transactions instead of smaller statistical samples as in the past. 
This eases identification of trends, patterns, and outliers, which become the focus for further investigation. 
For example, deliberate or unintentional mistakes in manual journal entries (such as the adjusting entries you 
learned about in Chapter 4) are often a source of financial statement error. Even for a large multinational client, 
auditors can now examine the whole population of manual entries to determine particular locations and types 
of transactions generating unexpected numbers of entries, which the auditor then examines further.

Data analytics also make it easier to correlate information from various parts of the clients’ account-
ing systems such as sales invoices, shipping records, and cash receipts to identify areas where undetected 
misstatements may exist (audit risks). As companies digitize more data sources for their own decision 
making such as call center records, search tracking and shopping cart data, and social media feeds, this 
same information will help auditors better anticipate potential areas of high audit risk such as inventory 
obsolescence and warranty liabilities. The ability to understand client accounting systems and to apply 
predictive models and data visualization tools to data extracted from client systems is fast becoming a key 
part of the auditor’s skill set.

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

DATA ANALYTICS BOXES—This feature introduces students to how companies 
analyze and use data for both business decisions and accounting applications.

ENVIRONMENTAL, SOCIAL, AND GOVERNANCE (ESG) REPORTING 
BOXES—Most large public companies have started to publish an ESG report. 
These boxes illustrate how ESG reports help investors assess the long-term 
consequences of the company’s broader business strategy.

A QUESTION OF ETHICS BOXES—These boxes appear throughout the text, 
conveying the importance and the consequences of acting responsibly in busi-
ness practice.

“Ethics and financial analysis boxes are excellent. Examples with real 
companies that students have heard of or even been to are key to their 

learning and understanding.”
—Laurie Dahlin, Worcester State University

“An excellent introduction to financial accounting that flows in a more logical 
manner than most texts. The extensive variety and amount of supporting materials 
allows for customization of the course, and the integration of key concepts such as 

ethics and cash flows enhance student understanding of the topics.”
—Joy Gray, Bentley University

FOCUS ON CASH FLOWS BOXES—Each of the first 11 chapters includes a 
discussion 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 
company in the chapter as well as for comparative companies. Cautions also 
are provided to help students understand the limitations of certain ratios.

INTERNATIONAL PERSPECTIVE BOXES—These boxes highlight the emer-
gence of global accounting standards (IFRS) at a level appropriate for the intro-
ductory student.
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PRACTICE IS KEY TO SUCCESS
IN FINANCIAL ACCOUNTING

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 interactivity, and promotes efficient learn-
ing. These quizzes ask students to pause at strate-
gic points throughout each chapter to ensure they 
understand key points before moving ahead.
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349C H A P T E R  7   Reporting and Interpreting Cost of Goods Sold and Inventory

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.

S E L F - S T U D Y  Q U I Z

For additional step-by-step video instruction on using the cost of goods sold equation to compute 
 relevant income statement amounts, go to mhhe.com/libby_gh7-1.

Related Homework: M7-4, E7-2, E7-3, E7-4

G U I D E D  H E L P  7 - 1

P A U S E  F O R  F E E D B A C K

 1. Assume the following facts for Harley-Davidson’s Motorclothes leather baseball jacket 
product line for the year 2022.

   

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 

 2. Assume the following facts for Harley-Davidson’s Motorclothes leather baseball jacket 
product line for the year 2023.

  

Beginning inventory: 300 units at unit cost of $75.
Ending inventory: 600 units at unit cost of $75.
Sales: 1,100 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 base-
ball 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.

S o l u t i o n s  t o  
S E L F - S T U D Y  Q U I Z

1. Beginning inventory (400 × $75) $ 30,000
+Purchases of merchandise during the year (600 × $75)  45,000

Goods available for sale (1,000 × $75)  75,000
−Ending inventory (300 × $75)  22,500

 Cost of goods sold (700 × $75)  $ 52,500

2. BI = 300 × $75 = $22,500 BI + P − EI = CGS
EI = 600 × $75 = $45,000 $22,500 + P − $45,000 = $82,500
CGS = 1,100 × $75 = $82,500 P = $105,000 (1,400 × $75)

GUIDED HELP VIDEOS
To provide students with immediate help under-
standing key concepts, our unique Guided Help 
videos provide narrated, animated, step-by-step 
walk-throughs for each numerical Self-Study Quiz 
that students can view at any time through their 
mobile device or online. These videos also save 
office hour time! We also include a Related Home-
work list for each Self-Study Quiz to help the stu-
dents move on to their homework assignments.

SMARTBOOK
Within Connect, SmartBook brings these features 
to life by interleaving reading with active practice. 
As students read, SmartBook encourages them to 
answer questions to demonstrate their knowledge—
then, based on their answers, highlights those areas 
where students need more practice.
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225CHAPTER 	4 Adjustments, Financial Statements, and the Closing Process 

 3. Prepare a multiple-step income statement (with a subtotal for Income from Operations, a section on 
Other Items) and earnings per share (Note: 4,000 shares outstanding at end of the year), a statement 
of stockholder’s equity, and a classified balance sheet (with current assets and liabilities). Round 
earnings per share to two decimal places.

 4. Prepare the closing entry.

C O M P R E H E N S I V E  P R O B L E M S  (CHAPTERS 1–4)

Recording Transactions (Including Adjusting and Closing Entries), Preparing Financial 
Statements, and Performing Ratio Analysis

Brothers Herm and Steve Hargenrater began operations of their tool and die shop (H & H Tool) on Janu-
ary 1, 1987, in Meadville, PA. The annual reporting period ends December 31. Assume that the trial bal-
ance on January 1, 2023, was as follows:

COMP4-1
LO4-1, 4-2, 4-3, 4-4
H & H Tool

   

Transactions during 2023 follow. All dollars are in millions, except number of shares and per share amounts:

 a. Borrowed $15 cash on a five-year, 8 percent note payable, dated March 1, 2023.
 b. Sold 4 million additional shares of common stock for cash at $1 market value per share on January 1, 2023.
 c. Purchased land for a future building site; paid cash, $13.
 d. Earned $215 in revenues for 2023, including $52 on credit and the rest in cash.
 e. Incurred $89 in wages expense and $25 in miscellaneous expenses for 2023, with $20 on credit and the 

rest paid in cash.
 f. Collected accounts receivable, $34.
 g. Purchased other noncurrent assets, $15 cash.
 h. Purchased supplies on account for future use, $27.
 i. Paid accounts payable, $26.
 j. Declared cash dividends on December 1, $25.
 k. Signed a three-year $33 service contract to start February 1, 2024.
 l. Paid the dividends in (j) on December 31.

®COMPREHENSIVE PROBLEMS
Selected chapters include problems that 
cover topics from earlier chapters to refresh, 
reinforce, and build an integrative understanding 
of the course material. For practice with the 
completing the accounting cycle, there are 
two comprehensive problems in Chapter 4 
that are complemented in Connect by General 
Ledger questions. These help students see 
how transactions flow from the general journal 
through to the financial statements.

CASES AND PROJECTS
This section includes annual report cases, 
financial reporting and analysis cases, critical 
thinking cases, financial reporting and analysis 
projects, and business analytics and data 
visualization exercises. The real-world company 
analysis theme is continued in this section, 
giving students practice comparing Target  
and Walmart among other relevant companies. 
In each chapter, CP1 presents auto-gradable 
questions based on Target’s annual report, 
CP2 includes auto-gradable questions based 
on Walmart’s report, and CP3 provides auto-
gradable questions comparing key ratio(s) 
discussed in the chapter for Target and Walmart.

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 continuing case follows the establishment, 
operations, and financial reporting for Penny’s. In 
Chapter 5, Pool Corporation, a real publicly traded 
corporation, is introduced in more detail. The Pool 
Corporation example is then extended to encom-
pass each new topic in the remaining chapters.
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396 C H A P T E R  7   Reporting and Interpreting Cost of Goods Sold and Inventory

C A S E S  A N D  P R O J E C T S

Annual Report Cases
Finding Financial Information

Refer to the financial statements of Target given in Appendix B at the end of this book. All dollar amounts 
in the statements and answers are in millions.

Required:
 1. How much inventory does the company hold at the end of the most recent year?
 a. $44,949
 b. $8,992
 c. $20,756

 d. $10,653
 e. None of the above

 2. Estimate the amount of inventory that the company purchased during the current year. (Hint: Use the 
cost of goods sold equation and ignore “certain buying, occupancy, and warehousing expenses.”)

 a. $67,838
 b. $64,516
 c. $66,177

 d. $10,653
 e. None of the above

 3. What method does the company use to determine the cost of its inventory?
 a. FIFO
 b. LIFO
 c. Average Cost

 d. Specific Identification
 e. None of the above

 4. What is the inventory turnover ratio and average days to sell inventory for the current year and what 
does this suggest about the company? (Round your answer to two decimal places.)

 a. 7.36, suggesting that, on average, it takes the company 49.59 days to sell an item of inventory.
 b. 6.21, suggesting that, on average, it takes the company 58.78 days to sell an item of inventory.
 c. 6.74, suggesting that, on average, it takes the company 54.15 days to sell an item of inventory.
 d. 9.53, suggesting that, on average, it takes the company 38.30 days to sell an item of inventory.
 e. None of the above

Finding Financial Information

Refer to the financial statements of Walmart, given in Appendix C at the end of this book.

Required:
 1. The company uses LIFO to account for its “Walmart U.S. inventory” and FIFO to account for its 

“Walmart International inventory.” Is there anything special about U.S. GAAP that may have caused 
Walmart to select LIFO to account for its Walmart U.S. inventory on its financial statements?

 a. IFRS does not allow use of LIFO.
 b. The LIFO conformity rule requires that if LIFO is used on the U.S. tax return, it must be used on 

the financial statements.
 c. U.S. GAAP requires that the LIFO method must be used for all inventories.
 d. U.S. GAAP requires that different methods be used for domestic and foreign inventories.
 2. If the company overstated ending inventory by $100 million for the year ended January 31, 2021, what 

would be the corrected value for Income before Income Taxes for that year (in millions)? __________
 3. Compute the inventory turnover ratio for the current year. (Round your answer to two decimal 

places.) __________
 4. If Walmart’s inventory turnover ratio is higher this year than last year, what does this suggest about 

Walmart over time?
 a. It takes the company more days to sell an item of inventory.
 b. The selling prices that Walmart charges have increased.
 c. Inventory is moving more quickly through the process of purchasing and delivering products to 

the ultimate consumer.
 d. None of the above.

CP7-1
LO7-1, 7-2, 7-4, 7-5

Target Corporation

CP7-2
LO7-2, 7-4, 7-5, 7-7

Walmart Inc.

®®
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460 CHAPTER  8  Reporting	and	Interpreting	Property,	Plant,	and	Equipment;	Intangibles;	and	Natural	Resources

 2. Compute the adjustments that Lakshmi Financial Services Corporation would make at the end of the 
current year (ending December 31) for the following items acquired from Sanjeev’s Insurance Company:

 a. Depreciation of equipment (straight-line), assuming an estimated remaining useful life of eight 
years and no residual value.

 b. Goodwill (an intangible asset with an indefinite life).

Computing Amortization, Book Value, and Asset Impairment Related to Different  
Intangible Assets (P8-8)

Carey Corporation has five different intangible assets to be accounted for and reported on the financial 
statements. The management is concerned about the amortization of the cost of each of these intangibles. 
Facts about each intangible follow:

 a. Goodwill. The company started business in January 2010 by purchasing another business for a cash 
lump sum of $650,000. Included in the purchase price was “Goodwill, $75,000.” Company executives 
stated that “the goodwill is an important long-lived asset to us.” It has an indefinite life.

 b. Patent. The company purchased a patent at a cash cost of $18,600 on January 1, 2023. It is amortized 
over its expected useful life of 10 years.

 c. Copyright. On January 1, 2023, the company purchased a copyright for $24,750 cash. It is estimated 
that the copyrighted item will have no value by the end of 30 years.

 d. Franchise. The company obtained a franchise from Cirba Company to make and distribute a special 
item. It obtained the franchise on January 1, 2023, at a cash cost of $19,200 for a 12-year period.

 e. License. On January 1, 2022, the company secured a license from the city to operate a special service 
for a period of seven years. Total cash expended to obtain the license was $21,700.

Required:
 1. Compute the amount of amortization that should be recorded for each intangible asset at the end of 

the annual accounting period, December 31, 2023.
 2. Give the book value of each intangible asset on January 1, 2026.
 3. Assume that on January 1, 2026, the franchise was likely impaired in its ability to continue to produce 

strong revenues due to a weakened demand for the products. The other intangible assets were not 
affected. Carey estimated that the franchise would be able to produce future cash flows of $13,500. 
The fair value of the franchise was determined to be $12,000. Compute the amount, if any, of the 
impairment loss to be recorded.

(Chapter Supplement) Analyzing and Recording Entries related to a Change in  
Estimated Life and Residual Value (P8-9)

Ramirez Foods Company acquired a corn flour milling machine for $20,000 and depreciated it on a 
straight-line basis over an eight-year useful life with a residual value of $3,000. At the end of the prior year, 
the machine had been depreciated for a full five years. At the beginning of January of the current year, 
based on new information, the total estimated useful life would be 13 years with a residual value of $1,375. 
The company’s accounting period ends December 31.

Required:
 1. Compute (a) the amount of depreciation expense recorded in the prior year and (b) the book value of 

the milling machine at the end of the prior year.
 2. Give the adjusting entry for depreciation at December 31 of the current year.

AP8-8
LO8-3, 8-4, 8-6

AP8-9
LO8-3

C O N T I N U I N G  P R O B L E M

Asset Acquisition, Depreciation, and Disposal
Pool Corporation, Inc., is the world’s largest wholesale distributor of swimming pool supplies and equip-
ment. Assume Pool Corporation purchased for cash new loading equipment for the warehouse on January 
1 of Year 1, at an invoice price of $72,000. It also paid $2,000 for freight on the equipment, $1,300 to 
prepare the equipment for use in the warehouse, and $800 for insurance to cover the equipment during 
operation in Year 1. The equipment was estimated to have a residual value of $3,300 and be used over 
three years or 24,000 hours.

CON8-1
LO8-2, 8-3, 8-5
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571C H A P T E R  1 0   Reporting and Interpreting Bond Securities

C A S E S  A N D  P R O J E C T S

Annual Report Cases
Finding Financial Information

Refer to the financial statements and footnotes of Target given in Appendix B at the end of this book. All 
dollar amounts are in millions.

Required:
 1. Where does Target report the amount of cash paid for interest during the most recent fiscal year?
 a. Statement of Operations
 b. Statement of Shareholders’ Investment
 c. Statement of Cash Flows
 d. Statement of Financial Position
 e. None of the above
 2. What is the amount of cash Target paid for interest during the most recent fiscal year?
 a. $939
 b. $1,031
 c. $2,480

 d. $1,343
 e. $977

 3. What is the amount of long-term debt that Target added during the most recent fiscal year?
 a. $4,250
 b. $2,480
 c. $3,250

 d. $1,770
 e. $3,607

 4. Target has an agreement to borrow money if needed. What is the total amount the company can bor-
row under what it calls its “unsecured revolving credit facility”?

 a. $2,500
 b. $3,607
 c. $11,536

 d. $1,939
 e. None of the above

 5. For the most recent fiscal year, compute the debt-to-equity ratio for Target.
 a. 1.39
 b. 2.55
 c. 0.39

 d. 1.16
 e. 3.55

Finding Financial Information

Refer to the financial statements and footnotes of Walmart given in Appendix C at the end of this book. 
All dollar amounts are in millions.

Required:
 1. What is the amount of cash Walmart paid for interest during the most recent fiscal year? 
 2. What is the amount of long-term debt that Walmart issued during the most recent fiscal year? 
 3. What is the amount of Walmart’s long-term debt that will mature in fiscal year 2024? 
 4. What is the amount of cash Walmart paid to retire long-term debt during the most recent fiscal year? 

 5. For the most recent fiscal year, compute the debt-to-equity ratio for Walmart. (Round your answer to 
two decimal places) 

Comparing Companies within an Industry

Refer to the financial statements of Target (Appendix B) and Walmart (Appendix C) and the Industry 
Ratio Report (Appendix D) at the end of this book.

Required:
 1. Compute the debt-to-equity ratio for both companies for the most recent fiscal year. (Round your 

answer to two decimal places)

Target =  Walmart = 

CP10-1
LO10-1, 10-2, 10-6, 10-8
Target

CP10-2
LO10-1, 10-2, 10-6, 10-8
Walmart

CP10-3
LO10-3, 10-6

®
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WHAT’S NEW IN THE 11th EDITION?

This edition is new in look, content, features, and resources to enhance learning by students and use by 
instructors.

Overall in Each Chapter:

•	 Greater focus on reporting by students’ favorite tech companies including Google, Facebook, Apple, Tesla, Amazon, 
Zoom, Microsoft and others.

•	 Updated real company information throughout the edition to reflect the most recent annual report data.
•	 New marginal TIP feature to add clarity and remind students of important information, mostly in the text, but also in 

end-of-chapter assignments in early chapters to guide students in problem-solving.
•	 Moved marginal definitions of key terms to end-of-chapter Key Terms section with “rollover” feature in the ebook.
•	 New Related Homework after each Pause for Feedback Self-Study Quiz.
•	 New Guided Help video for each Self-Study Quiz involving numbers or calculations that are similar to popular 

assignments.
•	 New graphic highlighting key formulae.
•	 New Excel screen shots for trial balances, amortization schedules, and elsewhere.
•	 Increased use of company and individual names in end-of-chapter content to reflect more diversity.
•	 New parallel Alternate Problems to Problems that are also now available as algorithmic auto-graded Connect 

assignments.
•	 New end-of-book Annual Report Cases companies: Target and Walmart.
•	 New questions for Cases and Projects 1 through 3 in each chapter to allow for auto-grading, primarily using multiple-

choice and fill-in-the-blank questions, often requiring an explanation for the choice.
•	 New structured project questions in You as Analyst: Online Company Research. Flexibility is created to allow 

instructors to assign it as an individual or a team project.
•	 New auto-graded data analytics exercises on Connect titled Business Analytics and Data Visualization for most 

chapters.

Chapter 1
•	 New exhibit illustrating relationship 

between the income statement, statement 
of stockholders’ equity, and balance sheet.

•	 New Self-Study Quiz and Guided Help 
video on the structure of the income state-
ment, statement of stockholders’ equity, 
and balance sheet.

•	 Added initial discussion of internal con-
trols to Chapter 1.

•	 New concise discussion of the conceptual 
framework (moved from Chapter 2).

•	 New end-of-chapter Demonstration Case 
based on the financial statements of Best Buy.

Chapter 2

•	 New Chipotle Mexican Grill transactions 
for illustration that closely match with the 
actual first quarter 2020 results.

•	 New introductory discussion of operat-
ing lease right-of-use assets and related 
liabilities.

•	 New exhibit on the steps for transaction 
analysis for investing and financing activi-
ties that includes an example in the exhibit.

•	 Modified the accounting cycle graphic to 
add clarity.

•	 New Guided Help video on current ratio 
computation and analysis.

•	 New comparison company: Shake Shack.
•	 Added an exercise using real company 

information for Alphabet, Inc., parent 
company of Google.

Chapter 3

•	 New Chipotle Mexican Grill transactions 
for illustration that closely match with the 
actual first quarter 2020 results.

•	 Briefly discussed the impact of the pan-
demic on Chipotle (in opening discussion 
and Understanding the Business).

•	 Renewed focus on accrual basis account-
ing with clarity on businesses that use cash 
basis accounting.

•	 Modified the simplified EPS formula to add 
clarity and consistency throughout the text.

•	 Integrated five-step revenue recognition 
principle with examples using real compa-
nies Chipotle Mexican Grill and Apple.

•	 New Guided Help video on identifying the 
accounts and amounts when recognizing 
revenues in the proper period.

•	 New exhibit on the transaction analysis 
steps for any transaction, with an example 
added to the exhibit.

•	 Modified several assignments: Added new 
transactions and updated real company 
information.

•	 Separated the analysis of cash flow require-
ments from recording of transactions in 
several assignments.

Chapter 4
•	 All Chipotle Mexican Grill illustrations 

updated to reflect most recent annual 
report data.
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•	 Modified the Accounting Cycle graphic to 
add clarity.

•	 New Exhibit 4.2 on the types of adjust-
ments, which also lists typical accrual and 
deferral accounts.

•	 New Exhibit 4.3 on the adjustment process, 
specifying the accounts to be adjusted and 
illustrating journal entries.

•	 New exhibit on the interrelationships of the 
financial statements, combining two graph-
ics from the prior edition.

•	 New graphic illustrating the closing process.
•	 Changed E4-2 to the trial balance of Face-

book, Inc. and AP4-1 to the trial balance 
of Tesla, Inc.

•	 Revised the continuing problem (CON4-1) 
for Penny’s Pool Service & Supply to start 
with an unadjusted trial balance for com-
pleting the accounting cycle, making the 
assignment capable of being auto-graded 
using Excel and Connect.

Chapter 5
•	 Updated all internet-based sources of 

financial information.
•	 New Environmental, Social, and Gover-

nance (ESG) Reporting feature added with 
discussion of Apple’s ESG report.

•	 New Yahoo! Finance illustration of infor-
mation available about Apple.

•	 New Guided Help video providing step-
by-step instruction on how to determine 
the effects of transactions on key balance 
sheet and income statement subtotals.

•	 New Guided Help video providing step-by-
step instruction on how to determine the 
effects of transactions of key performance 
ratios.

•	 New end-of-chapter Demonstration Case 
based on the financial statements of 
Microsoft.

•	 New end-of-chapter exercises and prob-
lems based on the financial statements 
of Salesforce.com, Sonos, Inc., Con-
solidated Edison, Nordstrom, Inc., and 
other companies.

Chapter 6

•	 Updated the Focus Company Skechers’ 
illustrations.

•	 New Guided Help video providing step-
by-step instruction on accounting for credit 
card discounts and sales discounts.

•	 Revised discussions of errors in bad debt 
estimates to include the effects of the pan-
demic on Skechers’ bad debts.

•	 New end-of-chapter exercises and prob-
lems based on the financial statements of 
SAP, Adobe, General Mills, VF Corpo-
ration, and other companies.

•	 Revised discussion of internal control of cash.

Chapter 7

•	 Updated the Focus Company Harley-
Davidson’s real company illustrations.

•	 New simplified discussion of how com-
panies with perpetual inventory systems 
report using the LIFO cost flow assumption.

•	 New Guided Help video providing step-
by-step instruction on converting ending 
inventory, cost of goods sold, and pretax 
income from LIFO to FIFO.

•	 New Guided Help video providing step-by-
step instruction on correcting the income 
statement for errors in ending inventory.

Chapter 8

•	 New Focus Company: FedEx Corpora-
tion integrated in the chapter.

•	 New Understanding the Business section 
on package and cargo delivery industry.

•	 Briefly mentioned impact of pandemic in 
Key Ratio analysis.

•	 New discussion of operating lease right-of-
use assets by airline and other industries as 
a method of acquisition.

•	 New comparison company UPS in fixed 
asset turnover ratio analysis.

•	 Revised Pause for Feedback on acquir-
ing operational assets that more closely 
matches end-of-chapter assignments.

•	 New Guided Help video on recording the 
purchase of long-lived assets.

•	 New block on Environmental, Social, 
and Governance (ESG) Reporting with an 
excerpt from FedEx’s 2020 Global Citizen-
ship Report.

•	 New discussion of internal controls for 
fixed assets.

•	 Illustrated depreciation schedules using 
Excel spreadsheets.

•	 Revised asset impairment test steps and 
illustrated applying the steps to Delta Air 
Lines’ impairment measurement due to the 
pandemic.

•	 New illustration of determining goodwill 
using the purchase of Tableau Software, 
Inc. by Salesforce.com, Inc.

•	 Revised section on licenses and operating 
rights related to landing and take-off slots 
as intangible operating rights of airlines.

Chapter 9
•	 New and more vibrant real company pic-

tures and illustrations of Focus Company 
Starbucks.

•	 Updated company names used in exam-
ples and end-of-chapter material to reflect 
more diversity.

•	 New comparison company Monster 
Beverages.

•	 Updated discussion of deferred revenue 
using Starbucks’s “stored value cards” 
account and associated mobile app as an 
example.

•	 New real-world excerpt focused on a 
California lawsuit claiming that Starbucks’s 
coffee has chemicals in it that requires 
a warning, and whether this lawsuit is a 
contingent liability.

•	 Added Peloton and Beyond Meats in 
end-of-chapter material.

Chapter 10
•	 New and more vibrant real company bond 

illustrations of Focus Company Amazon.
•	 Updated company names used in exam-

ples and end-of-chapter material to reflect 
more diversity.

•	 New data analytics box that highlights 
the role artificial intelligence plays in bond 
investing.

•	 Added Apple in end-of-chapter material.

Chapter 11

•	 New Focus Company: Microsoft inte-
grated throughout the chapter with new 
pictures and updated illustrations.

•	 Updated company names used in exam-
ples and end-of-chapter material to reflect 
more diversity.

•	 New Environmental, Social, and Gover-
nance (ESG) Reporting feature added with 
discussion of Microsoft’s ESG report.

•	 New discussion of how some states (e.g., 
the state of Washington) do not allow trea-
sury stock and the effects this has on finan-
cial statements.
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•	 New comparison company IBM.
•	 New real-world excerpt focused on Micro-

soft’s equity compensation.
•	 Streamlined the chapter supplement that 

covers accounting for the equity of sole 
proprietorships and partnerships.

•	 Added Zoom Video Communications 
and Facebook in end-of-chapter material.

Chapter 12

•	 Updated the Focus Company National 
Beverage and all real company illustrations.

Chapter 13
•	 New and more vibrant real company pic-

tures and illustrations of Focus Company 
The Home Depot.

•	 Updated company names used in exam-
ples and end-of-chapter material to reflect 
more diversity.

•	 Revised ratio titles to succinctly link to titles 
used in all previous chapters.

•	 Changed end-of-chapter material to 
include Apple, Peabody Energy, Tesla, 
Boeing, Zoom Video Communica-
tions, and A-Mark Precious Metals.

•	 New Environmental, Social, and Governance 
(ESG) Reporting feature added with discus-
sion of The Home Depot’s ESG report.

Appendix A

•	 Updated the Focus Company The Walt 
Disney Company’s illustrations.

•	 Added marginal illustrations of the timing 
of transactions regarding held-to-maturity, 
trading securities, and available-for-sale 
debt and equity investments.

•	 New Guided Help video on recording 
transactions related to debt investments 
as trading securities and available-for-sale 
securities.

•	 New Pause for Feedback with a Self-Study 
Quiz on applying the fair value method to 
passive investments in equity securities.

•	 New Guided Help video on recording 
transactions related to applying the equity 
method for investments when there is sig-
nificant influence.

•	 Added real world excerpt from The Walt 
Disney Company’s annual report regard-
ing the impact of the pandemic and the 
impairment of goodwill.

Connect
•	 New Integrated Excel Activities - pair  

the power of Microsoft Excel® with the 
power of Connect® in a seamless live 
integration.

•	 New Tableau Dashboard Activities - easily 
introduce students to Tableau®. Students 
learn to gather the information they need 
from a live embedded Tableau dashboard. 
No prior knowledge of Tableau® is needed.

•	 New Alternative Problems - all the alterna-
tive problems in the text can now be found 
and auto-graded in Connect®.
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Affordable solutions, 
added value 
 
Make technology work for you with  
LMS integration for single sign-on access, 
mobile access to the digital textbook, 
and reports to quickly show you how 
each of your students is doing. And with 
our Inclusive Access program, you can 
provide all these tools at a discount to 
your students. Ask your McGraw Hill 
representative for more information.

65%
Less Time
Grading

Laptop: McGraw Hill; Woman/dog: George Doyle/Getty Images

Checkmark: Jobalou/Getty ImagesPadlock: Jobalou/Getty Images

Instructors: Student Success Starts with You

Tools to enhance your unique voice
Want to build your own course? No problem. Prefer to use an  
OLC-aligned, prebuilt course? Easy. Want to make changes throughout  
the semester? Sure. And you’ll save time with Connect’s auto-grading too.

Solutions for  
your challenges
 
A product isn’t a solution. Real 
solutions are affordable, reliable, 
and come with training and 
ongoing support when you need 
it and how you want it. Visit www.
supportateverystep.com for videos 
and resources both you and your 
students can use throughout the 
semester.

Study made personal
Incorporate adaptive study resources like  
SmartBook® 2.0 into your course and help your  
students be better prepared in less time. Learn  
more about the powerful personalized learning 
experience available in SmartBook 2.0 at  
www.mheducation.com/highered/connect/smartbook
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Effective tools for efficient studying
Connect is designed to help you be more productive with simple, flexible, intuitive tools that maximize 
your study time and meet your individual learning needs. Get learning that works for you with Connect.

Everything you need in one place 
Your Connect course has everything you need—whether reading on 
your digital eBook or completing assignments for class, Connect makes 
it easy to get your work done.

“I really liked this 
app—it made it easy 
to study when you 
don't have your text-
book in front of you.”

- Jordan Cunningham,  
  Eastern Washington University

Study anytime, anywhere
Download the free ReadAnywhere app and access 
your online eBook, SmartBook 2.0, or Adaptive 
Learning Assignments when it’s convenient, even 
if you’re offline. And since the app automatically 
syncs with your Connect account, all of your work is 
available every time you open it. Find out more at  
www.mheducation.com/readanywhere 

Top: Jenner Images/Getty Images, Left: Hero Images/Getty Images, Right: Hero Images/Getty Images

Calendar: owattaphotos/Getty Images

Students: Get Learning that Fits You

Learning for everyone 
McGraw Hill works directly with Accessibility Services 
Departments and faculty to meet the learning needs 
of all students. Please contact your Accessibility 
Services Office and ask them to email  
accessibility@mheducation.com, or visit  
www.mheducation.com/about/accessibility  
for more information.
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Online Assignments
Connect helps students learn more efficiently by providing 
feedback and practice material when they need it, where 
they need it. Connect grades homework automatically and 
gives immediate feedback on any questions students may 
have missed. The extensive assignable, gradable end-of-
chapter content includes a general journal application that 
looks and feels more like what you would find in a general 
ledger software package. 

End-of-chapter auto-gradable questions in Connect include 
•	 Mini-Exercises
•	 Exercises
•	 Problems
•	 Alternate Problems
•	 Comprehensive Problems
•	 Continuing Problems
•	 Cases and Projects
•	 General Ledger Problems
•	 Excel Application Exercises
•	 Tableau Dashboard Activities

General Ledger Problems
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.

Courtesy of Noelle Bathurst
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Concept Overview Videos
The Concept Overview Videos 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. These short 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.

Tableau Dashboard Activities
Tableau Dashboard Activities easily introduce students to Tableau, allowing 
them to explore live dashboards directly integrated into Connect. These activities 
include auto-graded questions focused on both calculations and analysis. No 
prior knowledge of Tableau is needed.

Integrated Excel
New! Integrated Excel assignments pair the 

power of Microsoft Excel with the power of Connect. A 
seamless integration of Excel within Connect, Integrated 
Excel questions allow students to work in live, auto-graded 
Excel spreadsheets—no additional logins, no need to upload 
or download files. Instructors can choose to grade by formula 
or solution value, and students receive instant cell-level 
feedback via integrated Check My Work functionality.

Guided Examples
The Guided Examples, also known as Hints, in Connect provide a narrated, 
animated, step-by-step walk-through of select exercises similar to those 
assigned. These short presentations can be turned on or off by instructors and 
provide reinforcement when students need it most.

“It is a great textbook that comes with a great online work system to enhance 
students’ learning effectiveness. Connect is user-friendly, provides many good 

practice opportunities, and links well with e-book.”
—Wan-Ting Wu, University of Massachusetts Boston

NEW!

NEW!
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LEARNING OBJECTIVES

After studying this chapter, you should be able to:

	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). p. 6

	1-2	 Identify the role of generally accepted accounting principles (GAAP) 
in determining financial statement content and managers’, directors’, 
and auditors’ responsibilities for ensuring the accuracy of the financial 
statements. p.17

1
Le-Nature’s Inc. designed its business strategy to ride the growing wave of interest 

in 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 environmentally 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 cafeterias switched 
from carbonated beverages to healthier drinks, Le-Nature’s could change its production 
to meet the customers’ needs. The company even 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 apparent 
success story portrayed in the financial statements really be one of the most remark-
able 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 accu-
rate financial statements in making our economic system work. We discuss these issues 
in the context of Le-Nature’s rise and fall.

Financial Statements 
and Business Decisions

ch
ap

te
r

2
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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 chapter, we always provide some background about the business that will pro-
vide the context for the chapter discussion.

UNDERSTANDING THE BUSINESS
Le-Nature’s Inc., our focus company for this chapter, was founded by Gregory Pod-
lucky 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 beverages. 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 manufactur-
ing facilities and equipment. Different units of Wells Fargo continued to arrange lend-
ing 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. The stockholders 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 estimate future performance, in part, based on information in 
the company’s financial statements. 3

Le-Nature’s Inc.
USING FINANCIAL 
STATEMENT 
INFORMATION TO 
MANAGE GROWTH

FOCUS COMPANY

James F. Quinn/KRT/Newscom
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4 C H A P T E R  1   Financial Statements and Business Decisions

EXHIBIT 1.1

The Accounting System and 
Decision Makers

Internal Management ReportsExternal Financial Reports
Detailed plans and 

continuous performance reports
Periodic financial statements 

and related disclosures

Evaluate the company Run the company 

Accounting System

Internal Decision MakersExternal Decision Makers

provided to

Managers Creditors Investors
Micolas/Shutterstock; nirat/iStock/Getty Images Plus; Anton Violin/Shutterstock; Pressmaster/Shutterstock; 
kzenon/123RF

The Accounting System
Managers (often called internal decision makers) need information about the compa-
ny’s business activities to manage the operating, investing, and financing activities of 
the firm. Stockholders and creditors (often called external decision makers) need infor-
mation about these same business activities to assess whether the company will be 
able to pay back its debts with interest and pay dividends. All businesses must have an 
accounting system that collects and processes financial information about an organiza-
tion’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 production of beverages.

•	 Operating Activities: the day-to-day process of purchasing raw tea and other 
ingredients from suppliers, manufacturing beverages, delivering them to custom-
ers, 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 makers, called managerial or management 
accounting, is the subject of a separate accounting course. The focus of this text is 

Final PDF to printer



lib29739_sidx_I7-I22.indd 8� 11/13/21  10:21 AM
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Adjusting journal entries (AJE)—Cont.
accrued revenues, 174
adjustment process, 174–181
available-for-sale securities, A-7–A-8
bad debt expense estimates, 298–299
closing entries, 190–192
deferred expenses, 175–178
deferred (unearned) revenues, 174–175
defined, 172
end of the accounting period, 58, 173–181, 298
ethical issues concerning, 182–183
purpose of, 172–173
trading securities, A-7, A-12–A-13
types of, 173

Advertising, truth in, 491
Advisory services, 24–25
Affiliates, investments in, A-0–A-3, A-16–A-18
Aging method

for accounts receivable, 303–304
for bad debt expense, 307

AICPA (American Institute of Certified Public Accountants), 24–25
Airline industry comparisons, 412–413
AJE. See Adjusting journal entries
Allowance for doubtful accounts, 298–301, 303–304
Allowance method, 298
American Institute of Certified Public Accountants (AICPA), 24–25
Amortization

of bonds issued at a discount, 534–537, 546–549
of bonds issued at a premium, 538–541, 550–553
defined, 425
effective-interest methods, 535–537, 548–549, 551–553
held-to-maturity bonds, A-3, A-6, A-27–A-28
of intangible assets, 425–429
passive investments, A-3
straight-line method, 425, 543

Amortized cost method, A-6
Andreycak, Tammy Jo, 20
Annual interest rate, notes payable, 480
Annual report

accounts receivable, 300–301
as aid in financial analysis, 692
bad debt expense, 301
bond issuance, 528
capitalized interest, 406
defined, 6
depreciation, depletion and amortization, 417–418
disclosures, 247, 248–249, 254
examples, B-1–B-15, C-1–C-14
impairment of long-lived assets, 422
liabilities, 477, 483
notes, 255
plant and equipment as assets, 402
stockholders’ equity, 591
voluntary disclosures, 256

Annuity
defined, 490
future value of, E-3 (table)
present value of, 490–495, E-1 (table)

Assets. See also specific assets
adjusting journal entries for, 173
on balance sheet, 8, 9, 47
defined, 8, 47
depreciation of (See Depreciation)
disposal of, 114, 422–423, 642–643
historical cost principle and (See Historical cost principle)
impairment of, 422–423

intangible, 403, 405, 424–429
involuntary, 423
liquidity order of, 71
long-lived, 403
order of liquidity, 47
tangible, 403
typical titles, 51
unrecorded, 50
voluntarily, 423

Asset turnover ratios, 698, 701–705
fixed asset turnover (See Fixed asset turnover ratio)
inventory turnover (See Inventory turnover ratio)
receivable turnover (See Receivable turnover ratio)
total asset turnover (See Total asset turnover ratio)

Associated companies, investments in, A-0–A-3, A-16–A-18
Assurance services, 24
Audit committee, 240
Auditors, 24, 240
Audit(s)

audit or assurance services, 24
clean audit opinions, 240
need for, 21–22

Authorized number of shares, 578
Available-for-sale securities

compared with trading securities, A-9–A-10
defined, A-4, A-7
portfolio of, A-8–A-10
year-end valuation, A-8–A-9

Average collection period, 305
Average cost inventory method, 353–354
Average days’ sales in receivables, 305
Average days to collect, 702

B
Bad checks, 309–312
Bad debt

accounting process, 299–300
accounting process for, 298–300
actual write-offs compared with estimates, 304
allowance method, 297–299
computation of expense, 306–307
estimating, 302–304
recording, 298–299
recoveries, 299
reporting, 300–301
writing off specific uncollectible accounts, 299–300, 304

Balance sheet
account balances on, 58–66
accounts receivable on, 291
analyzing, 8
basic accounting equation and, 6, 52–53, 121
cash flow statement and, 633–634
chart of accounts, 51–52
classified, 69, 247
comparative, 632
contingent liabilities reported on, 482
continuity assumption, 47
converting to FIFO inventory method, 364
cost, 47
defined, 6
elements of, 8–9, 47–48
as financial statement, 18
financing assets and liabilities, 633–635
formula for, 7–8, 121–123
going concern assumption, 47
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S U B J E C T  I N D E X I-9

international perspective on, 71–72
interpreting, 9
investment assets and liabilities, 633–635
investments on, A-1–A-2
monetary unit assumption, 47
operating assets and liabilities, 633–635
permanent (real) accounts, 183, 190–192
preparing, 68–72, 183–184, 186
relationships with other financial statements, 14, 183–184
separate entity assumption, 47
structure of, 7–8
transaction analysis, 52–56, 123–128

Balance sheet equation. See Accounting equation
Bank reconciliation, 310–312, 336–337
Bankruptcy, bonds payable and, 525
Bank service charges, 309–312
Bank statements, 309–312
Basic accounting equation. See Accounting equation
Basket purchase, 404
Beginning inventory (BI), in cost of goods sold, 348
Beginning-of-the-year retained earnings, 13
Beverage industry comparisons, 641, 644
Big data. See Data analytics
Board of directors, 240, 577–578
Bond certificate, 527
Bond discount

defined, 528
issuance at, 538–541, 546–549
purchase at, A-5

Bond premium
defined, 528
issuance at, 538–541, 550–553
purchase at, A-3

Bond principal, 525, 528
Bond rating agencies, 528
Bonds. See also Bonds payable

artificial intelligence to invest in, 530
characteristics of, 525–528
defined, 485
held-to-maturity, A-3, A-6, A-27–A-28
as investments, A-5–A-9, A-27–A-28
issuance process, 527
notes (footnotes), 524, 527
overview, 522–524
purpose of, 525
types of, 527
zero coupon, 542

Bonds payable. See also Bonds
bankruptcy risk and, 525
book value over time, 540–542
cash flows and, 525, 545, 645–646
debt-to-equity ratio, 544, 698, 708–709
early retirement of, 544–545
issued at a discount (See Bond discount)
issued at a premium (See Bond premium)
issued at par (See Par value)
prices vs. interest rates, 544–545
reporting transactions in, 528–544
times interest earned, 533–534, 698, 708
types of, 527

Book value. See Net book value
Bounced checks, 309–312
Buildings and equipment. See Property, plant, and equipment
Bundled goods and services, 297
Business activities. See Financing activities; Investing activities; 

Operating activities

Business entities
accounting for profit-making, 23
accounting for owners’ equity, 596–600
sales discounts to, 294
sales to, 293–294
sole proprietorship, 23
types of, 23–24
unlimited liability, 23

Business intelligence. See Data analytics
Business strategy, 258–259, 692–693

C
Callable bonds, 544
Capital, contributed. See Paid-in capital
Capital acquisitions ratio, 644
Capital expenditures, 408
Capitalization, 404, 409, 429
Capitalized interest, 406
Capital structure, 472–473, 523
Careers

accounting, 24–25
job searches, 243

Carrying value. See Net book value
Cash, 8

acquisition cost based on, 404
on the balance sheet, 291
bank reconciliations, 310–312
for cash dividends, 587
converting operating expenses to cash outflows, 652–653
converting revenues to cash inflows, 651
defined, 307
expense recognition principle (See Expense recognition  

principle)
internal control of, 308
management, 308
and near-cash assets, 706
net increase (decrease) in, 631
revenue recognition principle (See Revenue recognition  

principle)
Cash basis accounting, 115–116
Cash coverage ratio, 698, 708
Cash discounts, 294, 315–316
Cash dividends

on common stock, 577, 584–585
impact on stock price, 587
on preferred stock, 593–594

Cash equivalent price, 405
Cash equivalents

bank reconciliations, 310–312
in cash management, 308
defined, 40, 307–308, 628
internal control of, 308–309
on statement of cash flows, 628

Cash flows. See also Statement of cash flows
accounts receivable and, 305, 308
bonds payable and, 525, 545
depreciation of productive assets, 430–431
effects, determining, 517
from financing activities (See Cash flows from financing activities)
free, 644–645
inventory management and, 366–367
from investing activities (See Cash flows from investing  

activities)
from operating activities (See Cash flows from operating activities)
working capital and, 485, 640
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Cash flows from financing activities
defined, 16, 631
interpreting, 640
reporting, 635–636
statement classification, 253
stock transactions and, 594

Cash flows from investing activities
adjustments for gains and losses on sale of long-term assets, 

654–655
defined, 16, 630–631
fair value method for passive investments, A-19
interpreting, 635–636
reporting, 635–636
statement classification, 253
transaction effects on, A-20

Cash flows from operating activities
adjustments for sale of long-term assets, 654–655
adjustments to net income, 635–639, A-20
defined, 12, 629
direct method, 253, 629, 650–651
fraud and, 642
indirect method for reporting, 253, 623–627, 635–636
interpreting, 640
quality of earnings and, 188
reporting, 629–630
transaction effects on, 132–133

Cash flow statement. See Statement of cash flows
Cash interest payments, 529–530
Cash management, 307
Cash ratio, 698, 707
Cash-to-cash cycle, 110–112, 703–705
CEO (chief executive officer), 239–240
Certified internal auditors (CIAs), 24–25
Certified management accountants (CMAs), 24–25
Certified public accountants (CPAs), 24–25, 239
CFO (chief financial officer), 239–240
CGS. See Cost of goods sold
Chapman, James, 642n
Chart of accounts, 51–52
Chief executive officer (CEO), 239–240
Chief financial officer (CFO), 239–240
CIAs (certified internal auditors), 24–25
Classified balance sheet, 69–70, 247
Classified income statement, 131, 247–248
Clean audit opinions, 240
Closing entries, 190–192
Closing the books, 172, 190–192
CMAs (certified management accountants), 24–25
Common-size income statements, 132
Common stock. See also Stock market

authorized shares, 578
cash dividends on, 577, 584–587
cash flows from financing activities, 645–646
characteristics of ownership, 577–578
controlling interests in, A-21–A-23
defined, 8, 54, 80
dividends payable, 571, 584–589
earnings per share (See Earnings per share)
initial sale of, 580
issued for employee compensation, 581
issued shares, 578
outstanding shares, 578
passive investment in, A-12–A-14
repurchase of, 582–583
sale in secondary markets, 580–581
stock dividends on, 588–589
stock splits on, 589–590

Communication. See Accounting communication process
Company strategy, 258–259, 692–695
Comparative balance sheets, 632
Comparative data, balance sheet, 71
Comparative financial statements, 247
Comparison across companies, financial statement analysis, 693–694
Comparison with similar companies. See Industry comparisons
Compensation

accrued compensation and related costs, 477
expenses (See Wages expense)
payroll taxes, 477–479
stock issued for, 581

Component percentages, 695
Compound entries, 60
Comprehensive income, 9n, 250, A-8–A-10
Computer industry

dividend yield comparisons, 584–585
earnings per share comparisons, 579
gross profit percentage comparisons, 251–252
return on assets comparisons, 257–258

Conceptual framework for financial reporting, 19
Conference calls, 245
Conservatism principle, 358
Consolidated financial statements, A-1–A-2, A-22–A-23
Construction, acquisition cost based on, 406
Consumers

credit card sales to, 293, 315–316
sales to, 293

Contingent liabilities, 482–484, 517
Continuity assumption, 47
Contra-accounts, 177–178
Contract rate of interest. See Coupon rate
Contributed capital in excess of par. See Paid-in capital
Controlling interests

consolidated financial statements for, A-1–A-2, A-22–A-23
defined, A-4
mergers and acquisitions, A-21–A-23

Convertible bonds, 526
Cook, Timothy, 236
Copyrights, 427
Corporate governance, 237, 239–240, 577–578
Corporate life cycle, quality of income ratio, 641
Corporate social responsibility (CSR), 246, 409, 712
Corporations

limited liability (LLCs), 24
ownership of, 577–578, 593 (See also Stockholders’ equity)

Cost
asset acquisition, 402–403
historical (See Historical cost principle)

Cost allocation, in depreciation, 412
Cost-differentiation strategy, 692
Cost effectiveness, in accounting communication process, 244
Cost flow assumptions, 351–354
Cost in excess of net assets acquired. See Goodwill
Cost of goods sold (CGS)

converting to cash paid to suppliers, 650–651
equation for, 347–348
inventory in, 348, 348, 349–352
LIFO report adjustment, 369–371
nature of, 345

Cost of sales. See Cost of goods sold
Coupon payments, 528
Coupon rate

bond issued at par, 531
bonds issued at discount, 534–537, 542–544
bonds issued at premium, 538, 550
defined, 526
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in transactions, 529
zero coupon bonds, 542

Covenants, bond, 527
Covid-19 pandemic, 422

e-commerce, 404
impact on Disney, A-23
investment in stock, 691
rapid respond by Chipotle, 109
restaurants economic downturns, 110
wholesale customers and, 304

CPAs (certified public accountants), 24–25, 239
Credit balances, 122
Credit card discounts, 293, 315–316
Credit card sales, 293, 315–316
Credit managers, 5
Creditors, 48. See also Lenders
Credit(s), 58–59, 62
Credit sales, 302–303

bad debts, 297–303
business, 293–294
consumer, 293

Credit terms, 293–294
Critical accounting policies. See Significant accounting  

policies
Cross-sectional analysis, 261
Cumulative dividend preference, 593
Current assets

defined, 47
nature of, 47, 70
trading securities (See Trading securities)
working capital management, 484, 640

Current dividend preference, 593–594
Current liabilities

accounts payable, 475–476, 638
accrued liabilities, 179–181, 476–479
current portion of long-term debt, 481
deferred revenues, 174–175
defined, 49, 484
nature of, 71
notes payable, 480–481, 485
refinanced debt, 481
working capital management, 484

Current market value, 412
Current portion of long-term debt, 481
Current ratio

ratio analysis, 698, 706
short-term resources and, 72
transactions and, 261

Current receivables, 297

D
Data analytics

artificial intelligence, 530, 544
auditing and, 241
business expansion and, 68
mobile app, 479
performance assessment, 696
restaurant industry use of, 115
SEC use of, 189–190

Debenture, 527
Debit balances, 122
Debits, 58–59, 62
Debt. See also Bad debt; Bonds; Bonds payable; Notes payable

acquisition cost based on, 404–405
in capital structure, 523
cash flows from financing activities, 645–646

current portion of long-term, 481
held to maturity, A-3, A-6, A-27–A-28
notes receivable, 298
passive investments in, A-3
refinanced, 482
securities, A-3

Debt covenants, restrictive, 527
Debt-to-equity ratio, 544, 698, 708–709
Decision makers

external, 4–5, 19
internal, 4
ratio analysis and (See Ratio analysis)

Declaration date, of dividends, 585
Declining-balance depreciation method, 417–418
Decomposition analysis, 258–259
Decreasing cost inventories, 356
Default risk, 527
Deferred expenses

adjusting journal entries, 174–178
defined, 173, 175–176

Deferred revenues
adjusting journal entries, 174–175
defined, 174
as liability, 478–479

Deferred tax liability, 114, 499–500
Definite life, of intangible assets, 425
Depletion, 429
Deposits in transit, 310, 312
Depreciable cost, 414–415
Depreciation, 36

accelerated, 417–418
accumulated, 177–178, 412
alternative methods, 414–418
calculating, 413
changes in estimates, 415, 435
concepts concerning, 411–414
declining-balance method, 417–419
as deferred expense, 175
deferred tax liability, 499–500
defined, 411
effect on statement of cash flows, 430–431
manager choice of method, 420
straight-line method, 415–416, 419, 435
summary of methods, 418
in tax reporting, 420–421, 431
units-of-production method, 415–416, 419

Depreciation expense, 113, 411–413
Depreciation rate per unit of production, 415–417
Depreciation schedule, 414–416
Direct labor cost, 347
Direct materials, 347
Direct method, for cash flows from operating activities, 253, 629–630, 

650–651
Disclosure. See also Financial statements

annual report (See Annual report)
fair-disclosure principle, 244
press releases in, 244–245
quarterly reports in, 6, 111n, 246
SEC reports in, 246
types of reports, 245–246
voluntary, 256

Discontinued operations, 249
Discounts

bond (See Bond discount)
cash, 293, 315–316
credit card, 293, 315–316
deciding to take, 294
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Discounts—Cont.
purchase, 346, 371–372
recording, 315–316
sales, 293, 315–316
trade, 294n
volume, 296

Disposal of assets, 114, 422–423, 654–655
Dividend revenue

under equity method, A-17
on equity securities, A-12
on income statement, 114

Dividends in arrears, 593–594
Dividends payable

cash, 577, 584–585, 593–594
common stock, 577, 584–589
creditors and, 3
preferred stock, 593–594
restrictions on payment of, 527
on statement of stockholders’ equity, 12
stock, 588–589

Dividend yield, 584–585, 698, 709
Double-declining-balance rate, 417–419
Doubtful accounts, allowance for, 298–301, 304
Dual effects concept, 52–53
DuPont model, 258–259, 705
During-period steps, in accounting cycle, 58, 172

E
Earned capital. See Retained earnings
Earnings

interest (See Interest income)
misstatements, 296
quality of, 187

Earnings forecasts, 242
Earnings per share (EPS)

computation of, 186
disclosure, 114
on income statement, 250–251
ratio analysis, 579, 698, 700

Earnings quality ratio. See Quality of income ratio
Ebbers, Bernie, 121
Economic life, 413
Economy-wide factors, in investment decision, 691, 711–712
EDGAR (Electronic Data Gathering and Retrieval Service), 241
Effective-interest amortization

bonds issued at a discount, 535–537, 548–549
bonds issued at a premium, 539–541, 551–553

Effective interest rate. See Market interest rate
Efficiency, inventory turnover and, 361–362
Electronic funds transfer (EFT), 308
Ells, Steve, 44–45
Employee compensation. See Compensation
Employee FICA taxes, 478
Employee income taxes, 478
Employee stock options, 581
Employer FICA taxes, 478
Ending inventory

in cost of goods sold, 348, 350, 353–354
errors in measuring, 360
income before income taxes, 360

End of the accounting period
adjusting journal entries, 173–181, 190–192, 298
inventory in (See Ending inventory)
steps in accounting cycle, 58, 172–181, 300

End-of-the-year retained earnings, 13
EPS. See Earnings per share

Equations
balance sheet equation (See Accounting equation)
basic accounting equation (See Accounting equation)
cost of goods sold (CGS), 347–348
depreciation, 414–418
earnings per share, 186, 250
income statement, 10
interest, 179, 480
present value, 489
ratio analysis, 698 (See also specific ratios)
sales revenue conversion, 651
statement of cash flows, 15
statement of stockholders’ equity, 12

Equipment. See Property, plant, and equipment
Equity. See also Statement of stockholders’ equity; Stockholders’ 

equity
common stock (See Common stock)
preferred stock, 593–594

Equity method
defined, A-16
for investments of significant influence, A-4, A-16, A-18
recording investments under, A-16, A-18
reporting investments under, A-18

Errors
in bank reconciliation process, 311, 312
in measuring ending inventory, 360

ESG reporting, 246
Estimated ending balance, 304–305
Estimated liabilities

on the balance sheet, 482
in notes, 482–484

Estimated residual/salvage value, 414
Estimated useful life, 413, 435
Estimates

actual write-offs compared with, 304
bad debt expense, 298–299, 302–304
change in, 435
depreciation, 177–178

Ethics. See also Fraud
accounting communication and, 21
accounting methods for minority investments, A-19–A-20
adjustments and incentives, 182–183
capitalization of expenses, 409
cash flow from operations and fraud, 642
fraud triangle, 238
insider information, 694
internal control of cash, 308–309
inventory costing methods and, 356
management incentives to violate accounting rules,  

121, 182–183
nature of ethical conduct, 21
separate records for tax and financial reporting, 421
truth in advertising, 491
volume discounts and rebates, 296

Environmental, social, and governance (ESG), 246, 409, 712
Excel spreadsheets, present value computation, 498–499
Exchange rate risk, 485–486
Exchanges, 50
Ex-dividend date, 587
Expense recognition principle

adjusting entries, 173
bad debts, 298
defined, 119–120
depreciation and, 411
interest expense, 533
natural resource acquisition and depletion, 429
quality of income ratio and, 641
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Expenses
accrued, 178–181, 638–639
adjusting journal entries for, 178–181
bad debt, 298–304, 306–307
converting operating expenses to cash outflow, 662–663
deferred, 175–178
defined, 11, 113
depreciation, 411–412
income tax, 30n, 648
interest (See Interest expense)
operating, 113, 662–663
prepaid, 176–177, 638
recording, 173, 175
repair and maintenance, 113, 408–409
research and development, 428
typical account titles, 51

External decision makers
generally accepted accounting principles and, 19–20
nature of, 4–5
primary objective of financial reporting and, 18

External events, 50

F
Face value, bond, 526, 528
Factory overhead costs, 347
Fair-disclosure principle, in accounting communication  

process, 244
Fair value method

book value versus, 422
defined, A-6
financial statement effects of, A-9–A-10
for passive investments, A-3–A-4, A-5–A-14, A-16–A-18

Faithful representation, 19
FASB (Financial Accounting Standards Board). See Financial 

Accounting Standards Board
Federal Communications Commission (FCC), 25
Federal Unemployment Tax Act (FUTA), 478–479
FICA taxes, 478
FIFO inventory. See First-in, first-out (FIFO) inventory
Finance leases, 486–487
Financial accounting

careers in, 24–25
conceptual framework for, 18–19
nature of, 4
reasons to study, 5
separate records for tax accounting and, 421

Financial Accounting Standards Board (FASB)
bundled goods and services, 297
purpose, 239
responsibilities of, 18
Statement of Comprehensive Income requirement, 250

Financial analysis
reinvestment of earnings, 13
basic statements, 14

Financial analysts, in accounting communication process, 241–243
Financial leverage, 705
Financial position, 8
Financial ratios. See Ratio analysis
Financial reporting. See also Financial statements

accounts receivable, 300–301
annual report (See Annual report)
bad debts, 300–301
bonds payable, 528–544
cash and cash equivalents, 307–312
cash flows from financing activities, 645–646

cash flows from investing activities, 642–643
cash flows from operating activities, 629–630, 635–639
fair value of investments, A-9–A-10, A-14
manager choice of depreciation method, 420–421
mergers and acquisitions, A-22–A-23
quarterly reports, 6, 111n, 246
separate records for tax reporting and, 421

Financial statement analysis. See also International perspective; Ratio 
analysis

acquisitions, A-22
applying materiality constraint in practice, 346
assessing default risk, 528
asset turnover ratios, 698, 701–705
bad debt recoveries, 299
balance sheet interpretation (See Balance sheet)
book value as approximation of remaining life, 413
business strategy and, 258–259, 692–693
capitalization and, 409
changes in accounting estimates, 420
company strategy and, 692–693
comparison with similar companies, 694 (See also Industry 

comparisons)
component percentages in, 695
cross-sectional analysis, 261
depreciation in, 431–432
differences in estimated lives within single industry, 413
of discounts, 294
DuPont model, 705
fair value of investments, A-9–A-10, A-14
free cash flow, 644–645
impact of alternative depreciation methods, 419
impact of change on accounting adjustments, 420
impact of dividends on stock price, 587
income statement analysis (See Income statement)
information services and, 243
insider information and, 694
intangible assets (See Intangible assets)
interpreting assets, liabilities, and stockholders’ equity on the 

balance sheet, 9
interpreting retained earnings, 13
interpreting statement of cash flows, 16
inventory costing methods and, 354–355, 363–365
investment decisions and, 691
investment decisions in, 711–712
job searches and, 243
LIFO and inventory turnover ratio, 365
limited voting rights of preferred stock, 594
liquidity ratios, 698, 706–707
market ratios, 698, 709–710
nature of, 693–694
noncash expenses, 430
other relevant information in, 711–712
profitability ratios, 697–700
quality of earnings, 187
refinancing debt, 482
restriction on payment of dividends, 527
revenue recognition for bundled goods services, 297
significant accounting policies (See Significant accounting policies)
solvency ratios, 698, 708–709
statement of comprehensive income, 250
T-accounts in, 63
time-series analysis in, 261, 693
understanding foreign financial statements, 71
unrecorded assets and liabilities, 50
users of financial information, 243–244
zero coupon bonds, 542
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Financial statements. See also Generally accepted accounting principles
accounts on, 51–52
analysis of (See Financial statement analysis)
annual report (See Annual report)
balance sheet (See Balance sheet)
business activities causing changes in, 50–52
cash flows (See Statement of cash flows)
comparative, 247
consolidated, A-1–O–A-2, A-23
ensuring accuracy of, 20–22 (See also Audits)
foreign, 71, 256–257 (See also International perspective)
formats of, 17, 247–256
fraud (See Fraud)
income statement (See Income statement)
inventory costing methods and, 354–355, 363–365
management use of, 5
notes to (See Notes to financial statement)
overview of, 6–17
preparation and analysis of, 129–133, 183–190
relationships among, 183–184, 632–633
stockholders’ equity (See Statement of stockholders’ equity)
summary of basic types, 18
voluntary disclosures, 256

Financing activities
balance sheet assets and liabilities, 633–635
cash flows from (See Cash flows from financing activities)
events in, 74
nature of, 4, 46
stock transactions, 594

Finished goods inventory, 345
First-in, first-out (FIFO) inventory

converting balance sheet to, 364
converting income statement to, 363–364
defined, 351
described, 351–352
ethical issues, 356
financial statement effects of, 354–355

Fixed assets. See Property, plant, and equipment
Fixed asset turnover ratio, 403, 437, 698, 702
Fixtures, 403. See also Property, plant, and equipment
FOB (free on board) destination, 292
FOB (free on board) shipping point, 292
Footnotes to financial statements. See Notes to financial statement
Footwear industry comparisons, 305
Forecasts, earnings, 242
Foreign currency

borrowing in, 485–486
receivables in, 298
translation gains and losses, 592

Form 8-K, 246
Form 10-K

business strategy and, 692
examples, B-1–B-15, C-1–C-14
submission to SEC, 245–246

Form 10-Q, 246
Formulas. See Equations
Franchises, 45–46, 428–429
Fraud. See also Ethics

capitalization of expenses, 409
data use in enforcement, 189–190
and cash flow from operations, 642
corporate governance and, 237
financial reporting and, 2–3
financial statements and, 20–22
fraud triangle, 238
incentives to commit, 121, 182–183
“Nigerian barge” transactions, 684

Free cash flow, 644–645
Freight-in, 346
FUTA (Federal Unemployment Tax Act), 478–479
Future value (FV)

annuity, E-3 (table)
defined, 488
single amount, E-2 (table)

G
GAAP. See Generally accepted accounting principles
Gains

defined, 114
on disposal of assets, 114, 654–655
foreign currency translation, 592
on sale of investments, 114
unrealized holding, 591, A-7–A-10

General and administrative expenses, 113
General journal, 58, 60–61. See also Adjusting journal entries; 

Journal entries
General ledger, 58, 61
Generally accepted accounting principles (GAAP)

application to company’s statements, 254–255
assessment of future probabilities, 483
conceptual framework, 18–19
defined, 17
determination of, 18
importance to managers and external users, 19
interest on cash flow statement, 639
International Financial Reporting Standards (IFRS) versus, 71, 

256–257
refinancing debt, 482
setting of, 239
significant accounting policies (See Significant accounting  

policies)
tax accounting and, 420

Going concern assumption, 47
Goods available for sale, 348
Goodwill

amortization of, 427–428
on balance sheet, 247
defined, 426, A-21
in mergers and acquisitions, A-21–A-22

Google finance, 694
Government Accountability Office (GAO), 25
Gross method, 371
Gross profit/gross margin, 247, 251
Gross profit margin ratio, 698–699
Gross profit percentage, 251–252
Growth

horizontal, A-20
rapid, 711–712

H
Held-to-maturity investments, A-3, A-6, A-27–A-28
High-quality financial information, 171
High-value strategy, 259
Historical cost principle

asset impairment, 421
balance sheet recording, 47
contra-accounts, 177–178
intangible asset acquisition, 425

Horizontal growth, A-21
Human resource managers, 5
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I
IASB. See International Accounting Standards Board
IFRS. See International Financial Reporting Standards
IIA (Institute of Internal Auditors), 24
Immaterial amounts, in accounting communication process, 244
Impairment of assets, 421–422
Improvements to property, plant, and equipment, 408–409
Income before income taxes, 114, 249, 360
Income from continuing operations, 249
Income from operations, 114
Income statement

accrual basis accounting, 116–120
analyzing, 11, 129
cash flow statement and, 632–633
classified, 131, 247–250
common-size, 132
comprehensive, additional requirement, 250
converting to FIFO inventory method, 363–364
defined, 10
effect of business activities on, 110–115
elements of, 10–11
equation for, 10
as financial statement, 18
interest expense reported on, 532–533
operating cycle, 110–112, 703–705
preparing, 129–133, 184–186
purpose of, 6
recognizing and measuring operating activities, 115–120
relationships with other financial statements, 14, 184–186
structure of, 10
temporary (nominal) accounts, 183–184, 190–192
transaction analysis, 121–128

Income taxes. See also Tax reporting
deferred tax liability, 499–500
income before (See Income before income taxes)
payable (See Income taxes payable)

Income taxes payable
accrued, 180–181, 476–477
employee, 478

Income tax expense, 30n, 114
Increasing cost inventories, 355–356
Indefinite life, of intangible assets, 425
Indenture, bond, 527
Indirect method, for cash flows from operating activities

adjustment for sale of long-term assets, 654–655
adjustment of net income, 635–639, A-20
overview, 630
statement structure, 647–648

Individual company factors, in investment decision, 691
Industry comparisons

accounts payable turnover, 475–476
book value as approximation of remaining life, 413
capital acquisitions ratio, 644
current ratio, 72–73
debt-to-equity ratio, 544
differences in estimated life within single industry, 413–414
dividend yield, 584–585
earnings per share (EPS), 579
earnings quality ratio, 641
fixed asset turnover, 403–404
gross profit percentage, 251–252
inventory turnover, 361–362
net profit margin, 131–132
quality of income ratio, 641
receivable turnover ratio, 304–305
return on assets (ROA), 257–258

sample industry ratio report, D-1 (table)
times interest earned, 533–534
total asset turnover ratio, 188–189

Industry factors, in investment decision, 691
Information services, 241–243
Initial public offering (IPO), 580
Insider information, 694
Institute of Internal Auditors (IIA), 24
Institute of Management Accountants (IMA), 24
Institutional investors, 243
Insurance expense, 113
Intangible assets, 405

acquisition of, 424–429
amortization of, 424–429
on balance sheet, 247
defined, 403
types of, 425

Interest, defined, 179
Interest expense

accrued interest on debt, 179
bonds issued at a discount, 535–537, 548–549
bonds issued at par value, 532–533
capitalized, 406
classification on cash flow statement, 639
description of, 114
effective-interest amortization of, 535–537, 539–541, 548–549
statement of cash flows, 648
straight-line amortization of, 543
tax deductibility, 526
times interest earned, 533–534, 698, 708

Interest income
on bank statements, 309
classification on cash flow statement, 639
debt securities, A-5
held-to-maturity bonds, A-28

Interest payable, 3, 528–530
Interest periods, computation of, 489–491
Interest rates

bond prices and, 544–545
coupon rate (See Coupon rate)
effective (See Market interest rate)
in future value computations, 489–491
market (See Market interest rate)
in present value computations, 489–491

Interest receivable, 297–298
Interest revenue, 114
Interim reports. See Quarterly reports
Internal controls, 411

cash, 308
description of, 21–22
inventory, 359

Internal decision makers, 4
Internal events, 51
International Accounting Standards Board (IASB), 19, 250, 256–257
International Financial Reporting Standards (IFRS), 19

assessment of future probabilities, 483
GAAP versus, 71, 256–257
interest on cash flow statement, 639
LIFO inventory systems, 354
refinancing debt, 482
stockholder equity terminology, 592

International perspective
assessment of future probabilities, 483
balance sheet differences, 71
borrowing in foreign currencies, 485–486
currency translation gains and losses, 592
differences in accounting methods, 256–257
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International perspective—Cont.
foreign currency receivables, 298
global convergence in accounting, 19–20
interest on cash flow statement, 639
LIFO and international comparisons, 354
statement of comprehensive income, 250
understanding foreign financial statements, 71

Inventory, 8
beginning, 348
change in, 637–638
costs included in purchases, 346
defined, 345
ending (See Ending inventory)
financial statement analysis and, 354–355, 363–365
items included in, 345–346
just-in-time, 362, 706
merchandise, 345–347
nature of, 343–344
types of, 348

Inventory control
cash flows, 366–367
errors in measuring ending inventory, 360
internal, 359
periodic inventory system, 350
perpetual inventory system, 350, 354

Inventory costing methods
average cost method, 353
consistency in use of, 356
cost flow assumptions in, 351–354
financial statement effects of, 354–355, 363–365
first-in, first-out (FIFO) method (See First-in, first-out (FIFO) inventory)
last-in, first-out (LIFO) method (See Last-in, first-out (LIFO) inventory)
managers’ choice of, 355–356
specific identification, 351

Inventory management
cash flows and, 366–367
measuring efficiency in, 361–362
purchase discounts, 346, 371–372
purchase returns and allowances, 346, 371
statement of cash flows and, 367

Inventory turnover ratio
efficiency of inventory management, 361–362
LIFO and, 365
ratio analysis, 698, 703–705

Inventory valuation, 358–359
Investee earnings, under equity method, A-17
Investing activities

balance sheet assets and liabilities, 633–635
cash flows from (See Cash flows from investing activities)
events in, 74
nature of, 4, 46

Investment decision, 691, 711–712
Investment income, 114
Investments

in affiliates or associated companies, A-0–A-3, A-16–A-18
cash flows from (See Cash flows from investing activities)
for control, A-4, A-21–A-23
corporate, A-0–A-27
held-to-maturity (See Held-to-maturity investments)
passive, A-3–A-4, A-5–A-15
return on assets (See Return on assets)
for significant influence, A-4, A-16–A-20

Investors. See also Stockholders
in accounting communication process, 243
as external decision makers, 4, 18–19

Involuntary disposal of assets, 422
Issuance costs, bond, 543
Issued shares, 578

J
Jobs, Steve, 236
Job searches, 243
Journal entries, 58. See also Adjusting journal entries

defined, 60
recording discounts and returns, 315–316
in transaction analysis, 60–61, 63–66, 123–128

Just-in-time inventory, 362, 706

K
Karu, Zoher, 68

L
Land, 403
Last-in, first-out (LIFO) inventory

defined, 353
ethical issues, 356
financial statement effects of, 354–355
international comparisons, 354
inventory turnover ratio and, 365
managers’ choice of, 355–356
periodic versus perpetual inventory system, 369–370
turnover ratio, 365

Lease liabilities, 405, 486–487
Least-latest rule of thumb, 355, 421
Legal capital, 580
Legal liability, 21–24
Lenders

in accounting communication process, 243
defined, 243
interests, 3, 4

Leonard, Sugar Ray, 290
Lessee, 486
Lessor, 486
Leverage, financial, 705
Liabilities. See also specific liabilities

accrued, 476–479
adjusting journal entries for, 173
on balance sheet, 8–9, 48–49, 482
contingent, 482–483
current (See Current liabilities)
defined, 8, 48, 474
maturity order of, 49, 71
present values in calculating, 492–495
recording, 174
short-term, 645–646
typical account titles, 51
unrecorded, 50

Liability (legal), 21–24
Licenses and operating rights, 429
LIFO conformity rule, 355
LIFO inventory. See Last-in, first-out (LIFO) inventory
LIFO reserve, 363
Limited liability, 24
Limited liability companies (LLCs), 24
Limited liability partnerships (LLPs), 24
Liquidity

of bonds, 523–524
defined, 484, 706
ratio, 706

Liquidity order, of assets, 47, 71
Liquidity ratios

cash ratio, 698, 707
current ratio (See Current ratio)
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defined, 706
quick ratio, 698, 706–707

Long, Howie, 290
Long-lived assets. See also Property, plant, and equipment

classifying, 403
defined, 403
fixed asset turnover, 403–404, 698, 702
measuring and recording acquisition costs, 404–406

Long-term assets, 47
Long-term liabilities

bonds payable (See Bonds payable)
borrowing in foreign currencies, 485–486
cash flows from financing activities, 645–646
current portion of long-term debt, 481
defined, 485
lease liabilities, 405, 486–487
notes payable, 480–481, 485
refinanced debt, 482

Losses
defined, 114
on disposal of assets, 114, 645–646
foreign currency translation, 592
on sale of investments, 114
unrealized holding, 591, A-7–A-10

Lotteries, 491
Low-cost strategy, 259
Lower of cost or market (LCM) inventory valuation, 358–359
Lynn, Robert, 20

M
MACRS (Modified Accelerated Cost Recovery System), 421
Maestri, Luca, 237
Maintenance expenses, 408–409
Management consulting services, 24–25
Management’s Discussion and Analysis, 235
Managerial (management) accounting, 4, 24–25
Managers. See also Ethics

in accounting communication process, 239–240
choice of depreciation method, 420–421
choice of inventory costing method, 355–356
generally accepted accounting principles and, 19
incentives to violate accounting rules, 121, 182–183
as internal decision makers, 4
owner-managers (See Owner-managers)
responsibility and need for controls, 21–22
stock issued for compensation, 581
stock options, 581
types of, 5
use of financial statements, 5

Manufacturers, 344–347
Marketing managers, 5
Market interest rate

bonds issued at discount, 534–537, 546–549
bonds issued at premium, 538–541, 550–553
defined, 529–530

Market ratios
defined, 709
dividend yield ratio, 584–585, 698, 709–710
price/earnings (P/E) ratio, 698, 709

Matching principle. See Expense recognition principle
Material amounts, 244, 346
Maturity dates

bonds payable, 525–526
long-term liability, 485

Maturity order, of liabilities, 49, 71
Maturity value, bond, 526, 528
Merchandise inventory, 345–347

Mergers and acquisitions
consolidated financial statements for, A-1–A-2, A-23
mergers, defined, A-21
recording, A-21–A-22
reporting, A-23
types of, A-21

Minkow, Barry, 121
Modified Accelerated Cost Recovery System (MACRS), 421
Monetary unit assumption, 47
Motorcycle industry comparisons, 361–362
Multiple-step income statements, 112
Murin, Andrew, 20

N
n/30, 293–294
NAICS (North American Industry Classification System), 694
NASDAQ market, 581
Natural resources

acquisition of, 429–430
defined, 429
depletion of, 429–430
as long-lived assets, 403

Net book value/carrying value
on balance sheet, 186–187
of bonds over time, 540–543
defined, 177, 412
depreciation and, 411–412
fair value versus, 422
interpretation, 300

Net income/net earnings
conversion to net cash flow from operating activities, 635–639
defined, 10, 11
quality of earnings, 188
on statement of stockholders’ equity, 12

Net increase (decrease) in cash, 631
Net profit margin, 131–132, 258–260, 698–699
Net realizable value, 358
Net sales, 291

computing, 294
defined, 295
reporting, 295

New issues, 581
New York Bond Exchange, 523
New York Stock Exchange, 581
“Nigerian barge” transactions, 684
Nominal rate of interest. See Coupon rate
Noncash expenses, 430
Noncash investing and financing activities, 648
Noncurrent assets, 47, 71, A-3
Noncurrent liabilities, 71
Noncurrent receivables, 298
Non-financial information, 712
Nonoperating (other) items, 249
Nonrecurring items, discontinued operations, 249
Nontrade receivables, 298
Nonvoting stock, 593
No-par value stock, 580
North American Industry Classification System (NAICS), 694
Notes (footnotes), 17
Notes payable, 8

as current liability, 480–481
as long-term liability, 485
time value of money, 480

Notes receivable, 298
Notes to financial statement

additional detail supporting reported numbers, 255
contingent liabilities reported in, 482–483
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Notes to financial statement—Cont.
debt and, 524, 527
defined, 17
depreciation, depletion, and amortization, 417
examples, B-11–B-15, C-8–C-14
formats of, 17
purpose of, 253
relevant financial information not disclosed on statements, 255–256
significant accounting policies (See Significant accounting policies)

Not-for-profit sector, careers in, 25
NSF (not sufficient funds) checks, 309–312

O
OCI (other comprehensive income), 591, A-8–A-10
Off-balance-sheet financing, 50
Ongoing operations, 114
Operating activities

accrual basis accounting (See Accrual basis accounting)
balance sheet assets and liabilities, 633–635
cash basis accounting, 115–116
cash flows from (See Cash flows from operating activities)
events in, 133
expense recognition principle (See Expense recognition principle)
measuring and recognizing, 115
nature of, 4
revenue recognition principle (See Revenue recognition principle)

Operating (cash-to-cash) cycle, 110–112, 703–705
Operating expenses, 113, 652–653
Operating income, 114, 249
Operating lease right-of-use assets, 405
Operating leases, 405, 486–487
Operating revenues, 112–113
Operating working capital, 640
Ordinary repairs and maintenance, 408
Original maturity, 628n
Ortiz, David, 290
Other comprehensive income (OCI), 591, A-8–A-10
Outstanding checks, 310
Outstanding shares, 578
Owner-managers

ethics, 121, 182
financial statements and, 20–21
interests of, 2–3
owners’ equity, 596–600
selection of accounting methods, A-19–A-20

Owners’ equity, 596–600. See also Stockholders’ equity

P
Paid-in capital

on balance sheet, 49
cash flows, 646
stockholders’ equity, 576
transactions and, 53–54

Pandemic. See Covid-19 pandemic
Partners, defined, 23
Partnerships

accounting for owners’ equity, 598–600
defined, 23
limited liability (LLPs), 24
stockholders/shareholders, 24

Par value
bond purchases and, A-27
bonds, 526, 528–534, A-5
common stock, 580
defined, 54, 580
percentage of face value, A-5n

Passive investments
available-for-sale securities, A-7–A-10
debt and equity securities, A-3–A-4
defined, A-3
fair value method, A-3–A-4, A-6–A-14, A-19
held-to-maturity, A-3, A-6, A-27–A-28
trading securities, A-6–A-7, A-7–A-8, A-9–A10

Patents, 428
Payment date, of dividends, 585
Payroll taxes, 477–478
Percentage analysis

component percentages, 695
ratios (See Ratio analysis)

Percentage of credit sales method, 302
Percentage of par, A-5n
Percentage of sales method

bad debt expense, 306
credit sales, 302–303

Periodic inventory system
compared with perpetual inventory system, 369–370
defined, 350

Permanent (real) accounts, 183, 190–192
Perpetual inventory system

compared with periodic inventory system, 369–371
cost flow assumptions in, 354
defined, 350

Plant and equipment. See Property, plant, and equipment
Podlucky, G. Jesse, 20
Podlucky, Gregory, 2–3, 20–21
Podlucky, Jonathan, 3, 20
Podlucky, Karla, 20
Pollinger, Donald, 20
Ponzi schemes, 20
Post-closing trial balance, 193
Posting, 61, 64
Preferred stock, 593–594
Premium, bond. See Bond premium
Prepaid expenses

change in, 638
as deferred expenses, 176–177

Present value (PV)
accounting applications, 492–494
annuity, 490–494, E-1 (table)
bond payments and, 531–532, 538, 550
calculator computations, 496–499
computation of, 487–495
defined, 488
single amount, 488–489, 492–493, 494, E-0 (table)
spreadsheet computations, 498–499

Press releases, 244–245
Pretax earnings. See Income before income taxes
Price/earnings (P/E) ratio, 698, 709
Primary Objective of Financial Reporting to External Users, 18
Principal

bond, 525, 528
defined, 179, 298
Principle, notes payable, 480

Private investors, 243
Private placements, 485
Product-differentiation strategy, 259, 692
Profitability ratios, 697–700

earnings per share (See Earnings per share)
earnings quality (See Quality of income ratio)
gross profit percentage (See Gross profit percentage)
net profit margin (See Net profit margin)
quality of income ratio (See Quality of income ratio)
return on assets (See Return on assets)
return on equity (See Return on equity)
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Profit drivers, 258–259
Profit levers, 258–259
Profit margin. See Net profit margin
Property, plant, and equipment, 8

acquisition cost, 404–407
adjustment for gains and losses on sale, 654–655
asset impairment, 421–422
cash flows from investing activities, 643
classifying long-lived assets, 403
depreciation (See Depreciation)
disposal of, 114, 422–423, 654–655
financial statement details in notes, 255
fixed asset turnover, 403, 698, 702
improvements, 408
maintenance, 408–409
repairs, 408–409
total asset turnover, 258–259, 698, 701

Pro rata basis, 588
Prospectus

bond, 527
defined, 527

Public accounting, employment in, 24–25
Public Company Accounting Oversight Board (PCAOB), 239
Purchase discounts, 346, 371–372
Purchase of securities

common stock, A-16–A-17
debt securities, A-5

Purchase price allocation, A-21–A-22
Purchase returns and allowances, 346, 371
Purchases

in cost of goods sold, 346
in inventory control, 350, 371
measuring, 371

PV. See Present value

Q
Quality of earnings, 188
Quality of income ratio, 641, 698, 700
Quarterly reports, 6, 111n, 246
Quick ratio, 698, 706–707

R
Rapid growth, 711
Ratio analysis

accounts payable turnover, 475–476
asset turnover, 701
capital acquisitions ratio, 644
cash coverage ratio, 698, 708
cash ratio, 698, 707
current ratio (See Current ratio)
debt-to-equity, 544, 698, 708–709
in decision making, 72–73, 259–261
defined, 695
dividend yield, 584–585, 698, 709
DuPont model, 258–259, 705
earnings per share (See Earnings per share)
earnings quality ratio, 641, 698, 700–701
fixed asset turnover, 403, 698, 701
gross profit margin, 247, 251–252, 698–699
industry ratio report, D-1 (table)
interpreting ratios, 711
inventory turnover (See Inventory turnover ratio)
net profit margin, 131–132, 258–260, 699
of operating cycle, 703
price/earnings (P/E), 698, 709

quality of income ratio, 641, 698, 700–701
quick ratio, 698, 706–707
receivables turnover, 304–306, 698, 702
return on assets (ROA), 257–261, 698, 699, 705
return on equity (ROE), 525, 697, 698
times interest earned, 533–534, 698, 708
total asset turnover (See Total asset turnover ratio)
transaction impact on ROA, 259–261

Raw materials inventory, 345, 347
Raw materials/direct materials, 347
Ready for shipment inventory, 346
Ready for use inventory, 346
Realization principle. See Revenue recognition principle
Rebates, volume, 296
Receivables

accounts receivable (See Accounts receivable)
bad debt, 298–303
classifying, 297
foreign currency, 298
notes receivable, 298

Receivable turnover ratio, 304, 698, 702
Recognition principle. See Revenue recognition principle
Reconciliation, 310–312
Record date, of dividends, 585
Refinanced debt, 482
Relevant information, 19, 411, 711
Rent expense, 113
Repair expenses, 113, 408–409
Reporting. See Financial reporting
Repurchase, of common stock, 582–583
Research and development expenses

amortization of, 427–428
international perspective on, 429

Residual claim, 577
Residual (salvage) value, 413, 435
Residual value, 413, 414, 435
Restaurant industry

coffee industry comparisons, 475–476
comparisons, 109–110
current ratio comparisons, 72
net profit margin comparisons, 132
total asset turnover ratio comparisons, 188

Restrictive covenants, 527
Retailers

flow of inventory costs, 346
inventory types, 343
sales to, 293–294

Retail industry
debt-to-equity ratio comparisons, 544
ratio report, D-1 (table)
sample annual reports, B-1–B-15, C-1–C-14
times interest earned comparisons, 533–534

Retained earnings. See also Statement of stockholders’ equity
for cash dividends, 587
cash flows from financing activities, 646
defined, 8, 49
earned capital and, 576
interpreting, 13
for stock dividends, 588

Return on assets (ROA), 257–261, 698–699, 705
Return on equity (ROE), 525, 697, 698
Revenue expenditures, 411
Revenue recognition principle

in accounting cycle, 173
bundled goods and services, 297
critical point for, 116
deferred revenues, 479
net sales revenue, 292
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Revenue recognition principle—Cont.
quality of income ratio and, 641
requirement, 116–118

Revenues
accrued, 116, 175, 178–179
adjusting journal entries for, 174–182
converting to cash inflows, 651
deferred, 174–175, 473, 479–481
defined, 10, 112
operating, 112–113
recording, 173–174
sales, 292–297
typical account titles, 51

Risk
of bonds payable, 525, 527
of preferred versus common stock investments, 593

ROA. See Return on assets
ROE. See Return on equity
Romo, Tony, 290

S
Salaries expense. See Wages expense
Sales discounts/cash discount, 293–294, 315–316
Sales returns and allowances, 295–296, 315–316
Sales revenues

bad debt, 298–304
credit sales, 293
gross profit percentage, 251–252
net, 292–293
reporting net sales, 295–296
sales discounts to businesses, 293–294, 315–316
sales returns and allowances, 295, 296, 315–316

Salvage value, 414, 435–436
Seasonality, 641
Seasoned offerings, 580
SEC. See Securities and Exchange Commission
Secondary markets, common stock, 580–581
Secured bonds, 526
Secured debt, 485
Securities and Exchange Commission (SEC)

bond prospectus filings, 527–528
careers, 25
creation of, 18–19
data analytics and fraud detection, 189
defined, 239
EDGAR database, 241
enforcement actions, 183
fair disclosure regulation, 244
Form 10-K, examples, B-0–B-15, C-0–C-14
insider information and, 694
mission, 239
regulation of new issues, 582
reports to, 236, 239–240, 245–246

Segment information, 255
Separate-entity assumption, 47
Separation of duties, 308
Shareholders. See Stockholders
Shareholders’ equity. See Stockholders’ equity
Short-term lease, 487
Short-term liabilities, 645–646
Significant accounting policies

allowance for bad debts, 304
consolidation, A-22
depreciation methods, 418–419
expenditures for property and equipment, 408
goodwill, 426
impairment of long-lived assets, 422

inventory valuation, 361
measuring investments, A-4
notes to financial statements, 254–255
reporting net sales, 295
revenue recognition, 117, 292, 296
software costs, 428

Significant influence, A-4, A-16–A-18
Single amount

future value of, E-2 (table)
present value of, 488–489, 492–493, 494–495, E-0 (table)

Single-step income statements, 112n
Sole proprietorships, 23, 596–598
Solvency ratios

cash coverage ratio, 698, 708
debt-to-equity ratio, 544, 698, 708–709
defined, 708
times interest earned, 533–534, 698, 708

Specific identification method, 351
Splits, stock, 589–590
Standards, accounting. See Financial Accounting Standards Board; 

Generally accepted accounting principles; International 
Accounting Standards Board

Stated rate of interest. See Coupon rate
Statement of cash flows

accounts receivable and, 305
analyzing, 16
bond transactions and, 545
classifications of, 628–635
defined, 15
direct method, 253, 629–630, 650–653
effect of depreciation on, 430–431
elements of, 16–17, 74, 253 (See also Cash flows from financing 

activities; Cash flows from investing activities; Cash flows from 
operating activities)

fair value method for passive investments, A-20
as financial statement, 18
indirect method, 630, 647–648, 654–656
indirect method for reporting, 635–639
inventory impact on, 366–367
net increase (decrease) in cash, 631
noncash investing and financing activities, 648
operating activities, 133
preliminary steps, 633–635
preparing, 655–656
purpose of, 6
quality of earnings, 188
relationships to other financial statements, 632–633
relationships with other financial statements, 14, 17, 183–184
structure of, 15, 647–648
supplemental cash flow information, 648
T-account approach to, 655–656
working capital and, 484, 640

Statement of comprehensive income. See Income statement
Statement of earnings. See Income statement
Statement of financial position. See Balance sheet
Statement of income. See Income statement
Statement of operations. See Income statement
Statement of retained earnings. See Statement of stockholders’ equity
Statement of stockholders’ equity

analyzing, 12–13
changes in, 591–592
defined, 12
description of, 252
elements of, 13
as financial statement, 18
interpreting retained earnings, 13
preparing, 183–184, 186
purpose, 6
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relationships with other financial statements, 14, 183–184
structure of, 12

State Unemployment Tax Acts (SUTA), 478
Stock

common (See Common stock)
preferred, 593–594

Stock dividends, 588–589
Stockholders

control with bond issuance, 525
defined, 8n
description of, 24
owner-managers (See Owner-managers)

Stockholders’ equity, 8. See also Statement of stockholders’ equity
acquisition cost based on, 406
authorized, issued, and outstanding shares, 578
on balance sheet, 9
benefits of stock ownership, 577–578, 594
cash dividends, 577, 584–587, 593
common stock transactions, 579–583
contributed capital, 49, 646
defined, 9, 49
dividend yield, 584–585, 698, 709
earned capital, 49
earnings per share (See Earnings per share)
last-in, first-out (LIFO) inventory costing method and, 356
owners’ equity, 49, 596–600
ownership and, 574–575
preferred stock transactions, 593–594
purpose of, 574
shareholders’ equity, 49
sources of, 576
stock dividends, 588–589
stock splits, 589–590
typical account titles, 51

Stock market. See also Common stock
financial analysts in communication process, 241–243
impact of dividends on stock price, 587

Stock options, 581
Stock splits, 589–590
Straight-line amortization, 425, 543
Straight-line depreciation, 414–415, 419, 435
Subramanyan, K., 188n
Subsidiary accounts, 298
Suppliers, converting cost of goods sold to cash paid to,  

651–652
Supplies expense, 113, 176
Supply chain managers, 5
SUTA (State Unemployment Tax Acts), 478
Synergy, in mergers and acquisitions, A-21

T
T-accounts

credits in, 59, 62
debits in, 59, 62
defined, 62
inferring business activities from, 63
in preparing statement of cash flows, 655–656
structure of, 61–63
in transaction analysis, 61–66, 121–128

Tangible assets, 403. See also Property, plant, and equipment
Tax accounting methods, 420
Tax Cuts and Jobs Act, 114
Tax reporting. See also Income taxes; Income taxes payable

accrued taxes payable, 180–181, 476–477
deferred taxes, 499–500
depreciation in, 421, 430
payroll taxes, 477–479
separate records for financial reporting and, 420–421

Tax services, 25
Technology, 427
Temporary (nominal) accounts, 183, 190–192
Temporary tax differences, 499–500
Time period assumption, 111
Time period for the loan, notes payable, 480
Time-series analysis, 261–262, 693
Times interest earned, 534, 698, 708
Time value of money, 480. See also Future value; Present value
Total asset turnover ratio

profit driver analysis, 258–259
ratio analysis, 698, 701
sales and, 188

Total cash flow of the firm, 644n
Trade accounts payable, 475, 638
Trade discounts, 294
Trademarks, 426–427
Trade receivables. See Accounts receivable
Trading securities

compared with available-for-sale securities, A-11
defined, A-3, A-6–A-7
journal entries, A-8, A-13–A-14

Transaction analysis
account balances and, 58–66
analytical tools for, 60–63
balance sheet, 122–128
basic model, 58–59
defined, 52
direction of transaction effects, 58–59
dual effects concept, 52
expanded model, 121–128
illustration of, 55–57, 63–67, 123–128
income statement, 121–128
journal entries, 60–61, 63–66, 123–128
principles of, 52–56
return on assets (ROA), 259–261
rules of, 121–123
T-accounts in, 61–66, 121–128

Transactions. See also Transaction analysis
bonds, reporting of, 528–544
defined, 50–51
impact on accounts, 52–57
nature of, 50–51

Treasury stock, 578, 582–583
Trial balance

adjusted, 184
defined, 68
post-closing, 193
spreadsheet, 68
transactions and, 123, 129–131
unadjusted, 174

Trustees, 527
Truth in advertising, 491–492
Turnover

accounts payable, 475
assets, ratios, 698, 701–705 (See also specific ratios)

2/10, n/30, 293–294

U
Unadjusted trial balance, 174
Unaudited reports, 246
Uncollectible accounts, writing off, 298–299, 303
Underwriters, 543
Unearned revenues. See Deferred revenues
Uneconomical expansion, 712
Unemployment taxes, 477
Unexpected earnings, 245
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Uniform Partnership Act, 598
Units-of-production depreciation, 415–416, 418
Unlimited liability, 23
Unqualified (clean) audit opinions, 240
Unrealized holding gains and losses, A-6–A-10, 591
Unrecorded assets and liabilities, 50
Unsecured debt, 485
U.S. Securities and Exchange Commission (SEC). See Securities and 

Exchange Commission
Utilities expense, 113, 179

V
Valuation

inventory, 358–359
year-end (See Year-end valuation)

Variable expenses, 416
Vertical integration, A-21
Voluntary disclosure, 256
Voluntary disposal of assets, 422
Voting rights, 577, 593–594

W
Wages expense

accrued, 178
defined, 113
payroll taxes, 477–478

Wasting assets, 429–430
Wholesalers

flow of inventory costs, 346
inventory types, 344

Working capital, 484, 640
Work in process inventory, 345
Wozniak, Steve, 236

X
XBRL, 241

Y
Yahoo finance, 694
Year-end valuation

available-for-sale securities, A-8–A-9
equity securities, A-12–A-13
trading securities, A-6–A-7

Yield
bond, 528–530
dividend, 584–585, 698, 709
market interest rate (See Market interest rate)

Z
Zero coupon bonds, 542
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