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Preface

Changes to This Edition

Chapter 1  Business, Accounting, and You
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 2  Analyzing and Recording Business Transactions
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 3  Adjusting and Closing Entries
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 4  Accounting for a Merchandising Business
•	 Fully integrated the new revenue recognition standard in text, exercises and 

problems.
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.

xv
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•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 5  Inventory
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 6  The Challenges of Accounting: Standards, Internal 
Control, Audits, Fraud, and Ethics
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the auditor’s responsibilities with regard to auditing internal controls.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 7  Cash and Receivables
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 8  Long-Term and Other Assets
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.
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Chapter 9  Current Liabilities and Long-Term Debt
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 10  Corporations: Paid-In Capital and Retained Earnings
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 11  The Statement of Cash Flows
•	 Expanded the use of Bold City Brewery, a real-life successful entrepreneurial venture, 

to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Chapter 12  Financial Statement Analysis
•	 Expanded the use of the Bold City Brewery, a real-life successful entrepreneurial ven-

ture, to demonstrate the use and importance of accounting.
•	 Updated the “Try It!” problem.
•	 Updated the examples used in “How They Do It: A Look at Business.”
•	 Updated the Continuing Financial Statement Analysis Problem featuring Dick’s 

Sporting Goods using the 2016 annual report.
•	 Updated end-of-chapter material related to Columbia Sportswear and Under 

Armour using the 2016 annual reports.

Preface
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Dear Colleagues,

We are very excited about the newest edition of Kemp and Waybright’s Financial Accounting. After 
you have had a chance to look at this edition’s changes, we think you will be as excited about our latest 
edition as we are.

Practical Approach: Accounting from a Business Perspective
As has been our goal in past editions, the fifth edition of Financial Accounting is all about helping stu-
dents learn. We believe the text and supporting materials tackle challenging topics in a pragmatic, easily 
understood manner so that students understand not only accounting but its critical role in the business 
world. We want to help you help your students master the basic concepts of financial accounting and 
apply them to everyday business decisions.

To help with this goal, we’ve focused the fifth edition on businesses to which students can better relate. 
First, we use Bold City Brewery—a successful, entrepreneurial business—to introduce, develop, and 
demonstrate the topic of each chapter. We conclude each chapter by showing the importance of the 
chapter topic to Bold City Brewery and larger firms. Second, throughout the chapter and at the end 
of the chapter, we use examples and problems that reflect typical businesses that students encounter in 
their real lives. This means smaller and more manageable numbers.

Execution: Ensuring Student Success
Every feature in Financial Accounting is about helping you, the faculty, help your students achieve this 
goal. Based on our years of teaching, we believe we have created a complete package of instructional 
materials using traditional and digital methods. For example, examine how each topic is introduced, 
explained, and demonstrated. Notice how students not only learn the topic, but also see how it is applied 
in the real world. Moreover, the end-of-chapter exercises, problems, and cases, all prepared by us, create 
a progressive and appropriately challenging learning experience. Included in this edition are more than 
18 live examples so students can test their understanding of the relationship between the general journal, 
journal entries, and the impact on the accounting equation. These materials were all crafted carefully to 
help you ensure your students have more of those “I get it” moments.

Assessment: Ensuring Your Success
We are first and foremost teachers. It’s our passion. We understand the challenges you face as teach-
ers. For example, to assure continuity between the text and the assessments, we prepared the solutions 
manual and contributed to the algorithmic test bank, which we also checked for accuracy. In addition 
to these supplements, there are automatically graded homework assignments in MyLab Accounting.

We believe in this text. Every day, we see how this text and supporting materials help students learn in 
and out of the classroom. We believe you too will love this text. We believe you will quickly see how 
Financial Accounting, with all of its supporting materials, creates success in your students.

Thank you for looking at Financial Accounting. We believe that the fifth edition of Financial Account-
ing is unique. It’s special. We hope you’ll look at it, compare it to other books, and think about what is 
best for your students and you. If  you do, we think there is one obvious choice: Kemp and Waybright’s 
Financial Accounting. It’s all about success for you and your students.

Best wishes,

Bob Kemp
Robert Kemp, DBA, CPA
Ramon W. Breeden Senior Research Professor
McIntire School of Commerce
The University of Virginia

Jeffrey Waybright
Jeffrey Waybright, CPA, MBA
Accounting Instructor
Spokane Community College

Solving Teaching and Learning Challenges
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Deliver trusted content
You deserve teaching materials that meet your own high standards for your course. That’s why we 
partner with highly respected authors to develop interactive content and course-specific resources that 
you can trust—and that keep your students engaged.

Chapter Openers
Bold City Brewery is discussed at the beginning of each chapter in the Business, Accounting, and You 
feature. This feature motivates students by tying the business concept directly to the chapter’s accounting 
topics and demonstrating the importance and usefulness of the chapter’s topics.

Question-and-Answer Format mirrors 
those valuable, teachable moments in the 
classroom when a student asks a question 
that gets straight to the heart of the topic.
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happens if a  business does not follow the rules? We’ll consider these questions and 
issues in this chapter.   

    What Are the Rules That Govern 
Accounting?   

 In   Chapter   1  , we saw that accountants need rules.  Generally Accepted Accounting 
Principles (GAAP)  are the set of rules used by accountants. GAAP is intended to make 
accounting information useful and help decision makers make good decisions. For 
accounting information to be useful, it must be: 

•    Understandable  
•   Relevant  
•   Reliable   

   Understandable  
 Accounting information should be understandable. Accountants do not want users to 
make bad decisions. They work hard so a company’s financial information is clear and 
comprehensible. They know business is complex and that understanding financial infor-
mation is challenging. For that reason, accountants try to explain what they have done 
in notes to the financial statements. Look at Appendix A and the financial statements of 
Columbia Sportswear. The balance sheet, income statement, and other statements are 
shown. Now look at the pages immediately following these statements. You will find pages 
of notes that explain the numbers found in the financial statements.  

   Relevant  
 Accounting information should be relevant. Think of the thousands of  transactions a 
business conducts. Now think about trying to give to a business’s stakeholders every detail 
of every business transaction; those users would be overloaded with information. For that 
reason, accountants must summarize the information and determine what is important 
to the user. Accountants try to provide only the information that is important. Accoun-
tants often say the information they provide is  material , which is another way of saying 
the information they provide is important. In deciding what is relevant, GAAP focuses 
on the information that is important to those who provide a company’s financing, both 
lenders and stockholders. 

 A part of relevance is making sure information is computed and disclosed consistently. 
How would you feel if  you were participating in a sporting event and the other team 
decided to change the rules of the game? Accountants would feel the same if  different 
accounting rules were used each time. Accountants try to provide information that is com-
parable over time and among companies. As we’ll see in   Chapter   12  , Financial Statement 
Analysis, stakeholders need consistent information in order to understand how a company 
performs over time and how it compares with competing companies. Accountants use 
GAAP to provide consistency. If  GAAP changes, accountants explain how the change 
affects the financial statements.  

   Reliable  
 Accounting information should be reliable. Users of  accounting information should be 
able to trust that the business transactions are recognized, measured, recorded, and 
reported using a set of  accepted rules or standards. To provide reliability, accountants 

 Generally Accepted 
Accounting Principles 
(GAAP)       The rules, principles, and 
concepts established by the account-
ing profession that govern financial 
accounting.   

    1    Understand the importance 
of US GAAP and how it 
differs from accounting 
standards in other 
countries (IFRS)   

101

      CH a PT e R 

 Adjusting and Closing Entries   
   Business, Accounting, and  You  
 It’s closing time on December 31, and Susan and Brian Miller, the owners of the 
Bold City Brewery, 1  are meeting to discuss the past year. Brian says to Susan, 
“Well, we made it through another year. I think we’ve done a terrific job. We’re 
growing, we have thousands of happy customers, and we’ve always paid our obli-
gations on time. We’ve really worked hard this year, but I wonder, are we better 
off? I mean, it’s time to take a look at what we’ve done and see whether we really 
made money for ourselves. We need to pull everything together and see what we 
look like. Did we make a profit? It’s like the sport teams we love to follow: it’s the 
end of the game and time to find out whether we’ve won or lost.” 

  Susan smiled and said, “I agree. However, for us 
to know how we are really doing, we need to have our 
accounting staff ensure that our accounting records are up 
to date by preparing adjusting entries. Only after they do 
that can they prepare accurate financial statements for the  
year. If we don’t have accurate financial statements, we 
can’t effectively manage Bold City Brewery now and into 
the future. Our accountants will also need to conclude this 
year and prepare for next year by preparing closing entries 
so we are ready to start the new year. If they don’t do that, 
we won’t be able to keep track of how we are doing from 
one year to the next.” 

 Whether you are an accountant or a manager who uses 
accounting information, you need to understand the pro-
cess used by accountants to adjust and conclude (close) a 
business’s financial records. Why? Because these records 
affect the reports used to manage the business. They 
affect the final score used to judge a business’s success.      

 In   Chapter    2   , we learned about journalizing and post-
ing transactions and how to prepare a trial balance and 

     Learning Objectives   

 1     Understand the revenue 
recognition and matching 
principles   

 2    Understand the four types 
of adjustments, and prepare 
adjusting entries   

 3    Prepare financial 
statements from an adjusted 
trial balance   

 4    Prepare closing entries and 
a post-closing trial balance     

 3  

1 The Bold City Brewery is located in Jacksonville, Florida. For more 
information about the Bold City Brewery, go to  www.boldcitybrewery
.com/home.php . 
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 Here in   Chapter    3   , we learn how to perform steps four, five, seven, and eight. The 
accounting cycle is repeated for every accounting period. The accounting period can be 
defined as a month, a quarter, or a year. The annual acounting period for most large com-
panies runs the calendar year from January 1 through December 31, although some 
companies use a  fiscal year  that does not coincide with the calendar year. A fiscal year 
is any consecutive 12-month period that a business chooses. It may begin on any day of 
the year and end 12 months later. Usually, the fiscal year-end date is the low point in busi-
ness activity for the year. Although we focus primarily on an annual time period, financial 
statements are also prepared monthly, quarterly, or semiannually. A business’s managers 
and other stakeholders need to know how the business is doing before the year ends.   

    How Does a Company Accurately Report 
Its Income?  

   Revenue Recognition and Matching Principles   
 In   Chapter    1   , we learned that financial statements are prepared to provide useful informa-
tion to various users. However, for financial statements to be useful, they must be accurate 
and up to date. To ensure that financial statements are up to date, GAAP requires the use 
of  accrual accounting . To practice accrual accounting, a business must follow the next 
two accounting principles: 

•    The  revenue recognition principle  states that revenues should be recognized, or 
recorded, when they are earned, regardless of when cash is received.  

 Fiscal year       Any consecutive, 
12-month period that a business 
adopts as its accounting year.   

 Accrual accounting       Account-
ing method that records revenues 
when earned and expenses when 
incurred without regard to when cash 
is exchanged.   

 Revenue recognition 
 principle       Recording revenues 
when they are earned by providing 
goods or services to customers.   

 

      

Step Four

Journalize and
post adjusting

entries

Step Three

Prepare an
unadjusted 
trial balance

Step Two

Post 
transactions

to the general
ledger

Step Five

Prepare an
adjusted trial

balance

Step Six

Prepare

statements

Step Seven

Journalize and
post closing

entries

Step Eight

Prepare a
post-closing
trial balance

Step One

Recognize,
measure and

journalize
transactions

financial statements. These are steps one, two, three, and six of the accounting cycle. 
Once again, the accounting cycle looks like this:  

    1    Understand the revenue 
recognition and matching 
principles   

xix
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Live Examples Approach The authors 
introduce unique live examples to illus-
trate the connection between the account-
ing equation and journalizing transactions. 
In Chapters 2 and 3 of the Pearson eText, 
students can journalize transactions, create 
T-Accounts, and test their understanding 
of the relationship between journal entries 
and the accounting equation. Eighteen live 
examples allow students to practice over 
and over again until they comprehend these 
critical accounting concepts.

The Perfect Balance of Small Business Perspec-
tive and Corporate Coverage Not every student 
will graduate and become part of  a large corpora-
tion, which is why it’s important for students to 
understand how financial accounting applies in 
small business scenarios as well as corporate ones.
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 After the entry is posted to the general ledger, the correct account balances for Supplies 
and Supplies Expense will be re�ected. If Bold City Consulting fails to make this adjusting 
entry, its assets (Supplies) would be overstated by $275 and its expenses (Supplies Expense) 
would be understated by $275. 

 The amount of supplies that some companies use is often insignificant, and therefore 
they will expense the supplies when purchased instead of treating them as an asset. Com-
panies will use the concept of  materiality  to decide whether to expense supplies when 
purchased or treat them as an asset. The materiality concept states that a company must 
perform strictly proper accounting  only  for items that have a material effect on the com-
pany’s financial statements. An item is considered to have a material  effect  when it would 
cause someone to change a decision; stated differently, a material amount is one large 
enough to make a difference to a user of the financial statements. So, the materiality con-
cept frees accountants from having to report every account in strict accordance with 
GAAP, while still reporting items properly.  

   Depreciation of long-term assets  
Long-term assets , or �xed assets, are assets that last for more than one year. Examples 
include land, buildings, equipment, and furniture. All of these assets, except land, are used 
up over time. As a long-term asset is used up, part of the asset’s cost becomes an expense, 
just as supplies become supplies expense when they are used up. The expensing of a long-
term asset’s cost over its useful life is called  depreciation . No depreciation is recorded 
for land because it is never really used up. 

 We account for long-term assets in the same way as prepaid expenses and supplies 
because they are all assets. The major difference is the amount of time it takes for the asset 
to be used up. Prepaid expenses and supplies are typically used within a year, whereas most 
long-term assets remain functional for several years. Suppose that, on March 1, Bold City 
Consulting disposes of the equipment that was purchased previously and purchases new 
equipment for $15,600 cash. (The accounting treatment of asset disposals is covered in 

 Materiality       Accounting prin-
ciple stating that a company must 
perform strictly proper accounting 
only for items that are significant for 
the business’s financial statements; 
information is significant, or material, 
when its presentation in the financial 
statements would cause someone to 
change a decision.   

 Long-term assets       Long-lived, 
tangible assets such as land, build-
ings, equipment, and furniture used in 
the operation of a business lasting for 
more than a year.   

 Depreciation       Allocation of the 
cost of a long-term asset to Expense 
over its useful life.   

of supplies used during the month will become supplies expense. The March 31 adjusting 
entry updates the Supplies account and records Supplies Expense for the month:  

Date Account Debit Credit
Mar 31 Supplies Expense

 Supplies

275

275

GENERAL JOURNAL

Dividends

GENERAL LEDGER

Retained
Earnings

Stockholders’ Equity

Income StatementBalance Sheet

Common Stock

Service
Revenue

Bal

Bal

Bal

12,350
625

12,975
200

13,175

Revenues

Salaries
Expense

1,350
1,350

1,050
1,050

275
275

Rent Expense

Supplies
Expense

Bal

Bal

Bal

Expenses

Accounts
Receivable

Bal

Bal

4,250
625

4,875

Prepaid Rent
6,300
5,250

Supplies
625
350

Bal
Bal

Bal
Bal

275

1,050

Assets

Unearned
Service Revenue

Bal
Bal

Bal
Bal

Salaries Payable
1,350
1,350

200 800
600

Liabilities
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 Kelly was responsible for all of the bookkeeping functions, plus opening the mail, counting 
the cash in the registers at the end of the day, and making the daily bank deposit. With these 
combined duties, Kelly found it fairly simple to give himself a “loan.” He removed $3,500 in cash 
from the cash register and replaced it with a $3,500 check from the incoming mail that day. The 
check was from a customer who was paying his or her account in full. Kelly made a journal entry 
crediting Accounts Receivable to clear the customer’s account, but rather than debiting Cash, he 
debited Inventory. Kelly knew that inventory was not counted and reconciled until year’s end. This 
would give Kelly plenty of time to repay the “loan” before anyone noticed. 

   Requirements  

1.    What are the ethical considerations in this case?  

2.   Discuss the primary internal control weakness in this case that could have contrib-
uted to Kelly’s actions.    

  Case 8.  You are the controller for Pro Clean Services, a company that provides janitorial services 
to large commercial customers. The company has been very successful during its first two years 
of operations, but to expand its customer base, the company is in need of additional capital to be 
used for equipment purchases. The two brothers who started the business, Adam and Tim Olson, 
invested their life savings in the business, so they have contacted a local bank about securing a 
loan for $175,000. 

 The bank has asked for a set of financial statements, and Adam, being a businessperson, 
knows that the bank is going to be looking for a growth in earnings each year. Although the 
company’s earnings have increased, Adam would like the past year to look better than it does now. 

 Adam stops by your office late in the afternoon on December 31 to find out when the financial 
statements will be ready. You explain that you still have to close out the end of the year but should 
have them ready by the end of the week. Adam tells you he is aware of a major contract Tim is 
working on that it will be signed on January 3 and asks you to delay the closing process a few days 
so the new contract can be included in this year’s operating results. You attempt to explain to Adam 
that you cannot do that, but you can tell he is not listening to you. Adam interrupts by saying, “I 
don’t know why you accountants get so worked up over a few days.  Let me just say that it would 
be in your best interest  to include this contract in the current year’s operating results.” Adam leaves 
your office in a hurry, and you hear him mutter under his breath as he turns the corner, “That 
accountant—who does he think he is trying to tell me how to run my business?” 

   Requirements  

1.    What are the  accounting  issues related to Adam’s request?  

2.   What is the  ethical  issue involved in this case?  

3.   What would be the appropriate course of action for you to take?      

    Know Your Business   
   Financial Analysis  
  Purpose:  To help familiarize you with the financial reporting of a real company in order to fur-
ther your understanding of the chapter material you are learning. 

 The annual report of Columbia Sportswear in Appendix A contains much more information 
than what is reported in the financial statements and related footnotes. In this case, you will explore 
other information presented in the annual report in order to determine the responsibilities of both 
management and the independent auditors as they relate to annual report content. In addition, 
you will investigate the respective roles of both management and the auditors in the company’s 
internal control system. 

 Refer to the Columbia Sportswear Annual Report in Appendix A. You will need to find and 
then read the following reports: 

•    Management’s Report on the Consolidated Financial Statements (Item 8)  

•   Report of Independent Registered Public Accounting Firm on Consolidated Financial 
Statements (Item 8)  

•   Management’s Report on Internal Control Over Financial Reporting (Item 9A)  

•   Report of Independent Registered Public Accounting Firm on Internal Control over 
Financial Reporting (Item 9A)   

   Requirements  

1.    Who is responsible for the information in the annual report? Who is responsible 
for recommending the independent accountants to the board of directors?  

2.   Who were the independent auditors? Under what standards did they conduct 
their audit? What was their opinion of the audited fi nancial statements?  

3.   Who is responsible for establishing and maintaining adequate internal control over 
fi nancial reporting? Is the effectiveness of the internal controls ever reviewed? Do 
you think that internal control procedures are necessary? Why?  

4.   Do the auditors have any responsibility with respect to the internal controls? What 
was the auditor’s opinion regarding the management assessment of internal con-
trol effectiveness?     

   Industry Analysis  
  Purpose:  To help you understand and compare the performance of two companies in the same 
industry. 

 Find the Columbia Sportswear Company Annual Report located in Appendix A and go to 
the section titled “Design and Evaluation of Internal Control Over Financial Reporting” in Item 
9A starting on page 000. Now access the online 2016 Annual Report for Under Armour, Inc. For 
instructions on how to access the report online, see the Industry Analysis in   Chapter   1  . Go to the 
section in Item 8 on page 55 of the annual report titled “Report of Management on Internal Control 
over Financial Reporting.” 

   Requirement  

1.    Compare the two annual reports as they relate to their disclosure of internal con-
trol procedures and the system of internal control.     

   Small-Business Analysis  
  Purpose:  To help you understand the importance of cash flows in the operation of a small 
business. 

 You own a business, like the Millers of the Bold City Brewery. You’re having a tough time 
figuring out why your actual cash is always coming up less than the amount the general ledger 
says should be there. You would hate to think that any of your employees would be stealing from 
you, because they have all been with you since you opened the business five years ago. But maybe 
it’s time to do a little investigative work. After all, cash is the lifeblood of the business, and if it’s 
being misappropriated, you need to find out fast! 

 You think back over some of your recent observations and some of the conversations you’ve 
overheard. One startling conclusion is staring you in the face: Julie’s been a good employee, but 
lately she’s been bragging about her wild weekends and some of the gambling casinos she’s 
been going to. Julie never used to be like that. You overheard one of her fellow employees ask 
her where she’s getting all this money, and she said that her husband just got a really good 
raise at his job and they’re celebrating. Then just last week, Julie drove to work in a new sports 
car, and again you overheard her tell someone about the great deal her brother-in-law got for 
her on this car. 

 Julie is in charge of accounts payable, billing, and collections. Because your office is so small, 
you always felt like these jobs could be done more efficiently by the same person. You also remem-
ber that Julie’s uncle is one of your vendors, and there was that situation last year where you dis-
covered a double billing from her uncle’s company. When you brought it to Julie’s attention, she 
immediately admitted her error and took care of it. 
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Focus on Decision Making shows stu-
dents how to make financially sound busi-
ness decisions and to evaluate risk and the 
impact of those decisions on a company.

Decision Guidelines focus students 
on key business decisions that require 
a firm understanding of the account-
ing concepts in each chapter.

Try It! gives students the opportunity to 
apply the concept they just learned to an 
accounting problem.
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 Businesses record closing entries at the  end  of  the accounting period to accomplish 
two purposes: 

1.    Zero out the revenue, expense, and dividend accounts.  

2.   Transfer the balances of the revenue, expense, and dividend accounts into Retained 
Earnings.   

 Closing entries are the end-of-period journal entries that zero out the temporary 
accounts—revenues, expenses, and dividends—to get them ready for the next accounting 
period. Closing entries also transfer the balances from the temporary accounts into the 
Retained Earnings account. The post-closing trial balance is the final step in the account-
ing cycle. The post-closing trial balance is prepared to ensure that total debits still equal 
total credits before a new accounting period is started.     

      

 Focus on Decision Making        
   “Who Owns Net Income and Where Does Net Income Go?”  
 What is net income? You can’t touch it. You can’t see it. You can’t spend it. There’s not 
even an account in the general ledger called Net Income. You can touch, see, and spend 
cash. But using accrual accounting, net income is not cash. So, what is net income? 
Net income is the net of revenues less expenses. But who gets the net income? Who 
owns net income? 

 The answer is that owners own net income. Think of revenues as something that 
benefits owners. Think of expenses as something that takes away some of that benefit 
that revenues provide. The net—whether net income or loss—belongs to the owners. 

 At the end of each accounting period, we want to close out the old measures and 
start new measures of revenues, expenses, and net income. We have closing entries 
that zero out all the revenue and expense accounts so they start with a zero balance. 
However, we do not zero out the impact that revenues and expenses had on balance 
sheet accounts such as cash, accounts receivable, and accounts payable. To get this 
to work, we must recognize that the net income belongs to the business’s owners. 
It’s a part of the owners’ equity. If the business does not distribute it to the owners, 
the net income is retained in the business. Earnings over time can be retained in the 
business or distributed to owners.  

   How They Do It: A Look at Business       
 During a period of time, a business sells products and earns revenue. In doing so, it 
incurs expenses. Revenue less expenses is net income (or net loss). Think about a 
microbrewery such as the Bold City Brewery.  2   Remember in   Chapter    1    that our dream 
brewery started with $1,500,000 in assets. It financed $1,500,000 in assets with 
$750,000 in liabilities and $750,000 in stockholders’ equity. What did it do with its 
assets? During the year, it used the assets to make and sell beer. Sales were $3,000,000. 
It incurred expenses in making and selling the beer of $2,700,000. During the year, the 
brewery made its owners $300,000 in net income. The owners started with $750,000 
in stockholders’ equity. It increased its stockholders’ equity by adding $300,000 in net 
income to retained earnings. Thus, at the end of the year, the $300,000 in additional 
retained earnings increased stockholders’ equity from $750,000 to $1,050,000. If the 
brewery does not pay a dividend to its owners, the brewery will have ending stockhold-
ers’ equity of $1,050,000. The brewery will start the next year with $1,050,000 in stock-
holders’ equity. 

 Now let’s look at the Walt Disney Company. Disney operates amusement parks, 
makes movies, sells clothing, and does many other things related to the entertain-
ment business. On October 3, 2015, Disney started its 2016 year with retained earn-
ings of $59,028 million. During 2016, Disney earned net income of $9,391 million and 

  2 The numbers used to demonstrate how a microbrewery operates are representative of the microbrew-
ing industry. However, the numbers used do not refl ect the actual operations of the Bold City Brewery. Adjusting and Closing Entries 117

How Does a Company Prepare for a New 
Accounting Period?  

   Completing the Accounting Cycle   
 We have now reviewed steps one through six in the accounting cycle completed for Bold 
City Consulting. The entire accounting cycle can be completed by finishing steps seven 
and eight. Step seven of the accounting cycle is the journalizing and posting of the closing 
entries, and step eight is the preparation of a post-closing trial balance. 

 To complete the accounting cycle,  closing entries  must be journalized and posted. 
Earlier in the chapter, we processed the transactions for Bold City Consulting and pre-
pared the financial statements at the end of March. If  we continue recording information 
in the revenue, expense, and dividend accounts, we will lose track of what activity hap-
pened before April compared with what happens in April and beyond, making it impos-
sible to prepare accurate financial statements for the next accounting period. 

 So the transactions from the two different periods are not confused, the revenue, 
expense, and dividend accounts must be reset to zero before we start recording transac-
tions for April. It is similar to resetting the scoreboard at the end of a game, before a new 
one starts. Because we must keep the accounting equation in balance, we cannot just erase 
the balances in the revenue, expense, and dividend accounts because it would cause the 
equation to become unbalanced. To keep the accounting equation in balance and still be 
able to zero out these accounts, accountants use closing entries; these entries accomplish 
two things: 

•    The revenue, expense, and dividend account balances from the current accounting 
period are set back to zero so accounting for the next period can begin.  

•   The revenue, expense, and dividend account balances from the current account-
ing period are transferred into Retained Earnings so the accounting equation stays 
in balance. Transferring the revenue and expense account balances into Retained 
Earnings actually transfers the Net Income, or Net Loss, for the current period into 
Retained Earnings. Transferring the dividend account balance into Retained Earn-
ings decreases Retained Earnings by the amount of dividends for the period.   

 The revenue, expense, and dividend accounts are known as  temporary accounts . 
They are called temporary because they are used temporarily to record activity for a spe-
cific period (the accounting period), and then they are closed into Retained Earnings. It 
is easy to remember the temporary accounts if  you think of the color RED: The R stands 
for revenues, the E stands for expenses, and the D stands for dividends. RED accounts are 
closed at the end of each accounting period. 

    4    Prepare closing entries 
and a post-closing trial 
balance   

 Closing entries       Journal entries 
prepared at the end of the account-
ing period to zero out the revenue, 
expense, and dividend accounts so 
accounting can begin for the next 
period.   

 Temporary accounts       Revenue, 
expense, and dividend accounts; these 
accounts are closed at the end of the 
accounting period.   

  Decision    Guideline    Analyze  

 How can I tell how 
well a business is 
performing? 

 A company’s financial statements 
provide information regarding its 
performance. 

 The income statement reflects how profitable a business has been 
for a specified period of time. The statement of retained earnings 
shows how much of a company’s earnings have been distributed 
to the stockholders during the period. And the balance sheet 
reflects the business’s financial position on a given date. In other 
words, it shows what assets the business has and who has rights 
to those assets. 

      Decision Guidelines         

Adjusting and Closing Entries 113

 If  a company fails to make appropriate adjusting entries at the end of an accounting 
period, its financial statements likely will not correctly report the results of  operations 
(Income Statement) or the financial position (Balance Sheet) of  the company. Having 
inaccurate financial information makes it hard for stakeholders to make good decisions. 
For example, managers can make poor management decisions, such as hiring additional 
personnel when they are not needed. Creditors can make poor lending decisions, such as 
extending credit to a company that is unable to repay the amount owed. Or, stockhold-
ers can make poor investment decisions, such as investing in a company that seems to be 
making more money than it actually is. The same situations can happen if  a company 
uses cash accounting instead of accrual accounting. As you can see, adjusting entries are 
a very important part of accounting.    

How Are Financial Statements Prepared 
from an Adjusted Trial Balance?  

   The Adjusted Trial Balance   
 The unadjusted trial balance in   Exhibit    3- 1   on page 105 showed the account balances for 
Bold City Consulting, Inc., before the adjustments had been made. After adjustment, Bold 
City Consulting’s accounts would appear as presented in   Exhibit    3- 2  . 

 Before preparing the financial statements, an  adjusted trial balance  is prepared 
to make sure total debits still equal total credits after adjusting entries have been 
recorded and posted. The adjusted trial balance for Bold City Consulting is presented 
in   Exhibit    3- 3  .    

    3    Prepare financial 
statements from an 
adjusted trial balance   

 Adjusted trial balance       A list 
of all the accounts of a business with 
their adjusted balances.   

 Try It !   
   

TRY IT!

     Jane Richards is the accountant for Crazy Curls, Inc., a local salon. After Jane finished 
preparing the financial statements for the year, she realized that she failed to make an 
adjusting entry to record $975 of depreciation expense on equipment. What effect did this 
error have on Crazy Curls’ financial statements?  

   Answer  
 To determine the effect of omitting an adjusting entry, we must examine what the 
adjusting entry should have been. Jane should have made the following adjusting 
entry:  

DATE
Depreciation Expense, Equipment
 Accumulated Depreciation, Equipment

ACCOUNTS POST REF. DR. CR.

975
975

       

 As we can see from the journal entry, Depreciation Expense, Equipment should 
have been debited (increased), which would have increased total expenses for 
the year. An increase in total expenses causes a decrease in Net Income. So, the 
omission of the adjusting entry for depreciation expense causes Net Income, and 
therefore Retained Earnings, to be overstated. We also see that the Accumulated 
Depreciation, Equipment account should have been credited (increased), which 
would cause total assets to decrease because Accumulated Depreciation, Equip-
ment is a contra-asset account. So, the omission of the adjusting entry for depre-
ciation expense also causes the total assets to be overstated.  
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Stop and Think includes a question-and- 
answer snapshot asking students to apply what 
they just learned.

Continuing Financial Statement 
Analysis Problem uses the Dick’s Sport-
ing Goods 2016 annual report to familiar-
ize students with reading and interpreting 
financial statements in each chapter. By 
the end of  the text, they have completely 
analyzed the financial statements.

Inventory 255

   Requirements  

1.    Assuming Fitness Equipment Doctor, Inc., uses the FIFO inventory cost-fl ow 
assumption, what is the July 31 ending treadmill inventory balance and July cost of 
goods sold for treadmills?  

2.   Assuming Fitness Equipment Doctor, Inc., uses the LIFO inventory cost-fl ow 
assumption, what is the July 31 ending treadmill inventory balance and July cost of 
goods sold for treadmills?  

3.   Assuming Fitness Equipment, Inc., uses the average cost inventory cost-fl ow 
assumption, what is the July 31 ending treadmill inventory balance and July cost of 
goods sold for treadmills? Round the average cost per unit to the nearest cent and 
all other amounts to the nearest dollar.     

   Continuing Financial Statement Analysis Problem  
 Let’s look at Dick’s Sporting Goods (Dick’s) some more. Think about Dick’s. Think about accountants 
reporting what Dick’s has, where it got its money, and what it has been doing to create value. Is 
Dick’s earning net income or loss? What resources did Dick’s need to operate? Think about the 
business of Dick’s. 

 Return to Dick’s financial statements, which are contained in its Annual Report (see the 
Continuing Financial Statement Analysis Problem in   Chapter   2   for instructions on how to access 
the Annual Report). Go to page 40, where you will find Dick’s income statement for the year 
ending January 28, 2017 (called the Consolidated Statement of Income). On page 42, you’ll find 
Dick’s balance sheet as of January 28, 2017. Now answer the following questions: 

1.    What makes up Dick’s inventory? See footnote 1 of the fi nancial statements (page 
45 in Dick’s 2016 annual report). What inventory method does Dick’s use, for 
example, FIFO or LIFO?  

2.   Look at Dick’s balance sheet. How much has Dick’s invested in inventory as of 
January 28, 2017, and January 30, 2016?  

3.   Look at Dick’s balance sheet. How much inventory does Dick’s have per store as of 
January 28, 2017, and January 30, 2016? (Divide the total inventory by the num-
ber of stores Dick’s operated in each of these years: 797 in 2016 and 741 in 2015.) 
Is inventory per store increasing or decreasing?  

4.   Look at Dick’s balance sheet and income statement. What is Dick’s inventory turn-
over rate for the year ending January 28, 2017? What does this tell you?  

5.   Look at Dick’s balance sheet and income statement. What is Dick’s days-sales-in-
inventory for the year ending January 28, 2017? What does this tell you?  

6.   Looking back over your answers to questions 1 through 5, how do you think Dick’s 
is performing?     

    Apply Your Knowledge   
   Ethics in Action  
  Case 1.  Susan Hopkins recently went to work for RJ Enterprises as the accounting manager. At 
the end of the year, Bill Harrison, the CEO, called Susan into his office for a meeting. Mr. Harrison 
explained to Susan that RJ Enterprises was in the midst of obtaining a substantial cash investment 
from a major investor. Mr. Harrison said he was concerned that the investor would decide not 
to invest in RJ Enterprises when it saw the current year’s results of operations. Mr. Harrison then 
asked Susan to revise the current year’s financial statements by increasing the value of the ending 
inventory in order to decrease cost of goods sold and increase net income. Mr. Harrison tried to 
reassure Susan by explaining that the company is undertaking a new advertising campaign that 
will result in a significant improvement in the company’s income in the following year. Susan is 
concerned about the future of her job, as well as others within the company, if the company does 
not receive the investment of cash. 

Adjusting and Closing Entries 103

•   The  matching principle  states that expenses should be matched with the revenues 
they help to generate. In other words, expenses should be recorded when they are 
incurred, regardless of when they are paid.    

   Matching principle       Recording 
expenses in the time period they were 
incurred to produce revenues, thus 
matching them against the revenues 
earned during that same period.   

   Accruals and Deferrals  
 It is possible for a business to record revenues only when cash is received and record 
expenses only when cash is paid. As discussed in   Chapter    1   , this is referred to as  cash 
accounting . In many instances, when a company uses cash accounting, its financial 
statements do not present an accurate picture of how the company is performing. This is 
because a business may provide goods and services to customers “on account.” In this 
case, the business has earned revenue before it has received cash from the customer. A 
business may also purchase goods and services from suppliers on account. In this case, 
expenses are incurred before cash is paid. When revenues are earned before cash is received 
or expenses are incurred before cash is paid, it is called an  accrual . We have already 
learned about accruals in Chapters 1 and 2 when we recorded transactions in Accounts 
Receivable and Accounts Payable. 

 Businesses may also receive cash from customers before the delivery of goods or ser-
vices to the customer. In this case, cash is received before revenue is earned. In addition, 
businesses may pay for goods or services before receiving those goods or services from the 
supplier. In this case, cash is paid before an expense is incurred. When cash is received for 
goods or services before the recognition of a revenue, or when cash is paid for goods or 
services before the recognition of the expense, it is called a  deferral . We also reviewed 

   Cash accounting       Accounting 
method that records revenues when 
cash is received and expenses when 
cash is paid.   

   Accruals       Revenues earned or 
expenses incurred before cash has 
been exchanged.   

   Deferrals       Cash received or paid 
before revenues have been earned or 
expenses have been incurred.   

     Historically, US GAAP has had complex, detailed revenue recognition rules for spe-
cifi c transactions and industries. These rules were often disparate and resulted in 
different industries accounting for similar transactions differently. In May 2014, the 
Financial Accounting Standards Board issued new accounting guidance for compa-
nies using US GAAP that standardized revenue recognition across most industries. 
The new revenue recognition requirements closely match new IFRS requirements 
that were developed by the International Accounting Standards Board (IASB) at the 
same time. The new rules take effect for most companies starting in 2018. See 
Appendix C for more information regarding the FASB update. 

   Stop and Think�.�.�.�        
  If cash is so important to the well-being of a business, why does US GAAP require the 
use of accrual accounting instead of cash accounting?  

   Answer  
 The goal of US GAAP is for financial statements to reflect accurate information regarding 
the performance of a business. The fact that a business has received cash from custom-
ers does not necessarily mean that the business is performing well. For example, let’s 
assume that during the year a business received $95,000 from customers for services it 
had provided during the same year. The business also received another $15,000 from cus-
tomers for services that will not be provided until the following year. Under cash account-
ing, the business would report $110,000 of revenues in the first year. Now, suppose 
during the second year the customers asked for (and received) a refund of the $15,000 
before the services were provided. The $110,000 in revenues originally reported under 
cash accounting during the first year now seem inaccurate because the business only 
ended up with revenues of $95,000. Under accrual accounting, the business would have 
reported only $95,000 of revenues in the first year, which would have reflected a more 
accurate picture of the business’s performance. This is because, under accrual account-
ing, revenues are recorded when they are earned instead of when cash is received.  

Reach every student with MyLab Accounting
MyLab is the teaching and learning platform that empowers you to reach every student. By combining trusted author content 
with digital tools and a flexible platform, MyLab personalizes the learning experience and improves results for each student. 
Learn more about MyLab Accounting.

Empower each learner
Each student learns at a different pace. Personalized learning pinpoints the precise areas where each student needs practice, 
giving all students the support they need—when and where they need it—to be successful.

Improve student results
When you teach with MyLab, student performance improves. That’s why instructors have chosen MyLab for over 20 years, 
touching the lives of over 50 million students.

Teach your course your way
Your course is unique. So whether you’d like to build your own assignments, teach multiple sections, or set prerequisites, 
MyLab gives you the flexibility to easily create your course to fit your needs.
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Accounting Cycle Tutorial (ACT)  
with Comprehensive Problem
MyLab Accounting’s new interactive tutorial helps 
students master the accounting cycle for early and 
continued success in the Introduction to Account-
ing course. The tutorial—accessed by computer, 
smartphone, or tablet—provides students with brief  
explanations of each concept of the accounting cycle 
through engaging videos and animations. Students 
are immediately assessed on their understanding, and 
their performance is recorded in the MyLab Account-
ing grade book. Whether the Accounting Cycle Tuto-
rial is used as a remediation self-study tool or course 
assignment, students have yet another resource within 
MyLab Accounting to help them be successful with the 
accounting cycle. This updated version includes a new 
comprehensive problem.

Learning Catalytics
Learning Catalytics, available through MyLab 
Accounting, is a “bring your own device” assessment 
and classroom activity system that expands the pos-
sibilities for student engagement. By using Learning 
Catalytics, you can deliver a wide range of automati-
cally graded or open-ended questions that test content 
knowledge and build critical thinking skills. Eighteen 
different answer types provide great flexibility, includ-
ing graphical, numerical, textual input, and more.

Pearson eText
Pearson eText enhances student learning. Worked 
examples, videos, and interactive tutorials bring learn-
ing to life, while algorithmic practice and self-assess-
ment opportunities test students’ understanding of the 
material.
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Instructor Teaching Resources

This program comes with the following teaching resources:

Supplements available to 
instructors at www 
.pearsonhighered.com/kemp

 
 
Features of the Supplement

Solutions Manual
Created by Jeffrey Waybright

Contains solutions to all end-of-chapter questions, including short exercises, exercises, and problems.

Instructor’s Resource 
Manual

Created by Stephanie Swaim, Dallas 
County Community College District

Course Content

– �Introduction to the Instructor’s Resource Manual with a list of resources and a roadmap to help navigate 
MyLab Accounting

– �Instructor tips for teaching courses in multiple formats: traditional, hybrid, or online

– �“First Day of Class” student handout that includes tips for success in the course as well as an additional 
document that shows students how to register and log on to MyLab Accounting

– Sample syllabi for 10- and 16-week courses

Chapter Content

– �Chapter overview and teaching outline that includes a brief synopsis and overview of each chapter

– List of learning objectives from the text

– �Key topics that walk instructors through what material to cover and what examples to use when addressing 
certain items within the chapter

– �Student chapter summary handout to assist students in taking notes on the chapter

– �Assignment grid that outlines all end-of-chapter exercises, problems, and cases; the topic of a particular 
exercise, problem, or case; estimated completion time; level of difficulty; and availability in General Ledger 
or Excel templates

– �Ten-minute quizzes that quickly assess students’ understanding of the chapter material

Test Bank

Created by Lauren Psomostithis, 
North Seattle College

Includes more than 1,500 questions; both objective-based questions and computational problems are avail-
able. Algorithmic test bank is available in MyLab Accounting.

Algorithmic test bank is available in MyLab Accounting. Most computational questions are formulated 
with an algorithm so that the same question is available with unique values. This offers instructors a greater 
pool of questions to pull from, and will help ensure each student has a different test.

All questions include the following annotations:

•	 Difficulty level (1 for straight recall, 2 for some analysis, 3 for complex analysis)

•	 Type (Multiple-choice, true/false, short-answer, essay)

•	 Learning objective

•	 AACSB learning standard (Ethical Understanding and Reasoning; Analytical Thinking Skills; Information 
Technology; Diverse and Multicultural Work; Reflective Thinking; Application of Knowledge)

Computerized TestGen TestGen allows instructors to:

•	 Customize, save, and generate classroom tests

•	 Edit, add, or delete questions from the Test Item Files

•	 Analyze test results

•	 Organize a database of tests and student results

xxiv Preface
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Supplements available to 
instructors at www 
.pearsonhighered.com/kemp

 
 
Features of the Supplement

PowerPoints

Created by Ferdinand Siagian, Min-
nesota State University

These presentations help facilitate classroom discussion.

– Instructor PowerPoint Presentations with lecture notes

– Student PowerPoint Presentations

– Image Library contains all image files from the text to assist instructors in modifying our supplied Power-
Point presentations or in creating their own PowerPoint presentations.

Working Papers

Created by Stephanie Swaim, Dallas 
County Community College District

Available in both Excel and PDF format, these documents can be used for completing end-of-chapter ques-
tions in preformatted templates.

For Students
MyLab Accounting online Homework and Assessment Manager includes:

•	 Pearson eText
•	 Student PowerPoint® Presentations
•	 Accounting Cycle Tutorial
•	 Videos
•	 Demo Docs
•	 Flash Cards
•	 Dynamic Study Modules
•	 Excel in Practice Data Files
•	 Working Papers 

Student resource website: http://www.pearsonhighered.com/kemp
This website contains the following:

•	 The Excel in Practice Data Files, related to select end-of-chapter problems
•	 Working Papers, for completing end-of-chapter questions in preformatted templates
•	 Student PowerPoint® Presentations

Preface
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