
lib22136_fm_i-1.indd i 11/27/15  07:32 PM

Financial 
Accounting

N I N T H  E D I T I O N

Robert Libby
Cornell University

Patricia A. Libby
Ithaca College

Frank Hodge
University of Washington

Final PDF to printer



XXII

lib22136_fm_i-1.indd xxii 11/27/15  07:32 PM

Chapter 1
Financial Statements and Business Decisions  2
Focus Company: Le-Nature’s Inc.

Chapter 2
Investing and Financing Decisions and the Accounting 
System
Focus Company: Chipotle Mexican Grill

Chapter 3
Operating Decisions and the Accounting System  102
Focus Company: Chipotle Mexican Grill

Chapter 4
Adjustments, Financial Statements, and the Quality of 
Earnings
Focus Company: Chipotle Mexican Grill

Chapter 5
Communicating and Interpreting Accounting Information  230
Focus Company: Apple Inc.

Chapter 6
Reporting and Interpreting Sales Revenue, Receivables, and 
Cash  282
Focus Company: Deckers Brands

Chapter 7
Reporting and Interpreting Cost of Goods Sold and 
Inventory  332
Focus Company: Harley-Davidson, Inc.

Chapter 8
Reporting and Interpreting Property, Plant, and Equipment; 
Intangibles; and Natural Resources  388
Focus Company: Southwest Airlines

Chapter 9
Reporting and Interpreting Liabilities
Focus Company: Starbucks

Chapter 10
Reporting and Interpreting Bond Securities  506
Focus Company: Amazon

Chapter 11
Reporting and Interpreting Stockholders’ Equity
Focus Company: Whole Foods Market

Chapter 12
Statement of Cash Flows  600
Focus Company: National Beverage Corp.

Chapter 13
Analyzing Financial Statements  658
Focus Company: The Home Depot

Appendix A
Reporting and Interpreting Investments in Other 
Corporations  A-0
Focus Company: Graham Holdings Company

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

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

Appendix D
Industry Ratio Report  D-0

Appendix E
Present and Future Value Tables  E-1

Glossary  G-1

Company Index  IND-1

Subject Index  IND-5

MBA Companion (Available in McGraw-Hill 
Education’s Create)
Leases, Income Taxes, and Retirement Obligations
Focus Company: Under Armour

C O N T E N T S  I N  B R I E F

Final PDF to printer



XXIII

lib22136_fm_i-1.indd xxiii 11/27/15  07:32 PM

Preface  iv

Chapter 1

Financial Statements and Business Decisions  2

Le-Nature’s  Inc.   3

Understanding the Business  3
The Accounting System  3

Your Goals for Chapter 1  5
The Four Basic Financial Statements: An Overview  6
The Balance Sheet  6

FINANCIAL ANALYSIS:

Interpreting Assets, Liabilities, and Stockholders’ Equity on the 
Balance Sheet  8

Pause for Feedback and Self-Study Quiz  8

The Income Statement  9

FINANCIAL ANALYSIS:

Analyzing the Income Statement: Beyond the Bottom Line  10

Pause for Feedback and Self-Study Quiz  11

Statement of Stockholders’ Equity  11

FINANCIAL ANALYSIS:

Interpreting Retained Earnings  12

Pause for Feedback and Self-Study Quiz  13

Statement of Cash Flows  13

FINANCIAL ANALYSIS:

Relationships Among the Statements  15
Notes and Financial Statement Formats  15
Summary of the Four Basic Financial Statements  16
Responsibilities for the Accounting Communication 
Process  16
Generally Accepted Accounting Principles  16

INTERNATIONAL PERSPECTIVE:

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

Ensuring the Accuracy of Financial Statements  18

Demonstration Case  21

CHAPTER SUPPLEMENT A:  T YPES OF BUSINESS 
ENTITIES  22

CHAPTER SUPPLEMENT B:  EMPLOYMENT IN THE 
ACCOUNTING PROFESSION TODAY  23

Chapter 2

Investing and Financing Decisions and the 
Accounting System  42

FINANCIAL ANALYSIS:

What Business Activities Cause Changes in Financial Statement 

Accounts  50
How Do Transactions Affect Accounts?  51
Principles of Transaction Analysis  51
Analyzing Chipotle’s Transactions  53

Pause for Feedback and Self-Study Quiz  55

How Do Companies Keep Track of Account Balances?  56

Pause for Feedback and Self-Study Quiz  58

Analytical Tools  59

FINANCIAL ANALYSIS:

Inferring Business Activities from T-Accounts  61

Transaction Analysis Illustrated  62

Pause for Feedback and Self-Study Quiz  65

How Is the Balance Sheet Prepared and Analyzed?  66

INTERNATIONAL PERSPECTIVE:

Understanding Foreign Financial Statements  68

Ratio Analysis in Decision Making  68

C O N T E N T S

Final PDF to printer



XXIV C O N T E N TS

lib22136_fm_i-1.indd xxiv 11/27/15  07:32 PM

KET R ATIO ANALYSIS:

Current Ratio  69

FOCUS ON CASH FLOWS:

End-of-Chapter Material

Chapter 3

Operating Decisions and the Accounting System  102

Chipot le  Mexican Gri l l   103

Elements of the Income Statement  106

INTERNATIONAL PERSPECTIVE:

Income Statement Differences  109

How are Operating Activities Recognized and Measured?  109
Accrual Accounting  110

FINANCIAL ANALYSIS:

Revenue Recognition for More Complex Customer Contracts  111

Pause for Feedback and Self-Study Quiz  112

A QUESTION OF ETHICS:

Management’s Incentives to Violate Accounting Rules  115

The Expanded Transaction Analysis Model  115
Transaction Analysis Rules  115

Pause for Feedback and Self-Study Quiz  123

How Is the Income Statement Prepared  
and Analyzed?  125
Classified Income Statement  126

KEY R ATIO ANALYSIS:

Net Profit Margin  126

FOCUS ON CASH FLOWS:

Pause for Feedback and Self-Study Quiz  128

Demonstration Case  129

End-of-Chapter Material  133

Chapter 4

Adjustments, Financial Statements, and the Quality 
of Earnings  164

Chipotle Mexican Grill  165

Understanding the Business  165
Adjusting Revenues and Expenses  166
Accounting Cycle  166
Purpose of Adjustments  166

Adjustment Process  168

A QUESTION OF ETHICS:

Income Statement  182
Statement of Stockholders’ Equity  183
Balance Sheet  183

FOCUS ON CASH FLOWS:

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

KEY R ATIO ANALYSIS:

Total Asset Turnover Ratio  185

Closing the Books  185
End of the Accounting Cycle  185

Post-Closing Trial Balance  188

Demonstration Case  188

End-of-Chapter Material  193

Chapter 5

Communicating and Interpreting Accounting 
Information  230

Apple Inc.  231
Understanding the Business  231

A QUESTION OF ETHICS:

The Fraud Triangle  232

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

Final PDF to printer



C O N T E N TS XXV

lib22136_fm_i-1.indd xxv 11/27/15  07:32 PM

Information Intermediaries: Information Services and Financial 
Analysts  235

FINANCIAL ANALYSIS:

Pause for Feedback and Self-Study Quiz  238

The Disclosure Process  238
Press Releases  238

FINANCIAL ANALYSIS:

How Does the Stock Market React to Earnings 
Announcements?  239

Annual Reports and Form 10-K  239

FINANCIAL ANALYSIS:

KEY R ATIO ANALYSIS:

INTERNATIONAL PERSPECTIVE:

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

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

KEY R ATIO ANALYSIS:

Return on Assets (ROA)  250

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

Demonstration Case  255

End-of-Chapter Material

Chapter 6

Reporting and Interpreting Sales Revenue, 
Receivables, and Cash  282

Understanding the Business  282
Deckers Brands  283

Motivating Sales and Collections  285
Credit Card Sales to Consumers  285
Sales Discounts to Businesses  285

FINANCIAL ANALYSIS:

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

Pause for Feedback and Self-Study Quiz  288

Measuring and Reporting Receivables  289
Classifying Receivables  289

INTERNATIONAL PERSPECTIVE:

Foreign Currency Receivables  289

Accounting for Bad Debts  289

FINANCIAL ANALYSIS:

Bad Debt Recoveries  291

Reporting Accounts Receivable and Bad Debts  292

Pause for Feedback and Self-Study Quiz  293

Estimating Bad Debts  293
Control over Accounts Receivable  295

KEY R ATIO ANALYSIS:

Receivables Turnover Ratio  296

FOCUS ON CASH FLOWS:

Pause for Feedback and Self-Study Quiz  298

Reporting and Safeguarding Cash  299
Cash and Cash Equivalents Defined  299
Cash Management  299
Internal Control of Cash  299

A QUESTION OF ETHICS:

Ethics and the Need for Internal Control  300

Reconciliation of the Cash Accounts and the Bank Statements  300

Epilogue  305
Demonstration Case A  305

Demonstration Case B  306

End-of-Chapter Material  308

Chapter 7

Reporting and Interpreting Cost of Goods Sold  
and Inventory  332

Harley-Davidson, Inc.  333
Understanding the Business  333

Final PDF to printer



XXVI C O N T E N TS

lib22136_fm_i-1.indd xxvi 11/27/15  07:32 PM

Nature of Inventory and Cost of Goods Sold  335
Items Included in Inventory  335
Costs Included in Inventory Purchases  336

FINANCIAL ANALYSIS:

Applying the Materiality Constraint  
in Practice  336

Flow of Inventory Costs  336

Pause for Feedback and Self-Study Quiz  339

INTERNATIONAL PERSPECTIVE:

A QUESTION OF ETHICS:

KEY R ATIO ANALYSIS:

Pause for Feedback and Self-Study Quiz  350

Inventory Methods and Financial Statement Analysis  350

FINANCIAL ANALYSIS:

LIFO and Inventory Turnover Ratio  352

Pause for Feedback and Self-Study Quiz  353

Control of Inventory  353
Internal Control of Inventory  353
Errors in Measuring Ending Inventory  353

Inventory and Cash Flows  355

FOCUS ON CASH FLOWS:

Inventory  355

Demonstration Case  356

CHAPTER SUPPLEMENT A:  LIFO LIQUIDATIONS  358

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

CHAPTER SUPPLEMENT C:  ADDITIONAL ISSUES IN 
MEASURING PURCHASES  360

End-of-Chapter Material  362

Chapter 8

Reporting and Interpreting Property, Plant, and 
Equipment; Intangibles; and Natural Resources  388

Southwest Airlines  389

Understanding the Business  389
Acquisition and Maintenance of Plant and Equipment  391
Classifying Long-Lived Assets  391
Measuring and Recording Acquisition Cost  391

KEY R ATIO ANALYSIS:

Fixed Asset Turnover  392

Pause for Feedback and Self-Study Quiz  395

Repairs, Maintenance, and Improvements  396

FINANCIAL ANALYSIS:

WorldCom: Hiding Billions in Expenses  
through Capitalization  398

Pause for Feedback and Self-Study Quiz  398

Use, Impairment, and Disposal of Plant  
and Equipment  398
Depreciation Concepts  398

FINANCIAL ANALYSIS:

FINANCIAL ANALYSIS:

FINANCIAL ANALYSIS:

FINANCIAL ANALYSIS:

Increased Profitability Due to an Accounting Adjustment? Reading 

INTERNATIONAL PERSPECTIVE:

A QUESTION OF ETHICS:

FINANCIAL ANALYSIS:

Research and Development Costs: Not an Intangible Asset under 

Final PDF to printer



C O N T E N TS XXVII

lib22136_fm_i-1.indd xxvii 11/27/15  07:32 PM

INTERNATIONAL PERSPECTIVE:

FOCUS ON CASH FLOWS:

FINANCIAL ANALYSIS:

CHAPTER SUPPLEMENT: CHANGES IN DEPRECIATION 

End-of-Chapter Material

Chapter 9

Reporting and Interpreting Liabilities  458

KEY R ATIO ANALYSIS:

FINANCIAL ANALYSIS:

Refinancing Debt: Current or Long-Term  

Contingent Liabilities Reported on the  

INTERNATIONAL PERSPECTIVE:

FOCUS ON CASH FLOWS:

INTERNATIONAL PERSPECTIVE:

A QUESTION OF ETHICS:

CHAPTER SUPPLEMENT A:  PRESENT VALUE  
COMPUTATIONS USING A CALCUL ATOR OR  

End-of-Chapter Material

Chapter 10

Reporting and Interpreting Bond Securities  506

Characteristics of Bond Securities  508
Why Issue Bonds?  508
Bond Terminology  509
Bond Issuance Process  510

FINANCIAL ANALYSIS:

Bond Rating Agencies and Their Assessments  
of Default Risk  511

Reporting Bond Transactions  512

FINANCIAL ANALYSIS:

Bond Information from the Business Press  513

Pause for Feedback and Self-Study Quiz  513

Pause for Feedback and Self-Study Quiz  515

KEY R ATIO ANALYSIS:

Times Interest Earned  516

Pause for Feedback and Self-Study Quiz  521

Bonds Issued at a Premium  521

FINANCIAL ANALYSIS:

Zero Coupon Bonds  525

KEY R ATIO ANALYSIS:

Debt-to-Equity  526

Final PDF to printer



XXVIII C O N T E N TS

lib22136_fm_i-1.indd xxviii 12/07/15  05:57 PM

Early Retirement of Bonds  527

FOCUS ON CASH FLOWS:

Bonds Payable  528

Demonstration Case  529

CHAPTER SUPPLEMENT: ACCOUNTING FOR BONDS WITHOUT 
A DISCOUNT ACCOUNT OR PREMIUM ACCOUNT  529

Pause for Feedback and Self-Study Quiz  531

Bonds Issued at a Premium  532

Pause for Feedback and Self-Study Quiz  534

End-of-Chapter Material  535

Chapter 11

Reporting and Interpreting Stockholders’ Equity  554

Understanding the Business  554
Whole Foods Market  555
Ownership of a Corporation  557
Benefits of Stock Ownership  557
Authorized, Issued, and Outstanding Shares  558

KEY R ATIO ANALYSIS:

Earnings per Share (EPS)  559

Common Stock Transactions  559
Initial Sale of Stock  560
Sale of Stock in Secondary Markets  560
Stock Issued for Employee Compensation  561
Repurchase of Stock  561

Pause for Feedback and Self-Study Quiz  562

Dividends on Common Stock  563

KEY R ATIO ANALYSIS:

Dividend Yield  563

Key Dividend Dates  564

FINANCIAL ANALYSIS:

Impact of Dividends on Stock Price  565

Pause for Feedback and Self-Study Quiz  565

Stock Dividends and Stock Splits  566
Stock Dividends  566
Stock Splits  567

Pause for Feedback and Self-Study Quiz  568

Statement of Stockholders’ Equity  569
Preferred Stock Transactions  570

INTERNATIONAL PERSPECTIVE:

What’s in a Name?  571

Dividends on Preferred Stock  571

FINANCIAL ANALYSIS:

Preferred Stock and Limited Voting Rights  572

FOCUS ON CASH FLOWS:

Financing Activities  572

Demonstration Case  573

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

End-of-Chapter Material  578

Comprehensive Problem (Chapters 9–11)  596

Chapter 12

Statement of Cash Flows  600

Understanding the Business  600
National Beverage Corporation  601
Classifications of the Statement of Cash Flows  602
Cash Flows from Operating Activities  603
Cash Flows from Investing Activities  604
Cash Flows from Financing Activities  605
Net Increase (Decrease) in Cash  605

Pause for Feedback and Self-Study Quiz  605

Relationships to the Balance Sheet and Income Statement  606
Preliminary Steps in Preparing the Cash Flow Statement  607
Reporting and Interpreting Cash Flows from Operating 
Activities  609
Reporting Cash Flows from Operating Activities—Indirect 
Method  609

INTERNATIONAL PERSPECTIVE: 

Classification of Interest on the Cash Flow Statement  613

Pause for Feedback and Self-Study Quiz  614

Interpreting Cash Flows from Operating Activities  614

KEY R ATIO ANALYSIS:

Quality of Income Ratio  615

A QUESTION OF ETHICS:

Fraud and Cash Flows from Operations  616

Reporting and Interpreting Cash Flows from  
Investing Activities  616
Reporting Cash Flows from Investing Activities  616
Interpreting Cash Flows from Investing Activities  617

KEY R ATIO ANALYSIS:

Capital Acquisitions Ratio  618

FINANCIAL ANALYSIS:

Free Cash Flow  618

Reporting and Interpreting Cash Flows  
from Financing Activities  619
Reporting Cash Flows from Financing Activities  619

Final PDF to printer



C O N T E N TS XXIX

lib22136_fm_i-1.indd xxix 11/27/15  07:32 PM

Interpreting Cash Flows from Financing Activities  620

Pause for Feedback and Self-Study Quiz  621

Completing the Statement and Additional  
Disclosures  621
Statement Structure  621
Supplemental Cash Flow Information  622
Epilogue  623

Demonstration Case  623

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

Pause for Feedback and Self-Study Quiz  628

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

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

End-of-Chapter Material  631

Chapter 13

Analyzing Financial Statements  658

The Home Depot  659

Understanding the Business  659
The Investment Decision  663

Financial Statement Analysis  666

Ratio Analysis  668
Profitability Ratios  669

FINANCIAL ANALYSIS:

Market Ratios  680

Pause for Feedback and Self-Study Quiz  681

Interpreting Ratios and Other Analytical  
Considerations  682

Other Financial Information  682

A QUESTION OF ETHICS:

Insider Information  683

End-of-Chapter Material  683

Appendix A

Reporting and Interpreting Investments in Other 
Corporations  A-0

Graham Holdings Company  A-1

Appendix B

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

Appendix C

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

Appendix D

Industry Ratio Report  D-0

Appendix E

Present and Future Value Tables  E-1

Glossary  G-1

Company Index  IND-1

Subject Index  IND-5

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

Leases, Income Taxes, and Retirement Obligations

Under Armour

Lease Overview
Income Taxes Overview
Pensions and Other Postretirement Benefits Overview

Final PDF to printer


