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vii

   Preface  
  The seventh edition of   Advanced Financial Accounting    is a comprehensive and highly il-
lustrated presentation of the accounting and reporting principles used in a variety of busi-
ness entities. Every day, the business press carries stories about the merger and acquisition 
mania, the complexities of modern business entities and new organizational structures for 
conducting business, accounting scandals related to complex business transactions, the for-
eign activities of multinational firms, the operations of governmental and nonprofit entities, 
and other topics typically included in advanced accounting. Accountants must know how to 
deal with the accounting and reporting ramifications of these issues. 

   OVERVIEW  
   The seventh edition of   Advanced Financial Accounting    continues to provide strong cover-
age of advanced accounting topics, as well as integrated coverage based on continuous case 
examples. The text is highly illustrated with complete presentations of worksheets, sched-
ules, and financial statements so that students can see the development of each topic. The 
inclusion of all recent FASB and GASB pronouncements and the continuing deliberations 
of the authoritative bodies provides a current and contemporary text for students preparing 
for the CPA Examination and current practice. In the chapters covering consolidation sub-
sequent to the date of combination, three alternative methods of accounting for the parent’s 
investment in the subsidiary are presented in each chapter (basic equity) and appendices 
(cost and fully adjusted equity) to provide the opportunity for exploring the differences in 
the methods and seeing that the consolidated financial statements are the same regardless 
of the method the parent company uses to account for the investment. The chapters dealing 
with global operations include a comprehensive discussion of accounting for foreign cur-
rency derivatives and other financial instruments and arrangements used in today’s business 
arena. The governmental and not-for-profit chapters include all recent important pronounce-
ments and developments in those areas.   

   KEY FEATURES  
   The key strengths of this book are its clear and readable discussions of concepts and the 
detailed demonstrations of these concepts through illustrations and explanations. The many 
favorable responses to earlier editions from both students and instructors confirm our be-
liefs that clear presentation and comprehensive illustrations are essential to learning the 
sophisticated topics in an advanced accounting course. Key features of the seventh edition 
include:

      • A building block approach based on a strong conceptual foundation.   For each major 
topic area, students are provided with a thorough conceptual understanding before ad-
vancing to the procedures. The discussion begins with the fundamental concepts and why 
they are important. These fundamentals are then illustrated, giving students a basic ex-
ample before progressing. Once this conceptual foundation is established, the complexi-
ties are layered gradually in successive steps. The authors developed this methodology 
through years of teaching advanced accounting. Many adopters have commented favor-
ably on the effectiveness of this approach.   

     • The use of a continuous case for each major subject matter area.   The comprehensive 
case of Peerless Products Corporation and its subsidiary, Special Foods Inc., has been 
continued in the for-profit chapters. For the governmental chapters, the Sol City case has 
been used to facilitate the development of governmental accounting and reporting con-
cepts and procedures. Using a continuous case provides several benefits. First, students 
need only become familiar with one set of data and can then move more quickly through 
the subsequent discussions and illustrations without having to absorb a new set of data. 
Second, the case adds realism to the study of advanced accounting and permits students 
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to see the effects of each successive step on the financial reports of a company. Finally, 
comparing and contrasting alternative methods using a continuous case allows students to 
evaluate different methods and outcomes more readily.   

     • Extensive illustrations of key concepts.   The book is heavily illustrated with complete, 
not partial, workpapers, financial statements, and other computations and comparisons 
useful for demonstrating each topic. The illustrations are cross-referenced to the relevant 
text discussion. In the consolidations portion of the text, the focus is on the basic equity 
method of accounting for an investment in a subsidiary. However, two other methods—
the cost method and the fully adjusted equity method—are fully discussed and illustrated 
in chapter appendices. Workpaper entries presented in the consolidations chapters are 
separately identified with an (E) and are shaded to differentiate them clearly from book 
entries. The extensive use of illustrations makes the learning process more efficient by 
allowing students to see quickly and readily the applications of the concepts. In addition, 
the illustrations reinforce understanding of the concepts by demonstrating the effects on 
the financial statements. In this manner, students understand that the many workpaper 
procedures typically covered in advanced accounting are the means to a desired end, not 
the end themselves.   

     • Comprehensive coverage with significant flexibility.   The subject matter of advanced 
accounting is expanding at an unprecedented rate. New topics are being added, and tradi-
tional topics require more extensive coverage. Flexibility is therefore essential in an ad-
vanced accounting text. Most one-term courses are unable to cover all the topics included 
in this text. In recognition of time constraints, this text is structured to provide the most 
efficient use of the time available. The self-contained units of subject matter allow for 
substantial flexibility in sequencing the course materials. In addition, individual chapters 
are organized to allow for opportunities to go into greater depth on some topics through 
the use of the “Additional Considerations” sections. Several chapters include appendices 
containing discussions of alternative accounting procedures or illustrations of procedures 
or concepts that are of a supplemental nature.   

     • Contemporary topical coverage.   Today’s dynamic business environment requires ac-
countants to continually learn about new types of transactions, new technologies avail-
able to the profession, and new requirements and standards for accounting and financial 
reporting. This textbook integrates the most recent professional standards and includes 
cases and examples from current practice. For example, because of the importance of 
the Sarbanes-Oxley Act, coverage of SOX has been extended in this edition. Due to the 
significance, and notoriety, of special-purpose entities (SPEs) in recent years, coverage of 
this important topic has been included. Discussion of the FASB’s interpretation relating 
to variable-rate interest entities (VIEs) is included and illustrated along with a discus-
sion and illustration of the consolidation of VIEs. The text also includes a discussion of 
the FASB’s deliberations and proposals relating to business combinations and important 
consolidation issues, such as the treatment of noncontrolling interests and full recogni-
tion of fair values and goodwill (entity approach). While the textbook reflects contem-
porary professional issues, it also continues to provide updated discussion and extensive 
illustrations of the continuing conceptual foundations for each of the topics. Students are 
presented with an abundance of current information and learning opportunities to see that 
the topics in their advanced financial accounting are a significant part of today’s profes-
sion of accountancy.   

     • Extensive end-of-chapter materials.   A large number of questions, cases, exercises, and 
problems at the end of each chapter provides students an opportunity to solidify their 
understanding of the chapter material and assess their mastery of the subject matter. 
The end-of-chapter materials progress from simple, focused exercises to more complex, 
integrated problems. Cases provide opportunities for extending thought and for gaining 
exposure to different sources of accounting-related information. These cases include 
Financial Accounting Research System (FARS) database searches, company data using 
the Internet, and Kaplan CPA Review simulations. The AICPA has identified five skills 

viii Preface

bak26746_fm_i-xxiv.indd   viiibak26746_fm_i-xxiv.indd   viii 1/31/07   6:22:38 PM1/31/07   6:22:38 PM



Confirming Pages

Revised pages.indd   1Revised pages.indd   1 8/1/06   1:47:59 PM8/1/06   1:47:59 PM

to be examined as part of the CPA exam: (  a  ) analysis, (  b  ) judgment, (  c  ) communication, 
(  d  ) research, and (  e  ) understanding. The end-of-chapter materials provide abundant op-
portunities for students to enhance those skills with realistic and real-world applications 
of advanced financial accounting topics.        

 Preface ix

   ORGANIZATION: THE STORY OF PEERLESS PRODUCTS CORPORATION 
AND SPECIAL FOODS INC.  

   This textbook presents the complete story of a company, Peerless Products Corporation, 
from its beginning, through its growth to a multinational consolidated entity, and finally to 
its end. At each stage of the entity’s development, including the acquisition of a subsidiary, 
Special Foods Inc., the textbook presents comprehensive examples and discussions of the 
accounting and financial reporting issues that accountants face. In this edition, discus-
sions tied to the Peerless continuous case are easily identified by the company logos in the 
margin:      

  The following description explains how the text is organized and how continuing 
examples are used to demonstrate many of the topics:   

    Business Combinations, Intercorporate Equity Investments, 
and Consolidation Concepts  

  Chapters 1 and 2 of the textbook introduce the issues of complex organizational structures 
and accounting for business combinations and intercorporate equity investments. Chapter 3 
provides a conceptual foundation for the study of consolidated financial statements.   

   Consolidation of Wholly Owned Subsidiaries  
  Chapter 4 initiates the story of Peerless Products Corporation, which purchases all of the 
stock of Special Foods Inc. and maintains Special Foods as a subsidiary. The consolida-
tion workpaper is presented, with a discussion of both a simple workpaper as of the date of 
combination and a three-part workpaper for consolidation subsequent to acquisition. Basic 
consolidation procedures for consolidation at the date of combination and subsequent to 
combination are presented. The preparation of consolidated financial statements for Peer-
less Products and its wholly owned subsidiary Special Foods is illustrated for two years of 
combined operations.   

   Consolidation of Less-than-Wholly Owned Subsidiaries  
  Chapter 5 builds on the consolidation concepts introduced in Chapters 3 and 4 with an ex-
amination of the complexities added by a parent acquiring less than 100 percent ownership 
of a subsidiary. The consolidation of less-than-wholly owned subsidiaries is illustrated for 
two years of operations by assuming that Peerless Products acquires 80 percent of Special 
Foods’ stock.   

   Intercompany Transactions  
  As is common for affiliated companies, Peerless Products and Special Foods engage in a 
number of intercompany transactions. Chapters 6, 7, and 8 discuss intercorporate transfers 
of services, noncurrent assets, and inventory, as well as intercompany debt transactions.   

   Complex Ownership Issues  
  Chapter 9 examines the special consolidation problems that arise from complex ownership 
structures. Included are the accounting issues that arise if: (1) Special Foods issues preferred 
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stock, (2) Peerless decreases its percentage ownership in Special Foods by selling some of 
its stock investment in Special Foods to a party outside the consolidated entity, or increases 
its ownership percentage by acquiring additional stock of Special Foods, (3) Special Foods 
purchases a subsidiary of its own, (4) Special Foods acquires some of Peerless Products’ 
stock, and (5) Special Foods issues stock dividends.   

   Consolidation Reporting Issues  
  Chapter 10 completes the discussion of consolidated reporting by presenting several addi-
tional consolidation issues encountered by Peerless and Special Foods. First, the preparation 
of a consolidated cash flow statement is discussed and illustrated for Peerless Products and 
Special Foods. Second, the impact of interim acquisitions on consolidated financial state-
ments is examined. Third, the chapter discusses tax considerations related to consolidated 
entities. The chapter concludes with a discussion of the computation of consolidated earn-
ings per share.   

   Multinational Accounting  
  Chapters 11 and 12 present the accounting and reporting issues that arise when Peerless en-
ters the multinational business environment. First, Peerless extends its sales to international 
customers and begins dealing in foreign currency transactions. To manage its risk, Peer-
less uses forward exchange contracts and other financial derivatives for hedging purposes. 
Comprehensive appendices are presented that discuss using the time value of derivatives 
and accounting for other forms of derivatives. In Chapter 12, Peerless acquires a subsidiary 
located in Germany. The German company reports its operations in euros, and Peerless must 
translate the subsidiary’s trial balance into U.S. dollars to consolidate the operations of its 
German subsidiary.   

   Segment and Interim Reporting  
  Chapter 13 discusses segment reporting requirements and examines the segment and re-
lated disclosures that Peerless must make in its consolidated financial statements. Interim 
financial reporting also is discussed in this chapter and is illustrated with Peerless’s interim 
reports.   

   SEC Reporting  
  Chapter 14 presents a discussion of the issues that Peerless must understand if it wishes 
to “go public” and issue stock or debt in the capital markets. The Securities and Exchange 
Commission has many specific rules, procedures, and reporting requirements that companies 
must follow if their securities are going to trade publicly. Coverage of the Sarbanes-Oxley Act 
is presented in this chapter so that students can gain some insight into this significant act.   

   Partnership Accounting  
  Chapters 15 and 16 step back in chronology to review the origins of Peerless Products. 
The process begins with C. Alt starting a software development business. Alt then forms 
a partnership with Blue, and, after operating for a year, the two partners bring Cha into 
the partnership because they need her business expertise. Accounting issues associated with 
partnership accounting are presented in these two chapters. After operating the partnership 
for several years, the partners incorporate their business under the name of Peerless Products 
Corporation.   

   Governmental and Nonprofit Accounting  
  Chapters 17 and 18 present the accounting and financial reporting for Sol City, the city 
in which Peerless Products is located. C. Alt serves on the city council, and the chapters 
present the accounting information needed by Alt to represent his constituents. Chapter 19 
presents the accounting and financial reporting requirements for Sol City University and Sol 
City Community Hospital, along with several other nonprofit agencies located in Sol City.   

x Preface
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   Corporation in Financial Difficulty  
  Chapter 20 closes the story of Peerless Products and Special Foods. Because of the poor 
health of C. Alt, the consolidated entity experiences a variety of financial problems. At-
tempts are made to restructure its debt and to reorganize with the help of a court-appointed 
receiver. However, the company has too many financial problems and is forced to enter into 
bankruptcy.   

   Supplemental Chapters  
  The text’s Website at   www.mhhe.com/baker7e    contains two supplemental chapters. The 
first, Accounting for Branch Operations, presents illustrations and discusses the issues of 
accounting and reporting for home offices and branches. The second supplemental chapter, 
Estates and Trusts, presents the accounting for C. Alt’s estate by Blue, the administrator of 
the estate and also the first partner brought into the Peerless Products partnership. These 
chapters include end-of-chapter material for which solutions may be obtained online by 
instructors.    

 Preface xi

   CHANGES FOR THE SEVENTH EDITION  
   Each of the chapters in the text has been revised to include comprehensive discussion and 
full illustration of relevant FASB and GASB standards. In addition, end-of-chapter materials 
have been revised to best illustrate and explore prior and new standards.  

      1. Reorganization of consolidation foundation material.   The consolidation materials in 
the first section of the book have been extensively reorganized. The discussion of differ-
ent theories of consolidation in Chapter 3 has been streamlined and a numerical example 
has been added to illustrate the effects of the different theories, including the FASB’s 
proposed standards on combinations and consolidations. Because most subsidiaries are 
wholly owned, consolidation procedures for wholly owned subsidiaries are discussed be-
fore adding the complexity of less-than-wholly owned subsidiaries. Thus, Chapter 4 deals 
with the consolidation of wholly owned subsidiaries both at the date of acquisition and 
beyond. Most of the important aspects of consolidation are discussed in Chapter 4 in the 
context of wholly owned subsidiaries. Chapter 5 then builds on this foundation to discuss 
consolidation of majority-owned subsidiaries.   

     2. Illustrations of proposed FASB standards on consolidation and combinations.   The 
FASB currently is moving toward the completion of projects proposing major changes 
in accounting for business combinations and the presentation of consolidated financial 
statements. Although the proposed standards are not yet finalized, they will, if adopted, 
have a significant impact on future practice. The FASB’s proposals are included in the 
text in several ways. First, brief coverage of the proposed standards is integrated through-
out the text when relevant topics are discussed. Second, a more detailed discussion of 
the proposed standards is provided in a separate section in Chapters 1, 3, and 5. Third, 
numerical examples are provided to illustrate the effects of implementing the proposed 
standards. For example, in Chapter 5, a full workpaper illustration of the preparation of 
consolidated financial statements under the proposed standards is presented. This illustra-
tion is extended on the text’s Website, and additional illustrations are presented as well 
(  www.mhhe.com/baker7e  ). End-of-chapter materials relating to the proposed standards 
have been included in the text.   

     3. Increased coverage of the Sarbanes-Oxley Act.   The Sarbanes-Oxley Act (SOX) has had 
a profound impact on auditing and corporate governance. Chapter 14 provides an exten-
sive overview and discussion of SOX, providing a background essential for accountants. 
Cases have been added for students to gain additional understanding of SOX.   

     4. Integration of the Revised Uniform Partnership Act.   The model Revised Uniform 
Partnership Act (RUPA), or a significant adaptation, has now been adopted in about 40 
states. Additional states are in the process of evaluating the impact of the RUPA on their 
states to determine which parts of the model RUPA they might adopt. Chapters 15 and 16 
discuss and illustrate the essential provisions of RUPA.   
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xii Preface

     5. Increased focus on governmental and not-for-profit financial statements and 
disclosures  . Chapters 17 and 18 (on governmental entities) and Chapter 19 (on not-for-
profit entities) have been updated to include recent GASB and FASB standards, and the 
discussion and end-of-chapter materials have been enhanced to provide students with 
more opportunities to understand how the accounting and reporting standards affect the 
financial statements and other elements of the entities’ annual reports.   

     6. More real-world examples throughout the text.   Additional real-world examples have 
been added throughout the chapters to illustrate the topics and to show students that the 
topics covered are important for accountants to understand and be able to apply in the 
dynamic business environment. These examples make it “real” for students.   

     7. End-of-chapter materials have been significantly restructured.  

New cases: Real-world cases included in the end-of-chapter materials have been up-
dated and a number of new ones added throughout the text. These cases provide stu-
dents with a sense of relevancy, an opportunity to engage in online research, and a 
chance to practice formal writing.       

     • Kaplan CPA Review simulations:   Also introduced are a number of simulations of ad-
vanced financial accounting issues that use the framework by Kaplan CPA Review. 
Students can work the simulations online to gain experience on the presentation and 
operation of simulations that appear on the computerized CPA exam.   

     • Supplemental problems:   Some of the longer, more complex problems in some of the 
chapters have been moved to the textbook’s Website (  www.mhhe.com/baker7e  ) and are 
now presented as Supplemental Problems. Advanced financial accounting classes that 
wish to intensively explore the accounting and reporting requirements of a chapter’s 
topics can access the Website and download this problem material. By moving some of 
the longer problems to the Website, the authors created space to add more real-world 
research cases, which are becoming increasingly important for advanced financial ac-
counting courses.          

•

   RETAINED FEATURES  
The features that provided the strength of earlier editions have been retaned in the seventh 
edition:

       1. The comprehensive continuous case approach has been retained because it provides 
students with the ability to see how each successive step affects the financial reporting 
model of an entity. The Peerless Products and Special Foods case is robust and serves as 
a foundation for the building block approach used throughout the text.   

   2. Although each chapter has been revised to reflect recent FASB and GASB standards, as 
well as to refine and focus the discussion and presentations, extensive efforts were made 
to ensure retention of the clear writing style that faculty and students have valued very 
highly in previous editions.   

   3. The full coverage of the FASB and GASB standards that have direct applicability to the 
topics in advanced financial accounting has been continued.   

   4. Cases at the end of each chapter requiring students to write essay-type responses reflect-
ing alternative viewpoints or justifying a specific accounting choice have been retained 
and updated. Students are asked to explain their reasoning and often are asked to use 
library or Internet research tools and materials in support of their answers. These cases re-
quire students to go beyond the computational level in addressing the topics in advanced 
financial accounting.   

   5. The study guide for the text is written by the authors of the text to ensure full integration 
and compatible presentation of the topics. The study guide for the seventh edition has 
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been revised to reflect all the updates and enhancements in the textbook as a result of 
the new GASB and FASB standards, and every effort has been made to provide a terrific 
learning tool for students.   

   6. Because advanced financial accounting is often taken by students who plan to take the 
CPA Examination, numerous end-of-chapter materials are provided in the formats used 
for testing on the CPA Examination. A wide variety of multiple-choice questions and 
cases requiring database research and written presentations is provided.        

   This text is accompanied by a full ancillary program with items designed to enhance the 
learning process. Supplemental materials are available from McGraw-Hill/Irwin.   

    For the Student   
 Study Guide (0073210889) 
  Written by the authors of the text, the study guide contains summaries of the key concepts 
presented in each chapter and provides self-diagnostic and review materials in the form of 
objective-type and fill-in-the-blank questions, as well as both short and comprehensive ex-
ercises and problems. The solutions are provided so that achievement levels can be assessed 
readily and topics that need further review can be identified.   

   SUPPLEMENTS  

 Online Learning Center   (URL: www.mhhe.com/baker7e)  , Student Edition 
      • Learning Objectives:   The online material for each chapter begins with the learning objec-

tive for that chapter. Students gain an overview of the importance to accountants of the 
topics covered in each chapter.   

     • Online Quizzes  : Prepared by Amy Kaiser, interactive quizzes give students a variety of 
multiple-choice and true/false questions related to each chapter for self-evaluation.   

     • Excel Worksheets:   Prepared by Harlan Fuller, these worksheets for use with Excel are pro-
vided to facilitate completion of problems requiring numerous mechanical computations. 
Available only online.   

     • Check Figures:   Prepared by the text authors, a list of answers is provided separately for 
many of the end-of-chapter materials in the text. Available only online.   

     • Microsoft PowerPoint Slides     ®   : Authored by Alex Clifford, copies of the Microsoft Power-
Point Slides   ®    are available by chapter to facilitate note-taking and review.   

     • Supplemental Problems:   Additional problem materials for many of the chapters are avail-
able online to enhance students’ learning of the topics in the chapters. These supplemen-
tal problems tend to be longer and present a more comprehensive fact situation in order to 
broaden students’ understanding of the topics in the chapters.   

     • Supplemental Chapters:   Two chapters are available online for students wishing ex-
tended learning in regard to: (  a  ) accounting for home office and branch operations; and 
(  b  ) accounting and reporting for estates and trusts. Cases, exercises, and problems are 
also available for these two chapters.   

     • PowerWeb:   This feature is a unique Website that extends the learning experience beyond 
the core textbook and includes the following learning aids:

    ➢ Current readings.   
   ➢ Study tips and self-quizzes.   
   ➢ Links to related sites.   
   ➢ Web research guides.   
   ➢ Access to Northern Light Search Engine, providing Internet access to additional 

articles.          

 Preface xiii
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xiv Preface

     For the Instructor     
 Instructor’s Resource CD-ROM (0073210897)
  Only for instructors, this CD combines all instructor resource teaching supplements into one 
easy-to-use format:

      • Solutions Manual:   Created by the authors, solutions are provided for all questions, 
cases, exercises, and problems in the text. Solutions are carefully explained and logically 
presented. Answers for many of the multiple-choice questions include computations and 
explanations. Instructors can prepare transparencies directly from the solutions manual.   

     • Instructor’s Resource Manual:   Prepared by Beth Woods,   the instructor’s resource manual 
includes chapter outlines, additional examples, teaching suggestions, and other materials 
to assist instructors in making the most effective use of the text.   

     • Test Bank:   Authored by   Leonard Stokes, this comprehensive collection of both concep-
tual and procedural test items has been revised. The material is organized by chapter and 
includes a large variety of multiple-choice questions, exercises, and problems that can be 
used to measure student achievement in each chapter’s topics. The test items are closely 
coordinated with the text to ensure consistency. 

       Online Learning Center   (URL: www.mhhe.com/baker7e)  , Instructor Edition 
    • Instructor supplements such as the   Solutions Manual  ,   Instructor’s Resource Manual  , 

and   Microsoft PowerPoint Slides     ®    are available in downloadable form and are password 
protected.   

     • Supplemental Problems:   Downloadable additional exercises and problems are provided 
for many chapters in both the Student Edition and the Instructor Edition. Instructors can 
assign these additional exercises and problems to broaden their students’ understanding 
of the topics in the chapters. The Instructor Edition includes downloadable solutions to 
those supplemental exercises and problems.   

     • Supplemental Chapters:   Two chapters are available online: (  a  ) accounting for home of-
fice and branch operations; and (  b  ) accounting and reporting for estates and trusts. Cases, 
exercises, and problems are also available for these two chapters and the Instructor Edition 
includes solutions to those end-of-chapter items.   

     • Instructor Updates:   The Online Learning Center contains timely discussions and illustra-
tions of major accounting or financial reporting issues under deliberation by standard-
setting bodies. Instructors can choose to download these updates and share them with 
their students.   

 •     PowerWeb   delivers to instructors and students the latest news and developments pertinent 
to the course:

    ➢ Access to current articles related to advanced financial accounting.   
   ➢ Updates.   
   ➢ Links to related sites.   
   ➢ Web research guide.   
   ➢ Access to Northern Light Search Engine, providing Internet access to additional 

articles.       

     • Online Course Support   provides course content cartridges available for course Websites 
to support online class delivery when using products such as WebCT or Blackboard.   

     • Page-Out   is McGraw-Hill’s Course Management System that provides a “point and click” 
course Website tool.         
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