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University College of the Cayman Islands
ACC301 - Intermediate Financial Accounting
Chapter 1 - Financial Reporting
Homework Solutions
1. Exercise 1-2 - page 40
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2. Exercise 1-3 - page 40

1.
General objective of providing useful information for decision makers. The statements should include information that is of value to present and potential investors and creditors, as well as other external decision makers. In addition, the information disclosed should be sophisticated enough that those with a reasonable understanding can study and understand the information. The most important aspect of this objective for financial reporting is to provide information that investors and creditors need to make economic decisions.


2.
Objective of providing information for assessing prospective cash flows. Because investors and creditors are interested primarily in future cash flows, the financial disclosures should provide them with information that will help them assess the future cash flows. The information should provide some clues as to amounts, timing, and risk of future cash flows.


3.
Objective relating to providing information about the enterprise’s economic resources. The financial statements of a company should provide information about the financial strengths and weaknesses and the liquidity and solvency of the firm.


4.
Objective of providing information about the enterprise’s performance and earnings. The company should provide information about its earnings. This should include a disclosure of the components of earnings.


5.
Objective of assessing future cash flows. In addition to reporting earnings, the enterprise should provide information about the cash flows for the period. This information should include sources and uses of cash. Sources and uses of cash should include information about the operating, investing, and financing activities of the company.

3. Exercise 1-5 - page 41

1.
Relevance vs. Reliability. The current market value of the building may provide more relevant information to decision makers, but market value estimates are not as reliable as historical cost information.


2.
Comparability vs. Consistency. A change to the prevalent method used in the industry would allow MMM’s financial statements to be more easily compared with competitors; however, it would reduce the ability to analyze MMM’s previous financial statements because the inventory method would not be consistently applied over time.


3.
Timeliness vs. Verifiability. Because the bank has asked that Stocks Inc. provide financial statements as quickly as possible after year-end, the qualitative characteristic of timeliness dictates that financial information be collected and summarized as quickly as possible. However, because some suppliers are slow in submitting invoices, estimating liabilities will make the financial statements less verifiable.


4.
Neutrality vs. Relevance. The officers of Satellite Inc. believe that disclosing the potential liability will unnecessarily bias the financial statements in a negative fashion. On the other hand, the auditors believe that given the potential liability associated with the malfunctions, external users would find knowledge of this risk very relevant.

4. Exercise 1-6 - page 42
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5. Case 1-15 - page 44
This case can be used as a basis for class discussion concerning education in the accounting profession. At the time this edition is being written, more than 90% of the states had approved legislation requiring 150 college credit hours before a person may sit for the CPA examination. The arguments in favor of more education stress the increased complexities of the business world, expanding technology, and the need for accountants to be grounded in technical skills. They should also be broad based in their ability to communicate effectively, appreciate humanities and the fine arts, and be able to adapt quickly to change. All of this, the proponents argue, requires more education.

There are opposing voices. They include four-year colleges, small practitioners who fear the added education will cause an increased demand for higher wages, and some CPAs in larger firms who are concerned that the supply of quality entrants to the profession will be dangerously low. One group of opponents has argued that students will select other majors if the movement to an advanced degree becomes mandatory. This case gives students an opportunity to express their views about how this issue affected their decision and to consider why education is so important to a profession.

6. Case 1-19 - page 45
This case is designed to emphasize the definitional aspect of the conceptual framework. The following definitions could be applied to software development costs:

(1)
Expenses—outflows of assets or incurrences of liabilities during a period from the development of computer software, which is the ongoing and central operation at Conserv.

(2)
Assets—probable future economic benefits that will be obtained as a result of software development costs incurred in the past.

If the development costs are considered expenses, Conserv should write them off as soon as they are incurred. As expenses, these costs will have no future benefit or value. Reporting these costs as assets on the balance sheet would overstate earnings and could mislead investors.

If the development costs are considered assets, Conserv should capitalize them as assets and amortize the costs over a period of time commensurate with their expected future benefit. If the costs did in fact have future benefit, classifying them as expenses would understate earnings and could also mislead investors.

Although not required in answering the questions in this case, the FASB standards for accounting for software development costs might be discussed with students. Statement No. 86, “Accounting for the Costs of Computer Software to Be Sold, Leased, or Otherwise Marketed” (August 1985), requires companies to capitalize a certain portion of development costs. Costs to establish technological feasibility for a product are charged to expense as research and development when incurred. This includes all costs up to the completion of a detailed program design or, in its absence, the completion of a working model.

Thereafter, all software production costs should be capitalized and reported at the lower of unamortized cost or net realizable value. The amortization of capitalized costs is based on current and future product revenues. An annual minimum charge equal to straight-line amortization over the product’s estimated remaining useful life is required.

7. Case 1-23 - page 46
a.
This case provides for a discussion of the advantages and disadvantages of large professional CPA firms. The following comments are not intended to be all-inclusive but they could be made by students in discussing this issue.


Dangers of concentration of power:


(1)
The needs of smaller private entities serviced by regional and local CPAs will not be adequately considered if large firms dominate the profession. This has been a problem in the past. However, the establishment of the private companies section of the AICPA seems to be a positive step in overcoming this danger.


(2)
Large firms that consider themselves to have monopoly power will become inefficient in performing their services, especially audits. They will be less willing to suggest improvements in reporting and disclosure techniques that might add to their costs of operation. Because there are several large firms, however, there has been and continues to be a considerable amount of competition in the profession.


(3)
Large firms will tend to lose their independence because of the long-standing relationship they tend to have with their clients. Even changing from one large firm to another may not produce different results because of the close-knit fraternity that exists among partners of these firms.


Advantages of concentration of power:


(1)
Most fields of business and finance are controlled by large international entities with operations in many locations. Their activities are often varied and touch on many different segments of business. Only similarly large international CPA firms have the resources and expertise to service these large clients.


(2)
If a smaller firm were to service a large client, the fees for the services rendered to the client would amount to a significant percentage of the firm’s revenue. This would limit the degree of perceived and perhaps real independence when conflicts arise between the CPA’s position and that of management in the client firm. The potential loss of the client over a matter of principle is less threatening to the larger firms.


(3)
The needs of large business entities are frequently highly technical and varied. Large CPA firms have continuing professional education programs in process and are organized so that members of the firm can specialize in particular industries or in particular phases of accounting. This means that in some cases the services rendered by the larger firm are likely to be of higher quality than those offered by smaller and more generally trained CPAs.


(4)
The concentration of power in larger firms permits these firms to devote more time to developing auditing techniques and researching of accounting problems than is true for smaller firms. Most of the large firms have departments within their own national offices that are devoted full-time to research and writing.

b.
Skepticism about auditor independence has increased as large accounting firms have done more and more consulting. Users of financial statements are unlikely to place as much confidence in an accounting firm’s audit opinion when another segment of that same accounting firm does millions of dollars of consulting work for the audit client. In such a situation, if the audit client were to subsequently go bankrupt, the shareholders would surely sue the accounting firm, claiming that conflict of interest made the firm certify faulty financial statements.


If public confidence in the audit opinions of accounting firms decreases, there could be an increased call for government intervention and regulation of the audit process. Some have suggested that a key reason for the auditing profession being left relatively free of government regulation is the aura of independence of the audit firms. If these firms become consulting firms that do a little auditing on the side, that aura of independence will diminish.

8. Internet Search – page 49
1.
The following is disclosed in Disney’s proxy statement filed with the SEC on January 4, 2002.

Audit and Nonaudit Fees

The following table presents fees for professional audit services rendered by PricewaterhouseCoopers LLP for the audit of the Company's annual financial statements for 2001 and fees billed for other services rendered by PricewaterhouseCoopers LLP for fiscal 2001:

                                                                   
(In millions)

Audit fees 

$  8,660
Financial information systems design and implementation (a)

$11,009

All other fees:

Other audit-related fees and tax matters (b)

$  6,771

Other information system design and process improvements (c)
   25,170
Total all other fees........................................

$31,941

(a)
Consulting services for enterprisewide financial information systems.

(b)
Other audit-related services consist principally of audits of employee benefit plans and other entities and testing of compliance with international labor standards. Tax-related services comprise tax compliance (including U.S. federal and international returns) and tax examination assistance.

(c)
Consulting services for strategic sourcing and electronic procurement initiatives and development of the Company's employee intranet portal and other information system and process improvement projects.

2.
The FASB’s Web site is http://www.fasb.org.

a.
As of June 3, 2002, the most recent Statement of Financial Accounting Standards was SFAS No. 145, which was issued in April 2002. This statement eliminates the requirement to report gains and losses from the early extinguishment of debt as extraordinary items. In addition, SFAS No. 145 includes various other technical corrections to previously issued standards.

b.
As of June 3, 2002, the FASB listed the following 13 ongoing projects:

Board Agenda Projects:


1.
Amendment to Statement No. 133—Beneficial Interests Arising from Securitization Transactions


2.
Business Combinations: New Basis Accounting


3.
Business Combinations: Purchase Method Procedures


4.
Combinations of Mutual Enterprises


5.
Combinations of Not-for-Profit Organizations


6.
Consolidations—Policy and Procedures


7.
Disclosure about Intangible Assets


8.
Fair Value


9.

Financial Performance Reporting by Business Enterprises

10.
Guarantees

11.
Liabilities and Equity

12.
Obligations Associated with Disposal Activities

13.
Acquisitions of Certain Financial Institutions (Formerly Reconsideration of SFAS No. 72)

3.
The IASB’s Web site is http://www.iasb.org.uk.

a.
The IASB states the following about a conceptual framework:

Framework for the preparation and presentation of financial statements: The IASB framework is a conceptual accounting framework that sets out the concepts that underlie the preparation and presentation of financial statements for external users. It was approved in 1989.

b.
As of June 3, 2002, the IASB listed the following nine ongoing projects:

Agenda Projects: 

1.
Business Combinations (phase I) [Board deliberations completed—Exposure Draft in preparation]

2.
Business Combinations (phase II)

3.
Financial Activities: Disclosure and Presentation

4.
Amendments to IAS No. 39, Financial Instruments: Recognition and Measurement [Board deliberations completed—Exposure Draft in preparation]

5.
First-Time Application of International Financial Reporting Standards [Board deliberations completed—Exposure Draft in preparation]

6.
Improvements to Existing International Financial Reporting Standards [Exposure Draft issued         May 15, 2002]

7.
Insurance Contracts

8.
Reporting Performance

9.
Share-Based Payments

9. To be discussed in class

10. To be discussed in class

11. To be discussed in class

12. To be discussed in class

