EXERCISES

1–1.
1.
False.
Comprehensive income relates only to nonowner changes in 
equity.


2.
True.


3.
False.
The tendency to recognize unfavorable events early is an example of conservatism.


4.
False.
The conceptual framework focuses on the needs of external users of financial information, primarily investors and creditors.


5.
False.
Concepts Statements are not considered authoritative pronouncements in the sense of establishing, superseding, or amending present GAAP.


6.
True.


7.
False.
Recognition involves boiling down all the estimates and judgments into one number and using that one number to make a journal entry. Disclosure skips the journal entry and relies on a financial statement note to convey the information to users.


8.
False.
Changing business conditions and activities might warrant a change in accounting method to make financial statements more useful and informative.

1–2.
1.
h, j
6.
h


2.
e, k, n
7.
c


3.
b
8.
i


4.
a
9.
d


5.
l
10.
n

1–3.
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.

1–3.
(Concluded)


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.
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1–5.
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.

1–6.
1.
Comprehensive income


2.
Owners’ equity


3.
Liabilities


4.
Revenues


5.
Gains


6.
Investments by owners


7.
Losses


8.
Distributions to owners


9.
Expenses


10.
Assets

1–7.
1.
Arm’s-length transactions. By selling inventory to the parent company at a price other than the market price, the transaction between the parent and its subsidiary violated the arm’s-length assumption.


2.
Economic entity. The assets of owners of a company are not to be included when disclosing the assets of the company itself.
1–7.
(Concluded)


3.
Going concern. An assumption made when preparing financial statements is that the company will continue into the foreseeable future. In this example, the continued existence of the savings and loan is in doubt.


4.
Accounting period. To enhance comparability and consistency as well as to provide periodic financial statement information, the economic life of a company is partitioned into specific accounting periods. By producing financial statements at two-year intervals, instead of annually, this assumption is violated.


5.
Stable monetary unit. Financial statements assume that the value of the dollar remains the same over time. That is, a dollar can buy just as much today as it can in one year. This assumption ignores the effects of inflation. It is, however, consistent with the historical cost measurement attribute.

1–8.
When a company cannot justify applying the going concern assumption, different measurement attributes may be required. The identified situations would most likely require the use of the following attributes:


1.
Plant and equipment would be valued on a liquidation basis. Thus, an exit market value under distressed conditions would be the proper valuation.


2.
The discounted value of expected future principal and interest payments would be the proper valuation for these bonds.


3.
Accounts receivable should be valued at their net realizable value, regardless of the going concern assumption. A company in financial difficulty may have to sell its receivables to a third party rather than wait for the orderly collection process to occur. The expected sales price would be the proper valuation.


4.
Inventory should be valued at expected liquidation value under forced sale. LIFO inventory values are lower than current market prices in a normal inflationary market. The revaluation of inventory in this case may result in an increase in inventory values rather than a decrease. Although such an increase would normally not be recorded before a sale validated the market value, the increase could be recorded earlier if evidence of a higher market value was strong.


5.
Investments in other companies would be valued at an exit market value if one could be determined. If the subsidiary is a publicly traded company, the stock market price may need to be adjusted to reflect the effect on the market of a large sell order. If the stock can be sold as a block to one buyer, the expected sales price would be used to determine the value of the investment.

