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EXERCISE 2-3 

(a) Comparability
(b) Feedback value
(c) Consistency
(d) Neutrality
(e) Verifiability
(f) Relevance
(g) 1. 	Comparability
	2.	Verifiability
	3.	Timeliness
	4.	Understandability
(h) Representational faithfulness
(i) Relevance and Representational faithfulness
(j) Timeliness

EXERCISE 2-4

(a)
1. Gains, Losses
2. Liabilities
3. Equity (increase)
4. Equity (decrease
5. Assets
6. Expenses
7. Revenues (inflows of net assets) or expenses (outflows of net assets)
8. Equity
9. Revenues, if it is the sale of a product sold in the normal course of business; otherwise it would be a gain
10. Equity (decrease)

(b)
1. Asset – the contract represents a potential future economic benefit to which the entity is entitled and has control over.    However, the transaction that will generate the benefit has yet to occur (the music has yet to be written). Once the probability threshold has been surpassed the asset would be recognized.  
2. Asset – consignment inventory belongs to ReadyMart until it is sold to the final customer.  It represents a benefit as 
it can be sold. The company still controls/has access 
(through legal title) even though physical possession is with the local retailer. 
Liability – this contract represents an obligation that will result in the future outflow of resources, subject to the sale of the recordings.  However, a liability will not occur until the recordings are sold.  

EXERCISE 2-8

(a) A conceptual framework is useful for standard setters since having an established body of concepts and objectives helps them to develop additional useful and consistent standards. This results in a coherent set of standards that are built upon the same foundation. An understanding of the underlying concepts helps the preparer and the auditor ensure consistent and meaningful application of the principles. Such a framework also increases the financial statement user’s understanding of, and provides confidence in, financial reporting. It also enhances comparability of different companies’ financial statements.  

(b) Foundational principle or characteristic violated:
	1.
	Periodicity; relevance (predictive and feedback value); timeliness

	2.
	Historical cost; verifiability; relevance

	3.
	Historical cost or matching; comparability; representational faithfulness; relevance

	4.
	Revenue recognition and realization; representational faithfulness

	5.
	Full disclosure; representational faithfulness; relevance

	6.
	Economic entity; free from material error, representational faithfulness

	7.
	Control; comparability;  representational faithfulness

	8.
	Matching; free from error; relevance

	9.
	Full disclosure and representational faithfulness (neutrality) 

	
	



(Note that other principles/characteristics may also be discussed. There is rarely a single right and wrong answer to these types of questions.)
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1. Agree. This is a change in how Sheridan does business.  The revenue recognition principle requires that the risks and rewards of ownership be transferred to the purchaser in order for the sale to be recognized. While the shipping terms have been changed, further investigation should be undertaken to ensure that customer business practices are aligned with this changed policy. For example, if the company will continue to replace items lost or damaged in transit, the risks have not passed, irrespective of the change in shipping terms, and the timing of revenue recognition should not change.  (further discussed in Chapter 6).  


2.	Agree. Depreciation is a means of cost allocation on a systematic charge against revenues. As it is based on best estimates, the useful life, and resulting depreciation expense, should be revised when economic or business events dictate that an asset will remain useful for a longer period. While comparability is impaired, changes in estimates are accounted for prospectively. Restatement would not provide decision useful information, since depreciation of the prior periods was determined with the best estimates available at the time. All estimates and judgements used to prepare the financial information should be free from bias, error or omission.    The change is acceptable as long as it is supported by evidence that the equipment is lasting longer and is not a change simply to reduce annual depreciation expense.

3. Agree. The full disclosure principle recognizes that reasonable condensation and summarization of the details of a corporation's operations and financial position are essential to readability and comprehension. Thus, in determining full disclosure the accountant makes decisions on the basis of whether omission will cause a misleading inference by the reader of the financial statements. Only the total amount of cash is generally presented on a balance sheet, unless some special circumstance is involved such as a possible restriction on the use of the cash. In most cases, however, the company's presentation would be considered appropriate and in accordance with the full disclosure principle. Showing the additional detail on the balance sheet would not be relevant to the reader.

4.	Disagree. The historical cost principle indicates that assets and liabilities are accounted for on the basis of cost. If we were to select sales value, for example, we would have an extremely difficult time in attempting to establish an appraisal value for the given item without selling it (i.e. verifiability violated). It should further be noted that the revenue recognition principle provides guidance as to when revenue should be recognized. In this case, the revenue was not earned because the transfer of risks and rewards (i.e. "sale of the land") had not occurred. In addition the development costs of subdividing the land should be included in inventory cost of the lots and appear on the balance sheet, and not as expenses of the period. These costs are associated with the land (economic resource) – not an expense associated with the revenue producing activities for the year. 

	NOTE:  IFRS allows investment property to be measured at fair value.  Land to be developed and sold does not qualify as investment property, so this standard does not apply (IFRS 40.08 and .09). The company could use the revaluation model as an accounting policy choice under IAS 16. (This will be covered in Chapter10).

5. From the facts it is difficult to determine whether to agree or disagree with the president. Comparability requires that accounting entities give accountable events the same accounting treatment from period to period for a given business enterprise. The choice of accounting policy should not be made based on the impact on net income but rather on the method that provides the most relevant information (i.e. neutrality and free from bias could be violated). It might be useful for users if Sheridan reports on a moving average basis as it would make the statements more comparable across other companies in the same industry

6. Disagree. While there is an economic burden as a result of the new legislation, this is not a present obligation since the new law cannot be enforced until 2019. A liability does not exist in fiscal 2014. 

7. 	Disagree. The voluntary recall establishes an unconditional economic burden for Sheridan. This is a present obligation that is legally enforceable based on Sheridan’s recall announcement. A liability should be provided at the time the recall is made. 
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Dear Uncle Warren,

I received the information on Jingle Corp. and appreciate your interest in sharing this venture with me. However, I think that basing an investment decision on these financial statements would be unwise because they are neither relevant nor representationally faithful.
	One of the most important characteristics of accounting information is that it is relevant, i.e., it will make a difference in the users’ decision. One element of relevance is predictive value and Jingle's accounting information proves irrelevant in this regard. Shown without reference to other years' profitability, it cannot help me predict future profitability because I cannot see any trends developing. Closely related to predictive value is feedback value. These financial statements do not provide feedback on any strategies, which the company may have used to increase profits.
	These financial statements are also not representationally faithful. The accounting information must reflect the underlying substance of the events and transactions. As a financial statement user, I should be able to see what lies beneath the numbers and feel comfortable that it is complete, neutral and free from bias or error. 
	Another quality of decision-useful financial information is that it should be timely. Because Jingle's financial statements are a year old, they have lost their ability to influence my decision: a lot could have changed in that one year. The information must be verifiable by several independent parties. Because no independent auditor has verified these amounts, there is no way of knowing whether or not they are represented faithfully. For instance, I would like to believe that this company earned $2,424,240, and that it had a very favourable debt-to-equity ratio. However, unaudited financial statements do not give me any reasonable assurance about these claims. Financial statements prepared by the company should be of sufficient quality and clarity so that I can understand the item’s significance. 
	Finally, the statements are missing additional information that is normally available through note disclosures. Without these note disclosures, I cannot assess if the accounting policies followed are in accordance with GAAP, or their impact on the information presented.
	Finally, the fact that Mrs. Jingle herself prepared these statements indicates a lack of neutrality. Because she is not a disinterested third party, I cannot be sure that she did not prepare the financial statements in favour of her husband's business.

	Under the circumstances, I do not wish to invest in the Jingle bonds and would caution you against doing so. Before you make a decision in this matter, please call me.

Sincerely,

Your Nephew

