CHAPTER 2

SOLUTIONS TO QUESTIONS
1. Relevance and faithful representation are the two fundamental qualities that make accounting information useful for decision-making. To be relevant, accounting information must be capable of making a difference in a decision. Information with no bearing on a decision is irrelevant. Financial information is capable of making a difference when it has predictive value, confirmatory value, or both. Faithful representation means that the item is representative of the real-world phenomenon that it purports to represent. Faithful representation is a necessity because most users have neither the time nor the expertise to evaluate the factual content of the information. In other words, faithful representation means that the numbers and descriptions match what really existed or happened. To be a faithful representation, information must be complete, neutral, and free of material error.
2. Comparability facilitates comparisons between information about two different enterprises at a particular point in time. Consistency facilitates comparisons between information about the same enterprise at two different points in time.
3. The elements are assets, liabilities, and equity (moment in time elements) and income and expenses (period of time elements). The first class (moment in time), affected by elements of the second class (period of time), provides at any time the cumulative result of all changes. This interaction is referred to as “articulation.” That is, key figures in one financial statement correspond to balances in another.
4. The five basic assumptions that underlie the financial accounting structure are: 


(1)
An economic entity assumption.


(2)
A going concern assumption.


(3)
A monetary unit assumption.


(4)
A periodicity assumption.


(5)
Accrual-basis assumption.

ANSWERS TO BRIEF EXERCISES

BE 2-1

(a)
Comparability

(b)
Timeliness

(c)
Predictive value

(d)
Relevance

(e)
Neutrality

BE 2-2

(a)
Faithful representation

(b)
Confirmatory value

(c)
Free from error

(d)
Completeness

(e)
Understandability
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(a)
Verifiability 

(b)
Comparability 

(c)
Consistency 

(d)
Timeliness

BE 2-4

(a)
Accrual basis

(b)
Full disclosure

(c)
Expense recognition principle

(d)
Cost principle

BE 2-5

1.
Costs; costs

2.
General purpose financial reporting

3.
Complete

4.
Understandability

5.
Comparability

6.
Confirmatory value

SOLUTIONS TO EXERCISES
E2-1

(a)
False. The fundamental qualitative characteristics that make accounting information useful are relevance and faithful representation.

(b)
True.

(c)
False. The Framework does not include prudence or conservatism as desirable qualities of financial reporting information. The framework indicates that prudence or conservatism generally is in conflict with the quality of neutrality. This is because by being prudent or con​servative likely leads to a bias in the reported financial position and financial performance. In fact, introducing biased understatement of assets (or overstatement of liabilities) in one period frequently leads to overstating financial performance in later periods—a result that cannot be described as prudent. This is inconsistent with neutrality, which encompasses freedom from bias.

(d)
False. To be a faithful representation, information must be complete, neutral, and free of material error.

(e)
False. While comparability does pertain to the reporting of information in 
a similar manner for different companies, it also refers to the consistency of information, which is present when a company applies the same accounting treatment to similar events, from period to period. Through such application the company shows consistent use of accounting standards and this permits valid comparisons from one period to 
the next.

(f)
False. Verifiability is an enhancing characteristic for both relevance and faithful representation. Verifiability occurs when independent measurers, using the same methods obtain similar results.

(g)
True.

E2-2

(a) Confirmatory Value

(b) Cost/Benefit and Materiality

(c) Neutrality

(d) Consistency (note the overall qualitative characteristic is comparability; consistency is considered part of comparability).

(e) Neutrality

(f) Relevance and Faithful Representation.

(g) Timeliness.

(h) Relevance.

(i) Comparability

(j) Verifiability

E2-3

(a) Comparability

(b) Confirmatory Value

(c) Comparability (Consistency)
(d) Neutrality

(e) Verifiability

(f) Relevance
(g) Comparabilty (Consistency), Verifiability, Timeliness, and Understandability

(h) Faithful Representation

(i) Relevance and Faithful Representation

(j) Timeliness

E2-4
(a)
Liabilities.

(b)
Equity.

(c)
Equity.

(d)
Income.

(e)
Assets.

(f)
Income, expenses.

(g)
Equity.

(h)
Income.

(i)
Equity.

CONCEPTS FOR ANALYSIS

CA2-1

(a)
IASB’s framework should provide benefits to the accounting community such as:
(1)
guiding the IASB in establishing accounting standards on a consistent basis.

(2)
determining bounds for judgment in preparing financial statements by prescribing the nature, functions and limits of financial accounting and reporting.

(3)
increasing users’ understanding of and confidence in financial reporting.
(b)
The Framework identifies the most important quality for accounting information as usefulness for decision making. Relevance and faithful representation are the fundamental qualities leading to this decision usefulness. Usefulness is the most important quality because, without usefulness, there would be no benefits from information to set against its costs.

(c)
The qualitative characteristics can be distinguished as fundamental or enhancing characteristics, depending on how they affect the usefulness of information. Each quality is described briefly below.


Fundamental Qualities

Relevance To be relevant, accounting information must be capable of making a difference in a decision. Information with no bearing on a decision is irrelevant. Financial information is capable of making a difference when it has predictive value, confirmatory value, or both.


Faithful Representation For accounting information to be useful, it must be a faithful represen​tation of the real-world phenomenon that it purports to represent. Faithful representation is a necessity because most users have neither the time nor the expertise to evaluate the factual content of the information. To be a faithful representation, information must be complete, neutral, and free of material error.
Enhancing Qualities

Comparability. Information that is measured and reported in a similar manner for different companies is considered comparable. Comparability enables users to identify the real similarities and differences in economic events between companies. Another type of comparability, consistency, is present when a company applies the same accounting treatment to similar events, from period to period.  Through such application, the company shows consistent use of accounting standards.


Verifiability. Occurs when independent measurers, using the same methods obtain similar results.


Timeliness. Means having information available to decision makers before it loses its capacity to influence decisions. Having relevant information available sooner can enhance its capacity to influence decisions, and a lack of timeliness can rob information of its usefulness.


Understandability. Decision makers vary widely in the types of decisions they make, how they make decisions, the information they already possess or can obtain from other sources, and their ability to process the information. For information to be useful there must be a connection (linkage) between these users and the decisions they make. This link, understandability, is the quality of information that lets reasonably informed users see its significance. Understandability is enhanced when information is classified, characterized, and presented clearly and concisely.  Clear and concise classification, characterization, and presentation enhances understandability. 
CA 2-2

(a)
The objective of general purpose financial reporting is to provide financial information about the reporting entity that is useful to present and potential equity investors, lenders, and other creditors in making decisions in their capacity as capital providers. Information that is decision useful to capital providers may also be useful to other users of financial reporting who are not capital providers. However, an implicit assumption is that users need reasonable knowledge of business and financial accounting matters to understand the information contained in financial statements. This point is important. It means that financial statement preparers assume a level 
of competence on the part of users. This assumption impacts the way and the extent to which companies report information.

(b)
The purpose of Framework is to set forth fundamentals on which financial accounting and reporting standards may be based. Without an objective that everyone can agree to, inconsistent standards will be developed. For example, some believe that accountability should be the primary objective of financial reporting. Others argue that prediction of future cash flows is more important. It follows that individuals who believe that accountability is the primary objective may arrive at different financial reporting standards than others who argue for prediction of cash flow. Only by establishing some consistent starting point can accounting ever achieve some underlying consistency in establishing accounting principles.

It should be emphasized to the students that the Board itself is likely to be the major user and thus the most direct beneficiary of the guidance provided by this pronouncement. However, knowledge of the objectives and concepts the Board uses should enable all who are affected by or interested in financial accounting standards to better understand the content and limitations of information provided by financial accounting and reporting, thereby furthering their ability to use that information effectively and enhancing confidence in financial accounting and reporting. That knowledge, if used with care, may also provide guidance in resolving new or emerging problems of financial accounting and reporting in the absence of applicable authoritative pronouncements.

CA 2-3

(a)
(1)
Relevance is one of the two fundamental decision-specific characteristics of useful accounting information. Relevant information is capable of making a difference in a decision. Relevant information helps users to make predictions about the outcomes of past, present, and future events, or to confirm or correct prior expectations.   Relevant information can, in some instances, be both predictive and confirmatory.

(2)
Faithful representation is one of the two fundamental decision-specific characteristics of useful accounting information. Faithfully represented information can be depended upon to represent the conditions and events that it is intended to represent. Faithful representation stems from completeness, neutrality, and lack of error.


(3)
Understandability is an enhancing characteristic of information. Information is understandable when it permits reasonably informed users to perceive its significance. Understandability is a link between users, who vary widely in their capacity to comprehend or utilize the information, and the decisions they make.


(4)
Comparability means that information about companies has been prepared and presented in a similar manner. Comparability enhances comparisons between information about two different companies at a particular point in time.  Consistency is a specific type of comparability that is present when a company applies the same accounting treatment to similar events from period to period.

(5)
Neutrality means that a company cannot select information to favor one set of parties over another. Reporting unbiased information must be the overriding consideration. If financial reporting is biased, financial reports will lose their credibility.

(b)
(Note to instructor: There are a multitude of answers possible here. The suggestions below are intended to serve as examples.)


(1)
Forecasts of future operating results and projections of future cash flows may be highly relevant to some decision makers. However, they would not be as representationally faithful as historical cost information about past transactions.


(2)
Proposed new accounting methods may be more relevant to many decision makers than existing methods. However, if adopted, they would impair consistency and make trend comparisons of a company’s results over time difficult or impossible.


(3)
There presently exists much diversity among acceptable accounting methods and procedures. In order to facilitate comparability between companies, the use of only one accepted accounting method for a particular type of transaction could be required. However, consistency would be impaired for those firms changing to the new required methods.


(4)
Occasionally, relevant information is exceedingly complex. Judgment is required in determining the optimum trade-off between relevance and understandability. Information about the impact of general and specific price changes may be highly relevant but not understandable by all users.

(c)
Although trade-offs result in the sacrifice of some desirable quality of information, the overall result should be information that is more useful for decision making.  Additionally, the increased usefulness should provide a benefit greater than any additional cost associated with providing the information.  At times, however, costs and benefits can be difficult or impossible to quantify.  Such cases require judgment as to whether benefits exceed costs.
FINANCIAL REPORTING PROBLEM

(a)
According to Note 1—Accounting Policies, “Revenue comprises sales of goods to customers outside the Group less an appropriate deduction for actual and expected returns, discounts and loyalty scheme voucher costs, and is stated net of Value Added Tax and other sales taxes. Sales of furniture and online sales are recorded on delivery to the customer.”

(b)
Most of the information presented in M&S’s financial statements is reported on an historical cost basis. Examples are: Property, Plant, and Equipment, Intangible Assets, Investment Properties, and Inventories (subject to net realizable value). Regarding the use of fair value, some investments and other financial assets are reported at fair value. In addition, the fair value of the company’s financial instruments and the market value of pension assets are disclosed.

(c)
Examination of the auditor’s report. Also, M&S discusses a number of new accounting pronouncements issued or effective during the fiscal year (e.g., IFRS 7, IFRIC 11, IFRIC 14). M&S indicates that they have had or are expected to have a material impact on the financial statements.

(d)
According to the discussion of “Critical accounting estimates and judgments”:


Refunds and loyalty scheme accruals


Accruals for sales returns and loyalty scheme redemption are estimated on the basis of historical returns and redemptions and these are recorded so as to allocate them to the same period as the original revenue is recorded. These provisions are reviewed regularly and updated to reflect management’s latest best estimates, however, actual returns and redemp​tions could vary from these estimates.


Companies include an expanded discussion of items like Refunds and loyalty schemes because the preparation of financial statements requires estimates and assumptions. However, actual results may differ from these estimates and these estimates and assumptions have a significant risk of causing a material adjustment to the carrying amounts of assets and liabilities.

PROFESSIONAL RESEARCH

Search Strings: “materiality”, “completeness”

(a)
According to the Framework (para. 30): Information is defined to be material if its omission or misstatement could influence the economic decisions of users taken on the basis of the financial statements.

(b)
(1)
According to the Framework, (para. 29–30):


29) The relevance of information is affected by its nature and materiality. In some cases, the nature of information alone is sufficient to deter​mine its relevance. For example, the reporting of a new segment may affect the assessment of the risks and opportunities facing the entity irrespective of the materiality of the results achieved by 
the new segment in the reporting period. In other cases, both the nature and materiality are important, for example, the amounts of inventories held in each of the main categories that are appropriate to the business.
30) Information is material if its omission or misstatement could influence the economic decisions of users taken on the basis of the financial statements. Materiality depends on the size of the item or error judged in the particular circumstances of its omission or misstatement. Thus, materiality provides a threshold or cut-off point rather than being a primary qualitative characteristic which information must have if it is to be useful.

(2)
With respect to Completeness (para. 30):



To be reliable, the information in financial statements must be complete within the bounds of materiality and cost. An omission can cause information to be false or misleading and thus unreliable and deficient in terms of its relevance.


This statement indicates that excluding immaterial items will not affect the completeness of the financial statements.

 (c)
According to the Framework (para. 22):


Accrual basis


In order to meet their objectives, financial statements are prepared on the accrual basis of accounting. Under this basis, the effects of trans​actions and other events are recognized when they occur (and not as cash or its equivalent is received or paid) and they are recorded in the accounting records and reported in the financial statements of the periods to which they relate. Financial statements prepared on the accrual basis inform users not only of past transactions involving the payment and receipt of cash but also of obligations to pay cash in the future and of resources that represent cash to be received in the future. Hence, they provide the type of information about past transactions and other events that is most useful to users in making economic decisions.

