CHAPTER 1

Overview of Corporate Financial Reporting
LEARNING OBJECTIVES
True False Questions

	Item
	LO
	Item
	LO

	1.
	4
	9.
	9

	2.
	4
	10.
	9

	3.
	9
	11.
	8

	4.
	7
	12.
	2

	5.
	6
	13.
	6

	6.
	8
	14.
	6

	7.
	6
	15.
	5

	8.
	2
	16.


	8


Multiple Choice Questions

	Item
	LO
	Item
	LO
	Item
	LO
	Item
	LO
	Item
	LO

	1.
	4
	12.
	6
	23.
	7
	34.
	8
	45.
	2

	2.
	3
	13.
	6
	24.
	7
	35.
	8
	46.
	8

	3.
	3
	14.
	6
	25.
	2
	36.
	8
	47.
	8

	4.
	3
	15.
	6
	26.
	7
	37.
	8
	48.
	8

	5.
	4
	16.
	6
	27.
	8
	38.
	8
	49.
	9

	6.
	1
	17.
	6
	28.
	8
	39.
	8
	50.
	2

	7.
	5
	18.
	7
	29.
	8
	40.
	8
	51.
	9

	8.
	6
	19.
	7
	30.
	8
	41.
	8
	52.
	9

	9.
	5
	20.
	7
	31.
	8
	42.
	8
	53.
	9

	10.
	6
	21.
	7
	32.
	8
	43.
	8
	54.
	5

	11.
	6
	22.
	7
	33.
	8
	44.
	8
	
	


Matching 
1. LO 8
2. LO 7
Exercises 

1. LO 8
2. LO 8
3. LO 8
4. LO 8
Short Answer 

1. LO 2, 4
2. LO 3
3. LO 5, 6
4. LO 2, 4, 8
5. LO 8
6. LO 9
7. LO 7
8. LO 9
Essay

1. LO 8
2. LO 6
3. LO 8
TRUE-FALSE

T
F
1.
The shareholders are an example of an internal user of annual report information.

T
F
2.
Information contained in the financial statements of a company is of use to both internal and external users.

T
F
3.
The financial statements of a company are prepared by the auditors.

T
F
4.
A firm's activities can be divided into borrowing, investing, and operating.

T
F
5.
Accountants are concerned that the information they provide is both relevant and reliable.

T
F
6.
Assets and liabilities are listed in the order of their liquidity on both classified and unclassified balance sheets.

T
F
7.
Verifiability is one of the fundamental characteristics that make accounting information relevant.

T      F        8.
The section of an annual report that contains management’s discussion of the company’s operating results is referred to as the Statement of Management’s Responsibility.

T      F        9.
A qualified or adverse audit opinion rarely occurs in practice because problems are often resolved prior to the financial statements being issued.

T      F      10.
Chartered accountants are the only recognized professional accounting body in Canada.

T      F
  11.
Prepaid expenses can be found on the income statement.

T

F
  12.  The annual report is used to communicate the results of company activity during the year end and replaces the need for financial statements.

T  F  13. The four main characteristics of accounting information includes:  understandability, relevance, reliability, and conservatism.

T      F      14.  Timeliness is a crucial component for accounting information relevance.

T     F       15.  Under IFRS, the concept of conservatism may be removed.

T    F    16.   The statement of financial position measures cash inflows and outflows of a company over a period of time.

True-False Summary Table

	Item
	Answer
	Item
	Answer
	Item
	Answer

	
1.
	False
	
7.
	False
	13.
	False

	
2.
	True
	
8.
	False
	14.
	True

	
3.
	False
	
9.
	True
	15.
	True

	
4.
	False
	10.
	False
	16.
	False

	
5.
	True
	11.
	  False
	
	

	6.
	True
	12.
	  False
	
	


MULTIPLE CHOICE


1.
Which of the following is an internal user of annual report information?



a.
Creditors



b.
Board of directors



c.
Regulators



d.
Shareholders


2.
What is the initial investment by the shareholders in a company called?



a.
Owners’ capital



b.
Shareholders’ capital



c.
Retained earnings

d. Shareholders’ equity


3.
The shareholders typically elect which of the following to represent their interests:

a. Senior Management

b. Independent Auditors

c. Board of Directors



d.
Chief Operating Officer


4.
A corporation whose shares are held by a small number of individuals is referred to as a:

a. Proprietorship

b. Publicly traded corporation

c. Small business corporation

d. Privately held corporation


5.
Which of the following users is least focused on the corporations debt levels?



a.  Suppliers



b.  Corporate bondholders



c.  Corporate regulators



d.  Financial institutions
  6.
Which of the following statements best describes accounting?



a.
An information system in which the underlying economic conditions of organizations are recorded, summarized, and reported.



b.
The reports that management prepares for the owners of the company summarizing how the company performed during the period.



c.
An information system in which all transactions with the company are accurately reported.



d.
The reports that management prepares for use in making decisions related to the financing, investing and operating activities of a company.

7.

What does the CICA use to deductively justify new accounting standards?

a. The notes to the financial statements.

b. The audit report

c. The conceptual framework

d. The CICA Handbook
8.

Which of the following is not a qualitative characteristic of accounting information?



a.
Comparability



b.
Reliability



c.
Liquidity



d.
Understandability

9.  
Under IFRS, which of the following characteristics is included in “faithful representation”?


a.  Conservatism



b.  Predictive value



c.  Neutrality



d.  Understandability


10.
Which of the following is a characteristic of relevance?



a.
Timeliness



b.
Verifiability



c.
Consistency



d.
Neutrality


11.
Relevant information may have the following kinds of value:



a.
Timeliness and materiality



b.
Comparability and consistency



c.
Verifiability and neutrality



d.
Predictive value and confirmatory value


12.
The constraints on the qualities of accounting information are:



a.
Comparability and consistency



b.
Understandability and neutrality



c.
Cost/benefit and materiality



d.
Verifiability and timeliness


13.
Which of the following is a not characteristic of reliability?



a.
Verifiability



b.
Neutrality



c.
Representational faithfulness



d.
Consistency


14.
Reliable information rests on the following fundamental characteristics:



a.
Relevance and neutrality



b.
Comparability and consistency



c.
Cost/benefit and materiality



d.
Verifiability and conservatism

15.
Disclosing the market value of a short-term investment is an example of which of the following characteristics of accounting information?

a. Relevance

b. Timeliness

c. Neutrality

d. Consistency


16.
The use of a specific accounting method by a company over time is an example of which of the following characteristics of accounting information?



a.
Understandability



b.
Verifiability



c.
Consistency



d.
Neutrality


17.
Determining the amount of a liability based on a written contract is an example of which of the following characteristics of accounting information?



a.
Comparability



b.
Neutrality



c.
Consistency



d.
Verifiability


18.
The fundamental types of business activities that a firm typically engages in include all of the following except:



a.
Operating



b.
Borrowing



c.
Investing



d.
Financing


19.
Which of the following is an example of an operating activity?



a.
Paying dividends



b.
Sale of investment in other companies' shares



c.
Purchase of property, plant, and equipment



d.
Payment of interest expense


20.
Which of the following is a typical financing activity?



a.
Purchasing property, plant or equipment


b.
Purchasing another company’s shares


c.
Paying interest expense


d.
Paying dividends

21.
All of the following are investing activities except:



a.
Earning interest income



b.
Purchasing property, plant, and equipment



c.
Purchasing other companies' shares



d.
Selling property, plant, and equipment


22.
Which of the following is a typical financing activity?



a.
Payment of dividends


b.
Payment of interest expense



c.
Payment of wages


d.
Purchases of inventory


23.
Operating activities include all of the following except:



a.
Collections of accounts receivable



b.
Payment of tax expense



c.
Payment of dividends



d.
Payment of interest expense


24.
Which of the following is not a typical operating activity?



a.
Payment of accounts payable


b.
Payment of long term notes payable


c.
Payment of wages


d.
Collection of accounts receivable

25.
In which section of the annual report are you likely to find prospective information about a firm?



a.
Financial section



b.
Summary of industry segments



c.
Selected financial data



d.
Management Discussion and Analysis


26.
What are the two primary outside sources of funds for a business entity?



a.
Creditors and investors



b.
Creditors and suppliers



c.
Suppliers and shareholders



d.
Investors and shareholders


27.
Where would the information about company operations be found?



a.
On the income statement.



b.
On the balance sheet.



c.
In the notes of the financial statements.



d.
In the statement of management responsibility.

28.
In 2010 Dowor Ltd. earned gross revenues of $2,500,000 and had net income of $480,000.  During 2010 the company had 200,000 common shares outstanding and its average shareholders equity was $1,000,000.  Dowor’s basic earnings per share for 2010 is:

a. $2.50
b. $2.40
c. $12.50
d. $0.48
29.
All of the following can be found on an income statement except:



a.
Interest expense



b.
Amortization expense



c.
Prepaid rent expense


d.
Other income


30.
Which of the financial statements provides information about the company’s financial position?


a.
Income statement



b.
Balance sheet



c.
Statement of cash flows



d.
Statement of retained earnings


31.
Which of the following is closest to the accounting definition of an asset?


a. Things that have probable future value and the company controls.



b.
Things that have certain future value and the company controls.



c.
Things that have probable future value and the company owns.



d.
Things that have certain future value and the company owns. 


32.
Which of the following is the proper order to list current assets on the balance sheet?



a.
Cash, short term investments, inventory, prepaid expenses



b.
Cash, short-term investments, prepaid expenses, accounts receivable



c.
Cash, inventory, accounts receivable, short-term investments



d.
Cash, accounts receivable, short-term investments, inventory


33.
Which of the following is the basic accounting equation?



a.
Assets = liabilities – shareholders' equity



b.
Assets = liabilities × shareholders' equity



c.
Assets = liabilities ÷ shareholders' equity



d.
Assets = liabilities + shareholders' equity


34.
Liabilities that have been incurred but are not yet due, are called:


a.
Accrued liabilities



b.
Current liabilities



c.
Long-term liabilities



d. 
Noncurrent liabilities


35.
The portion of a 10 year loan that is payable within this operating cycle is classified as:



a.  interest expense



b.  current liability



c.  long term liability



d.  note payable

36. 
Which of the following are the two components of Shareholders’ equity?



a.
Dividends and retained earnings



b.
Share capital and retained earnings



c.
Share capital and net income



d.
Net income and dividends


37.
The change in retained earnings can be calculated as follows:



a. Net income – dividends



b. Net income + dividends



c. Net income – interest



d. Net income + interest


38.
Dividends are paid when approved by the:



a.
Board of directors



b.
Management



c.
Shareholders



d.
Creditors

39.
The following information is not found on the income statement:



a.  EPS



b.  Amortization expense



c.  Future income taxes



d.  Cost of goods sold

40.
Which of the following statements is true?

a. The market value and the book value of a company’s shareholders’ equity are usually the same.

b. The market value is usually less than the book value of a company’s shareholders’ equity.

c. The market value is usually more than the book value of a company’s shareholders’ equity.

d. The value of the shareholders’ equity on the balance sheet is based on the value of the company’s shares in the market.

41.
The retained earnings account is:

a. Reduced by net income earned and increased by dividends declared during the period.

b. Reduced by both net income earned and dividends declared during the period.

c. Increased by both net income earned and dividends declared during the period.

d. Increased by net income earned and decreased by any dividends declared in the period.

42.
Which of the following is a section found in the statement of cash flows?

a. Cash from lending activities

b. Cash from shareholder activities

c. Cash from financing activities

d. Cash from borrowing activities

43.
On the statement of cash flows, the repayment of long-term obligations would be considered: 

a. A financing activity

b. An investing activity

c. An operating activity

d. A reduction in a liability


44.
The starting point in the operating activities section of the cash flow statement is:



a.
Sales revenue



b.
Retained earnings



c.
Beginning cash balance



d.
Net income


45.
In which section of the annual report does management comment on the company and its operating results?

a. Report to the shareholders

b. Management's discussion and analysis

c. Corporate profile

d. Selected financial data

46.
Changes in financial position are reflected on the:



a. Balance sheet



b. Income statement



c. Retained earnings statement



d. Cash flow statement

47.
Where in the financial statements would a user find out which accounting policies management has selected to use?

a. Statement of Management Responsibility

b. Notes to the Financial Statements

c. Auditors’ Report

d. Management Discussion and Analysis


48.
If a company operates in more than one significant segment they must disclose segmented information in the notes of the financial statements. What is the purpose of the segmented information?



a.
To aid competitors in understanding the business.



b.
To aid the user in assessing the overall risk of the company.



c.
To aid in the preparation of consolidated financial statements.



d.
To aid the user in assessing the liquidity of the company.

49.
The following are all types of professional accountants in Canada except?



a.
CA –Chartered Accountants



b.
CGA – Certified General Accountants

c. 
CFA – Chartered Financial Accountants

d.
CMA – Certified Management Accountants


50.
The section of the annual report that establishes whether or not the financial statements are presented in conformity with accounting principles is called the:



a.
Summary of industry segments



b.
Financial section



c.
Independent auditors' report



d.
Management's discussion and analysis


51.
Which of the following is the most common type of audit opinion?



a.
Fair opinion



b.
Adverse opinion



c.
Unqualified opinion



d.
Qualified opinion


52.
When the financial statements do not present fairly the financial position, results of operations, or cash flows of an entity in conformity with generally accepted accounting principles, the auditor should issue a(n):



a.
Unqualified opinion



b.
Disclaimer of opinion



c.
Disqualified opinion



d.
Adverse opinion


53.
When the financial statements present fairly, in all material respects, the financial position, results of operations, and cash flows of an entity in conformity with generally accepted accounting principles, the auditor should issue a(n):



a.
Adverse opinion



b.
Explanatory language opinion



c.
Qualified opinion



d.
Clean opinion

54. 
What does the term “convergence” refer to with respect to Canadian accounting standards?

a.
That Canadian standards are going to converge with International accounting standards.

b. That Canadian standards are going to converge with American accounting standards.

c. That Canadian standards are going to converge with both American and International accounting standards.

d. That Canadian standards are going to converge amongst themselves and reduce the number of acceptable alternative accounting policies.

Multiple Choice Summary Table

	Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	Item
	Ans.
	Item
	Ans.

	
1.
	B
	
11.
	D
	
21.
	A
	
31.
	A
	
41.
	D
	
51.
	C

	
2.
	D
	
12.
	C
	
22.
	A
	
32.
	A
	
42.
	C
	
52.
	D

	
3.
	C
	
13.
	D
	
23.
	C
	
33.
	D
	
43.
	A
	
53.
	D

	
4.
	D
	
14.
	D
	
24.
	B
	
34.
	A
	
44.
	D
	
54.
	A

	
5.
	C
	
15.
	A
	
25.
	D
	
35.
	B
	
45.
	B
	
	

	
6.
	A
	
16.
	C
	
26.
	A
	
36.
	B
	
46.
	D
	
	

	
7.
	C
	
17.
	D
	
27.
	A
	
37.
	A
	
47.
	B
	
	

	
8.
	C
	
18.
	B
	
28.
	B
	
38.
	A
	
48.
	B
	
	

	
9.
	C
	
19.
	D
	
29.
	C
	
39.
	C
	
49.
	C
	
	

	
10.
	A
	
20.
	D
	
30.
	B
	
40.
	C
	
50.
	C
	
	


MATCHING


1.
Match each of the following financial statement lines to the correct financial statement by placing the appropriate letter in the space provided.  



Financial Statement

a. Balance Sheet

b. Income Statement

c. Statement of Retained Earnings

d. Statement of Cash Flows



___ 1.
Income Taxes Payable

___ 2.
Cost of Goods Sold 



___ 3.
Capital Assets




___ 4.
Cash from Operations



___ 5.
Dividends Declared



___ 6.
Inventory



___ 7.
Accrued Liabilities




8.
Amortization Expense




9.
Prepaid Expenses




10.
Accounts Receivable




11.
Net Income



12.
Sale of Merchandise
Solution:
(5 min.)

1-a, 2-b, 3-a, 4-d, 5-c, 6-a, 7-a, 8-b, 9-a, 10-a, 11-b, 12-b

2.
Match each of the following activities to the transactions listed below by placing the appropriate letter in the space provided.

ACTIVITIES

A. Operating        B. Investing        C. Financing


____
1.
Borrowing money


____
2.
Payment of salaries and wages


____
3.
Payment of dividends


____
4.
Sale of long term assets 


____
5.
Purchase of another company's shares


____
6.
Receipt of dividends


____
7.
Collections of amounts owed by customers


____
8.
Issuing shares



9.  
Purchase of another company’s bonds



10.   Purchase of inventory

11. Sales to customers

12. Share repurchase

Solution:
(5 min.)


1-c, 2-a, 3-c, 4-b, 5-b, 6-a, 7-a, 8-c, 9-b, 10-a, 11-a, 12-c
EXERCISES


1.
The following data was taken from the books of Lowisa, Inc. as of December 31, 2011:



Cost of goods sold
$ 15,300
Selling & administrative expense
$3,500


Income tax expense
6,120 
Accounts payable
12,000



Cash
3,500
Common shares, (6,500 shares)
20,000



Retained earnings
8,000
Dividends
6,000



Other income
1,500
Interest expense
900


Sales revenue
35,000
Amortization expense
1,500



Required:

 

Prepare an income statement for Lowisa, Inc. using good format. (Include earnings per share).

Solution:
(10 min.)

Lowisa, Inc.

Income Statement

For the Year Ended December 31, 2011
Revenues:


Sales

$35,000

Other income
    1,500


Total revenues

$36,500
Costs and expenses:


Cost of goods sold
15,300

Selling & administrative expense
3,500

Interest expense
    900

Amortization expense
1,500


Total costs and expenses

    21,200
Earnings before taxes

15,300
Income taxes

    6,120
Net income

$  9,180
Earnings per share ($9,180 ÷ 6,500 shares)

$    1.41
2.

The following data was taken from the books of Sunnydale Corporation as of December 31, 2011:



Accounts payable
$    9,000
Income tax payable
$  36,800



Cost of goods sold
214,000
Selling expense
80,000



Cash
12,000
General expense
50,000



Long-term notes payable
19,000
Accounts receivable
10,000



Sales revenue
480,000
Prepaid rent
2,000



Short term investment                  5,000

Dividends payable                    5,000



Inventory
66,000
Income tax expense
40,800



Common shares
60,000
Equipment
100,000



Retained earnings
65,200
Number of common shares    20,000
Required:

Prepare an unclassified balance sheet.

  Solution:
(10 min.)

Sunnydale Corporation

Balance Sheet

December 31, 2011
             Assets
Liabilities
 Cash

$  12,000
Accounts payable
$   9,000

 Short term investment
5,000
Dividends payable
5,000

 Accounts receivable
10,000
Income tax payable
36,800

 Inventory
66,000
Long-term notes payable
   19,000
 Prepaid rent
2,000

Total liabilities
69,800
 Equipment
   100,000







Shareholders' Equity





Common shares
60,000





Retained earnings
    65,200





Total shareholders' equity
  125,200
Total assets
$195,000
Total liabilities & shareholders' equity
$195,000
3.

The following data was taken from the books as at December 31, 2011 of Marco Inc:



Cash
$15,000
Common shares
$15,000


Income tax expense
2,300
Cost of goods sold
39,000

Sales revenue
85,000
Retained earnings (as of January 1)
8,500



Inventory
21,500
Notes payable
61,500


Accounts payable
32,000
Equipment
125,000


Operating expenses
28,900
Dividends paid
4,000


Interest expense                5,600



Required:



Determine the amount of retained earnings at the end of the period.


Solution:
(10 min.)


Net income = $85,000-39,000-28,900-5,600-2,300= $ 9,200

Ending retained earnings = $8,500+9,200 – 4,000 = $13,700
4.

Your friend Bob has approached you to help him figure out how much money he made in September 2011, the first month of operation of his new bookstore, Bob’s Books. He purchased $18,000 worth of books and magazines and had $5,000 of them still on hand at the end of the month. He sold $20,000 worth of books, and paid rent of $1,400.  He also incurred office expenses of $750. He hired a student to work two afternoons a week. Bob only pays the student twice a month. He had paid him $240 for the first two weeks and still owes him $240 for the second half of the month.



Required:



Prepare an income statement for Bob’s Books for the month.

Solution:
(10 min)

Bob’s Books

Income Statement

For the month of September, 2011
Revenues:


Book Sales

$20,000

Costs and expenses:


Cost of goods sold (18,000 – 5,000)
13,000



Rent expense
1,400


Office expense
750


Wage expense (240 + 240)
480


Total costs and expenses

    15,630
Earnings before taxes

$4,370
SHORT ANSWER

1.

How do internal users differ from external users of financial statements?  Identify two internal and two external users of annual reports.

Solution:
(5 min.)

Internal users are using the information to make decisions regarding product / service pricing, operational expenses, buy versus lease decisions and cost control measures.
External users use the information in a variety of ways:

· Shareholders – to make buy / sell decisions

· Creditors – to see if the company can fulfill its debt obligations in both the short and long term

· Regulators – are looking for corporate compliance

· Tax authorities – tax assessment and compliance.

Internal—management and board of directors

External—shareholders, creditors, regulators, taxing authorities, other corporations, security analysts, credit-rating agencies, unions

2.

Briefly explain the relationship between the management, the board of directors and the shareholders in a public company.

Solution:
(5 min.)

The shareholders are the owners of the company. In a large public company they are generally not involved in the day-to-day operations of the company. The shareholders elect the members of the board of directors to represent them. The board then hires (and fires) senior management to manage the operations of the company.

3.

Describe four essential qualitative characteristics of accounting information under GAAP?  Which one of these characteristics is viewed differently under IFRS?.

Solution:
(5 min.)

· Understandability is related to the user of accounting information. The information must be understandable to the user.

· Relevance refers to whether the information is capable of making a difference in a decision.

· Reliability means that the information represents what it purports to represent.

· Comparability generally refers to the ability of information produced by different corporations, particularly within a given industry, to be compared.

Reliability is not included under IFRS, instead it refers to faithful representation that incorporates reliability, neutrality and verifiability.  However the concept of conservatism is not recognized and may be removed.
4.

The first note to the financial statements is usually related to Accounting Policies. Discuss what a reader of the financial statements would find in this note and why it would be useful to the annual report reader.

Solution:
(10 min.)

Under GAAP there are alternative acceptable accounting policies available to companies and the Accounting Policy note describes the choices the company has made. For the reader of the annual report it is important to review this information to ensure it is in accordance with GAAP and to understand the choices management has made. The accounting policies chosen affect the measurement of the company’s assets, liabilities, revenues and expenses. If companies have made different choices it would be difficult for a reader to compare them.

5.

Identify and describe the three primary financial statements prepared by accountants.  How do these statements differ?
Solution:
(10 min.)

Income Statement

· Measures the operating activities and performance of a company over a period of time, normally a year. Calculates the net income for a period of time by deducting expenses from sales revenues. Revenues – Expenses = Net Income
Balance Sheet

· Can be represented by the equation:  Assets = Liabilities + Shareholder’s equity.

· Measures the resources controlled by a company (assets) and the claims on those resources (liability and equity holders) at a given point in time.

Statement of Cash Flow

· Measures the cash inflows and outflows or change in cash flow over a period of time, normally a year, and groups the cash flows into operating, investing and financing activities.

6.

List and briefly describe three different types of auditor opinions.

Solution:
(10 min.)

Unqualified opinion

States that the financial statements present fairly, in all material respects, the financial position, results of operations, and cash flows of the entity in conformity with Generally Accepted Accounting Principles.

Qualified opinion

States that, except for the effects of the matter(s) to which the qualification relates, the financial statements present fairly, in all material respects, the financial position, results of operations, and cash flows of the entity in conformity with GAAP.

Adverse opinion

States that the financial statements do not present fairly the financial position, results of operations, and cash flows of the entity in conformity with GAAP.

7.

List the three types of business activities that are measured and reflected on the cash flow statement  and provide three examples of transactions found within each activity.

Solution:
(5 min.)


Financing


These activities involve raising long term capital to finance the purchase of long term assets.  Typically this includes borrowing money, repaying loans, issuing shares, repurchasing shares, paying dividends


Investing


These activities involve the sale or purchase of long term assets.  This includes purchasing property, plant, and equipment; selling property, plant, and equipment; investing in other companies' shares; selling the investment in other companies' shares


Operating



These are day to day activities the firm engages in, including sales to customers, collections on accounts receivable, purchase of inventory, payments on accounts payable, operating expenses, and taxes

8.  Describe who the auditor is and their role.

Solution:   (5 min.)

Auditors are professionally trained accountants who assess the credibility of financial statements by expressing their professional opinion regarding the fair representation of the statements.  Auditors review the statements, verify procedure, confirm reasonableness and investigate discrepancies. They are independent of the firm and can provide  assurance to shareholders that GAAP is being followed.
ESSAY

1.

What are consolidated statements?  Do they provide useful information to their users?
Solution:  (12 min)

Consolidated statements are the combination of all the elements of the subsidiary’s financial statements with that of the parent company.  When businesses expand they will often establish other companies or buy shares in other companies.  This enables them to expand operations and diversify their risk.

When subsidiary companies are similar to the parent company’s business, the consolidated financial statements provide much more useful information because they cover the entire group of companies that are under common ownership.
When the business subsidiary is very different from the parent company it may be difficult to interpret the financial statements due to the complexity.

2.

Explain the essential qualitative characteristics of relevance and reliability by discussing the elements contained in each.

Solution:
(15 min.)

Relevance refers to the information being capable of making a difference in the user's decision. It consists of: (1) predictive value, the ability to predict future results, (2) feedback value, the ability to assess previous decisions, and (3) timeliness.

Reliability rests on: (1) representational faithfulness, i.e., the information faithfully representing the attribute it purports to represent, (2) verifiability, the same value being arrived at by independent measurements of the same event, and (3) neutrality, the standards used to provide the information are free of bias and influence by any particular set of users.

3.  What are the “notes to the financial statements”?  Why are they used?
Solution:   (15 min)

These notes provide specific information by management regarding referenced lines and items in the financial statements themselves.  Under GAAP there may be several alternative methods that management can use for reporting purposes.  These choices will have implications regarding the interpretation of the statements.   Comparing two companies’ statements that use two different methods would be difficult.  To assist users, management must disclose the major accounting policies that it uses in these notes.

