
Professor Authored Problem Solutions

Intermediate Accounting I  Acct 341/541

Environment of Accounting:

Regulation, Standard Setting, In Practice

Solution to Problem 36
Regulatory organizations.

For each, please provide (1) the words that the abbreviation represents, (2) a complete, clear, accurate

definition, and (3) why it is important for a student in Intermediate Accounting to know this term. 

SEC Securities and Exchange Commission.  It is a federal agency charged with

administering the securities laws of the United States, and overseeing American

capital creation.  It creates regulations necessary for laws to be carried out, and it also

is responsible for enforcing securities laws.  By law, the SEC is charged with creating

accounting standards (GAAP).  But it has delegated the task to the FASB.

FAF Organized in 1972, the Financial Accounting Foundation (FAF) is the independent,

private-sector organization with responsibility for: 

* Establishing and improving financial accounting and reporting standards;

* Educating constituents about those standards;

* Selecting the members of the standard-setting Boards and Advisory Councils;

* The oversight, administration, and finances of its standard-setting Boards, the

Financial Accounting Standards Board (FASB) and the Governmental

Accounting Standards Board (GASB), and their Advisory Councils; and

* Protecting the independence and integrity of the standard-setting process.

FASB Financial Accounting Standard Board.  This board creates the accounting

standards/rules that form GAAP in the United States.  GAAP use is required by law

for all publicly reporting companies domiciled in the USA.

IASB International Accounting Standard Board.  This board creates IFRS (International

Financial Reporting Standards), the rules that many countries around the world

required of their publicly traded companies.  Most countries alter IFRS in some way,

with deletions/replacements, or additions.

PCAOB Public Company Accounting Oversight Board.  This is a separate board, but operates

within the SEC.  Established by law (Sarbanes Oxley Act of 2002), the PCAOB

creates auditing standards and regulations, and inspects audit firms. It can bring

disciplinary action against firms and auditors.

AICPA The national professional organization for CPAs and audit firms.  Originally, it

created accounting rules in the U.S., but has not done so since 1972.  At one time it

created auditing standards in the U.S., but has not done so since 2002.  It lobbies the
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FASB and PCAOB on behalf of its constituents (auditors and audit firms).  It also

provides continuing education for members.

CalCPA The state of California professional organization for CPAs and audit firms.  It

publishes magazines and newsletters, and provides for continuing education of

California CPAs.

Not asked in the assignment, but vey important, are:

State boards of accountancy – an agency of each state regulating CPAs within that state.  It

provides for administering the CPA exam, and licenses CPAs within the state.

NASBA National Association of State Boards of Accountancy, is responsible for writing the

CPA exam.

Solution to Problem 37
Regulatory leadership.

Who is the current leader of each regulatory organization listed in problem 36.

SEC Mary Jo White  

http://www.sec.gov/about/commissioner/white.htm#.VEg9tvnF-So

FAF Jeffrey J. Diermeier

http://www.accountingfoundation.org/cs/ContentServer?c=Page&pagename=Foundat

ion%2FPage%2FFAFSectionPage&cid=1176157787700

FASB Russell Golden 

http://www.fasb.org/jsp/FASB/Page/SectionPage&cid=1175801747838

IASB Hans Hoogervorst

http://www.ifrs.org/About-us/IASB/Members/Pages/IASB-Chairman.aspx

PCAOB James Doty

http://pcaobus.org/About/Board/Pages/default.aspx

AICPA Barry C Melancon

CalCPA Timothy Good
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Solution to Problem 38
What financial reporting is.

What is financial reporting? Who uses financial reporting, and why do they use it? Give at least one

example of how each user group actually uses financial reporting.

Financial accounting is the process that culminates in the preparation of financial reports on the

enterprise as a whole for use by parties both internal and external to the enterprise.  Financial

statements are the principal means through which financial information is communicated to those

outside an enterprise.  The financial statements most frequently provided are (1) the balance

sheet, (2) the income statement, (3) the statement of cash flows, and (4) the statement of changes

in owners’ or stockholders’ equity.  Notes to the financial statements are an integral part of the set

of financial statements.  Financial accounting must follow rules–GAAP in the US and IFRS in

Europe and other parts of the world.  Other means of financial reporting include the president’s

letter or supplementary schedules in the corporate annual report, prospectuses, and reports filed

with government agencies.  Financial statements are included in the Annual Report to

Shareholders, and the SEC required Annual Report on Form 10-K.

The main users of the financial statements are (1) current & potential investors, (2) banks and

other creditors, (3) executives of the company, (4) employees.

Current and potential users examine the financial statements to gain insight as the worthiness of

the investment.  They might very well look at operating income on the income statement to

estimate the future earnings of the company.  A company with solid earnings is could be a

worthwhile investment.  They also look at the revenue generating capability of assets, and the risk

associated with company liabilities. Bankers and other creditors look at financial statements to

gain insight about the risk of the company, and the likelihood of getting their money back if a

loan or credit purchase is allowed.  They might very well look at the balance sheet to determine

the presence of other liabilities.  Executives of the company know that they are evaluated in terms

of the profitability of the company, so they are comparing their predictions with the actual

numbers once generated.  Employees look at financial statements, especially the income

statement, to see if the company can afford to pay them more.

Users examine the statement of cashflows to see if accrual accounting net income is realized with

cash received.  They also look at investments, and the source of financing.
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Solution to Problem 39
GAAP.

Short Answer:  Define the phrase "generally accepted accounting principles (GAAP)," and provide one

clear example.  Why is GAAP needed

GAAP–Generally Accepted Accounting Principles.  These are the rules that United States

companies follow when they prepare financial statements and the notes that accompany the

financial statements.  Knowing GAAP is important because financial statements can’t be

understood without knowing the rules used to calculate the income statement numbers..  Today,

the rest of the world uses IFRS–International Financial Reporting Standards–as the rules to follow

when companies prepare the financial statements. 

Solution to Problem 40
Accounting standard setting in the U.S.

In the U.S., the two organizations most responsible for GAAP are the Securities and Exchange

Commission and the Financial Accounting Standards Board.  Explain their respective responsibilities

for GAAP.  Contrast the roles of the Securities and Exchange Commission (SEC) and the Financial

Accounting Standards Board (FASB) in the formulation of generally accepted accounting principles

(GAAP).

The Securities and Exchange Commission is charged by law with creating the accounting rules

for U.S. publicly traded companies to follow as they prepare financial statements.  At one time,

foreign companies were required to reconcile their financial statement to GAAP, but now it is

optional.

The SEC has delegated the task of creating GAAP to private organizations.  First to the AICPA. 

Then in 1972, to the FASB (under the oversight of the FAF).  Although the FAF names FASB

board members and its chairman, the SEC can veto any of these selections.

The SEC exercises much power over the FASB, from giving broad directives to the FASB (e.g.,

converge with IFRS) to vetoing a FASB standard and replacing it.  The SEC has not vetoed a

FASB standard in at least 20 years.  New FASB rules are supposed to pass a benefit cost test.

The SEC funds the FASB with a tax on corporations.

The FASB creates accounting standards in a very complex process.  Recently, it has suggested

that it should be creating accounting standards for non-publicly traded companies in the U.S.

Overseeing the FASB is the direct responsibility of the Chief Accountant of the SEC.
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Solution to Problem 41
FASB operations.

Describe the make-up and operation of the FASB.

Please read the textbook to answer this question.

Solution to Problem 42
Enforcement

Companies are required by law to follow American GAAP as they prepare external financial

statements.  How is this practice enforced?

The four primary means of enforcing compliance with required financial reporting are (1)

requiring a corporation’s executive to sign a document stating that the numbers are correct under

GAAP, (2) audits by a CPA or larger audit firm, (3) investigations by the SEC and subsequent

civil lawsuits or criminal proceedings if warranted, and (4) civil lawsuits brought by investors.

No single means of enforcement perfect.  Combined they provide OK compliance with financial

reporting requirements.

#1 provides a basis for legal action if the financial statements have been purposefully misstated.

#2 is not very effective, because the large audit firms consider themselves to be partners with

corporate management.  They are loath to admit a responsibility to the public.  Investigations by

the SEC are necessarily limited because of millions of pages of public disclosures each year are

enforced by an SEC staff of less then 5,000.  The SEC pretty much responds to complaints.

Solution to Problem 43
FASB due process.

The textbook says that the FASB follows due process as it creates new financial accounting standards. 

What does “due process” mean?  Describe the process from start to finish.

Please read from the supplemental reading list the FASB 

document about the standard setting process.

.

Solution to Problem 44
Economic consequences of accounting standards.

Professor Albrecht wrote an essay about economic consequences and the politicization of accounting

standard setting.  Summarize this reading in about 150-200 words.
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Solution to Problem 45
US GAAP to IFRS

There are two primary sets of accounting in the world, American GAAP and IFRS.  It is currently being

debated whether the U.S. should adopt IFRS to replace American GAAP.  What reasons are put forth to

explain why the U.S. should switch to IFRS?  What reasons are put forth to explain why the U.S.

should not switch to IFRS? [The suggested resource for this question is the Niemeier article.]
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