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QUESTION 1

When an accountant issues to an underwriter a comfort letter containing comments on data that have not been audited,
the underwriter most likely will receive: 

A. Negative assurance on capsule information. 

B. Positive assurance on supplementary disclosures. 

C. A limited opinion on "pro forma" financial statements. 

D. A disclaimer on prospective financial statements. 

Correct Answer: A 

Explanation: 

Choice "a" is correct. When an accountant issues to an underwriter a comfort letter containing comments 

on data that have not been audited, the underwriter most likely will receive negative assurance on capsule 

information. 

Choice "b" is incorrect. Positive assurance cannot be given if the information was not audited. 

Choices "c" and "d" are incorrect. A comfort letter generally covers the period from the date of the last 

auditor\\'s report to the effective date of the registration. It does not cover "pro forma" or prospective 

financial statements. 

 

QUESTION 2

In 1992, Anchor, Chain, and Hook created ABC Associates, a general partnership. The partners orally agreed that they
would work full time for the partnership and would distribute profits based on their capital contributions. Anchor
contributed $5,000; Chain $10,000; and Hook $15,000. For the year ended December 31, 1993, ABC Associates had
profits of $60,000 that were distributed to the partners. During 

1994, ABC Associates was operating at a loss. In September 1994, the partnership dissolved. 

In October 1994, Hook contracted in writing with XYZ Co. to purchase a car for the partnership. Hook had 

previously purchased cars from XYZ Co. for use by ABC Associates partners. ABC Associates did not 

honor the contract with XYZ Co., and XYZ Co. sued the partnership and the individual partners. 

A. XYZ Co. would lose a suit brought against ABC Associates because Hook, as a general partner, has no authority to
bind the partnership. 

B. XYZ Co. would win a suit brought against ABC Associates because Hook\\'s authority continues during dissolution.. 

Correct Answer: B 
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Explanation: 

Choice "b" is correct. A partner\\'s authority to bind the partnership continues after dissolution to persons 

who have extended credit to the partnership previously and who are without notice of the dissolution. The 

facts state that Hook had previously purchased cars for the partnership from XYZ, and presumably the 

purchases were on credit. Since nothing in the facts indicates that XYZ was given notice of the dissolution, 

the partnership will be bound. 

 

QUESTION 3

What is the purpose of information presented in notes to the financial statements? 

A. To provide disclosures required by generally accepted accounting principles. 

B. To correct improper presentation in the financial statements. 

C. To provide recognition of amounts not included in the totals of the financial statements. 

D. To present management\\'s responses to auditor comments. 

Correct Answer: A 

Explanation: 

Choice "a" is correct. Information presented in notes to the financial statements have the purpose of 

providing disclosures required by generally accepted accounting principles. 

 

QUESTION 4

The profitability index is a variation on which of the following capital budgeting models? 

A. Internal rate of return. 

B. Economic value-added. 

C. Net present value. 

D. Discounted payback. 

Correct Answer: C 

Explanation: 

Choice "c" is correct. The profitability index is a variation on the net present value capital budgeting model. 

RULE: The profitability index is the ratio of the present value of net future cash inflows to the present value 

of the net initial investment. The profitability index is also referred to as the "excess present value index" or 
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simply the "present value index." Companies hope that this ratio will be over 1.0, which means that the 

present value of the inflows is greater than the present value of the outflows. 

Choice "a" is incorrect. The profitability index is a companion computation to net present value, not internal 

rate of return, which measures percentage return. 

Choice "b" is incorrect. The profitability index is a companion computation to net present value, not 

economic value added. 

Choice "d" is incorrect. The profitability index is a companion computation to net present value, not the 

discounted payback method, which measures years to payback. 

 

QUESTION 5

What is the underlying concept that supports the immediate recognition of a contingent loss? 

A. Substance over form. 

B. Consistency. 

C. Matching. 

D. Conservatism. 

Correct Answer: D 

Explanation: Choice "d" is correct. Conservatism is a prudent reaction to uncertainty to try to ensure that uncertainty and
risks inherent in business situations are adequately considered. Recognition of a contingent loss is the recording of an
amount representing uncertainty and risk in a business situation. SFAC 2, SFAS 5 para. 82 Choice "a" is incorrect. The
substance over form concept presumes that the transaction form may not dictate the accounting treatment. Choice "b" is
incorrect. Consistency is conformity from period to period with unchanging policies and procedures. SFAC 2 Choice "c"
is incorrect. The matching principle dictates that expenses be matched with the related revenues generated or the time
period in which the expense is incurred and known. SFAS #5 cites matching as the one concept supporting the
immediate recognition of a contingent loss, but it is not the primary underlying concept. SFAS 5 para. 76 
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