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Class Information and Demographics

I conducted my BRIDGE project during the Fall 2001 and Spring 2002 semesters.  The course I chose for my project is a Masters of Accountancy (MAcc) course – Issues in Financial Reporting.  This is a required course for students in the MAcc program and is an elective course for MBA students.  The objective of the course is to provide a theoretical framework to understand and examine major contemporary issues in financial reporting.  The course is somewhat unusual for an accounting course because it deals with issues and not “number crunching.”

There were 8 students in the Fall 2001 course and 4 in Spring 2002 course and the course was conducted as a seminar.  Students were required to read assigned materials and prepare written responses to related cases each week.  During both semesters the class consisted of first year graduate students.  About one-half of the students had no professional work experience and began the MAcc program immediately after their undergraduate program.  The remaining students work at public accounting firms but they all had less than one year of relevant work experience. 
Problem Addressed by BRIDGE

One of the stated objectives of the course is to develop an informed concern about the unethical use of accounting and auditing standards.  I was interested in helping my students fully understand that accounting standards are broad in scope and, thus, there is subjectivity on the part of the accountant and auditor in applying many standards.  As a result, ethical issues arise.  When I taught this course in the past, I was concerned because students correctly identified appropriate accounting and auditing standards, but frequently did not recognize or consider ethical issues in a case.  I wanted my students to identify and understand ethical issues. 

Methods Used to Accomplish BRIDGE Objectives

It is important to note that during the Fall 2001 semester the Enron/Arthur Andersen crisis had not occurred.  By the beginning of the Spring 2002 semester it was front-page news.  As the Enron/Andersen story evolved and as I shared experiences with my BRIDGE group, the methods to accomplish by objectives evolved. 
Fall 2001:   My project started with a pre-assignment to preparing written case assignments.  I required students to use the Discussion Board feature of Blackboard and  post their responses to the following questions:  1) what are accounting issues in this case (cite the appropriate standard you should reference, 2) what are the ethical issues in this case?  The questions were available for two days and everyone was required to post at least once per case.  Many times interesting discussions developed.  After two days, the questions were deleted and students were encouraged to incorporate the discussion material into their cases.  Occasionally, I would reply if I thought the discussion was getting “off-track.”

Spring 2002:  At the start of this semester, my students were very aware of ethical issues and I thought I could move forward with my project.  Based on one of my fellow BRIDGE mate’s ideas, I modified case the method I used in the Fall semester to include debates of the “pros” and “cons” of the ethical issue.  Students were still required to log onto Blackboard and identify and discuss the issues but, in addition, I randomly assigned students to prepare a “pro” or “con” position for each case. 
Findings, Results and Difficulties

In the beginning of the Fall semester, I found that students could identify the technical issues in assigned cases but, in general, were not sensitive to the ethical issues.  Perhaps this is because as undergraduates they were overwhelmed with learning a great deal of technical information and did not focus on when certain accounting methods are appropriate.  As the semester progressed, however, students did a better job of identifying ethical concerns. 

During the Spring semester, I found students were much more aware of ethical issues than the students during the Fall semester.  I was very pleased with the “pro” and “con” methods of examining issues.  It generated lively class discussions and sometimes forced students to research and defend a position they did not necessarily agree with. 
Sample Case (Condensed):

Please read the materials and use Blackboard to answer the questions that follow.

Introduction 


The following case relates to an accounting issue at a hypothetical company, Digicom Manufacturing Corporation.  The company is in the process of finalizing its year-end financial statement audit, and one accounting issue remains unresolved. 

Company Background 


Digicom Manufacturing Corporation is a manufacturer of computer equipment.  Digicom is a Fortune 500, public company, based in the United States; its stock is actively traded on the New York Stock Exchange.  Over the past several years Digicom has had consistent sales and pretax income growth in the range of 5 – 10% per year.  Strong management, a healthy economy, and a consistent record of product innovations are the key factors that have fueled this growth.  This year, however, new products coming to market have not met sales expectations, and sales growth has slowed significantly to less than 1% over the prior year. 

Financial Statement Audit


At this time, the audit for the year ended December 31, 2001 is almost complete.  Digicom’s accounting staff has been cooperative with the audit team, providing detailed schedules and supporting documentation when requested.  The CFO, however, has proven to be contentious when questioned about her accounting judgments.


To date, all audit adjustments have been made and are reflected in the financial statements.  The last account balance to be audited is the Estimated Liability for Warranties. 

 Accounting for Warranties


The company offers a two-year warranty on all of its products.  Historically, Digicom has experienced warranty costs equal to about 1.5% to 2.5% of sales.  Because of the materiality of the warranty liability and the length of the warranty period, the client and their auditors agree that the cash basis is not an acceptable method and the accrual method must be used. 


Digicom has recently completed a modernization of its factory facilities and has implemented a total quality management (TQM) program.  Management anticipates that process and product quality improvements resulting from the modernization and the TQM program will result in a significant decrease in warranty costs for products sold during the later part of 2001.  In anticipation of these future savings, the client has decreased its accrual of warranty expense in the third and fourth quarter of 2001 to .5% of sales.  Client management assured their auditors they will keep a close eye on actual warranty expenses and will adjust the reserve during the first quarter of 2002 if the anticipated savings do not materialize.  Management acknowledges that the effect of the proposed treatment of warranty costs results in a material change in an accounting estimate.  Digicom management has chosen not to disclose the effect of the change in estimate, citing guidance from APM Opinion No. 20, paragraph 33, which indicates that disclosure is recommended, but no required in this situation. 
Other Information 


The company is narrowly in compliance with its debt covenants; requiring Digicom to accrue additional charges to its estimated liability for warranties would result in a debt covenant violation.  The lender has waived debt covenant violations on occasion; however, it is possible that the lender will not grant a waiver this year.  If a waiver is needed and is not granted, a significant amount of long-term debt will become immediately due and payable.  This would not create a bankruptcy threat for Digicom; however, it is likely to cause a significant decline in the price of its stock. 

Illustration of Effect of Warranty Expense on Reported Profit
Estimated Warranty Expense at Historical 2% of Sales:

Condensed Income Statement for 2001
Sales








$1,000,000,000

Expense other than estimated warranty expense


     900,000,000

Estimated warranty expense (2% of sales)


 
       20,000,000
Operating Income





 
     $80,000,000

Estimated Warranty Expense at Proposed 0.5% of Sales:

Condensed Income Statement for 2001
Sales 








$1,000,000,000

Expenses other than estimated warranty expense


     900,000,000 

Estimated warranty expense (.5% of sales) 



         5,000,000

Operating Income






     $95,000,000

Illustration of Effect of Warranty Expense on Liabilities
Estimated Liability for Warranty at Historical 2% of Sales:     $20,000,000 

Estimated Liability for Warranty at Proposed 0.5% of Sales:    $5,000,000

Fall 2001 Semester

Pre-case Discussion Questions (Posted on Blackboard):
1.  The Accounting Issue

Are accruals for warranties necessary?  If so, under what standard? What are disclosure requirements?
Correct response: 

Yes, SFAS No. 5 requires this accrual.  Application of the standard, however, requires professional judgment. 

2.  The Ethical Issues:
What are the ethical issues in this case? 

Some correct responses: 

· Is this proposed reduction in warranty expense an attempt at “earnings management” by Digicom management?

· Would allowing management’s proposed treatments mislead financial statement users’? 

· Is there adequate evidence to support reducing warranty expense from 2% of sales to 0.5% of sales? 

· If the change is allowed, what is the appropriate disclosure?

Written Case Assignment:  To Be Completed After Blackboard Discussion Board 

1. Identify and discuss the appropriate authoritative guidance that should be referenced in this case. 

2. Is the guidance specific as to what the auditors should allow? 

3. Discuss the strengths and weaknesses of the authoritative guidance. (In other words, it is a “good” or “bad” standard.) 

4. Is management’s proposed treatment aggressive or fraudulent accounting? Explain.  What may be some of management’s motivations to reduce the warranty expense? 

5. What factors are important for the auditors to consider in this situation?

6. In your opinion, what is the appropriate adjustment and disclosure. Explain. 

7. Reference this week’s reading on Accounting Hocus Pocus by SEC Chairman, Arthur Levitt.  What might Mr. Levitt think about this situation?
Spring 2002 Semester:  Replaces Written Case Assignment for Fall 2001 Semester 

“Pro” Position: 

Citing the appropriate guidance and professional standards, defend management’s proposed treatment of warranty expense. 

“Con” Position: 

Citing the appropriate guidance and professional standards, refute management’s proposed treatment of warranty expense.

