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Question 1 Multiple Choice (20 marks, 25 minutes)
1) Peter exchanged similar assets with Sunshine Company in a transaction without commercial substance. Peter gave up equipment that had a net book value of $49,000 (fair value $51,000) and Sunshine exchanged equipment with a net book value of $38,000 (fair value $37,000). What is the correct value at which Sunshine should record the new equipment?
A) $37,000
B) $38,000
C) $49,000
D) $51,000


2) Francisco purchased a machine on January 1, 2012 for $600,000. Francisco estimated a useful life of 10 years and residual value of $10,000. The company uses straight-line depreciation. The machine was sold on December 31, 2014 for $350,000. What was the gain/loss on disposal of the machine?
A) $70,000 loss.
B) $70,000 gain.
C) $73,000 loss.
D) $73,000 gain.


3) What costs should not be capitalized to 'building'?
A) Demolition of old structures.
B) Engineering surveys.
C) Interest during construction.
D) Construction permits.


4) What factor will not affect the estimated useful life of property, plant or equipment?
A) Legal life of the asset.
B) Technological obsolescence.
C) Competitive pressures.
D) Productive capacity.


5) Hotels-R-Us owns a machine that it purchased on January 1, 2012 for $600,000. The machine had an estimated useful life of 5 years and an estimated residual value of $100,000. The company uses the declining balance method with a rate of 20%. What was the accumulated depreciation at December 31, 2014?
A) $292,800
B) $180,000
C) $150,000
D) $76,800


6) A $50,000 sale is made with terms of 2/10, net 30. Assuming that the customer takes the discount, what amount is booked to the "cash discount" account under the net method of recording a discount?
A) $0
B) $1,000 debit
C) $1,000 credit
D) $49,000 debit
7) The method of depreciation was changed from the double-declining-balance method to the straight-line method in fiscal 2015. A machine was purchased on January 1, 2014 at a cost of $150,000. The machine has an estimated useful life of 10 years and a residual value of $9,000. What should have been booked as depreciation expense in fiscal 2015?
A) $15,000
B) $10,875
C) $11,280
D) $19,200


8) Castle Rock owns a machine that it purchased on January 1, 2013 for $400,000. The machine had an estimated useful life of 10 years with a production capacity for 80,000 units. The company uses the units-of-production method to record depreciation. The machine produced 15,000 units in 2013, 18,000 units in 2014 and 25,000 units in 2015. What was the depreciation expense for 2015? 
A) $39,000
B) $40,000
C) $90,000
D) $125,000


9) What is the effect of overstating 2015 depreciation expense?
A) Accumulated depreciation will be understated for 2015.
B) Net income for 2015 will be overstated.
C) Ending retained earnings for 2015 will be understated.
D) Ending retained earnings for 2015 will be overstated.


10) Which goods in transit would be recorded in inventory at year end?
A) Goods sold with terms FOB destination point that were shipped at year end.
B) Goods sold with terms FOB shipping point that were shipped before year end.
C) Goods purchased FOB destination that have not been received by year-end.
D) Goods returned for credit before year-end, with terms FOB shipping point.


11) The following information was taken from the inventory records of Penelope Ltd.:

	Dates 
	Inventory units

	Inventory — Feb 1 
	100 units at $3.00

	Purchases — April 1 
	300 units at $3.10

	Purchases — July 15 
	200 units at $3.20

	
	

	Sales — May 10 
	200 units at $6.00

	Sales — November 15
	100 units at $6.10



What would be the gross margin, assuming that the weighted-average method is used in a periodic inventory system?
A) $310
B) $875
C) $935
D) $1,810
12) A fire destroyed the inventory of Mantis Company in June. Reconstructed data follows:

	Gross margin as a percentage of sales
	 40%

	Sales to date of fire
	460,000

	Gross purchases to date of fire 
	280,000

	Purchase returns and allowances to date of fire
	8,000

	Freight-in 
	4,000

	Sales returns 
	10,000

	Beginning inventory 
	28,000



What was the cost of the inventory lost in the fire?
A) $50,000
B) $34,000
C) $30,000
D) $26,000


13) What criterion differentiates the recognition of a biological asset from the recognition of other assets?
A) The entity must control the biological asset.
B) The fair value of the biological asset can be reliably measurable.
C) Future economic benefits from the biological asset must be probable.
D) The cost of the biological asset can be reliably measured.


14) How is revaluation of non-current assets accounted for?
A) Revaluation surplus is always booked to profit and loss.
B) Revaluation loss is booked to other comprehensive income.
C) Cumulative revaluation loss is booked to profit and loss.
D) Revaluation surplus is not recognized in other comprehensive income.


15) Grover Inc. wishes to use the revaluation model for this property:

	
	Before Revaluation

	Building Gross Value
	120,000

	Building Accumulated Depreciation
	40,000

	 Net carrying value
	80,000



The fair value for the property is $100,000. What would be the effect of recording the revaluation?
A) $20,000 decrease in net income
B) $20,000 increase in net income
C) $20,000 decrease in other comprehensive income
D) $20,000 increase in other comprehensive income 






16) Which of the following is not a concept supporting impairment testing?
A) An asset should be presented at its fair value.
B) An asset's carrying value should be recoverable from sale.
C) An asset's carrying value should be recoverable from use.
D) An asset should not be overstated.


17) When is property, plant and equipment (PPE) not derecognized?
A) When PPE is sold.
B) When PPE is scrapped.
C) When PPE is idle.
D) When PPE is destroyed in a flood.


18) Which statement is correct?
A) The 'net' method for recording cash discounts is conceptually inferior to the 'gross' method.
B) Under the 'net' method, an entry is needed if the discount is not taken.
C) The 'gross' method for recording cash discounts is conceptually superior to the 'net' method.
D) The gross method overstates revenue.


19) How should $45,000 spent to obtain greater productive efficiency for a machine with a carrying value of $80,000 be accounted for?
A) Capitalized, then depreciated during current and subsequent periods.
B) Expensed in the period in which the cost occurs.
C) Charged to accumulated depreciation with no change in the depreciation rate.
D) Charged to retained earnings.


20) On March 1, 2012, Penguin Company (PC) had been renting its office building for several years and decided to have a new office building constructed. On April 1, 2012, it acquired land with an abandoned warehouse on it for $100,000. Other costs included:

	Demolition of warehouse 
	20,000

	Legal fees for purchase of land 
	 2,400

	Construction costs of new building 
	400,000

	Proceeds from salvage of warehouse materials 
	4,000

	Installation of wiring and plumbing fixtures 
	16,000

	Architectural fees 
	24,000



How much will be capitalized to 'building' in fiscal 2012?
A) $380,000
B) $400,000
C) $420,000
D) $440,000




Question 2 (40 minutes, 20 marks)
Part of the accounting records for the last quarter of 2014 of Pix Corp., a Canadian private company applying IFRS, were destroyed due to a software malfunction. You have been tasked with reconstructing the accounting records related to inventory and receivables. 
The following information has been salvaged:
Extract from the Quarterly Statement of Financial Position as at December 31, 2014

				  			Oct. 1, 2014	Dec. 31, 2014
            Current assets
		Net accounts receivable			   $4,700		?
		Inventory				         300		?

Aging of receivables analysis as at December 31, 2014 (incomplete)
	Days outstanding
	Amount
	Estimated percentage of uncollectible
	Estimated uncollectible amount
	Observations

	0-60
	
	3%
	
	

	60-120
	
	10%
	
	

	>120
	$2,000 
	50%
	
	$500 of the $2,000 were deemed completely uncollectible



By talking to the CEO, the controller, and other employees of the accounting department you were also able to gather the following information:
Firm’s accounting policies: 	
a) The company uses the periodic inventory system and the FIFO cost flow method.	
b) The company uses the gross method to account for sales discounts.	
c) The company applies the percentage-of-receivables method for estimating AFDA, using the aging of receivables analysis to adjust the AFDA at year-end.	
The only inventory and sales-related transactions during the quarter were:	
1. On October 15, 2014, Pix sold 80 units at $10 each, shipped on the same day, FOB destination, and arrived 3 days later, freight-out of $30 for the entire shipment, and payment within 30 days. As at December 31st, 2014, the client had still not paid.
2. On November 10, Pix Corp. received from its Estonian business partner a shipment of 1,000 units costing $5 each. Pix also had to cover shipping costs of $500, import duty taxes of $100, personnel costs for unloading the truck of $200, bonuses for selling agents of $300, English-Estonian translation services that the CEO used to conclude this deal of $100.
3. On December 1, Pix sold 500 units at $10 each, 2/10, n/30. The client paid half of the total amount on December 5, but made no other payment since.
4. On December 15, 2014, Pix signed a contract for the purchase of 500 units of inventory from a Canadian supplier at a price of $6.50 per unit. The supplier shipped the goods FOB destination on December 27. On December 31, 2014, the goods had not yet been delivered, and no invoice had been received.
Other information:	
a) The physical count of inventory at the end of the previous quarter was 100 units. The physical count of inventory at the end of December 2014 was 520 units.	
b) The Allowance for decline of Inventory to Net Realisable Value at the end of the previous quarter was $200.	
c) The beginning balance for Gross Accounts Receivable for the quarter was $5,000.	
d) The CEO estimates that, due to obsolescence, inventory on hand at the end of 2014 could be sold for a per unit price of $5.50, with $0.10 per unit costs to sell.	
Required:
1. Re-construct the journal entries for the transactions during the quarter. 
2. Make the necessary quarter-end adjusting entries as at December 31, 2014. Show your computations.
3. Present to the CEO the calculation of gross profit.



Question 3 (40 minutes, 20 marks)
Situation 1 (10 minutes)
Molly Corporation purchased a melter on April 30, 2015 by trading in its old gas model and paying the balance in cash. The data listed below pertains to the purchase:

	Cash paid
	$10,000

	List price of new melter
	15,800

	Cost of old melter-5 year life, $700 residual value
	11,200

	Market value of old melter in active secondary market
	5,200

	Accumulated amortization on old melter-straight line
	6,300



Required:
Assuming Molly Corporation has a December 31 fiscal year end and all the depreciation has been recorded through December 31, 2014, prepare the journal entry or entries necessary to record this exchange. Show your computations or justifications for the amounts you choose.



Situation 2 (15 minutes)
On November 30, 2014, Going, Going, Gone Ltd. owned the following equipment. Assume they will continue to use this asset in the future. At November 30, 2014 there is a remaining useful life of four years and the company amortizes the equipment using the straight-line method.
	Cost
	$16,000

	Accumulated amortization to date
	7,000

	Undiscounted expected future value net cash flows 2014
	7,000

	Discounted, value in use,expected future net cash flows 2014
	6,200

	Fair value
	6,300

	Cost of Disposal
	50

	years of useful life
	4

	
	

	Undiscounted expected future value net cash flows 2015
	5,500

	Discounted, value in use,expected future net cash flows 2015
	4,700

	Fair value
	6,250



Required:
1. Assume the company follows IFRS
a. Prepare the journal entry at November 30, 2014 to record asset impairment, if any.
b. Prepare journal entries required at November 30, 2015 to record impairment and depreciation.

Situation 3 (15 minutes)
Jolicoeur Company has provided information on the following items:
1. A patent was purchased from Totley Company for $500,000 on January 1, 2014. At that time Jolicoeur estimated the remaining useful life to be 10 years. The patent was carried on Totley’s books at $20,000 when it sold the patent.
2. On March 2, 2015 a franchise was purchased from Unal Company for $240,000. In addition, 8% of the revenue from the franchise must be paid to Unal. Revenue earned during 2015 was $620,000. Jolicoeur believes that the life of the franchise is indefinite and that the franchise is not impaired at the end of 2015.
3. A trade name had been purchased for a sugar substitute at the beginning of 2011 for $80,000. When purchased the company planned to renew the trade name indefinitely. In January 2015 it was suspected that the product caused cancer. Its fair value was estimated to be zero and the trade name was abandoned.
4. The company purchased the net assets of Lansing Company on September 1, 2015 for $950,000 and Lansing was liquidated. 
Lansing had the following book values and fair values when they were acquired.
	
	 Book value
	 Fair value

	Cash
	$50,000
	$50,000

	Inventory
	150,000
	160,000

	Property, plant, and equipment
	750,000
	900,000

	Accounts payable
	75,000
	75,000

	Notes payable
	175,000
	175,000


Required:
Prepare journal entries for Jolicoeur for 2015. The company uses the straight-line method of amortization computed to the nearest month over the maximum allowable life. Assume the company pays all costs in cash unless otherwise indicated.


Question 4 (50 minutes, 25 marks)
Consider each of the scenarios independently

Part 1
a. Quo manufactures heavy equipment customized to customer specifications on a contract basis. Historically the company was unable to estimate the costs associated with each contract and used the completed contract method to record these contracts. However, after years of experience with such contracts the company can now estimate costs and has adopted the percentage of completion method.
b. The equipment the Quo manufactures is sold with a 5 year warranty. Because of a production breakthrough, Quo reduced its computation of warranty costs from 3% of sales to 1% of sales.
c. Quo changed from LIFO (last in first out) to FIFO (first in first out) for its finished goods inventory.
d. Quo sells extended service contracts on its products. Because related services are performed over several years, in 2013 Quo changed from the cash method to the accrual method of recognizing income from these service contracts.
e. Quo instituted a pension plan for all employees in 2013 and adopted the IFRS standards for pension accounting. Quo had not previously had a pension plan.

Required:
1. Indicate whether each situation describes a change in accounting policy, a change in accounting estimate, a correction of an error, or none of these.
2. Indicate whether the change/error should be applied/corrected retrospectively or prospectively.

Part 2

Quo failed to recognize the following accruals. It also recorded the prepaid expenses as expenses in the year paid and unearned revenues as revenues when the cash was received.

	
	2012
	2013
	2014

	Prepaid expenses
	$500
	$900
	$1,100

	Accrued expenses
	800
	700
	950

	Revenue received in advance
	300
	400
	1,300

	Revenue earned but not received
	600
	1,000
	1,200



The reported pre-tax income was $20,000 in 2012, $25,000 in 2013, and $23,000 in 2014.

Required:
1. Compute the correct pretax income for 2012, 2013, and 2014. Show computations.
2. Prepare the journal entries necessary in 2014 if the errors are discovered at the end of that year. Ignore income taxes.
3. Prepare the journal entries necessary in 2015 if the errors are discovered at the end of that year. Ignore income taxes.



Question 5 (40 minutes, 15 marks)
Your friend David has just started working for Good Grains, a cereal manufacturer. Here is what David has told you about Good Grains. Good Grains’ Research and Development (R&D) department is hard at work to reformulate the best-selling 25% of its cereals to have lower sugar and more whole-grains while maintaining the taste and texture that customers love. These changes are a response to the public’s focus on more healthful foods. 
The Good Grains’ president had convinced the Board of Directors to make significant investments in new product lines and is now facing additional pressure from both the Board and investors to increase Good Grains’ profitability. Sales are holding steady, and management believes Good Grains’ annual revenue will exceed $200 million for the first time in its history. 

However, there is concern that difficulty with the R&D effort will likely result in higher than budgeted expenses in this area. The R&D department discovered many additional personnel hours are going to be needed. Good Grains had originally budgeted R&D expenses at 4% of revenues, a higher rate than usually found in the cereal industry and management now anticipates R&D expenses could be as high as 5% of revenues. 
The company policy in the past has been to expense all R&D expenditures. However recently the controller approached David and asked him to look into whether some R&D costs could be reclassified into other expense areas.  The controller mentioned that cost of goods sold (COGS) and other expenses were coming in significantly under budget. 
David did some research into the company’s R&D operations. R&D at Good Grains is conducted in two stages. First, small test batches of possible new recipes are developed and produced in the test kitchen. This is a time-consuming process since the product is subject to many quality control tests following the production of each test recipe. It is only after the technical staff determines they have an appropriate recipe that the R&D process is moved to the manufacturing facility for further production testing. The work went well in the test kitchen, and about 10-25% of the batches had moved to the production line. The estimated cost associated with these batches is $300,000-$750,000. David watched a day’s production and decided that 25% was a better estimate than 10%, so he decided to reclassify $750,000 from R&D expense to inventory since the product was made available for sale to customers. 
Also David had learned that R&D personnel were responsible for the oversight of some of production activities. He asked the R&D personnel for a summary of the time they spent in the production area. Since the R&D personnel didn’t normally track how they spent their time, their estimates ranged from 5% to 65% of their time. David decided that a portion of the R&D production personnel’s salary expense should be included in inventory. He therefore reclassified $300,000 from R&D expense to inventory.
In total, David’s proposals reclassified a total of $1,050,000 of R&D expenses to inventory. The reclassified expenses approximate 4.7% of income before income taxes. Reported R&D is expected to total $8.55 million (4.3% of sales), rather than the $10 million (5% of sales) that would have been reported without the reclassifications.
Since David studied finance rather than accounting, he has asked your advice on whether you think it is a good idea to submit these proposals to the controller. He wants to make a good first impression at his new job. He tried to study the IFRS standards as it pertains to R&D expenses, but he found them to be quite vague. 

Required
Use your knowledge acquired in this course to provide advice to David on how to address the financial reporting issues that have arisen at his new job.
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Question 2  
	
	
	
	
	
	
	

	15-Oct
	
	Selling expenses 
	
	30
	

	
	
	
	Cash 
	
	
	30

	
	
	
	
	
	

	18-Oct
	Sale of 80 units
	
	
	
	

	
	
	Accounts receivable 
	
	800
	

	
	
	
	Sales revenue 
	
	
	800

	
	
	
	
	
	
	



	10-Nov
	Purchase from Estonia
	
	
	
	

	
	
	Purchases   (1000*5+500+100+200+100)  
	5900
	

	
	
	Commission expense
	300
	

	
	
	
	Accounts payable/Cash 
	
	
	6200

	
	
	
	
	
	
	
	

	01-Dec
	Sale of 500 units
	
	
	
	
	

	
	
	Accounts receivable (500 units x $10)  
	5000
	

	
	
	
	Sales revenue 
	
	
	5000

	
	
	
	
	
	
	

	05-Dec
	Receive half payment for the second sale
	
	

	
	
	Cash (2500*98%) 
	
	
	2450 
	

	
	
	Sales discount 
	
	
	50 
	

	
	
	
	Accounts receivable 
	
	2500

	
	
	
	
	
	

	15-Dec
	No entry because the shipment is FOB destination and the goods have not arrived.   

	
	
	
	
	
	
	
	

	31-Dec
	Measurement of inventory at lower of cost and NRV
	

	
	NRV
	$5.5-$0.1
	5.4
	per unit 
	
	
	

	
	Units in ending inventory
	520
	
	
	
	

	
	Inventory at NRV
	2808 
	
	
	
	

	
	Inventory at cost
	3068 
	
	
	
	

	
	Ending balance for Allowance Inventory - NRV
	260 
	
	
	
	

	
	Beginning balance for Allowance Inventory - NRV
	200 
	
	
	
	

	
	Gain/(loss) on Inventory due to NRV fluctuations
	-60 
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	Loss on Inventory due to declines in NRV 
	60
	

	
	
	
	Allowance for Inventory - NRV 
	
	60

	
	
	
	
	
	
	
	

	
	Computing cost of goods sold
	
	
	
	

	
	Ending Inventory (cost)
	3068
	
	
	
	

	
	Beginning Inventory (cost)
	500
	($300 at NRV + $200 allowance)

	
	Purchases
	5900
	
	
	
	

	
	COGS
	
	3332
	
	
	
	

	
	
	
	
	
	
	
	

	
	
	Inventory 
	
	
	3068 
	

	
	
	COGS 
	
	
	
	3332 
	

	
	
	
	Purchases 
	
	
	5900 

	
	
	
	Inventory 
	
	
	500 

	
	
	
	
	
	
	
	

	
	Write-off completely uncollectible amount
	
	

	
	
	AFDA 
	
	500
	 

	
	
	
	Accounts receivable 
	
	500

	
	
	
	
	
	

	
	Alternative adjustment
	
	

	
	
	AFDA  (5,000-4,700) 
	300
	

	
	
	Bad debt expense
	
	
	200
	

	
	
	
	Accounts receivable
	
	500

	
	
	
	
	
	
	
	

	
	Computing end of year balance for AFDA and the bad debt expense adjustment

	
	Days outstanding
	Amount
	Estimated % of uncollectible
	Estimated uncollectible amount
	
	
	

	
	0-60
	2,500
	3%
	75
	
	
	

	
	60-120
	800
	10%
	80
	
	
	

	
	>120
	$1,500 
	50%
	$750 
	
	
	

	
	Total
	4,800
	
	905
	
	
	

	
	
	
	
	
	
	
	

	
	Beginning AFDA
	300
	($5,000 Gross Acc Receivable - $4,700 Net Accounts Receivable)

	
	Write-off
	
	-500 
	
	
	
	

	
	Ending AFDA
	905 
	
	
	
	

	
	Bad debt expense
	1105
	
	
	
	

	
	
	
	
	
	
	
	

	
	Adjusting the AFDA:
	
	
	
	

	
	
	Bad debt expense 
	
	
	1105 
	

	
	
	
	AFDA 
	
	
	
	1105

	
If students recorded the alternative entry for writeoff then the adjusting entry should be 
	


	
	Bad debt expense
	
	
	905
	

	
	
	AFDA
	
	
	
	905





	Sales revenue
	
	5800

	Less: Sales discount
	50
	

	Net sales
	
	
	5750 

	COGS
	
	
	3332 

	Gross profit
	
	2418

	Gain/(loss) on Inv-NRV
	-60

	
	
	
	2358





Question 3 

Situation 1 
	Depreciation Expense	
	700 
	

		Accumulated Depreciation—Equipment	
	
	700 

		($11,200 – $700 = $10,500;
	
	

		$10,500   5  = $2,100;
	
	

		$2,100 X 4/12  = $700)
	
	

	
	
	

	Equipment (New) 	
	15,200  **
	

	Accumulated Depreciation—Equipment	
	7,000 
	

		Gain on Disposal of Equipment	
	
	1,000 *

		Equipment (Old) 	
	
	11,200 

		Cash	
	
	10,000 



	 *Cost of old asset
		$11,200
	

	  Accum. depr. ($6,300 + $700)
		(7,000	)
	

	  Carrying amount
		4,200
	

	  Fair market value of old asset
	   	(5,200	)
	

	  Gain on disposal of equipment
		$  1,000
	

	
	
	

	**Cash paid
		$10,000 
	

	   Fair value of old melter
		5,200 
	

	   Cost of new melter
		$15,200
	



The transaction is monetary since there is significant cash involved. Cash makes up 66% ($10,000 / [$10,000 + $5,200]) of the fair value of the transaction. A gain is recognized because the earnings process is complete and the company’s economic circumstances have changed due to this transaction.


Situation 2
		Cost
	$16,000

	Accumulated depreciation
	7,000

	Carrying amount
	9,000 

	Recoverable amount
	6,250 

	Impairment loss
	2,750






	
	

	
Loss on Impairment 
	2,750 
	

	             Accumulated Impairment 
	
	2,750 

	
(16,000-7,000-2750)  /4 =1562.50
	
	

	Depreciation expense
	1,562.5 
	

	       Accumulated Depreciation
	
	1,562.5 

	

	Cost
	$16,000

	Accumulated depreciation
	8,562.5

	Accumulated impairment
	2,750

	Carrying amount
	4,687.50 

	Recoverable amount
	6,200 

	Impairment loss
	1,512.50



	
	

	 Accumulated Impairment 
	1,512.5 
	

	          Recovery of Impairment Loss
	
	1,512.5 



Situation 3
2013 Journal Entries:

1.	Amortization Expense: Patent		50,000 a
		Patent			50,000 

	a$500,000 ÷ 10

2.	Franchise		240,000 
		Cash			240,000 

	Cash		620,000 
		Revenue			620,000 

	Franchise Expense (8%  $620,000) 		49,600 
		Cash			49,600 

	Because the franchise has an indefinite life, it is not amortized. An adjusting entry would only be needed if the franchise was impaired.

3.	Loss on Impairment		80,000 b
		Trade name			80,000 

	bThe trade name was not previously amortized because it was assumed to have 	an indefinite life.

4.	
	Inventory		160,000 
	Property, Plant, and Equipment		900,000 
	Goodwill		90,000 
		Accounts Payable			75,000 
		Notes Payable			175,000 
		Cash (this is cash received net of cash paid, ok to show separately)	900,000 

	


Question 4
Part 1

Transaction		Classification			Accounting Treatment	
	a	Change in accounting principle 			Retrospective  
	b	Change in accounting estimate 			Prospective 
	c	Correction of an error 			retrospective 
	d	Correction of an error 			retrospective 
	e	Neither accounting change nor accounting error	 	Prospective 

Part 2
1.	Computation of correct income:
			2012			2013			2014	
	Reported pretax income		$20,000	$25,000	$23,000

	Prepaid expenses:
		Add back expense in year paid		500 	900 	1,100 
		Deduct expense in year incurred			(500)  	(900)  
	Accrued expenses:
		Deduct expense in year incurred		(800)  	(700)  	(950)  
		Add back expense in year paid			800 	700 
	Revenue received in advance (unearned):
		Deduct revenue from year received		(300)  	(400)  	(1,300)  
		Add revenue in year earned			300 	400 
	Revenue earned but not received (accrued):
		Deduct revenue from year received			(600)  	(1,000)  
		Add revenue in year earned			600 		1,000 		1,200 
	Correct pretax income		$20,000	$25,800	$22,250

2.	The following individual journal entries may be used to correct the errors.

	Prepaid expenses:
		Prepaid Expenses		1,100 
			Expense			200 
			Retained Earnings			900 

	Accrued expenses:
		Expense		250 
		Retained Earnings		700 
			Accrued Expenses Payable			950 

	Revenue received in advance (unearned):
		Revenue		900 
		Retained Earnings		400 
			Unearned Revenue			1,300 

	Revenue earned but not received (accrued):
	Accounts Receivable		1,200 
		Retained Earnings			1,000 
		Revenue			200 
	
	Alternatively, the following combined journal entry could be made (assuming the expense account corrections can be offset).

		Prepaid Expenses		1,100
		Accounts Receivable		1,200
		Expenses		50
		Revenue		700
			Accrued Expenses			950
			Unearned Revenue			1,300
			Retained Earnings			800

3.	The following individual journal entries may be used to correct the errors.

	Expense		1,100 
		Retained Earnings			1,100 

	Retained Earnings		950 
		Expense			950 

	Retained Earnings		1,300 
		Revenue			1,300 

	Revenue		1,200 
		Retained Earnings			1,200 

	Alternatively, the following combined journal entry could be made (assuming the expense account corrections can be offset).

	Expenses		150
		Revenue			100
		Retained Earnings			50



Question 5 Case Suggested Solution
One mark for each numbered or bulleted point. 21 marks possible, 15 marks max

Bias
1. The controller, as a member of the senior management team, feels the pressure to meet investor expectations.
2. David wants to please the controller so that he can get good evaluations, maximize his bonus potential, and improve the likelihood of a future promotion.
3. The only reason the entries are being proposed is because of the need to meet investor expectations.
It is not clear how accurate David’s estimates are, and whether they would hold over time, but it appears David was making estimates that he felt were appropriate based on his observations.

Impact on Stakeholders
1. Management credibility is compromised. This can impact the trust employees have in management, and the trust analysts have in the financial information presented by management.
2. Meeting analysts’ projections usually benefits stock price in the short run but may have costs in the long run. For example, this may set a precedent for unrealistic expectations in the future.



Conceptual Framework
1. Both the relevance and representational faithfulness of the financial information may be affected by the reclassifications.
2. The predictive value of the information is reduced, as the cost of goods sold is higher and the R&D expense lower than it would have been without the reclassifications. 
3. Comparability is impaired. The current year changes violate the comparability principle. If students believe this year’s reclassifications are a material change in accounting policy, they may also consider the potential effect of failing to provide restated accounts for prior years. 

More specific accounting points about R&D

1. The effect of David’s proposed adjustments is to possibly defer some costs that would be reported as current period R&D and report them in future periods as Cost of Goods Sold. 
2. If the company has a high inventory turnover, the impact on reported net income should be minimal.
3. Under IFRS expenditure on research (or the research phase of an internal project) shall be recognized as an expense when it is incurred. 
4. An intangible asset may be created during the development process. To capitalize the intangible asset, the entity must establish all 6 criteria. 
· A review of Good Grains’ development activities indicates that some of the development costs may be capitalized. David’s analysis of the costs of the reformulated product released into the production stream also suggests that Good Grains has the ability to measure the cost of the trial production runs.
· Good Grains needs to determine when the development phase begins. The problems identified during the larger-scale trial likely pushed back that date. 
· This is a matter of management judgment, one that relies upon the point at which management determines the manufacturing process has met the requirements of IFRS. 
5. If the change in accounting policy results in material differences in the COGS and R&D reported results, the nature of the change should be disclosed to fully inform users of the financial reports.

6. Net income will also be increased by the research reclassifications (as they will be deferred until the product is sold) and the capitalization of any development costs as intangible assets. 
7. If Good Grains determines that the development costs are higher than the fair value of the underlying asset, the required impairment charge will reduce net income.

Other valid points
Up to 3 marks
