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QUESTION 1

Rock Co.\\'s financial statements had the following balances at December 31: 

What amount should Rock report as comprehensive income for the year ended December 31? 

A. $400,000 

B. $420,000 

C. $520,000 

D. $570,000 

Correct Answer: C 

Choice "c" is correct. Comprehensive Income includes all items included in "Net Income" plus "Other Comprehensive
Income" items. Since the $50,000 extraordinary gain is already included in Net Income, Comprehensive Income is: 

 

QUESTION 2

On August 31, 1992, Harvey Co. decided to change from the FIFO periodic inventory system to the weighted average
periodic inventory system. Harvey is on a calendar year basis. The cumulative effect of the change is determined: 

A. As of January 1, 1992. 

B. As of August 31, 1992. 

C. During the eight months ending August 31, 1992, by a weighted average of the purchases. 

D. During 1992 by a weighted average of the purchases. 

Correct Answer: A 

Rule: The cumulative effect of a change in accounting principle equals the difference between retained earnings at the
beginning of period of the change and what retained earnings would have been if the change was applied to all affected
prior periods. Choice "a" is correct. As of January 1, 1992, the beginning of the year. This assumes that the company is
not presenting comparative financial statements. If comparative financial statements are presented, then the adjustment
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is made to the beginning retained earnings of the earliest year presented. Choice "b" is incorrect. The cumulative effect
of the change is not determined as of the date the decision is made. Choices "c" and "d" are incorrect. The cumulative
effect of the change is not determined by a weighted average. (A far out distractor.) 

 

QUESTION 3

The summary of significant accounting policies should disclose the: 

A. Maturity dates of noncurrent debts. 

B. Terms for convertible debt to be exchanged for common stock. 

C. Concentration of credit risk of all financial instruments by geographical region. 

D. Criteria for determining which investments are treated as cash equivalents. 

Correct Answer: D 

Choice "d" is correct. The criteria for determining which investments are treated as cash equivalents would be part of
the summary of significant accounting policies. Choice "a" is incorrect. The maturity dates of noncurrent debts are
required disclosures, but are not a part of the summary of significant accounting policies. Choice "b" is incorrect. The
terms for convertible debt to be exchanged for common stock are not accounting policies; they would be disclosed
separately. Choice "c" is incorrect. The concentration of credit risk of all financial instruments by geographic region may
be a required segment disclosure, especially for financial institutions. However, it would not be a part of the summary of
significant accounting policies. 

 

QUESTION 4

Which of the following assumptions means that money is the common denominator of economic activity and provides an
appropriate basis for accounting measurement and analysis? 

A. Going concern. 

B. Periodicity. 

C. Monetary unit. 

D. Economic entity. 

Correct Answer: C 

Choice "c" is correct. The monetary unit assumption means that money is the common denominator for economic
activity and provides an appropriate basis for accounting measurements and analysis. Choice "a" is incorrect. The going
concern assumption has nothing to do with money per se. The going concern assumption presumes that an entity will
continue to operate in the foreseeable future. Choice "b" is incorrect. The periodicity has nothing to do with money per
se. The periodicity assumption is that economic activity can be divided into meaningful time periods. Choice "d" is
incorrect. The economic entity assumption has nothing to do with money per se. The economic entity assumption is that
economic activity can be accounted for when considering an identifiable set of activities. 

 

QUESTION 5
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On January 2, 1993, Quo, Inc. hired Reed to be its controller. During the year, Reed, working closely with Quo\\'s
president and outside accountants, made changes in accounting policies, corrected several errors dating from 1992 and
before, and instituted new accounting policies. Quo\\'s 1993 financial statements will be presented in comparative form
with its 1992 financial statements. This question represents one of Quo\\'s transactions. List A represents possible
clarifications of these transactions as: a change in accounting principle, a change in accounting estimate, a correction of
an error in previously presented financial statements, or neither an accounting change nor an accounting error. 

Item to Be Answered During 1993, Quo determined that an insurance premium paid and entirely expensed in 1992 was
for the period January 1, 1992, through January 1, 1994. 

List A (Select one) 

A. Change in accounting principal. 

B. Change in accounting estimate. 

C. Correction of an error in previously presented financial statements. 

D. Neither an accounting change nor an accounting error. 

Correct Answer: C 

Choice "c" is correct. Expensing insurance premiums when paid (rather than allocating them to the periods benefited) is
a correction of an error in previously presented financial statements. 

 

QUESTION 6

In April 30, 20X4, Deer Corp. approved a plan to dispose of a component of its business. For the period January 1
through April 30, 20X4, the component had revenues of $500,000 and expenses of $800,000. The assets of the
component were sold on October 15, 20X4 at a loss. In its income statement for the year ended December 31, 20X4,
how should Deer report the component\\'s operations from January 1 to April 30, 20X4? 

A. $500,000 and $800,000 should be included with revenues and expenses, respectively, as part of continuing
operations. 

B. $300,000 should be reported as part of the loss on disposal of a component and included as part of continuing
operations. 

C. $300,000 should be reported as an extraordinary loss. 

D. $300,000 should be reported as a loss from operations of a component and included in loss from discontinued
operations. 

Correct Answer: D 

Choice "d" is correct. Once the decision has been made to dispose of a component of a business and that 

component meets the criteria to be classified as held for sale, the operating results of the component for 

the period reported on, and any gain or loss from the disposal, should be reported separately from 

continuing operations, net of tax. In this question, the component was classified as held for sale and was 

sold in the same year. 
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Thus, in 20X4, the results of operations, the $300,000 ($500,000-$800,000) loss, are reported as a loss 

from discontinued operations. The loss on disposal would be reported as part of that loss from 

discontinued operations also. 

Choice "a" is incorrect. The results of operations prior to the decision date, and also after the decision date, 

are reported separately from the results of continuing operations as a part of discontinued operations. 

Choice "b" is incorrect. The results of operations prior to the decision date, and also after the decision date, 

are reported separately from the results of continuing operations as a loss from operations of a component 

and included in loss from discontinued operations. 

Choice "c" is incorrect. The results of discontinued operations are not reported as an extraordinary item. 

 

QUESTION 7

In Yew Co.\\'s 1992 annual report, Yew described its social awareness expenditures during the year as follows: 

"The Company contributed $250,000 in cash to youth and educational programs. The Company also gave $140,000 to
health and human-service organizations, of which $80,000 was contributed by employees through payroll deductions. In
addition, consistent with the Company\\'s commitment to the environment, the Company spent $100,000 to redesign
product packaging." What amount of the above should be included in Yew\\'s income statement as charitable
contributions expense? 

A. $310,000 

B. $390,000 

C. $410,000 

D. $490,000 

Correct Answer: A 

Choice "a" is correct. Charitable contributions include amounts the company gave to recognized charities. This
includes: 

Note: Of the $140,000, employees gave $80,000, and the company $60,000. Redesigning packaging is not 

a contribution to a charity. 

Choice "b" is incorrect. The company gave only $60,000 of the $140,000. Employees gave $80,000. 

Choice "c" is incorrect. Redesigning packaging is not a contribution to a charity. 
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Choice "d" is incorrect. The company gave only $60,000 of the $140,000. Employees gave $80,000. 

Redesigning packaging is not a contribution to a charity. 

 

QUESTION 8

Under FASB Statement of Financial Accounting Concepts #5, which of the following items would cause earnings to
differ from comprehensive income for an enterprise in an industry not having specialized accounting principles? 

A. Unrealized loss on investments in noncurrent marketable equity securities available for sale. 

B. Unrealized loss on investments in current marketable equity securities held for trading. 

C. Loss on exchange of nonmonetary assets without commercial substance. 

D. Loss on exchange of nonmonetary assets with commercial substance. 

Correct Answer: A 

Choice "a" is correct. Unrealized loss on investments in marketable equity securities available for sale would cause
earnings to differ from comprehensive income for an enterprise in an industry not having specialized accounting
principles. Rule: FAC 5 defines "earnings" for a period to exclude certain cumulative accounting adjustments and other
non-owner changes in equity (such as changes in market value of marketable securities available for sale) that are
included in comprehensive income for a period. 

 

QUESTION 9

On January 2, 20X5, to better reflect the variable use of its only machine, Holly, Inc. elected to change its method of
depreciation from the straight-line method to the units of production method. The original cost of the machine on
January 2, 20X3, was $50,000, and its estimated life was 10 years. Holly estimates that the machine\\'s total life is
50,000 machine hours. Machine hours usage was 8,500 during 20X4 and 3,500 during 20X3. Holly\\'s income tax rate is
30%. Holly should report the accounting change in its 20X5 financial statements as a(n): 

A. Cumulative effect of a change in accounting principle of $2,000 in its income statement. 

B. Adjustment to beginning retained earnings of $2,000. 

C. Cumulative effect of a change in accounting principle of $1,400 in its income statement. 

D. None of the above. 

Correct Answer: D 

Choice "d" is correct. A change in the method of depreciation is now considered to be both a change in method and a
change in estimate. These changes should be accounted for as changes in estimate and handled prospectively. The
new depreciation method should be used as of the beginning of the year of change and should start with the current
book value of the underlying asset. No retroactive or retrospective 

calculations should be made, and no adjustment should be made to retained earnings. 

The cumulative effect treatment on the income statement was the treatment of most changes in accounting 

principle prior to SFAS No. 154. The adjustment to beginning retained earnings is the treatment now given 
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to changes in accounting principle by SFAS No. 154. However a change in depreciation method is no 

longer accounted for as a change in accounting principle. 

Choices "a", "b", and "c" are incorrect, per the above Explanation: . 

 

QUESTION 10

Conn Co. reported a retained earnings balance of $400,000 at December 31, 1991. In August 1992, Conn determined
that insurance premiums of $60,000 for the three-year period beginning January 1, 1991, had been paid and fully
expensed in 1991. Conn has a 30% income tax rate. What amount should Conn report as adjusted beginning retained
earnings in its 1992 statement of retained earnings? 

A. $420,000 

B. $428,000 

C. $440,000 

D. $442,000 

Correct Answer: B 

 

Choice "b" is correct. $428,000 net of tax. 

 

QUESTION 11

According to the FASB conceptual framework, the quality of information that helps users increase the likelihood of
correctly forecasting the outcome of past or present events is called: 

A. Feedback value. 

B. Predictive value. 

C. Representational faithfulness. 

D. Reliability. 

Correct Answer: B 
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Choice "b" is correct. The quality of information that helps users increase the likelihood of correctly forecasting the
outcome of past or present events is called predictive value. Forecasting is predicting. Choice "a" is incorrect. The
quality of information that helps users increase the likelihood of correctly forecasting the outcome of past or present
events is called predictive value, not feedback value. Feedback value enables decision makers to confirm prior
expectations or to adjust or correct the decisions made previously. Choice "c" is incorrect. The quality of information that
helps users increase the likelihood of correctly forecasting the outcome of past or present events is called predictive
value, not representational faithfulness. Representational faithfulness is the agreement between financial reporting and
the resources or events represented. Choice "d" is incorrect. The quality of information that helps users increase the
likelihood of correctly forecasting the outcome of past or present events is called predictive value, not reliability.
Reliability is the combination of neutrality, representational faithfulness, and verifiability. 

 

QUESTION 12

Grum Corp., a publicly-owned corporation, is subject to the requirements for segment reporting. In its income statement
for the year ended December 31, 1991, Grum reported revenues of $50,000,000, operating expenses of $47,000,000,
and net income of $3,000,000. Operating expenses include payroll costs of $ 15,000,000. Grum\\'s combined
identifiable assets of all industry segments at December 31, 1991, were $40,000,000. In its 1991 financial statements,
Grum should disclose major customer data if sales to any single customer amount to at least: 

A. $300,000 

B. $1,500,000 

C. $4,000,000 

D. $5,000,000 

Correct Answer: D 

Choice "d" is correct. $5,000,000 (10% x $50,000,000 revenue). If revenue from a single external customer is 10% or
more of total revenue, then the company should disclose this fact, the total amount of revenue from the customer, and
the segment or segments reporting the revenues. The identity of the customer need not be disclosed. 

 

QUESTION 13

A material loss should be presented separately as a component of income from continuing operations when it is: 

A. An extraordinary item. 

B. A cumulative effect type change in accounting principle. 

C. Unusual in nature and infrequent in occurrence. 

D. Not unusual in nature but infrequent in occurrence. 

Correct Answer: D 

Choice "d" is correct. Gains or losses that are unusual in nature or occur infrequently but not both, are presented as a
component of income from continuing operations. Choice "a" is incorrect. Extraordinary items are shown net of tax in a
separate section of the income statement after income from continuing operations. Choice "b" is incorrect. Cumulative
effects of changes in accounting principle are now shown net of tax as an adjustment to the opening balance of retained
earnings in the retained earnings statement. This treatment is called retrospective application. There really are no longer
any cumulative effect types of changes in accounting principle. The cumulative effect is merely how the amount of the
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change is measured. Choice "c" is incorrect. This is the definition of an extraordinary item. 

 

QUESTION 14

According to the FASB conceptual framework, the objectives of financial reporting for business enterprises are based
on: 

A. Generally accepted accounting principles. 

B. Reporting on management\\'s stewardship. 

C. The need for conservatism. 

D. The needs of the users of the information. 

Correct Answer: D 

Choice "d" is correct. The FASB conceptual framework states that the objectives of financial reporting stem from the
informational needs of the external users of the information. SFAC 1 para. 28 Choice "a" is incorrect. Generally
accepted accounting principles (GAAP) are derived from and based on the objectives of financial reporting, not the other
way around. Choice "b" is incorrect. Information concerning management\\'s stewardship is only one aspect of the
information financial statements are intended to provide. SFAC 1 para. 50 Choice "c" is incorrect. Conservatism is an
underlying concept for financial accounting but is not the basis for the objectives. SFAC 2 para. 91-97 

 

QUESTION 15

Which of the following information should be included in Melay, Inc.\\'s 1992 summary of significant accounting
policies? 

A. Property, plant, and equipment is recorded at cost with depreciation computed principally by the straight-line method. 

B. During 1992, the Delay component was sold. 

C. Business segment 1992 sales are Alay $1M, Belay $2M, and Celay $3M. 

D. Future common share dividends are expected to approximate 60% of earnings. 

Correct Answer: A 

Choice "a" is correct. Computing depreciation principally by the straight-line method is a GAAP method of depreciation
that should be described in the "summary of significant accounting policies." Choice "b" is incorrect. Disclosing the sale
of a component of a business is required (and is covered in the lecture on "discontinued operations" in the F1 class) but
is not a "significant accounting policy." Choice "c" is incorrect. Disclosing "sales" of segments is required, but is not a
"significant accounting policy." Choice "d" is incorrect. "Estimates of future common share dividends" are not
appropriate disclosures for the financial statements. They might be appropriate for the "presidents letter to
shareholders." 
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