CHAPTER 20
ACCT 3021 INTERMEDIATE ACCOUNTING
QUESTION 1 
	Described below are six independent and unrelated situations involving accounting changes. Each change occurs during 2016 before any adjusting entries or closing entries were prepared. Assume the tax rate for each company is 40% in all years. Any tax effects should be adjusted through the deferred tax liability account.


 
	a.
	Fleming Home Products introduced a new line of commercial awnings in 2015 that carry a one-year warranty against manufacturer’s defects. Based on industry experience, warranty costs were expected to approximate 4% of sales. Sales of the awnings in 2015 were $2,800,000. Accordingly, warranty expense and a warranty liability of $112,000 were recorded in 2015. In late 2016, the company’s claims experience was evaluated and it was determined that claims were far fewer than expected: 3% of sales rather than 4%. Sales of the awnings in 2016 were $3,300,000 and warranty expenditures in 2016 totaled $75,075.

	b.
	On December 30, 2012, Rival Industries acquired its office building at a cost of $860,000. It was depreciated on a straight-line basis assuming a useful life of 40 years and no salvage value. However, plans were finalized in 2016 to relocate the company headquarters at the end of 2020. The vacated office building will have a salvage value at that time of $630,000.
 

	c.
	Hobbs-Barto Merchandising, Inc., changed inventory cost methods to LIFO from FIFO at the end of 2016 for both financial statement and income tax purposes. Under FIFO, the inventory at January 1, 2016, is $620,000.

	d.
	At the beginning of 2013, the Hoffman Group purchased office equipment at a cost of $253,000. Its useful life was estimated to be 10 years with no salvage value. The equipment was depreciated by the sum-of-the-years’-digits method. On January 1, 2016, the company changed to the straight-line method.

	e.
	In November 2014, the State of Minnesota filed suit against Huggins Manufacturing Company, seeking penalties for violations of clean air laws. When the financial statements were issued in 2015, Huggins had not reached a settlement with state authorities, but legal counsel advised Huggins that it was probable the company would have to pay $130,000 in penalties. Accordingly, the following entry was recorded:



 
	 
	 
	 

	  Loss—litigation
	130,000  
	 

	       Liability—litigation
	 
	130,000  

	


 
 
	     Late in 2016, a settlement was reached with state authorities to pay a total of $273,000 in penalties.


 
	f.
	At the beginning of 2016, Jantzen Specialties, which uses the sum-of-the-years’-digits method, changed to the straight-line method for newly acquired buildings and equipment. The change increased current year net earnings by $368,000.


 
	Required:

	For each situation:


 
	1.
	Identify the type of change.


· Record journal entry as a direct result of the change.
· Record adjusting entry for change in warranty.
· Record journal entry as a direct result of the change.
· Record adjusting entry for depreciation.
· Record the adjusting entry for change in inventory cost method.
· Record the adjusting entry for revision of liability.
· Record journal entry as a direct result of the change.
· Record the adjusting entry for change in depreciation method from sum-of-the-years’-digits method to straight-line method.


QUESTION 2 
	The Pyramid Company has used the LIFO method of accounting for inventory during its first two years of operation, 2014 and 2015. At the beginning of 2016, Pyramid decided to change to the average cost method for both tax and financial reporting purposes. The following table presents information concerning the change for 2014–2016. The income tax rate for all years is 40%.


   
	 
	Income before Income Tax
	 
	 
	 
	 
	 
	 

	 
	
	 
	 
	 
	 
	 

	 
	Average Cost Method
	LIFO Method
	Difference
	Income
Tax Effect
	Difference
after Tax

	  2014
	$
	95,400
	 
	$
	63,600
	 
	$
	31,800
	 
	$
	12,720
	 
	$
	19,080
	 

	  2015
	 
	49,500
	 
	 
	39,600
	 
	 
	9,900
	 
	 
	3,960
	 
	 
	5,940
	 

	 
	
 
	
 
	 
	
 
	
 
	 
	
 
	
 
	 
	
 
	
 
	 
	
 
	
 
	 

	    Total
	$
	144,900
	 
	$
	103,200
	 
	$
	41,700
	 
	$
	16,680
	 
	$
	25,020
	 

	 
	

 
	

 
	 
	

 
	

 
	 
	

 
	

 
	 
	

 
	

 
	 
	

 
	

 
	 

	  2016
	$
	52,800
	 
	$
	46,900
	 
	$
	5,900
	 
	$
	2,360
	 
	$
	3,540
	 

	

 



	Pyramid issued 61,000 $1 par, common shares for $275,000 when the business began, and there have been no changes in paid-in capital since then. Dividends were not paid the first year, but $10,000 cash dividends were paid in both 2015 and 2016.


 
 
	Required:



	1.
	Prepare the journal entry to record the change in accounting principle. (If no entry is required for a transaction/event, select "No journal entry required" in the first account field.) 

	 
	 


     
	



	2.
	Prepare the 2016–2015 comparative income statements beginning with income before income taxes. (Round EPS answers to 2 decimal places.)

	 
	 


     
	3.
	Prepare the 2016–2015 comparative statements of shareholders’ equity. (Hint: The 2014 statements reported retained earnings of $38,160. This is $63,600 – [$63,600 × 40%]).


QUESTION 3 
	In 2016, the Marion Company purchased land containing a mineral mine for $1,670,000. Additional costs of $638,000 were incurred to develop the mine. Geologists estimated that 400,000 tons of ore would be extracted. After the ore is removed, the land will have a resale value of $108,000.



	     To aid in the extraction, Marion built various structures and small storage buildings on the site at a cost of $132,000. These structures have a useful life of 10 years. The structures cannot be moved after the ore has been removed and will be left at the site. In addition, new equipment costing $91,000 was purchased and installed at the site. Marion does not plan to move the equipment to another site, but estimates that it can be sold at auction for $3,000 after the mining project is completed.



	    In 2016, 57,000 tons of ore were extracted and sold. In 2017, the estimate of total tons of ore in the mine was revised from 400,000 to 434,300. During 2017, 91,000 tons were extracted.


 
	Required:



	1.
	Compute depletion and depreciation of the mine and the mining facilities and equipment for 2016 and 2017. Marion uses the units-of-production method to determine depreciation on mining facilities and equipment. (Round the intermediate calculation to 3 decimal places.)

	 
	·  Record entry necessary as a direct result of the change or error correction.
· Record adjusting journal entry if needed for 2016.

· Record entry necessary as a direct result of the change or error correction.
· Record adjusting journal entry if needed for 2016.
      



      
	2.
	Compute the book value of the mineral mine, structures, and equipment as of December 31, 2017. (Round the intermediate calculation to 3 decimal places.)

                                          ASSETS         LIABILITY  SHAREHOLDERS EQUITY  NET INCOME   EXPENSES
2014
2014 inventory
Loss contingency
Patent amortization
Depreciation

2015
2014 inventory
2015 inventory
Loss contingency
depreciation

QUESTION 4 
	Whaley Distributors is a wholesale distributor of electronic components. Financial statements for the years ended December 31, 2014 and 2015, reported the following amounts and subtotals ($ in millions):


 
	 
	Assets
	Liabilities
	Shareholders'
Equity
	Net Income
	Expenses

	  2014
	$
	810
	 
	$
	365
	 
	$
	445
	 
	$
	245
	 
	$
	157
	 

	  2015
	 
	890
	 
	 
	435
	 
	 
	455
	 
	 
	265
	 
	 
	182
	 

	


 
	In 2016 the following situations occurred or came to light:


 
	a.
	Internal auditors discovered that ending inventories reported on the financial statements the two previous years were misstated due to faulty internal controls. The errors were in the following amounts:


 
	 

	  2014 inventory
	Overstated by
	$
	12.7
	 million

	  2015 inventory
	Understated by
	$
	10.7
	 million

	


 
	b.
	A liability was accrued in 2014 for a probable payment of $8.4 million in connection with a lawsuit ultimately settled in December 2016 for $4.7 million.

	c.
	A patent costing $22.2 million at the beginning of 2014, expected to benefit operations for a total of six years, has not been amortized since acquired.

	d.
	Whaley’s conveyer equipment was depreciated by the sum-of-the-years’-digits (SYD) basis since it was acquired at the beginning of 2014 at a cost of $40.5 million. It has an expected useful life of five years and no expected residual value. At the beginning of 2016, Whaley decided to switch to straight-line depreciation.


 
	Required:



	For each situation:


 
	1.
	Prepare any journal entry necessary as a direct result of the change or error correction as well as any adjusting entry for 2016 related to the situation described. (Ignore tax effects.) (If no entry is required for a transaction/event, select "No journal entry required" in the first account field. Enter your answers in millions rounded to 1 decimal place (i.e., 5,500,000 should be entered as 5.5))

	 
	 


     
	2.
	Determine the amounts to be reported for each of the five items shown below from the 2014 and 2015 financial statements when those amounts are reported again in the 2014–2016 comparative financial statements. (Do not round intermediate calculations. Amounts to be deducted should be indicated with a minus sign. Enter your answers in millions rounded to 1 decimal place (i.e., 5,500,000 should be entered as 5.5))

	 
	 

QUESTION 5 



     
	George Young Industries (GYI) acquired industrial robots at the beginning of 2013 and added them to the company’s assembly process. During 2016, management became aware that the $2.1 million cost of the machinery was inadvertently recorded as repair expense on GYI’s books and on its income tax return. The industrial robots have 10-year useful lives and no material salvage value. This class of equipment is depreciated by the straight-line method for financial reporting purposes and for tax purposes it is considered to be MACRS 7-year property (cost deducted over 7 years by the modified accelerated recovery system as follows):


 
	  Year
	 
	MACRS
Deductions
	 

	  2013
	$
	300,090  
	 

	  2014
	 
	514,290  
	 

	  2015
	 
	367,290  
	 

	  2016
	 
	262,290  
	 

	  2017
	 
	187,530  
	 

	  2018
	 
	187,320  
	 

	  2019
	 
	187,530  
	 

	  2020
	 
	93,660  
	 

	 
	
	
	

	   Totals
	$
	2,100,000  
	 

	 
	

	

	 

	


 
	The tax rate is 40% for all years involved.


 
	Required:



	1. & 3.
	Prepare any journal entry necessary as a direct result of the error described and the adjusting entry for 2016 depreciation. (If no entry is required for a transaction/event, select "No journal entry required" in the first account field.)
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	·   Record the correcting entry.
· Record the 2016 adjusting entry for depreciation.



               



	 
	 


      


	 
	 


     

