
intermediate accounting problems and
solutions

Accounting problems and solutions are fundamental to mastering intermediate
accounting. This comprehensive guide delves into common intermediate
accounting problems, offering detailed explanations and practical solutions
that students and professionals alike can leverage. We will explore critical
areas such as revenue recognition, inventory costing, property, plant, and
equipment accounting, leases, and more. By understanding these intricate
topics and their associated problem-solving techniques, learners can build a
solid foundation in financial accounting principles and prepare for advanced
coursework and professional certifications. Our aim is to demystify complex
concepts and equip readers with the knowledge to confidently tackle any
intermediate accounting challenge.
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Understanding Revenue Recognition Challenges

Revenue recognition is a cornerstone of financial accounting, and
intermediate accounting problems often center on its application under
current standards, such as ASC 606 in the United States. The core principle
is to recognize revenue when control of goods or services is transferred to
the customer, in an amount that reflects the consideration the entity expects
to be entitled to. This seemingly simple principle can become complex when
multiple performance obligations exist within a single contract, when
variable consideration is involved, or when the timing of transfer of control
is ambiguous.

Identifying Performance Obligations

A critical step in revenue recognition is identifying distinct performance
obligations within a contract. A performance obligation is a promise to
transfer a distinct good or service to a customer. A good or service is
distinct if the customer can benefit from it on its own or with other readily
available resources, and the promise to transfer it is separately
identifiable from other promises in the contract. Problems arise when
companies fail to properly disaggregate a contract into its constituent
performance obligations, leading to misstated revenue timing and amounts.

Allocating Transaction Price

Once performance obligations are identified, the next challenge is to
allocate the total transaction price to each obligation. This allocation is
typically based on the relative standalone selling prices of each good or



service. If standalone selling prices are not directly observable, entities
must estimate them using methods such as adjusted market assessment, expected
cost plus a margin, or residual approach. Errors in estimating standalone
prices or in applying the allocation method can significantly distort
reported revenues for individual obligations.

Accounting for Variable Consideration

Variable consideration, such as rebates, discounts, bonuses, or refunds,
introduces another layer of complexity. Entities must estimate the amount of
variable consideration they expect to receive and include it in the
transaction price, but only to the extent that a significant revenue reversal
is not probable. Estimating variable consideration, especially when
contractual terms are vague or performance is uncertain, is a frequent source
of intermediate accounting problems. The potential for subsequent adjustments
adds further complexity.

Inventory Valuation and Cost Flow Assumption
Problems

Inventory valuation is a critical aspect of accounting for businesses that
hold stock. Intermediate accounting problems in this area typically revolve
around choosing an appropriate cost flow assumption and correctly applying
it, especially when costs fluctuate. The choice of assumption directly
impacts both the cost of goods sold (COGS) and the ending inventory value on
the balance sheet, thereby affecting gross profit and net income.

Specific Identification Method

The specific identification method tracks the actual cost of each individual
inventory item. While this method provides the most accurate reflection of
costs, it is often impractical for businesses with large volumes of identical
or similar inventory items. Problems can arise if the cost tracking system is
not robust enough to handle the detailed record-keeping required, leading to
potential errors in cost assignment.

FIFO (First-In, First-Out)

Under FIFO, the first units purchased are assumed to be the first units sold.
This means that the cost of goods sold reflects older costs, while ending
inventory reflects the most recent purchase costs. During periods of rising
prices, FIFO results in a lower COGS and a higher ending inventory, leading
to higher reported net income. Conversely, in periods of falling prices, FIFO
leads to higher COGS and lower ending inventory.

LIFO (Last-In, First-Out)

LIFO assumes that the last units purchased are the first units sold. This
results in COGS reflecting more recent costs, and ending inventory reflecting
older costs. During periods of rising prices, LIFO yields a higher COGS and a
lower ending inventory, resulting in lower reported net income. This can



offer tax advantages as lower taxable income leads to lower tax payments.
However, LIFO is not permitted under International Financial Reporting
Standards (IFRS), which is a key consideration for multinational companies.

Weighted-Average Method

The weighted-average method calculates a weighted-average cost for all
inventory items available for sale. This average cost is then used to
determine both COGS and ending inventory. This method smooths out cost
fluctuations and is generally considered a middle ground between FIFO and
LIFO in terms of cost flow. Problems can occur in the calculation of the
weighted average, particularly if inventory levels change frequently.

Lower of Cost or Market (LCM) and Lower of Cost or
Net Realizable Value (LCNRV)

Beyond cost flow assumptions, inventory must be reported at the lower of its
cost or its market value (for LIFO) or net realizable value (for FIFO and
weighted-average). This conservatism principle requires write-downs if the
market value or NRV falls below cost. Intermediate accounting problems often
involve correctly determining the market value or NRV and applying the write-
down, which impacts COGS and the valuation of ending inventory.

Accounting for Property, Plant, and Equipment
(PP&E) Issues

Accounting for Property, Plant, and Equipment (PP&E) involves significant
capital investments and complex accounting treatments over their useful
lives. Intermediate accounting problems in this domain frequently concern the
initial recognition, subsequent measurement, and eventual disposal of these
long-lived assets.

Capitalization of Costs

A primary challenge is determining which costs should be capitalized as part
of the asset's initial cost versus which should be expensed as incurred.
Costs directly attributable to acquiring an asset and bringing it to the
location and condition necessary for it to be capable of operating in the
manner intended by management are capitalized. This includes purchase price,
import duties, non-refundable taxes, and any costs directly attributable to
bringing the asset to its working condition. Problems arise with mixed costs,
such as significant installation costs, training costs, or initial operating
losses, where the distinction between capitalization and expensing can be
blurry.

Depreciation Methods

Once capitalized, PP&E assets are depreciated over their useful lives.
Intermediate accounting problems often involve selecting and applying
appropriate depreciation methods. Common methods include straight-line,



declining-balance, and units-of-production. Each method allocates the cost of
the asset differently over its service life. Choosing the method that best
reflects the pattern in which the asset's future economic benefits are
expected to be consumed by the entity is crucial. Changes in estimates for
useful life or salvage value also present common accounting challenges,
requiring retrospective application of the change to depreciation expense.

Impairment of Assets

When the carrying amount of an asset exceeds its recoverable amount (the
higher of fair value less costs to sell and value in use), an impairment loss
must be recognized. Identifying indicators of impairment, performing the
impairment test, and calculating the impairment loss are complex processes.
Intermediate accounting problems often test the ability to recognize and
measure these losses correctly, ensuring that assets are not overstated on
the balance sheet.

Subsequent Expenditures

Distinguishing between expenditures that should be capitalized (improving the
asset, extending its useful life) and those that should be expensed (routine
maintenance and repairs) is another common area of difficulty. Capitalized
subsequent expenditures increase the asset's carrying amount, while expensed
items are recognized as expenses in the period incurred. Incorrectly
capitalizing repair costs can lead to an overstatement of assets and an
understatement of expenses.

Lease Accounting Complexities and Solutions

Lease accounting has undergone significant changes with the introduction of
new accounting standards, such as ASC 842 and IFRS 16. These standards
require most leases to be recognized on the balance sheet by lessees,
fundamentally altering how lease obligations are presented.

Right-of-Use (ROU) Assets and Lease Liabilities

Under the new standards, lessees must recognize a right-of-use (ROU) asset
and a corresponding lease liability for most leases. The ROU asset represents
the lessee's right to use the underlying asset for the lease term, and the
lease liability represents the lessee's obligation to make lease payments.
Calculating the initial measurement of these items, particularly the lease
liability (discounted future lease payments), can be complex. Problems arise
in determining the lease term, the appropriate discount rate, and the
variable lease payments that should be included.

Classification of Leases

While both lessees and lessors must account for leases, the classification
criteria differ. For lessees, leases are generally classified as operating
leases or finance leases, with different income statement and balance sheet
presentations. For lessors, classification into sales-type, direct financing,



or operating leases depends on the transfer of risks and rewards of
ownership. Intermediate accounting problems often require students to apply
these classification criteria correctly based on the lease terms.

Executory Costs and Lease Modifications

Executory costs, such as insurance and maintenance, that are not paid by the
lessee are excluded from the lease liability calculation. Determining which
costs are executory and how to handle them presents a common challenge. Lease
modifications, such as extending the lease term or changing payments, also
require careful accounting treatment, often involving remeasurement of the
lease liability and ROU asset, which can be a source of errors.

Investments and Financial Instruments Problems

Investments and financial instruments, including stocks, bonds, and
derivatives, introduce a wide array of accounting complexities due to their
varied nature, valuation methods, and potential for gains and losses.

Classification and Measurement

Under current accounting standards, financial instruments are classified into
different categories based on the entity's business model for managing the
financial assets and the contractual cash flow characteristics of the
financial asset. Common categories include financial assets at amortized
cost, financial assets at fair value through other comprehensive income
(FVOCI), and financial assets at fair value through profit or loss (FVTPL).
Problems arise in correctly classifying these instruments and applying the
appropriate measurement basis, especially when the business model or cash
flow characteristics change.

Fair Value Accounting

Many financial instruments are measured at fair value. Determining fair value
can be challenging, particularly for instruments that are not actively traded
in public markets. Intermediate accounting problems often involve
understanding the hierarchy of fair value inputs, which prioritizes
observable inputs (Level 1) over unobservable inputs (Level 3). Valuation
techniques, such as discounted cash flow models, are often required when
observable prices are unavailable, leading to potential estimation errors.

Impairment of Financial Assets

Financial assets carried at amortized cost or FVOCI are subject to impairment
testing. The current expected credit loss (CECL) model, which requires
entities to recognize expected credit losses over the life of the financial
asset, has added significant complexity compared to previous incurred loss
models. Problems arise in estimating expected credit losses, considering
various economic scenarios, and updating these estimates over time.



Deferred Taxes and Other Advanced Topics

Deferred taxes and other advanced accounting topics represent areas where
conceptual understanding and meticulous application of rules are paramount.
These areas often build upon foundational accounting principles but introduce
significant complexities.

Deferred Tax Assets and Liabilities

Deferred tax assets and liabilities arise from temporary differences between
the tax basis of an asset or liability and its carrying amount in the
financial statements. Intermediate accounting problems frequently involve
identifying these temporary differences, calculating the future tax
consequences, and recognizing the deferred tax asset or liability. Common
sources of temporary differences include differences in depreciation methods,
warranty expenses, and revenue recognition timing. The valuation allowance
for deferred tax assets, which reduces the carrying amount of a deferred tax
asset if it is more likely than not that some portion will not be realized,
is another critical area of concern.

Interim Financial Reporting

Interim financial statements (e.g., quarterly reports) require a different
approach to accounting for revenues, expenses, and other items. Many costs
and expenses incurred uniformly throughout the year are allocated to interim
periods. The most significant challenge in interim reporting is determining
the appropriate accounting for income taxes, which are based on an estimate
of the annual effective tax rate. Seasonal variations in revenue and expenses
also complicate the allocation of costs and the recognition of income.

Earnings Per Share (EPS)

Calculating earnings per share, especially for companies with complex capital
structures, is a common intermediate accounting problem. Diluted EPS
considers the impact of potential common shares, such as stock options,
convertible securities, and warrants. Intermediate accounting problems often
involve applying the treasury stock method or the if-converted method to
calculate the dilutive effect of these potential common shares and adjusting
net income and the number of shares outstanding accordingly.

Common Errors and How to Avoid Them

Navigating intermediate accounting presents numerous opportunities for error.
Understanding these common pitfalls is the first step toward avoiding them
and ensuring accurate financial reporting.

Misapplication of Accounting Standards

One of the most prevalent errors is the misinterpretation or misapplication
of complex accounting standards. This can stem from insufficient
understanding of the nuances of a particular standard or from overlooking



specific requirements. Thorough study, consistent practice with a variety of
problem types, and consulting authoritative guidance are essential for
mitigating this risk.

Calculation Mistakes

Simple arithmetic errors can lead to significant inaccuracies in financial
statements. This is particularly true in calculations involving depreciation,
amortization, interest, and the time value of money. Double-checking
calculations, using reliable calculators or software, and developing a
systematic approach to problem-solving can help reduce these errors.

Failure to Identify All Relevant Information

Accounting problems often contain a wealth of information, some of which may
be extraneous. Conversely, crucial details can sometimes be overlooked. It is
vital to read each problem carefully, identify all relevant facts and
figures, and understand the specific question being asked before beginning to
solve. Creating an organized list of given data can be beneficial.

Incorrect Journal Entry Recording

The foundation of accounting lies in accurate journal entries. Errors in
debiting and crediting the correct accounts, or in failing to record all
necessary transactions, can cascade through the entire accounting process.
Practicing the construction of journal entries for a wide range of
transactions and understanding the double-entry system thoroughly are key to
preventing such mistakes.

Ignoring the Importance of Footnotes and Disclosures

While the focus is often on the numbers, footnotes and disclosures provide
essential context and detail about a company's financial position and
performance. Failing to consider or correctly interpret these disclosures can
lead to an incomplete understanding of the financial statements and errors in
subsequent analysis or reporting. Always pay close attention to all
accompanying notes and supplementary information provided in accounting
problems.

FAQ

Q: What are the most common areas of difficulty for
students in intermediate accounting?
A: Students often struggle with revenue recognition under ASC 606, lease
accounting (ASC 842), derivatives and hedging, and accounting for income
taxes. These topics involve complex rules, extensive judgment, and require a
deep understanding of the underlying principles rather than rote
memorization.



Q: How can I effectively practice intermediate
accounting problems?
A: Effective practice involves a multi-faceted approach. Start by thoroughly
understanding the theoretical concepts behind each topic. Then, work through
textbook examples and end-of-chapter problems, starting with simpler ones and
progressing to more complex scenarios. Utilize practice sets, case studies,
and past exam questions if available. Crucially, understand why a solution is
correct, not just that it is correct.

Q: What is the significance of "substance over form"
in intermediate accounting problems?
A: "Substance over form" is a fundamental accounting principle that
emphasizes that the economic substance of a transaction or event should take
precedence over its legal or superficial form. In intermediate accounting
problems, this means looking beyond the legal documentation to understand the
true economic impact of a transaction to ensure it is recorded and presented
accurately in the financial statements.

Q: How do changes in accounting standards impact
intermediate accounting problems?
A: Changes in accounting standards, such as the adoption of ASC 842 for
leases or ASC 606 for revenue recognition, fundamentally alter how certain
transactions are accounted for. Intermediate accounting problems will often
test the knowledge of these new standards, requiring students to apply the
revised rules, understand the impact on financial statements, and compare
them with previous accounting treatments.

Q: What is the role of estimates and judgments in
solving intermediate accounting problems?
A: Estimates and judgments are integral to many intermediate accounting
problems. This includes estimating useful lives of assets for depreciation,
estimating the allowance for doubtful accounts, estimating the fair value of
financial instruments, and estimating variable consideration in revenue
recognition. Understanding how to make reasonable estimates based on
available information and recognizing the impact of these judgments on
financial reporting is a key skill.

Q: How can I improve my understanding of financial
statement analysis in the context of intermediate
accounting problems?
A: To improve financial statement analysis skills, focus on understanding the
relationships between different accounts and their impact on key financial
ratios. Practice analyzing the financial statements resulting from the
accounting treatments covered in intermediate accounting problems. Understand
how different accounting choices affect profitability, liquidity, and
solvency metrics. Connecting the accounting mechanics to their real-world
financial implications is crucial.



Q: What are some common errors made when accounting
for leases under ASC 842?
A: Common errors in lease accounting include incorrect calculation of the
lease liability and right-of-use asset, misclassification of leases
(operating vs. finance), improper accounting for variable lease payments or
lease modifications, and failure to recognize all leases that meet the
definition of a lease under the standard. Ensuring all components of the
lease agreement are considered is vital.
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