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Part | — Essay-Style Drills & Model Answers (20)

Essay 1: Decision Usefulness vs. Stewardship

Contrast the decision usefulness objective of financial reporting with
stewardship/accountability. Why does this matter for standard setting?

Model answer: Decision usefulness prioritizes information that helps investors and creditors
predict cash flows (relevance, faithful representation). Stewardship emphasizes how
management used resources. Balancing both affects presentation (e.g., performance vs.
OCl), disclosure emphasis, and prudence.

Essay 2: Qualitative Characteristics

Explain 'relevance' and 'faithful representation' and give one enhancing characteristic that
supports each.

Model answer: Relevance: information with predictive/confirmatory value and materiality.
Faithful representation: complete, neutral, free from error (within cost-benefit). Enhancers:
timeliness and comparability support relevance; verifiability and understandability support
faithful representation.

Essay 3: Recognition vs. Disclosure
When should an element be recognized on the face of the statements rather than disclosed?

Model answer: Recognize when it meets the definition of an element and recognition criteria
(probable future economic benefits/obligations and reliable measurement). Disclose when
uncertainty or measurement prevents recognition but users still need information.

Essay 4: Measurement Bases

Compare historical cost vs. current value (fair value) with one example where each is
decision-useful.

Model answer: Historical cost is verifiable and stable (e.g., amortized cost for long-term
loans). Fair value reflects current market conditions (e.qg., trading securities). Choice affects
volatility and comparability.

Essay 5: Revenue Recognition
Summarize the five-step model and describe a situation involving variable consideration.

Model answer: Identify contract and performance obligations; determine and allocate
transaction price; recognize revenue when obligations are satisfied. Variable consideration
(bonuses, rebates) is estimated with constraint to avoid significant reversal.

Essay 6: Leases Overview
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For a lessee, outline initial recognition and subsequent measurement in modern standards.

Model answer: Recognize a right-of-use asset and lease liability at PV of payments;
subsequently depreciate the ROU asset and recognize interest on the liability; remeasure for
certain changes (term, rates, options).

Essay 7: Impairment of Assets
Explain recoverable amount and indicators that trigger an impairment test.

Model answer: Recoverable amount is the higher of fair value less costs of disposal and value
in use. Indicators: market declines, obsolescence, adverse changes, underperformance;
goodwill and indefinite-life intangibles tested at least annually.

Essay 8: Provisions vs. Contingent Liabilities
Differentiate provisions from contingent liabilities and give one example.

Model answer: Provisions are recognized for present obligations with probable outflows that
can be estimated (e.g., warranty). Contingent liabilities are possible obligations or not
reliably measurable—disclose only unless outflow is remote.

Essay 9: Financial Instruments — Basics

Explain amortized cost vs. fair value through profit or loss for debt instruments in
principle-based terms.

Model answer: Amortized cost is used when holding to collect contractual cash flows (solely
principal and interest) with effective interest rate. FVTPL is used when held for trading or
cash flows are not solely principal and interest.

Essay 10: OCI vs. Profit or Loss
What is the rationale for presenting some gains/losses in other comprehensive income (OCI)?

Model answer: OCI separates items not reflective of current period performance (e.g., certain
remeasurements, FV changes for hedges). It protects P&L; from volatility while preserving
transparency; recycling policies vary by item.

Essay 11: Consolidation Principles
Define control and the key steps in preparing consolidated financial statements.

Model answer: Control exists with power over investee, exposure to variable returns, and
ability to affect those returns. Steps: align policies/periods, eliminate intra-group
balances/transactions, recognize goodwill or gain on bargain purchase, allocate NCI.

Essay 12: Business Combinations — Goodwill
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What creates goodwill and how is it tested subsequently?

Model answer: Goodwill arises when consideration exceeds fair value of identifiable net
assets. Subsequently it is not amortized but tested annually for impairment at the CGU level.

Essay 13: Accounting Policies vs. Estimates

Give an example of a change in accounting policy versus a change in estimate and describe
reporting.

Model answer: Policy change: switching inventory method (requires retrospective application
unless impracticable). Estimate change: revising asset useful life (prospective application).
Disclose nature and effects.

Essay 14: Earnings Management & Ethics
Identify two forms of earnings management and one governance safeguard.

Model answer: Real activities manipulation (cutting R&D;) and accrual-based manipulation
(aggressive revenue recognition). Safeguard: independent audit committee oversight and
robust internal controls/whistleblowing.

Essay 15: Segment Reporting
Why is segment reporting useful and how might management approach bias affect it?

Model answer: It reveals performance and risk by business/geography. The management
approach increases relevance but may reduce comparability; clear reconciliation helps users.

Essay 16: Comprehensive Income Presentation
Discuss a single-statement vs. two-statement approach to performance reporting.

Model answer: Single combines P&L; and OCI; two presents P&L; then OCI. Choice affects
readability but not totals; consistent labeling and subtotals enhance clarity.

Essay 17: Sustainability/ESG Overview
How can sustainability information be decision-useful to investors?

Model answer: It can affect cash flows and risk (e.g., carbon pricing, supply-chain resilience).
Decision-useful ESG data are material, verifiable, and linked to strategy and metrics/targets.

Essay 18: Positive vs. Normative Accounting Theory
Differentiate positive accounting theory from normative approaches with one application.

Model answer: Positive theory explains/predicts choices (e.g., debt covenants drive
conservative accounting). Normative prescribes what 'should be' for fairness/efficiency (e.g.,
current cost accounting proposals).
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Essay 19: Disclosure Quality
What features indicate high-quality disclosure in annual reports?

Model answer: Material, specific, balanced (both risks and opportunities), clear linkage to
numbers, reconciliations, and consistency over time; avoids boilerplate.

Essay 20: Ethical Frameworks in Reporting

Apply one ethical framework to a dilemma involving aggressive non-GAAP metrics in a press
release.

Model answer: Utilitarian: weigh benefits vs. harms to investors; Deontological: duty to be
truthful and non-misleading; Virtue ethics: integrity. Best practice is transparent
reconciliation and avoidance of cherry-picking.

Buy the Full Accounting Theory Pack — Instant Download
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Part Il — Multiple-Choice Questions with Explanations (20)
MCQ 1. Which pair lists the two fundamental qualitative characteristics?

A) Relevance and faithful representation
B) Comparability and verifiability
C) Timeliness and understandability

)

D) Materiality and prudence

Explanation: Relevance and faithful representation are fundamental; the others are
enhancing.

MCQ 2. Information is material if:

A) It changes management bonuses

B) Its omission or misstatement could influence users’ decisions
C) ltis larger than 5% of profit

D) It is disclosed in notes

Explanation: Materiality depends on nature and magnitude judged in context.

MCQ 3. A provision should be recognized when:

A) There is a possible obligation with remote outflow

B) There is a present obligation with probable outflow and reliable estimate
C) There is only a future plan
)

D) The amount cannot be estimated at all

Explanation: Present obligation + probable outflow + reliable estimate are required.

MCQ 4. A contingent liability is:
A) Always recognized
B) Never disclosed
C) A possible obligation or present obligation not recognized due to uncertainty
)

D) Recognized as an asset

Explanation: Usually disclosed unless outflow is remote.

MCQ 5. Under a lessee model, at commencement the lessee:

A) Recognizes only rent expense
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B) Recognizes a right-of-use asset and lease liability
C) Recognizes nothing until first payment

D) Recognizes only a provision

Explanation: Modern standards require ROU asset and lease liability initially.

MCQ 6. The constraint on variable consideration prevents:

A) Use of any estimates

B) Significant revenue reversal
C) Recognizing any bonuses

D) Allocation of transaction price

Explanation: Estimate, but constrain to avoid significant reversal.

MCQ 7. Recoverable amount of an asset is:

A) Lower of cost and NRV

B) Higher of fair value less costs of disposal and value in use
C) Fair value only
)

D) Historical cost less depreciation

Explanation: Recoverable amount compares FVLCD and VIU.

MCQ 8. Goodwill is tested for impairment:

A) Monthly

B) Annually and when indicators exist
C) Never

D) Only if sold

Explanation: Annual test and on indicators.

MCQ 9. Control for consolidation requires:

A) Over 50% voting always

B) Power over investee, exposure to returns, and ability to affect returns
C) Board seat only
)

D) A loan to the investee

Explanation: Three elements define control; voting is common but not the only path.
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MCQ 10. Earnings management through real activities includes:

A) Change useful life estimate

B) Cutting discretionary expenditures to meet targets
C) Changing inventory cost formula retrospectively
)

D) Switching auditors

Explanation: Real activities manipulation alters actual operations (e.g., cutting R&D;).

MCQ 11. An example of OCI item is:

A) Revenue from contracts with customers

B) Unrealized gains on some hedging instruments (effective portion)
C) Cost of goods sold
)

D) Wages expense

Explanation: Certain hedge remeasurements sit in OCI.

MCQ 12. A change from straight-line to units-of-production depreciation is:
A) A change in accounting policy
B) A change in estimate, applied prospectively
C) An error correction
)

D) A prior-period adjustment to equity

Explanation: Changes in estimates are prospective.

MCQ 13. Segment reporting under the management approach means:
A) Using only industry-defined segments
B) Using internal reporting used by CODM
C) Using arbitrary geographic splits
D) No reconciliation needed

Explanation: Segments follow internal reports to the chief operating decision maker.

MCQ 14. Amortized cost is appropriate when the business model is:

A) Hold to collect contractual cash flows that are solely principal and interest

B) Trading for short-term gains
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C) Equity instruments with dividends only

D) Speculative derivatives

Explanation: HTC with SPPI cash flows qualifies for amortized cost.

MCQ 15. The objective of general purpose financial reporting is to:
A) Comply with tax law
B) Provide information useful to existing and potential investors, lenders, and other creditors
C) Maximize reported profit
D) Eliminate management judgment

Explanation: Focus is on decision usefulness to capital providers.

MCQ 16. Disclosure quality is strongest when:

A) Boilerplate language is used

B) Risks and assumptions are specific and linked to numbers
C) Only positive news is highlighted
)

D) Technical jargon obscures meaning

Explanation: Specific, balanced, and linked to metrics improves usefulness.

MCQ 17. Which best describes stewardship information?
A) How management used resources entrusted to it
B) The exact market value of equity
C) Only forward-looking forecasts
)

D) Only non-financial KPIs

Explanation: Stewardship emphasizes accountability for resource use.

MCQ 18. Recognizing an asset requires:
A) Probable future economic benefits and reliable measurement
B) A signed contract only
C) Cash received
D) Approval by shareholders

Explanation: Definition and recognition criteria must be met.
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MCQ 19. In impairment testing, value in use is:

A) Replacement cost
B) Present value of future cash flows from the asset/CGU
C) Fair value per Level 1 prices only

D) Historic proceeds from sale

Explanation: VIU is the discounted cash flows from continued use and disposal.

MCQ 20. Ethically presenting non-GAAP metrics requires:

A) No reconciliation
B) Cherry-picking only favourable items
C) Clear reconciliation to GAAP/IFRS and balanced presentation

D) Replacing audited numbers

Explanation: Reconcile and present fairly to avoid misleading users.
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About This Study Guide

This sampler mirrors the full Accounting Theory & Applications pack: essay-style drills and
MCQs with clear rationales across the conceptual framework and common applications
(revenue, leases, impairment, provisions, financial instruments, consolidation, and disclosure
quality), plus ethics and ESG context.

You are welcome to share this sample with classmates. If posting online, please link back to
PrepPool.com. Always check your course guidance and the most current standards.
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