
 
 

Mid Term Exam 
Intermediate Financial Accounting II 

Winter 2009 
ADM3340M 

 
 

(SUGGESTED SOLUTIONS) 
 

Name:       ID#:      
 
 
Instructions: 
 
1. Write your name and student ID number above. 
 
2. Cell phones and all other communication devices are prohibited. 

 
2. This examination “SUGGESTED SOLUTION” comprises 4 questions over 15 numbered 

pages. Answer all questions in this booklet. Booklet is not to be removed from the 
examination room.  You may not separate the pages.   

 
3. Limit your answer to the space provided.  Blank sheets for rough work and supporting 

calculations are given at the end of each question. 
 
4. This exam is out of 100 marks and is 2½ hours long. You should budget approximately 

1.5 minutes per mark. 
 

5. Please do not ask the invigilator or the professor any questions, as they will not be 
answered. State reasonable assumptions, if you feel they are necessary. 

 
6. Present value tables are provided on page 15. 
 

7. Language (non-electronic) dictionaries are allowed. 
 

8. You must sign the Statement of Academic integrity on page 2 of this exam. 
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You must sign the following 
 
Statement of Academic Integrity 
The Telfer School of Management does not condone academic fraud, an act by a student that 
may result in a false academic evaluation of that student or of another student. Without limiting 
the generality of this definition, academic fraud occurs when a student commits any of the 
following offences: plagiarism or cheating of any kind, use of books, notes, mathematical tables, 
dictionaries or other study aid unless an explicit written note to the contrary appears on the exam, 
to have in his/her possession cameras, radios (radios with head sets), tape recorders, pagers, 
cell phones, or any other communication device which has not been previously authorized in 
writing.  
 
Statement to be signed by the student: 
I have read the text on academic integrity and I pledge not to have committed or attempted to 
commit academic fraud in this examination. 
 
Signed:______________________________________   
 
Note: an examination without this signed statement will not be graded and will receive an  
exam grade of zero.  
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QUESTION 1 (20 marks) 
Multiple choice questions: enter your answer in the table below. 

 

*Q8 (option a):  Long-term liabilities that will mature in the next 12 months 
should not be included as current liabilities if they will be paid using assets that 
the company has accumulated for this specific purpose and has not reported as 
current assets. When current assets are not used or no other current liabilities 
are created in order to repay the maturing liability, it is incorrect to classify the 
liability as current.

1 d 

2 b 

3 c 

4 d 

5 d 

6 c 

7 c 

8* c 

9 a 

10 c 

11 c 

12 d 

13 b 

14 b 

15 c 

16 c 

17 a 

18 d 

19 a 

20 a 



ADM3340M Winter 2009   Midterm Examination Suggested Solutions 4/15 

Multiple choice questions: enter your answer in the table above. 
  

1. Held-to-maturity investments are accounted for at 

  a. fair value. 
  b. lower of cost and fair value. 
  c. net present value. 
  d. amortized cost. 
 
2.  Available-for-sale investments are reported at 
  a. cost. 
  b. fair value. 
  c. lower of cost and fair value. 
  d. amortized cost. 
 
3.   Comprehensive income is included as part of 
  a. retained earnings. 
  b. net income. 
  c. shareholders’ equity. 
  d. unearned revenue. 
 
4.  The equity method of accounting for equity securities is used for 
  a. available-for-sale equity investments. 
  b. trading securities. 
  c. investments without significant influence. 
  d. investments with significant influence. 
 
5.  Dane, Inc., owns 35% of Marin Corporation. During the calendar year 2006, Marin had net 

earnings of $300,000 and paid dividends of $30,000. Dane mistakenly recorded these 
transactions using the cost method rather than the equity method of accounting. What 
effect would this have on the investment account, net income, and retained earnings, 
respectively? 

  a. Understate, overstate, overstate 
  b. Overstate, understate, understate 
  c. Overstate, overstate, overstate 
  d. Understate, understate, understate 
 
6.  Long-term investments in equity securities should be written down if  
  a. it is probable that the investor will not be able to collect all amounts due. 
  b. there is a permanent decline in value. 
  c. there is an other than temporary decline in value. 
  d. the market value is less than the carrying value. 
 
7.  Companies using differential reporting may account for equity investments under 

significant influence by which alternative method to the one normally required? 
  a. Consolidation 
  b. Fair value 
  c. Cost 
  d. Any of these 
 
8.  Which of the following items is a current liability? 
  a. Bonds (for which there is an adequate sinking fund properly classified as a long-term 

investment) due in three months. 
  b. Bonds due in three years. 
  c. Bonds (for which there is an adequate appropriation of retained earnings) due in 

eleven months. 
  d. Bonds to be refunded when due in eight months, there being no doubt about the 

marketability of the refunding issue. 
 
9.  Mark Ward is a farmer who owns land that borders on the right-of-way of the Northern 

Railroad. On August 10, 2008, due to the admitted negligence of the Railroad, hay on the 
farm was set on fire and burned. Ward had had a dispute with the Railroad for several 
years concerning the ownership of a small parcel of land. The representative of the 
Railroad has offered to assign any rights that the Railroad may have in the land to Ward in 
exchange for a release of his right to reimbursement for the loss he has sustained from 
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the fire. Ward appears inclined to accept the Railroad's offer. The Railroad's 2008 
financial statements should include the following related to the incident: 

  a. recognition of a loss and creation of a liability for the value of the land. 
  b. recognition of a loss only. 
  c. creation of a liability only. 
  d. disclosure in note form only. 
 
10.  Gomez Corporation, a manufacturer of household paints, is preparing annual financial 

statements at December 31, 2008. Because of a recently proven health hazard in one of 
its paints, the government has clearly indicated its intention of having Gomez recall all 
cans of this paint sold in the last six months. The management of Gomez estimates that 
this recall would cost $800,000. What accounting recognition, if any, should be accorded 
this situation? 

  a. No recognition 
  b. Note disclosure only 
  c. Operating expense of $800,000 and liability of $800,000 
  d. Appropriation of retained earnings of $800,000 
 
11.  When a company sets aside money in a trust such that the investment and any return will 

be sufficient to pay the principal and the interest to the creditor, but the creditor does not 
release the company from the primary obligation to settle the debt, this type of 
arrangement is known as 

  a. substantive repayment. 
  b. in-substance refunding. 
  c. in-substance defeasance. 
  d. legal defeasance. 
 
 12. Which of the following must be disclosed relative to long-term debt maturities and sinking 

fund requirements? 
 a. The present value of future payments for sinking fund requirements and long-term 

debt maturities during each of the next five years. 
 b. The present value of scheduled interest payments on long-term debt during each of 

the next five years. 
 c. The amount of scheduled interest payments on long-term debt during each of the next 

five years. 
 d. The amount of future payments for sinking fund requirements and long-term debt 

maturities during each of the next five years. 
 
13.  The pre-emptive right of a common shareholder is the right to 
  a. share proportionately in corporate assets upon liquidation. 
  b. share proportionately in any new issues of shares of the same class. 
  c. receive cash dividends before they are distributed to preferred shareholders. 
  d. exclude preferred shareholders from voting rights. 
 
14.  How should a "gain" from the sale of treasury shares be reflected in the financial 

statements? 
  a. As ordinary earnings shown on the income statement 
  b. As contributed surplus from treasury shares transactions 
  c. As an increase in the amount shown for common shares 
  d. As an extraordinary item shown on the income statement 
 
 15. According to the CBCA, when a company purchases its own shares on the market 
  a. they are recorded with a debit to Treasury Shares. 
  b. the amount is deducted from the share class to which they belong. 
  c. they must be cancelled. 
  d. the excess of purchase price over cost is a loss. 
 
 16. At the date of the financial statements, common shares issued would exceed common 

shares outstanding as a result of the 
  a. declaration of a stock split. 
  b. declaration of a stock dividend. 
  c. purchase of treasury shares. 
  d. payment in full of subscribed shares. 
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17.  Farmer Corporation owns 4,000,000 shares of shares in Baha Corporation. On December 
31, 2008, Farmer distributed these shares as a dividend to its shareholders. This is an 
example of a 

  a. property dividend. 
  b. stock dividend. 
  c. scrip dividend. 
  d. cash dividend. 
 
18.  Declaration and issuance of a stock dividend 
  a. increases the current ratio. 
  b. decreases the amount of working capital. 
  c. decreases total shareholders' equity. 
  d. has no effect on total assets, liabilities, or shareholders' equity. 
 
19.  What effect does the issuance of a 2-for-1 stock split have on each of the following 

balance sheet accounts? 

   Common Shares Retained Earnings 
  a. No effect No effect 
  b. Increase No effect 
  c.  Decrease No effect 
  d. Decrease Decrease 
 
20.  A company wishes to raise funds by issuing either bonds or cumulative preferred shares. 

How will the annual interest or dividend affect total liabilities each year? 
  a. Interest is a current liability each year (until paid). 
  b. Undeclared cumulative preferred dividends are a current liability each year (until paid). 
  c. Both interest and undeclared cumulative preferred dividends are current liabilities 

each year (until paid). 
  d. Interest and cumulative preferred dividends in arrears are current liabilities each year 

(until paid). 
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QUESTION 2 (27 marks) 
 
Answer both parts. Each part is independent. 
 
PART 1:  (17 marks) 
 
On January 1, 2009, Jovi Inc. purchased $200,000-face-value 8% bonds of Mercury Ltd. For 
$184,557. The bonds were purchased to yield 10% interest. Interest is payable semi-annually on 
July 1 and January 1 and the bonds mature on January 1, 2014. On March 31, 2010, to meet its 
liquidity needs, Jovi sold the bonds for $194,769 plus accrued interest. 
 
Required 
a. Prepare the journal entry to record the bond purchase on January 1, 2009. Assume that the 

bonds are classified as available for sale. 
b. Prepare the amortization schedule, using the effective interest method, for the bonds from the 

date of purchase to July 1, 2010. 
c. Prepare the journal entries to record the semi-annual investment interest income on July 1, 

2009 and December 31, 2009. 
d. The fair value of the Mercury bonds on December 31, 2009 is $190,449. Prepare the 

necessary adjusting entry needed to bring the investment to fair value at December 31, 2009. 
e. Prepare the journal entry(ies) to record the events associated with the sale of the bonds on 

March 31, 2010. 
 
(a) January 1, 2009 purchase entry: 
 Investment in Mercury Ltd. Bonds (AFS) .........................  184,557 
  Cash .......................................................................   184,557 
 

(b) The amortization schedule is as follows: 
 
 Partial Schedule of Interest Income and Bond Discount 
 Amortization—Effective Interest Method 
 8% Bonds Purchased to Yield 10% 
    

 
 
Date 

 
Cash 

Received 

Investment 
Interest 
Income 

Bond 
Discount 

Amortization 

Amortized 
Cost of 
Bonds      

01/01/09 
07/01/09 
01/01/10 
07/01/10 
01/01/11 
07/01/11 
01/01/12 
07/01/12 
01/01/13 
07/01/13 
01/01/14 
Total 

 
$  8,000 
  8,000 
  8,000 
  8,000 
  8,000 
  8,000 
  8,000 
  8,000 
  8,000 
  8,000 
$80,000 

 
$ 9,228 
  9,289 
  9,354 
  9,421 
  9,492 
  9,567 
  9,645 
  9,728 
  9,814 
  9,905 
$95,443 

 
$ 1,228 
  1,289 
  1,354 
  1,421 
  1,492 
  1,567 
  1,645 
  1,728 
  1,814 
  1,905 
$15,443 

$184,557 
 185,785 
 187,074 
 188,428 
 189,849 
 191,341 
 192,908 
 194,553 
 196,281 
 198,095 
 200,000 

 

(c) Interest entries: 
 July 1, 2009 
 Cash .......................................................................... …. 8,000 
 Investment in Mercury Ltd. Bonds (AFS) .........................  1,228 
  Interest Income.......................................................   9,228 

Not 
required. 
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 December 31, 2009 
 Interest Receivable ..........................................................  8,000 
 Investment in Mercury Ltd. Bonds (AFS) .........................  1,289 
  Interest Income.......................................................   9,289 
 
(d) Amortized cost of bond – 31/12/09 $187,074  
 Fair value – 31/12/09  190,449 
 Unrealized holding gain    $3,375 
 
 Investment in Mercury Ltd. Bonds (AFS) ...............................   3,375 
   Holding Gain on Investment in  
   Mercury Ltd. Bonds (OCI) ....................................      3,375 
  
 (e) Cash received for interest = $8,000 X 3/6 = $4,000 

Interest Income = $187,074 X 10% X 3/12 = $4,677 (or $4,677 = $9,354 from the 
amortization table x 3/6) 

 
 Carrying value of bond on Dec. 31, 2010 $190,449 
 Amortization of discount ($4,677 - $4,000)         677* 
 Carrying value of bond on March 30, 2009 $191,126 
 *(Alternatively: amortization of discount $1,354 X 3/6) 

 March 30, 2010 sale entry: 
 Selling price of bonds $194,769  
 Less:  Carrying value of bond  (191,126 ) 
 Unrealized holding gain $  3,643 
 
 March 30, 2010 
 Cash ...............................................................................  4,000 
 Investment in Mercury Ltd. Bonds (AFS) .........................  677  
  Interest Income.......................................................   4,677 
 

Cash ...............................................................................  194,769 
Holding Gain on Mercury Bonds (OCI) ............................  3,375 

  Investment in Mercury Ltd. Bonds (AFS) (190,449 + 677)  191,126  
  Gain (realized) on sale of Investments [194,769 – (187,074 – 677)] 7,018 
                                                       OR 
 Investment in Mercury Ltd. Bonds (AFS) .........................  3,643 
  Holding Gain on Mercury Bonds (OCI)...................   3,643 
 
 Cash ...............................................................................  194,769 
  Investment in Mercury Ltd. Bonds (AFS) ...............   194,769  
 
 Holding Gain on Mercury Bonds (OCI) ............................  7,018  
  .................. Gain (realized) on sale of Investments  7,018 
   
 Selling price of bonds $194,769  
 Amortized cost of bond ($187,074 + 677) (187,751) 
 Realized gain on sale of bonds                                                                      $7,018 
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PART 2:  (10 marks) 
 
 
Steffi Inc. commenced business in 2008 and its accounting year-end is December 31. At 
December 31, 2008, the available-for-sale equity portfolio of Steffi Inc. was as follows: 
 

Security Cost and Carrying 
Amount 

Fair value Unrealized Gain 
(Loss) 

A $17,500 $15,000 $(2,500) 
B 12,500 14,000 1,500 
C 23,000 25,500 2,500 

Total $53,000 $54,500 $1,500 
 
On January 20, 2009, Steffi Inc. sold security A for $15,100. 
 
Required 
a. Prepare any entry(ies) required at December 31, 2008. 
b. Prepare the journal entries for the 2009 sale of security A. 
 
(a) December 31, 2008 
 Investment in B. ............................................................... 1,500 
 Investment in C. ............................................................... 2,500 
 Holding Loss on A (OCI) .................................................. 2,500 
  Holding Gain on B (OCI) ........................................  1,500 
  Holding Gain on C (OCI) ........................................  2,500 
  Investment in A.......................................................  2,500 
 
  
(b) Calculation of realized gain or loss on sale of security: 
  Proceeds from sale of security A $15,100 
  Cost of security A    17,500 
  Loss on sale of security ($  2,400 ) 
  
 
 January 20, 2009 
 Cash ........................................................................................  15,100 
 Loss on Sale of A ......................................................................  2,400 
  Holding Loss on A (OCI) .................................................   2,500 
  Investment in A................................................................   15,000 
          OR 
  
 Investment in A .........................................................................  100 
  Holding Gain on A (OCI) .................................................   100 
 Cash ........................................................................................  15,100 
  Investment in A................................................................   15,100 
 Loss on Sale of A ......................................................................  2,400 
  Holding Loss on A (OCI) .................................................   2,400 
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QUESTION 3 (27 marks) 
 
Answer all three (3) parts. Each part is independent. 
 
PART 1:  (9 marks) 
 
On November 1, 2008 Whale Inc. issues $2,000,000 face value bonds.  The bond date is July 1, 
2008 and the bonds carry a coupon rate of 8% per year, payable semi-annually on July 1 and 
January 1.  The bonds' maturity date is June 30, 2017.   The bonds provide an annual yield of 
10%. 
 
Required 
Present the entry to record the issuance of the bonds. 
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PART 2:  (8 marks) 
 
On November 1, 2007 Beaver Inc. issues $1,500,000 face value bonds.  The bond date is 
February 1, 2007 and the bonds carry a coupon rate of 12% per year, payable semi-annually on 
January 31 and July 31.  The bonds' maturity date is January 31, 2017.   Proceeds upon 
issuance, excluding accrued interest, were $1,678,308, and the bonds provide an annual yield of 
10%.   
 
Beaver Inc. uses the effective interest rate method to amortize any bond premium or discount.   
Beaver Inc.'s accounting year-end is August 31. 
 
Required 
Present the journal entry necessary for these bonds on 31 January 2009. 
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PART 3:  (10 marks) 
 
On November 1, 2008 Polar Bear Inc. issues $1,000,000 face value bonds.  The bond date is 
March 30, 2008 and the bonds carry a coupon rate of 4% per year, payable semi-annually on 
March 31 and September 30.  The bonds' maturity date is March 30, 2023.   Proceeds upon 
issuance, excluding accrued interest, were $546,985, and the bonds provide an annual yield of 
10%.   
 
Polar Bear Inc. uses the straight-line method to amortize any bond premium or discount.  On 
October 30, 2018 Polar Bear Inc. retires 40% of the bonds at 101%, excluding accrued interest.  
Polar Bear Inc.'s accounting year-end is December 31. 
 
Required 
Present all journal entries necessary for these bonds on the date of retirement, 30 October 2018. 
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QUESTION 4 (26 marks) 
 
Answer all three (3) parts. Each part is independent. 
 
PART 1:  (8 marks) 
 

KD Inc. accepted subscriptions for 20,000 no par value common shares on April 28, 2008 when 
the shares were selling for $45. A 40% down payment was received with the remainder due in six 
months. On October 28, the balance of the subscription price is received and the shares are 
issued. 
 
Required 
(a) Prepare the journal entry(ies) for KD Inc. for April 28, 2008. 
(b) Prepare the journal entry(ies) for KD Inc. for October 28, 2008. 
 

 (a) Subscriptions Receivable ............................................................... 900,000 
  Common Shares Subscribed..............................................  900,000 
 
 Cash ............................................................................................. 360,000 
  Subscriptions Receivable ...................................................  360,000 
 
(b) Cash ............................................................................................. 540,000 
  Subscriptions Receivable ...................................................  540,000 
 
 Common Shares Subscribed.......................................................... 900,000 
  Common Shares.................................................................  900,000 
 
PART 2:  (9 marks) 
 
Hamer Corporation's balance sheet reported the following: 

 
 Common shares, no par, outstanding 5,000 shares $230,000 
 Retained earnings 100,000 
 
The following transactions occurred this year: 
(a) Purchased 40 common shares to be held as treasury shares, paying $60 per share. 
(b) Sold 30 of the treasury shares at $65 per share. 
(c) Retired the remaining treasury shares. 
 
Required 
Prepare the journal entries for these transactions. 
 

(a) Treasury Shares ............................................................................. 2,400 
  Cash ......................................................................................  2,400 
 
(b) Cash  ............................................................................................... 1,950 
  Treasury Shares......................................................................  1,800 
  Contributed Surplus from Treasury Shares.............................  150 
 
(c) Common Shares ............................................................................. 460 
 Contributed Surplus from Treasury Shares...................................... 140 
  Treasury Shares......................................................................  600 
 
PART 3:  (9 marks) 
 
    Cum-Chan Corporation has the following shares outstanding: 
 

• Preferred shares, no par $0.60, cumulative and partially participating up to an additional 
$.20 per share. There are 5,000 preferred shares outstanding.  No dividends were 
declared during the prior two years. 

• Common Shares, no par, 10,000 shares outstanding.  After the preferred shares receive 
their base dividend and any dividends in arrears, the common shares receive a matching 
dividend of $1.50 per share before any participation by the preferred shares. 

 
 The board of directors has declared cash dividends of $33,000. 
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Required 
Complete a journal entry and show computations, to record the dividend declaration. Clearly  
show the dividend allocation to both the common and preferred shares.   
 
 
Retained earnings (dividends) ..........................................................  33,000 
 Dividends payable, preferred ......................................................   10,000 
 Dividends payable, common.......................................................   23,000 
  
Computations: 
    Preferred Common 
Preferred in arrears (5,000 × $.60 × 2 yrs) .......................................  $6,000 
Preferred current (5,000 × $.60) .......................................................  3,000 
Common to match (10,000 × $1.50) .................................................   $15,000 
 
Remaining dividend: $9,000 ($33,000 – $6,000 – $3,000 – $15,000) 
 
Participation allocation: 
Preferred: 
 5,000 x $.60 = $3,000  × $9,000 = $1,500; max, $1,000* 1,000 
$3,000 + $15,000 = $18,000 
 
Balance to common ($33,000 – $25,000).........................................             8,000 
 Total ............................................................................................  $10,000 $23,000 
 
*Cannot exceed 5,000 × $.20 = $1,000 
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Financial Tables 
Present Value Tables 
 

 
 

 


