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SOLUTIONS
Instructions:

1. This examination comprises 6 questions over 16 pages. The last page (page 16) is an extra page for rough work. Answer all questions in this booklet.  The booklet is not to be removed from the examination room.  You may separate the pages but ensure that you put them back together and stapled before handing in.

2. Limit your answer to the space provided.  Blank sheets for rough work and supporting calculations are given at the end of each question. You must show, where appropriate, supporting calculations.

3. This exam is out of 80 marks and is 2½ hours long. You should budget approximately 1.8 minutes per mark.

4. 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.

5. Language dictionaries (non-electronic) are allowed if the invigilator permits them. They must be shown to the invigilator before the start of the exam.

6. The use of electronic communication devices such as cell phones is strictly prohibited during the exam.

7. You must sign the Statement of Academic integrity on page 2 of this exam.

	Question
	
	Marks

	1
	Balance Sheet / Statement of Shareholders Equity 
	/16

	2
	Discontinued Operations
	/12

	3
	Adjusting Entries
	/16

	4
	The Financial Reporting Environment
	/10

	5
	Revenue Recognition
	/ 16

	6
	Revenue Recognition
	/ 10

	TOTAL
	
	/80


	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 copy or booklet without that signed statement will not be graded and will receive a final exam grade of zero. 


Question No. 1 (16 marks)
Hazelton Company is a public company and reports under IFRS. Hazelton has a 30% tax rate and a December 31 year-end. The following balances were reported as at January 1, 2010:

Contributed capital - Common shares (120,000 shares issued and outstanding)
$420,000

Contributed capital - Preferred shares   (45,000 shares issued and outstanding)
325,000

Contributed surplus
 11,460

Retained earnings
30,000

Accumulated other comprehensive income   
58,000


Additional information is presented below:

(a) During 2010, the company generated operating income of $324,000 and a pre-tax unrealized gain from hedging activities in the amount of $100,000.  

(b) On December 18, 2010, the company declared $25,700 in dividends, payable on January 31, 2011 to all shareholders of record on December 28, 2010.  Of the total dividends declared, $18,500 will be paid to common shareholders and the balance will be paid to preferred shareholders.

(c) On March 31, 2010, Hazelton issued 10,000 no-par common shares in the amount of $45,000.  

Required:

Prepare, in good form, the shareholders equity section of the Balance Sheet of Hazelton Company at December 31, 2010.  Support your answer with a properly labeled Statement of Changes in Shareholders Equity for the year ended December 31, 2010.

Answer:

Hazelton Company

Statement of Shareholder's Equity

For the Year Ended December 31, 2010

	
	
	Common
	Preferred
	Comp
	Retained
	Contr
	AOCI

	
	Total
	Shares
	Shares
	Income
	Earnings
	Surplus
	

	Beginning balance
	$844,460
	$420,000
	$325,000
	
	$30,000
	$11,460
	$58,000

	Net income
	  226,800
	
	
	$226,800 
	226,800
	
	

	OCI – unrealized gain on hedging activities
	   70,000
	 
	
	70,000 
	 
	
	70,000 

	Comprehensive income
	
	
	
	$296,800 
	
	
	

	Dividends declared

         -common

        -preferred
	 −18,500

   − 7,200
	
	
	
	 −18,500

   − 7,200
	
	

	Issuance of Common

Shares
	   45,000
	45,000
	
	
	
	
	

	Ending balance
	$1,160,560
	$465,000
	$325,000
	
	$231,100
	$11,460
	$128,000


Hazelton Company

Shareholders Equity (partial)

At December 31, 2010
	Shareholders equity
	
	

	      Contributed capital
	
	

	            Preferred shares –   45,000 shares issued and outstanding
	325,000
	

	            Common shares – 130,000 shares issued and outstanding
	465,000
	

	            Contributed surplus
	_11,460
	801,460

	      Retained earnings
	  
	231,100

	      Accumulated other comprehensive income
	
	
	  128,000

	            Total liabilities and shareholders’ equity 
	
	$1,160,560


Question No. 2   (12 marks)

Delano Limited is a private company and follows private entity GAAP.  Recently, the company decided to sell its Graphic Design Division. After two years of losses and heavy competition, a plan to dispose of the division was put in place. The plan was adopted August 23, 2010. At the end of 2010, the plan was finalized and unanimously approved by the board of directors.  The sale is expected to be completed by June 30, 2011.

Other pertinent information is as follows:

Delano’s 2010 income from continuing operations excluding the results of the Graphic Design Division was $681,000.  From January 1, 2010 to August 22, 2010 the Graphic Design Division reported revenues of $270,000 and expenses of $245,000.  From August 23, 2010 to December 31, 2010, the division reported revenues of $22,000 and expenses of $307,000.  Management estimates that after-tax legal and audit fees of $40,000 as well as after-tax severance payments of $55,000 will be required on the sale of the division’s net assets.  Delano estimates that it will incur an after-tax loss of $55,000 on disposal of the division’s net assets.  This loss excludes the losses arising from the legal and audit fees and the severance payments as described above.

Required:

Assuming the division qualifies for treatment as a discontinued operation, prepare, with appropriate disclosure, a partial income statement for Delano Limited for the year ended December 31, 2010. Assume an applicable tax rate of 40%. The statement should begin with income from continuing operations.

Answer:

Delano Limited

Income Statement (Partial)

For the Year Ended December 31, 2010

Income from continuing operations                                             
$681,000

Discontinued operations *

     
 Loss from operations of discontinued 


 Graphic Design Division (net of tax


 saving of $104,000)    
 $(156,000)

     
 Loss from disposal of Graphic 


       Design Division (net of tax saving


of $100,000)                   
 (150,000)    (306,000)


Net income                                                                                         $375,000                                       
                         

* Footnote:

On December 31, due to continued losses, the board of directors approved management's plan to dispose of the Graphics Design Division. The sale is anticipated to be completed by June 30, 2011.

The pre-tax operating results of the Graphic Design Division for 2010 are as follows:

Revenues            
 $270,000 + $22,000  =  $292,000

Expenses            
 $245,000 + $307,000 = $552,000
Net loss            

 
($260,000) 

The tax saving relating to the operations of the Graphic Design Division is $260,000 x 40% = $104,000.  The after-tax loss, therefore, is $156,000.

The estimated after-tax loss relating to the disposal of the Graphic Design Division is comprised of the following three (3) items:

Loss on sale of net assets     
$55,000

Legal and audit fees                  
 $40,000

Severance payments to staff   
   $55,000
Total after-tax loss                          $(150,000)

The  pre-tax loss, using a 40% tax rate and working backwards, is: $150,000 ÷ (1 – 40%) = $250,000.  Therefore, the tax saving relating to this loss must be $100,000.
Question No. 3 (16 marks)

The following list of accounts and their balances represents the unadjusted trial balance of Scranton Company at December 31, 2010:


Cash
$ 39,590


Accounts Receivable
69,000


Allowance for Doubtful Accounts

$    500


Merchandise Inventory
54,720


Prepaid Rent
24,000


Investment in Ravine Corp. Bonds
70,000


Plant and Equipment
156,000


Accumulated Depreciation

14,740


Accounts Payable

11,370


Bonds Payable

90,000


Common Shares

170,000


Retained Earnings

97,180


Sales

222,000


Cost of Goods Sold
154,400


Transportation-Out
11,000


Salaries and Wages Expense
32,000


Interest Expense
2,040


Rent Revenue

14,400


Miscellaneous Expense
890


Insurance Expense
      6,550





$620,190
$620,190
Additional Data:

1.
The balance in the Insurance Expense account contains the premium costs of three policies:


Policy 1, remaining cost of $2,550, 1-yr. term, taken out on May 1, 2009;


Policy 2, original cost of $2,700, 3-yr. term, taken out on Oct. 1, 2010;


Policy 3, original cost of $1,300, 1-yr. term, taken out on Jan. 1, 2010.

2.
On September 30, 2010, Scranton received $14,400 rent from its lessee for an eighteen month lease beginning on that date.

3.
The regular rate of amortization is 10% per year. Acquisitions and retirements during a year are amortized at half this rate. There were no purchases during the year. On December 31, 2009, the balance of the Plant and Equipment account was $230,000. No depreciation expense has, as yet, been recorded.

4.
On December 28, 2010, the bookkeeper incorrectly credited sales for a receipt on account in the amount of $10,000.

5.
At December 31, 2010, salaries accrued but unpaid were $4,200.

6.
Based upon an aging of the accounts, Scranton estimates that five percent of the Accounts Receivable balance on December 31, 2010 will become uncollectible.

7.
On August 1, 2010, Scranton purchased, as a temporary investment, seventy (70) $1,000, six percent bonds of Ravine Corp. at par. The bonds mature on August 1, 2013 Interest payment dates are July 31 and January 31.

8.
On April 30, 2010, Scranton rented a warehouse for $2,000 per month, paying $24,000 in advance.

Required:

Record all necessary correcting and adjusting entries.  Show supporting calculations.

Question No. 3 (continued)


1.
Prepaid Insurance

2,475




Insurance Expense


2,475





(Both Policies 1 and 3 have expired and their costs 





correctly belong in Insurance Expense. 
The monthly 





premium on Policy 2 is $2,700 ÷ 36 = $75.  





At 12/31/08, 33 months of insurance, or $2,475, 





remains unexpired)


2.
Rent Revenue

12,000




Unearned Rent


12,000





(Monthly rent is $14,400 ÷ 18 = $800.  At 12/31/08,





15 months of rent, or $12,000, remains unearned)


3.
Depreciation Expense

19,300




Accumulated Depreciation − Equipment


19,300





[(Equipment retired during 2008 =





$230,000 – $156,000 = $74,000)






10% of $156,000         =
$15,600






5% of $74,000             =
    3,700





Total depreciation =
$19,300

4.
Sales


10,000




Accounts Receivable


10,000





(To correct the entry made in error)


5.
Salaries and Wages Expense.

4,200




Salaries and Wages Payable


4,200


6.
Bad Debts Expense

2,450




Allowance for Doubtful Accounts


2,450





(Corrected ending Accounts Receivable is





$69,000 – $10,000 = $59,000.  5% of  $59,000 is





$2,950.  Since the ADA account contains $500 CR, 





the adjustment required is $2,950 – $500 = $2,450)


7.
Interest Receivable

1,750




Interest Revenue


1,750





(Monthly interest is $70,000 × .06 × 1/12 = $350.





5 months' accrued interest is $1,750)

 
8.
Rent Expense

16,000




Prepaid Rent


16,000





(To record 8 months' of rent expired at $2,000 per





month)

Question No. 4  (10 marks)
Required:

This question covers the Canadian financial reporting environment. Answer each of the following five (5) short-answer questions.

1. 
The first official recommendations on standards of financial statement disclosure were published in 1946 by the Canadian Institute of Chartered Accountants.  Who has primary responsibility for setting GAAP in Canada? (1 mark)

2.
What is the primary role or objective of the International Accounting Standards Board? (2 marks)

3. 
What is the function of the IASC Foundation? (2 marks)

4. 
Give two reasons why providing information to external users is a challenging task. (3 marks)

5.
What is the value of having a common set of standards in financial accounting and reporting? (2 marks)

Answer:

1. 
The Accounting Standards Board.

2.
The primary role or objective of the International Accounting Standards Board is to develop in the public interest a single set of high quality, understandable international financial reporting standards for general-purpose financial statements (and their users).

3.
The IASC monitors and reviews the activities of the IASB.  The IASC also appoints members to the IASB.  The IASC also funds the IASB.

4.
First, users have very different knowledge levels. Some users have accounting designations or have worked in the finance industry for several years. Others have limited knowledge of how the information is gathered and reported. Second, users have very different needs. Some users are institutional investors who hold a large percentage of equity share holdings and generally devote significant resources to managing their investment portfolios. Others are credit managers at banks or credit unions who deal mainly with small business or personal loans. Still others are labour negotiators whose knowledge of financial reporting is limited to periodic reviews of financial information for the purpose of negotiations.

5. A common set of standards applied by all businesses and entities provides financial statements that are reasonably comparable. Without a common set of standards, each enterprise could, and would, develop its own theory structure and set of practices, resulting in a lack of comparability among enterprises.
Question No. 5 (16 marks)

Bells Corners Construction Limited is located in the western part of Ottawa and specializes in the construction of commercial and industrial buildings. The contractor is experienced in bidding on long-term construction projects of this type, with a typical construction project lasting between fifteen and twenty-four months. Bells Corners uses the percentage-of-completion method of revenue recognition since, given the characteristics of the contractor's business and contracts, it is the most appropriate method. Progress toward completion is measured on a cost-to-cost basis. Bells Corners uses the earnings approach to revenue recognition and began work on a lump-sum contract at the beginning of 2010. The accounting period ends December 31. At bid, the following statistics were obtained:

Question No. 5 (continued) (16 marks)

Contract price

$2,000,000
Estimated costs


Labour
$425,000


Materials and subcontractor
875,000


Indirect costs
  200,000
  1,500,000
Gross Profit

$   500,000

At the end of the first year, the following was the status of the contract:

Billings to date

$1,115,000
Costs incurred to date


Labour
$207,000


Materials and subcontractor
519,000


Indirect costs
    75,000
801,000

Latest forecast total cost

1,500,000

Included in the above costs incurred to date were standard electrical and mechanical materials stored on the job site, but not yet installed, costing $51,000. These costs should not be considered in the costs incurred to date.

Required: (Show all supporting calculations)

(a)
Using the cost-to-cost basis, calculate the percentage of completion on the contract at the end of 2010. (3 marks)

(b)
Calculate the amount of gross profit that would be reported on this contract at the end of 2010. (3 marks)

(c)
Prepare the journal entry to record revenue and any gross profit or loss for 2010 on the contractor’s books (Narrative explanations are not required). (3 marks)

(d)
Assume that billings collected during the year amounted to $980,000.  Indicate the account(s) and the amount(s) that would be shown on the 2010 Balance Sheet of Bells Corners Construction Limited as they relate to its construction activities. Also indicate where these items would be classified on the balance sheet. (4 marks)

(e)
Assume the latest forecast on total costs at the end of 2010 was $2,050,000 instead of $1,500,000. How much income (loss) would Bells Corners Construction Limited report for the year 2010? (3 marks)

Answer:

(a)
Costs to date
$801,000


Less materials on job site
 (51,000)



$750,000

Costs Incurred to Date


—————————— = Percentage of Completion


Total Estimated Costs


 $750,000


————— = 50%


$1,500,000

(b)
50% × $2,000,000 =
$1,000,000


Costs incurred
     750,000


Income
$   250,000

or 50% x [ ($2,000,000 – $1,500,000) ] = $250,000
Question No. 5 (continued) (16 marks)

(c)
Construction Expenses 

750,000


Construction in Process

250,000



Revenue from Long-term Contract


1,000,000

(d)
Current Asset



Accounts receivable
$135,000
($1,115,000 – $980,000)


Current Liability


Billings in excess of contract costs and



recognized profit
$115,000
($1,115,000 – $1,000,000)

(e)
Total loss reported in 2010



Contract price
$2,000,000



Estimated cost to complete
  2,050,000



Amount of loss to be reported
$    (50,000)

Question No. 6 (10 marks)
In 2010, the following transaction occurred between McKenzie Wholesale Corp. (Consignor) and Bravo Superstores (Consignee):

On March 2, 2010 McKenzie shipped merchandise costing $52,000 to Bravo. McKenzie paid $4,000 for freight and Bravo paid $3,000 for advertising (to be reimbursed by McKenzie). By the end of the third quarter of 2010 (September 30, 2010), Bravo advised McKenzie that the entire stock was sold for $70,000 and forwarded the proceeds (net of a 15% commission and the outlay for advertising) to McKenzie.

Required:

Prepare all of the necessary journal entries on the books of Bravo to account for this transaction.

Answer:

To set up receivable for advertising:

Receivable from Consignor

3,000



Cash


3,000

To record sale:


Cash


70,000



Payable to Consignor


70,000

Remittance to Consignor:

Payable to Consignor

70,000



Receivable from Consignor


3,000



Commission Revenue*


10,500



Cash


56,500

*$70,000 x 15% = $10,500

