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Question 1  (11 marks- 20 minutes)

State the accounting assumption, principle, constraint, or qualitative characteristic that is most applicable in each of the following cases.

1.
All payments less than $25 are expensed as incurred.  (Do not use conservatism.)

2.
The company employs the same inventory valuation method from period to period.

3.   Market value changes subsequent to purchase are not recorded in the accounts. (Do not use revenue recognition principle)

4.
Assuming that dollars today will buy as much as ten years ago.

5.
Rent paid in advance is recorded as prepaid rent. (Do not use going concern)

6.
Financial statements are prepared each year.

7.
All significant post-balance sheet events are reported.


8.
Personal transactions of the proprietor are distinguished from business transactions.

9.
The quality which helps users make predictions about present, past, and future events.

10.
Not reporting assets at liquidation prices (do not use “historical cost”)

11.
Neutrality is an ingredient of this primary quality of accounting information.
Question 2   (23 marks – 41 minutes)

The before-tax income for Charleston Corp. for 2004 was $101,000 and $77,400 for 2005. However, in early 2006 the following errors were discovered.

1.
Sales for 2004 included amounts of $38,200 that had been received in cash during 2004, but for which the related products were delivered in 2005. Title did not pass to the purchaser until 2005. The Cost of Goods Sold / Inventory entry related to the sale was correctly recorded.

2.
The inventory on December 31,2004 was understated by $8,640.

3.
Ordinary repairs to equipment had been charged in error to the Equipment account during 2004 and 2005. Repairs in the amount of $8,500 in 2004 and $9,400 in 2005 were so charged. The company applies a rate of 10% to the balance in the Equipment account at year end in determining its amortization charges. 

4.
The balance sheet on December 31, 2005 showed $90,000 of prepaid insurance; however, the unexpired portion of the insurance policy totalled $65,000 as of December 31, 2005.

5.
$28,000 was received on January 1, 2005 for the rent of  a building for both 2005 and 2006. The entire amount was credited to rental income.

Required

A.
Assuming that it is now April 2006, and that the 2005 financial statements have already been published, prepare a schedule showing the calculation of corrected income before income taxes for 2004 and 2005. Provide a brief explanation of each adjustment. If no adjustment is required explain why not.   (8 marks)
B.
Assuming that it is now February 2006, and that the  books for the  2005 fiscal year are still open, prepare all required adjusting entries that would be made as at December 31, 2005 to correct the above-mentioned errors. IGNORE THE IMPACT OF INCOME TAXES. Provide a brief explanation of each adjustment.   (13 marks)
C.
Calculate the retroactive adjustment to the opening balance of retained earnings in the 2005 Statement of Retained Earnings. INCLUDE THE IMPACT OF INCOME TAXES ASSUMING CHARLESTON’S INCOME TAX RATE IS 40%.    (2marks)
Question 3
(17 marks – 31 minutes)

The following balance sheet for XYZ Corporation has a number of format, classification, and terminology deficiencies. Assume that all of the figures are correct.





Balance Sheet




For the year ended December 31, 2005




Assets
Current assets:


Cash in banks





         $ 11,800


Due from customers & employees

$ 9,700


Less reserve for uncollectibles
                  600
  9,100


Bond sinking fund





15,000


Inventories






22,320

Total current assets





58,300

Property, plant & equipment:


Land & buildings





41,000


Furniture & fixtures





17,500


Used property held for sale




  4,000


Total







62,500


Less accumulated depreciation



19,000

Total property and equipment




43,500

Deferred charges:


Unamortized bond discount




  1,200


Supplies on hand





  2,000


Goodwill






14,000


Total deferred charges




17,200

Other assets:


Treasury stock (at cost)




   5,500

Total assets






        $ 124,500




Equities
Liabilites:


Accrued bond interest expense


        
 $  900


Accounts & notes payable




21,000


Bonds payable, due in 2010




40,000

Total liabilities





61,900

Net worth:


Common shares





40,000


Accumulated earnings





7,600


Reserve for bond sinking fund



15,000


Total net worth




62,600

Total equities






        $ 124,500
Required

Errors in the above balance sheet include format, classification, and terminology deficiencies.

List the deficiencies (and corrections) in order from top to bottom of the balance sheet as follows:

1.
(State the balance sheet item that is deficient and provide the correction)

2.
(State the next balance sheet item that is deficient and provide the correction)

3. etc.

4. etc.
SOLUTIONS THAT ARE NOT SUBMITTED IN THIS FORMAT WILL RECEIVE A SCORE OF ZERO.

Question 4 

(18 marks – 32 minutes)

On June 15, 2004, AB Construction Company signed a $180,000 contract to build a small structure for XY company. AB estimated that total cost to construct would be $160,000. Construction started immediately because the required completion date  was August 1, 2005. Progress toward completion is measured on a cost to cost basis. Information relating to the costs and billings for this contract is as follows:


     2004

     2005
                 

Actual costs incurred for the year
$ 60,000
$ 102,000


Estimated costs to complete
100,000
0


Progress billings for the year
56,000
124,000


Collections for the year
55,000
125,000


Required

1.     How much gross profit should AB recognize each year, assuming


(a)
the completed-contract method is used


(b)
the percentage-of-completion method is used

(6 marks)

2.
What amounts should AB report on the balance sheet on December 31, 2004 for,


(a)
Accounts receivable, assuming




(i)
the completed-contract method is used




(ii)
the percentage-of-completion method is used


(b)
Inventory, assuming




(i)
the completed-contract method is used




(ii)
the percentage-of-completion method is used

(8 marks)
3.
Make the journal entry to recognize revenue and gross profit for 2004 on AB’s books, assuming
(i)
the completed-contract method is used

(ii)
the percentage-of-completion method is used

(4 marks)

Question 5
(20 marks - 36 minutes)

Fargo Limited manufactures tennis shirts for sales to tennis boutiques. The following summary information was available for Fargo:

At December 31, 2004:

Cash



          $20,000

Accounts payable
          $20,000

Trade accounts receivable

40,000

Other current liabilities
15,000
Inventories



85,000




          $35,000





        $145,000

Selected transactions during 2005:

1.
Total sales were $465,000 .

2.
$215,000 of total sales were made on a credit basis.

3.
On June 30, an account receivable of $50,000 from a major customer was settled with Fargo accepting a one-year  $50,000 note, bearing 11% interest, payable at maturity.

4.
Fargo collected $160,000 on trade accounts receivable during the year.

At December 31, 2005:

Cash


          $15,000

Inventories


80,000

Accounts payable

70,000

Other current liabilities
16,000

Part A

(6 marks)
Assume that the Allowance for Doubtful Accounts had a balance (credit) of  $1,000 at the end of 2004, and that Fargo uses the percentage-of-sales approach (5% estimated uncollectible) to calculate bad debt expense. 

Required
(a)
Prepare the T-Account for Accounts Receivable up to December 31, 2005.

(b)
Show the balance sheet presentation for Accounts Receivable at December 31, 2005. 

Part B

(14 marks)
Now assume that at year end 2005, Fargo enters into the following transactions related to the company’s  receivables:

1.
Fargo sells the note receivable to Prairie Bank for cash, receiving its face value plus accrued interest. Given the creditworthiness of Fargo’s customer, the bank accepts the note without recourse and assesses a finance charge of 1.5%. Prairie Bank will collect the note directly from the customer.

2.
Fargo factors some accounts receivable at the end of the year. Accounts totaling $40,000 are transferred to First Factors, Inc. with recourse. First Factors retains 6% of the balances and assesses a finance charge of 4% on the transfer. First Factors will collect the receivables from Fargo’s customers. The fair value of the recourse obligation is $4,000.

Required
(a)
Prepare the journal entry to record the transfer of the note receivable to Prairie Bank.

(b)
(i)
Prepare the journal entry to record the sale of receivables to First Factors. 

(ii)
Show the calculation for the gain or loss on sale.

(c)
What impact will these transactions have on Fargo’s liquidity?

Question 6  (11 marks- 20 minutes)

LD Inc. has just been incorporated under federal legislation.  The company is owned by three salespersons who obtained personal bank loans and invested their savings in order to provide capital fpr LD Inc  The company will buy various camping and sporting goods from manufacturers and sell to the public and to clubs and other organizations from its one location, a retail store.

The owners have approached you for advice about the type of accounting principles that they should adopt.  You have been able to learn the following about LDL:

1. It has leased the store for a period of five years and pays a monthly rental plus ½ of 1 percent of sales revenue.

2. Most sales (75 percent or more) are expected to be for cash or on a credit card basis.  The credit card company pays 96 cents for every $1 of sales by LD Inc. The remaining sales are expected to come from service clubs, sports tems and others who are slow paying and generally short of cash.

3. Salespersons are to be paid a salary plus a bonus based on net income before income tax.

4. Manufacturers allow LD Inc. to return up to 10 percent of its purchases of undamaged goods for up to 90 days after receipt.  Full refunds without time limit are permitted for damaged goods if the damage occurs at the manufacturing plant.

5. LD Inc.’s policy is to allow refunds to customers for periods up to six months, if merchandise becomes defective.  Some manufacturers will give refunds to LD Inc. for defective merchandise; others will not after a period of 60 to 90 days.

6. LD Inc. bought some display counters and furniture.

Required:

Advise the owners of LD Inc.
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