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Midterm solution

Question 1
Solution
(11 marks)

1.
 
Materiality constraint.

2.
 
Consistency (qualitative characteristic).

3.
 
Historical cost principle.

4.
 
Monetary unit assumption.

5.
 
Matching principle.

6.
 
Periodicity assumption.

7.
 
Full disclosure principle.

8.
 
Economic entity assumption.

9.
Relevance (qualitative characteristic)

10.
Going concern assumption

11.
Reliability (qualitative characteristic)

Question 2 
Solution    
(See Excel worksheet)
Question 3 
solution
(17 marks – 1 mark per deficiency)
1
Heading is incomplete and incorrect:



-  Company name missing



-  Date line should be: “At December 31, 2005”

2
Due from customers and employees should be reported separately.

Rather than “Due from customers” the preferred term is Accounts Receivable.

3
“Reserve for uncollectibles” should be “Allowance for doubtful accounts”

4
Bond Sinking Fund is not a current asset  (unless bond has a short-term maturity date which is not the case here)

5
It is preferable to report Land and Buildings separately.

6
“Used property held for sale” should be reported under “Other assets”

7
Unamortized bond discount is a contra account to bonds payable, not a deferred charge.

8
“Supplies on hand” is a current asset

9
Goodwill should be classified as an intangible asset

10
Treasury Stock is not an asset; it should be deducted from shareholders’ equity.

11
Equities is an inappropriate title; should be “Liabilities and Shareholders’ Equity”

12
Liabilities should be classified as current and long term 

13
Accounts and notes payable should be reported separately

14
Net worth should be “Shareholders’ equity”

15
Total Net Worth is an incorrect caption; should be “Total shareholders’ equity”

16
Accumulated Earnings should be Retained Earnings

17
Total Equities is an incorrect caption; should be “Liabilities and Shareholders’ Equity”
Question 4
Solution
(18 marks – 32 minutes)

1.
(6 marks)
     
Method used:


For 2004

For 2005

(a)  
Completed-contract method
0 


*18,000  

(b)
Percentage-of-completion
**7,500 

***10,500 

* 180,000 – (60,000 + 102,000) = 18,000

** (180,000 – 160,000) x (60,000/160,000) = 7,500
***  (180,000 – 162,000) = 18,000

       

      18,000 – 7,500 = 10,500

2.
(8 marks)
(a)
Accounts receivable, assuming



12/31/04
12/31/05


(i)   Completed-contract method



*1,000

0


(ii)  Percentage-of-completion method


*1,000

0

* 56,000 – 55,000 = 1,000

(b)
Inventory, assuming





(i)     Completed-contract method:



12/31/04


Construction in process




*60,000 


Less: Billings to date 




56,000 


Costs in excess of  billings 



4,000 

* = actual costs incurred for the year = 60,000

(ii)     Percentage-of-completion method:


12/31/04


Construction in process 




*67,500


Less: Billings to date 




56,000 


Costs and recognized profit in excess of  billings 
11,500 

* = actual costs incurred for the year + gross profit recognized = 60,000 + 7,500 = 67,500

3.
(4 marks)
(i)     Completed-contract method:

No entry   

(ii)     Percentage-of-completion method:

Construction in process (gross profit) 



7,500 


Construction expenses 





60,000



     Revenue from long-term contract 



67,500 

OR

CIP







60,000


A/P, etc







60,000

CIP







  7,500


Gross Profit realized- can use one account



  7,500

Question 5
Solution
(20 marks)

Part A

(6 marks)
(a)
(2 marks)




        Accounts Receivable










│


Dec 31,2004
40,000

│


During 2005
215,000 
│


During 2005


│
50,000 



During 2005


│
160,000 



Dec 31,2005
45,000

(b)
(4 marks)


Balance sheet presentation for Accounts Receivable at December 31, 2005:



Accounts receivable 



$45,000 



Less Allowance for doubtful accounts 
11,750 
$33,250 





Allowance for Doubtful Accounts









│


Dec 31,2004


│
1,000 


Dec 31, 2005


│
*10,750 


Dec 31, 2005


│
11,750 



*$215,000 (credit sales) x 5% = 10,750

Part B

(14 marks)
	(a)
	Cash 
	52,000  
	

	
	Loss on Sale of Note Receivable 
	750  
	

	
	
Note Receivable 
	
	50,000 

	
	
Interest Receivable 
	
	2,750 

	
	
	
	

	(b)
	*Cash 
	36,000 
	

	
	Due from Factor   (6% x 40,000) 
	2,400 
	

	
	**Loss on Sale of Accounts Receivable 
	5,600 
	

	
	
Accounts Receivable 
	
	40,000 

	
	
Recourse Liability 
	
	4,000 


*
Cash received = 40,000 – (6% x 40,000) – (4% x 40,000) = 36,000


Calculation of loss on sale:

**
Carrying (book) value 




40,000 


Less net proceeds  (36,000 + 2,400 – 4,000)

34,400 

Loss on sale of receivables 



5,600 

(c)
The current ratio will not change by much since both transactions replace current assets (note receivable, accounts receivable) with another current asset with a slight decrease due to the transaction costs.

(1 mark)

The accounts receivable turnover ratio will improve significantly because the denominator (average receivables) will be reduced by the amount of the receivables sold ($40,000) which represents roughly half of the denominator value before factoring.
 (1 mark)
Question 6 solution   Part B  LD Inc.      11 marks

	Overview
	

	
	

	Salespeople want feedback on status of their investment which represents their entire savings


	1

	Need conservative accounting policies to protect the salespeople from:


	1

	Concluding that they are getting rick when in fact “surprises” may be in store
	1

	Borrowing personally from the bank in anticipation of bonuses or dividends from LD Inc, that may not materialize


	1

	Important to recognize that sales people are not diversified- all egss in one basket- 100% holdings in LD Inc.- need to protect them
	1

	
	

	
	

	Objectives of Accounting Income
	

	Stewardship- need information to determine well-offness or “better-offness of the three people and to serve as a basis for bonus of each
	1

	Assume gaap- although may not be a constraint
	1

	Income tax minimization and cash flow max
	1

	Internal control important as well
	1

	
	

	Accounting Probs 1-6
	

	1. Sales should be summarized, checked on timely basis and posted to G/L so an accurate calculation of the ½ % of sales can be made.  Might be advisable to hold back a portion until year end until sales returns can be established.
	1, 2

	OR      A monthly accrual for sales returns could serve to reduce gross sales
	1

	
	

	2. Discuss rev rec alternatives- cash collection for 25 % of the sales might be best due to collection uncertainty and for tax purposes (delay tax) and of protecting owners from surprises

However, if gaap a constraint- other possibilities are:- student must discusss logical alternatives, justified


	1 , 2, 3                                

	3.        Conservative rev rec policies may prevent owners from paying themselves bonuses that the company cannot afford (re unanticipated returns, etc)
	1

	4.        Provided the 10 % and the 90 day limits are not exceeded, LD can safely make full accrual for the purchase refunds.
	

	5.        A conservative estimate of sales returns should be accrued in the accounts.  This suits the facts (recovery from the manufacturer is uncertain) and the objectives of income tax postponement and variable rent delay.
	1,2

	6. Since income measurement appears to be important due to bonus calc. , display counters and furniture should be set up as fixed assets and depreciated (matching).  

      This assumes that these items are material in nature

       Regardless of choice made, consistency is important
	1   

                                                                                                  1 

                                       1

	Recommedation
	  

	  Students should give overall recommendation, referring to degree of conservatism and objectives in a meaningful way.
	1,2


Total available marks= 23, actual maximum that can be achieved= 11
7
1

