BUSI 353

PRACTICE MIDTERM QUESTIONS  (Solutions in the Back of this Document)

(Suggestion:  Try the questions under the time constraints indicated for the question.  Review the solution only after trying the question.)
QUESTION #1 – Short Answer and Multiple Choice
Recommended Time Allocation:  15 Minutes
(a) According to CICA Handbook section 1000 (ASPE), what are the “qualitative characteristics of useful information”?  (4 Marks)
	

	

	

	

	

	

	

	


(b) Explain what is meant by the semi-strong form of the Efficient Markets Hypothesis (EMH) and discuss the accounting implications of an efficient market.  (4 Marks)
	

	

	

	

	

	

	

	


(c)  Under the IFRS Conceptual Framework (2012), one of the Fundamental qualitative characteristics is Relevance.  What is the meaning of Relevance in the conceptual framework?  (2 Marks)
	

	

	

	

	

	

	

	


Multiple Choice.  (Circle the Best Answer)  (1 Mark each)
	1.
	Under IFRS, what is the critical event/date for cut-off of events after the reporting period?
A. One day prior to the release (e.g. publication) of the financial statements.
B. 90 days after year-end.
C. The date that the financial statements are authorized by the applicable party.
D. The date that the auditors complete their work.

	2.
	Under IFRS, which of the items below would not be presented on a statement of comprehensive income:
A. extraordinary items
B. revenue
C. income
D. other comprehensive income


QUESTION #2  (8 Marks)  Recommended Time Allocation:  15 Minutes
On November 1, 2010, Jeremiah Company (“JC”) was sued by a customer who injured herself when she slipped on a waxy floor on October 2, 2010.  Lawsuits against JC occur periodically.  The customer has filed a lawsuit for $100,000 for lost wages and another $40,000 for medical and related costs.  At JC’s year-end, December 31, 2010, the lawsuit was unresolved.  An initial meeting with JC’s lawyers in early November 2010 indicated that JC is probably going to be held partially liable but is unlikely to have to pay the full $140,000.  At the time of this meeting, the lawyers were not prepared to estimate the amount of probable loss but felt the range was $20,000 to $100,000.

The lawyers for both sides had a meeting on January 7, 2011 where the issues were discussed and a settlement was ultimately proposed by JC’s lawyers for $60,000.  The customer’s lawyer stated that he would ask whether this was acceptable to his client, the customer.  On January 19, 2011, a counter-proposal was made by the customer’s lawyer, asking for $90,000 as a settlement.  This counter-proposal was rejected but another meeting between the lawyers is scheduled for early February.  Today is January 28, 2011 and the financial statements for JC’s 2010 year-end are about to be finalized.  The accountant has not yet recorded anything and has come to you for advice.  JC is a private company that uses ASPE.
REQUIRED

Discuss/Explain the appropriate accounting for this situation.
	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


QUESTION #3  (20 Marks)  Recommended Time Allocation:  35 Minutes
Sunlite Limited is a public company.  For 2011, the company’s accounting records show the following items:
1. Total sales revenue of $4,500,000, including $400,000 from the Recolate division.  The Recolate division is a discontinued operation that the company is planning to sell in early 2012.

2. Interest expense on long-term debt of $65,000.

3. Gain on sale of head office equipment of $55,000.

4. Cost of goods sold amounted to $1,900,000, including depreciation of $300,000 relating to manufacturing machines. Of the $1,900,000, a total of $280,000 is attributable to the Recolate division.

5. Delivery expenses of $425,000 relating to contractors who ship goods to customers.

6. Administration expenses totaled $2,100,000, including depreciation of $200,000 relating to office equipment and furniture.  Of the $2,100,000, a total of $390,000 was incurred in the Recolate division.

7. Sunlite classifies its expenses based on function, not nature.

8. The company recorded a write down of its long-lived assets associated with the Recolate division.  The write down was $35,000, reflecting a reduction in net book value to the fair value less cost to sell.  These assets are considered “held-for-sale”.
9. Other comprehensive income (OCI) pertaining to available-for-sale investments amounted to $15,000.  No other transactions affected OCI during the year.
10. Sunlite’s tax rate is 20%.
11. Retained earnings at January 1, 2011 was $1,000,000.  Dividends paid during 2011 amounted to $30,000 while dividends declared during 2011 amounted to $56,000.

12. Accumulated Other Comprehensive Income (AOCI) at January 1, 2011 was $102,000.

REQUIRED

(a) Prepare, in good form, a complete multiple step statement of comprehensive income for 2011.

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


(b) What should be the balance of Accumulated Other Comprehensive Income (AOCI) at December 31, 2011?  Show your work.
QUESTION #4  (7 Marks)  Recommended Time Allocation:  15 Minutes
It is now December 2011.  The accountant for Manley Limited identified the following error in the financial statements for 2007:
A truck with a cost of $4,550 on January 1, 2007 was expensed.  The truck should have been capitalized and depreciated on a straight-line basis, based on months, using an estimated useful life of seven years and a residual value of $350.

Manley Limited is taxed at 35% and its year-end is December 31.  Manley Limited’s opening retained earnings at January 1, 2011 was $90,000.
REQUIRED

(a) What accounting theory, principle, assumption, and/or criteria underlying GAAP was/were violated in 2007?  Explain.
	

	

	

	

	

	

	

	

	

	

	

	


(b) Prepare the upper part of the retained earnings portion of the Statement of Changes in Equity for Manley Limited for 2011.  Show your work.

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	

	
	


QUESTION #5  (15 Marks)  Recommended Time Allocation:  35 Minutes
Larmax Limited is a private company owned by Dylan Larmax.  Asset information regarding Larmax Limited is shown below:

	Description
	Recorded/Carrying Value
	Market Value
	Source

	
	
	
	

	Short-term investments
	$416,000
	$416,000
	Stock market price quotation

	Inventory
	$2,600,000
	$4,190,000
	Larmax price list

	Tangible capital assets
	$14,755,000
	$20,000,000 to $25,000,000
	Appraisal by specialists in used equipment; and Real Estate appraiser

	Intangible capital assets
	$984,000
	$10,000,000
	Note 1

	Long-term investment
	$1,077,000
	$3,000,000
	Note 2


Note 1:  Larmax holds patents on a successful consumer product, licensed to various manufacturers.  Significant annual royalties are earned.  The recorded balance sheet value consists of legal and other fees paid to acquire the patents.  The market value amount is based on the present value of the expected future cash flows associated with the patents.
Note 2:  The long-term investment is an investment in 5% of the common shares of a private company that is owned by Dylan’s wife, Jenelle, who owns the other 95%.  The market value shown above is an estimate by Jenelle.  

REQUIRED
Prepare a brief report, using point form, that contains:

1. An analysis of the reliability of the various market value estimates as a good predictor of future cash flows.
2. An assessment of the usefulness of the balance sheet recorded values to the primary users of financial statements.

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	

	


QUESTION #6  (20 Marks)  Recommended Time Allocation:  35 Minutes
Cominum Limited is a mining company that mines, produces, and markets veludan, a common mineral substance.  The mineral is mined and produced in one large batch per year, as the mine is accessible only for a brief period in the summer due to severe weather conditions at the mine site.  Cominum is the only company in the world that produces veludan.  Tranasactions in 2011 are as follows:
	August 30
	186,000 tonnes of ore removed from mine at a cost of $4,300,000.

	September 30
	Ore refined to 95,000 tonnes of veludan at a cost of $530,000 (this is the finished goods).

	October 15
	Veludan delivered to 25 customers.  Total contract price is $11,050,000.

	October 25
	Some veludan returned by customer for full credit.  The ore was improperly refined and the veludan is unusable.  Customer given full credit of $475,000 and the unusable product is scrapped.  No other returns are anticipated.

	November 30
	Customers all paid except one that went bankrupt still owing $96,000.


REQUIRED
1. Assume that revenue can be recognized on September 30.  Prepare the relevant journal entries for year 2011.  If necessary, assume that you can estimate the returns to be $475,000 and the bad debts to be $96,000.
	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	







Executory contract only.
	
	

	
	
	

	
	
	


2. Under what circumstances, if any, would it be appropriate to recognize revenue on September 30?  Briefly explain.
	

	

	

	

	

	

	

	

	

	


3. Assume that revenue can be recognized on October 15.  Prepare the relevant journal entries for year 2011.  If necessary, assume that you can estimate the returns to be $475,000 and the bad debts to be $96,000.

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	







Executory contract only.
	
	

	
	
	


4. Assume that revenue can be recognized on October 25.  Prepare the relevant journal entries for year 2011.  If necessary, assume that you can estimate the returns to be $475,000 and the bad debts to be $96,000.

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	







Executory contract only.
	
	

	
	
	

	
	
	


QUESTION #7  (8 Marks)  Recommended Time Allocation:  10 Minutes
Beaver Limited is a retail company with a December 31 year-end.  It recently sold goods on March 1, 2010 for $1,500.  The cost of the goods was $900.  Management has stated that it has no basis on which to determine the collectability of the account.  The company collected $500 when the sale was made and agreed to allow the customer to make payments whenever possible over the next 12 months.  On September 14, 2010, the customer made a $600 payment.

REQUIRED
1. Prepare the relevant journal entries using the instalment sales method.
	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	







Executory contract only.
	
	

	
	
	

	
	
	


2. If the sale is accounted for by the cost recovery method, what amount of gross profit would be recognized in 2010?  Show your work.
QUESTION #8  (16 Marks)  Recommended Time Allocation:  30 Minutes
Do question 4-21 in the Lo textbook.
QUESTION #9  (7 Marks)  Recommended Time Allocation:  15 Minutes
Your friend is considering buying the stock of Sunlite Limited, a company that uses ASPE.  He says that one aspect of his decision will be to try to perform a valuation of the business.  He asks you for some help.  Consider the following income statement of Sunlite:

Sunlite Limited
Income Statement

For the year ended December 31, 2011
	
	

	Sales revenue
	$4,100,000

	Cost of goods sold 
	1,620,000

	Gross profit
	2,480,000

	
	

	Operating expenses:
	

	  General and administration expenses
	1,285,000

	  Depreciation expense relating to general and administration
	425,000

	
	1,710,000

	
	

	Operating income
	770,000

	
	

	Other income (expenses)
	

	  Interest expense
	(65,000)

	  Gain on sale of equipment
	55,000

	
	(10,000)

	
	

	Income before income taxes
	760,000

	Income tax expense (20% tax rate)
	152,000

	Income before discontinued operation (Income from continuing ops)
	608,000

	
	

	Discontinued operation
	

	  1. Operations, after tax
	(216,000)

	  2. Write down of held-for-sale long-lived assets, after tax
	(28,000)

	
	

	Net income
	$364,000

	
	


Sunlite has 2,000,000 common shares outstanding.
REQUIRED

(a) Using a discounted earnings-based approach with a cost of capital of 25% on permanent/sustainable earnings, a factor of one (1) for transitory earnings or losses, and a factor of zero for value-irrelevant earnings or losses, determine a value for Sunlite assuming no growth.
(b) Ignore your answer to part (a).  Assume that you have determined the sustainable free cash flow to common shareholders is $600,000 and no future growth.  Further assume that you believe Sunlite’s weighted-average cost of capital is 16% while its equity cost of capital is 25%.  Using a distributable cash flow or free cash flow valuation approach, what should be Sunlite’s price per common share based on the free cash flow to common shareholders?
QUESTION #10  (8 Marks)  Recommended Time Allocation:  15 Minutes
On January 1, 2010, BAC Limited made a sale on account.  The customer gave a $150,000, three-year, 4% note in exchange for the goods.  Interest will be paid annually on January 1 beginning with 2011.  The market interest rate for a similar note would be 9%.  BAC’s year-end is December 31.  BAC uses the gross method to account for this note.  BAC is a public company.
REQUIRED
(a) Prepare the relevant journal entries for year 2010.

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	


(b) Prepare the relevant journal entries for year 2011.

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	

	
	
	


(c) Assume that on January 1, 2012, after interest is paid, the customer informs BAC that it cannot pay the January 1, 2013 interest and principal on a timely basis.  The market rate of interest on the current date is 10%.  The customer and BAC agree to the following revised cash flows:



January 1, 2013 -- $3,000



January 1, 2014 -- $153,000


What journal entry, if any, should be recorded on January 1, 2012?  Show your work.
SOLUTION #1

(a)

The qualitative characteristics of useful information are those attributes of financial statements that make the information useful to users.  There are four principal qualitative characteristics of useful information:

A. Consistency/Comparability – within an entity and across entities

B. Understandability – users are assumed to have a reasonable understanding of business, economic activities and accounting…

C. Relevance

D. Reliability

(b)  {This solution only reflects required knowledge up to Scott Chapter 4.  More information will be provided later in the course.}
Definition (Semi-strong form of the Efficient Markets Hypothesis):  The prices of securities traded on that market, at all times, fully reflect all publicly available information.
 Accounting Implications of Securities Market Efficiency (Beaver, 1973)
· Full disclosure, including accounting policies should be made
· Accounting policies do not matter (unless it impacts cash flow)
· Accountants, as providers of information, are in competition with other providers
· Non-cash items on the I/S (e.g. impairment write downs) should only impact share price if they affect the investor’s/analyst’s prediction of future cash flows.
These conclusions suggest support for the Information Perspective of decision usefulness and the convention of full disclosure.

(c) Relevant information encompasses two sub-qualities:

i.  Predictive Value – helps users to make predictions of future operating performance and future cash flows.
ii. Confirmatory or Feedback Value – helps users to assess past predictions.
Multiple Choice
1.  C
2.  A

SOLUTION #2
COMMENTS

THINK LIKE A PREPARER OF FINANCIAL STATEMENTS.  How should you approach any accounting issue?

Always consider Recognition, Measurement, Presentation, and Disclosure.

Recognition:

What are the relevant recognition criteria in this situation?  Are there any specific recognition criteria?  If not, default to the general recognition criteria in Handbook section 1000 or IFRS Conceptual Framework, whichever is applicable.

Measurement:

What amount(s) should be recorded (assuming recognition is appropriate)?  Consider the different bases of measurement.  Can a reasonable estimate be made?
Presentation:

How should the debit and the credit be presented on the financial statements?

· (Asset) side or (Liabilities + Equity) side of the B/S?

· Current or Long-term on the B/S?

· Continuing ops or something else on the I/S?

· “Normal” or “Unusual” on the I/S?

· Etc.

Disclosure:


Disclosure required?

If yes, what are the minimum disclosure obligations per the Handbook?  What additional disclosure may be useful to the users of the financial statements in helping them to make their resource allocation decisions?
Suggested Solution follows.

Suggested Solution

ASPE:  A contingent liability arose on November 1, 2009 when a lawsuit was filed by the customer.  Up to December 31, 2010, year-end, the best information was that a loss is likely but no specific estimate within a range could be made.  In such a case, JC should at least accrue the minimum amount ($20,000) in the range and disclose the exposure to further loss.

However, the lawyers meeting, proposal and counter-proposal are subsequent events insofar as they occurred after year-end and before the financial statements were finalized.  These events provide further insight on the contingency circumstances that existed at year-end and, hence, are type (a) subsequent events.  In particular, the range has been somewhat clarified in that it appears the two parties are somewhere between $60,000 and $90,000.  The likely estimate is therefore $60,000 with an exposure to further loss up to $90,000.

In summary, I would suggest that the accountant:

· Recognize a contingent liability and related loss in the amount of $60,000 on December 31, 2010.

· The contingent liability should be shown as a current liability, assuming settlement is expected within 1 year of the balance sheet date.

· The loss is not part of normal operations and, depending on the frequency of occurrence and other factors, the loss may be considered an unusual item on the income statement.
· Disclosure should be made in the 2010 financial statements of the exposure to further loss.

· Disclosure should include the nature of the contingency and the amount of additional exposure.
SOLUTION #3

NOTE: Please show all your work/calculations for full and part marks. But do not show calculations on the statement (show below it). Also show the intraperiod tax amounts on the statements (both for I/S and RE Statement) – as shown below. No common shares were given hence no EPS could be calculated.

 (a)

Sunlite Limited
Statement of Comprehensive Income
For the year ended December 31, 2011
	
	

	Sales revenue  (4,500,000 – 400,000)
	$4,100,000

	**Cost of goods sold  (1,900,000 – 280,000)
	1,620,000

	Gross profit
	2,480,000

	
	

	Operating expenses:
	

	  Delivery expenses
	425,000

	  **General and administration (G&A) expenses  (2,100,000-390,000)

	1,285,000

	
	

	
	1,710,000

	
	

	Operating income
	770,000

	
	

	Other income (expenses)
	

	  Interest expense
	(65,000)

	  Gain on sale of equipment
	55,000

	
	(10,000)

	
	

	Income before income taxes
	760,000

	Income tax expense (20%)
	152,000

	Income before discontinued operation (Income from continuing ops)
	608,000

	
	

	Discontinued operation
	

	  1. Loss from operations* net of tax benefit $54,000
	(216,000)1

	  2. Write down of held-for-sale long-lived assets, net of tax benefit $7,000
	(28,000)2

	
	

	Profit (Loss)
	364,000

	
	

	Other comprehensive income, net of tax $3,0003
	12,0003

	
	

	Comprehensive income
	$376,000

	
	


Calculations:

1[400,000-280,000-390,000 = (270,000)] - 20%

2(35,000)-20%
3(15,000-20%)
**Applicable amount of depreciation is included in these line items because Sunlite chooses to use a Function method for classifying expenses.  IFRS also requires separate disclosure to be provided of the Nature of expenses.  See Lo textbook page 87.
(b)

AOCI = Opening Balance plus OCI this year = 102,000 + 12,000 = 114,000

SOLUTION #4

(a)

The matching principle was violated.  Also, the general recognition criteria as applied to an asset has also been violated.  The truck meets the definition of an asset and should have been capitalized in 2007.  The cost of the truck should have been subsequently depreciated over its useful life in order to match the cost of the truck with the future benefits/revenue that it derived or helped to derive.

(b)

2007 – Reverse the expense of $4,550 but then annual amortization expense would be $600 [=(4,550-350)/7]
(4,550-600=3,950 – 35% = (2,568)
2008 – Depreciation expense would be $600

(600-35% = 390

2009 – Depreciation expense would be $600

(600-35% = 390

2010 – Depreciation expense would be $600

(600-35% = 390

{NOTICE:  Intraperiod tax allocation}
Total of all prior years’ impact = (2,568)+390+390+390 = (1,398)
	Opening retained earnings, Jan. 1, 2011, as originally stated
	$90,000

	Correction of error from 2007, net of taxes
	1,398

	Opening retained earnings, Jan. 1, 2011, as restated
	91,398

	Net Income
	Xx

	Dividends declared
	Yy

	Ending retained earnings, Dec. 31, 2011
	Zzz


SOLUTION #5

Requirement 1

Market values can be more or less reliable (it depends):

Marketable securities—quoted stock market price.

These values are likely reliable, as they can be objectively determined.  They may be volatile, though.

Inventory—Larmax price list.

These values are also likely reliable, as they can be objectively verified.  If market conditions change, as they often do, they may not be the correct representation of future cash flow.  Selling costs should be factored into this assessment (i.e. net realizable value, not just fair value)

Tangible capital assets—real estate appraisal.

This is likely a “soft” number, as the range provided by the appraisers indicates.  Lacking an identifiable buyer, or much of a market for used capital assets, this is an estimate.  Other appraisers may have a different range.

Intangible capital assets—discounted future cash flows.

Discounted future cash flows are very subjective:  the amounts, timing and discount factor/rate are all subject to estimation error.  It’s a major asset for the company.

Long-term investment—shareholder estimate.

This “insider” estimate of the market value of a nonmarketable investment in a small private family company is problematic—it may be biased and/or a ball-park figure.  Realistically, its fair market value is difficult to establish.

Requirement 2

The primary users of financial statements, identified by IFRS and by ASPE, are creditors and equity investors.

Balance sheets, prepared under historical cost, are less useful to these users when there are material differences between cost and market value.

As a conservative lender, the banker would want market value numbers for assets that are readily (marketable securities, inventory) or not-so-readily (tangible capital assets) marketable.  Historical cost statements are only the first step of the banker’s analysis—market value information often is needed for the purposes of evaluating the effectiveness of collateral, in case the loan is called.

For investors, ROI or ROE can best be calculated using market values for true rates of return. (Alternatively, some may prefer ROI and ROE based on invested capital as represented by unamortized cost.)

The subjectivity of estimates is a problem, but many feel it is better to be relevant but less reliable (market values) rather than totally reliable but irrelevant (historic costs).

Consider the Information Perspective of decision usefulness versus the Measurement Perspective of decision usefulness.
SOLUTION #6

	Requirement 1


	30 September – Date of Revenue Recognition
	

	30 August
	Inventory
	4,300
	
	
	
	

	
	
Cash, etc.
	
	4,300
	
	
	

	30 September
	Inventory
	530
	
	
	
	

	
	
Cash
	
	530
	
	
	

	
	Inventory*
	6,220
	
	
	
	

	
	COGS
	4,830
	
	
	
	

	
	
Sales
	
	11,050
	
	
	

	
	Bad debt expense
	96
	
	
	
	

	
	
Allowance for doubtful accounts**
	
	96
	
	
	

	
	Sales returns and allowances
	475
	
	
	
	

	
	      Allowance for sales returns**
	
	475
	
	
	

	15 October
	Accounts receivable
	11,050
	
	
	
	

	
	
Inventory
	
	11,050
	
	
	

	
	
	
	
	
	
	

	25 October
	Allowance for sales returns
	475
	
	
	
	

	
	
Accounts receivable
	
	475
	
	
	

	
	
	
	
	
	
	

	30 November
	Allowance for doubtful accounts
	96
	
	
	
	

	
	
Accounts Receivable
	
	96
	
	
	

	
	Cash (11,050-475-96)
	10,479
	
	
	
	

	
	
Accounts Receivable
	
	10,479
	
	
	


* The inventory is now at market value because you have recognized revenue at this date (completion of finished goods; before delivery)

**Allowance would be shown as a contra account to inventory until accounts receivable are recognized.

Requirement 2
Certain rare situations for agricultural products and minerals.

For mining, this is permitted only under either of two circumstances:

(a) The minerals have been extracted and sale is assured because the company has a firm contract to sell; or

(b) There is an active public market for the mineral.

Requirement 3
	
	15 October – Date of Revenue Recognition

	30 August
	Inventory
	4,300
	

	
	
Cash, etc.
	
	4,300

	30 September
	Inventory
	530
	

	
	
Cash
	
	530

	
	
	
	

	15 October
	Accounts receivable
	11,050
	

	
	
Sales
	
	11,050

	
	
	
	

	
	COGS
	4,830
	

	
	
Inventory
	
	4,830

	
	
	
	

	
	Bad debt expense
	96
	

	
	
Allowance for doubtful accounts
	
	96

	
	Sales returns and allowances
	475
	

	
	      Allowance for sales returns
	
	475

	25 October
	Allowance for sales returns
	475
	

	
	
Accounts receivable
	
	475

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	
	
	
	

	30 November
	Allowance for doubtful accounts
	96
	

	
	
Accounts Receivable
	
	96

	
	Cash (11,050-475-96)
	10,479
	

	
	
Accounts Receivable
	
	10,479


Requirement 4
	
	25 October – Date of Revenue Recognition

	30 August
	Inventory
	4,300
	

	
	
Cash, etc.
	
	4,300

	30 September
	Inventory
	530
	

	
	
Cash
	
	530

	
	
	
	

	15 October
	Accounts receivable
	11,050
	

	
	
Deferred Revenue**
	
	11,050

	
	Deferred COGS**
	4,830
	

	
	
Inventory
	
	4,830

	
	
	
	

	25 October
	Deferred Revenue**
	11,050
	

	
	
Sales
	
	11,050

	
	COGS
	4,830
	

	
	       Deferred COGS**
	
	4,830

	
	Sales returns and allowances
	475
	

	
	
Accounts receivable (no need for Allowance account)
	
	475

	
	Bad debt expense
	96
	

	
	
Allowance for doubtful accounts
	
	96

	30 November
	Allowance for doubtful accounts
	96
	

	
	
Accounts Receivable
	
	96

	
	Cash (11,050-475-96)
	10,479
	

	
	
Accounts Receivable
	
	10,479


** May use Deferred Gross Margin account instead.
SOLUTION #7

Requirement 1

Journal entries, 1 March 2010:

Installment accounts receivable
1,500



Deferred Revenue**

1,500

Deferred COGS**
900


Inventory

900

Cash
500



Installment accounts receivable

500

Deferred Revenue**
500



Sales revenue

500

Cost of goods sold
300



Deferred COGS**

300

Journal entries, 14 September 2010:

Cash
600



Installment accounts receivable

600

Deferred Revenue**
600



Sales revenue

600

Cost of goods sold
360



Deferred COGS**

360

** May use Deferred Gross Margin account instead.

Requirement 2

$200 of gross profit would be recognized.  (=500+600-900)
Under the cost recovery method, no gross profit can be recorded until all costs are recovered first.
SOLUTION #8

** BE CAREFUL TO NOTE THAT THE INFORMATION IN A QUESTION COULD BE PRESENTED AS “DURING THE YEAR” OR “TO DATE”.

a.
To apply the percentage of completion method, we must use the cost-to-cost approach since no other estimate of the stage of completion is available.
	
	
	2011
	2012
	2013

	Cost incurred during year
	A
	$  80,000
	$120,000
	$  50,000

	Cost incurred to date
	B = Sum of A
	80,000
	200,000
	250,000

	Additional costs to complete
	C
	158,000
	  39,000
	           0

	Total estimated costs
	D = B+C
	238,000
	239,000
	250,000

	% complete
	E = B/D
	33.61%
	83.68%
	100%

	Cumulative revenue
	F = E × 300,000
	$100,840
	$251,046
	$300,000

	Less: revenue previously recorded
	G = Prior F
	           0
	100,840
	251,046

	Revenue – current year
	H = F – G 
	100,840
	150,206
	48,954

	Expenses 
	A
	  80,000
	120,000
	  50,000

	Gross profit (loss)
	J = H – A 
	  20,840
	  30,206
	  (1,046)

	
	
	
	
	

	Receivables beginning balance
	
	0
	5,000
	7,000

	Billings during year
	
	65,000
	130,000
	105,000

	Collections during year
	
	(60,000)
	(128,000)
	(112,000)

	Receivables ending balance
	
	   5,000
	     7,000
	            0

	
	
	
	
	

	CIP inventory beginning balance
	
	0
	100,840
	251,046

	Cost incurred during year
	
	80,000
	120,000
	 50,000

	Gross profit (loss) recognized
	
	  20,840
	  30,206
	   (1,046)

	Contract completion
	
	        n/a
	        n/a
	(300,000)

	CIP inventory ending balance
	
	100,840
	251,046
	            0


b.


	Year
	
	Cash
	
	Accts Receivable
	
	CIP Inventory
	
	Billings
on CIP
	
	Revenue or expense

	2011
	Incur costs
	
	80,000
	
	
	
	
	80,000
	
	
	
	
	
	
	

	
	Bill client
	
	
	
	65,000
	
	
	
	
	
	
	65,000
	
	
	

	
	Receive cash
	60,000
	
	
	
	60,000
	
	
	
	
	
	
	
	
	

	
	Rev & exp recog
	
	
	
	
	
	
	20,840
	
	
	
	
	
	80,000
	100,840

	
	Balance
	
	20,000
	
	5,000
	
	
	100,840
	
	
	
	65,000
	
	
	*20,840

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	2012
	Incur costs
	
	120,000
	
	
	
	
	120,000
	
	
	
	
	
	
	

	
	Bill client
	
	
	
	130,000
	
	
	
	
	
	
	130,000
	
	
	

	
	Receive cash
	128,000
	
	
	
	128,000
	
	
	
	
	
	
	
	
	

	
	Rev & exp recog
	
	
	
	
	
	
	30,206
	
	
	
	
	
	120,000
	150,206

	
	Balance
	
	12,000
	
	7,000
	
	
	251,046
	
	
	
	195,000
	
	
	30,206

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	2013
	Incur costs
	
	50,000
	
	
	
	
	50,000
	
	
	
	
	
	
	

	
	Bill client
	
	
	
	105,000
	
	
	
	
	
	
	105,000
	
	
	

	
	Receive cash
	112,000
	
	
	
	112,000
	
	
	
	
	
	
	
	
	

	
	Rev & exp recog
	
	
	
	
	
	
	
	1,046
	
	
	
	
	50,000
	48,954

	
	Balance
	  50,000
	
	
	           0
	
	
	300,000
	
	
	
	300,000
	
	  1,046
	

	
	Close project
	
	
	
	
	
	
	
	300,000
	
	300,000
	
	
	
	

	
	Balance
	
	
	
	
	
	
	           0
	
	
	
	           0
	
	
	

	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

	
	Total income over three years
	
	
	
	
	
	
	
	
	
	
	
	50,000


  * Revenue and expenses are temporary accounts, which are closed at the end of each year, so balances do not carry forward.

Example Journal Entries (1st Year)

DR  CIP Inventory


80,000


CR  Cash and/or A/P and/or etc.

80,000

DR  Accounts Receivable

65,000


CR  Billings on Contract


65,000

DR  Cash



60,000


CR  Accounts Receivable

60,000

DR  Costs of Construction

80,000

DR  CIP Inventory


20,840


CR  Construction Revenue

100,840
** Recall that we discussed a question on losses on long-term contracts in class.  Also, there was a homework question with contract losses.
SOLUTION #9

(a)
	Components of Income
	Amount
	Factor
	Valuation

	Income from Continuing Operations, after tax
	608,000
	
	

	Deduct Gain on Sale, after tax (assume transitory) [55,000-20%]
	(44,000)
	
	

	Permanent/Sustainable earnings (after tax)
	564,000
	1/0.25 = Factor 4x
	2,256,000

	
	
	
	

	Transitory
	
	
	

	  Gain on Sale (after tax)
	44,000
	
	

	  Discontinued Operations (after tax)
	(216,000)
	
	

	
	(28,000)
	
	

	Transitory earnings (after tax)
	(200,000)
	Factor 1x
	(200,000)

	
	
	
	

	Value-Irrelevant
	N/A
	0
	0

	
	
	
	

	Total Value
	
	
	2,056,000


(b)

$600,000/0.25 = $2,400,000 / 2,000,000 = $1.20 per common share.

SOLUTION #10
PV of note: Tables = ($150,000 x (P/F 9%,3)) + ($150,000 x 4%) x (P/A 9%,3)

    = ($150,000 x .77218) + ($6,000 x 2.53129) = $131,015

Calculator: FV= 150,000, PMT = 6,000, n= 3, i = 9%, PV =? = 131,015.29
You may find it helpful to see an amortization table.

	
	
	
	
	
	 Principal 
	

	
	
	 Opening 
	9.0%
	
	 Increase 
	 Ending 

	 Time 
	 Date 
	 Balance 
	 Interest 
	 Payment 
	 (Decrease) 
	 Balance 

	0
	01/01/2010
	
	
	
	
	     131,015 

	1
	12/31/2010 or 01/01/2011
	     131,015 
	      11,791 
	          6,000 
	5,791.38
	     136,806 

	2
	12/31/2011 or 01/01/2012
	     136,806 
	      12,313 
	          6,000 
	6,312.60
	     143,119 

	3
	12/31/2012 or 01/01/2013
	     143,119 
	      12,881 
	          6,000 
	6,880.73
	     150,000 


(a)

January 1, 2010
Notes receivable

150,000

Discount on notes receivable


 18,985

Sales


131,015

December 31, 2010 (adjusting entry)

Interest receivable
(150,000 x 4%
x 12/12)


6,000

Discount on notes receivable ([131,015 x 9% x 12/12] – 6,000)

5,791
(see amort. table)



Interest revenue







11,791

(b)

January 1, 2011
Cash  (150,000 x 4%)






6,000


Interest receivable







6,000

December 31, 2011 (adjusting entry)

Interest receivable
(150,000 x 4%
x 12/12)


6,000

Discount on notes receivable ([136,806 x 9% x 12/12] – 6,000)

6,313
(see amort. table)



Interest revenue







12,313


[(131,015+5,791=136,806) x 9% x 12/12]=12,313
(c)

The loan is impaired.

Estimated realizable amount = 131,529
(3,000/1.09^1) + (153,000/1.09^2) = 2,752+128,777 =131,529

Calculator: FV= 150,000, PMT = 3,000, n= 2, i = 9%, PV =? = 131,529.33
Carrying value of the note receivable on this date = 143,119
131,015+11,791-6,000+12,313-6,000 = 143,119 (also, see the amortization table at end of time=2)

Loss on impairment of note receivable (143,119-131,529)

11,590


Allowance for loan impairment





11,590
[Notice that the market rate of interest on the date of impairment has not been used in the impairment calculation.  Under IFRS (BAC is a public company), the original effective interest rate is used.  However, under ASPE, the market rate of interest of 10% would have been used.]
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