ACCO 310 WINTER 2011 

SOLUTION TO MIDTERM EXAM

QUESTION 1 TOTAL 24 MARKS

1 MARK EACH FOR MULTIPLE CHOICE
PART A- 12 MARKS

	1.  D
	5.  C
	9.    C

	2.  D
	6.  D
	10.  D

	3.  C
	7.  C
	11.  D

	4.  D
	8.  A
	12.  D


PART B- 3 MARKS
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.
· Conflicting qualitative characteristics: e.g. between providing information that is relevant and information that is representationally faithful

· There are obstacles to reporting unlimited information to users (constraints):

· Materiality: Should an item be singled out for specific mention or presentation? (you can’t highlight everything)

· Cost versus benefits: The costs of providing information must be weighed against the benefits obtained from using the information
1,2, OR 3 MARKS DEPENDING ON QUALITY

PART C- 9 MARKS

FOR PART C- 1,2 OR 3 MARKS EACH SECTION, DEPENDING ON QUALITY

Statement I

It is true that users of financial accounting statements have coinciding and conflicting needs for statements of various types. However, to meet these needs, accountants generally prepare a single set of general-purpose financial statements, rather than a number of different types of financial statements. It may be argued that accountants often do prepare special statements for particular purposes, but in general the accounting profession has relied on general purpose financial statements prepared in conformance with generally accepted accounting principles.
Statement II

It is true that the AcSB should be responsive to the needs of the entire economic community, not just the public accounting profession. However, it is not clear whether the AcSB will succeed. The needs of the entire economic community are not always the same. The AcSB needs to try to identify those needs, evaluate them, and then attempt to ensure that standards come as close as possible to satisfying those needs. The AcSB will have the best chance of success if it deals with problems promptly, sets proper priorities, takes whatever action it thinks is right and in the public interest, and handles pressures responsibly without overreacting to them.

Statement III

It is true that the Canada Business Corporation Act and the provincial incorporating statutes require that financial statements be prepared in accordance with the Handbook.
The Handbook however does not require IFRS for all companies, only those that are public and others that elect to follow IFRS and not PE GAAP..

The statement regarding the US is not correct.  They are in the conversion process as well, but on a more selective basis and not as quickly as Canada. Canadian standard setters have determined that using international standards will facilitate global economic activity by allowing for ease of comparability However, if the various governments determined that a specific guideline recommended by the Handbook did not meet the information disclosure requirements that they thought were necessary, they could change the legislation such that the Handbook was required in most instances but that certain exceptions were allowed. This would undermine the authority given to the CICA. So far, in our history, the government has accepted the CICA’s explanation for the necessity for certain guidelines, but there is no guarantee that they will always be able to do so. In 1999, David Brown, chairman of the Ontario Securities Commission, spoke at length on the topic of aggressive financial reporting by companies. His speech was intended as a wake-up call to the CICA that the Securities Commission had some serious concerns about the way financial statements were prepared and they way they were audited. 

OTHER VALID POINTS ARE POSSIBLE 

QUESTION 2  TOTAL 25 MARKS

SOLUTION FOR PART B- allocate marks .5 each item to valuation identification and .5 to proper classification and 1 for extra disclosure component.  Available is 26 marks, MAX is 25 marks
	marks
	ITEM
	B/S CLASSIFICATION
	VALUATION
	ADDITIONAL DISCLOSURE

	2
	1
	SHARE CAPITAL IN EQUITY
	a
	No. of shares, authorized, outstanding

	2
	2
	CURRENT ASSETS
	j
	Usually Nothing extra

	2
	3
	BIOLOGICAL ASSETS
	i
	Description, cost, amortization policy if any , acc. amort

	2
	4
	LONGTERM -FIXED ASSETS 
	 h h2
	Description, cost, amortization policy and acc. Amort ( or fair value if relevant under IFRS)

	2
	5
	CURRENT ASSETS
	f
	Allowance, net amount, allowance policy

	2
	6
	INTANGIBLE ASSETS- NOT CURRENT
	h h1
	Description, cost, amortization policy if any , shown net of acc. Amort. ( or fair value if relevant under IFRS)

	2
	7
	CURRENT ASSETS
	g
	Breakdown by category, lower of cost and NRV

	2
	8
	LONG TERM FINANCIAL LIABILITITES
	c
	Due date, interest rate, special conditions, discount or premium, payments schedule, etc

	2
	9
	LONG TERM -FIXED ASSETS
	j
	Cost ( or fair value if the choice made under IFRS)

	2
	10
	LONG TERM INVESTMENTS
	j
	Cost ( or fair value if the choice made under IFRS)

	2
	11
	LONG TERM INTANGIBLE ASSETS
	h h1
	Description, cost, amortization policy, shown net of acc. Amort. ( or fair value if relevant under IFRS)

	2
	12
	SHORT TERM FINANCIAL ASSETS (INVESTMENTS)
	e
	Cost and fair value, interest/dividend rates if relevant,

	2
	13
	CURRENT LIABILITIES
	d
	Usually nothing extra


Key to codes re valuation:

a.
No par value

b.
Current cost of replacement

c.
Amount payable when due, less unamortized discount or plus unamortized premium

d.
Amount payable when due

e.
Fair value at balance sheet date

f.
Net realizable value

g.
Lower of cost or net realizable value

h1
Original cost less accumulated amortization

h2
Original cost less accumulated depreciation

i.
Original cost less accumulated depletion

j.
Historical cost

QUESTION 3  

This section 2 marks each, 1 for explanation of likely cause and 1 for explanation of effects ( ½ on B/S and ½ on I/S)

1. ( 10 marks)

#1
inventory was overstated at the end of 2009 by $100,000, most likely due to an error in the accounting or the count. Therefore the income was understated by the same amount. Because the mis-statement was not corrected, the opening inventory of 2010 was similarly misstated which resulted in the COGS for 2010 being too high, and income for that year being too low.   

A similar problem occurred at the end of 2010, but in the opposite direction.  Ending inventory must have been understated and COGS overstated by $150,000 as the correction indicates that the net income originally calculated was understated- that is why it is being increased by the adjustment.

#2
It appears that too much insurance expense was accounted for in 2009 ($30,000) and too little in 2010 ($15,000).  This would happen if an insurance payment made in 2009 that was for insurance coverage in subsequent years ( i.e. 2010 and 2011) was not properly allocated to the Prepaid insurance account on the balance sheet and was fully expensed instead.  What should have happened is that at the end of 2009, $30,000 should have been in the balance sheet account and during 2010, $15,000 of this amount should have been credited to the Prepaid balance sheet account for insurance and allocated to expense.

#3
The adjusting entries to record the depreciation for some asset was not made in both 2009 and 2010.  Therefore the expense and income recorded for 2009 and 2010 must be reduced accordingly by $4,000 and $3,200 respectively.  Due to this error, the accumulated depreciation at the end of 2009 was understated by $4,000 and at the end of 2010 it was understated by $7,200 altogether.

#4
The company has some investments for which the market value increased above the recorded amounts during 2010.  For available for sale financial assets, the IFRS requirements are that those investments be shown at fair value and the unrealized gain (or loss, as appropriate) be recorded in Other Comprehensive Income for the year.  As the adjustment is showing a reduction in income for the effect of the revaluation it is because the original financial statements improperly recorded the unrealized gain in income as opposed to Other Comprehensive Income. This is a classification error and does not affect the Total Comprehensive Income, but both the net income and the other comprehensive income components are over and understated by $40,000 on a pre-tax basis.
#5
The adjustment for the contingent lawsuit was adjusted for as there must have been a condition that existed as at the end of the year 2010 that was judged to be a likely and estimable loss.   An $80,000 corresponding liability would also be adjusted for on the balance sheet, increasing the overall liabilities of the company at the end of 2010..

In addition, the tax adjustments were made to reflect the 40% tax rate on all the income items.  The same would apply to OCI as per intra-period tax allocation.

2. JOURNAL ENTRIES- BOOKS OPEN FOR 2010  ( 15 marks)

1 mark each component of each journal entry except for #6 below for which the entire  This gives a total possible of 18 marks.  There is a Max for this part of the question of 15 marks.
	
	DR
	CR

	#1(a)
	
	

	RETAINED EARNINGS, Jan 1 2010
	60,000
	

	DEFERRED INCOME TAXES
	40,000
	

	COGS
	
	100,000

	
	
	

	#1(b)
	
	

	INVENTORY
	150,000
	

	COGS
	
	150,000

	
	
	

	
	
	

	
	
	

	#2
	
	

	PREPAID INSURANCE
	15,000
	

	RETAINED EARNINGS, Jan 1 2010
	
	9,000

	DEFERRED INCOME TAXES
	
	6,000

	
	
	

	#3
	
	

	DEPRECIATION EXPENSE
	3,200
	

	RETAINED EARNINGS, Jan 1 2010
	2,400
	

	DEFERRED INCOME TAXES
	1,600
	

	ACCUMULATED DEPRECIATION
	
	7,200

	
	
	

	#4
	
	

	UNREALIZED GAIN- I/S ACCOUNT
	40,000
	

	OCI- UNREALIZED GAIN ON EVALUATION
	
	40,000

	( EXPECT TAX ADJUSTMENT TOO? )
	
	

	
	
	

	#5
	
	

	LOSS- RE LAWSUIT
	80,000
	

	LIABILITY FOR LAWSUIT LOSS
	
	80,000

	
	
	

	#6 record taxes for the 2010 year
	
	

	INCOME TAX EXPENSE
	44,720
	

	INCOME TAXES PAYABLE
	
	44,720

	INCOME TAXES PAYABLE
	150,000
	

	INCOME TAX EXPENSE
	
	150,000

	Removing original tax recorded and setting up new amount.  Did not do the reclassification of expense re the OCI but that could have been done also.
	
	


3. ( 10 marks)

COMPANY

STATEMENT OF CHANGES IN SHAREHOLDERS’ EQUITY

YEAR ENDED DECEMBER 31, 2010

	
	Share
	Retained
	Accum.
	Total

	
	Capital √
	Earnings √
	OCI  √
	√

	
	
	
	
	

	√Opening bal., Jan. 1, 2009
	10,000 √
	0 
	0 
	10,000 

	
	
	
	
	

	√Net income as previously reported
	
	190,000√ 
	
	190,000 

	√Error corrections (note  )
	
	(44,400) √
	
	(44,400) 

	
	
	
	
	

	√Revised Closing balance, Dec. 31, 2009
	10,000 
	145,600 
	0 
	155,600 

	
	
	
	
	

	√Net income for 2010
	
	292,080 √
	
	292,080 

	√OCI- unrealized gain on available for 
	
	
	24,000√ 
	24,000 

	   sale financial instruments net of related taxes of $16,000
	
	
	

	√issue of Additional shares
	45,000√ 
	
	
	45,000 

	√Dividends declared Dec, 15, 2010 (note   )
	
	(12,500) √
	
	(12,500)

	
	 
	 
	 
	 

	√Closing Balance December 31, 2010
	55,000 
	425,180 
	24,000 
	504,180 

	
	 
	 
	 
	 

	note- error corrections must be explained and shown net of relevant taxes of $        
	

	
	
	
	
	


√  ½ MARK EACH ITEM NOTED WITH A  √ 
TOTAL FOR THIS PART OF THE QUESTION IS 10 MARKS
4.  

Discontinued Operations  (  8 marks)

· Shown after income from continuing operations before income taxes and before net income 2

· Shown net of related income taxes 1

· Tax amounts need to be separately disclosed 1
· Includes amounts for operations as well as gains / losses related to asset disposals 2

· Eps 1
Statement of Cash Flows  ( 8 marks)

· Must show cash flow from operating, investing and financing activities separately 2

· Separate disclosure of interest and dividends paid and charged to retained earnings as a financing activity 1

· Disclose and provide relevant information about significant non-cash investing and financing transactions 2

· Must define what makes up cash and cash equivalents 1
· Must reconcile the change in cash & cash equivalents to the same amounts reported on the balance sheet 1

· Report the amount of cash & cash equivalents that have restrictions on their use 1

1

