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Question 1. (24 marks)

Part A - 4 marks 

	Just Retail Ltd. uses the gross profit method to determine ending inventory when preparing its quarterly financial statements. During the most recent quarter which ended on June 30, the company purchased $2,000,000 of inventory, returned inventory costing $30,000 and also took advantage of purchase discounts of $24,000. Inventory on hand at the beginning of the quarter (April 1) was $600,000. In the last couple of years, the company has had a gross profit of 40% on sales. Sales for the quarter ended June 30 were $3,700,000. 
	
	Required: Use the gross profit method to estimate the dollar amount of ending inventory on hand at June 30.

	
Beginning Inventory                                            $   600,000            (0.5 marks)

Net Purchases                               
   Purchases                                     $2,000,000
   Returns                                              (30,000)
   Discounts                                           (24,000)
                                                                              $1,946,000            (1.5 marks)
COGAS                                                                $2,546,000

COGS
[$3,700,000 x (1-0.4)] =                                    ($2,220,000)             (2 marks)   

ENDING INVENTORY                                   $    326,000




 
	



	Part B - 6 marks 

In some countries, companies can immediately write-off goodwill at the date of acquisition by directly reducing their shareholders' equity; that is, the write-off does not pass through net earnings.  Suppose that a Canadian company and a company from a country that allows an immediate write-off of goodwill each purchases identical companies for the same amount of money.
Required:  As a stock analyst, describe how the statements of financial position and statements of earnings would differ for the two acquiring companies subsequent to the acquisition. Each company follows the accounting standards in their own country.  Discuss whether this would provide any advantage for either of the acquiring companies.
	Statement of Financial Position (2 marks)

Canadian company will show Goodwill as an asset until a write-down is required to be taken in some future year should an impairment occur.

Foreign company will not show any Goodwill asset and end up with a smaller shareholders’ equity on the statement of financial position due to the GAAP it follows.

Statement of Earnings (2 marks)

After the acquisition, the Canadian company could report lower net earnings in subsequent years because impairment in value of goodwill hits the statement of earnings. For the moment there would be no immediate impact.

After the acquisition, there would be no effect on the foreign company’s net earnings as the full amount of the acquired goodwill was never recognized as an asset. There is neither any present of future impact on earnings for this company.

Advantage (2 marks)

If the financial statement users fail to recognize this accounting difference, the foreign company has an advantage because of higher net earnings in subsequent years and higher earnings per share reported each period there's no write-down by the Canadian company.

Also, it is likely that financial analysts would not assign full economic value to this asset in evaluating a Canadian company’s financial position causing further disadvantage.







Part C - 14 marks

KNI Inc. bought equipment on January 1, 2013 and has a year-end on every November 30. The following information about the equipment is available:
 
Equipment cost = $120,000 
Estimated residual value = $ 10,000 
Estimated useful life = 5 years
Estimated useful life in units = 200,000
Units sold between January 1, 2013 and November 30, 2013 = 45,000
Units produced between January 1, 2013 and November 30, 2013 = 50,000
 
Required: 
	a. Calculate the depreciation expense for the year ended November 30, 2013, using the units-of-activity method. (4 marks)
 
		
[$120,000 - $10,000] / 200,000 units = $0.55/unit                    (3 marks)

$0.55 x 50,000 = $27,500                                                          (1 mark)





	b. Calculate the depreciation expense for the year ended November 30, 2014, using the double-declining-balance method. Show your work. (4 marks)

	First compute 2013, then compute 2014

$120,000 x 20% x 11/12 = $44,000                                          (2 marks)

($120,000 - $44,000) x 20% = $30,400                                    (2 marks)






c. Assume the company sells the equipment (in a future year) for $44,000 cash.  Calculate the (loss) or gain on sale of the equipment, assuming the accumulated depreciation of the equipment on the date of sale was $66,000. (2 marks)

	
Proceeds of disposition                           $44,000                  (1 mark)

Less: Carrying amount
   Cost                                  $120,000                                   
   Acc. dep'n                           (66,000)                       
                                                                $(54,000)               (1 mark)     

Loss on sale                                             $(10,000)









d. In March 2013, Bettis Inc. purchased a 7-year-old office building for $980,000 cash, to be used as its new head office. Bettis also made the following additional expenditures in March 2013 related to the office building before moving into the building on April 1, 2013:

Real estate broker fee on purchase of building 				$30,000
Installation of new windows in building 					$64,000
Prepayment of February 1, 2013 – January 31, 2014
for fire insurance premium 							$12,000
Prepayment of February’s telephone service 					$   2,400
Installation of new exterior doors with the company name
inlaid in brass 									$12,600

What is the amount at which the office building will be recorded in the company’s accounts? Show your work. (4 marks)

	
Cost consists of:
   Building                                         $   980,000
   Broker fee                                      $     30,000
   New Windows                               $     64,000
   New Doors                                     $     12,600
TOTAL                                             $1,086,600

(1 mark each line item = 4 marks)

Deduct 1 mark of incorrectly includes phone service and/or insurance)  







Question 2. (9 Marks)
 
On March 27, 2013, Leung and Wong organized their company LW Inc., as a corporation. 

On March 27, 2013, the corporation issued a total of 5,000 ordinary shares at $10 per share.  Each shareholder received 2,500 shares.

On July 2, 2013 the corporation issued an additional 2,500 ordinary shares to a new shareholder for total proceeds of $32,500.

The company reported a net income of $9,375 for the year ended December 31, 2013. 

A dividend of $1.15 per share was declared on December 31, 2013.  The dividend was paid on January 15, 2014.

The market value per ordinary share of LW Inc. on December 31, 2013 was reliably estimated at $15 per share.
 
Required: 
	a. What is the reported value of the ordinary shares that would appear on the company's Statement of Financial Position as at December 31, 2013? (2 marks)

	
Ordinary shares issued:

                                        5,000 x $10 = $50,000           (1 mark)
                                        2,500 x $13 = $32,500           (1 mark)
TOTAL                           7,500              $82,500                         





	b. What is the reported amount of 'Retained Earnings' that would appear on the company's Statement of Financial Position as at December 31, 2013? (3 marks)

	
Retained earnings - beginning of period                    $         0

Net Income                                                                 $ 9,375               (1 mark)

Dividends                                        $1.15 x 7,500 =  $(8,625)             (2 marks)

Retained earnings - end of period                              $     750  






	



c. 
	c. Compute the company's Price/Earnings ratio on December 31, 2013? What does this ratio provide as information? (4 marks)

	
Price Earnings ratio = Market Value per share / EPS

                                 = $15.00 / 7,500

                                 = 12 times                    (2 marks)

What does this mean?

The PE ratio relates the accounting earnings to the market price at which the shares trade.

It's a multiple of the company's earnings and represents a risk factor to the earnings.

The market is rewarding the stock by means of a multiple on its earnings.

A multiple of 12 gives an 8.33% earnings yield.

                                                                       (2 marks)








Question 3. (11 Marks)
“I’ve got it!” exclaimed one of your clients while reviewing the cash flow statement you had prepared for him. “If adding back depreciation turns my small net income into a larger cash from operations, let’s increase the amount of depreciation every year by shortening the useful lives on the Property, Plant & Equipment from 15 years to 8 years, and then with the increased cash from operations I can pay down the amount I owe to the bank.”

Required:

a. Evaluate your client’s suggestion of changing the depreciation period from 15 years to 8 years.  Indicate whether this kind of change would be a violation of accounting standards.
Comment only on the accounting change.  (3 Marks)

	
The change is permitted under IFRS if it will produce more relevant and reliable information.

The change cannot be made for arbitrary or opportunistic reasons, for example to manage earnings.

The reason for the change given in this case would not be acceptable. 






b. Evaluate your client’s suggestion that it will allow him to pay off the bank faster.
(4 marks)

	
First, depreciation is a non-cash expense, increasing the amount of depreciation does not put more cash in the company's hands.

Net income would be lower since depreciation is higher but this depreciation charge would be added back and there would be no net monetary change in value to the operating cash flows of the company.

The loan will not be repaid faster for this reason alone. 








c. Discuss how such a change in depreciation would affect the quality of earnings.
(4 marks)
	
The quality of earnings will decline as the expense recognized may not represent a proper matching of expenses to the benefits provided by the PPE.

Although it's cash flow neutral, the market may perceive the change as an attempt to manage earnings lower now and allow for future profits to be reported higher.

This attempt by management would not affect cash flows but would affect the timing of income recognition where net income is not reported fairly.







Question 4. (23 Marks)

Part A - 9 marks

You've obtained the following extract from the financial statements of a leading computer manufacturer: 

The aggregate product warranty liabilities were as follows for the following fiscal years ended October 31:
									2012 		2011
									

Product warranty liability at beginning of year  	 	$ 2,451 	$  2,447
Accruals for warranties issued 				 	$ 2,370 	$  2,624
Settlements made 			 				$(2,251) 	$(2,620)

Product warranty liability at end of year 			$ 2,570 	$  2,451

Required:

a. Based on the above, how much of the company's economic resources were used in 2012 to honour its products under warranty? (2 marks)

	

The settlements made which are $2,251.








b. Assume you are the auditor of the company and have reliably measured the total revenues of the company as $75,000.  Historically, the company has reported an average warranty expense of 3% of total revenues.

Required:

If the 3% figure is correct, by how much has the company overstated or understated its warranty expense for the year ended October 31, 2012?  Be sure to indicate whether the amount is overstated or understated.  (3 marks)

	                      
                      Estimate by auditors           $75,000 x 3% = $ 2,250                   (1 mark) 
                      Recorded by company                                   $ 2,370                  (1 mark)

                      Difference                                                      $120    Overstated (1 mark)

Award overstated / understated based on computation by student (no carryover error)





c. Describe why a company would record a Deferred Tax Asset due to its product warranty liability provision? Describe briefly. (2 marks)

	
The warranty accrual is not tax deductible and is higher than the tax deductible warranty settlement which creates a Deferred Tax Asset that will be recognized by the company.

(if student mentions matching principle then 1 mark is awarded.







d. Assume that according to the Statement of Financial Position of the company the Deferred Tax Liability balance for the current year has decreased.  All transactions have been correctly recorded by the company and there are no errors. Give two reasons why the Deferred Tax Liability balance has decreased in the current year. (2 marks)

	Reason 1: DTL has decreased because the enacted future tax rates may have decreased an triggers a re-measurement of the liability lower.
(1 mark)


	Reason 2: All else being equal, the timing difference that originally gave rise to the DTL has now reversed which would reduce the reported liability amount.
(1 marks)

Example is not required but student may use one in order to describe a reason:

For example, if accounting depreciation now exceeds tax depreciation the DTL will decline.




Part B - 6 marks

On September 1, 2012, a company borrowed $600,000 from the bank at an annual interest rate of 6%. The repayment schedule calls for six annual principal repayments of $100,000 each August 31 until fully repaid.  Additionally, interest is paid annually on every August 31st.  The first interest payment is due August 31, 2013.  The company has a December 31 year-end.
 
Required: What is the amount of interest expense that the company will report on December 31, 2014? (4 marks)

	
[$600,000 - $100,000] x 6% x 8/12 = $20,000                   (2 marks)

[$600,000 - $200,000] x 6% x 4/12 = $  8,000                   (2 marks)

TOTAL                                               $28,000





Required: At what amount will the bank loan payable be presented in the long-term liabilities section of the balance sheet at December 31, 2015? (2 marks)

	 
Total Bank Loan Payable                                   $ 300,000

Less: Current portion                                        ($100,000)

Long-Term portion                                            $ 200,000

(2 marks)







Part C - 8 marks
In February 2012, an inter-city train belonging to U-Train Inc. (UTI) did what appeared to be superficial damage to a storage facility of a local company named K Corp. 

Management of K Corp., which owns the building, expressed an intention to sue UTI but in the absence of legal proceedings, UTI had not recognized a provision in its financial statements as at March 31, 2012.  The March 31, 2012 financial statements were issued by the end of April 2012.

In July 2012, UTI received notification for damages of $1.2 million, which was based upon the estimated cost to repair the building. K Corp. claimed the building was much more than a storage facility as it was a valuable piece of architecture.  To make matters worse, the building had been damaged to a greater extent than was originally thought. The head of legal services advised UTI that the company was clearly negligent but the view obtained from an expert was that the value of the building repairs was only $800,000. UTI had an insurance policy that would cover the first $200,000 of such damage claims. After the financial statements for the year ended March 31, 2013 were authorized for release, the case came to court and the judge determined that the storage facility actually was a valuable piece of architecture. The court ruled that UTI was negligent and awarded $300,000 in damages to K Corp.

Required: 

Discuss the appropriate accounting treatment and financial statement presentation of the events described above for both the March 31, 2012 and March 31, 2013 year-ends of UTI. Use the facts as given in the question to formulate your answer.  

	Year ended March 31, 2012: (3 marks)

There was no lawsuit launched when the financial statement were approved for release.
UTI would not be required to disclose any matter related to the incident either. There was no estimate available nor any evidence of damage as it was deemed 'superficial.
UTI does not have to take any action regarding the reporting of this event within its financial statements.


	Year ended March 31, 2013: (5 marks)

At the approval date of the financial statements, legal counsel's opinion was that UTI was negligent.  This gives probable cause of responsibility for the damages.  The amount is now measurable at $800,000 less $200,000 recovery form insurance proceeds.
(2 marks)

A loss of $600,000 should be reported within the company's Income Statement.
(1 mark)

A liability of $800,000 should be shown on the Balance Sheet to measure the contingent liability.
(1 mark)

An Asset of $200,000 should be shown on the Balance Sheet to report the Insurance Receivable as no right of offset is permitted. (1 mark)



Question 5. (12 Marks)

Any given transaction may affect a statement of cash flows (using the indirect method) in one or more of the following ways:



Cash flows from operating activities
	a.	Net income will be increased or adjusted upward.
	b.	Net income will be decreased or adjusted downward.
Cash flows from investing activities
	c.	Increase as a result of cash inflows.
	d.	Decrease as a result of cash outflows.
Cash flows from financing activities
	e.	Increase as a result of cash inflows.
	f.	Decrease as a result of cash outflows.
The statement of cash flows is not affected
	g.	Not required to be reported on the statement.

Required:
For each transaction listed below, list the letter or letters from above that describe(s) the effect of the transaction on a statement of cash flows for the year ending December 31, 2013. (Ignore any income tax effects.)
F  		1.	Preferred shares with a carrying value of $44,000 were redeemed for $50,000 on January 1, 2013.
A C		2.	During 2013, computer equipment with a carrying amount of $3,000 was sold for $2,200 cash.
A  		3.	On December 31, 2013, the company records pension expense of $1,000,000 for the defined benefit pension fund it sponsors.
G  		4.	Land is acquired through the issuance of bonds payable on July 1, 2013.
D  		5.	$250,000 of Equipment is purchased for cash in 2013.
G  		6.	A stock dividend in the amount of $35,000 is declared in 2013.
E  		7.	The company borrows $500,000 from its bank on December 1, 2013.
G  		8.	On December 31, 2013, the company leases equipment with a fair value of $100,000. The lease contract is accounted for as a finance lease.



END OF EXAM - HAPPY HOLIDAYS!
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