Question 1 

Is a representative question, except that there need not be an income statement.  Remember the “other financing and investing activities” dimensions.

Question 2

A question like this is NOT likely to be part of the Summer, 2006 final.

Question 3

Is a reasonable question, in terms of the Summer, 2006 course coverage.  Note the present value dimensions.

Question 4

Is a reasonable, case-oriented question.

Question 5

Is a typical question on percentage of completion versus completed contract, though the questions could be asked without requiring journal entries –e.g. how much revenue should be recognized in a certain year, what is the balance in the construction in process account in a certain year.

Question 6

A reasonable question involving deferred gross profit considerations, though it could be asked without requiring journal entries.  Remember related issues when everything is based on cost recovery first.

Question 7

Is a reasonable, case-oriented question dealing with revenue recognition issues.

Question 8

Is a reasonable question concerning asset impairment.

Question 1 – 20 marks

Part A – 15 Marks

Thor Corporation, a Canadian publicly traded company, prepared the following income statement and comparative balance sheets for 2006:

Thor Corporation

Income Statement

For the Year Ended December 31, 2006

Sales
                                                                 $975,000

Less:
Cost of Goods Sold
                               467,000
Gross Profit
                                                       508,000

Less:
Amortization expense
                                 (78,600)

Other operating expenses
                     (92,500)
Plus:
Gain on Sale of Equipment
                       55,000

Income before taxes
                                            391,900

Income taxes
                                                        (60,000)
Net Income
                                                     b $331,,900

Thor Corporation

Balance Sheet

As at December 31, 2006

Assets
                                                                                2006
                   2005

Cash
                                                                            $ 133,900                     $  5,400

Accounts Receivable
                                                        84,600
                  74,000

Temporary Investments
                                            30,000
                   38,000

Merchandise Inventory
                                          366,000
                 204,000

Equipment
                                                                        -
                 140,000

Less: Accumulated Amortization
                                    -
                 (56,000)

Property and Plant
                                                      400,000
                 210,000

Less: Accumulated Amortization
                              (85,600)
                  (7,000)
Total Assets
                                                                 $928,900
                $608,400

Liabilities and Shareholders' Equity

Accounts Payable
                                                     $  85,000
                  $109,400

Other Accrued Payables
                                               62,000
                     79,000

Bonds Payable
                                                                     140,000
                    140,000

Common Shares
                                                          310,000
                    210,000

Retained Earnings
                                                         331,900
                     70,000

Total Liabilities & Shareholders' Equity                           $928,900
                  $608,400

Additional data:

(1)
Cash dividends of $70,000 were paid in 2006.

(2)
The equipment was sold for cash in 2006.

(3)
The company issued common shares for cash in 2006.

Required: On the next page, prepare a cash flow statement using the indirect approach for 2006.

Question 1 - continued

Part B – 5 Marks

The CEO of Thor Corporation has come to you, the comptroller, asking what the purpose of the cash flow statement is and how it assists external users.

Required:

Prepare the report.

Question 2 – 15 marks

AB Electrical Contractors Incorporated (AB) is the largest electrical contractor in Ontario.  Information on selected transactions/events is given below:

On 15 January 20X2, AB purchased land and a warehouse building for cash for $455,000.  The building was appraised at $375,000, while the land was appraised at $175,000.

During January and February 20X2, AB spent $53,200 on the warehouse building, renovating it for its expected use as a storage and shipping facility.

AB used the warehouse building from February 20X2 until August 20X4.  The building was expected to have a 20-year life and a salvage value of $11,000.

AB acquired a patent for cash from an existing patent holder for $12,200 on 7 March 20X3.  The patent was not be used in the operations of the company but rather was held as an investment to produce royalty revenue.  The remaining useful life of the patent at the time of purchase was 8 years.

In late August 20X4, AB traded the warehouse and land for another facility on the other side of town.  The second facility was slightly larger.  AB paid $33,750 to the vendor, and $19,800 in legal fees as a result of the transaction.  The new warehouse was appraised at $425,000, and the new land at $180,000.  This warehouse facility was expected to have a useful life of 18 years and a salvage value of $7,800.

AB used the new warehouse facility from August 20X4 until February 20X6.  At that time, a fire destroyed the warehouse.  AB received $365,800 from the insurance company.

AB called for tenders for construction of a new warehouse building in March 20X6, but the lowest bid was $788,000.  AB decide to self-construct, and began in May 20X6.  Monies spent were as follows:

Architect fees
80,000

Removing debris from building site
13,400

Material cost for construction
245,800

Labour cost for construction
199,600

Parking lot construction costs
45,200

General overhead assigned to construction
24,800

Interest on loans related to construction
34,100

AB occupied its new warehouse in September 20X6.  It was appraised at $650,000.  It was expected to last 25 years, and have a salvage value of $20,000.

On December 31 20X6, AB paid $9,400 in legal fees for the unsuccessful defence of the patent that was acquired for $12,200.  As a result of court proceedings, it now appears unlikely the patent will be able to produce any royalty revenue.

Required:

Prepare journal entries to record all transactions listed above, including annual amortization to the end of 20X6.  Record annual amortization using a declining-balance method of 10% for buildings, 5% for parking lots and straight line for the patent.  AB records a full year of amortization in the year of acquisition and no amortization in the year of disposal.  Justify any decisions made with respect to accounting policy or application.

Question 3 – 11 marks

On January 1, 20X6, Ewing Inc. purchased a 2,500-acre ranch. The asking price was $2,600,000.  After much negotiating, payment in full was made as follows:

Cash, $113,800.

40,000 Shares Ewing Inc. common shares (market value $25 per share based on several recent large market exchanges).

A $1,000,000 face value, 8% interest-bearing note due on December 31, 2007 (current market rate is 15%).

Approximately 10 percent of the total value of the ranch was allocable to ranch improvements account and the balance to land.

Required:

Give the journal entry for the purchase of the ranch.  In addition, provide the journal entries for the interest payments and loan repayment.  Round your calculations to the nearest $100.

Question 4 – 12 marks

Samantha Hotte owns the Smokey Hills Ski Resort located in Alberta.  The resort’s busy season begins in late December and extends to the late March.  During the summer, Ms Hotte engaged a contractor to build a new chalet and shi lift for a total price of $150,000.  The contract called for completion by December 18, because the resort was completed reserved for the week of December 18 to 24, the opening of the ski season.  Because the completion date was so important to Hotte, she specified in the contract that if the construction was not completed by December 18, the price would be adjusted downward by a penalty of $500 per day until completed.

The construction was not completed until January 8, at which time Hotte paid the contract price of $143,000, deducting $500 for each of the 14 days delay.  She is convinced that she lost goodwill because her facilities were inadequate and that several of her clients reduced their stay because of it.

In her balance sheet prepared as at April 30, the end of the fiscal year, Hotte included the chalet and ski lift as assets valued at $150,000.  Included in her revenue was an item “Penalty payments received in lieu of lost revenue, $7,000.”

Hotte’s business is privately funded.  Her banker has requested audited financial statements and Hotte has hired you as the auditor.

Required:

Part A – 7 marks

As the auditor, do you agree with Hotte’s accounting for the chalet and ski lift?  At what amount should these facilities be reported in the balance sheet?  Explain your position in terms of generally accepted accounting principles and practices.

Part B – 5 marks

Assume that instead of being 14 days late, the project is 310 days late and the facilities cost Hotte nothing.  Would you still account for the transaction the same way you recommended in Part A?  Explain what you would do and why in this situation, again using generally accounting principles and practices.

Question 5 - 15 Marks

Constructum Inc. contracted to build an apartment building for $2,800,000.  Construction began in October 2004 and was scheduled to be completed in April, 2006. Constructum Inc. has a December 31 year end.  Data related to the contract are as follows (in thousands):


                                   2004
           2005
             2006

Costs incurred during the year
      $400
         $1,500
           $  700

Estimated additional costs to complete    2,200
            400
                --

Billings during year
                      350
          1,450
             1,000

Cash collections during the year
       325
          1,300
             1,175

Required:

Provide the journal entries for Constructum Inc. relating to revenue, expense and gross profit  recognition for each year, assuming the percentage of completion method is used.  Round your calculations to the nearest 1,000.  (11 marks)

Calculate the revenue, expense and gross profit to be recognized in any of the three years under the completed contract method.  (2 marks)

Which method is likely to be used in this case, and why? (2 marks)

Question 6 - 10 Marks

In 2005, Sino Displays Inc. developed a new type of display platform to be used to display products at trade shows.  To increase acceptance of the product, it was sold with an unconditional right of return, which expires on February 1, 2006.  Management of Sino Displays Inc. has no basis for estimating returns on the new product.  The following information is available regarding sales to date:

Sales – 2005
$360,000

Cost of sales – 2005
240,000

Returns – 2005
24,000
(Cost – $16,000)

Returns – January, 2006
30,000
(Cost – $20,000)

All sales are on credit.  Cash collections relating to 2005 sales were $80,000 collected in 2005 and $226,000 collected in 2006.  Sino Displays Inc. uses a perpetual inventory system.

Required:

Provide journal entries for sales, returns and collections relating to the new display platforms, including the entry to be made on February 1, 2006, when the right of return expires.  Sino Displays Inc. uses a deferred gross profit account to address uncertainties in revenue recognition.  How much sales revenue and related gross profit should Sino Displays Inc. recognize in 2005, if any? (9 marks)

Explain how, if at all, your answer to (a) would change, if management of Sino Displays Inc. were in a position to reasonably estimate returns at the time of sale.  An explanation is required; no recalculations are necessary. (1 mark)

Question 7 - 6 Marks

You are attending a meeting of the Board of Directors of Scandal Publishing Inc., where you are the controller.  Scandal Publishing Inc. publishes two well-established national weekly magazines focused on the entertainment industry, “Stylistico” and “Hot ‘n’ Famous”, which are sold by subscription and in retail stores, particularly grocery stores, where the magazines are prominently displayed at the checkout counters.  Retail sales are subject to a maximum right of return of 25% by volume, with returns to be made in the week following publication.  Weekly returns over the past year have varied between 2% and 23%, depending on the “strength” of the cover story of particular stars.  Recently, the company has launched ScandalWeb Subscription Service, whereby electronic versions of all stories in the magazines are accessible via annual subscription to the Scandal Publishing website.  The website has existed for approximately 5 years, and previously provided electronic access, at no charge, to approximately half of the articles in either magazine.  The website subscription service has been operational for three months.  With the introduction of the subscription service, only 10% of the articles in either magazine are available electronically, at no charge. The annual website subscription is approximately half of the price for a mail subscription to either magazine.  The mail subscription price is approximately 65% of what an individual would pay in a year if purchasing either magazine weekly, at retail.  “Hot ‘n’ Famous” retails for $2.50 per issue, while “Stylistico” retails for $3.50 per issue.  Approximately 20% of the sales volume of either magazine is by mail subscription, to which there is no right of return.  The maximum prepaid mail subscription period is one year.  At present, it is unclear as to whether there is any sales trend to be ascertained from ScandalWeb Subscription Service. Website subscriptions to date have been marginal.

A new director expressed surprise that the company’s income statement indicated that an equal proportion of revenue is earned with the publication of each weekly magazine, with no distinction made with respect to magazine type or method of sale (retail, mail subscription or website subscription).  She expresses the view that the company’s practice smooths income and that, at a minimum, revenues should be recognized as cash is collected.

Required:

Discuss the revenue recognition issues raised by the foregoing.

Question 8 - 10 marks

Twain Inc. built a plant facility in 2000, and opened for commercial production in 2001.  The plant facility had a capital cost of $4,600,000, while equipment in the plant had cost $3,875,000.  Both of these capital assets were depreciated, beginning in 2001, on a straight-line basis and assuming a 10% salvage value.  The useful life for the plant facility was 20 years, while the equipment had an 8-year useful life.

Late in 2004, the market for Twain’s products declined significantly, due to a competing product offered at a lower price.   Inventory was reduced, and operations at the plant were temporarily suspended.  The plant is expected to recommence operations as of July 1, 2005, though on a more modest level than previously.  Twain Inc. has a December 31 year end.

Required:

Assume that asset impairment should be recognized as of December 31, 2004, on both the equipment and the plant facility, representing a 40% loss of net book value at that time.  The assets are therefore to be written down to 60% of net book value at that time, with the accumulated depreciation accounts eliminated as part of the writedown.  The resulting written down asset values are to be used to calculate depreciation expense in future years.  Provide the journal entry or journal entries to record the writedown. (7 marks)

Provide the journal entry or journal entries, if any, for 2005 depreciation. (2 marks)

Do the circumstances of this case support the recognition of an impairment of assets?  Explain why or why not.  (1 mark)

