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*READ CAREFULLY*

Instructions
1.
This exam comprises 7 questions and is 3 hours long.

2.
Non-programmable calculators are permitted, but you cannot share calculators.

3. Books and notes are not permitted. 

4. Please do not ask the professor or the invigilator to explain or interpret questions.

5. Show your calculations clearly where necessary.  Answers will not be marked if they are illegible.
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QUESTION NO. 1  (12 marks)
Below are twelve multiple-choice questions each worth 1 mark.  Circle the best answer for each multiple-choice question.  Only one answer will be accepted for each question.  There is no penalty for guessing.  No account will be taken of any explanations or calculations provided.


1.
Under a consignment sales arrangement,



a.
the consignor receives the merchandise to sell


♪
b.
the consignor retains legal title
c. the consignee ships the merchandise to the consignor

d. the consignee retains legal title

2.
Which of the following is not a reason why revenue is recognized at time of sale?



a.
the earning process is substantially complete



b.
the amount is reasonably measured

c. title legally passes from seller to buyer


♪
d.   all of these are reasons to recognize revenue at time of sale

3.
Under the cost recovery method of revenue recognition,

a.
income is recognized on a proportionate basis as the cash is received on the sale of the product

   ♪
b.   income is recognized when the cash received from the sale of the product is greater than the cost of the product

c. income is recognized immediately



d.   none of these

4.
When preparing a bank reconciliation, bank credits are

a.
added to the bank statement balance

b.
deducted from the bank statement balance


♪
c.   added to the balance per books


d.   deducted from the balance per books

5.
Which of the following methods of determining annual bad debts expense best achieves the matching concept?


♪
a.
percentage of sales


b.
percentage of ending accounts receivable

c. percentage of average accounts receivable

d. direct write-off

6
Bank overdrafts, if material, should



a.
be reported as a deduction from the current assets section



b.
be reported as a deduction from cash

c. be netted against cash and a net cash amount reported


♪
d.   none of the above

7.
Which of the following items should be included in a company's inventory at the balance sheet date?

a.
goods in transit that were purchased f.o.b. destination

c. b.
goods received from another company for sale on consignment

d.  SEQ CHAPTER \h \r 1goods received from a vendor but rejected and awaiting return

♪
d.   none of these
8.

Cross Co. accepted delivery of merchandise which it purchased on account. As of December 31, Cross had recorded the transaction, but did not include the merchandise in its inventory. The effect of this on its financial statements for December 31 would be:

♪

a.
net income, current assets, and retained earnings were understated


b.
net income was correct and current assets were understated

c. net income was understated and current liabilities were overstated

d. net income was overstated and current assets were understated
9.

In a period of rising prices, the inventory method that tends to give the highest reported inventory is

♪

a.
FIFO


b.
moving average

c. LIFO

d. weighted average

10.       Under capital cost allowance, which one of the following is not considered in determining amortization for tax purposes?



a.
cost of the asset



b.
class of the asset

c. half-year convention

♪

d.   residual value
11.

Each year a company has been investing an increasingly greater amount in machinery. Since there is a large number of small items with relatively similar useful lives, the company has been applying straight-line amortization at a uniform rate to the machinery as a group. The ratio of this group's total accumulated amortization to the total cost of the machinery has been steadily increasing and now stands at .75 to 1.00. The most likely explanation for this increasing ratio is:



a.
the company should have been using one of the accelerated methods of amortization

♪

b.
the estimated average life of the machinery is less than the actual average useful life
c. company has been retiring fully amortized machinery that should have remained in service
d. none of the above
12.

The proper accounting for the costs incurred in creating computer software products that are to be sold, leased, or otherwise marketed to external parties, is to

a.
capitalize all costs until the software is sold to external parties

♪
b.    charge research and development expense when incurred until technological feasibility has been established for the product
c. charge research and development expense only if the computer software has alternative future uses

d. capitalize all costs as incurred until a detailed program design or working model is created
QUESTION NO. 2  (15 marks)
There have recently been some significant changes introduced by the Accounting Standards Board and reflected as new or amended sections in the CICA Handbook.  There are also other areas in the Handbook that pose some interesting challenges for the accountant. Answer any three of the following five questions dealing with these issues.  Each complete answer is worth 5 marks.  Write your answers on the next three pages of this exam (pages 6, 7 and 8).  Be concise and clear in your answers. Please note that illegible answers will not be graded.

1. Beginning in 2006, Canadian GAAP will require companies to report comprehensive income.  Comprehensive income will include net income calculated in the normal manner and an item called “other comprehensive income”.

Required:

Identify and briefly describe the three components comprising other comprehensive income.

2. Exchanges of non-monetary assets are governed by new rules outlined in CICA 3830. In particular, the valuation of any new asset acquired in a non-monetary exchange may be affected by the presence of what is known as “commercial substance”. 

Required:

Define commercial substance and, assuming it is present in a transaction, how can it affect the valuation of an asset acquired in a non-monetary exchange?

3. Sometimes “negative goodwill” can be created when it is purchased from one company by another company.

Required:


How is negative goodwill created and how is it eliminated?

4. “Recognition” and “realization” are two important concepts in financial accounting.

Required:

Explain the difference between these two terms.

5. Canadian GAAP requires that inventory be valued at either cost or at current market value, whichever is lower.  This is known as the LCM rule.  Canadian standard setters, however, have not really provided recommendations in the CICA Handbook regarding the meaning of the term “market”.

Required:

How do the majority of Canadian companies define market?  What alternative definition could be used for market? As an external user, how would you know how a company defined market in the context of inventory valuation?

QUESTION NO. 2  (continued) (15 marks)
Answer:

1. “O SEQ CHAPTER \h \r 1ther comprehensive income” is defined as: amounts that are not included in determining net income but that also do not represent investments (or disinvestments) by owners.

Page 98 lists three (3) specific items as examples of other comprehensive income:

-unrealized gains and losses on held-for-sale assets;

-unrealized gains and losses resulting from translating the financial statements of foreign subsidiaries; and

-unrealized gains or losses in the market value of derivative instruments such as forward contracts, which are used as a hedge against price fluctuations.

2.
A SEQ CHAPTER \h \r 1 transaction has “commercial substance” when the configuration of the cash flows of the asset received is different from the configuration of the cash flows of the asset given up or when the present value of the after-tax cash flows of an entity’s operations are significantly changed as a result of the exchange;

If commercial substance does not exist, then the valuation of a new asset acquired in a non-monetary exchange is based upon the book value of the asset given up minus any cash received or plus any cash paid.  The resulting valuation, however, must always be subject to the fair market value cap rule; (ie. no asset can ever be recorded at more than its known fair market value).

3. 
 SEQ CHAPTER \h \r 1Sometimes "negative goodwill" can arise when the purchase price paid by the buyer is less than the fair market value of the total of the net identifiable assets acquired.  In this case, any goodwill purchased becomes a negative amount. Negative goodwill is not recorded as a credit but is immediately extinguished by being allocated on a proportionate basis to the company's non-monetary assets acquired such as to inventory, equipment, etc.

4.
Recognition is the process of measuring an including an item in the financial statements. Assets, liabilities, revenues, gains, expenses and losses, when they are recognized, are given an account title when included in the financial statements and a numerical value;

Realization only occurs when the asset or liability is actually converted into a cash flow. In other words, an accounts receivable is realized when it is collected in cash. Expenses and liabilities are realized when they are paid.

5.
I SEQ CHAPTER \h \r 1n the absence of a Canadian definition of the word “market”, the majority of Canadian companies have adopted market value as “net realizable value”. Net realizable value is defined as  “sales price less any costs of completion/disposal”.  An alternative definition to market is replacement cost.  As an external user, one must check the supporting notes to determine a company’s valuation of inventory.
QUESTION NO. 3  (16 marks)

PART A:  (8 marks)

Wilma Company sells large construction equipment.   On January 1, 2005, the company sold Stealth Company a machine at a quoted price of $30,000.  Wilma collected $10,000 cash and received a two-year $20,000 face value note.  Interest is payable under the note each December 31.  The market rate of interest for transactions of this type is 10%.  Assume a December 31, year-end.  Wilma uses the net method to record notes.


Required:


Prepare all required journal entries on Wilma’s books over the life of the note assuming:

(i) the note is an interest bearing note with a stated rate of 10%;

(ii) the note is a non-interest bearing note.

Answer:

(i)
January 1, 2005

Cash






10,000


Note Receivable




20,000



Sales Revenue






30,000


December 31, 2005

Cash






  2,000



Interest Revenue





  2,000

December 31, 2006

Cash






 22,000



Interest Revenue





   2,000

Note Receivable





 20,000
(ii)
January 1, 2005

Cash






10,000


Note Receivable




16,529



Sales Revenue






 26,529


December 31, 2005

Note Receivable




  1,653



Interest Revenue





   1,653

December 31, 2006
Note Receivable




  1,818



Interest Revenue





   1,818


Cash






 20,000

Note Receivable





 20,000
or

Cash






 20,000

Interest Revenue





   1,818
Note Receivable





 18,182
QUESTION NO. 3  (continued)  (16 marks)
PART B:  (4 marks)
Sandy, Ltd. had the following bank reconciliation at March 31, 2005:




Balance per bank statement, 3/31/05
$37,200




Add: Deposit in transit
  10,300




47,500




Less: Outstanding cheques
  12,600



Balance per books, 3/31/05
$34,900

Data per bank for the month of April 2005 follow:




Deposits
$47,700




Disbursements
49,700

All reconciling items at March 31, 2005 cleared the bank in April. Outstanding cheques at April 30, 2005 totalled $5,000. There were no deposits in transit at April 30, 2005. 


Required:

Calculate the cash balance per books at April 30, 2005.


Answer:

Cash balance per bank on April 30, 2005



$37,200 + $47,700 – $49,700 = $35,200

Cash balance per books on April 30, 2005



$35,200 – $5,000 = $30,200
PART C:  (4 marks)

Moritz Co. prepared an aging of its accounts receivable at December 31, 2004 and determined that the net realizable value of the receivables was $290,000. Additional information is available as follows:

Allowance for doubtful accounts at 1/1/04—credit balance
$  34,000

Accounts written off as uncollectible during 2004
23,000

Accounts receivable at 12/31/04
320,000

Uncollectible accounts recovered during 2004
5,000



Required:



Prepare the required journal entry to record bad debts expense for 2004.
Answer:


Balance of Allowance for Doubtful Account (before bad debts expense adjustment):



 
$34,000 + $5,000 – $23,000 = $16,000

Required debit to bad debts expense:

$320,000 – $290,000 – $16,000 = $14,000
Journal entry:


Bad debts expense



14,000



Allowance for doubtful accounts


14,000
QUESTION NO. 4  (15 marks)
The records of Maze Construction Company provided the following data on a long-term construction contract (3 years), which was just completed.



Construction contract price................. $1,425,000 


Estimated total cost (at start).............   $1,200,000


At end of
At end of
At end of


    2001
    2002
    2003


Costs incurred to date
(cumulative)........................
$300,000
$480,000
$1,245,000


Estimated cost to complete...........       900,000
  750,000
Completed



Progress billings to date

(cumulative)........................
 240,000
  465,000

1,425,000


Progress collections to date

(cumulative)........................
210,000                  450,000
  1,425,000

Required:



Complete the following partial financial statements for each year.



2001
2002
2003


CC
PC
CC
PC
CC
PC


 Income Statement:


 Gross profit on construction
$_____      $____
$____
       $____
$____
$____


Balance Sheet:


Accounts receivable  

$_____      $____
$____
       $____
$____
$____


 Inventory:


     Construction in process
 _____        _____
  ____
         ____
  ____
  ____



Less: Progress billings
 _____        _____
  ____
         ____
  ____
  ____



Costs in excess of billings
 _____        _____
  ____
         ____
  ____
  ____


*CC = Completed contract; PC = Percentage of completion.
Answer: 








2001
2002
2003


CC
PC
CC
PC
CC
PC


Income Statement:  

Inc. on construct
    $-0-
        $ 56,250

$-0-
$ 19,848      $180,000  $103,902


Balance sheet:


Acct. receivable

30,000
         30,000
          15,000
  15,000            -0- 
   -0-


Inventory:


Construction in 



process..........
          300,000          356,250
       480,000      556,098            -0-
  -0-


Less: Progress 

            billings........                240,000          240,000              465,000     465,000             -0-            -0-


Costs in excess 



of billings.....
          60,000
     116,250
        15,000
91,098
           -0-
-0-


2001: ($1,425,000 - $1,200,000) x ($300 / $1,200) = $56,250


2002: ($1,425,000 - $1,230,000 x ($480 / $1,230) - $56,250 = $19,848


2003: $1,425,000 - $1,245,000 = $180,000 - $56,250 - $19,848 = $103,902
QUESTION NO. 5  (12 marks)

Presented below is an income statement for Mosher Company for the year ended December 31, 2004.

Mosher Company

Income Statement 

For the Year Ended December 31, 2004

Net sales
$780,000

Costs and expenses:


Cost of goods sold
600,000


Selling, general, and administrative expenses
70,000


Other, net
    20,000


Total costs and expenses
  690,000
Income before income taxes
90,000

Income taxes
    27,000
Net income
$  63,000
Additional information:

1.
"Selling, general, and administrative expenses" included a usual but infrequent charge of $5,000 due to a loss on the sale of investments.

2.
"Other, net" consisted of interest expense, $4,000, and an extraordinary loss of $16,000 before taxes due to earthquake damage. If the extraordinary loss had not occurred, income taxes for 2006 would have been $31,800 instead of $27,000.

3.
On January 1, 2004 Mosher changed from straight-line to sum-of-the-years'-digits amortization. The after-tax effect of the change was $17,500, and related taxes were $7,500.

4.
Mosher had 10,000 shares of common stock outstanding during 2004.
Required:

Prepare a properly formatted income statement in single-step format with any required disclosures.

Answer:

Mosher Company

Income Statement 

For the Year Ended December 31, 2004


Net sales

$780,000


Costs and expenses:



Cost of goods sold
$600,000



Selling, general, and administrative expenses
65,000



Interest expense
4,000



Infrequent charge—loss on sale of investments
      5,000


Total costs and expenses

  674,000

Income before taxes and extraordinary item  

106,000


Income taxes

    31,800

Income before extraordinary item 

74,200


Extraordinary loss



Earthquake damage
16,000



Less applicable taxes

4,800
   (11,200)

Net income

$  63,000

Earnings per share—



Income before extraordinary item 
$7,42




Extraordinary loss
(1.12)
           Net income
$6.30
QUESTION NO. 6  (18 marks)

Midwich Company made the following purchases related to its property, plant and equipment during the year ended December 31, 2005. 

1. In early January, Midwich issued 140,000 common shares with a market value of $6 per share (based upon a recent sale of 1,000 shares on the Toronto Stock Exchange) in exchange for property consisting of a land and a warehouse.  The company’s property management division estimated the market value of the land to be $600,000 and the warehouse to be $300,000.  The seller had advertised a price of $860,000 for both the land and warehouse or best offer.  Midwich paid a local real estate broker $35,000 to complete this transaction.

2. On March 31, Midwich acquired some machinery on credit.  The terms were $7,000 cash down payment plus payments of $5,000 at the end of each of the next two years.  The implicit interest rate for transactions of this type was 12%. The equipment’s list price was $17,000.  Additional costs to install the machinery were $900 including $300 representing 15% of the monthly salary of the supervisor.  In addition, Midwich spent $1,500 to rearrange existing equipment to make room for the new machinery and $500 to repair the machinery after it was dropped during the installation.

3. Midwich exchanged a motor with a book value of $14,500 for a new motor. This transaction is assumed to lack commercial substance. Midwich also had to pay cash of $31,500 in the exchange.  The used motor originally cost Midwich $37,500.  The new motor has a useful life of 8 years with a residual value of $4,000.  Midwich has chosen to use the double declining balance method of amortization for this motor.

4. Midwich acquired a patent from an existing patent holder for $12,200.  The patent will not be used in the operations of the company but rather will be held as a long-term investment to produce royalty revenue.

5. Midwich completely overhauled the plumbing system in its factory for $55,000. The original plumbing costs were not known.

6. On December 31, Midwich 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 questionable whether the patent will be able to produce any royalty revenue.

Required:

Prepare journal entries to record the acquisitions or costs incurred in the above transactions.  Show supporting calculations.

QUESTION NO. 6  (continued) (18 marks)

Answer:

	1.
	Land
	
	583,333
	

	
	Warehouse
	
	291,667
	

	
	
Common Shares
	
	
	840,000

	
	
Cash
	
	
	35,000


	Calculation of cost:
	
	

	Common shares (140,000 shares X $6)
	$840,000
	

	Broker’s fee
	   35,000
	

	Total cost
	$  875,000
	


	$875,000   x
	$600,000
	= $583,333
	Land

	
	$900,000
	
	


	$875,000   x
	$300,000
	= $291,667
	Warehouse

	
	$900,000
	
	


	2.
	Equipment ($15,450 + $600 + 1,500)
	
	17,550
	

	
	Discount on Notes Payable
	
	1,550
	

	
	
Notes Payable
	
	
	10,000

	
	
Cash ($7,000 + $600 + $1,500)
	
	
	9,100


Asset cost    = (Present value of the annuity + down payment) + Installation + Rearrangement

                    = ($5,000  x   PVOA 1.69005 + 7,000 +  $600  +  $1,500

                    = $8,450  +  7,000 +   $600  +  1,500

                    = $17,550
	
	Overhead Expense
	
	300
	

	
	Repair Expense
	
	500
	

	
	
Cash
	
	
	800


	3.
	New Motor
	
	46,000
	

	
	Accumulated Amortization
	
	23,000
	

	
	
Old Motor
	
	
	37,500

	
	
Cash
	
	
	31,500


	4.
	Investment in Patent
	
	12,200
	

	
	
Cash
	
	
	12,200


	5.
	Repair Expense
	
	55,000
	

	
	
Cash
	
	
	55,000


	6.
	Legal Fees Expense
	
	9,400
	

	
	Loss on Write-Down of Patent
	
	12,200
	

	
	
Investment in Patent
	
	
	12,200

	
	
Cash
	
	
	9,400


QUESTION NO. 7  (12 marks)

PART A:  (6 marks)

On December 31, 2004 Fayette Company's inventory burned. Fayette uses a periodic inventory system.  Sales and purchases for the year had been $1.6 million and $980,000, respectively. The beginning inventory (Jan. 1, 2004) was $190,000; in the past Fayette's gross profit has averaged 40% of selling price.

Required:

Use the gross profit method and calculate the estimated cost of inventory burned, and give entries as of December 31, 2004 to close all related merchandise accounts.

Answer:

Beginning inventory

$   190,000

Add: Purchases

   980,000

Cost of goods available

1,170,000

Sales
$1,600,000

Less 40%
    (640,000)
     960,000
Estimated inventory lost

$   210,000
Sales

1,600 000


Income Summary


1,600,000

Cost of Goods Sold

960,000

Fire Loss

210,000


Beginning Inventory


190,000


Purchases








     980,000

PART B:  (6 marks)
Required:

Answer each of the following unrelated questions.



1.
A plant asset purchased on April 1 for $180,000 has an estimated life of ten years and a residual value of $14,000. Amortization for the second year of use, determined by the declining-balance method at twice the straight-line rate is $_____________.



2.
A plant asset purchased for $30,000 at the beginning of the year has an estimated life of five years and a residual value of $3,000. It is expected to be driven 210,000 kilometres. Amortization for the second year of use, determined by the activities method is $______________. The asset was driven 42,000 kilometres in the first year and 45,000 kilometres in the second year.



3.
A plant asset with a cost of $72,000, estimated life of five years, and residual value of $12,000, is amortized by the sum-of-the-years-digits method This asset is sold for $50,000 at the end of the second year of use. The gain or loss on the disposal (indicate by "G" or "L") is $___________.


Answer:


1.
$30,600  (3/4 year first year)

2.
$5,785.71


3.
$14,000 G









