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QUESTION 1 (40 MARKS,  60 MINUTES)
Potter Company (Potter) acquired 8,000 of the 10,000 outstanding common shares of Sutter Ltd. (Sutter) on January 1, 2010 for cash consideration of $130,000 and 10,000 new shares to the owners of Sutter.  Sutter shares had a fair value of $11 per share at the date of acquisition.  Potter also paid $10,000 to a broker for arranging the transaction and $10,000 for share issue costs.  The fair value of the non-controlling interest shares was $30 per share at the date of acquisition.

The assets acquired consisted of a customer list which had not been included on the Balance Sheet of Sutter.  The fair value of this list on January 1, 2010 was estimated to be $10,000 and was based on the future cash that was expected to be generated by this list in the first 6 months after the amalgamation.  Beyond 6 months, the list was considered outdated with no value.  The balance sheet (in thousands of dollars) of Potter and Sutter and the fair value of Sutter’ assets and liabilities immediately prior to the acquisition on January 1, 2010 are as follows:

	
	Potter
	Sutter
	Sutter’s FV at Jan.1/10

	Cash
	$240
	$10
	$10

	Accounts Receivable
	40
	20
	10

	Inventory
	80
	40
	35

	Equipment, net
	220
	40
	80

	Buildings, net
	320
	130
	255

	Goodwill
	
	60
	

	
	$900
	$300
	

	
	
	
	

	Accounts payable
	$40
	40
	40

	Bonds payable
	200
	60
	65

	Common stock
	140
	180
	

	Retained earnings
	520
	20
	

	
	$900
	$300
	


The financial statements (in thousands of dollars) of the two companies for the year ended December 31, 2013 are as follows:

	
	Potter
	Sutter

	Cash
	$263
	$(140)

	Accounts receivable
	60
	10

	Inventory
	110
	180

	Land
	              -
	100

	Equipment
	200
	     60

	Building
	307
	118

	Investment in Sutter
	240
	                -    

	Goodwill
	
	60

	
	$1,180
	$388

	Accounts payable
	140
	48

	Bonds payable
	180
	60

	Common stock
	240
	180

	Retained earnings
	620
	100

	
	$1,180
	$388


	
	Potter
	Sutter

	Sales
	$650.0
	$660.0

	Cost of Sales
	500.0
	387.5

	Gross profit
	150.0
	272.5

	Other revenues:
	 
	 

	Gain on sale of land
	30.0
	-

	Dividend  & other investment income
	50.0
	40.0

	Management fee
	100.0
	-

	
	180.0
	40.0

	Other expenses:
	
	

	Amortization of equipment & building
	11.0
	8.0

	Bad debts
	15.0
	35.0

	Interest on long term debt
	8.0
	6.0

	Other expenses including taxes
	206.0
	166.0

	
	240.0
	215.0

	Net income for the year
	90.0
	97.5

	Retained earnings, beginning of year
	570.0
	65.0

	Dividends
	(40.0)
	(62.5)

	Retained earnings, end of year
	$620.0
	$100.0


Additional information:

1. As of January 1, 2010 Sutter’s equipment had a five year remaining useful life and their buildings had a twenty year remaining useful life.  Bonds mature on January 1, 2030.   Both companies use the straight-line method for all depreciation and amortization calculations and the FIFO inventory cost flow assumption.   
2. Potter accounts for its investment in Sutter using the cost method.

3. Income tax expense is included in other expenses.  Both Potter and Sutter pay taxes at a rate of 30%.

4. Sutter paid management fees of $100,000 to Potter in 2013.

5. During 2013, Sutter sold inventory to Potter for $200,000.   As at December 31, 2013, 30% of the inter-company inventory sales during 2013 remained in inventory.  The average cost of sales on inter-company sales was 80% of the selling price.  

6. Potter sold inventory to Sutter for $25,000 during 2013, recording a 60% cost of sales on the transaction.  During 2013, Sutter resold 40% of this inventory to an unaffiliated third party.

7. On June 30, 2013 Potter sold land to Sutter.    The gain on sale of this land is the only such gain reported on Potter’s books.  The land is still being used by Sutter.

8. The Goodwill on the books of Sutter relates to a previous acquisition made in 1999.  

9. Goodwill impairment tests have revealed that the Goodwill from the acquisition of Potter to Sutter is fully impaired as of December 31, 2010.

REQUIRED: 
Please answer Question 1 in PINK BOOKLET.

Please show all calculations in an organized manner to be eligible for part marks. If your work cannot be followed, it cannot be marked.   Assume Potter uses IFRS and the Entity method in preparing its consolidated financial statements.

ROUND ALL AMOUNTS TO THE NEAREST DOLLAR.

a. Prepare a schedule showing the goodwill calculation, the acquisition differential allocation and its subsequent amortization.  (12 marks)

b. Calculate consolidated net income and non-controlling interest in net income for the year-ended December 31, 2013.  (7 marks)

c. Prepare the consolidated Balance Sheet as at December 31, 2013. Show all calculations to get the marks.  If you “plug” a number to make the statement balance, you will not be awarded marks for that number.  (21 marks)

NOTE:

Please use a Pink booklet for question 1. Ensure your Name and Section number are on ALL examination booklets used for this exam.

All calculations for this question must be in your examination booklet no marks will be awarded for calculations appearing on the examination paper.

QUESTION 2 (35 Marks, 60 Minutes)  Please use  a YELLOW BOOKLET.
Star Gazer (SG) is a publicly-traded Canadian company listed on the TSX Venture Exchange. SG has been in business for 12 years.  SG develops powerful, intuitive and affordable software for the scientific community. The software allows scientists to deal with significant amounts of data, performing statistical analysis and identifying trends. Customers, including Science labs must purchase the shell of the program for $1,500 and then will add required modules priced between $700 and $6,000 depending on the complexity of the analysis required. Profit before tax in 2012 was $500,000 and preliminary profit before tax is $650,000 for 2013. Senior management’s bonus pool is based on profit before tax. SG’s fiscal year ends on December 31.

You are a CPA student at the firm of Ryerson and Associates LLP. Your firm specializes in the audit of small to medium sized technology companies.

Gilbert Chan, the audit manager assigned to SG has requested a meeting with you. Gilbert explains that the senior and two of his team are off with a severe flu and as a result, he needs your help on specific aspects of the file. It is now February 1, 2014.

Gilbert met with the CFO of SG, Anna Da Silva, earlier in the week and he has provided you with a summary (Appendix A) of the issues they discussed.  He has asked that you prepare a memo to him, that provides your analysis of the financial accounting issues that will need to be addressed during the audit.

Required: ( Yellow booklets only)
Prepare the requested memo for Gilbert, including your recommendations for the reporting and disclosure of the issues that must be addressed during the audit of the financial statements, for the year ending December 31, 2013.
APPENDIX A
1. Ms. Da Silva stated that a Telephone Support Program was introduced on January 1, 2013, in order to provide better client service and to remain competitive. SG is the first company in the industry to offer this service. Starting on January 1, when a module is purchased, the user has access to a qualified statistician on a 1- 800 hotline, 24 hours per day, 7 days per week for 3 years. In order to cover the costs, SG increased their pricing by 10%. As a result SG had module sales of $2,145,000 representing a 20% increase from Fiscal 2012. The program has been very well received and users are willing to pay for the service. If the same amount of modules had been sold in the prior year, sales would have been $1,950,000. Sales of $2,145,000 are included in revenue in fiscal 2013.
2. Acquisition of QUBI Entertainment Inc.(QUBI):

SG is pursuing a diversification and growth strategy. On April 30, 2013, SG acquired 70 % of the shares of QUBI Entertainment, (QUBI) for $1.5 million.  The acquisition was financed with a combination of shares and debt. QUBI, a private company, owned by John Stritharan, is a developer and distributer of video games targeting customers interested in Science.  QUBI has several games under development that have great potential for future sales. QUBI’s accounting policy is to expense all costs of developing the video games. SG’s shares were trading in the range of $12 to $13 dollars during the month of April 2013 and were listed at $12.75 on April 30, 2013. SG had 300,000 shares outstanding at April 30, 2013 and issued 100,000 shares to purchase QUBI.  
SG also issued non-interest bearing notes in the amount of $225,000 repayable at April 30, 2016. QUBI’s year end is October 31.  The cost method has been used to record the investment in QUBI.

The book value of the net assets of QUBI on April 30, 2013 was $1.6 million.  The book values of QUBI’s net assets approximate their fair values at the acquisition date, except for Land with a book value of $500,000 and a fair value range of $700,000 to $780,000. 

Legal / Accounting fees and share issue costs, related to the acquisition were $25,000 and $15,000 respectively and are added to the cost of the acquisition of QUBI. At the date of acquisition, management of SG believed that over the next six months, they would have to lay off some of the employees of QUBI.  As a result, management accrued $100,000 in termination payments and added it to the cost of the acquisition at April 30, 2013.  The first lay-offs occurred in December 2013 and $20,000 was paid out.

SG also agreed to pay a further $100,000 to John Stritharan, if QUBI’s earnings per share grew by at least 10% in the first year post acquisition. Payment will be made in early May 2014. Ms. Da Silva believed that the probability of paying this amount was low at the date of acquisition but the probability was much higher at December 31, 2013. No amount has been included in the financial statements of SG relating to this issue.
3. Module Nuclear


At the request of several clients, SG started “Module Nuclear” in February 2013, a project on the development of a module for nuclear plants. There was a need for software that would analyze data coming from nuclear reactors in real time in order to continuously assess their condition. The timeline related to the project is as follows:

	Date
	Work completed
	Amount spent

	Feb  to April 13
	Exploring various algorithms to determine which one suitable for nuclear plants
	$25,000

	Apr to July 13
	One algorithm chosen; programming for the module completed
	$35,000

	August 13
	Testing of module; A number of system crashes experienced as module required to provide real time analysis, 24 hours per day. This was SG’s first time creating a module of this kind.
	$5,000

	Sept to October 31
	 Continually testing a number of different fixes to resolve crashing issue. In October, programmers isolated problem and developed a solution. The required additional coding was completed by October 31.
	$15,000

	Nov 1 to Dec 13
	Programming to link module to shell
	$20,000


The budget for the remainder of the project is $35,000, which includes $28,000 for testing with actual client data and $7,000 for advertising and hosting a client reception. SG has capitalized all expenses incurred to date.

4. SG’s incremental borrowing rate is 7%.

Present Value of $1. Received at the End of the Year

	Yrs
	4%
	5%
	6%
	7%
	8%
	9%
	10%
	11%
	12%
	13%
	14%
	15%

	1
	0.9615
	0.9524
	0.9434
	0.9346
	0.9259
	0.9174
	0.9091
	0.9009
	0.8929
	0.8850
	0.8772
	0.8696

	2
	0.9246
	0.9070
	0.8900
	0.8734
	0.8573
	0.8417
	0.8264
	0.8116
	0.7972
	0.7831
	0.7695
	0.7561

	3
	0.8890
	0.8638
	0.8396
	0.8163
	0.7938
	0.7722
	0.7513
	0.7312
	0.7118
	0.6931
	0.6750
	0.6575

	4
	0.8548
	0.8227
	0.7921
	0.7629
	0.7350
	0.7084
	0.6830
	0.6587
	0.6355
	0.6133
	0.5921
	0.5718

	5
	0.8219
	0.7835
	0.7473
	0.7130
	0.6806
	0.6499
	0.6209
	0.5935
	0.5674
	0.5428
	0.5194
	0.4972

	
	
	
	
	
	
	
	
	
	
	
	
	

	6
	0.7903
	0.7462
	0.7050
	0.6663
	0.6302
	0.5963
	0.5645
	0.5346
	0.5066
	0.4083
	0.4556
	0.4323

	7
	0.7599
	0.7107
	0.6651
	0.6227
	0.5835
	0.5470
	0.5132
	0.4817
	0.4523
	0.4251
	0.3996
	0.3759

	8
	0.7307
	0.6768
	0.6274
	0.5820
	0.5403
	0.5019
	0.4665
	0.4339
	0.4039
	0.3762
	0.3506
	0.3269

	9
	0.7026
	0.6446
	0.5919
	0.5439
	0.5002
	0.4604
	0.4241
	0.3909
	0.3606
	0.3329
	0.3705
	0.2843

	10
	0.6756
	0.6139
	0.5584
	0.5083
	0.4632
	0.4224
	0.3855
	0.3522
	0.3220
	0.2946
	0.2697
	0.2472
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