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Question 1. (13 marks)
Part A - 8 Marks
In 2012, Pro-Max Inc. (PMI) hired a new president to oversee its operations and granted him stock options as part of his overall compensation package.  The new president was concerned that the company's profits could be lower in the future because of the current recession. Investors have always placed importance on PMI's earnings performance; lower earnings mean a lower share value.  In summary, the president is concerned that a decline in PMI's earnings in the future years could jeopardize the value of his stock options.
Historically, PMI has used an average of 1.05% of credit sales to recognize bad debts expense.
The following information is available:
	
	2012

	Credit sales
	$4,900,000

	Net income, excluding bad debts expense
	
$108,000

	Accounts receivable written off
	
$52,000



The balance in the Allowance for Bad Debts on January 1, 2012 was $44,000.
Required:
1. Given the scenario described above, indicate which earnings management technique the President of PMI is likely to implement in 2012. Justify your answer. (2 marks)
	Income minimization: The president would like to create (cookie jar) reserves in 2012 so that they may be released when needed in later years.  This earnings management technique shifts future expenses to the current year.  The president is attempting to then boost earnings in the future which may boost share prices and give him more stock option value.

Alternate answer: Income smoothing: The president may want to create the reserves so that earnings will be smoothed out in the future by releasing the reserves if profits sag.  This can also create a stable stock price and keep the share value high as investors may believe it's a stable company.  Perhaps the president would be granted more stock options or renewal of his employment contract.

Note: We're looking for an earnings management technique that is well supported with the facts given in the case.



2. Assume the President instructs his staff to use a 1.95% rate to recognize bad debts rather than the historical average rate of 1.05%.  Compute the dollar impact of this decision on PMI's 2012 net income and indicate whether net income increases, decreases or remains unchanged.
(3 Marks)

	
Income will DECREASE by $44,100                Award 2 marks for correct value & 1 mark for impact.

$4,900,000 x [1.95% - 1.05%] = $44,100



 
3. State two legitimate reasons the President of PMI can give in justifying the 2012 bad debt rate increase.  The reasons must not be unethical or illegal. (3 Marks)  
	Reason # 1: The current recession may cause increased defaults by customers and is higher than the historical rate. (1.5 marks)

Reason # 2: PMI may be selling to a greater number of higher credit risk customers which would justify increasing the rate. (1.5 marks)

Other valid reason: Perhaps the historical rate was too low in the first place and this new rate is a way to catch up.


Part B - 5 Marks
Your supervisor has asked you to compare the creditworthiness of two different firms operating within the same industry, East-Manchester Inc. & West-Manchester Inc.
The following information is available on both companies:
	
	East-Manchester Inc.
	West-Manchester Inc.

	Total Sales for 2012
	$8,000,000
	Not available

	Percentage of sales made for cash
	5%
	Not available

	Average accounts receivable for 2012
	$700,000
	$1,600,000

	Credit terms granted to customers in days
	30 days
	40 days

	Average collection period in days
	
	42 days


 
Required: 
1. Compute the average collection period in days for East-Manchester Inc. (3 Marks)
	
[$8,000,000 x 95%] / $700,000 = 10.857 times

365 / 10.857 times = 33.6 days




2. Assume the average collection period for East-Manchester Inc. is 36 days. Which company did a better job in managing its receivables during 2012? Explain. (2 Marks)
	
EM 's credit terms are 30 days, on average customers pay 6 days late.

WM's credit terms are 40 days, on average customers pay 2 days late.

WM did a BETTER job collecting receivables since the collection period is only 2 days more than their credit terms compared to 6 days for EM.




Question 2. (20 Marks)  

Part A - 9 Marks

Required: Complete the following table by indicating whether the following transactions or economic events would increase, decrease, or have no effect on the financial ratios listed.  Assume that the current ratio and inventory turnover ratio are greater than 1.0 before considering the effect of each transaction or economic event.  A box left blank will be scored as zero marks!


	Item
	Transaction or event
	Current Ratio
	Gross margin percentage
	Inventory turnover ratio

	a.
	Inventory is sold at its cost.
	
NO EFFECT


	
DECREASE
	
INCREASE

	b.
	Inventory is written down.
Write-downs are included in cost of goods sold.
	

DECREASE
	

DECREASE
	

INCREASE

	c.
	Inventory is purchased on credit
	
DECREASE


	
NO EFFECT
	
DECREASE





Part B - 11 Marks 

The store manager of a retail clothing shop, ForNever 21, suspects that a higher amount of merchandise has been stolen this year compared to prior years.  The store manager believes the current recession has increased the amount of inventory lost due to theft.  Despite the lingering recession, sales have continued to increase steadily every year and this trend is expected to continue for the foreseeable future.  A physical inventory count was recently performed by experienced and competent staff and was reliably measured at a cost of $50,500.  The audited financial statements from last year show ending inventory had a cost of $85,000.  The store manager realizes that some merchandise inventory will go missing due to theft and tolerates no more than 0.5% of theft losses to total sales.  Should the theft losses exceed this amount then installing a theft deterrent system would be required.  Gross profit averaged 75% in prior years. 

Data for the current year follows:
	
	Sales
	$2,600,000

	Net Purchases
	$635,000



Required:

1. Use the information provided above and compute the estimated dollar amount of theft losses for the current year. (5 Marks)

	
Beginning Inventory.................................   85,000
Net Purchases............................................635,000
Cost of goods available for sale................720,000
Less: COGS = 2,600,000 x (1-0.75) =......650,000
Estimated Ending Inventory....................................70,000
Actual Ending inventory..........................................50,500
Estimated Theft Loss...............................................19,500


1 mark for each value (except COGAS)




2. Compute the actual gross profit percentage for the current year and, other than losses due to theft, give three reasons why the gross profit percentage could have changed year over year. (4 marks) 

	
Actual GP = 74.25%         (1 mark)

Calculated as [2,600,000 - 669,500] / 2,600,000

Reason # 1: Change in product mix where LOWER margin products were sold by the company.

Reason # 2: Items purchased during the period simply cost more than the prior years.

Reason # 3: There may be more obsolete goods on hand compared to prior years.

Other valid point: Downward pressure on selling price may have caused the margin to fall.

1 mark for each valid reason given (max 3)






3.  Assume a theft deterrent system is purchased and installed at a cost of $20,000 on January 1, 2013 (beginning of its new fiscal year).  The residual value at the end of its 5 year estimated useful life is $1,000.  Compute the amount of depreciation expense for 2014 if the company chooses the double declining balance method to record depreciation. Show your work. (2 Marks)

	
Depreciation for 2014 = $20,000 x 0.6 x 0.4 = $4,800

Alternate computation: $20,000 x 2 x 1/5 = $8,000 for 2013
Then ($20,000 - $8,000) x 40% = $4,800






Question 3. (21 Marks)
Zippy-Lines Adventures (ZLA) is an entertainment company that was created by three brothers on January 1, 2012.  The three are retired circus performers and have invested their savings to start this new venture.  A zip-line consists of a pulley suspended on a cable mounted on a hilly incline.  It is designed to enable a user propelled by gravity to travel from the top to the bottom of the inclined cable by holding onto, or attaching to, the freely moving pulley.

ZLA has signed a lease for the use of some (hilly) land owned by a small town near Montreal, Quebec.  The lease gives ZLA the right to use the land for 10 years plus a 10 year renewal option.  Annual lease payments of $12,000 are due at the beginning of the lease contract signed on January 1, 2012.  At the end of the lease term, any structure on the land must not be removed and will belong to the town.

The three brothers have contracted Krazy-Kables Inc. (KKI) to install a zip line on the land leased by ZLA.  The following costs were incurred to build the zip-line:

Building permits..................................................................................$2,000
Cost of clearing the land of trees, bushes and pointy rocks................$50,000 
KKI's Invoice price for construction of the zip line............................$125,000
Damage and repairs to an adjacent property
when heavy equipment was brought in to
perform excavation work.....................................................................$12,000
Penalties paid for having removed century old trees...........................$8,000
Construction of launch and landing platforms
at the top and bottom of the zip line.....................................................$25,000    

Construction of the zip line was completed and ready for use on May 1, 2012.

The estimated useful life of the zip line is 20 years.  The three brothers intend on operating ZLA and sell the company in 10 years time to future investors.  The current income tax rate is 30%.

ZLA chooses a December 31 year end and elects to prepare its financial statements using IFRS.

Required: Use the facts and information given above and answer the following questions:  

1.  Compute the dollar amount that should be capitalized as part of the cost of the zip-line to ZLA.  Briefly justify why a specific cost was NOT capitalized by you. (8 Marks) 

	CAPITALIZED COSTS

Permits.......................2,000
Clearing....................50,000
KKI.........................125,000
Platforms..................25,000
Total......................................$202,000

(1 mark for each line - max 4)



	NON CAPITALIZED COSTS

Damage and repairs of $12,000 since it doesn't appear that the damage was 'necessary' and could have been avoided, these costs should be expensed. (2 marks)

Penalties of $8,000 could have been avoided and are not necessary to build the zip line.  The removal of the trees was an illegal act and this cost should be expensed. (2 marks)





2.  Without regard to the amount computed in part 1 above, assume the total cost capitalized for the zip line is $200,000.   ZLA will use the straight-line basis to calculate depreciation and depreciate the zip line over 10 years.  Would this policy and estimated useful life be justified? Explain.
(3 Marks)

	
Any policy for depreciation should be both rational and systematic.

A straight-line basis can be applied systematically.

As long as the benefits are equal over the estimated useful life then this would be a rational choice.

As for useful life of ten years, it appears that this should be set as 20 years not 10.  The reason is that the company may be sold to future investors who will benefit from the use of the asset over the remaining lease term by taking the renewal option.

They should set the useful life to 20 years.

1.5 marks for policy choice + 1.5 marks for justifying useful life.





3.  How much depreciation will be charged to earnings in 2012 if the straight-line basis is used and the estimated useful life is 15 years?  Use a capitalized cost of $200,000 for the zip line and no residual value. (3 Marks)

	
[$200,000 - $0] / 15 x 8/12 = $8,889

The Straight-line amount must be prorated as the zip line will be ready May 1, 2012.

Deduct 1 mark for not prorating.





4. Assume that the income tax authorities give special tax incentives to businesses created by retired circus performers.  The income tax law will allow ZLA to fully deduct the $200,000 cost of the zip line over two years.  Describe the impact that this tax incentive will have on the December 31, 2012 balance sheet if depreciation expense is $10,000. You are not required to give a dollar amount.  (2 Marks)

	
This generous tax deduction will decrease current taxes payable in 2012 and create a deferred tax liability since the tax deduction of $100,000 will exceed accounting depreciation of $10,000.



5. On May 1, 2012, ZLA invited the mayor of the town and many other business leaders to its inaugural zip line launch.  Unfortunately, the pulley system malfunctioned and the mayor fell onto some pointy rocks that had not been removed during construction.  The mayor promptly sued ZLA for $1,000,000 in damages due to its negligence.  At year end, legal counsel for ZLA estimates that a loss is probable but that the amount is not reliably measurable.  Describe how the lawsuit should be handled by ZLA for 2012 financial reporting purposes. (2 marks)  

	
Only note disclosure is required for 2012.

The amount is probable but not reliably measurable.

In this case, IFRS would require note disclosure.





6.  The lawsuit has cast a dark shadow over ZLA's first year of operations. Explain the effect on the current year's financial statements, as well as implications for future years' financial statements, if a full write-down of the zip line is taken in 2012.  Assume the capitalized cost of the zip line was $200,000 on May 1, 2012. (3 Marks)
	
	Income Statement Effect

A loss of $200,000 would be recognized in 2012 due to the impairment of the asset and write-down.
For future years, the write-down cannot be reversed. Depreciation charges in future years will be zero as the net book value will drop to zero after the write-down. There is no depreciation to be taken so future net income will be higher.

Balance Sheet Effect

The Capital Asset (zip line) would be wiped out in 2012 and written down to zero.
There will be no carrying amount in future years' balance sheets.

Cash Flow Statement Effect

Write-down has NO cash flow effect for current or future years.

1.5 Marks for each financial statement effect (max 3 marks)
 






Question 4. (19 Marks)

Part A - 16 Marks

PF Cheng (PF) is in need of $2,000,000 to finance an expansion of its restaurant locations.  Management is considering three financing alternatives:

1. Issue 100,000 common shares to a group of private investors for $20 per share.  In recent years dividends of $0.40 per share have been paid on the common shares.

2. Issue 50,000 cumulative preferred shares at $40 per share with an annual dividend of $3 per share.  The preferred shares are redeemable after 10 years for $60 per share.

3. Issue a $2,000,000 long-term note payable with an annual interest rate of 11% and maturity in 15 years.

It is now late November 2012.  PF's year end is December 31.  PF plans to raise the needed money on January 1, 2013, but management wants to know the financial statement effects and implications of each of the alternatives.  PF's accounting department has indicated to management that there are no alternative sources of funds to fund the expansion plans.  One of PF's existing loans has a covenant stipulating that the debt-to-total assets ratio cannot exceed 60%.  This ratio is based on average total assets.  PF has a tax rate of 30%. PF will maintain its common share dividend policy as in prior years.  Under the financing alternatives considered, PF will declare dividends on any shares outstanding regardless of the share class.

The accounting department has prepared the following information.  The information is forward looking and shows the anticipated results for 2013.  It does not take into account any of the 3 financing alternatives being considered.

For 2013, total revenues are expected to be $2,000,000 and all expenses except income tax expense are expected to be $1,500,000.

Projected Balance Sheet at end of 2013

Assets
Cash							$     20,000
Inventory						       30,000
Property, Plant and Equipment, net			  2,950,000

Total Assets						$3,000,000

Liabilities
Trade payables					$     50,000
Loans Payable						     800,000
Total Liabilities					     850,000

Shareholders' Equity
Common shares (200,000 shares outstanding)	     900,000
Retained Earnings					  1,250,000
							  2,150,000

Total Liabilities and Shareholders' Equity		$3,000,000



Required:

1. Calculate PF's net income for 2013 under the three financing alternatives. (7 Marks)

	Common Shares-Alternative 1

Sales                $2,000,000
Expenses         $1,500,000
NI before tax      $500,000
Income tax         $150,000
Net Income =     $350,000

(2 marks)


	Preferred Shares-Alternative 2

NI is $350,000 same as C/S alternative as Preferred Dividends are not expensed.



(2 marks)
	Long-Term Note -Alternative 3

Sales                    $2,000,000
Expenses             $1,500,000
Interest expense     $220,000
NI before tax          $280,000
Income tax             $  84,000
Net Income =         $196,000

(3 marks)



2. Calculate the debt-to-total assets ratio (round to two decimal places) under the three financing alternatives and compare them to the existing debt covenant.  Would any of the financing alternatives create a debt covenant violation? Support your work with computations. (9 Marks)

	Common Shares -Alternative 1
	
Opening TA = $3,000,000 +$2,000,000 - $350,000 + $80,000 = $4,730,000

Ending TA = $3,000,000 + $2,000,000 -$40,000 = $4,960,000

Average TA = ($4,730,000 + $4,960,000) / 2 = $4,845,000

Debt / TA = $850,000 / $4,845,000 = 17.54%

No violation since the ratio is well below the covenant ratio of 60%


	Preferred Shares -Alternative  2
	
Opening TA (see above) = $4,730,000

Ending TA = $3,000,000 + $2,000,000 -$150,000 = $4,850,000

Average TA = ($4,730,000 + $4,850,000) / 2 = $4,790,000

Debt / TA = $850,000 / $4,790,000 = 17.75%

No violation since the ratio is well below the covenant ratio of 60%


	Long-Term Note-Alternative 3
	
Opening TA (see above) = $4,730,000

Ending TA = $3,000,000 + $2,000,000 -$154,000 = $4,846,000

Average TA = ($4,730,000 + $4,846,000) / 2 = $4,788,000

Debt / TA = $2,850,000 / $4,788,000 = 59.52%

No violation since the ratio is just barely below the covenant ratio of 60%.






Part B - 3 Marks

Assume PF will obtain the required financing to expand its operations but would like to also increase its cash balance by year end.  Management decides to sell gift cards during the busy holiday season.  Local laws require that the gift cards sold will never expire.

Required:

Briefly describe the appropriate revenue recognition policy for the gift cards that will be sold by PF.  Provide a complete discussion.

	
Performance: (1 mark)

When a gift card (GC) is sold the entire amount will be treated as UNEARNED REVENUE as no performance has been achieved.  PF's line of business is operating restaurants.

Cash is simply being exchanged for a GC.

When the GC is redeemed and services are rendered (meals served) the revenue will be recognized as an exchange will have taken place and performance achieved.

Measurement: (1 Mark)

Not an issue as this will be based on established menu prices.

Collectibility: (1 Mark)

Not an issue as the cash will have already been collected when the GC was sold.

3 Available marks but Maximum of 2 marks for the above discussion.

Breakage: (1 Mark - We want students to identify breakage to earn full marks)

Management may estimate GC breakage, that is, GC which will never be redeemed.  A portion of all GC sales will be recognized as income, management should disclose the breakage percentage and amount recognized in sales due to GC breakage.






Question 5. (9 Marks)
The following events and transactions occurred at ABC Co. during 2012.  The company uses the indirect method of preparing the Statement of Cash Flows.
Required:
For each item listed below, briefly explain the impact on Operating Cash Flows for 2012.
	a.
	Sold a fully depreciated truck for cash proceeds of $2,500.
	
Deduct the GAIN of $2,500 from Net Income which renders NO EFFECT on OCF.



	b.
	Wrote off an accounts receivable of $1,000.  The company uses the allowance method to record bad debts.
	



NO EFFECT on OCF as both the Accounts Receivable and Allowance accounts decrease .




	c.
	Received an $8,000 income tax refund. 
	
OCF INCREASES $8,000 as the company has received a cash refund.



	d.
	Accrued a contingent liability of $40,000.
	

NO EFFECT  on OCF as Net income decreases by $40,000 and Accrued Expenses increase by $40,000


	e.
	Paid an $800 warranty claim.
	
OCF DECREASES by $800 as cash is used to settle a Warranty Obligation.


	f.
	Paid $50,000 to safely dispose of toxic materials.
	
OCF DECREASES by $50,000 as this cost is settled in cash.  






Question 6. (18 Marks)

Complete the computer sheet in pencil only with your choice of the best answer for the multiple-choice questions that follow.  Each question is worth 1.5 marks.  No marks will be deducted for incorrect answers.

1) Mario Corp reported credit sales of $240,000 and write-offs of bad debts of $57,000 for last year. Accounts receivable had a balance of $1,127,000 at the beginning of the year and $881,000 at the end of the year. How much cash was collected from customers during the year?

A) $246,000
B) $429,000
C) $486,000
D) $669,000

2) Sistah Company estimates the allowance for doubtful accounts by aging its accounts receivable. At the end of 2010, the balance in the allowance account was $50,000. During 2011, the company wrote off $5,000 and collected a $3,000 receivable that had been previously written off as uncollectible. At the end of 2011, the aging schedule indicated that the balance of the allowance for doubtful accounts should be $64,000. What is the bad debt expense for 2011?

A) $16,000
B) $19,000
C) $66,000
D) $69,000

3) Which transaction would be included in the year-end inventory?

A) Goods received on consignment at year end.
B) Goods shipped out on consignment at year end.
C) Goods shipped out FOB shipping point at year end.
D) Goods received after year end, shipped FOB destination.

4) Which of the following costs are not included in the cost of manufactured inventories?

A) Raw materials.
B) Labour to make the finished product.
C) Administrative costs.
D) Manufacturing overhead.

5) Which statement is correct about intangible assets with an indefinite life?

A) This is an asset with an infinite life.
B) The asset is expected to continue providing economic benefits for the foreseeable future.
C) Management depreciates them using a straight-line method.
D) The asset has fixed and determinable cash flows.

6) Mills Corp, a publicly accountable entity for many years, incurred the following costs in the current year:

	Patents
	$18,000

	Trademarks
	$12,000

	Equipment
	$32,000

	Training on using equipment
	$15,000



How much, if any, of the costs can be capitalized as intangible assets?

A) $45,000
B) $30,000
C) $62,000
D) $77,000


7) Sym Corp uses the revenue approach to account for warranties.  During 2010, the
company sold $500,000 worth of products, all of which carried a two year warranty (included in
the price).  It was estimated that 2% of the selling price represented the warranty portion, and
that 60% of this related to 2010, and 40% to 2011.  Assuming that Sym Corp incurred costs of
$3,700 to service the contract in 2011, what is the net warranty revenue (revenue minus servicing
costs) for 2011?

A) 	$300.
B) 	$1,300.
C) 	$3,700.
D) 	$4,000.

8) Presented below is information available for Nelly Corp.
		Current Assets
			Cash	$    4,000
			Marketable securities	75,000
			Accounts receivable	61,000
			Inventories	110,000
			Prepaid expenses	    30,000
			Total current assets	$280,000
	Total current liabilities are $80,000. To two decimals, the quick ratio for Nelly Corp is:

A) 	3.50
B) 	3.13
C) 	1.75
D) 0.81

9)	 Among the short-term obligations of Lollipop Corp, on its most recent balance sheet date,
are notes payable totalling $250,000 with the National Bank. These are 90-day notes, renewable
for another 90-day period. These notes should be classified on the balance sheet of Lollipop Corp
as:

A)	 current liabilities.
B) 	deferred charges.
C) 	long-term liabilities.
D) 	shareholders’ equity.

10) Which of the following is a current liability?

A)	 Preferred dividends in arrears.
B)	 Stock dividends distributable.
C)	 Preferred cash dividends payable.
D) 	Stock splits.

11)	 The objective of accounting for defined benefit plans is to

A)	 calculate the actual amounts employees will receive at retirement.
B) 	recognize the related expense and liability over the accounting periods in which the
related services are provided by the employees.
C) 	calculate the current service cost.
D) 	determine which employees’ rights have vested.

12) The primary purpose of the statement of cash flows is to provide information

A) 	about an entity’s operating, investing, and financing activities during a period.
B) 	that is useful in assessing cash flow prospects.
C) 	about an entity’s cash receipts and cash payments during a period.
D) 	about an entity's ability to meet its obligations, its ability to pay dividends, and its needs for
external financing.


END OF EXAM - HAPPY HOLIDAYS!   
1

