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Question 1. (13 marks)
You have been recently hired by the QAP Task Force (Questionable Accounting Practices Task Force) to investigate the activities at Firefly Corporation (FC).  QAP is a government funded watchdog which investigates complaints lodged by users of financial statements and could lead to convictions of the accounting executives of the firms investigated.  FC’s financial statements for the last 3 fiscal years are subject of the investigation (each of March 31, 2010, 2009 & 2008).  Your team has gathered additional information found in Exhibit A below.
FC’s activities include the production of maturing products which take a long time before they are ready to be sold to retail customers. Details of one such product (main reason for the investigation) are that on April 1, 2007 it had a cost of $5 million and a fair value of $7 million.  The product would not be ready for retail sale until March 31, 2010.

On April 1, 2007 FC entered into an agreement to sell the product to ARG Financial for $6 million. The agreement gave FC the right to repurchase the product at any time up to March 31, 2010 at a fixed price of $7,800,000.  On March 31, 2010 FC exercised its right and immediately sold the product at a retail value of $10 million.

The interest FC pays on three-year loan terms is 10% (simple interest) which is also equivalent to the return on investment required by ARG Financial.

FC does not have a history of GAAP violations but since the financial crisis hit in 2008 economic conditions have worsened for many retailers like FC.  Companies like FC have felt the pressure to show favourable financial results.
Your supervisor has asked that you prepare a report which discusses the accounting treatment and presentation of the facts by FC for all years investigated.  Your report should be detailed and contain any revised presentation of the facts that would be useful to a financial statement user.
Exhibit A
Financial information about FC’s  specific product identified by your investigation team is given below: 


Year ended: 		31 March 2008 		31 March 2009 		31 March 2010 	Total
$’000 			$’000 			$’000 		$’000

Revenue 		6,000 			nil 			10,000 		16,000

Cost of sales 		5,000 			nil 			  7,800 		12,800

Gross profit 		1,000 			nil 			  2,200 		  3,200

Required: Prepare the report requested by your supervisor. Use the following page for your answer.









 
	Highlights of the revised financial information appears below:
	
	March 31, 2008
	March 31, 2009
	March 31, 2010 
	Total

	Revenue
	Nil
	Nil
	$10,000,000
	$10,000,000

	Cost of Sales
	Nil
	Nil
	$  5,000,000
	$  5,000,000

	Gross Profit
	Nil
	Nil
	$  5,000,000
	$  5,000,000

	
	
	
	
	

	Interest expense
	$600,000
	$600,000
	$600,000
	$1,800,000



The above revised financial information is optional for the student to prepare; what`s important is it`s integrated into the discussion or analysis presented below:

FC inappropriately recorded a sale in 2010 for what was in substance a financing arrangement between FC and ARG Financial.

The debt should have been carried on the balance sheet (not provided) as $6 million with a 10% implied interest cost.  Full disclosure of the arrangement should have been provided in the notes.

The right to repurchase the ‘inventory’ at a future date was in substance a borrowing transaction and not a sale.

Revenues for the 3 year period were overstated by $6 million as a sale was recorded inappropriately.  In the 1st year profits were overstated by a net total of $400,000 (ie. $1,000,000 - $600,000).

In the 2nd year, the net income was overstated by $600,000 as the interest on the loan was not recognized.

In the 3rd year, net income was understated by $1,000,000 since the sales and cost of sales were each misstated, the interest expense was also omitted in error.

Overall, the income is not misstated but it is on both an individual yearly basis and on a line item basis.

Revenue has been incorrectly reported as $16,000,000 rather than $10,000,000

Cost of sales has been incorrectly reported as $12,800,000 rather than $5,000,000

Gross profit has been incorrectly reported as $3,200,000 rather than $5,000,000

Interest expense has been incorrectly reported as zero rather than $1,800,000 

The misstatements are likely material to FC and restatement of the figures would be recommended.  

Any other special arrangements should be sought out and investigated as FC may likely have given them similar treatment.


Comment on Incorrect Sale/Revenue treatment: 4 Marks
Comment on transaction being debt with interest: 4 Marks
Comment on incorrect Gross Profit recognized: 1 Mark 
Comment on Per Year Effect: 3 Marks
Conclusion: 1 Mark






















Question 2. (17 Marks)  

Jean-Pierre is thinking of investing in a public company called Maximus Cloud Inc. (MCI). He has asked for your help to calculate some of the ratios he needs to decide whether or not to invest. He has given you the summarized financial statements of MCI which are shown below:

Maximus Cloud Inc.
Income statement for the year ended October 31, 2011
								$000

Sales revenue 							23,420
Cost of sales 							  8,245					
Gross profit 							15,175
Expenses 							  2,460					
Profit from operations 					12,715
Interest expense						       50					
Profit before tax 						12,665
Income tax expense 						  1,515
Net income		 					11,150

Maximus Cloud Inc.
Balance sheet as at 31 October 2011
								$000 		$000
Assets
Non-current assets 								31,000
Current assets
Inventory 							1,450
Trade receivables 						2,500
Cash 								     50
								 		  4,000
Total assets 									35,000
									
Equity and liabilities
Capital and Retained earnings
50,000 Ordinary Shares outstanding				25,000
Retained earnings						  7,520					
										32,520
Current liabilities
Trade payables 						    860
Income tax payable						    620
								 		  1,480

Loan payable 									  1,000

Total equity and liabilities 							35,000


Additional information:

(i) During the year, MCI paid dividends of $10 million.
(ii) The market price per share for MCI is $1.50.
(iii) MCI’s main competitor is a company called Rex Computing which has the following ratios:

Dividend per share 				10 cents
Earnings per share (EPS) 			20 cents
Price earnings ratio 				13.4 times
Debt/equity ratio 				15%
Times interest earned				 100 times

Required:

(a) Calculate the following ratios for MCI:

(i) Dividend per share;
(ii) Earnings per share;
(iii) Price earnings ratio;
(iv) Debt/equity ratio;
(v) Times interest earned.

Show your computations (10 marks)

	
Dividend per share: $10,000/50,000 = $0.20 per share (or $200.00 per share as the student may have not used the 50,000 shares issued in ‘000s)

Earnings per share: $11,150/50,000 = $0.22 per share (or $220.00 per share for same reason as given above.

Price earnings ratio: $1.50/$0.22 = 6.82 times or 0.00682 (see comment above)

Debt/equity ratio: $2,480/$32,520 = 7.6%

Times interest earned: $12,715/$50 = 254.3 times


(2 marks for each ratio)
(We’ll accept the answers and comments as modified above given that the shares issued could have not been interpreted as being in the ‘000s)






















(b) Prepare notes for Jean-Pierre that comment on the ratios you have calculated. Use the ratios for Rex Company as a relevant comparison. (6 marks)

	
Dividend per Share: (1 Mark)

MCI has a dividend per share which is double that of Rex Company.  Shareholders of MCI would view this as a more generous distribution of earnings to them. May be viewed favourably.

Earnings per share: (1 Mark)

The EPS for both companies is very close (10% higher for MCI).  But on closer investigation, MCI pays more out in dividends (91%) as a percentage of EPS than Rex does. Calculated as $0.20/$0.22 vs. $0.10/$0.20  Rex is keeping more for reinvestment purposes which may be better employed  than shareholders.

Price earnings ratio: (1 Mark)

Investors see Rex as a better investment than MCI as the earnings multiple is higher at 13.4 times compared to 6.82 times for MCI.  There may be concerns over MCI`s future earnings.

Debt/Equity ratio: (1 Mark)

MCI has a much lower Debt/Equity ratio when compared to Rex. One view can be that MCI is not making enough use of leverage.  Rex is likely carrying more debt which makes it riskier.

Times interest earned: (1 Mark)

MCI has a much higher coverage ratio compared to Rex given that the debt levels are much lower and interest costs are also being covered very easily.  More debt can be taken on if a leverage strategy were to be adopted.

Conclusion:  Based on the limited information available, a relevant comparison of the ratios can provide an insight on the capital structure of both companies and their earnings capability. (1 Mark)






(c) Assume MCI declares a 3 for 1 stock split.  What would be new the market value of each MCI share immediately after the split. (1 mark)

	
Market value will need to be divided by 3:

$1.50 / 3 = $0.50 is the new market value immediately after the split.

(1 Mark)









Question 3. (7 Marks)
Part A - 4 Marks

Consider the following table which provides different patterns of net income due to different accounting policy choices, assumptions, estimates as selected by management.  In all cases, at the end of the fifth year, the company had the same total assets, total liabilities and total equity.  

	In $millions
	2011
	2012
	2013
	2014
	2015
	5-Yr Total

	Net Income A
	$30
	$30
	$30
	$30
	$30
	$150

	Net Income B
	$22
	$25
	$29
	$34
	$40
	$150

	Net Income C
	$39
	$35
	$30
	$25
	$21
	$150

	Net Income D
	$35
	$27
	$30
	$34
	$24
	$150



Required:

Assume that the company is publicly traded, which of these net income patterns (A,B,C, or D) would likely result in the highest share price in early 2016?  The lowest share price? Justify your answer.

	
Net Income B would likely result in the highest share price as it shows a continuous pattern of improving/growing earnings.

Users are likely to extrapolate this growth pattern into the future as earnings growth is an important component in the valuation of a share, with higher growth expectation resulting in higher share prices.

Net Income C would likely have the lowest share price as there is a declining pattern of earnings. 

Net Income D might be the lowest, as the high variability of earnings (volatility) would suggest that the firm is very risky and predicting net income will be highly uncertain. Higher degrees of risk should result in lower share prices.

(1 Mark for each comment)



Part B - 3 Marks

Ross Stores (Ross) is being sued by a supplier for $2 million for breach of contract over a cancelled order. Ross has obtained a legal opinion that there is a 20% chance that Ross will lose the case. 

Accordingly Ross has provided $400,000 ($2 million x 20%) included in administrative expenses in respect of the claim. The unrecoverable legal costs of defending the action are estimated at $100,000. These have not been provided for as the legal action will not go to court until next year.

Required: Discuss the appropriate accounting treatment of the event described above.

	As it is considered that the outcome of the legal action against Ross is unlikely to succeed (only a 20% chance) it is inappropriate to provide for any damages. (1 Mark)

The potential damages are an example of a contingent liability which should be disclosed (at $2 million) as a note to the financial statements. (1 Mark)

The unrecoverable legal costs are a liability (the start of the legal action is a past event) and should be provided for in full for $100,000. (1 Mark)






Question 4. (13 Marks)

In early 2012, Good-Buy Shop (GBS) discovered that some of its inventory of computer tablets were not what the supplier purported them to be. More than 5000 tablets that were supposed to contain various high end components (and therefore expensive) were in fact cheap knockoffs.  This was discovered by accident when a tablet slipped out of an employee's hands and cracked open. Upon closer inspection, the curious employee noticed the sub-quality parts.  

As at the fiscal year ended December 31, 2011, 4,000 of these tablets had been sold while 1,000 remained in inventory. All sales are final and non-refundable.  Tablets cost GBS $720 each and sell at retail for $900. It's estimated the sale price would be $200 lower if the information discovered was publicly known. Good-Buy Shop is pursuing the supplier to obtain a refund for this misrepresentation. However, whether there will be compensation is uncertain.  GBS isn't sure it will refund any customers whether it obtains a refund from the supplier or not.

GBS pays its sales staff a flat $45 sales commissions for each tablet sold. 

Required:

a. GBS decides to approach the supplier with a compensation proposal. GBS asks to be reimbursed $245 per unit sold.  Assume the supplier acknowledges the tablets contained sub-quality parts.  Briefly explain and show by computation why the supplier would reject this initial proposal.  Determine, from the supplier perspective, what would be a fair compensation based on the information provided above. 

	It appears that GBS would like to recover the lost revenue of $200 plus the commission of $45 on all tablets sold and unsold.

The supplier would likely reject this proposal (tablets sold) for various reasons:
- Since all sales are final and non-refundable and customers would not be reimbursed the $200 price reduction, the supplier sees no need to compensate GBS. 
- The commission paid to sales personnel is fixed on a per unit basis.  It is not determined based on a sales value but on effort in selling any unit regardless of price. This would not be compensated for.
- Since GBS does not keep the full proceeds of each sales dollar.  The Gross Profit margin is 20% (900-720)/900.  Therefore, on a lost sale value of $200 the Gross Profit would be $40 (20% x $400).  GBS loses $40 in gross profit per unit.

A detailed analysis may be presented as follows:

                                             Regular Parts          Sub-Quality parts              Difference                   

Sales                                    $900                       $700                                    ($200)
COGS                                    720                         560                                    ($160)
GP                                         180                         140                                      ($40)

Commission                            45                           45                                         nil
Net Income before refund   135                           95                                      $(40)
Customer refund                  200                             0                                      $200
Profit (Loss)                       $(65)                         $95                                      $160

Compensation could be for $160 per unit if GBS were to refund customers and protect its reputation.

For unsold inventory the compensation could be $160 as well.

The above analysis only measures the monetary loss of units sold/unsold.  It doesn`t measure loss of reputation such as Goodwill with customers.  If this information would become public GBS can lose out on sales of other products.  This loss in reputation can be costly and would have to be factored into the overall costs.

(5 Marks: Overall analysis)


b. Assume GBS decides to refund the sales price differential to all customers who bought the tablets as of December 31, 2011.  Identify and measure all the financial statement line items impacted by this decision.  Assume the supplier is bankrupt and will not be able to refund GBS any money.  

	INCOME STATEMENT IMPACT: (2 Marks: 1 Mark for any of the two comments )

SALES REVENUE would decline by $800,000 computed as a sales adjustment for the 4000 units sold x $200 price reduction.

GROSS PROFIT would decline by $800,000 as a result of the decision to refund customers.

All pre-tax profit measures would decline by $800,000. Net income would be reduced on an after tax basis.

BALANCE SHEET IMPACT: (1 Mark: either comment accepted)

CUSTOMER REFUND (a liability account) would INCREASE by $800,000.

RETAINED EARNINGS would decline by the impact on Net Income or $800,000 less taxes.

CASH FLOW STATEMENT: (1 Mark)

This event is a NON-CASH event, there would be no impact on the Cash Flow Statement as it is an accrual for year-end purposes.





c. Which IFRS rule would require the tablet inventory on hand December 31, 2011 to be subject of a write-down? How much should GBS write-down the 2011 inventory on hand, if at all? Show your work.

	
The Lower of Cost and market value rule would apply here as there is an impairment of the tablet inventory on hand. (1 Mark)

NRV of $655 is computed as the sales price of $700 less $45 cost to sell.  The write down on an LCM basis is $720-$655 = $65. (2 Marks)

The NRV adjustment on the remaining tablets in inventory is measured as 1000 x $65 = $65,000.  (1 Mark)







Question 5. (11 marks)
Following is an article that was recently published:
MMC tempts motorists with offer of free gas for a year
Mitsubishi Motors Corp. is offering a year's worth of free gasoline to anyone who buys one of its new 2011 models. 
Under the campaign, launched Sept. 23, MMC will give buyers prepaid debit cards they can use to buy a year's worth of gas at most gas stations. 
The cards are worth between $1,500 and $2,500, depending on the car. 
The campaign, which is good until the end of October, is part of MMC's efforts to clear out inventory before it rolls out its 2012 models this autumn, MMC officials said. 
One official quoted President Osamu Masuko as saying the campaign "costs less than the discounts" it has been offering amid the intensifying discounting battles being waged in the auto industry. 
Auto industry analysts are watching closely to see whether the campaign will help Mitsubishi Motors, which has been hit hard by vehicle defect coverup scandals, recover lost ground. 
Gas prices have risen about 50 percent since early this year, thanks to soaring crude oil prices. 
Fuel-efficient Japanese cars are selling well in this environment, and the timing of this campaign is thus favourable, the officials said. 
REQUIRED:
A)  Identify and discuss three key underlying accounting principle(s) that can be identified in the above article. (6 marks)
	Key underlying accounting principles: (MAX 6 Marks)
· Revenue Recognition Principle (4 marks)
-It is clear from the article that the whole point of the marketing incentive is to spur sales of MMC’s 2011 models
- the gas cards simply replace the usual discounts car manufacturers offer consumers when closing out the past model years’ inventory
- the company’s officials hope they can capitalize on the soaring gas prices and attract buyers to their fuel-efficient vehicles
- The company will recognize revenue once the cars are delivered (typically via its dealerships)
- The collectibility is usually assured since dealerships require payment upon delivery
	- measurement of the revenue recognized will depend on the car sold as MMC will ‘give’ buyers gas cards associated with a given car’s sales value
-it is this ‘discount’ in the form of a ‘gas card’ that will be treated as a sales price reduction.
- MMC will likely keep track of these ‘discounts’ for purposes of analyzing their profitability

· Matching principle (2 marks)
-the marketing incentive is not an expense but a revenue discount
- the only item that would be directly linked to the car sale would be the cost of goods sold

	- Other valid point will be considered (max 1 mark)



B)   Assume that a vehicle which cost MMC $27,000 to manufacture is sold for $30,000 & a gas card with a $2,000 value is given to the customer.  MMC decides to report revenue of $30,000 and cost of goods sold of $27,000. The $2,000 gas card will be reported as a part of 'Selling, General, and Administrative' expenses.  Do you agree with this treatment?  Justify your answer. (3 marks)
	
No, the gas card is a discount on the final sales price of each vehicle.

$30,000 less $2,000 = $28,000 should be the reported revenue for MMC.

Cost of Goods Sold = $27,000

Gross Profit = $1,000

The company would be OVERSTATING its Gross Profit by $2,000 which could be viewed as earnings management. 

(3 Marks)




C)  As a user of the company’s financial statements, would you be concerned about MMC’s earnings quality given what has been reported in the above article?  Defend your answer.
(2 marks)

	The concern regarding earnings quality would likely be: 

· The article makes reference to recent ‘vehicle defect coverup scandals’ – I would question if management attempted to manipulate earnings as well
· I would scrutinize the annual report & financials more closely because of management’s integrity being questioned
· The vehicle defects are likely covered by MMC’s warranty program; the concern would be whether management used the best estimates available to measure the warranty expenses or have they purposely underestimated the expense
· I would be concerned with the effect of marketing incentives on already thin gross profit percentages and sluggish sales and whether management has tried to ‘compensate’ with other management earnings techniques
-     other valid point 

(1 mark each – max 2 marks)







Question 6. (26 marks)

Part A - 5 Marks

Lets-Gro Incorporated (LGI) is a diversified public company with a December 31 year-end. 

At December 31, 2011, LGI has the following assets appear on its consolidated Balance Sheet:

i) Goodwill #1 - useful life is considered indefinite
ii) Customer List - useful life estimated to be 18 months
iii) Patent - expires in 5 years
iv) Copyright - legal life of 50 years, but will generate cash flows for 30 years
v) Broadcast License - expires in 5 years, but is renewable every 10 years at minimal
cost

Required:

Provide a supported conclusion on the period of amortization for each of these assets at the end of 2011. (State any assumptions you make).

	
(1 Mark for each item)

i) Goodwill #1 - useful life is considered indefinite:  Under current GAAP rules all intangibles with indefinite useful lives are not to be amortized.  The Goodwill is subjected to an impairment test at least once annually.

ii) Customer List - useful life estimated to be 18 months: This may be a plausible period of time. It would have to be verified whether this is a reasonable length of time (longer or shorter) by comparing it to contracts signed with customers, renewals and any historical data supporting this period.

iii) Patent - expires in 5 years: This period would be based on the remaining legal life of the patent or estimated useful life whichever is shorter.  Competitive technologies would have to be considered to determine whether the patent`s benefits extend to the end of its legal life.

iv) Copyright - legal life of 50 years, but will generate cash flows for 30 years: If the 30 year period is reasonable this would be acceptable since it is less than the legal life of the copyright.  Sales projections as estimated by management would have to be obtained to evaluate whether this estimate is reasonable.

v) Broadcast License - expires in 5 years, but is renewable every 10 years at minimal
cost: The licence would be viewed as an intangible with an indefinite life where an impairment test would be applied at least once annually.  






Part B - 21 Marks

You've been assigned to the audit of Qwik-Flyte Inc. (QF), a regional airline company serving short-haul flights.  QF is a wholly-owned subsidiary of a major Canadian airline that launched the QF venture several years ago.

1. During the current year ended November 30, 2011, a new jet was purchased from SpeedJet, a manufacturer of executive jets. The invoice includes the following information:

Date of invoice – January 1, 2011

								$
SpeedJet Base Model SJ75 					24,000,000
Walnut interior finish						     250,000
Executive seats upgrade					       50,000
Wifi and satellite connectivity equipment			       10,000		
Custom paint colouring with company logo			         5,000
Extended warranty: coverage to December 31, 2012 	       65,000
Fuel option (see Note A)					       15,000
500 Pilot hours (see Note B)					     150,000

Total cost 							24,545,000

Note A: The fuel option cost expires on July 1, 2012 or when fully utilized, whichever comes first. The option gives QF the right to reduce its cost of future fuel purchases.  If future jet fuel costs per litre exceed the cost of jet fuel per litre on January 1, 2011 then the company can apply the fuel option cost against the future purchase price.  Jet fuel costs have declined since January 1, 2011; QF has therefore not used any portion of the jet fuel option as at November 30, 2011. 

Note B: Only specially trained pilots certified by SpeedJet may fly the jet sold to QF.  For this reason, QF was charged for 500 pilot hours.  QF expects to fly 250 hours on an annual basis.  As of November 30, 2012 QF expects to hire their own pilots to fly the jet. 

Additional information:

On October 1, 2011, QF sold one of its older jets for $2,000,000.  The jet had cost QF $18,000,000 in 2008 when it was purchased and had accumulated depreciation of $15,750,000 on November 30, 2010.

QF's policy is to depreciate its jets using the double-declining balance basis. It is anticipated that all jets will be sold after four years of use. A full year’s depreciation is charged in the year of acquisition, and no depreciation is charged in the year of disposal.

2. On January 1, 2011, QF entered into an agreement to purchase in-flight meals from a food service supplier, Buddy Inc. (BI).  QF must purchase a minimum of $250,000 worth of meals from BI by November 30, 2011.  If QF does not purchase the minimum amount then BI obtains
1 free flight voucher wherever QF flies for every $1,000 in purchases below $250,000.  Each flight voucher is estimated to have a value of $1,000.  In addition, BI has agreed to purchase a minimum of $15,000 in airline tickets from QF before December 1, 2011.  For the year ended November 30, 2011, QF has recorded meal purchases of $245,000 from BI and billed them $14,000 in airfare revenues for travel taken in 2011. No other amounts have been recorded related to this agreement.   



Required:

(a) Calculate the cost of the new jet to be capitalized on acquisition as a non-current asset.  Give a BRIEF explanation for each item that should NOT be capitalized. (7 marks)

	
								$
SpeedJet Base Model SJ75 					24,000,000
Walnut interior finish						     250,000
Executive seats upgrade					       50,000
Wifi and satellite connectivity equipment			       10,000		
Custom paint colouring with company logo			         5,000

Total cost    						            24,315,000    (4 Marks)


Items NOT capitalized:

Extended warranty: coverage to December 31, 2012 	       65,000    (1 Mark)
(Qualifies as prepaid repairs and maintenance cost)


Fuel option (see Note A)					       15,000    (1 Mark)
(Fuel is a consumable cost and operating expenditure)

500 Pilot hours (see Note B)					     150,000    (1 Mark)
(Salary is an operating expenditure)




(b) Calculate & specify whether QF realized a gain or loss on disposal of the jet sold on October 1, 2011. (2 marks)

	Proceeds on Sale: $2,000,000                                 

Net Book Value at date of sale: $2,250,000    

Loss on Sale: $250,000            (2 marks)




(c) Has cash flow changed for QF from the sale of the older jet.  If so, by how much?  Where on the cash flow statement would the cash flow effect be reported? (2 marks)  

	
Yes, cash flow has increased by the proceeds of sale in the amount of $2,200,000 and would be reported as part of Investing Activities within the Cash Flow Statement.  (2 Marks)



(d) How much total depreciation should be recognized by QF for each year ended November 30, 2011 and November 30, 2012? (2 marks)

	
2011: $24,315,000 x 2 x(1/4) = $12,157,500                        (1 Mark)

2012: ($24,315,000 - $12,157,500) x 50% = $6,078,750     (1 Mark)




(e) Assume the tax department (Canada Revenue Agency) allows QF to fully expense the cost of the new jet in the year of purchase.  Does this create any deferred tax amount in 2011? Explain. (2 marks) 

	Yes, it creates a Deferred Tax LIABILITY because the company can deduct $24,315,000 vs $12,157,500 of depreciation.  This tax savings in 2011 would create a deferred tax liability.
(2 Marks)


(f) Does QF need to accrue anything related to the BI agreement for the year ended November 30, 2011? Explain and support your answer. (3 marks)

	
They would have to accrue two items under the contractual agreements:

An accrual of $5,000 in minimum meal purchases ($250,000-$245,000)             (1.5 Marks)

A Sales Revenue accrual of $1,000 in minimum ticket sales ($15,000-$14,000)  (1.5 Marks) 




(g) Assume QF did not have sufficient cash on hand or other short-term (liquid) assets to purchase the new jet.  List three alternative sources of financing QF could seek to acquire the new jet and not reduce its fleet of jets. Assume SpeedJet requires full payment on delivery. (3 marks)

	
The alternatives to finance purchase of a Jet includes:  (1 Mark each; Max. 3 marks)

Loan form Parent Company
Loan from Credit Market: Asset based Lending
Share capital issuance: Equity market (Preferred or Common)
Finance Lease






Question 7. (13 Marks)

Circle the best answer from the choices provided.  Do this directly on your exam paper. If more than one answer is given for an item, that item will be marked as ZERO.  Incorrect answers will be marked as zero. Marks will not be awarded for explanations. 

1. The following details relate to the transactions of Credi-Co with credit customers and suppliers for the year ended June 30, 20X6:
							$
Trade receivables, July 1, 20X5 			130,000
Trade payables, July 1, 20X5 				60,000
Cash received from customers 			686,400
Cash paid to suppliers 				302,800
Discounts allowed 					1,400
Discounts received 					2,960
Trade receivables, June 30, 20X6 			181,000
Trade payables, June 30, 20X6 			84,000

What figure should appear for purchases in Credi-Co’s income statement for the year ended June 30, 20X6?

A $738,800
B $328,200
C $329,760
D $327,760

2.  At December 31, 20X5 the following require inclusion in a company’s financial statements:

(1) On January 1, 20X5 the company made a loan of $12,000 to an employee, repayable on January 1, 20X6, charging interest at 2% per year. On the due date she repaid the loan and paid the whole of the interest due on the loan to that date.

(2) The company paid an annual insurance premium of $9,000 in 20X5, good for coverage thru to August 31, 20X6.

(3) In January 20X6 the company received rent from a tenant of $4,000 covering the six months to December 31, 20X5.

For these items, what total figures should be included in the company’s statement of financial position as at December 31, 20X5?

A Current assets $10,000 Current liabilities $12,240
B Current assets $22,240 Current liabilities $nil
C Current assets $10,240 Current liabilities $nil
D Current assets $16,240 Current liabilities $6,000

3. A company’s income statement for the year ended December 31, 20X5 showed a net profit of $83,600. Before releasing the financials the auditor found that $18,000 paid for the purchase of a truck had been debited in error to the repairs expense account. It is the company’s policy to depreciate trucks at 25% per year on the straight line basis, with a full year’s charge in the year of acquisition.

What would the net profit be after adjusting for this error?

A $106,100
B $70,100
C $97,100
D $101,600




4. Jessy has the following working capital ratios:
							20X9 		20X8
Current ratio 						1.2:1 		1.5:1
Receivables days 					75 days 	50 days
Payables days 						30 days 	45 days
Inventory turnover 					42 days 	35 days

Which of the following statements is correct?

A Jessy’s liquidity and working capital has improved in 20X9
B Jessy is receiving cash from customers more quickly in 20X9 than in 20X8
C Jessy is suffering from a worsening liquidity position in 20X9
D Jessy is taking longer to pay suppliers in 20X9 than in 20X8


5. Which of the following statements is/are correct?

(1) A statement of cash flows prepared using the direct method produces a different figure to net cash from operating activities from that produced if the indirect method is used
(2) Proceeds from long-term debt will appear as an item under cash flows from financing activities in the statement of cash flows
(3) A write-down of a non-current asset has no effect on company cash flows
(4) A gain on the sale of a non-current asset will appear as an item under cash flows from investing activities in the statement of cash flows

A 1 and 3 only
B 3 and 4 only
C 2 and 4 only
D 2 and 3 only

6. A company receives rent from a large number of properties. The total received in the year ended April 30, 20X6 was $481,200.

The following were the amounts of unearned rent and rents receivable at April 30, 20X5 and 20X6:

							April 30, 20X5 	April 30, 20X6
							$ 			$

Unearned Rent	 				28,700 		31,200
Rents receivable (all subsequently received) 		21,200 		18,400

What amount of rental income should appear in the company’s income statement for the year ended April 30, 20X6?

A $486,500
B $480,900
C $501,500
D $475,900

7. Which of the following statements is true?

A The interpretation of an entity’s financial statements using ratios is only useful for potential investors
B Ratios based on historical data can predict the future performance of an entity
C The analysis of financial statements using ratios provides useful information when compared with previous performance or industry averages
D An entity’s management will not assess an entity’s performance using financial ratios



8. Which of the following statements are correct?

(1) Capitalized development expenditures must be amortized over a period not exceeding five years.
(2) Capitalized development costs are shown in the statement of financial position under the heading of non-current assets
(3) If certain criteria are met, research expenditure must be recognized as an intangible asset.

A 2 only
B 2 and 3
C 1 only
D 1 and 3

9. At June 30, 20X5 a company’s allowance for bad debts was $39,000. Before any adjustments, trade receivables totalled $517,000 as at June 30, 20X6. It was then decided to write off debts totalling $37,000 and to adjust the allowance for bad debts to the equivalent of 5% of the trade receivables based on past trends.

What figure should appear in the income statement for the year ended June 30, 20X6 as bad debts expense?

A $15,000
B $52,000
C $22,000
D $37,000

10. Which of the following statements is/are correct?

(1) From among inventory cost flow assumptions, FIFO always produces the highest reported net income figure
(2) From among inventory cost flow assumptions, FIFO always produces the lowest reported net income figure
(3) LIFO is prohibited as a cost flow assumption under IFRS
(4) LIFO is permitted as a cost flow assumption under IFRS if it produces the lowest profit measure

A 1 and 4
B 3 only
C 1 and 3
D 2 and 3

11. Shane has not kept accurate accounting records during the financial year. He had opening inventory of $6,700 and purchased goods costing $84,000 during the year. At the year end he had $5,400 left in inventory. All sales are made at a mark up on cost of 20%.

What is Shane’s gross profit for the year?

A $102,360
B $17,060
C $16,540
D $20,675


12. Prior to the financial year end of July 31, 20X9, Deep Co has received a claim of $100,000 from a supplier for providing poor quality goods which have damaged the supplier’s plant and equipment. Deep Co’s lawyers have stated that there is a 20% chance that Deep Co will successfully defend the claim.

Which of the following is the correct accounting treatment for the claim in the financial statements for the year ended July, 31 20X9?

A Deep Co should neither provide for nor disclose the claim
B Deep Co should disclose a contingent liability of $100,000
C Deep Co should provide for the expected cost of the claim of $100,000
D Deep Co should provide for an expected cost of $20,000

13. The IASB’s Framework for the Preparation and Presentation of Financial Statements gives qualitative characteristics that make financial information reliable.

Which of the following are examples of those qualitative characteristics?

(1) Accruals
(2) Faithful representation
(3) Going concern
(4) Neutrality

A 1 and 2
B 2 and 4
C 2 and 3
D 1 and 4




END OF EXAM - HAPPY HOLIDAYS!   
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