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1. Answer all questions in answer booklet. Only answers in the answer booklet will be graded. Any work you show on the test paper will not be considered.
2. Show computations for all problems.
3. Invigilators will only answer questions if you think there is an error in the exam.



Question 1 Multiple Choice (30 minutes, 19.5 marks)
1. Rene exchanged similar assets with Simone Company in a transaction with commercial substance. Rene gave up equipment that had a net book value of $47,000 (fair value $49,000) and Simone exchanged equipment with a net book value of $36,000 (fair value $35,000). What is the correct value at which Simone should record the new equipment?
a. 35,000
b. 36,000
c. 47,000
d. 49,000

2. Moore Company carries Product A in inventory on December 31, 2013 at its cost of $7.50. Because of a sharp decline in demand for the product, the selling price was reduced to $8 per unit. Moore’s normal profit margin on Product A is $1.60, disposal costs are $1 per unit, and the replacement cost is $5.30. The per unit cost of ending inventory at December 31, 2013 should be
a. $5.30
b. $5.40
c. $7.00
d. $7.50

3. The following information is available for Silver Company for the quarter ended March 31, 2013:
Merchandise inventory, January 1, 2013	 	 $900,000
Purchases					3,400,000	
Freight-in					   200,000			
Sales						4,800,000
If the gross margin recorded was 25% of sales, what should be the merchandise inventory at March 31, 2013?
a. $700,000
b. $900,000
c. $1,125,000
d. $1,200,000

4. Hickory Company made a lump-sum purchase of 3 pieces of machinery for $115,000 from an unaffiliated company. At the time of acquisition, Hickory paid $5,000 to determine the appraised value of the machinery. The appraisal disclosed the following values:
Machine A	$70,000
Machine B	$42,000
Machine C	$28,000

What cost should be assigned to Machines A, B, and C?
	
	A
	B
	C

	a.
	$40,000
	$40,000
	$40,000

	b.
	$57,500
	$34,500
	$23,000

	c.
	$60,000
	$36,000
	$24,000

	d.
	$70,000
	$42,000
	$28,000


	
5. Electro Corporation bought a new machine and agreed to pay for it in equal annual installments of $5,000 at the end of each of the next 5 years. The company normally pays 15% interest. How much should Electro record as the cost of the machine?
a. $12,500
b. $16,750
c. $25,000
d. $33,700

6. Ashton Company exchanged a nonmonetary asset with a cost of $30,000 and an accumulated depreciation of $16,000 for another nonmonetary asset worth $12,000. Ashton also received $1,400 cash. In the entry to record this exchange, Ashton should record a:
a. $2,000 gain
b. $2,000 loss
c. $600 gain
d. $600 loss

7. Research Corp., a publicly accountable entity, incurred the following costs in its research and development division:

	
	Jan 1 - July 31, 2012
	Aug 1- Dec. 31, 2012

	Materials
	10,000
	12,000

	Labour costs
	15,000
	32,000

	Directly attributable overhead
	  8,000
	15,000



At July 31, 2012, Research Corp. determined that the project was technically feasible and commercially viable. Research Corp. had sufficient resources and intentions to complete the project and was confident that there was demand in the marketplace for the product. How much, if any, of the costs can be capitalized for fiscal 2012?
a. $0
b. $44,000
c. $59,000
d. $92,000


8. Which statement is correct?
a. Capitalization of costs ceases when the post development phase begins.
b. The development phase includes generating new ideas or searching for new materials.
c. The project must meet IAS 38 criteria before research costs can be capitalized.
d. The post development phase includes designing, constructing or testing a prototype.


9. Patent Corp., a publicly accountable entity, purchased a company with the following assets and liabilities for $100,000:

	
	Carrying value
	Fair value

	Cash
	10,000
	10,000

	Inventories
	18,000
	17,000

	Property, plant and equipment
	12,000
	10,000

	Intangible assets
	32,000
	40,000

	Accounts payable
	15,000
	15,000

	Long-term liabilities
	10,000
	15,000

	Equity
	47,000
	



How much goodwill should be recorded?
a. $47,000
b. $53,000
c. $70,000
d. $100,000


10. For a company using the straight-line method of depreciation that changes the estimated useful life from 20 years to 15 years as at the beginning of the year, the accountant should do (or not do) the following:	
a. Do not adjust prior year's depreciation. 
b. Compute current year depreciation as (carrying amount - residual value) divided by 20 years.
c. Adjust the amount of accumulated depreciation as at the beginning of the year.
d. Compute current year depreciation as (carrying amount) X 15/20. 

11. On January 1, 2013, BigBen purchased a machine, incurring the expenditures listed below. The machine had an estimated useful life of 10 years, and BigBen uses straight-line depreciation for its equipment.

	Invoice cost of machine
	$100,000

	Shipping costs paid
	15,000

	Preparing concrete platform to support machine 
	10,000

	Testing of machine prior to general use 
	30,000



What amount should be capitalized as the cost of the machinery for 2013?
a. $100,000
b. $110,000
c. $115,000
d. $155,000

12. On July 1, 2012, Mundo Corporation purchased factory equipment for $50,000. Residual value was estimated at $2,000. The equipment will be depreciated over 10 years using the double declining balance method. Mundo should record 2013 depreciation expense of:
a. $7,680
b. $9,000
c. $9,600
d. $10,000

13. Crowder Company acquired a tract of land containing an extractable natural resource. Crowder is required by the purchase contract to restore the land to a condition suitable for recreational use after it has extracted the natural resource. Geological surveys estimate that the recoverable reserves will be 5,000,000 tons and that the land will have a value of $1,000,000 after restoration. Relevant cost information follows:
Land				$9,000,000
Estimated restoration costs	  1,500,000

If Crowder maintains no inventories of extracted material, what should be the depletion expense per ton of extracted material?
a. $1.60
b. $1.80
c. $1.90
d. $2.10













Question 2 (30 minutes)
Part 1
At December 31, 2014, Tommy Inc. had $150,000 of accounts receivable and $5,000 in the allowance for doubtful accounts. In 2015, the company had $750,000 in credit sales and collected $776,500 on accounts. Tommy wrote off $2,000 for specific accounts determined to be uncollectible. Additionally, another $1,500 was written-off for a client that went bankrupt with the following journal entry:
Dr. Bad debt expense				1,500
			Cr. Accounts Receivable			1,500
The company uses the percentage-of-receivables method to record the allowance for doubtful accounts and estimates uncollectible receivables at 3% of accounts receivable.
Required:
Provide the journal entry (entries) necessary to adjust the bad debt expense at the end of 2015. Show all supporting calculations.

Part 2
Knowl Inc. is a publicly-traded company that manufactures video games. The company uses the periodic inventory system and the first-in, first-out (FIFO) cost flow assumption. 
For each of the independent scenarios below, provide the necessary journal entries so that inventory and net income are correct at the end of the Year 1:
(a) One of Knowl’s products became obsolete during Year 1. The cost of this inventory is $25,000. The company estimates it could eventually sell the product for $3,000.
(b) In the Year 1 inventory count, employees improperly included 1,000 units of finished goods that had already been sold to customers. These units had a cost of $8,000 under FIFO.
(c) An invoice of $15,000 of materials received and used in production arrived after the year-end and so, the invoice was not recorded in Year 1. However, the amount of raw materials in ending inventory was correct based on the inventory count.
(d) In Year 1, Knowl incurred the following expenditures:
Factory labour					$1,000,000
Materials used in manufacturing		800,000
Variable overhead				300,000
Subtotal					2,100,000
Variable overhead				300,000
Transportation cost of raw materials		200,000
Factory depreciation				700,000
Salary of production vice-president		100,000
Salary of marketing vice-president		120,000
Advertising cost for new game			200,000
						$3,420,000
The company’s accountant debited $2,100,000 to the inventory (work in process) account. The remainder was expensed as period costs.

Required:
Provide the necessary journal entries so that inventory and net income are correct at the end of the Year 1.

Question 3 (40 minutes)
Part 1 (30 minutes)
Quebec Pulp and Paper (QPP) is an IFRS reporting company that uses the cost model for recording all assets. QPP has plant and equipment that have been evaluated for impairment periodically in response to changing conditions in the industry. They were purchased in 2008 for $150 million (plant) and $84 million (equipment). As of the acquisition date, the plant had an estimated useful life of 25 years and the equipment 12 years. QPP uses the straight-line depreciation method and recorded a full year of depreciation in the year of acquisition. The company has a December 31 year-end.
At the end of 2012, QPP wrote down the plant and equipment for impairment due to the decline in prices of newsprint and other paper products. This was the first time either asset had been impaired. At this date the following information was known:
	in million $
	Plant
	Equipment

	Fair value
	$120
	$44

	Undiscounted cash flows
	200
	50

	Discounted cash flows
	105
	39

	Costs to sell
	10
	2



In December 2013, the company overhauled its production process. In doing so, it expanded the plant at a cost of $9.5 million and improved its equipment with new technology at a cost of $6 million.
At the end of 2015, the company re-evaluated the impairment of its plant and equipment. The following information was available at that date
	in million $
	Plant
	Equipment

	Fair value
	$109
	$29

	Undiscounted cash flows
	180
	40

	Discounted cash flows
	125
	32

	Costs to sell
	10
	2



Required:
Prepare all journal entries necessary from 2012 to 2015. Show all supporting computations.

Part 2 (10 minutes)
Variable Valve Inc. purchased land for $900,000 in 2013. In 2016 the land was sold for its fair value. Here are the fair values of the land at the end of each of the last 4 years.
	
	2013
	2014
	2015
	2016

	Fair value of land at the end of the year

	$1,150,000
	$800,000
	$1,050,000
	$1,100,000



Required:
Record the revaluation journal entries and the entry for the sale of the land.



Question 4 (40 minutes)
Part 1
At the end of 2015, while auditing Sandlin Company’s books, before the books have been closed, you find the following items:
a) A building with a 30-year life (no residual value, straight-line depreciation) was purchased on January 1, 2015, by issuing a $90,000 non-interest bearing 4 year note. The entry made to record the purchase was a debit to building and a credit to notes payable for $90,000; 12% is a fair rate of interest on the note. Depreciation was recorded at the end of the year based on this journal entry.
b) The inventory at the end of 2015 was found to be overstated by $15,000. At the same time, it was discovered that the inventory at the end of 2014 had been overstated by $35,000. The company uses the perpetual inventory system.
c) For the last 3 years, the company has failed to accrue salaries and wages. The correct amounts at the end of each year were: 2013, $12,000; 2014, $18,000; and 2015, $10,000.
[bookmark: _GoBack]
Required:
Prepare journal entries to correct the errors. Ignore income taxes.


Part 2
At the beginning of 2016, Tanham Company discovered the following errors made in the preceding 2 years:

	
	2014
	2015

	Overstatement of ending inventory
	$5,000
	$2,000

	Omission of wages payable
	700
	800

	Omission of allowance for doubtful accounts
	1,300
	1,700

	Prepayment of one-year insurance recorded as expense
	500
	200




Reported net income was $27,000 in 2014 and $35,000 in 2015. The allowance for doubtful accounts had a zero balance at the beginning of 2014. No accounts were written off during 2014 or 2015. Ignore income taxes.

Required:
1. Show the adjustments to arrive at the correct net income for 2014 and 2015.
2. Prepare the adjusting journal entry for 2016 to correct the errors.


Question 5 (40 minutes)
Since 1980, Creative Architects and Engineers (CAE) has been providing high-quality design services to property developers, city governments, and others in need of large-scale designs for office buildings, condominiums, art galleries, concert halls, bridges, train stations, and so on. The company has been successful largely due to the ability of its staff to generate designs that are functional yet attractive, and cost-effective while environmentally sustainable. The company has five office locations with a total staff of about 500 and is publicly listed.
Top management has always been attuned to the need to foster and maintain the creativity and expertise of its staff, as that is the key to the company’s success. To stay at the forefront of human resource management practices, the company has recently introduced a number of enhancements:
· The company has undergone a complete review of its workplace to assess the ergonomics of its office furniture and fixtures. As a result of this review, the company spent $2 million to replace existing equipment that has a carrying value of $800,000. The company rents the office space using long-term leases, with typical lease terms of 10 years.
· Following the practices of other creative companies such as Google and Electronic Arts, the company opened up an area in each office location for relaxation/entertainment. This space includes sound isolation rooms, television sets, computer game consoles, wireless headsets, and tables for pool, foosball, and air hockey. The modification to the offices cost $1.5 million. Management believes these facilities contribute to the creative process of its staff
· The company also implemented a health and wellness program. This program provides a reimbursement of up to $2,000 per employee toward membership fees at fitness centers and purchase of recreational equipment and clothing. Management estimates that this program benefits the company $1,500 per employee in terms of the reduction in the number of sick days alone, not counting the additional benefits of higher productivity
· CAE encourages its staff to engage in professional development and continuing education by providing tuition reimbursements of up to $10,000 per year. Employees must remain employed at the company for two subsequent years; otherwise, the employee must repay the funds to CAE.
Required:
a. Discuss the accounting issues related to the above enhancements to CAE’s human resource practices.
b. Compare the accounting treatments that you find appropriate for the four programs. Evaluate the reasons why the accounting standards lead to those similarities and differences.
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Question 2 Solutions 

Part 1 Receivables Solution:
Accounts receivable		Beginning balance	150,000  
				+Credit sales		750,000  
				-Collected		776,500  
				-Write-off		    3,500  
				Ending balance	120,000
AFDA				Beginning balance	5,000  
				-Write-off		2,000  
				Current balance	3,000
				Ending balance	3,600   (120,000  *3%)  
				End-of-year adj.	600	
Bad debt expense		Debit for write-off	1,500
				Adjustment at FYE	   600
				Total bad debt exp.	2,100		
Journal entry:
First, correct the write-off of 1,500 for the bankrupt client:
Dr. AFDA  			1,500  
	Cr. Bad debt expense  		1,500
Dr. Bad debt expense  			2,100  
	Cr. AFDA  				2,100
OR
Then 
Dr. Bad debt expense    		600    
	Cr. AFDA    			600

Part 2 Inventory Solution
(a) Dr. Loss on Inventory – writedown to net realizable value  	22,000  
Cr. Inventory writedown to NRV	  				22,000
(b) Dr. COGS  				8,000  
Cr. Inventory  				8,000
(c) Dr. Purchases – raw materials   	15,000  
Cr. Accounts Payable  			15,000
(d) Dr. Work in process  			900,000  
Cr. Transport expenses	  		200,000  
Cr. Factory depreciation	  		700,000  


Question 3 

Part 1
	2012
	Depreciation expense   (150  /25  )
	6
	

	
	       Accumulated depreciation-plant  
	
	6


	
	Depreciation expense   (84  /12  )
	7
	

	
	       Accumulated depreciation-equipment  
	
	7


	
	Impairment loss  
	10  
	

	
	        Accumulated impairment-plant  
	
	10


	
	Impairment loss  
	7  
	

	
	        Accumulated impairment-equipment  
	
	7


	2013
	Depreciation expense [(150-30-10=110  )/20  ]
	5.5
	

	
	         Accumulated depreciation-plant
	
	5.5


	
	Depreciation expense [(84-35-7=42  )/7  ]
	6
	

	
	         Accumulated depreciation-equipment
	
	6


	2014
	Plant  
	9.5  
	

	
	      Cash/Payable  
	
	9.5


	
	Equipment  
	6  
	

	
	      Cash/Payable  
	
	6


	
	Depreciation expense [(159.5-35.5-10=114  )/19  ]
	6
	

	
	         Accumulated depreciation-plant
	
	6


	
	Depreciation expense [(90-41-7=42  )/6  ]
	7
	

	
	         Accumulated depreciation-equipment
	
	7


	2015
	Depreciation expense 
	6  
	

	
	         Accumulated depreciation-plant
	
	6


	
	Depreciation expense [(90-41-7=42  )/6  ]
	7
	

	
	         Accumulated depreciation-equipment
	
	7


	For plant impairment 
Carrying value is 159.5-47.5-10=102
Must consider 3 numbers of impairment reversal. Choose lowest of: 
        Amount previously impaired 10  
        Amount to increase carrying value to recoverable amount 125-102=23   
        Amount to increase carrying value to amount had asset never been impaired[footnoteRef:1]: 110.5-102=8.5   [1:  If asset had never been impaired, depreciation would have been 6 per year for the first 6 years and 159.5-36)/19=6.5 for 2014 and 2015. So carrying value would be 159.5-49=110.5 ] 



	2015
	Accumulated impairment-plant  
	8.5  
	

	
	        Recovery of impairment loss  
	
	8.5

	For equipment impairment 
Carrying value is 90-55-7=28
Must consider 3 numbers for impairment reversal. Choose lowest of 
        Amount previously impaired 7  
        Amount to increase carrying value to recoverable amount 32-28=4   
        Amount to increase carrying value to carrying value had asset never been impaired[footnoteRef:2]. 32-28=4   [2:  If asset had never been impaired, depreciation would have been 7 for the first 6 years and (90-42)/6=8 for 2014 and 2015. So carrying value would be 90-58=32] 



	2015
	Accumulated impairment-equipment   
	4  
	

	
	           Recovery of Impairment loss           
	
	4




Part 2 23   
2013
Land	  				250,000  
	Revaluation surplus-OCI	  		250,000
2014
Revaluation loss-NI  			100,000  
Revaluation surplus-OCI	  		250,000  
	Land  					350,000  
2015
Land  					250,000  
	Revaluation Surplus-OCI	  		150,000  
	Revaluation Gain-NI  			100,000  
2016
Cash  					1,100,000  
Revaluation Surplus-OCI	  	  	    150,000  
	Land  						1,050,000  
	Gain on Sale of Land  			   	    200,000  

Question 4 Correction of Errors Solution, 
Part 1 
1.		Entries to correct error:
		Discount on Notes Payable  		32,803  
			Building  			32,803

		Accumulated Depreciation: Building  		1,093  
			Depreciation Expense: Building  			1,093

		Interest Expense  		6,864  
			Discount on Notes Payable  			6,864

	b.	Retained Earnings  		35,000  
			Cost of Goods Sold  			35,000
		To correct error from prior year.

		Cost of Goods Sold  		15,000  
			Inventory  			15,000
		To correct error in current year.

	c.	The error from 2013 was counterbalanced at the end of 2014 so no entry is necessary.

		Retained Earnings  		18,000  
			Salaries and Wages Expense  			18,000
		To correct error in salary and wage accrual in 2014.

		Salaries and Wages Expense  		10,000  
			Salaries and Wages Payable  			10,000
		To accrue salaries and wages at December 31, 2015.

Part 2 
		2014			2015	
1.	Reported net income		$27,000	$35,000

	Subtract ending inventory overstatement		(5,000)   	(2,000)   
	Add beginning inventory overstatement			5,000  
	Subtract wages payable when incurred		(700)   	(800)   
	Add wages payable when expensed			700  
	Subtract bad debts		(1,300)   	(400)  
	Add back prepayments in year recorded as expense		500  	200  
	Subtract prepayments in year expense is incurred					(500)   
	Correct net income		$20,500	$37,200

	*The effect on income is only $400 because no accounts were written off during 2015.

2.	2016
	Jan.	1	Retained Earnings  		4,300  
			Prepaid Expense  		200  
				Inventory  			2,000  
				Wages Payable  			800  
				Allowance for Doubtful Accounts  			1,700  


Question 5 Case Solution 
Here is a suggested solution. However use your judgement in allocating one mark per valid point up to 20 marks. Also allow up to 5 marks for an overview and conclusion.
Case 2: Creative Architects and Engineers. Suggested solution: 
a. The enhancements involve a number of distinct components that can be considered independently. 
Replacement of office furniture and fixture 
This enhancement is related to tangible property, plant, and equipment (PPE). IFRS requires the $800,000 of old equipment that was disposed to be derecognized from the accounts, and the new equipment to be recognized. In addition, CAE should distinguish items of different natures or with different useful lives. Depreciation will need to be recorded according to the estimated useful lives and the company’s depreciation policy for such PPE. 

Relaxation/entertainment areas 
The modifications made to these areas are eligible for capitalization as PPE. Similar to the replacement of furniture and fixtures, the components of items added should be separated according to their nature and useful lives, and subsequently amortized. It should be noted that the depreciation period for items relating to the building (i.e., fixtures) should not extend past the end of the lease term. 

Health and wellness program 
The program arguably creates an (intangible) asset that suggests possible capitalization. However, the nature of the program suggests that it is more appropriately considered a period expense. While the benefits of more healthy employees are likely to last beyond the period of the expenditure, that benefit is difficult if not impossible to quantify. Certainly, CAE does not control the benefits that result in better health (the employee does). Consequently, the item does not meet the criteria for recognition as an asset. 
More specifically in relation to intangibles, the expenditure does not meet the criteria for an intangible asset because the asset (if it is considered an asset) is not separable from the company: it cannot be somehow sold or transferred to another entity in exchange for some financial return. 
Furthermore, most of the benefits of the program are likely to be realized in the same period of the expenditure. Therefore, expensing the cost will match costs to benefits. For example, the effect of reduced sick days will already be captured by the accounting system in terms of reduced costs or higher revenues, so expensing the cost of the health and wellness program appropriately matches costs to revenues. 

Professional development/continuing education program 
This cost of this program is potentially eligible for capitalization as an asset. The program requires employees to remain on staff for at least two years after the additional training. Therefore, the company is ensured of capturing at least some of the benefits of the more qualified, better trained, or otherwise more productive employee. Thus, the cost of this program satisfies the definitional criteria for an asset: it arises from past transactions, has future benefits, and is under the control of the company. 

However, similar to the health and wellness program, this expenditure fails the separability criterion for recognition as an intangible asset. Therefore, the company should expense these costs. 
Even if these costs are capitalized, they would then be amortized over a maximum of two years, the period over which employees are required to repay the company if they are no longer employed by the company. Therefore, the effects of capitalizing these costs are likely to be minor in any case. 

b. The treatments of the four programs differ depending on whether they relate to tangible items or intangible benefits. While all four programs have the aim of maintaining a healthy, productive, and happy workforce, the expenditures on tangible goods (office furniture and fixtures, renovations to create a relaxation/entertainment area) qualify for capitalization while those expenditures on staff have intangible benefits that do not meet the criteria for the capitalization of intangibles. To the extent that all four programs have similar objectives, this distinction between tangible and intangible items is somewhat arbitrary. In their defence, however, accounting standards need to also consider the ability of management, accountants, and auditors to measure the benefits of potential assets in order to decide whether they should be capitalized. The tangibility criterion is a convenient divider to separate those items that have benefits that are more easily quantified from those that are more subjective.
