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Midterm #2
WINTER 2011
SOLUTION

QUESTION 1 (26 Marks):
Play-it-Again Theater has a December 31, 2010, year end.  At the end of 2010, before the accountant made any adjustments, the Theater had the following account balances:

	Account Name
	Balance

	Supplies
	$2,250

	Equipment
	$40,000

	Unearned season ticket revenue
	$45,000

	Note payable
	$10,000


REQUIRED:  

Using the above noted information answer the following questions.
a) At the end of the year a physical count of the supplies shows that supplies on hand amounted to $300. Provide the adjusting entry necessary for December 31st, 2010. Be sure to include the account names, the dollar amounts and indicate a ‘+’ or a ‘-‘. Show your calculation!  (3 marks)
	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	Dec 31


	-1950 Supplies 1
	
	-1950 Supplies Exp. 1

	Calculation:

$2,250 - 300 = $1950 1 mark

NOTE:  for the entry, 1/2 mark for the correct indicator (-) and 1/2 mark for the correct account name.  The amount is a separate mark and should not affect the marks awarded for the entry itself.


What would be the impact on the accounting equation, and hence the balance sheet, if this adjusting entry was NOT made on December 31?  Use O for overstated, U for understated, and NE for no effect. (1 mark)

	Assets  =
	Liabilities   +
	 Shareholders’ Equity

	 O 1/2 mark
	NE
	O  1/2 mark


b) Equipment was purchased on January 1, 2010.  The estimated useful life of the equipment is four (4) years and there is no salvage value.  Provide the adjusting entry necessary for December 31st, 2010. Be sure to include the account names, the dollar amounts and indicate a ‘+’ or a ‘-‘. Show your calculation!  (3 marks)
	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	Dec 31


	-10,000 Acc. Depr.  1 mark
	
	-10,000 Depr. Exp. 1 mark

	Calculation:

40,000 / 4 years = $10,000  1 mark
NOTE:  for the entry, 1/2 mark for the correct indicator (-) and 1/2 mark for the correct account name.  The amount is a separate mark and should not affect the marks awarded for the entry itself.


What type of adjusting entry did you just make?  (Prepaid Expense, Unearned Revenue, Accrued Liability, Accrued Asset) (1 mark)

	Type of adjusting entry:  Prepaid Expense  1 mark



Question 1, continued:
c) The Theater has nine plays each season.  The season starts in September 2010 and ends in May 2011 (one play per month).  Season tickets were sold on August 21st, 2010 and were recorded appropriately to the Unearned Season Ticket Revenue account.  Provide the adjusting entry necessary for December 31st, 2010. Be sure to include the account names, the dollar amounts and indicate a ‘+’ or a ‘-‘. Show your calculation!  (3 marks)

	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	Dec 31


	
	-20,000 Unearned Season Ticket Revenue 1 mark
	+20,000 Revenue  1 mark

(also allow Season Ticket Revenues, Ticket Sales, etc.)

	Calculation:

45,000 / 9 = 5,000 * 4 = $20,000  1 mark
NOTE:  for the entry, 1/2 mark for the correct indicator (-) and 1/2 mark for the correct account name.  The amount is a separate mark and should not affect the marks awarded for the entry itself.


What type of adjusting entry did you just make?  (Prepaid Expense, Unearned Revenue, Accrued Liability, Accrued Asset) (1 mark)

	Type of adjusting entry:   Unearned revenue 1 mark


d) On June 1, 2010, the theatre borrowed $10,000 from the bank at an interest rate of 6% for one (1) year.  The principal and interest are to be paid at maturity (when the loan is due).  Provide the adjusting entry necessary for December 31st, 2010. Be sure to include the account names, the dollar amounts and indicate a ‘+’ or a ‘-‘. Show your calculation!  (3 marks)

	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	Dec 31


	
	+ 350 Int. Payable 1 mark
	-350 Int. Exp.  1 mark

	Calculation:

$10,000 * 6% / 12 months * 7 months = $350  1 mark
NOTE:  for the entry, 1/2 mark for the correct indicator (-) and 1/2 mark for the correct account name.  The amount is a separate mark and should not affect the marks awarded for the entry itself.


What type of adjusting entry did you just make?  (Prepaid Expense, Unearned Revenue, Accrued Liability, Accrued Asset) (1 mark)

	Type of adjusting entry:  Accrued Liability  1 mark (Also accept Accrued Expense)



Provide the entry that the company would make on May 31, 2011, when the loan is paid in full. (4 marks)

	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	May 31

	-10,600 Cash 1 mark
	- 350 Int. Payable1 mark
-10,000 Loan Payable 1 mark
	- 250 Int. Exp.  1 mark

	Calculation:10,000 * 6% = 600  
IMPORTANT NOTE:  1/2 mark for correct indicator AND correct $ value together, 1/2 mark for correct account name.  No marks are awarded for calculating $600 as that was done in the prior question.


Question 1, continued:
e) The theater is rented out to Creative Music School for their Tuesday evening choir practice.  Creative Music pays $200 per month for the use of the theater.  Although Creative Music is required to pay on the last day of the month, the company's treasurer was ill during December and, as a consequence, no payment has been received for the use of the theater for December, 2010.    Provide the adjusting entry necessary for December 31st, 2010. Be sure to include the account names, the dollar amounts and indicate a ‘+’ or a ‘-‘. (2 marks)

	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	Dec 31


	+ 200 A/R  1 mark
	
	+200 Revenue1 mark


1/2 mark for the indicator, 1/2 mark for the account name.  No mark for the $ value but, if the student provides the wrong $ value, deduct 1/2 mark!

What type of adjusting entry did you just make?  (Prepaid, Unearned, Accrued Liability, Accrued Asset) (1 mark)

	Type of adjusting entry:  Accrued Asset  1 mark



On January 4th the treasurer returns and pays $400 in cash to Play-it-Again Theater, $200 for December and $200 for January, 2011.  Provide the entry that the company would make on January 4th. Be sure to include the account names, the dollar amounts and indicate a ‘+’ or 
a ‘-‘. (3 marks)

	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	Jan. 4


	+400 Cash  1 mark

- 200 A/R  1 mark
	
	+200 Revenue 1 mark


1/2 mark for the indicator, 1/2 mark for the account name.  No mark for the $ value but, if the student provides the wrong $ value, deduct 1/2 mark!

NOTE:  Students will LOSE 1 mark if they provide the following entry:

+400 cash       +200 Unearned revenue    

- 200 A/R

The revenue is being earned in the same month as it is being paid and students at this point, after learning about Chapter 4, should recognize that unearned is not impacted since the payment and the earning period are in the same month.

Question 2 (10 marks)  (Ch. 5, LO1)
Air Toronto is a new airline company based in Toronto, Ontario, that provides domestic airline flights at discount rates.  For example, customers can buy an "Econo" ticket for a one-way flight from Toronto to Montreal for $99.  Customers often book their flights 3 months in advance as flights are quickly sold out.

The management team at Air Toronto are brainstorming options of when to recognize revenue.  One manager says they should recognize revenue as soon as the flights are booked.  Another manager suggests revenue should be recognized when customers pay, which is 4 weeks before their scheduled flight.  "What about when they pick up their boarding passes?" a third asks.  "Or when passengers arrive at their destination?" a fourth adds.

What criteria should Air Toronto's management use to determine when to recognize revenue?  (3 marks)

Criteria as guidelines for revenue recognition:

1.  The performance is achieved.  1 mark
2.  The amount is reasonably measurable.  1 mark
3.  The collection is reasonably assured.  1 mark
Using the criteria you provided above, evaluate each of the revenue recognition points provided in the scenario.  Make a recommendation as to when you think Air Toronto should recognize the revenue and explain why. (7 marks)

Points to recognize revenue:

1.  when flights are booked:  no performance, do not know about assurance of collection but amount is reasonably measureable.  (1/2 for analysis of each criteria - total of 1.5 marks)
2.  when customers pay 4 weeks before flight:  no performance, have collection and amount measurable.  (1/2 for analysis of each criteria - total of 1.5 marks)

3.  When customer pick up their boarding passes:  no performance but it is likely, collection and amount met. (1/2 for analysis of each criteria - total of 1.5 points)

4.  When customers arrive at their destination:  performance, collection and amount all met.  (1/2 for analysis of each criteria, total of 1.5 points.)  
BONUS POINT:  student notes that this is likely conservative - 1/2 mark bonus.
Recommend (3).  Even though there is no performance, the performance is highly likely since boarding passes are issued when a flight will be provided.  (1 mark for recommendation WITH support)

OR

Recommend (4) as all criteria met.  (1 mark for recommendation WITH support)
OR:  students can recommend another alternative, such as when the customers board the flight.  As long as the recommendation is supported with appropriate reasoning AND it makes sense then 1 mark for recommendation WITH support.
Question 3 (24 marks)  (Ch. 5, Perpetual Inventory)

On September 1st Scale-it-Up Corp. had an inventory of 10 digital weigh scales at a cost of $60 each.  The company uses a perpetual inventory system to track their inventory.  During the month of September the following transactions occurred:

	Date
	Transaction

	Sept. 2
	Purchase $200 of office supplies for cash.

	Sept. 7
	Purchased 25 digital weigh scales on account at $60 each from TMZ Corp., terms 2/10, n/30.  The scales were shipped FOB shipping point.

	Sept. 8
	Freight charges of $50 were paid by the appropriate party.

	Sept. 10
	Returned 2 defective scales to TMZ Corporation that were defective.

	Sept. 18
	Sold 30 digital weigh scales on account to Way-Less Inc. for $100 each, terms 1/10, n/30.  The scales were shipped FOB destination. 

	Sept. 19
	Freight charges of $90 were paid by the appropriate party.

	Sept. 20
	Paid TMZ Corp. the balance owing.

	Sept. 21
	Way-Less Inc. returned 5 digital weigh scales due to mechanical problems.  The scales only required minor adjustment and were returned to inventory the same day.

	Sept. 27
	Received the balance owing from Way-Less Inc.


Part A: (21 marks)
	Date
	Assets                    =
	Liabilities        +
	 Shareholders’ Equity

	Sept. 2
	+ 200 Office Supplies

- 200 Cash
	
	

	Sept. 7
	+ 1,500 Inv  1
	+ 1,500 A/P 1
	

	Sept 8
	+50 Inv. 1
-50 Cash 1
	
	

	Sept. 10
	-120 Inv 1
	-120 A/P 1
	

	Sept. 18
	+3,000 A/R 1
- 1,800 Inv. 1
	
	+ 3,000 Sales 1
- 1,800 C of G S 1

	Sept. 19
	-90 Cash 1
	
	-90 Freight Out Exp. 1

	Sept. 20
	-1,380 Cash 1
	-1,380 A/P 1
	

	Sept. 21
	-500 A/R 1
+300 Inv. 1
	
	-500 Sales Returns & Allow. 1
+300 C of G S 1

	Sept. 27
	-2,500 A/R 1
+2,475 Cash 1
	
	-25 Sales Discounts 1


NOTE:  appropriate accounts names that are different from the above are acceptable as long as they make sense.
NOTE: deduct 1/2 mark for the following:  Incorrect account name, incorrect indicator (+, -) and incorrect amount.  

For example, for the entry on Sept. 20th under ASSETS if the students put +1,380 A/R, they would receive NO marks because the indicator is wrong and the account is also wrong, even though the amount is correct!

Part B: (3 marks)

Two accounts, Sales Returns & Allowances and Sales Discounts, are used by merchandising companies.  Are these 2 accounts expense accounts?  Support your answer with reasoning and be sure to reference appropriate GAAP principles.

No, these 2 accounts are not expense accounts.  1/2 mark
Matching principle says that expenses are used/consumed/incurred in order to help generate revenue.  1 mark

Returns, allowances and discounts do not generate revenue.  1 mark

These accounts are contra-revenue accounts 1 mark that reduce the amount of revenues on the incomes statement. 1/2 mark
Max of 3 marks ONLY.
Question 4 (15 marks)  (Ch. 6 LO 2, 3)
Perrin Inc. recorded the following inventory purchases during 2010:

 Units

Unit Cost
Total Cost
Feb. 
1

Beginning inventory
400
$20
$8,000
Feb.
4

Purchase
200
$18
3,600
April
12

Purchase
300
$16
4,800
Sept. 
10

Purchase
   100
$14
1,400
Dec. 
5

Purchase
250
$12
3,000



1,250

$20,800

During the year Perrin Inc. sold 850 units at $30 each.  Perrin also incurred $6,000 in other expenses.
Part A: (1 mark)
	How many units are on hand at year end?     1,250 - 850 = 400 units  1 mark



Part B:  (4 marks)

If the company decides to use FIFO, what would be the value of ending inventory at December 31st?  What would be the cost of goods sold?  Show all calculations.

	Ending Inventory:   $  5,200


	Cost of goods sold:  $  15,600


	Calculations:

EI = 400 unites    250 x 12 = 3,000  1 mark
                             100 x 14 = 1,400  1 mark
                              50 x 16 =     800   1 mark
                             400 unit = 5,200

20,800 - 5,200 = 15,600  1 mark
Possible alternative solution:

COGS = 400 x 20 + 200 x 18 + 250 x 16 = $15,600 - this would be awarded 3 marks too.
EI = 20,800 - 15,600 = 5,200


NOTE:  regardless of the method used to calculate the EI and C of G S, award full marks if student has show their work and the ending balance is correct.
Part C: (3 marks)

If the company decides to uses the weighted average method what would be the value of ending inventory at December 31st?  What would be the cost of goods sold?  Show all calculations.

	Ending Inventory:   $  14,144


	Cost of goods sold:  $  6,656


	Calculations:

20,800 / 1250 = 16.64  1 mark
16.64 * 400 = 6,656  1 mark
20,800 - 6,656 = 14,144  1 mark



NOTE:  regardless of the method used to calculate the EI and C of G S, award full marks if student has show their work and the ending balance is correct.  NOTE:  there may be slight differences due to rounding - accept answer if the process is correct.
Part D:  (5 marks)

Using your answers from Parts B and C determine which method, FIFO or Weighted Average, would you recommend to Perrin Inc. if they wish to report the highest gross profit?  Provide calculations to support your answer and show how much higher the gross profit will be.  Be sure and explain why there is a difference between the two methods.

	
	FIFO
	WA

	Sales
	25,500  1/2 mark
	25,500 1/2 mark

	G of G S
	15,600  1/2 mark
	14,144 1/2 mark

	Gross Profit
	9,900  1/2 mark
	11,356  1/2 mark


Gross profit under WA is 1,456 higher than it is under FIFO  1 mark
WA has the highest gross profit because it has the lowest cost of goods sold  1 mark
Part E:  (2 marks)

The president of Perrin Inc. predicts that the unit cost of their product will start to increase dramatically over the next 12 months.  He would like to know whether Perrin can switch from the method you recommended in Part D to the other method because he wants to continue to report a high gross profit.

Advise the president regarding the ability of the company to switch from one cost flow method to another.  Under what circumstances is a switch allowed under GAAP?

The president wanting to keep high gross profit is not a valid justification for a change in methods.  1 mark
Perrin can only switch methods if a switch would results in better matching of costs to the revenues (matching principle)  1 mark
NOTE:  students can also use consistency as a reason for not allowing the change.  Award 1 mark if consistency WITH an explanation as to why it applies, is used.

MAX marks:  2
6

