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Question 1 Multiple Choice 2 marks per question

Choose the best answer.
	1. Which characteristic states that accounting information should be supported by sufficient evidence to allow two or more qualified individuals to arrive at similar measures and conclusions?
a. Matching
b. Verifiability
c. Periodicity
d. Monetary unit


2. An accrued expense is an expense:
a. incurred but not paid
b. incurred and paid
c. paid but not incurred
d. not estimable.


3. Which of the following contingencies should generally be accrued on the balance sheet when the occurrence of the contingent event is reasonably possible and its amount can be reasonably estimated?
Contingent gain	Contingent loss
a. Yes                           Yes
b. Yes                           No
c. No                            Yes
d. No                            No



4. In posting from the general journal, a liability account was debited when an expense account should have been debited instead. Which of the following is true?
	a.	The net income for the period will be understated by the amount of the expense.
	b.	The net assets at the end of the period will be unaffected.
	c.	The trial balance will be out of balance.
	d.	None of these.


5. The balance sheet provides information about each of the following items except:
a. operating capability of an entity.
b. results of an entity’s operations.
c. entity’s liquidity.
d. financial flexibility of the entity.

6. Dobbin Corporation, a manufacturer of household paints, is preparing annual financial statements at January 31, 2016. Because of a recently proven health hazard in one of its paints, the government required Dobbin to recall all cans of this paint sold in the last 6 months. The management of Dobbin estimates that this recall cost $1,000,000. What accounting treatment, if any, should be applied in this situation?
a. No accounting is necessary for this situation
b. Only footnote disclosure is required
c. Operating expense of $1,000,000 should be recorded
d. Other loss of $1,000,000 should be recorded


7. Warren Construction Company has consistently used the percentage-of-completion method of recognizing income. In 2014, Warren started work on a $6,000,000 construction contract which was completed in 2015. The accounting records disclosed the following data:
	
	2014
	2015

	Progress Billings
	$2,200,000
	$3,800,000

	Costs incurred
	1,800,000
	3,600,000

	Collections
	1,400,000
	4,600,000

	Estimated cost to complete
	3,600,000
	0



How much income should Warren have recognized in 2014?
a. $200,000
b. $220,000
c. $300,000
d. $400,000


8.	Professional judgement plays an important role in Canada because
	a. the business environment is complex and there cannot be a rule for every situation.
b. Canadian accounting standards are based primarily on general principles rather than specific rules.
c. professional accountants have the experience and education that enables them to apply GAAP principles.
	d. all of these.




9. On April 1, 2014, Pine Construction Company entered into a fixed-price contract to construct an apartment building for $6,000,000. Pine appropriately accounts for this contract under the percentage-of-completion method. Information relating to the contract is as follows:
	
	at December 31, 2014
	at December 31, 2015

	Percentage of completion
	20%
	60%

	Estimated costs at completion
	$4,500,000
	$4,800,000

	Income recognized (cumulative)
	$300,000
	$720,000



What is the amount of contract costs incurred during the year ended December 31, 2015?
a. $1,200,000
b. $1,920,000
c. $1,980,000
d. $2,880,000


10. Kramer Manufacturing Company ships goods to Sikes Company on consignment. When the goods are delivered to Sikes, Kramer should record:
	
	Reduction of inventory
	Revenue

	a.
	No
	Yes

	b.
	No
	No

	c.
	Yes
	No

	d.
	Yes
	Yes





11. Larry Corp.'s activities for the year ended December 31, 2015 included the following:
•	Sold a FV-NI short-term investment for $14,000. The book value was $15,000.
•	Sold a FV-OCI long-term investment for $10,000. The book value was $5,000.

How much would be presented as cash flow from investing activities?
a. Proceeds from disposal in the amount of 10,000.
b. Proceeds from disposal in the amount of 24,000.
c. Gain on sale in the amount 5,000.
d. Gain on sale in the amount 4,000.




Use the following information to answer questions 12 and 13

The Company's activities for the year ended December 31, 2015 included the following:
•	Sales for the year were $650,000.
•	Accounts payable to inventory suppliers decreased $10,000 in 2015.
•	Selling and administration expenses for the year totaled $200,000.
•	Accounts receivable increased $20,000 in 2015.
•	The Company's cost of goods sold in 2015 was $325,000.
•	The Company's inventory decreased $15,000 during the year.
•	Unearned revenue decreased $25,000


12. How much cash was received from customers?
a. $320,000
b. $605,000
c. $630,000
d. $695,000



13. How much cash was paid to suppliers of inventory?
	a. $307,000
	
	

	b. $315,000
	
	

	c. $320,000
	
	

	d. $330,000
	
	

	
	





14. According to IFRS, in which section of the statement of financial position should you present cash that is restricted to the settlement of a liability due 18 months after the reporting period?
a. Current assets
b. Equity
c. Non-current liabilities
d. Non-current assets





15. Which of the following criteria must be met before an event or item should be recorded for accounting purposes?
	a.	The event or item can be measured objectively in financial terms.
	b.	The event or item is probable.
	c.	The event or item is an element of financial statements.
	d.	All of these must be met.

	






Question 2
Below are the cash flow statement and beginning balance sheet for Richey Company for 2015. 
	Richey Company

	Statement of Cash Flows

	For Year Ended December 31, 2015

	
	

	Operating Activities
	

	Net income
	$10,000

	Adjustments to reconcile net income to operating cash flows 

	Add: Depreciation expense
	5,100

	Patent Amortization expense
	600

	Loss on Sale of land
	400

	Decrease in accounts receivable (net)
	1,100

	Decrease in inventories
	3,010

	Increase in income taxes payable
	190

	increase in miscellaneous payables
	200

	bond discount amortization
	100

	Less: Gain on Sale of equipment
	-180

	Gain on sale of patent
	-1,100

	Increase in prepaid items
	-120

	Decrease in accounts payable
	-400

	Net cash provided by operating activities
	18,900

	
	

	Investing Activities
	

	Purchase of building by issuance of mortgage and cash
	-23,000

	Proceeds from the sale of land
	2,800

	Proceeds from the sale of equipment
	500

	Proceeds from the sale of patent
	2,100

	
	-17,600

	Financing Activities
	

	Proceeds from issuance of common stock  (150 shares)
	3,000

	Payment of dividends
	-5,000

	Net cash used for financing activities
	-2,000

	
	

	Net decrease in cash
	-700

	Cash, January 1, 2015
	1,900

	Cash, December 31, 2015
	$1,200

	
	

	Notes: Investing and Financing Activities not Affecting Cash

	Investing Activities:
	

	Acquisition of land by issuance of preferred shares
	-$4,800

	Financing Activities
	

	Issuance of preferred stock to acquire land
	4,800




	Richey Company
	

	Balance Sheet 
	

	January 1, 2015
	

	
	
	
	

	Assets
	
	
	

	Current Assets
	
	
	

	Cash
	$1,900
	
	

	Accounts receivable
	5,100
	
	

	Inventories
	13,900
	
	

	Prepaid Items
	1,300
	
	

	Total current assets
	
	$22,200
	

	Property Plant and Equipment
	
	
	

	Land
	12,000
	
	

	Buildings
	60,000
	
	

	Equipment
	20,000
	
	

	Less: Accumulated Depreciation
	-29,000
	
	

	Total Property, plant, and equipment
	63,000
	

	Patents (net)
	
	7,100
	

	Total Assets
	
	$92,300
	

	Liabilities
	
	
	

	Current Liabilities
	
	
	

	Accounts Payable
	$5,500
	
	

	Income taxes payable
	4,100
	
	

	Miscellaneous payables
	1,200
	
	

	Total current liabilities
	
	$10,800
	

	Long-term liabilities
	
	
	

	10% bonds payable due (31/12/2021)
	15,000
	
	

	Less: Discount on Bonds Payable
	-1,000
	
	

	Total long-term Liabilities
	
	14,000
	

	Total Liabilities
	
	24,800
	

	Shareholders' Equity
	
	
	

	Preferred Shares
	18,500
	
	

	Common Shares
	25,200
	
	

	Retained Earnings
	23,800
	
	

	Total Shareholders' Equity
	
	67,500
	

	Total Liabilities and Shareholders' Equity
	 
	$92,300
	

	
	
	
	

	The remaining financial documents reveal the following additional data:

	1. The new building was acquired on December 31, 2015. The related $20,000 mortgage requires equal annual repayments of the principal over a 5-year period beginning December 31, 2017.

	2. The company issued a non-cash dividend of 200 common shares on December 14, 2015. On the date of the declaration the shares were selling for $18 per share.

	3. The equipment that was sold had an original cost of $1,900.

	
Required: 
1-Prepare a December 31, 2015 balance sheet for Richey. Include supporting calculations.
2-List all disclosures that would be required for balance sheet accounts.

	
	
	
	


 Question 3
You are the chief financial officer of Montagne Corp, a public Canadian company with fiscal year end on December 31. The unadjusted trial balance for the year 2015 is presented below:
	December 31, 2015
	Debit
	Credit

	Accounts Receivable
	$1,360,000
	

	Accounts Payable
	
	$525,000

	Cash
	37,800
	

	Share capital
	
	1,100,000

	Bank loan
	
	5,400,000

	Land
	634,200
	

	Equipment
	12,300,000
	

	Accumulated depreciation on equipment
	
	3,000,000

	Inventories
	645,000
	

	Raw materials used
	1,670,000
	

	Retained earnings
	2,183,000
	

	Sales
	
	9,224,000

	Income from discontinued operations
	
	25,000

	Interest expense
	432,000
	

	Subscription expense
	5,000
	

	FV-OCI Investments
	7,000
	

	Total
	$19,274,000
	$19,274,000



Additional information:
(1) No depreciation has been recorded on equipment for 2015. The beginning balance for equipment was $10,000,000, acquired on Jan 1, 2009, and depreciated using the straight-line method. The company made a single acquisition of equipment during 2015 on July 1. The newly acquired equipment has the same useful life as existing equipment and is depreciated using the same method. There were no disposals of equipment during the year.
(2) The interest on the bank loan is payable on March 31 and August 31. The interest rate is 12%.
(3) The company will pay on January 5, 2016, the following salaries for December 2015: salaries for production workers $24,000; salaries for managers and office personnel $12,000.
(4) On June 1, 2015, the company paid $5,000 for a 2-year subscription to Life-Line magazine.
(5) At the end of 2015, the company estimates that 0.05% of its sales will be returned.
(6) The market value of the FV-OCI investments at December 31, 2015 is $10,000.

Other information:
-The income tax rate is 30% due on all items of income and expense, including other comprehensive income. 
-The company has 2 million common shares outstanding and 1,000 preferred shares. In 2015, the common shares paid a dividend of $0.05/share, while the preferred shares paid a dividend of $1/share. 

Required:

1. Prepare the adjusting entries.
2. Close the accounts.
3. Prepare a single, multi-step statement of comprehensive income with operating expenses listed by nature, for the year ended December 31, 2015. Indicate any additional disclosure requirements.

Question 4

Tom Mullins, a long-time client of your employer, Spinney and Smith, Chartered Professional Accountants, approached one of the firm’s partners concerning a new business opportunity. Tom is a well-established local real estate agent with an excellent reputation for integrity and client service. He is excited about a new development in the real estate field, the sale of “reverse mortgages.”
Under such sales, senior citizens who own and live in homes with high market values, but who lack funds on which to live, enter into an agreement with a company whereby the senior citizens receive a cash settlement now in exchange for title to their home upon the death of the last survivor. The amount of the payment is based upon the value of the home and actuarial assumptions about life spans.
The senior citizens continue to live in the house, rent free, for the rest of their lives. The only costs that they continue to bear after the transaction are the normal household expenses any homeowner bears, such as repairs, painting, cutting the lawn, insurance, and property taxes. Tom says that the price paid would be fair to both the senior citizens and the speculator: it would provide a reasonable return to the company, without cheating the senior citizens.
Tom intends to incorporate a company (Happy Valley Homes Ltd.) to capitalize on this opportunity. Tom told the partner: “I can pay $200,000 for a reverse mortgage now, and the house should be worth $400,000 when sold. My average holding period should be about six years. That’s a $200,000 gain, half of which would be taxable at, say, 40%. I would net $160,000.” 
Tom proposes to raise the necessary capital by way of an offering document to private investors. He wants Spinney and Smith to help put together a financial forecast and to attach “whatever opinion is appropriate. Use whatever accounting policies are best, as long as they are not too costly and complicated.” Spinney and Smith will also be engaged as auditors, but for the moment Tom is primarily concerned with “getting the project off the ground.” Accordingly, he is interested only in Happy Valley’s immediate accounting and auditing concerns. In the interim, Tom intends to borrow funds from his bank to cover initial expenses and the first few houses.
After outlining his discussions with Tom, the partner has requested you, CPA, to perform the initial research and to draft a preliminary report to the client on the issues raised.
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Solution Question 2 


Balance sheet 17 marks, .5 marks per line
RICHEY COMPANY 
Balance Sheet 
December 31, 2013 

Assets 
Current Assets:  
	Cash				$	1,200 
	Accounts receivable				4,000 
	Inventories				10,890 
	Prepaid items					1,420 
		Total current assets 				$	17,510
Property, Plant, and Equipment:  
	Land			$13,600 
	Buildings	$103,000 
	Equipment		18,100 	$121,100 
	Less: Accumulated depreciation			(32,520) 		88,580
		Total property, plant, and equipment 				102,180
	Patents (net)					5,500 
Total Assets 				$125,190

Liabilities 
Current Liabilities:  
	Accounts payable				$	5,100 
	Income taxes payable				4,290 
	Miscellaneous payables					1,400 
		Total current liabilities 				$	10,790
Long-Term Liabilities:  
	10% bonds payable		$	15,000 
	Less: Discount on bonds payable			(900) 	$14,100
	Mortgage payable				20,000 
		Total long-term liabilities 					34,100
Total liabilities 				$	44,890

Shareholders’ Equity 
Preferred shares			$23,300 
Common shares		     31,800 
Retained earnings		25,200 
Total shareholders’ equity 					80,300
Total Liabilities and Shareholders’ Equity 				$125,190

Disclosures: (5 marks)
Cash:  Amounts restricted, cash equivalents 
A/R :  any A/R pledged as collateral should be disclosed 
Inventory  cost formula (FIFO, weighted avg etc.) and stage of inventories should be disclosed 
Buildings:   useful life, salvage value depreciation method 
Equipment:   useful life, salvage value depreciation method 
Patents:   useful life, salvage value amortization method 
Bonds payable   disclose covenants, restrictions, maturity date, interest rates
Mortgages payable   disclose covenants, restrictions, maturity date, interest rates
Common shares   numbers authorized, issued, and outstanding.
Preferred shares  numbers authorized, issued, and outstanding. 


Supporting Calculations (for Balance Sheet): (8 marks)
	

Account
	
Balance
01/01/13
	

Calculations
	
Balance
12/31/13

	
Land
	
12,000
	
Received for land		$(2,800)  
Add loss on sale			(400)  
	Cost of land sold		$(3,200)
Land purchased by shares			4,800  
Net change in land		$	1,600
	




13,600

	
Buildings
	
60,000
	
Purchase of building		$43,000
*Note: Mortgage account will 
be included under long-term 
liabilities
	



103,000

	
Equipment
	
20,000
	
Cost of equipment sold		$(1,900)
	
18,100

	
Accumulated 
depreciation
	

(29,000)
	
Change in accumulated depreciation:
Cost of equipment sold		$(1,900)   Cr
Gain on sale of equipment		(180)   Cr
Proceeds from sale			500   Dr
Reduction in accumulated 
	depreciation		$	1,580  Dr
Current depreciation			(5,100)  Cr
Increase in accumulated
	depreciation		$(3,520) Cr
	








(32,520)

	
Patents (net)
	
7,100
	
Amount received for patent		$(2,100)  
Less: Gain on sale			1,100  
Carrying value sold		$(1,000)
Add: Patents amortized			(600)  
Net decrease		$(1,600)
	




5,500

	
Retained earnings
	
23,800
	
Add:	Net income			$10,000  
Less:	Cash dividend		(5,000)  
Less:	Share dividend		(3,600)  
Increase in retained earnings		$	1,400
	



25,200

	

Common shares
	
14,000
	
Issue 150 shares	=	$	3,000 
Stock dividend 200 shares 
	@ $18 par	=		3,600 
Total increase		$	6,600
	



17,500

	
Preferred shares
	
18,500
	
Issued shares for land
	$4,800 
	

23,300





Solution to Question 3 

6 marks
	1. Depreciation expense
	
	
	557,500 
	

	
	Accumulated depreciation
	
	
	557,500 

	
	
	
	
	
	
	

	
	
	
	
	
	Deprec. rate
	Deprec. Exp.

	Computation:
	Beginning PPE
	10000000
	0.05
	500000

	
	
	Acquisitions
	2300000
	0.025
	57500

	
	
	End PPE
	
	12300000
	
	557500

	
	
	
	
	
	
	

	2. Interest expense
	
	
	
	216,000 
	

	
	Interest payable
	
	
	
	216,000 

	Computation:
	5400000*12%*4/12
	
	
	

	
	
	
	
	
	
	

	3. Salaries and wages expense
	
	
	36,000 
	

	
	Salaries and wages payable
	
	
	36,000 

	
	
	
	
	
	
	

	4. Prepaid subscription
	
	
	3,542 
	

	
	Subscription expense
	
	
	3,542 

	Computation:
	5000*17/24
	
	
	

	
	
	
	
	
	
	

	5. Sales allowance and returns
	
	
	4,612 
	

	
	Allowance for sales and returns
	
	
	4,612 

	Computation:
	9224000*0.05%
	
	
	

	
	
	
	
	
	
	

	6. FV-OCI Investments
	
	
	
	3,000 
	

	
	Unrealized gains on FV-OCI Inv
	
	
	3,000 

	Computation:
	10000-7000
	
	
	





Closing entries: 
 5 marks
	Income Summary 
	
	4515499
	
	

	
	Sales returns
	
	4612
	Could be included in revenue entry

	
	Raw materials used/COGS
	1670000
	

	
	Salaries and wages exp.  
	
	36000
	

	
	Depreciation expense
	557500
	

	
	Subscription expense
	1458
	

	
	Interest expense
	
	216000
	

	
	Income tax exp.  
	
	2021529
	

	
	income tax on disc. operations 
	7500
	

	
	income tax expense on OCI
	900
	Could be separate and closed to AOCI

	
	
	
	
	
	

	Sales Revenue
	 
	
	9224000
	
	

	Income from discontinued op
	25000
	
	

	
	Income summary 
	
	9249000
	

	
	
	
	
	
	

	Income summary 
	
	4733501
	
	

	
	Retained earnings 
	
	4733501
	

	
	
	
	
	
	

	Unrealized gain on OCI 
	3000
	
	

	
	Accumulated OCI 
	
	3000
	






	
	
	
	
	
	
	

	[bookmark: _GoBack]10 marks 
	
	
	
	
	
	

	
	
	
	Montagne Corp
	
	

	
	
	Statement of Comprehensive Income
	

	
	
	
	31-Dec-15  
	
	

	
	
	
	
	
	
	

	Continuing Operations
	
	
	
	

	Revenue
	
	
	
	
	
	

	
	Gross sales
	
	
	         $9,224,000  
	

	
	Less: Sales returns
	
	
	                   4,612  
	

	Net sales
	
	
	
	
	
	$9,219,388

	
	
	
	
	
	
	

	Operating expenses 
	
	
	
	

	
	Raw materials used
	
	
	1,670,000  
	

	
	Salaries and wages
	
	
	36,000  
	

	
	Depreciation expense
	
	557,500  
	

	
	Subscription expense
	
	1,042  
	

	Total operating expenses
	
	
	
	(2,264,542)

	Other expenses
	
	
	
	
	

	
	Interest expense
	
	
	216,000  
	

	Total other expenses
	
	
	
	(216,000)

	
	
	
	
	
	
	

	Income from continuing operations 
	
	
	6,738,846

	Income tax on income from continuing operations  
	                  
	(2,021,654)

	Net income from continuing operations  
	
	
	4,717,192

	
	
	
	
	
	
	

	Discontinued operations  
	
	
	
	

	
	Income from discontinued operations   (net of tax) 
	17,500 

	
Net income  
	
	
	
	
	4,734,692

	Other comprehensive income  
	
	
	
	

	
	Unrealized gains on FV-OCI investments (net of tax)             2,100 
	

	Total other comprehensive income
	
	
	  2,100

	Total comprehensive income  
	
	
	
	$4,736,792

	
	
	
	
	
	
	

	EPS on continuing operations 
	
	
	
	$2.36 

	EPS on discontinued operations 
	
	
	0.01 

	EPS net income 
	
	
	$2.37 

	
	
	
	
	
	

	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	

	
	
	
	
	
	


Suggested Solution to Question 4 Case
Draft Report on Happy Valley Homes Ltd. 
In order to recommend accounting policies for your new business, we must first identify the likely users of HVHL’s financial statements and their information needs and objectives. This will provide a basis for choosing among accounting policy alternatives. 
You, Tom, have explicitly requested that the accounting policies be simple and not too costly. You will be concerned about presenting a good financial position to attract investors. The other users of HVHL’s financial statements are as follows: 
* The bank will be concerned about liquidity and the ability of HVHL to repay its debt. The bank would prefer information that focuses on cash flow and the valuation of its security. 
* Investors will require some form of current value information to evaluate HVHL’s performance. 
* The Canada Revenue Agency requires historical cost information to assess income taxes.
 
Accounting policies 
Asset valuation 
We must first determine the nature of the asset before deciding upon the appropriate accounting and reporting treatment for the properties. The homes could be considered as any of the following assets: 
* inventory, since they are held specifically for resale;  capital assets, since they will be held for a long period of time and they produce income through capital appreciation;  prepaid expenses, since Tom does not have legal title to the property until the death of the senior citizens; or  an equity instrument, since they represent an “interest” in real property. 
The classification of the homes as short-term or long-term assets must also be considered, because the date of eventual sale of the homes is uncertain.

Revenue recognition 
HVHL's operations of purchasing "reverse mortgages" in houses will result in two types of revenue being recognized over the life of each property venture. 
Discount 
HVHL pays less than the market value of the home since it receives a "reverse mortgage" only, and not legal title to the home. The difference between the market value of the home at the time of purchase and the purchase price of the home is the discount. This discount can be compared to rent or interest earned over the holding period of the home. 
Alternatives are available for recognizing the discount as income: 
a. The discount could be recognized as income at the time that the "reverse mortgage" agreement is signed. This would be very aggressive treatment since it would result in the home being valued at its fair market value, even though HVHL holds only an interest in the home. 
b. The discount could be recognized as revenue at the time of death of the last inhabitant of the home. This would be conservative since no revenue would be recognized until legal title to the home had passed to HVHL. 
Preferred alternative:
c. The discount could be taken into income over the expected remaining life of the senior citizen (i.e., the holding period of the house). The expected life of the senior citizen would be calculated using actuarial methods and assumptions about life spans. Its revenue-generating activity is being performed as the home is held over time. The revenue can be measured (difference between market value and purchase price), and collectability is assured since HVHL gains title to the home at the death of the last inhabitant. 

Capital appreciation 
Capital appreciation or depreciation arises from the increase or decrease in market value of the home from the date that the "reverse mortgage" is purchased to the date that the home is sold. This type of revenue could be recognized at the following times: 
1. Capital appreciation could be estimated at the date that the "reverse mortgage" is purchased and taken into income over the expected remaining life of the senior citizen. However, this would involve much uncertainty and estimation of future market value and life spans. Another similar alternative is to recognize actual capital appreciation or depreciation annually. This would entail an annual appraisal for each home. The change in the market value of the home between financial statement dates would be recorded as revenue for the period. This method could result in significant fluctuations in income and asset values between years, depending on the volatility of the real estate market. It would also be costly to obtain annual appraisals. However, relevant information about HVHL's operations would be provided. 
2. Capital appreciation could be recognized when HVHL finally sells the home. This would be the most conservative option. No uncertainty exists regarding life spans or market values between the date of death and the date that the home is resold. This method would be appropriate only if the actual selling of the home is a significant act in the revenue-earning process. 

Preferred Alternative
3. Capital appreciation could be recognized when the last inhabitant dies. This method would be more conservative than the first alternative since revenue would not be recognized until a market value at the time that HVHL obtains legal title could be determined. This is the point at which HVHL obtains legal title to the home, and the decision to hold the home is a separate management decision that should be reported separately in the financial statements. Thus, the capital appreciation between the time that the "reverse mortgage" is purchased and the death of the last survivor will be recorded at the time of death. 
Any reduction in the market value of the homes should be recorded in the period that it occurs so that assets are not overstated. The subsequent appreciation arising between the time of death and the eventual resale of the home would be reported when the home is sold, as a gain or loss on holding the home subsequent to obtaining legal title. This revenue recognition policy meets your objective of being simple and inexpensive, and it provides relevant information to the users. 

Adverse Selection and Moral Hazard
Both adverse selection and moral hazard have important implications for the proposed business. Adverse selection will result in a pool of seniors that are potentially much less profitable than would be expected from a random sample from the population. Moral hazard will result in homes that may be less valuable than anticipated. 
 
Ethics
The discussion in part (b) highlights what should be expected to happen if senior citizens act rationally and choose the financial product that is in their best interest. However, HVHL’s business plan involves a segment of the population that is particularly vulnerable. While many seniors are physically and mentally fit, there are many who are frailer and not fully capable of making financial decisions rationally. Would it be ethical for HVHL to sell reverse mortgages to such seniors when it is unclear whether it is in the interest of the seniors? HVHL’s business becomes more successful if it is able to attract seniors who will die relatively soon, so is it a good business practice to target the seniors who are the frailest? What regulations might be appropriate to prevent abuses by companies such as HVHL?

