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ADM 2342  

(SECTIONS A AND B) 

Mid Term Exam  

Intermediate Financial Accounting 1 

2018 Fall Semester 

Solutions 
 
 

NAME:  ___________________________            STUDENT #:  _________________ 

 

1. This examination comprises 7 questions over 20 pages.  Page 18 is an extra page for 

rough work and any additional supporting calculations.  The last two pages (pages 19 

and 20) contain present value tables. Answer all questions directly in this booklet.  

The booklet is not to be removed from the examination room.  You may separate the 

pages but ensure that you put them back together and staple them before handing in. 

 

2. Limit your answer to the space provided.  Blank sheets for rough work and 

supporting calculations are given at the end of each question. You must show, where 

appropriate, supporting calculations in order to get part marks. 

 

3. This exam is out of 100 marks and is 3 hours long. You should budget approximately 

2 minutes per mark. 

 

4. Please do not ask the invigilator or the professor any questions, as they will not be 

answered.  State reasonable assumptions, if you feel they are necessary. 

 

5. Students may use either pen or pencil in writing this exam.  However, if a student 

elects to use pencil, after the exam has been marked and returned to the student, the 

exam cannot be re-submitted for review. 

 

6. Language dictionaries (non-electronic) are allowed if the invigilator permits them. 

They must be shown to the invigilator before the start of the exam. 

 

7. The use of electronic communication devices such as cell phones is strictly prohibited 

during the exam. 

 

8. You must sign the Statement of Academic integrity on page 2 of this exam. 

 
  

Question 
 
 

 
Marks 

 
1 

The Canadian Financial Reporting 

Environment  

 
/5 

 
2 Reporting Financial Performance 

 
/20 

 
3 

Conceptual Framework Underlying 

Financial Reporting 

 
/10 

 
4 

The Accounting Information System 

– Adjusting Entries 

 
/12 

5 Cash Flow Statement /16 
 
6 Revenue Recognition 

 
/20 

 
7 Cash and Receivables 

 
/17 

 
TOTAL  

 
/100 
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Statement of Academic Integrity 

The Telfer School of Management does not condone academic fraud, an act by a student 

that may result in a false academic evaluation of that student or of another student. 

Without limiting the generality of this definition, academic fraud occurs when a student 

commits any of the following offences: plagiarism or cheating of any kind, use of books, 

notes, mathematical tables, dictionaries or other study aid unless an explicit written note 

to the contrary appears on the exam, to have in his/her possession cameras, radios (radios 

with head sets), tape recorders, pagers, cell phones, or any other communication device 

which has not been previously authorized in writing.  

 

Statement to be signed by the student: 

I have read the text on academic integrity and I pledge not to have committed or 

attempted to commit academic fraud in this examination. 

 

Signed:______________________________________   

 

Note: an examination copy or booklet without that signed statement will not be graded 

and will receive a final exam grade of zero.  
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Question No. 1 (5 marks) 
 

Write a 100-word essay in which you explain the role that professional judgement plays in 

applying GAAPs under the Canadian conceptual framework. 

  

Answer:  

 

• Professional Judgement plays an especially important role in ASPE and IFRS. 

 

• It is important where standards are based primarily on general principles rather than 

specific rules. 

 

• It is used in conjunction with the conceptual framework in the absence of specific 

standards. 

 

• There cannot be a rule for every situation. 

 

• Standards in Canada are based primarily on principles rather than specific rules; 

therefore, accountants must use professional judgement. 

 

• The United States currently uses a rules-based approach; therefore, professional 

judgement is less crucial. 
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Question No. 2 (20 marks) 

 

Pluto Company is an international public company with a December 31 year-end.  The company 

started operations on January 1, 2014.  During its first three years of operations, Pluto reported 

net income, other comprehensive income, and declared dividends as follows: 

 

 Net income/(loss) Dividends declared Other Comprehensive 

Income (net of tax) 

    

2014 $ (50,000) $      -0-  $     -0- 

2015   60,000  6,000 14,000 

2016   51,000  5,000   8,000 

 

Presented below is Pluto’s post-closing trial balance for the year ended December 31, 2017.  

Each item has a normal debit or credit balance.  Pluto uses a tax rate of 40% on all applicable 

items. All gains and losses presented in the trial balance are shown as pre-tax amounts. 

 

In early 2017, the company’s Board of Directors adopted a plan to discontinue the operations of 

the Greene Division.   The Greene Division qualified to be reported as a discontinued operation 

and, in late November 2017, the division was successfully sold off.  

 

Pluto Company 

Post-Closing Trial Balance 

As at December 31, 2017 

 

Accounts receivable (net of allowance for doubtful accounts) 110,000 

Prepaid expenses     45,000 

Equipment (net of accumulated depreciation) 60,000 

Accounts payable   65,000 

Land 90,000 

Gain on the remeasurement of FV-OCI investments - OCI    30,000 

Common shares, December 31, 2017 1 80,000 

Unearned revenue   12,000 

Loss from translating the financial statements of foreign operations - OCI 25,000 

Retained earnings, January 1 2017   50,000 

Loss on operations of discontinued operations of the Greene Division 30,000 

Bonds payable, due January 1, 2023 112,000 

Cash 42,000 

Correction of error 2 25,000 

Gain on remeasurement of defined benefit pension plan - OCI 45,000 

Dividends declared but not paid 7,000 

Gain on disposal of the Greene Division 5,000 

Income Summary ? 

 
1  A total of 1,000 common shares were issued on March 31, 2017 and 2,000 common 

shares were issued on November 30, 2017.  The average issuance price during the year 

was $5.00 per share. 

 
2   During 2016, a patent owned by Pluto and that had a carrying value of $25,000 had 

expired.  The company wrote down the patent to zero but mistakenly did not record the 

write down until March 2017. 

 

Required: 

 

Prepare, in proper format, a Statement of Changes in Equity for Pluto Corporation for the year 

ended December 31, 2017.  It is not necessary to include a totals column in your statement. 
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Question No. 2 (continued) (20 marks) 

 

Answer: (assuming a $50,000 beginning retained earnings balance on January 1, 2017) 

 

Pluto Company 

Statement of Changes in Equity 

For the year ended December 31, 2017 

 
Common 

Shares 

 

AOCI 

 

Retained 

Earnings 

Opening Balance, January 1, 2017 * $65,000 $22,000 $50,000 

Correction of error ($25,000 x 60% - net of tax)    (15,000) 

Balance, January 1, 2017 restated   35,000 

Issuance of Common Shares – March 31,2017 5,000   

Issuance of Common Shares – November 30, 2017 10,000   

Other comprehensive income (net of tax) ****    

     -remeasurement of FV-OCI investments;  18,000  

     -translation of financial statements of foreign 

operations 
 (15,000)  

     -remeasurement of defined benefit pension plan;  27,000  

Dividends declared     (7,000) 

Net income/(loss) ***     (2,000) 

Ending Balance, Dec. 31, 2017 ** $80,000 52,000 $ 26,000 

 

*   The opening balance for common shares has to be derived working backwards.  Since the 

ending balance is $80,000 and since there were $5,000 and $10,000 of share issuances 

during the year (March 31 and November 30), the balance on January 1 must have been 

$65,000. 

 

 The beginning balance of RE is the amount shown in the post-closing trial balance: 

$50,000. Data concerning previous years’ incomes/losses and dividends are ignored. 

 

** The ending balance in retained earnings on December 31, 2017 must be $26,000.  This 

amount is derived by solving the basic accounting equation as follows:   

 Assets = Liabilities + Shareholders Equity (see supporting calculation below).   

 Therefore:  $347,000 = $189,000 + [$80,000 + (retained earnings) + $52,000] 

 

***  The 2017 net loss of $2,000 is derived as follows: $35,000 BRE (ADJ) - $7,000 DIV - 

$26,000 ERE = $2,000 net loss 

 

**** All OCI items are shown net of tax to comply with intraperiod tax allocation. 

 

Pluto Company - Supporting Calculation for Ending Retained Earnings Balance 

Assets   

    Current:  Cash ($42,000) + Accounts receivable net ($110,000) + 

Prepaid expenses ($45,000) 

$ 197,000 

Non-Current: Land ($90,000) + Equipment net ($60,000) 150,000 

   Total Assets $ 347,000 

  

Liabilities  

    Current: Accounts payable ($65,000) + Unearned revenue ($12,000) 77,000 

     Non-current liabilities: Bonds payable ($112,000) 112,000 

   Total Liabilities $ 189,000 

  

Shareholders Equity  

    Common shares 80,000 

    Accumulated other comprehensive income on AFS investments 52,000 

    Retained earnings (by plug) 26,000 

   Total Shareholders Equity $ 158,000 

  

   Total Liabilities and Shareholders Equity $ 347,000 
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Question No. 2 (continued) (20 marks) 

 

Answer: (assuming a $25,000 beginning retained earnings balance on January 1, 2017) 

 

Pluto Company 

Statement of Changes in Equity 

For the year ended December 31, 2017 

 
Common 

Shares 

 

AOCI 

 

Retained 

Earnings 

Opening Balance, January 1, 2017 * $65,000 $22,000 $  25,000 

Correction of error ($25,000 x 60% - net of tax)     (15,000) 

Balance, January 1, 2017 restated      10,000 

Issuance of Common Shares – March 31,2017 5,000   

Issuance of Common Shares – November 30, 2017 10,000   

Other comprehensive income (net of tax) ****    

     -remeasurement of FV-OCI investments;  18,000  

     -translation of financial statements of foreign 

operations 
 (15,000)  

     -remeasurement of defined benefit pension plan;  27,000  

Dividends declared     (7,000) 

Net income/(loss) ***     23,000 

Ending Balance, Dec. 31, 2017 ** $80,000 52,000 $26,000 

 

*   The opening balance for common shares has to be derived working backwards.  Since the 

ending balance is $80,000 and since there were $5,000 and $10,000 of share issuances 

during the year (March 31 and November 30), the balance on January 1 must have been 

$65,000. 

 

 The beginning balance of RE is the cumulative amount of incomes/losses over the first 3 

years net of any dividends declared.  Therefore: ($50,000) + $60,000 + $26,000) - 

$6,000 - $5,000 = $25,000. The post-closing trial balance figure is ignored. 

 

** The ending balance in retained earnings on December 31, 2017 must be $26,000.  This 

amount is derived by solving the basic accounting equation as follows:   

 Assets = Liabilities + Shareholders Equity (see supporting calculation below).   

 Therefore:  $347,000 = $189,000 + [$80,000 + (retained earnings) + $52,000] 

 

***  The 2017 net income of 23,000 is derived as follows; $10,000 BRE (ADJ) - $7,000 DIV - 

$26,000 ERE = $23,000 net income 

 

**** All OCI items are shown net of tax to comply with intraperiod tax allocation. 

 

Pluto Company - Supporting Calculation for Ending Retained Earnings Balance 

Assets   

    Current:  Cash ($42,000) + Accounts receivable net ($110,000) + 

Prepaid expenses ($45,000) 

$ 197,000 

Non-Current: Land ($90,000) + Equipment net ($60,000) 150,000 

   Total Assets $ 347,000 

  

Liabilities  

    Current: Accounts payable ($65,000) + Unearned revenue ($12,000) 77,000 

     Non-current liabilities: Bonds payable ($112,000) 112,000 

   Total Liabilities $ 189,000 

  

Shareholders Equity  

    Common shares 80,000 

    Accumulated other comprehensive income on AFS investments 52,000 

    Retained earnings (by plug) 26,000 

   Total Shareholders Equity $ 158,000 

  

   Total Liabilities and Shareholders Equity $ 347,000 
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Question No. 3 (10 marks) 

 

The second level of the Canadian conceptual framework presents the basic elements that are 

most directly related to measuring an enterprise’s performance and its financial status.  

 

Required: 

 

For each of the following ten situations, identify the element(s) involved and assign an 

appropriate account title or name to each element you use. If you feel no element is to be 

recognized, state your reason. 

 

1. An unpaid gas bill. 

 

2. A patent on a new invention that has been created and registered but whose market value 

is yet not fully known. 

 

3. Training courses taken by employees at the company’s expense but which are unpaid. 

 

4. Authorized but unissued common shares of a company that will likely be issued for cash 

next year. 

 

5. A partially completed consulting project for a client. 

 

6. The costs incurred from defending a lawsuit that has been lodged against the company.  

The company expects to incur up to an additional $100,000 and it is more likely than not 

that the company expects to lose the lawsuit. 

 

7. Customer goodwill as indicated by a high percentage of satisfied repeat customers.  

 

8. A reputation for producing high-quality products. 

 

9. Cash received from a customer for work to be done next year. 

 

10. Merchandise received from a consignor. 

 

 

Answer: 

 

1. An expense (Utilities expense) and a liability (account payable or utilities payable) must be 

recorded.  

2. An intangible asset which would be recorded at cost.  Due to market uncertainty, any fair 

market value cannot be disclosed. 

3. An expense (employee training expense) and a liability (account payable) must be 

recorded 

4. This item is not recorded as a financial statement element because no shares have been 

issued as yet, no proceeds have been received, and no contract exists.  

5. An asset (work-in-process inventory) as cost of the work completed so far must be 

recorded.  

6. A loss for the costs incurred and a credit to an asset (cash) representing the costs paid to 

date must be recorded.  In addition, a provision for future losses up to $100,000 will also 

need to be accrued as an additional loss and as a liability (future lawsuit payable). 

7. This item is not recorded as a financial statement element because no there is no basis for 

measurement and the company has no control over the ‘asset’. 

8. This item is not recorded as a financial statement element because there is no reliable 

basis for measuring the future benefit. 

9.  Cash (an asset) and unearned revenue or deposits received in advance (a liability). 

10. This item is not recorded as a financial statement element because inventory received from 

a consignor still belongs to the consignor and, therefore, does not belong to the consignee. 
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Question No. 4 (12 marks) 
 

The following six transactions occurred during 2017.  Each transaction is independent.  Assume 

a December 31 year-end. 

 

(a) Advertising expense was recorded in the amount of $94,800. This amount included a 

payment of $6,300 that represented an advertisement that will run in January next year. 

 

(b) There are two notes payables outstanding as at December 31.  The first is an $890,000, 

4% note that was issued on September 1, 2017.  No interest has been paid to date.  The 

second is a $700,000, 3.5% note issued on April 1, 2017.  Six months’ interest was paid 

on October 1.  The notes payables themselves were properly recorded on their issuance 

dates but accrued interest has not been recorded to December 31. 

 

(c) Supplies inventory has a balance of 14,700 on December 31, 2016.  During 2017, 53,500 

of supplies were purchased and were debited directly to supplies expense.  On December 

31, 2017, an inventory count was conducted and the balance was ascertained to be 

$19,600. 

 

(d) An office building was rented to a tenant for one year starting on September 1, 2017.  

Rent for one year was collected on that date in the amount of $9,300.  The total amount 

collected was credited to rent revenue. 

 

(e) A 6% note receivable dated November 1, 2017 was received from a customer.  The note 

had a face value of $15,000.  The note is due in one year.  On the maturity date, the 

amount of the note plus accrued interest will be collected. 

 

(f) Prepaid insurance had a debit balance of $18,200 on January 1, 2017.  This amount 

represented the remaining 14 months in an insurance policy that had been purchased in a 

prior year.  On April 1, 2017, a 30-month policy was purchased for $50,400.  This 

amount was debited to prepaid insurance.  There were no other entries to the prepaid 

insurance account during the year.  On November 1, 2017, an 18-month policy was 

purchased for $9,360.  However, this amount was debited to insurance expense. 

 

Required: 

 

Prepare adjusting entries for each of the above transactions for December 31.  Narrative 

explanations are not required.  However, all supporting calculations must be shown. 

 

Answer: 

 

(a) Prepaid advertising ..............................................................  6,300  

   Advertising expense ......................................................   6,300 

 

(b) Interest expense ...................................................................  17,992  

   Interest payable ............................................................   17,992 

   [($890,000 x .04) x 4/12) + ($700,000 x .035) x 3/12)] 

  = $11,867 + $6,125 = $17,992 

  

 

(c) Supplies inventory ...............................................................  4,900  

   Supplies expense...........................................................   4,900 

   ($19,600 - $14,700)   

 

(d) Rent revenue ........................................................................  6,200  

   Unearned revenue ........................................................   6,200 

   $9,300 x 8/12 = $6,200   

 

(e) Interest receivable ...............................................................  150  

   Interest revenue ............................................................   150 

   $15,000 x 6% x 28/12 = $150   
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Question No. 4 (continued) (12 marks) 
 

(f) Insurance expense ...............................................................  22,400  

   Prepaid insurance ........................................................   22,400 

   $15,000 x 6% x 28/12 = $150   

 Current balance: $18,200 + $50,400 = $68,600   

 Correct balance: ($18,200 x 2/14) + ($50,400 x 21/30) + 

($9,360 x 16/18) = $2,600 + $35,280 + $8,320 = $46,200 

  

 Adjustment required = $22,400   
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Question No. 5 (16 marks) 

 

Semper Corporation is a public company that started its first year of operations on January 1, 

2017.  Semper has a December 31 year-end. 

 

Summarized below are the company’s transactions for 2017: 

 

1. Issued 40,000 common shares in total for $50,000. 

2. Sold 1,000 preferred shares at an average issuance price of $20 per share. 

3. Paid $40,000 to acquire a vehicle to be used in the business. 

4. Depreciation expense recorded for the year was $8,000 (corrected). 

5. Purchased $200,000 inventory on account. 

6. Recorded $300,000 in sales on account; cost of goods sold was $140,000. 

7. Received $190,000 from customers on sales made on account. 

8. The opening and closing balances of the accumulated depreciation account (vehicle) 

were zero and $8,000, respectively. 

9. Paid $40,000 cash to a supplier in partial settlement of the inventory purchased in 

transaction #5 above. 

10. Paid $20,000 to buy back common shares at their book value. 

11. Sold the vehicle purchased in transaction #3 above and received $32,000 cash. 

12. Acquired land with a fair market value of $80,000 through the issuance of 4-year, 6% 

bonds payable.  The bonds were issued at par. 

13. Declared and paid dividends totaling $20,000.  Semper has a policy of reporting 

dividends as a cash outflow from financing activities. 

14. The recorded interest expense on the bonds payable for 2017 was $6,000.  No interest 

was accrued. Semper appropriately follows the policy of classifying transactions 

involving interest paid and interest received as an operating activity. 

15. Paid $100,000 for various administrative expenses. 

16. Paid $20,000 cash for income taxes.  The amount of cash paid equaled the amount 

recorded for income tax expense. 

 

Required: 

 

Prepare, in proper format and with appropriate note disclosure, the Cash Flow Statement for 

Semper Corporation for the year ended December 31, 2017.  Semper uses the indirect method. 

 

Note: 

 

Use page 12 of the midterm exam to show your final Cash Flow Statement.  Use page 13 

of the midterm exam for supporting calculations/T-accounts, etc. 
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Question No. 5 (continued) (16 marks) 

 

Answer: 

 

a. 

Semper Corporation 

Flow Statement 

Year Ended December 31, 2017 

   

Cash flows from operating activities   

Net income * $26,000  

Adjustments for:   

  Add: depreciation expense 8,000  

  Deduct: increase in accounts receivables ($300,000 – $190,000) (110,000)  

  Deduct: increase in inventory ($200,000 – $140,000) (60,000)  

  Add: increase in accounts payable ($200,000 - $40,000)  160,000  

Net cash flow from operating activities  $24,000 

   

Cash flows from investing activities   

Purchase of vehicle  (40,000)  

Sale of vehicle 32,000  

Net cash flow from investing activities  (8,000) 

   

Cash flows from financing activities   

Dividends paid (20,000)  

Issued preferred shares 20,000  

Issued common shares 50,000  

Redeemed common shares (20,000)  

Net cash from flow financing activities   30,000 

   

Net increase in cash  46,000 

Cash, January 1, 2017            0 

Cash, December 31, 2017  $46,000 

 

 

* Calculation of 2017 Net Income 

Revenues and Gains:   

Sales  $300,000 

   

Expenses and Losses:   

Cost of goods sold 140,000  

Administrative expenses 100,000  

Interest expense 6,000  

Depreciation expense 8,000  

Income tax expense 20,000 274,000 

Net income  $ 26,000 

 

Non Cash Transactions (disclosure mandatory): 

 

1. Interest paid was $6,000. 

2. Income tax paid was $20,000. 

3. The company issued 4-year, 6% bonds payable, at par, in exchange for land which had a 

fair market value of $80,000. 
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Question No. 6 (20 marks) 

 

Perven Company manufactures equipment. Perven’s products range from simple automated 

machinery to complex systems containing numerous components. Unit selling prices are quoted 

inclusive of installation. The installation process does not involve changes to the features of the 

equipment to perform specifications. Perven has the following relationship with Ward 

Incorporated: Ward can purchase equipment from Perven for a price of $100,000 and contracts 

with Perven to install the equipment. The equipment has a stand-alone fair value of $90,000 and 

cost of $47,000. Ward is obligated to pay Perven $50,000 upon delivery and the remaining $50,000 

upon installation of the equipment. 

 

Perven delivers the equipment on August 1, 2018, and completes the installation of the equipment 

on October 1, 2018. The equipment has a useful life of 5 years.  

 

Perven follows the contract-based approach to revenue recognition under IFRS.   

 

Required: (Show supporting calculations where necessary) 

 

(a) Using the information given in the question above, describe and illustrate the five-step 

process Perven should use for revenue recognition under IFRS 15. (5 marks) 

 

(b) Using market data, Perven determines installation service is estimated to have a fair value 

of $22,500. How should the transaction price of $100,000 be allocated among the service 

obligations? Prepare the journal entries for Perven for this revenue arrangement for 2018, 

assuming Perven receives payment when installation is completed. (10 marks) 

 

(c) Now assume that Perven cannot reliably estimate the fair value of the installation service. 

How should the transaction price of $100,000 be allocated among the service obligations 

on August 1, 2018? How much revenue can be recognized at that date? (5 marks) 

 

 

Answer: 

 

a)  The five-step process for Perven is: 

 Identifying the Contract with Customers; Perven has contracted to sell and install 

equipment to Ward Incorporated. 

 Identifying the separate performance obligation in the contract; Perven has to both 

supply and install the equipment it has sold to Ward. 

 Determining the Transaction Price; The contract price is $100,000. 

 Allocating the Transaction Price to Separate Performance Obligations; The contract 

price must be allocated to two performance obligations based upon the stand-alone fair 

market values of each performance obligation. 

 Recognizing Revenue – Revenue is recognized by Perven when each performance 

obligation is satisfied. 

 

(b) Having been provided the fair value of both the equipment and the installation, allocation 

is as follows: 

  Installation      $22,500 (20%)  

  Equipment       90,000 (80%) 

  Total             $112,500 (100%)  

 
 Allocation: 

  Installation $100,000 *20% = $20,000  

  Equipment $100,000 *80% = $80,000 

 

Journal Entries 

August 1, 2018: Equipment Delivery 

Cash         .............................................................................  50,000 

Accounts Receivable ............................................................  50,000 

  Sales Revenue ........................................................   80,000 

              Unearned revenue- Installation .............................   20,000 

Cost of Equipment Sold…….................................................  47,000 

  Equipment Inventory ..............................................   47,000 
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Question No. 6 (continued) (20 marks) 

 

October 1, 2018: Equipment Installation 

 Cash ..............................................................................  50,000 

 Unearned revenue- Installation ....................................  20,000 

  Installation revenue ...............................................   20,000 

  Accounts Receivable ..............................................   50,000 

 

 

(c)  If Perven cannot reliably estimate the cost of the installation, then the residual approach 

must be used. In this case, the total fair value of the contract is $100,000. Since the unit 

stand-alone fair value is $90,000 then $10,000 ($100,000 – $90,000) is allocated to the 

installation. The amount of revenue that can be recognized on August 1, 2018 is $100,000 

– $10,000 = $90,000. 

 

 

Question No. 7 (17 marks) 

 

This question comprises three parts.  Answer all parts. Each part is independent. 
 

Part A: (4 marks) 

 

There are basically two methods of recognizing bad debt expense: (1) the direct write off 

method; and (2) the allowance method. 

 

Required: 
 

Discuss why one of the above methods is preferable to the other, and why the other method is 

not usually in accordance with generally accepted accounting principles. (4 marks) 

 

 

Part B: (4 marks) 

 

A trial balance before adjustment included the following: 

 Debit Credit 

 Accounts receivable .................................................  $326,000 

 Allowance for doubtful accounts .............................   $2,050 

 Sales .........................................................................   $749,000 

 Sales returns and allowances ...................................  21,000 

 

 
In addition, it was determined that an $8,000 receivable from a client will not be collected, and 

management authorized its write-off. 

 

Required: 

 

(a) Give necessary journal entries assuming that the estimate of uncollectible accounts is 

determined by taking 4% of gross accounts receivable (2 marks). 

 

(b) How would the Accounts Receivable account be shown in the Statement of Financial 

Position? (2 marks) 

 

 

Part C: (9 marks) 

 

On April 1, 2017, South Bay Company loaned $40,000 (face amount) to Northfield Company in 

exchange for a 9%, 5-year note.  Interest is paid/received annually. The market rate of interest on 

the date of the transaction was 10%.   South Bay Company has a March 31 year-end.  South Bay 

records all notes using the net method. 

 

Required: (Round all calculations to the nearest dollar) 

 

Prepare the necessary journal entries on the books of South Bay Company on April 1, 2017 and 

on March 31, 2018. (9 marks) 
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Question No. 7 (continued) (17 marks) 

 

Answer: 

 

Part A: 

 

The allowance method is preferable because: (i) it matches the cost of making a credit sale with 

the revenues generated by the sale in the same period’ (ii) it achieves a proper carrying value for 

accounts receivable at the end of a period.  

 

The direct write off method does not recognize the bad debt expense until a specific amount has 

been deemed as uncollectible, which may occur in a subsequent period. As a result, this method 

does not comply with the matching principle and does not achieve a proper carrying value for 

accounts receivable at the end of a period. 

 

 

Part B: 

 

(a)  

 

 Allowance for Doubtful Accounts 8,000  

  Accounts Receivable  8,000 

 

 Bad Debts Expense 18,670  

  Allowance for Doubtful Accounts  18,670 

 

 Balance in A/R (after-write-off) ............................. $326,000 - 8,000 = 318,000 

 Rate ........................................................................              x 4% 

 Required balance in ADA ......................................           12,720 

 Current balance in ADA ........................................ (2,050) + 8,000    =   5,950 

 Adjustment needed .................................................        $ 18,670 

 

(b) 

  Accounts Receivable    $318,000 

    Less: Allowance for Doubtful Accounts     12,720 

    Net Realizable Value    $305,280 

 

Part C: 

 

April 1, 2017 

  Note Receivable 38,484*  

  Cash  38,484 

 

*  Selling price (present value) of note receivable: 

 

 Principal $40,000 x (PV: i = 10%, n =5) (.6209213) $24,837 

 Interest $3,600* (PVOA: i =10%, n=5) (3.790787)   13,647 

 Selling Price (Present Value) $ 38,484 

 *$40,000 x 9% = $3,600 

 

March 31, 2018 

 Cash 3,600  

            Interest Revenue  3,600 

 

 Note Receivable 248  

            Interest Revenue  248 

 [($38,484 x 10%) - $3,600] = $248 (based upon amount of 

discount amortized from April 1/17 to March 31/18) 

  

 

or 

 

 Cash 3,600  

 Note Receivable 248  

           Interest Revenue  3,848 
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