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PROBLEM 1: WARRANTIES - (20 marks)
Alpha has been manufacturing various components for electronic devices for which it offers no warranties. During the last years, it developed a new device with very high standard of quality, which it launched at the beginning of the year 2020 with a selling price of $1,000 per unit. The company also decides to offer assurance-type warranties on this model, which would cover all repair costs, for two years after the date of purchase. It estimates the service cost per unit to be $100. 
Alpha sold 25,000 units of this device in 2020 and 35,000 units in 2021 and all sales were on credit.
Actual warranty costs incurred in 2020 were $750,000. Similarly, the actual warranty costs incurred during 2021 amounted to $3,400,000. 
Instruction-
a] prepare the journal entry required to record the sales made during 2020; 
b] prepare the journal entries required to record the warranty expenses and actual costs incurred for 2020;
c] Show in proper format, the amount of the estimated liability for warranties to be reported on the balance sheet as at December 31, 2021(2nd year). Further show how these liabilities are to be classified.

Solution  PROBLEM 1- WARRANTIES  

a] Prepare the journal entry required to record the sales made during 2020. 

Accounts  Receivable		 $25,000,000
Sales Revenues				 $25,000,000
[$1,000 x 25,000]

b] Prepare the journal entries required to record the warranty expenses and actual costs incurred for 2020.  


	Warranty expense
            Materials, Cash, Payables, etc.... 
	$750,000
	
$ 750,000

	
	
	

	Warranty expense
            Estimated liability for warranties...
	                     $ 1,750,000*
	
$ 1,750,000

	
	
	



*Estimated liability for warranties 
= [$ 100 x 25,000 units] – 750,000 = 2,500,000-750,000 =1,750,000


Also consider correct if 

Warranty Xp 					2,500,000
Estimated liability for warranties 			$2,500,000
Estimated liability for warranties 		$750,000
Materials, Cash, Payables, etc....			 $750,000

c] Show in proper format, the amount of the estimated liability for warranties to be reported on the balance sheet as at December 31, 2021. Further show how these liabilities are to be classified. 


End 2020: Estimated liability for warranties [$ 100 x 25,000 units] – 750,000 =$1,750,000  
Year 2021:  Increase/decrease in Estimated liability for warranties = 
Estimated [$ 100 x 35,000 units] = 3,500,000 
Current cost                                  – 3,400,000 
				          	        $100,000 (increase), 

Balance Sheet, December 31, 2021
Current Liabilities
Estimated liability for warranties (current)
= 1,750,000 + 100,000 = $1,850,000 

PROBLEM 2: ASSET RETIREMENT OBLIGATION - (20 marks)

Problem2: ASSET RETIREMENT OBLIGATION 
The accountant of Tdex group, an international firm, provide you with the following notes and require you to answer the questions related to ARO: 
1. Leased land from Alberta government for a maximum period of 20 years. Installation of five oil wells at a total cost of $2,500,000 and capitalized to Extraction Assets. These are amortized over their expected productive life- 20 years on a straight-line basis. 
2. Operations start on January 1, 2020. 
3. Accountant recorded $498,312 as Asset Retirement Obligation on January 1, 2020. 
4. Annual interest costs will be $14,949 at end 2020. 
Mr. Dupond then states “I think the retirement costs are too high but this information came from the audit partner at our CPA firm so we will rely on it. Imagine we even have to pay interest on it during this economic downturn when we have to cut the budget!! ” 
Required: 
1. Calculate the discount rate (round up for instance if you find 5.99% then consider 6%)? 
2. Provide the journal entries required to record the following transactions (in accordance with IFRS): 
a] The asset retirement obligation recorded on January 1, 2020. 
b] The depreciation expense incurred for the Extraction Assets for 2020. 
c] The annual interest accruing on the Asset Retirement Obligation for 2021. 
3. Assume that at end useful life (on December 31, 2039), the company were to incur an actual cost of $850,000 to safely retire the Extraction assets. Provide the journal entry required to record this transaction
4. Now, assume $500,000 increase in dismantling costs due to oil production occurred at the end of the first year. Prepare the journal entry required under IFRS.
5. Now assume Tdex group follows ASPE. How to record the increase of the ARO at the end of the first year. Calculate depreciation expense for the second year and prepare journal entry to record asset depreciation

Solution PROBLEM 2 ARO

Data
IFRS-compliant Date: January 1, 2016
Five oil wells cost $2,500,000 in total Amortized over 20 years on a straight-line basis Present value of ARO is $498,312
Interest costs work out to $14,949 in 2016

· Carrying value AR0 (2016) = $498,312 
· Interest expense (2016) = $14,949

1. Market rate to be determined 

2016 Interest expense = interest rate x carrying value =>$14,949 = interest rate x $498,312 
Interest rate = 3%

2. Journal entries 

a- Journal Entry to record the ARO on January 1, 2020 

	January 1, 2020
	Extraction assets 
	$498,312
	

	
	Asset Retirement Obligation
	
	$498,312



b- Journal Entry to record Depreciation Expense (2020) 

	December 31, 2020
	Depreciation Expense 
	$149,915.60*
	

	
	Accumulated Depreciation
	
	$149,915.60


Carrying value = $2,500,000 + $498,312 = $2,998,312 
*Depreciation = $2,998,312/20 years = $149,915.60 per year 

c- Interest Adjustment (2021) 

Carrying value beginning of year (2021) = $498,312+ $14,949 =$513,261 
Interest expense (2021) = $513,261 x 3% = $15,398 

	December 31, 2021
	Interest Expense 
	$15,398
	

	
	Asset Retirement Obligation 
	
	$15,398



3. Dismantling costs = 850,000 => entry at December 31, 2039 	

Carrying value of ARO on December 31, 2049 must be determined 
Present value at time 0 = $498,312
N = 20years 
I = 3%
498,312 = x * PVIF 20, 3% (.55368) 
X = 498,312/.55368 = $900,000 

	December 31, 2049
	Asset Retirement Obligation 
	$900,000
	

	
	Cash 
	
	$850,000

	
	Gain on Settlement 
	
	50,000



4. Assume an increase in ARO due to oil production occurred at the end of the first year. Prepare journal entry 

The cost will be incurred in 19 years from now. 
Present value = $1,500,000
N = 19 years 
I= 3%
Present value = $500,000 x 0.57029 = $285,145 

	December 31, 2020
	COGM (could be inventory) 
	$285,145
	

	
	Asset Retirement Obligation
	
	$285,145



5. If ASPE then it will be record directly in Extraction assets (oil wills) instead of COGM
 
 
	December 31, 2020
	Extraction assets
	$285,145
	

	
	Asset Retirement Obligation
	
	$285,145



Revised Depreciation
Annual depreciation determined above = $149,915.60 Additional annual depreciation = $285,145 / 19 =15,007.63 
Total = $149,915.60 + 15,007.63 = $164,923.23

	December 31, 2021
	Depreciation Expense
	$164,923.23
	

	
	Accumulated Depreciation 
	
	$164,923.23




PROBLEM 3 CONTINGENCIES (20 marks)
SITUATION A: 10 marks
Tesselek Technology, Inc., is a relatively new company and has been operating for only the past five years. It was set up by two leading scientists Mr. Tess and Mr. Lek. The company is involved in the development of high speed electric cars which are in high demand. The company has enjoyed very rapid growth and equally high profitability. Although the company has employed an excellent group of well competent employees, its overall future development plans were highly dependent on the two senior scientists.
On November 3, 2020, the two scientist had an accident in a race to test their new car model. Both were killed in that accident and now, the company’s future plans have come to a near dead stop. The stock market answered badly to this news, the company stock price had dropped nearly by 70% and the remaining members of the Board of Directors have instructed the CFO to account for this loss of market value estimated at between $350-$500 ( probability is equally distributed) million as a contingent loss. The Board members argue that if a new expert is not found quickly, the company may have to be sold off or dissolved.
Determine the amount of the loss which could be written off assuming the company is using IFRS.

Solution
In this case, the issue involves the determination of whether any assets of the company were impaired. While the loss of market value was significant, this loss was borne by the shareholders of the company and not the company itself. It is also true that the future performance of the company was significantly impaired by the deaths of the two executives. But it would be impossible to estimate the loss caused due to this impairment 
· No loss to be recorded
The event should be reported on the financial statements as a footnote describing the future performance of the company. But no actual loss, in dollar amounts, should be recorded.
SITUATION B:
FastRacers is a companies that organizes auto racing at various international metropolitan centers like Monaco, Montreal, etc. In July, 2020, there was a horrific crash at one of their races in Montreal. Many spectators have been injured and hospitalized during that accident. The company consulted some of the best legal minds right after the accident in order to determine the potential consequences from this incident. The majority legal opinion was the same; it is likely that the company would be held liable for significant damages. However, it has been almost four months and as yet not a single law suit has been filed. The company, based upon the legal advice it has received, estimates that the total losses could amount to as high as $45 million (M). In their investigations, the company reviewed losses for injuries from four previous incidents which were $750,000, 1.4M, $6.4M and $18M with estimated probabilities of occurrence being 5%, 35%, 40% and 20% respectively.
Instruction

1. What the company should do under IFRS rules on December 31, 2020. Be sure to explain in reasonable detail the requirements specified by IFRS to deal with. 5 marks
2. Assuming FastRacers follows ASPE and that the company’s lawyers have estimated the loss in a range of $750,000 to $18M, and no specific amount in the range to be considered the best estimate. What amount if any should be reported as a liability for this contingency as at December 31, 2020. . 5 marks

Solution

1. IFRS: 
1. Unfavorable outcome is probable (>50%): it has been established with expert legal opinions that it is more likely than not that a liability for future damages will be incurred by the company (probability > 50%) and underlying cause of action occurred pre balance sheet date: crash occured July, 2020 
2. Ability to make a reasonable estimate of loss : losses for injuries from four previous incidents which were $750,000, 1.4M, $6.4M and $18M with estimated probabilities of occurrence being 5%, 35%, 40% and 20% respectively. 

· Loss to recognize 

Under IFRS, the company is required to estimate such a loss by determining the best estimate of the possible loss using the weighted average sum (probabilities): 
[($750,000 x 0.05) + (1.4M x 0.35) + (6.4M x 0.4) + (18M x 0.2)] = $6,687,500 

In addition to recording this loss, the company must also disclose in a footnote, the maximum 18M loss which the company may expect to incur and other details about this incident. 
The journal entry is :
December 31, 2020 (bonus)

Estimated Loss for Damages on Accident	 $6,687,500
Liability for Damages 			$6,687,500

2. ASPE
1. Unfavorable outcome is likely:  it has been established with expert legal opinions that it is likely that a liability for future damages will be incurred by the company 
2. The amount of loss can be reasonably estimated:  range of $750,000 to $18M  and no particular amount in the range is determined to be the best estimate. 1 mark => loss bottom range 750,000 
  the company must also disclose in a footnote, the maximum 18M loss which the company may expect to incur  


December 31, 2020 (bonus 1 mark)

Estimated Loss for Damages on Accident	 $750,000
Liability for Damages 			$750,000

PROBLEM 4 - ACCOUNTING FOR SALES PROMOTION CAMPAIGNS -
Walmax, Inc., is one of the leading chain of grocery in the country. On January 1, 2020, the company begans to offer its customers a free cookie sheet in exchange for 100 coupons. Customers earned 1 coupon for each $20 of groceries purchased at any Walmax store during the campaign period.
The coupons could be redeemed within 2 years of the date of issue.
In preparation for this campaign, the company purchased a premium inventory, during December 2019 of 11,000 cookie sheets at $8 each. The sales eligible for receiving coupons amounted to $6.4 million in 2020. The company estimates that 38% of the coupons issued will be redeemed in 2020 and 22% in 2021. 
During 2020, 105,000 coupons are presented for redemption. Similarly, in 2021, consumers redeemed 45,000 coupons issued in 2020, and in 2022, they redeemed 6,200 coupons issued in 2020. 
Walmax follows ASPE and assume that the company charges the full estimated cost of the premium plan when the sales are recognized.
Instruction
a] Prepare the journal entry required to record the acquisition of the cookie sheets in December 2019. 
b] Prepare the journal entry required to record the liability accrued for the promotion campaign.
c] Prepare the journal entry required to record the coupons redeemed during 2020.
d] Determine the amount of promotion liability reported on the Balance Sheet as at December 31, 2020 and how will it be classified?
e] In 2022, any coupons issued in 2020 and not redeemed lapsed. Prepare the journal entry required to record this transaction.
Solution
Sales $6,400,000 
Coupons issued in 2020: $6,400,000 /$20 =320,000 
Expect to Redeem	  - In 2020 @38% 121,600
  - In 2021 @ 22% 70,400
						192,000
Actually Redeemed
- In 2020 	105,000
- In 2021 	45,000
- In 2022 	6,200
a ] Prepare the journal entry required to record the acquisition of the baking pans in December 2019.  
Premium Inventory				$88,000 [11,000x$8]
Cash 					$88,000

b] Prepare the journal entry required to record the liability accrued on December 31, 2020 for the promotion campaign. 

Coupons expected to be redeemed: (121,600 + 70,400) = 192,000 	

Cost of the cookie sheets expected to be given to customers: (192,000/100) x $8 = $15,360 

Premium expense  						$15,360
Estimated liability for premium				$15,360

c] Prepare the journal entry required to record the coupons redeemed during 2020. 

(105,000 / 100) x $8 = $8,400

Estimated liability for premium				$8,400
Premium Inventory	 				$8,400

d] Determine the amounted reported for the promotion liability on the Balance Sheet as at December 31, 2020 and how will it be classified? 

Coupons expected to be redeemed (121,600 + 70,400) = 192,000 coupons
Coupons actually redeemed in 2020 = 105,000 coupons
Coupons remaining on December 31, 2020 = 192,000 - 105,000  = 87,000 coupons
Promotion Liability (87,000 /100) x $8 = $6,960 

Or another way to calculate it  
Liability amount = $15,360 -  $8,400 = $6,960 

Promotion Liability $6,960 
Classified as a Current Liability 

e] In 2022, any coupons issued in 2020 and not redeemed lapsed. Prepare the journal entry required to record this transaction. 

Coupons remaining on December 31, 2020 = 87,000 coupons
Coupons actually redeemed in 2021 and 2022 (45,000 + 6,200) = 51,200 coupons
Coupons remaining on December 31, 2020 not redeemed = 35,800 coupons
Liability amount lapsed (35,800 /100) x $8 = $2,864 

Estimated liability for premium				$2,864
Premium expense (or revenue) 		$2,864


PROBLEM 5 - ACCOUNTING FOR VACATION AND SICK PAY (20 marks)
Miramar limited began operations on January 4nd, 2020. The company employs 2,000 individuals who work 8 hours/day and are paid hourly. Each employee earns 15 paid vacation days and 10 paid sick days annually. Sick days may be taken as soon as they are earned, while vacation days may be taken in the following year in which they are earned. Miramar limited accrues the cost of compensated vacation absences using the compensation rates effective during the year in which they are earned. However, the cost of the compensated sick absences is recognized when these are used.

	Actual Hourly
	Vacation days used by
	Sick days used by

	Wage rate
	Each employee
	Each employee

	2020
	2021
	2020
	2021
	2020
	2021

	$20
	$24
	0
	12
	3
	5


Instruction
1. Prepare the journal entries to record the transactions related to vacation entitlement during 2020 and 2021  
2. Prepare the journal entries to record the transactions related to sick pay during 2020
3. How the liability for vacation pay and sick days should be reported on the Balance Sheet as at December 31, 2020 and 2021.
Solution 

1- vacation entitlement entries -----------------------2020-----------------------------------------------
Salaries and Wages Expense		4,800,000
	Vacation Wages Payable  		4,800,000*
*[2,000 x 15 x 8 x $20] 					
---------------------------2021--------------------------------------------
Salaries and Wages Expense		5,760,000
Vacation Wages Payable	5,760,000*
Vacation Recognition *[2,000 x 15 x 8 x $24] 				
-----------------------------                  -------------------------------------
Salaries and Wages Expense 	             768,000
Vacation Wages Payable**		3,840,000
		Cash1/2			    	    4,608,000*
*Vacation Payment: [2,000 x 12 x 8 x $24]  
**[2,000x 12 x 8 x $20] =3,283,200 
--------------------------------------------------------------------
2- 
---------------------------2020--------------------------------------------
Salaries and Wages Expense	960,000
Sick Wages Payable/cash	 960,000
[2,000 x 3 x 8 x $20]		
Add the payment entry in case Sick Wages Payable is used 		
---------------------------2021--------------------------------------------
Salaries and Wages Expense		1,920,000
Sick Wages Payable/cash		1,920,000
[2,000 x 5 x 8 x $24]				
Add the payment entry in case Sick Wages Payable is used 		
-----------------------------                  -------------------------------------

3-  
Amounts To Be Reported on The Balance Sheet

	
	2020
	2021

	Vacation Wages Payable
	4,800,000
	6,720,000*

	Sick Wages Payable  bonus 1 mark
	0
	0


*[4,800,000- 3,840,000+ 5,760,000]					


