ADM2340_F07: FINAL EXAMINATION ANSWERS
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Question II (14 points)

1.

1. It is likely that the event that gives rise to the obligation will happen
AND
2. The amount of the obligation can be reasonably estimated

2. 

Plastic should report the information on the negotiated contract in footnotes to financial statements. 
3.

Because of the short time to maturity, the difference between the present and gross value of current liabilities is not material. 
4.

If the company is liquidated, assets of the company are distributed among creditors and shareholders. Preferred shareholders receive their share before common shareholders. 
5.

Granting stock options at the exercise price below the market price at the date of the grant makes no sense from the incentive point of view. In such case, the employee will be able to make an effortless gain on stock options right away. 
6.

No the auditor would not be considered independent in this case, as he or she would be auditing his or her own work. 
7.

Internal auditors are auditors from within the company. External auditors are independent third-party auditors. 
Question III (18 points)

1.

a)
Initial:

Current assets



500,000

Current liabilities



250,000

(500,000 / 2)

Current ratio



2

i) 

Current assets

No change
500,000


Current
liabilities
↑50,000

300,000


Current ratio



1.67

ii)

Current assets

No change
500,000


Current liabilities

No change
300,000


Current ratio



1.67

iii)

Current assets

↓20,000

480,000


Current liabilities

↓20,000

280,000


Current ratio



1.71

iv)

Current assets

No change
480,000


Current liabilities

No change
280,000


Current ratio



1.71

v)

Current assets

↓5,000

475,000


Current liabilities

No change
280,000


Current ratio



1.70

b)

To assess Jagr’s short-term liquidity, you would like to know the company’s quick ratio. The current ratio does not provide sufficient information about the structure and liquidity of Jagr’s current assets: for instance, Jagr’s inventory may not be liquid or Jagr may have a significant amount of prepaid expenses (which cannot be converted into cash and used to meet liabilities). 
2. 
If the average sales volume remains the same, then the cost of goods sold will also remain the same.  Therefore, because the inventory decreases by 25%, the inventory turnover ratio must increase. 
3.

a) 

Days to collect AR

2006: [(2,000,000 + 2,500,000) / 2] / (14,000,000 / 365) = 2,250,000 / 38,356 = 58.7 

2007: [(2,500,000 + 1,500,000) / 2] / (14,000,000 / 365) = 2,000,000 / 38,356 = 52.1 

b)

Net profit margin

2006: 7,000,000 / 27,000,000 = 0.259 = 25.9%


2007: 9,000,000 / 35,000.000 = 0.257 = 25.7%


c)

i. The Chief Controller has to evaluate his or her own work, which creates a conflict of interests.
ii. The effectiveness of the new credit-screening policy cannot be appropriately evaluated without knowing the answers to the CEO’s questions because there may be other factors involved other than the implementation of the new credit-screening policy which caused the increase in cash sales.  It is possible that the company has actually lost a significant number of actual or potential customers (cash sales increased but credit sales did not) who would have purchased the company’s goods on credit if the credit-granting policy in 2007 had not been that strict. Instead of switching to cash purchases, these customers likely chose other firms.
Question IV (19 points)
1.

Acquisition cost, Building ( [1,000,000 / (1,000,000 + 1,500,000)] * 1,230,000 = 820,000

Acquisition cost, Equipment ( [500,000 / (1,000,000 + 1,500,000)] * 1,230,000 = 410,000

Building 


820,000 

Equipment


410,000 

Prepaid insurance 


10,000 


Cash 



510,000 


Notes payable
 

730,000 

or

Building 


820,000 

Equipment 


410,000 


Cash



500,000 

Notes payable
 

730,000 
Prepaid insurance 


10,000 

Cash



10,000 
2.

Amort. Expense = (820,000 / 20 * 2) / 2 = 41,000 

Amort. Expense 


41,000


Accum. Amort. Building 

41,000

3.

Amort. Expense = (410,000 – 110,000) / 10 / 2 = 15,000 

Amort. Expense 


15,000


Accum. Amort. Equipment 
15,000

4. 

Building



820,000 
  Less: Accum. Amort.

(41,000)
 
779,000 
Equipment


410,000 
  Less: Accum. Amort.

(15,000)
 
395,000 
5.

Accumulated Amortization for 5 and a half years:  30,000 x 5.5 = 165,000

Cash 



200,000 
Accum,amort – Equip 
  
165,000

Loss on Sale of Equip                      45,000 
Equipment 


$410,000 
Question V-A (20 points)
Peter Inc.








Balance Sheet





As at December 31, 2007







ASSETS








Current assets:








Cash





4,600


Notes receivable




6,200


Prepaid expenses




5,000


Temporary investments



6,900


Inventory





12,500


Total current assets




35,200


Building



140,000




Less: Accumulated amortization
(20,000)
 
120,000


Goodwill





1,700


Total assets





156,900


LIABILITIES & EQUITY

LIABILITIES








Current liabilities:







Accounts payable




16,900


Dividends payable




3,000


Deferred revenue




6,000


Warranty obligations




3,000


Current portion of long-term debt


10,000


Total current liabilities




38,900


Long-term debt




42,400


Total liabilities





81,300


EQUITY








Capital stock





27,000


Contributed surplus




2,200


Retained earnings




46,400 ( See Note
Total equity





75,600


Total liabilities & equity




156,900


Note: Retained earnings can be calculated in two ways:

i)

6,600 

RE, Jan 1





+ 280,000
Sales revenue





- 168,000
Cost of goods sold




- 6,200

Amortization expense




- 1,000

Bad debt expense





-36,000

Wages expense





- 12,000

Warranty expense




- 23,000

Loss on sale of long-term assets





+ 11,000

Unrealized gain on temporary investments


- 5,000

Dividends declared




= 46,400

RE, Dec 31






ii) RE, Dec 31 = Assets – (Liabilities + Capital stock + Contributed surplus) = 156,900– (81,300 + 27,000 + 2,200) = 46,400

Question V-B (20 points)

DN Inc.






Cash Flow Statement

For the Year Ended January 31, 2007  

	OPERATING ACTIVITIES
	

	Net Income
	$280,000

	Adjustments:
	

	Amortization expense
	29,000

	Gain on sale of land
	(5,000)

	Changes in working capital:
	

	Change in Merchandise inventory
	(44,000)

	Change in Prepaid rent
	24,000

	Change in Income taxes payable 
	(38,000)

	Change in Wages payable
	10,000

	Operating CF
	256,000

	Investing activities
	

	Sale of land
	120,000

	Purchase of land
	(176,000)

	Investing CF
	(56,000)

	FINANCING ACTIVITIES
	

	Issue of common shares
	65,000

	Repurchase of common shares
	(8,000)

	Dividends paid
	(207,000)

	Financing CF
	(150,000)

	Cash flows, Net
	50,000

	Cash, Jan. 1, 2006
	43,000

	Cash, Dec. 31, 2006
	$93,000


